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FINANCIAL STABILITY IN AZERBAIJAN

Abstract

Key indicators for assessing the fiscal sustainability of Azerbaijan’s financial system using
econometric methods:

1. Budget balance indicators

 Budget deficit / GDP — the difference between revenues and expenditures.

« Primary budget balance — the fiscal outcome after excluding interest payments.

« Structural budget balance — calculated by excluding cyclical factors and one-off revenues.

2. Public debt indicators

« Total public debt / GDP

« External and domestic debt / GDP

« Interest payments / budget revenues

3. Budget revenues and expenditures

 Tax revenue to GDP ratio

« Oil and non-oil revenues / GDP

« Expenditure structure (investment, social spending)

4. Impact of oil revenues

« Transfers from the State Oil Fund / budget revenues

« Volatility of oil revenues

 Non-oil budget deficit — one of the key indicators of Azerbaijan’s fiscal sustainability

Approach

5. Macroeconomic indicators

o GDP growth rate

« Inflation

« Exchange rate stability

« Export—-import indicators (especially in the oil sector)

Findings

Econometric models

o ARDL model

e VAR model

« Debt sustainability tests
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Introduction

There are several major challenges in
ensuring fiscal sustainability in Azerbaijan.
These challenges have both structural and
institutional characteristics and affect the
country’s macroeconomic  stability, the
effectiveness of budgetary policy, and long-
term economic development. The main issues
in this area are summarized below [5]:
1. High dependence of budget revenues on oil

« A significant share of the state budget is
still formed from revenues generated by
the oil and gas sector.

« Volatility in global oil prices puts fiscal
stability at risk.

o The tax base in the non-oil sector is not
sufficiently broad.

2. Weak development of non-oil revenue
sources

e The taxation base in the non-oil sector
remains limited.

e The shadow economy and informal
employment are widespread, reducing
budget revenues.

e Tax evasion and weak tax discipline
constrain fiscal income.

3. Low efficiency and transparency of
expenditures

« Inefficiencies, wasteful spending, and
sometimes corruption are observed in the
use of budget funds.

« Systems for evaluating and monitoring
project-based expenditures are
underdeveloped.

« Mechanisms for transparency and public
accountability are weak.

4. Growing social commitments

o Government social expenditures
(pensions, social benefits, etc.) increase
every year, strengthening fiscal
pressures.

« Financing these social commitments may
pose a risk to long-term fiscal stability,
especially in the context of demographic
factors and unemployment.

5. Public debt management

 Although the level of public debt remains
manageable, declining oil revenues and
rising expenditures may increase
borrowing needs.
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o Risks related to servicing external debt
grow, particularly in the context of
exchange rate fluctuations.

6. Weak implementation of fiscal rules

e The absence of stable and transparent
fiscal rules (or inconsistent
implementation of existing rules)
undermines fiscal sustainability.

e The institutional foundations for
medium-  and  long-term  fiscal
frameworks and forecasting are weak.

7. Interregional fiscal inequality

o There are disparities in the balance of
revenues and expenditures across
regions.

e Low levels of fiscal autonomy in local
areas increase the burden on the
centralized budget [1].

Purpose

One of the main priorities for ensuring
fiscal sustainability in Azerbaijan is the
development of the non-oil  sector,
strengthening fiscal discipline, increasing the
efficiency of public expenditures, and ensuring
transparency. At the same time, medium- and
long-term fiscal planning systems should be
established, and fiscal risk management must
be strengthened [4].

Below are realistic and practical
solutions to the key challenges in Azerbaijan,
including high dependence on oil revenues,
underdeveloped non-oil revenues, inefficient
expenditures, increasing social obligations,
public debt management, weak
implementation  of  fiscal rules, and
interregional fiscal inequality [6]:

1. Reducing Dependence on Oil. Solutions:

e Promoting the development of the non-
oil sector — increasing support for non-oil
areas of agriculture, tourism, information
technologies, logistics, and industry.

e Limiting the use of oil revenues -
imposing restrictions on transfers from
the State Oil Fund to the budget and
accumulating more revenues in strategic
and stabilization funds.

e Reducing the sensitivity of public
spending to oil prices — budget planning
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should be based on baseline scenarios
independent of oil price volatility.

2. Increasing Non-Oil Revenues. Solutions:

3.

Increasing

Improving tax  administration —
implementation of electronic tax systems
and combating the shadow economy.
Developing small and medium-sized
enterprises (SMEs) — tax incentives,
technical and legal support mechanisms.
Incentives for the innovation and
technology sector — tax support for new
products and services.

Providing incentives and simplified tax
regimes to legalize unregistered business
activities.

the Efficiency of Budget

Expenditures. Solutions:

Result-based budgeting — expenditure

mechanisms based on the
implementation and outcomes of state
programs.

Strengthening public oversight and
auditing — expanding the powers of the
Chamber of Accounts and independent
audit mechanisms.

Full implementation of electronic
procurement systems — platforms
necessary  for  transparency and
competition.

Conducting efficiency analyses of public
investment projects — economic and
social impacts must be evaluated prior to
implementation.

4. Managing the Growth of Social Obligations.
Solutions:

Targeted social assistance and pension
systems — expanding need-based
assistance mechanisms.

Labor market reforms —
informal employment to
contributions to social funds.
Actuarial assessment of pension and
social assistance systems — mechanisms
aimed at long-term sustainability.

reducing
increase

5. Sustainable Public Debt Management.
Solutions:

Implementation and  oversight  of
medium- and long-term debt strategies.
Promoting borrowing through domestic
markets — using domestic  debt

instruments to reduce foreign currency
risks.

Directing new borrowings
investment-oriented  and
generating areas.

Applying strict criteria for borrowing —
limits based on indicators such as the
debt-to-GDP ratio and debt service
capacity.

towards
revenue-

6. Strengthening Fiscal Rules. Solutions:

Legally anchoring fiscal rules and
making their amendment more difficult —
creating a stable framework to safeguard
fiscal discipline.

Applying accountability mechanisms in
cases of rule violations.

Ensuring that transparent budget data is
publicly accessible — increasing public
oversight and accountability.

7. Reducing Interregional Fiscal Inequality.
Solutions:

Developing the fiscal potential of regions
— expanding the local tax base and
providing technical support to increase
tax collection.

Targeted state programs for regions —
improving infrastructure, education,
healthcare, and the investment climate.
Fair and transparent application of fiscal
transfer mechanisms — distributing
financial support based on needs and
outcomes.

Strengthening local self-governance —
granting greater authority in forming
local budgets.

Final Recommendations:

Fiscal policy should be designed to
ensure long-term and  sustainable
economic growth.

Strengthening the non-oil sector is a key
condition for economic and social
stability.

Digitalization, transparency, and public
oversight are essential for successful
fiscal reforms [2].

Approach
Ensuring fiscal sustainability within the

financial system of the Republic of Azerbaijan
is one of the key priorities of the country’s
public financial policy. Fiscal sustainability
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refers to the ability of the state to maintain
budgetary stability over the long term, manage
its debt burden effectively, support macro-
economic stability, and create conditions for
sustainable economic growth. The main
directions in this regard are outlined below [7]:
1. Enhancing the efficiency of fiscal and tax
policy
« Expanding the tax base and reducing the
shadow economy.
« Digitalizing tax administration (e.g., e-
invoices, online cash register systems).
e Optimizing tax exemptions and
eliminating inefficient tax privileges.
e Prioritizing public expenditures and
reducing inefficient spending.
2. Public debt management
« Maintaining the ratio of external debt to
GDP at an acceptable level.
« Aligning debt obligations with long-term
financing capacities.
e Increasing reliance on the domestic
financial market for borrowing.
3. Reducing dependence on oil revenues
o Aligning the use of the State Oil Fund’s
resources with sustainability principles.
e Implementing fiscal rules (e.g.,
expenditure limits based on the baseline
oil price).
o Diversifying budget revenues through
the development of the non-oil sector.
4. Implementation of fiscal rules
o Strengthening the “fiscal rule” to protect
budget expenditures from sharp oil price
fluctuations.
e Preparing medium- and long-term fiscal
forecasts and securing parliamentary

approval.

« Enhancing transparency and
accountability mechanisms.

5. Balancing social and investment

expenditures

e Aligning social commitments in the
budget with financial capacity.

o Prioritizing expenditures directed at
infrastructure and human capital.

o Improving the social protection system
through  targeted and sustainable
mechanisms.

6. Strengthening stability in the financial sector
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o Ensuring the stability of the banking sec-
tor and reducing non-performing loans.

o Developing the securities market to
expand public borrowing opportunities.

e Improving financial monitoring and
fiscal risk management systems.

7. Digital and institutional reforms
o Strengthening electronic monitoring of
public expenditures and open budget
initiatives.
o Systematic accounting of fiscal risks
(state guarantees, state-owned
enterprises’ debt, demographic burden).
o Expanding the powers of the Chamber of
Accounts and other oversight bodies.
Ensuring fiscal sustainability in the
Republic of Azerbaijan is mainly linked to
efficient  tax—budget policy, effective
management of public debt, reduction of
dependence on oil revenues, strengthening
fiscal rules, and the implementation of
transparency mechanisms. These measures not
only help maintain long-term financial stability
but also support economic growth [3].

Results

Ensuring Azerbaijan’s fiscal sustaina-
bility is of critical importance for the country’s
long-term economic stability and develop-
ment. The analysis demonstrates that the main
challenges affecting fiscal stability — the
budget’s dependence on oil revenues, limited
non-oil revenue generation, inefficiencies in
public  expenditures, increasing social
obligations, emerging risks in public debt
management, inconsistent application of fiscal
rules, and regional disparities — are structural
and institutional in nature.
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AZORBAYCANDA MALIYYO SABITLiYI

Xulasa

Tadgigatin magsadi
Azorbaycanin maliyys sisteminin fiskal dayanigliginin ekonometriya iisulu ilo giymatlondirilmasi
Uclin asas gostaricilar:
1. Budco balansi gostaricilori

o Biidco kasiri / UDM — galir va xarclor forgi.

« 1lkin biidcs saldosu — faiz édenislori ¢ixildigdan sonra yaranan biidca naticasi.

e Struktur biidcos saldosu — dévri amillar va birdofalik golirlor nazors alinmadan hesablanir.
2. Dovlat borcu gostaricilari

o Umumi dévlot borcu / UDM

o Xarici vo daxili borc / UDM

e Faiz ddonislori / bidca galirlori
3. Bldca galirlari va xarclori

e Vergi yigimlarinin UDM-o nisbati

« Neft vo geyri-neft golirlori / UDM

e Xorclorin strukturu (investisiya, sosial)
4. Neft galirlorinin tasiri

o Neft fondu transfertlori / budca golirlori

e Neft golirlorinin doyiskonliyi

e Qeyri-neft budca kasiri — Azarbaycanin fiskal dayanigligi tigtin osas gostaricilardon biri
Todgigatin metodu
5. Makroiqtisadi gostaricilor

o UDM artim tempi

o Inflyasiya

e Mozonno sabitliyi

 Ixrac-idxal gostaricilori (xtisusilo neft sektoru)
Tadgigatin naticalori
Ekonometriya modellari

« ARDL modeli

e VAR modeli

e Borc davamlilig testlori

Acar sozlor: UDM (Umumi Daxili Mohsul), biidco kasiri, dovlat borcu, inflyasiya, fiskal

davamlilg.

Cakuna Adoaypaxum I'AJDKUEBA
TOKTOp pmitocopuu 1o SKoHOMUKe, Azepbaiipkanckuil YauBepcuteT Typusma u MeHemKMeHTa

Pycaan Arasp ACKEPOB
Maructpant, Azepbaiikanckuil YHausepcuteT Typusma u MeHemxmeHTa
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Llens nccnegoBanus

Jlnst oleHKH (prCKanbHON YCTOWYMBOCTH (PMHAHCOBOM cucTeMbl A3epOaiikana ¢ UCIOIb30BaHHEM

HKOHOMETPHYECKUX METOO0B IPUMEHSIOTCS CIIEYIONME OCHOBHBIE TIOKA3aTEIIH:
1. IToka3arenu OroKETHOrO Oatanca

o Jledunur 6r0mxeta / BBII — pazHuma Mexty 10X0/1aMH U pacXoaMHu.

[TepBudHOE OIOKETHOE CANTLJI0 — PE3YIbTAT O0KETa 32 BEIUETOM MPOICHTHBIX BHITLIAT.

CtpykTypHOE OIOJKETHOE CallbJ0 — PacCUMTHIBAETCS 0€3 ydeTa HUKIMYECKuX (HaKTOpOB U
Pa30BBIX JOXO/IOB.

2. Ilokazarenu rocy1apCTBEHHOTO J10JIra
e OO6mmii rocynapctennbiii goar / BBII
Buemnuii u BHyTpenauit gonr / BBIT

[IporieHTHBIE BBITIIIATHI / OIOJKETHBIC TOXOIbI
3. J1oX0/bI ¥ pacxo/Iel OI0KETa

e Haunoroseie noctymienus k BBII

Hedrsubie u nHenedTsanbsie qoxoasl / BBIT

CtpykTypa pacxoa0oB (MHBECTHIIMOHHBIE, COLIUATbHBIC)
4. BriusiHue HEPTIHBIX TI0XO/I0B

o Tpancheprsl u3 Hedrsnoro dhonaa / Or0KETHBIE TOXOIBI
BonarunsHOCTh HETAHBIX JT0XO0B

HenedrsiHoit Oro/pKeTHBIN NeQUIMT — OAMH U3 KIIIOYEBBIX IOKa3arened (HCKAIbHOM
ycroitunBoctr A3zepOaiikana

Merton uccnenoBaHus
5. MakpO3KOHOMUYECKHE ITOKA3ATEIN
e Temn pocta BBII
o Uudusaus
e CrabunpHOCTh 0OMEHHOTO Kypca

[TokazaTenu sxcropTa ¥ UMIOPTa (0COOEHHO HE(DTIHOTO CEKTOPA)
PesynbTathl uccnenoBanus
DKOHOMETPUYECKUE MOJIEIH

e Mogeas ARDL

e Mogens VAR

TecTrl YCTOI>'I‘II/IBOCTI/I TOCydapCTBECHHOI'O A0JITa

KiroueBble caoBa: BBII (BanoBoil BHYTpeHHMH MPOIYKT), JEPUIUT

OroIKeTA,
rOCyIapCTBEHHBIN AOAT, HHGIISINS, (PUCKaTbHAS YCTOMUYNBOCTD.
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