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CURRENT STATE OF FiINANCIAL STABILITY iN AZERBAIJAN

Abstract

Financial stability plays a pivotal role in ensuring the resilience of national economies and the
sustainability of financial systems, particularly in emerging markets. In the case of Azerbaijan, the
evolution of financial stability has been closely tied to structural reforms in the banking sector,
macroeconomic fluctuations, and global economic dynamics. This paper explores the current state of
financial stability in Azerbaijan through the lens of institutional frameworks, market dynamics, and
systemic risks.

The study analyzes the recent performance of the banking and non-banking financial sectors,
identifies key macroeconomic and regulatory factors influencing financial stability, and evaluates the
resilience of the financial system in the face of internal and external shocks. Special attention is given
to the Central Bank of Azerbaijan’s policy responses, prudential regulation practices, and the gradual
integration of ESG (Environmental, Social, and Governance) principles into financial supervision.

The research employs a qualitative-analytical approach, utilizing data from national sources
such as CBAR, as well as international financial institutions (IMF, World Bank, BIS). The findings
suggest that although significant progress has been made in enhancing financial stability since the
2015 devaluation crisis, challenges such as inflationary pressure, external economic dependence, and
institutional gaps remain.

The paper concludes with a set of recommendations aimed at strengthening the financial
architecture of Azerbaijan and ensuring sustainable financial stability through regulatory
modernization and proactive risk management.

Keywords: financial stability, Azerbaijan, banking system, macroeconomic risks, systemic risk,
regulatory policy, ESG.

INTRODUCTION

In recent decades, financial stability has emerged as a critical component of sustainable economic
development, particularly for economies undergoing structural transformation (IMF, 2022). Financial
stability is generally understood as a condition in which the financial system - including institutions,
markets, and infrastructure - is capable of withstanding shocks and maintaining its core functions, such
as credit allocation, payment facilitation, and risk management (BIS, 2021). A stable financial system
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fosters macroeconomic equilibrium, encourages long-term investment, and strengthens public
confidence in financial institutions (Levine, 2005).

In the case of Azerbaijan, ensuring financial stability has become increasingly vital, especially
in the aftermath of the 2015 devaluation crisis, which exposed systemic vulnerabilities in the banking
sector. Since then, Azerbaijan has implemented a number of structural reforms and regulatory
adjustments aimed at stabilizing its financial architecture. These efforts include prudential regulation,
improved supervisory frameworks, and monetary policy enhancements (CBAR, 2023).

Nevertheless, emerging challenges such as inflationary pressure, high dependence on energy
exports, and limited diversification continue to pose risks to financial resilience. Furthermore, global
disruptions - including geopolitical tensions and climate-related financial threats - highlight the need
for robust financial institutions and proactive policy frameworks (World Bank, 2023).

This study aims to assess the current state of financial stability in Azerbaijan by examining key
economic indicators, institutional responses, and prevailing systemic risks. The research adopts a
qualitative-analytical methodology, relying on data from national sources such as the Central Bank of
Azerbaijan (CBAR) and international organizations like the IMF and BIS. The paper is structured as
follows: Section 2 outlines the structure of Azerbaijan’s financial system; Section 3 identifies major
risks to financial stability; Section 4 analyzes regulatory responses; and Section 5 concludes with policy
recommendations.

Financial Stability in Azerbaijan: Current Landscape

The financial system of Azerbaijan has undergone significant transformations since the early
2000s, transitioning from a post-Soviet legacy structure to a more market-oriented and regulated
framework. As of 2023, the country’s financial landscape is composed of the Central Bank of the
Republic of Azerbaijan (CBAR), commercial banks, non-bank financial institutions (NBFIs),
insurance companies, and capital market entities. Among these, the banking sector remains the
dominant pillar, accounting for more than 90% of total financial system assets (CBAR, 2023).

Following the dual devaluation of 2015, which triggered systemic stress across the banking
sector, Azerbaijan implemented a range of regulatory and structural reforms. Several undercapitalized
banks were closed or merged, prudential supervision was tightened, and transparency standards were
raised. The Financial Stability Council and Financial Monitoring Service were empowered to enhance
macroprudential oversight, while the deposit insurance system was expanded to protect small
depositors (World Bank, 2020).

In recent years, the Central Bank has also promoted financial inclusion and encouraged
digitalization within the banking system. As a result, the share of non-cash transactions has steadily
increased, and mobile banking platforms have become widely used. Nevertheless, access to financial
services in rural areas remains limited, and credit penetration among small and medium-sized
enterprises (SMESs) is relatively low (ADB, 2022).

The non-bank financial sector, including leasing and microfinance institutions, remains
underdeveloped but shows gradual improvement in regulation and market participation. The insurance
market is growing steadily, particularly in the compulsory insurance segment, yet it continues to face
challenges in product diversification and public awareness.

Capital markets in Azerbaijan are still in an early stage of development. Although the Baku Stock
Exchange operates with government and corporate securities, market liquidity remains limited.
Institutional investor participation is weak, and secondary market activity is minimal. Nonetheless,
ongoing reforms - such as the modernization of legal infrastructure and introduction of ESG-compliant
instruments - indicate potential for future expansion (OECD, 2023).



Overall, while Azerbaijan has made progress in strengthening its financial system since 2015,
structural weaknesses such as a narrow financial base, low financial literacy, and dependency on
hydrocarbon revenues continue to constrain long-term financial stability. Further development of
diversified financial markets and improved regulatory enforcement will be essential for enhancing
resilience and attracting sustainable investment.

Key Risks Affecting Financial Stability in Azerbaijan

Despite notable progress in improving the regulatory framework and macroeconomic
environment, Azerbaijan’s financial system continues to face a range of internal and external risks that
may undermine long-term stability. These risks span across macroeconomic volatility, sectoral
vulnerabilities, institutional inefficiencies, and emerging global trends such as ESG-related exposures.

Azerbaijan’s economy remains highly dependent on hydrocarbon exports, with oil and gas
revenues accounting for over 85% of total export earnings and a significant share of budget revenues
(State Statistical Committee, 2023). This dependence makes the financial system wvulnerable to
commodity price shocks, as witnessed during the 2015-2016 oil price slump and the 2020 pandemic-
driven downturn.

Inflationary pressures have resurfaced in the post-pandemic period, driven by rising food and
energy prices. Although the Central Bank has adopted inflation targeting mechanisms, price volatility
continues to pose a challenge to monetary policy effectiveness and investor confidence (IMF, 2023).

The stability of the national currency, the Azerbaijani manat, is a key factor in preserving
financial stability. The 2015 devaluation episodes significantly weakened public confidence in banks
and triggered a sharp decline in deposit dollarization. Although exchange rate stability has improved
in recent years, any renewed volatility may reignite systemic risks, especially in the context of foreign-
currency-denominated loans and liabilities (CBAR, 2023).

Moreover, Azerbaijan's current account surplus is largely driven by oil exports, rendering the
balance of payments sensitive to global market fluctuations. Weak diversification of the export base
continues to constrain external resilience.

The banking sector remains moderately concentrated, with a few large banks dominating market
activity. While capital adequacy and liquidity ratios have improved, challenges persist regarding asset
quality and credit risk management - particularly in SME lending and consumer credit portfolios
(World Bank, 2022).

Institutionally, gaps in coordination between regulatory bodies, limited enforcement capacity,
and a lack of comprehensive risk disclosure mechanisms undermine transparency and oversight.
Although the Financial Monitoring Service and Central Bank have intensified macroprudential
supervision, data gaps and weak inter-agency integration limit the effectiveness of early warning
systems.

Emerging risks related to environmental, social, and governance (ESG) factors are increasingly
relevant for Azerbaijan. The financial sector has yet to fully integrate climate-related risks into its
strategic planning and risk management frameworks. Physical risks such as droughts, floods, and
environmental degradation may impact agriculture-dependent regions, while transition risks - related
to carbon pricing or regulatory shifts - may affect energy-intensive sectors (UNDP, 2022).

Efforts to align with international ESG standards remain in early stages, and limited awareness
among financial institutions poses challenges to effective implementation. Nonetheless, ongoing
reforms indicate a growing recognition of sustainable finance as a long-term priority.

Regulatory Framework and Institutional Capacity in Azerbaijan

A well-functioning regulatory and institutional framework is essential for maintaining financial
stability, especially in emerging economies where market discipline may be underdeveloped. In



Azerbaijan, the Central Bank of the Republic of Azerbaijan (CBAR) serves as the primary regulator
and supervisor of the banking system, while additional oversight functions are shared with institutions
such as the Financial Monitoring Service (FMS) and the Ministry of Finance. Since the 2015
devaluation crisis, CBAR has significantly enhanced its macroprudential supervision and monetary
policy tools. Capital adequacy requirements have been revised, stress-testing procedures
institutionalized, and liquidity management tools improved to bolster systemic resilience (CBAR,
2023). In addition, CBAR's inflation-targeting regime and interest rate corridor have strengthened
monetary policy transmission and price stability. The establishment of the Financial Stability Council,
coordinated by CBAR, has contributed to better macroprudential coordination and policy coherence.
The Council plays a crucial role in systemic risk monitoring and inter-agency dialogue, although its
legal powers remain limited. The Financial Monitoring Service (FMS), restructured in 2020, has
adopted a risk-based approach to AML/CFT (Combating the Financing of Terrorism) supervision. This
approach targets higher-risk institutions and transactions while enhancing transparency and compliance
culture. Recent cooperation with international bodies such as MONEY VAL and the Financial Action
Task Force (FATF) has supported the alignment of national frameworks with global standards (FMS,
2022). Despite progress, challenges remain in terms of data integration, cross-border transaction
monitoring, and technological adaptation. Azerbaijan has undertaken multiple legal reforms aimed at
harmonizing financial regulation with international standards. These include revisions to the “Law on
Banks,” “Law on Insurance,” and the adoption of Basel I1I-aligned prudential norms. However, the
practical enforcement of regulations remains uneven, particularly among non-bank financial
institutions. Institutional fragmentation - such as overlapping responsibilities between supervisory
bodies - has occasionally resulted in regulatory blind spots. Additionally, limitations in judicial
independence and contract enforcement reduce investor confidence and hinder effective dispute
resolution (World Bank, 2021). An emerging dimension of institutional development in Azerbaijan is
the gradual integration of ESG (Environmental, Social, Governance) considerations into regulatory
discourse. CBAR has launched awareness campaigns and begun pilot assessments of climate-related
financial disclosures. However, ESG remains in its early stages of development, and financial
institutions lack clear guidance on implementation.

Moreover, digitization and supervisory modernization are gaining momentum. The introduction
of digital regulatory platforms, e-reporting, and early-warning systems are enhancing the speed and
accuracy of supervisory responses.

CONCLUSION

The assessment of financial stability in Azerbaijan reveals a complex but evolving landscape
shaped by post-crisis reforms, macroeconomic shifts, and regulatory transformation. The country’s
financial system, heavily dominated by the banking sector, has shown notable improvement in areas
such as capital adequacy, monetary policy effectiveness, and institutional oversight. The Central Bank
of Azerbaijan has played a central role in stabilizing the system through prudential regulation and
inflation-targeting mechanisms. However, the analysis also highlights persistent structural
vulnerabilities. The economy’s dependence on hydrocarbon exports renders it susceptible to external
price shocks and balance-of-payments volatility. Despite improvements in financial supervision, issues
related to institutional coordination, transparency, and legal enforcement continue to limit overall
systemic resilience. Furthermore, capital markets remain underdeveloped, and non-bank financial
institutions contribute only marginally to financial intermediation. The integration of ESG principles
into the financial regulatory framework is still in its early stages, indicating the need for strategic
alignment with global standards. Overall, while Azerbaijan has made measurable progress in enhancing
financial stability since the 2015-2016 crisis period, the system remains exposed to both domestic and



global risks. Continued attention to regulatory modernization, diversification of financial instruments,
and institutional strengthening will be essential to ensure long-term financial resilience and economic
sustainability.
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Azdrbaycanda maliyya sabitliyinin cari voziyyati
Xiilasd

Maliyya sabitliyi milli igtisadiyyatlarin dayamqliliginin va maliyya sistemlarinin davamli
faaliyyatinin tamin olunmasinda miihiim rol oynaywr, xiisusilo do kegid va inkisaf marhalasinda olan
olkalor iigiin. Azarbaycanin niimunasinda maliyya sabitliyinin formalasmasi bank sektorunda aparilan
struktur islahatlar, makroiqtisadi dayiskonliklor va global igtisadi dinamika ilo six sakilda alagoalidir.
Bu maqaloda Azarbaycanda maliyya sabitliyinin movcud vaziyyati institusional ¢argivalar, bazar
mexanizmlori va sistemli risklor prizmasindan tahlil olunur.

Tadgiqat ¢argivasinda bank va qeyri-bank maliyya sektorlarimin son dovrlordaki faaliyyat
gostoricilori tohlil edilmis, maliyya sabitliyina tasir gostoran asas makroiqtisadi va normativ amillor
miiayyanlasdirilmis va 6lkanin daxili va xarici soklara garsi davamliliq saviyyasi qgiymatlondirilmisdir.
Xiisusi  digqat Azarbaycan Morkazi Bankinin  siyasat reaksiyalarina, prudensial nazarat
mexanizmlorino vo ESG (Otraf miihit, Sosial va Idarsetma) prinsiplarinin tadricon tatbigina
yonaldilmigdir.

Tadgiqat CBAR, IMF, Diinya Banki va BIS kimi milli va beynalxalq manbalor asasinda analitik-
metodoloji yanasma ilo apartlmigdr. Olda olunan naticalar géstorir ki, 2015-ci il devalvasiya
bohranmindan sonra maliyya sabitliyinin giiclondirilmasi sahasinda miihiim iraliloyislor alda olunsa da,
inflyasiya tozyiqlori, xarici igtisadi asililig va institusional bosluglar halo da mévcuddur.

Moaqalo Azarbaycanda maliyya arxitekturasinin méhkomlandirilmasi va risk asasl tonzimloma
vasitasila dayaniqli maliyya sabitliyinin tomin olunmasina yonalik tovsiyalarlo yekunlasir.

Acar sOzlar: maliyya sabitliyi, Azorbaycan, bank sistemi, makroigtisadi risklor, sistemli risk,
tanzimlayici siyasat, ESG.



