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RISK MANAGEMENT IN OIL AND GAS ENTERPRISES OF AZERBAIJAN:
THE SOFAZ EXPERIENCE

Abstract

The article deals with the development of oil and gas sector - the main strategic and diplomatic
force in the world policy of oil and gas resources, a source of formation of economic and political
Strategy, an important factor and significance of national power, as well as the aspects of risk
management at oil and gas enterprises of the country on the experience of SOCAR. Oil and gas are an
important energy component of industrial potential in the modern era, being an indispensable
production, economic and financial resource. It was noted that ensuring rapid development of modern
civilization is impossible without fuel and energy resources - oil and gas. These resources are provided
by energy, transport and other infrastructures that form the basis for the development of all sectors of
the country's economy, and the identification, systematization and assessment of risks of formation and
development of these industries are considered in the article as important factors. The oil and gas
complex serves as a key, powerful industry that provides investments for the development of economic
sectors.

The development programs and strategies implemented in this direction since the first years of
independence ensure the gradual integration of the country's economy into the world economy. Thus, the
targeted economic reforms carried out within the framework of the implemented state programs, concepts
and development strategies have ensured the creation of new economic institutions, industrial
enterprises, including the oil and gas industry at the level of world standards, and as a consequence,
sustainable and stable development of all sectors of the country's economy.

Keywords: Azerbaijan, oil, gas, risks, management.

INTRODUCTION

The oil and gas industry of Azerbaijan, as one of the main sectors of the country's economy, is
exposed to a number of risks. Managing these risks is very important both in terms of increasing
productivity and ensuring safety. Risk management in the oil and gas industry of Azerbaijan is very
important for the sustainable and long-term development of both the state and companies operating in
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the private sectors. Effective risk management in this area has a positive impact not only on the local
economy, but also on international cooperation.
MAIN SECTION

The issue of risk management in oil and gas enterprises in Azerbaijan is of great relevance,
especially due to the large role of the oil and gas sector in the country's economy. Oil and gas production,
as well as its export, are one of the main sources of income for Azerbaijan. Operations in

this area are faced with various risks, which can have serious consequences both in the economic and
environmental spheres.

Currently, the demand for energy resources in the world is growing, and therefore oil and gas
companies face a large number of opportunities and risks in all areas of activity: exploration, production,
processing, transportation and marketing of oil and gas products. The oil and gas industry is characterized
by a number of specific features that distinguish it from other industries, which lead to the emergence of
risks inherent in it. Risks can be of different types and levels, therefore, multidisciplinary approaches are
applied to their management [2].

Table 1
Main risks in the Azerbaijani oil and gas sector

Technical and
production risks

Environmental risks

Economic risks

Security risks

-Technological errors
and failures: Oil and
gas production
processes are
complex and highly
technological.

Equipment failures or
technological errors
can lead to downtime,
adverse effects, and

costs.

-Equipment
obsolescence: In
some oil and gas
fields, equipment
wears out over time
and needs to be

repaired or replaced.

-Environmental

pollution: Activities in
the oil and gas industry
can have a major impact
on the environment.
Gas leaks, oil spills, and
the release of other
pollutants threaten the

ecosystem.
-Climate change:
Climate change has

increased the risk of
natural disasters (such
as  hurricanes  and
lightning strikes),
especially on offshore
oil platforms.

- Oil price fluctuations:
Global oil prices are
volatile and can have a
significant impact on
the Azerbaijani
economy. A drop in oil
prices could result in a
decline in revenues.
-Competition n
international markets:
The prices of oil and
gas offered by other
countries n the
international ~ market
can also affect the
market share of
Azerbaijani products.

-Security  incidents:
The safety of workers
working in the oil and
gas sector is always a
priority. Fires,
explosions, and other
accidents can harm
the health of workers
and the operations of
the enterprise.

-Terrorism and
political risks:
Political instability,

war, or terrorist acts in
the region can lead to
attacks on oil and gas
facilities.

Thus, the above-mentioned approaches of oil and gas enterprises lead to the corresponding
industrial risks that affect both current activities and the activities of companies in the long term.

There are many classifications of risks in the oil and gas industry. The most detailed risk analysis
was carried out in the works of scientists F. R. Dixit, R. S. Pindik, G. Tintner and M. Montalbano. The
classification developed by them is very broad and is determined primarily by the purpose of investment
in oil and gas field development projects [3]. The classification of A. F. Andreeva, V. F. Dunaeva, V. D.
Zubareva is based on the division of risks into general and specific, as well as the identification of
separate types of risks depending on the stages of implementation of an oil and gas project: exploration,
prospecting, field development, transportation and processing of oil, gas and condensate.



To update information on significant risks of oil and gas companies, the largest enterprises were
identified based on financial results of SOFAZ for 2023, after which an analysis of the annual reports for
2023 was conducted, based on which the main risks of these enterprises were identified.

SOFAZ manages risks within the framework of the Investment Rules and Investment Policy. Risk
management and monitoring procedures are implemented by conducting analyses on various types of
risks. Market risk, credit risk and liquidity risk indicators, as well as other relevant risk indicators, are
reflected in internal and external reporting.

The Fund's market risk is affected by factors such as changes in interest rates, credit risk premiums,
stock prices, foreign exchange rates, gold prices and changes in the value of private assets. A number of
measures and analyses are applied to monitor the market risk associated with the Fund, including, but
not limited to, weighted average investment period (duration), Value at Risk (VAR), tracking error,
concentration analysis, scenario analysis and stress tests [4].

VaR is a commonly accepted metric for measuring the overall risk of a portfolio. We calculate the
VaR of an investment portfolio using Monte Carlo and historical data simulations. As of December 31,
2023, SOFAZ’s 1-year, 95% confidence interval VaR was estimated at USD 3,601 million, or 6.4% of
the investment portfolio, an increase from the previous year (USD 2,559 million estimated for 2022) [1].

Figure 1. Distribution of shares in the yield of financial instruments
(excluding the effect of exchange rate)
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Source: https://oilfund.az/report-and-statistics/report-archive

The tracking error indicator is monitored on an ongoing basis to monitor the deviation of the
profitability and risk parameters of SOFAZ's investment portfolio from the relevant benchmark
indicators. The tracking error limit for equity sub-portfolios managed by an external manager is pre-
determined at an annual limit of 30 basis points. The annual tracking error indicators as of December 31,
2023 are reflected in the table below.

Table 2
Tracking errors
Foreign manager Tracking
error
"UBS Global Asset Management" (under the mandate of "MSCI World") 13
"State Street Global Advisors" 16
Mellon Investments Corporation 13
"BlackRock Investment Management" 8
"Sumitomo Mitsui Trust International" 14




"UBS Global Asset Management" (under the "MSCI Europe ex UK index" mandate) 16

Source: https.//oilfund.az/report-and-statistics/report-archive

In accordance with SOFAZ's investment policy, the actual weighted average investment period
(duration) of the debt obligations and money market instruments sub-portfolio may deviate from the
weighted average investment period of the relevant benchmark by a maximum of six months. The
duration indicators of the fixed income securities sub-portfolio are reflected in the table below.

Table 3
Duration indicators of the securities sub-portfolio
Markets instruments sub-portfolio Sub-portfolio duration Benchmark duration
US dollar 3,7 3,6
Euro 4.3 4.4
British pound 2,6 2,5
Australian dollar 1,9 1,9
Chinese yuan 1,9 1,8
Turkish lira 1,3 1,5

Source: https://oilfund.az/report-and-statistics/report-archive

The main objective is to effectively manage liquidity risk to ensure the smooth running of daily
operations and meet financial obligations. Cash management is carried out taking into account the
restrictions specified in the Investment Policy to maintain an adequate level of liquidity. Credit risk
management is an important component of SOFAZ’s risk management procedures [5]. The Investment
Rules regulate the credit ratings of fixed-income securities and their issuers, as well as determine credit
limits for counterparties, bank accounts and banks and other financial institutions providing custodial
services for securities. The graph below reflects the dynamics of the credit rating of the fixed-income
securities portfolio from 2022 to 2023.

Figure 2. Distribution of fixed income securities portfolio by credit ratings
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Risk management within the framework of ARDF (Asset Risk Directive Fund) is a very important
process and its results can be seen in various aspects. Proper risk management increases the sustainability
of a company, institution or any organization, minimizes investment and operational risks, and also
ensures more efficient use of resources. This helps the organization to protect itself from potential losses
and make profitable decisions [6].

Risk management can lead to such results in the ARDF system, as such processes help to
continuously reduce risks and support strategic development.

RESULT

Risk management in Azerbaijan's oil and gas sector is very important, as this sector's contribution
to the economy is very large. By properly assessing and managing risks, enterprises can both continue
their activities and make a better contribution to the country's economy. To do this, enterprises should
conduct a comprehensive risk assessment and prepare an appropriate action plan against possible risks.
In order to reduce dependence on the oil and gas sector, attention should be paid to economic
diversification and the development of other sectors.
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Azdrbaycanin neft-qaz miiasissalorinda risklorin idars edilmasi tacriibasi
Xiilasd
Mbaqalada neft qaz sektorunun inkisafinin tagakkiil tapmasindan, neft-qaz resurslarmmin diinya
siyasatinda asas strateji, diplomatik qiivva, iqtisadi-siyasi strategiyanin formalasma manbayi, milli giictin
onamli amili va ahamiyyati vo SOCAR tacriibasinda 6lkonin neft-qaz miiassisalarinda risklorin idara
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edilmasi masalalori tadqiq edilmisdir. Neft vo qaz miiasir dovrda zaruri istehsal, igtisadi va maliyya
resursu olmagla sonaye potensialimin miihiim energetik komponentidir. Qeyd edilmigdir ki, miiasir
sivilizasiyanin siiratli inkisafinin tamin edilmasinda yanacaq-energetika ehtiyatlari, neft va gaz olmadan
geyri-miimkiin olardi. Olka igtisadiyyatimin biitiin sahalorinin inkisafinin asasini taskil edon enerji,
naqliyyat va digar infrastrukturlar bu resurslar ilo tomin edilmis vo bu sahalorin formalasdiriimast va
inkisafinda risklarin miiayyanlasdirilmasi,sistemlagdirilmasi vo dayarlomdirilmasi miihiim amillor kimi
maqalada nazardan kegirilmisdir. Neft va qaz kompleksi igtisadiyyatin sahalarinin inkisafina investisiya
qovlusu ilo tomin edon asas giiclii sektor funksiyasini yerina yetirir.

Bu istigamatds miistaqilliyin ilk illorindan hayata kegirilon program va inkisa strategiyalari olka
qtisadiyyatimin diinya igtisadiyyatina marhalalorla inteqrasiyasini tamin edilir. Belaki icra edilon dovlat
programlari, inkisaf konsepsiyalart va strategiyalart c¢or¢ivasinda aparilan magsadyonlii igtisadi
islahatlar, yeni igtisadi institutlarin, sanaye miiassisalorinin, o ciimladon neft vo qaz sanayesini diinya
standartlari saviyyasinda yaradilmasini va naticada 6lka igtisadiyyatimin biitiin sahalorinin davamli va
dayanaqli inkisafini tomin etmisdir.

Acgar sozlar: Azorbaycan, neft, qaz, igtisadiyyat va idaraetma, program va strategiya, risk,
risklargiymatlondirma.
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OnpIT ynpaB/jieHUsI pUCKaMM HA NPeANPUATHAX HedTerazoBoi orpacin A3epoéailzkana
Pe3rome

B cmamve paccmampusaemcs pazsumue negpme2az08020 cekmopa, 21asHas CMpame2uiecKas u
OUNJIOMAMUYecKas Cula 8 MUpo8ol NOIUMuKe Hepme2azosvix pecypcos, UCMOYHUK (DOpMUPOBAHUs
IKOHOMUYECKOU U NOAUMUYECKOU cmpame2ull, 8adcHvlll hakmop u 3HauyeHue HAYyUOHAIbHOLU MOwU, d
makoice 80NPOCHL YNPAsLeHUs puckamu Ha Hegpmez2azosvix npeonpusmusax cmpausvl Ha onvime SOCAR.
Hegmo u caz sasnsaromces 6ajxcHoll sHepeemuyeckou cocmasusaouelti npoMbluLIeHHO20 NOMeHyuald,
ABNAACH BANCHEUWUM NPOU3BOOCHBEHHBIM, IKOHOMUYECKUM U (DUHAHCOBLIM pPecypcom CO8PEMeHHOU
onoxu. buino ommedyeHo, 4Ymo obecneyenue 6blcmp020 paseumus COSpeMeHHOIZ yusuausayuu
HeB03MOICHO Oe3 MONJIUuBHO-IHepceMUUECKUX peCypCcos - Hequu u 2aza. Imumu pecypcamu obecneuernvl
IHepeemudecKkas, mpaHcnopnmHasd u dpyeue qubpacmpmeypbl, cocmasesjsliouiue OCHo8y pa3sumust 6cex
ompaCJzezZ IKOHOMUKU CMPAHRbL, A 6blA6JIEHUE, cucmemamusayusl u OyeHKa puckoe gbopMupogaHuﬂ u
pazeumusi Smux ompaciell paccmMampusaiomcs 6 cmamove Kak eadcHvle (axmopul. Hepmeeazosviii
KOMnNJleKCc 6blNnoJjiHAem qbyHKLﬂllO KJZ)‘OU@SOIZ, MOLL!HOIZ ompaciu, 06601’161114661}01/{/;61/7 uHeecmuyuu ons
paseumu ompaCﬂeﬁ OKOHOMUKU.

Peanu3yeMble 6 IMmMOM Hanpaejleruu ¢ nepevlx jient He3asuCuUMocmu npocpammsl U cmpamecuu
paseumu obecneyusaiom NOCMENEeHRHY v Urmezpayuro 3KOHOMUKU CmpaHvbl 6 MUpoeyro S5KOHOMUK).
Taxum obpazom, yenesvle 3IKOHOMUUECKUE pehopmbl, NPOBOOUMbBIE 6 PAMKAX Peanru3yemvlx
eocydapcmeeHHblx npoepamm, KOHL;@I’ZL!MIZ u cmpameeuﬁ paseumius, obecneuunyu coszoanue HOEbIX
IKOHOMUYECKUX UHCMUmMymoe, npOoOMblULIEHHbLX npeénpuﬂmuﬁ, 6 mom yucjne Hequeeaaoeod ompaciu Ha



VPOBHE MUPOBLIX CIAHOAPMO8, U KAK Cledcmeue, YCmouyusoe u cmabuibHoe pazeumue 6cex ompaciei
9KOHOMUKU CIPAHDbI.

Knwouesvie cnosa: Azepbaiioscan, negpmov, 2a3, 9KOHOMUKA U YNpAGLeHUe, HPOSPAMMA U
cmpamezusi, pUcK, OYeHKa pucka.
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