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GENERAL CHARACTERISTICS OF THE WORK
Relevance and development of the topic. The country's
monetary system is a powerful driving force of economic change, a
source of investment that contributes to the development of the real
sector of the economy and, in fact, macroeconomic climate of the
country depends on its sustainability. The process of formation of this
system in the sovereign Republic of Azerbaijan (AR) began in the
mid-1990s with the direct participation of National Leader Heydar
Aliyev and currently, it is an important factor of economic growth in
the republic, that ensure successful development and rapid growth of
the national economy as a whole. As president of Azerbaijan Republic
Ilham Aliyev noted, the next stage of economic development, defines
new tasks for the financial-banking sector and demands deepening of
modern market economic relations in this sector and to increase the
competitiveness of the banking sector in the country and, in
accordance with the challenges of globalization to accelerate its
successful integration into the world banking system. 1 Carrying out
reforms in the country`s monetary system in this direction until 2025
and beyond highlighted in the Strategic Road Map of Azerbaijan
Republic for greater deepening market relations concerning the
perspectives of economic development.
Based on international experience, it should be noted that the
global financial crisis of 2007-2008 showed that the mechanisms for
regulating and supervising financial markets were being not able to
ensure effectively sustainable and dynamic development.
The geopolitical and geo-economic fluctuations of 2014-2015
shook the Azerbaijani economy and marked the beginning of an
internal systemic crisis in the country's financial sphere. As a result,
the national currency was devalued, inflation accelerated, and a
number of credit institutions were withdrawn from the market. Among
the consequences of the crisis, a new phenomenon has attracted
1

Decree of the President of the Republic of Azerbaijan “Additional measures
related to the deepening of reforms in the financial and banking system of the
Republic of Azerbaijan” (№ 205, March 1, 2005)
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attention - with its further expansion, globalization, widely affecting
many countries and regions and its significant impact on socioeconomic development. All this once again shows the need for the
implementation of anti-crisis management measures in accordance
with the new economic conditions, radical reforms in the mechanisms
of financial and banking regulation in accordance with existing
standards in the world.
Although the above issues are of particular relevance to modern
economic theory and practice, they have not yet been sufficiently
explored. At the same time, it reaffirms the urgency of the study of
monetary regulation mechanisms in the context of anti-crisis policy
implemented by regulators in the context of strengthening
globalization of global financial markets and the transformation of
their regulatory principles and methods.
There are a number of scientific works in the economic literature
related to one or another aspect of the problem under study.
Theoretical and methodological issues of financial globalization
developed by A. Bykov, R. Coase, B. Heyfets, A. Lebedyev,
F. Mishkin, M. Qolovnin, D. Rodrick, F. Siballos, J. Stiglitz,
G.Thompson and others. A. Arkhipov, S. Griffith-Jones, I. Kovzanadze, P. Krugman, R. Mandell, Х. Minsk, C. Friedman and others
dedicated to the theory of financial crises and concepts of financial
instability various scientific publications. Authors working on the
regulation of financial markets and the problems of financial
institutions in the post-crisis period – K. Alexander, М. Аrnon,
A. Demirguc-Kant, L. Dragomir, S. Khasyanova, L. Khudyakova,
K. Korishenko, Т. Nikitina, А. Vellerdt and others scientific
works attract attention. While studying these problems, a number of
Azerbaijani economists – Ch.M. Abbasov, M.A. Ahmadov,
A.E. Karimov, R.A. Quliyev, E.Y. Mammadov, Z.F. Mammadov,
N.M. Muzaffarli (Imanov), F.F. Murshudlu, E.S. Rustamov,
Sh.M. Sadigov, D.A. Valiyev etc. – scientific works were also used.
The necessity of solution of listed problems for modern period,
the relevance for economic science and practice, their improper
development has determined the topic and direction of dissertation
research.
4

The goals and objectives of the research. To identify priority
ways to improve the mechanisms of regulation of the monetary system
in Azerbaijan and to develop effective measures to increase the
resilience of this system to global financial crises is the main goal of
this research.
In order to achieve the above mentioned goals, the following
tasks are to be solved:
- To determine the characteristics of the global financial crisis
and its impact to the national monetary system;
- Research of theoretical bases of regulation of monetary system
and anti-crisis management, systematization of conceptual apparatus;
- Summarizing of international experience in establishing models of monetary system regulation and early warning of financial
crises;
- To study the main requirements of the Basel Committee on
Banking Supervision (BCBS) 2 and their evolution in the context of the
global financial crisis;
- Substantiation of the need for coordination of banking regulation at the national and international levels, as well as the responsibilities of regional organizations in the field of banking supervision;
- Carrying out a comparative analysis of the national legislation
on the regulation of financial markets with the legislation of the
European Union (EU) and the Eurasian Economic Union (EAEU),
revealing the features of their harmonization;
- Determining impact of the level of participation in various
integration associations of European and post-Soviet countries on the
country's monetary system in the context of the global financial crisis;
- Diagnosis of the impact of anti-crisis measures on the monetary
system of Azerbaijan in the context of global turbulence;
- Substantiate the need for control over the monetary system in
the Republic of Azerbaijan and reforms in the organizational structure
BCBS – is an organization under the hosts and supports of The Bank for International Settlements – develops common standards and methods for regulating banking activities in different countries. Established in 1974 in Basel, Switzerland by
the presidents of the central banks of the G10 countries (Great Britain, USA, France,
Germany, Switzerland, Netherlands, Luxembourg, Japan, Belgium, Canada).
2
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and make relevant proposals;
- Regulation and improvement of processes related to licensing,
access to the domestic market and capitalization of banks,
specification of directions on the basis of comparative study of EU and
country experience;
- Determining the optimal relationship between government
intervention in the financial and banking sector of the economy and its
sustainability.
The object of research is the directions of monetary regulation
in Azerbaijan and its improvement in the context of the global financial crisis. The subject is the volatility of the global economic environment and forms, methods and models of monetary regulation and financial-banking control in the context of market reforms in Azerbaijan.
Theoretical and methodological bases of research work. The
dissertation uses cumulative methods of scientific cognition that allow
to ensure the conceptual integrity of research. The theoretical and
methodological basis of the research is the fundamental provisions of
modern economic theory on globalization, crises, financial markets
and banking.
The research database includes scientific works of Azerbaijani
and foreign scientists, normative-legal acts, statistical materials of the
Central Bank and the State Statistics Committee, materials of the
European Central Bank, the Bank for International Settlements, international and regional organizations of banking regulation and supervision, materials of central banks and statistical bodies. Scientificmethodical and scientific literature, publications of periodicals and
electronic resources were used in the researches.
The main principles of the research:
1. Theoretical and methodological research on the impact of
global financial crises on national monetary systems and the main
directions of anti-crisis regulation of the banking sector, selection and

development of applied analytical models.

2. Application of the international experience of regulation of
the monetary system in the conditions of Azerbaijan, taking into
account the recommendations of the Basel Committee on Banking
Supervision.
6

3. Improving the mechanisms of regulation of the monetary
system in Azerbaijan in modern period.
4. Preparation of recommendations and proposals on reforms in
the organizational structure of banking supervision in Azerbaijan and
measures to regulate the licensing and capitalization of banks.
5. Development of a model that allows to determine the
relationship between the level of state intervention in the economy and
the resilience of the economy to the crisis.
The scientific novelty of the dissertation is as follows:
- In economic theory, the content and essence of the concepts of
"banking supervision", "banking regulation", "bank inspection" are
clarified, their differences and interrelationships are defined, the
comments on the content of the concepts of "banking crisis", "anticrisis management", "financial stability", "financial sustainability" in
the banking sector are systematized;
- Considering the existing complex system in terms of early
warning of financial crises in the international arena, their application
and improvement possibilities in the context of Azerbaijan were
investigated, developed a general algorithm of stress index that more
adequately assesses the financial market;
- Based on the analysis of macroeconomic indicators of EU
(European Union) and EAEU (Eurasian Economic Union) member
countries, as well as non-EU countries, each country's accession to
integration unions and correlation of the stability of the monetary
system in the context of global turbulence was determined.
- On the basis of a comprehensive study and analysis of the
requirements of the IFC and the experience of EU countries, as well
as an assessment of the country's practice, the main directions of
regulating the monetary system of Azerbaijan and improving banking
supervision in crisis situations were identified;
- The need for reform in the organizational structure of
regulation and supervision of financial markets in Azerbaijan was
substantiated and unified approaches were identified for the
implementation of such activities;
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- Recommendations were given on measures to effectively
regulate the process of licensing and capitalization of banks in
Azerbaijan;
- The author's model has been developed, which allows to
determine the relationship between the level of state intervention in
the monetary system and its resilience to crises.
Theoretical and practical significance of the dissertation.
The results of the dissertation can be used by analysts of financial and
banking structures to assess the state of financial markets in modern
conditions, to improve the mechanisms of regulation and control, as
well as to develop anti-crisis management programs for the banking
sector. At the same time, the materials of the research can be used in
the teaching of macroeconomics, finance and banking in universities
and economic faculties. The practical significance of the dissertation
is that the results obtained in the study are aimed, first of all, at the
formation of effective mechanisms for the regulation and control of
the monetary system in the Republic of Azerbaijan in the context of
the global financial crisis; secondly, it is important to apply it as a
methodological tool for specialists of financial and credit institutions
of the country; Third, the obtained scientific provisions can be used by
the Central Bank of Azerbaijan (CBA) in the preparation of general
recommendations, normative and legal documents on monetary
regulation and financial and banking supervision, as well as relevant
measures for the formation of anti-crisis policy of the Azerbaijani
economy.
Approbation of research work and application of results.
The dissertation was discussed at the joint meeting of the departments
of "Public Administration and Management" and "State Regulation of
the Economy" of the Academy of Public Administration under the
President of the Republic of Azerbaijan and at the scientific seminar
of the Institute of Economics of ANAS. The results of the dissertation
work were presented at five scientific forums: "Heydar Aliyev is the
Founder of the National State Policy of Azerbaijan" (Baku, 2014) at
the Conference of doctoral students and dissertators, "In the context of
the crisis in the world economy "Actual issues of financial markets"
(Odessa, 2018), "Stabilization of market economic transformation:
8

theory, organization and methodology" (Kiev, 2019), "Economics
problems of Georgia and other post-communist countries and ways of
their solutions" (Tbilisi, 2019), "Current issues of development of
modern economy, management and administration" (Kiev, 2019)
reported at practical conferences. The main results and proposals of
the dissertation work Teaching the subjects "Macroeconomics",
"Finance", "Banking" at the Academy of Public Administration under
the President of the Republic of Azerbaijan (Reference №18/1034,
10.07.2018). It is used in anti-crisis management courses in the
financial and banking sector at the Azerbaijan Bank Training Center
(Reference №M-08/18, March 29, 2018). The materials of the
dissertation were used in the scientific research of the Research
Institute of Economic Reforms under the Ministry of Economy of the
Republic of Azerbaijan (Reference № 01-5/87, 17.04.2018).
The name of the organization where the dissertation work is
carried out – Academy of Public Administration under the President
of the Republic of Azerbaijan.
The structure and total volume of the dissertation. The
dissertation consists of an introduction (12014) 3 chapters, I Chapter
(89372) II Chapter (102668) III Chapter (71145) conclusion (8915), a
list of references, 33 appendixes, 27 tables, 17 figures and 1 graphs
and is 269 pages. Total amount of symbols is 286257.
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MAIN CONTENT OF THE STUDY
1. Theoretical and methodological research on the impact of
global financial crises on national monetary systems and the main
directions of anti-crisis regulation of the banking sector and the
applied analytical models. [9]
The research pays special attention to the important theoretical
and methodological issues that arise in the context of the global
financial crisis:
- Formation of management theory and methodology to
eliminate global threats in the context of financial system instability;
- Revaluation of the basic theses of the theory of crisis (theses
based on two theses – the implementation of appropriate management
measures against capital depreciation and inefficiency);
- The need to review and improve the international regulatory
procedures formalized under the Bretton Woods agreements;
- Given the fact that the crisis is not local, but general, and the
simultaneous existence of depression (and the decline of services) and
high inflation (stagflation), the need to develop a new package of
regulatory measures is particularly noteworthy.
The characteristics of systemic crises were identified and
evaluated in order to achieve acceptable results in the areas mentioned
in the research. It should be noted that the following important
conclusions can be drawn about the perspectives for preventing a
systemic crisis and the relevant mechanisms:
- As the experience of the previous century has shown, crises
usually end within a year, and no special policy was required to
eliminate its consequences. Therefore, when the crisis began in the
1970s, the introduction of Keynesian methods, which were traditional
for that time, led to a rapid rise in inflation and the development of
stagflation processes. Economic policy approaches developed in that
time and previous decades have been applied inadequately to systemic
crises. Therefore, in the twentieth century, it took about ten years to
overcome systemic crises;
- Second, the systemic crisis is not only related to the recession,
rising unemployment or the turmoil of bank depositors. This crisis
consists of a series of episodes and waves that affect different sectors
11

of the economy, countries and regions. These determine the duration
of the crisis, which is about ten years. This period can be called a
turbulent decade;
- Third, no matter how important the budget and monetary
problems are, it is impossible to overcome the systemic crisis only
through macroeconomic regulation. The importance of structural and
institutional decisions that ensure the modernization of the national
socio-economic system should not be forgotten in effective
macroeconomic policy.
The dissertation considers such concepts as "banking crisis",
"anti-crisis regulation", "sustainability" and "financial stability" used
in the banking sector, taking into account the conditions under which
these functions of the regulator are performed. In addition to the
above, on the basis of the analysis and generalization of the judgments
put forward in the economic literature in the dissertation work, the
classification features and types of banking crises with their specific
features were identified.
As a result of research on the main directions of crisis regulation
of the banking sector, it should be noted that at different times and in
different regions of the world, depending on the specific features,
crisis theories have replaced each other. One of the components of
their modern interpretations is related to early warning indicators of
crises. These indicators are used to warn the country of the possibility
of a financial crisis. Up to this day, three generations of crisis warning
models have been developed.
Another interesting fact is that probability models, including the
model of limited dependent probit / logit variables, are mainly used to
predict the crisis. The use of formal econometric models has a number
of advantages over the signal approach. The results can be interpreted
as the possibility of a crisis. In addition, the use of econometric models
allows various statistical tests to be performed to assess the
significance of the model as a whole, as well as the importance of
individual variables, including additional variables. There are many
potential indicators of early warning of a crisis.
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However, as a result of testing of these indicators by the
International Monetary Fund 3, three indicators that provide the best
results in terms of predictability - real exchange rate, real growth rate
of domestic credit and the ratio of monetary aggregate M2 to the level
of reserves were selected.
Crisis management in the banking sector of the economy should
be based on the provision of the following two main conditions:
- to achieve financial sustainability of banks' activities for a
certain period of time (tactical goals);
- support the financial stability of the banking sector as a quality
characteristic in the long run (strategic goals).

Figure 1. Subtypes of crisis management in the banking
sector of the economy
Based on the analysis of the information presented in Figure 1,
it can be noted that crisis management or anti-crisis management is
differentiated depending on the phase (depth) as follows:
World Economic Оutlооk: Financial stress, downturns and recoveries. Washington,
DC: International Monetary Fund. , Оctоber 2008. xx, 301 p.

3
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- pre-crisis management for the timely detection and resolution
of problems in order to prevent the crisis;
- crisis management in order to stabilize unstable situations and
protect the ability to manage the object of management;
- management covering the process of implementing measures
to overcome the crisis.
It should be noted that anti-crisis management tools in the
banking sector should be selected depending on the type of banking
crisis.
Table 1 shows the scheme of establishing a management system
in the banking sector, which includes a set of anti-crisis management
tools and instruments based on closely related management principles
and mechanism.
Table 1
Anti-crisis management tools in the banking sector *
Tools

Tool`s description and examples of their implementation
Non-market

The suspension of the return of deposits in order to put
Emergency
an end to the "attacks" of depositors may take the form
measures
of "freezing" and delaying the issuance of deposits.
Regulation of interest rates and foreign exchange
Restriction operations, direct lending to priority sectors,
of bank
strengthening the state banking sector, and the
competition
and scope of establishment of national and regional barriers to
banks' activities lead to high costs and increased
activity
concentration of the banking sector.
Market
Solving liquidity problems - designed to improve the
quality of the bank's balance sheet, restore solvency, but
does not eliminate the root causes of instability, must be
Finance
complemented by operational and structural tools. These
include:
- the central bank performing the functions of a creditor
of the last instance;
14

Operation

Structure

- providing state guarantees for deposits and other
obligations of banks;
- providing financial assistance to banks;
- attracting private capital;
- indirect methods of state support (revision of the
taxation system for banks, acquisition of overdue
liabilities and etc.).
It is aimed at increasing the level of internal management
and efficiency. These include: twinning, which involves
changing management, focusing on the core business,
and concluding an operational restructuring agreement
with a reliable foreign bank.
At the level of the financial sector, it is aimed at
eliminating the deep causes of the crisis, ensuring fair
competition and the overall reliability of the system.
These include: liquidation, mergers and acquisitions of
banks, privatization, management of "bad" assets,
concessions in compliance with regulatory requirements
by banks.

* Compiled by the author

2. International experience in regulating the monetary
system, taking into account the recommendations of the Basel
Committee on Banking Supervision. The crisis in the monetary
system in modern age requires an international solution to the problem
of regulating the activities of banks and minimizing banking risks.
Currently, banking risk management is regulated in accordance with
international standards of banking – "International Convergence of
Capital Measurement and Capital Standards" ("Basel Agreements").
In our opinion, an important step in the development of the Basel
process was the introduction of a new concept called "Common equity
Tier 1" and the creation of buffer capital, so it means that reserve
capital accumulated during favorable economic times and intended for
use during the crisis.
The following conclusions can be drawn at the Stages of
reconciliation in all EU financial markets:
15

I Stage (1959-1982) – the beginning of the formation of a single
market. Despite the creation of a basic legal framework for the harmonization of banking legislation under the first regulatory directives, the
following barriers remained for the single banking market:
• The need for additional licensing of banks to operate in other
participating countries;
• The need to maintain actual control of the host country, as well
as to comply with the restrictions in force in national legislation for
the activities;
• In most countries, branches must have a minimum initial
capital (as for a newly established bank).
II Stage (1983-1999) – formation and development of a single
financial market. The second banking directive of 1989 removed the
existing restrictions on the harmonization of the banking market of the
European Union and defined the orientation of this market to a
universal banking model, it means that “single bank license”, give to
banks the right not only to conduct banking operations, but also to
conduct operations in the security market as defined by the directive
(including trading for their own and the clients accounts, underwriting,
portfolio management and consulting).

III Stage (2000-2008) – completion of the formation of a single
financial market. The adoption of a new version of the Basel Standards

(Basel-II) required changes in the directives governing the activities
of credit institutions and capital requirements.
IV Stage (2009-2014) – post-crisis regulation of the single
market and the establishment of the Banking Union. The final stage of
banking integration in the European Union was the establishment of
the Banking Union. The need for this union became apparent during
the 2008-2009 crisis.
Unlike the EU, the coordination of national monetary and
exchange rate policies at the EAEU level, such as ensuring financial
stability, is in its infancy. EAEU member countries (Russia, Belarus,
Kyrgyzstan, Armenia) use different models of banking regulation and
supervision, each of which has its own characteristics and different
productivity indicators. In EAEU member states, the creation of
macro-level financial stabilization instruments, including currency
16

swaps to regulate the balance of payments, and interstate lending for
public debt management are relevant.
3. Analysis of the impact of anti-crisis policy on the monetary
system of Azerbaijan in the context of the global financial crisis
[7]
The amendments to the law on the Central Bank of Azerbaijan
were in full accordance with the spirit of global trends in the legislation
of central banks. The Central Bank's anti-crisis program provided for
the activation of operations to refinance the banking system. From
2008 to the end of August 2009, the net inflow of funds to support the
liquidity of the country's economy amounted to $2 billion. Just $730
million from this amount, could be saved only by reducing the
mandatory reserves of banks. As it is known, these classical methods
of monetary regulation primarily affect inflation.
The active strengthening of refinancing by the CBA, the
reduction of reserve requirements is a manifestation of the leftist
elements of its intervention in the economy in 2008-2009. Even before
the crisis began, banking regulation was aimed at overheating the
sector. Thus, the required reserve ratio on banks' foreign debt was set
at 5%. At the beginning of the crisis (early 2008), the capital adequacy
was 19.6%, which was higher than the minimum accepted norm (8%).
In order to regulate credit risks, the risk standards for one
borrower and the conditions for granting loans were revised and
tightened. Particular attention was paid to minimizing the currency
risks accepted by banks. In the active period of the global crisis, in
order to further capitalize the banks at the expense of domestic
resources, it was decided to exempt from taxation a part of the profits
directed to capitalization. In order to protect the interests of depositors
and stimulate the inflow of deposits into the banking system, the
maximum amount of deposits related to state insurance was increased
by 5 times, and the conditions restricting the insurance of deposits
were relaxed.
The decision to maintain the stability of the national currency
in Azerbaijan was made on the basis of an analysis of a number of
macroeconomic factors. At the same time, arguments in favor of both
17

the devaluation of the manat and the maintenance of exchange rate
stability were taken into account (Table 2).
Table 2
Arguments in favor and against the devaluation of the manat [9]
Arguments

1. Stimulation of exports and reduction of imports: here
the production of export products will be stimulated, which
will increase foreign exchange earnings, at the same time
the price of imported products will increase, the demand
for imports will decrease.
2. In case of falling prices for exported goods, the
foreign trade balance improves.
3. Exporters gain additional liquidity.
4. There is no need gold reserves to intervene in to
maintain the exchange rate, it leads to a gradual increase in
reserves.
5. Attracting foreign tourists.
1. Azerbaijan's balance of payments was favorable and
In favor of foreign exchange reserves fully covered the money supply
maintaining in the national currency and there was no reason for
the stability devaluation.
2. In the context of declining global demand and
of the
shrinking foreign markets, the positive effects of
exchange
devaluation on exports could be quite limited. As for
rate
import restrictions, its volume has already fallen for the
non-oil sector.
3. Given the high share of export materials and semifinished products in the production of local products
(according to some studies, about 40-60% depending on
the sector of industrial production), the devaluation of the
manat
could
undermine
their
international
competitiveness.
4. As a result of devaluation, inflation rises, as well as
the price of imported goods, savings and assets depreciate
in the national currency, resulting in lower wages and the
purchasing power of pensions, and reduced demand for
goods and services.
5. At that point, in the dollarization scale of dollar loans

In favor of
the
devaluation
of the manat
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(46%), 2/3 of dollar loans were given to sectors of the
economy which don’t get profit in foreign currency.
Therefore, the devaluation could severely worsen the
financial condition of these sectors and severely affect the
solvency of bank loans.
6. A sharp devaluation could create panic among the
population and lead to a mass withdrawal of their deposits
from banks, which would significantly aggravate the
liquidity problem of banks. Gradual devaluation will
increase dollarization by creating uncertainty and would
greatly increase the pressure on the country's currency
reserves.
7. Devaluation does not serve to replace exports quickly
by limiting the load on production capacity.
8. Devaluation also increases the cost of servicing
foreign debt in foreign currency and the debt burden of
banks themselves.

According to the analysis of the dissertation, the main anti-crisis
measures taken by the Government of Azerbaijan in the acute phase
of the crisis contradict the monetary system in terms of right and left.
Nevertheless, the interim results of the anti-crisis measures of the
Government of Azerbaijan and the Central Bank in 2008-2009 showed
the expected positive effect. During the global crisis (2007-2008), the
ratio of “loans to the economy / deposits of individuals and legal
entities” in Azerbaijan fluctuated between 1.03 and 1.73. This figure
is several times lower than in Kazakhstan (1.9-2.2). Insufficient
support for the growth of the loan portfolio and the growth of domestic
liabilities have forced commercial banks to turn to external sources.
Such dependence was several times higher (1.2-1.3) than in Russia,
which is more focused on domestic resources. In early 2010, this
figure reached 1.92 in Azerbaijan, but decreased to 1.74 the following
year. In other words, Azerbaijan's banking sector is intermediate
between poles of dependence on foreign debt, and therefore less
dependent from the turmoil of the global financial market.
An analysis of the situation in the monetary system that emerged
after the acute phase of the crisis since 2011 has led to the following
conclusions.
19

First, in accordance with the latest proposals of the BCBS,
Central Bank the regulator of the banking market in Azerbaijan, by the
decision of the Board dated July 25, 2012, the total capital of operating
banks, as well as the minimum authorized capital of newly established
banks increased from 10 mln. manats to 50 mln. manats. At the same
time, the CBA restored the leverage ratio (a tool that linked capital
growth to asset growth) that it abolished in 2003 and reconsidered
liquidity issues. Individual approach to the composition and quality of
bank capital components, risk assessment and its adequacy for each
bank, as well as serious attention to the program of capitalization of
banks through tax incentives and other support measures gave the
opportunity to overcome the financial crisis in Azerbaijan in 20082009 without losses. High capitalization can limit the risks of the
national financial sector and support the prolongation of the economic
cycle. In general, this decision should be taken as part of the concept
of long-term development of the local banking sector in the context of
economic globalization.
Second, on February 3, 2016, the President of the Republic of
Azerbaijan signed a decree on the establishment of a public legal entity
– the Chamber of Control over Financial Markets of the Republic of
Azerbaijan. Actually, here we are talking about single mega-regulators
with regulatory and supervisory functions in financial markets.
However, as a result of the unsatisfactory activity of the Chamber in
the field of effective regulation of financial markets, the Chamber was
dissolved in accordance with the decision of the President of the
Republic of Azerbaijan dated November 28, 2019 "Improvement of
management and regulation in the financial services market". Its
powers (including licensing, regulation and supervision of the
financial services market, protection of the rights of consumers of
financial services and investors), as well as its assets have been
transferred to the CBA. In turn, the Financial Monitoring Service was
transferred to the Ministry of Economy.
Third, the CBA must provide banks with enough money,
including the growth of the money supply, which is the main goal of
monetary policy. This fact indicates not only the stability of the
payment system, but also the expansion of lending opportunities for
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the economy. Against the background of a significant increase in the
liquidity of the banking system, the dynamics of lending to the real
sector once again confirms the importance of additional measures to
support this economic system. The Central Bank of the Republic of
Azerbaijan managed to increase the liquidity of commercial banks by
more than 6 billion manat in 2016-2017. However, this process was
later stopped, it means that banks did not invest in the real sector of
the economy. The Central Bank of Azerbaijan has begun to influence
the development of financial instruments to regulate the stability of the
financial market. It should be noted that through these tools, the bank
can expand its arsenal and increase liquidity in the interbank market.
The main internal source for banks' resources is still deposits of
legal entities and individuals, and their number and volume have
significantly decreased during the crisis years. If we take into account
that the deposits of the population in Azerbaijan have recently fallen
to a minimum level, then we can’t expect an increase in deposits in the
medium term. An important external source of bank resources is the
attraction of non-residents' funds, where the mandatory reserve ratio
is 0%. This, in turn, may encourage banks to attract loans in foreign
currency from foreign countries. However, there are problems in this
issue as well:
• The downgrading of Azerbaijani banks in international rating
agencies has led to an increase in the cost of these loans.
• In the current situation, banks don’t want to take on so much
responsibility, they are afraid to take risks. Fluctuations in the
exchange rate of the national currency are expected to continue in the
medium term. In our opinion, this is due to the fact that bankers expect
a new devaluation of the manat in the medium term. Banks'
unwillingness to take risks is justified, because according to current
estimates, the dollar was expected to strengthen against the manat in
the medium term, which could lead to an immediate loss of more than
700 million manat in the banking sector.
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• There is a need for new institutions and mechanisms to ensure
the full functioning of the banking system. It should be noted that this
issue is based on the plan to improve the business environment and
raise the country's international rating in 2017-2020, and a number of
concrete measures have been taken in this direction.
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Figure 2. Development dynamics and sustainability of the
banking system
The current development dynamics and sustainability of the
banking system are shown in Figure 2. As can be seen, the assets of
the banking sector in 2020 decreased by about 2.0% (0.7 billion
manat) to 32.1 billion manat, which is 63,1% of non-oil GDP. The
decrease in assets also affected the exclusion of 4 banks from the
sector (excluding closed banks, total bank assets increased by 2.6% in
2020). The share of assets and liabilities of the banking sector in
foreign currency was 40.4% and 50.7%, respectively.
Despite the minimization of banks' risk appetite and the
concentration of assets on risk-free items, there is a decline in
economic activity, as well as risks to the financial stability of
individual banks. By the end of 2020, the total liabilities of this sector
decreased by 2.8% to 27.4 billion manat. Although the process of dedollarization of deposits has been relatively accelerated, the share of
foreign currency in total deposits is still 56.4%. 44% of the bank's
assets (14.2 billion manat) were loans to customers, of which 30.2%
were issued in foreign currency.
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Thus, the anti-crisis policy pursued in the monetary system in
Azerbaijan, despite certain achievements, is not enough to fully
prevent the negative effects of the global financial crisis on the
country's economy. Against the background of the collapse of the
global financial system, there is a need to improve the system of
control and regulation in this area, to ensure high financial stability of
the banking system to ensure macroeconomic stability and liquidity of
sources of economic growth. First of all, it is necessary to achieve an
adequate level of capitalization, optimal indicators of financial
resources and liquidity.
4. Improving the mechanisms of regulation of the monetary
system in Azerbaijan in modern period
Most economists point to the shortcomings in the regulation and
control of the monetary system as one of the main causes of the
economic crisis in modern times. Of particular interest are the four
models of regulation and supervision of the monetary system by
subject, which differ in the level and nature of the participation of
central banks in this process: [12]
Model 1. The regulatory powers will be concentrated in the
Central Bank. Most countries in the world (developed and developing)
preferred this model, but over time, interest in this model declined.
Model 2. The Central Bank acts as a special independent body
with close ties to the Ministry of Finance. The regulatory and
supervisory function is performed by several specialized bodies with
their participation.
Model 3. It is planned to create a single regulatory body for
financial markets - the mega-regulator will be responsible for
regulatory and supervisory functions.
Model 4. Regulatory and supervisory functions are performed
by supranational bodies.
Until December 2019, the regulatory function of the monetary
system in the Republic of Azerbaijan was divided between the CBA
and the newly established regulatory body - the Chamber of Control
over Financial Markets (hereinafter the Chamber). The CBA pursued
monetary policy, while the Chamber was entrusted with the functions
of regulating and supervising financial markets, and in fact performed
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the functions of a mega-regulator. The need for the establishment of
such an institution (Chamber) arose due to the removal of borders
between the banking, insurance and stock sectors of the financial
market in Azerbaijan. In order to determine the appropriateness of this
step, a comprehensive analysis of the arguments was conducted in the
dissertation work.
In addition to gaining certain advantages, the banking sector and
the financial market have certain shortcomings in the unification of
regulation and supervision in Azerbaijan:
1) Practically, no one other than the National Bank has trained staffing
and experience in controlling the banking system; 2) Close exchange
of information between regulators and monetary policy is required;
3) There is a risk of ensuring a low level of independence of the megaregulator.
As a result, at the end of November 2019, the Chamber was
dissolved and its powers were transferred to the CBA. At present, in
order to improve the CBA's activity as a mega-regulator, it is expedient
to use the following foreign experience in the future: [10]
1) Regular determination of quantitative and qualitative
parameters of the assessment of the current state of the financial sector.
Thus, in addition to the traditional parameters for the banking sector
(for example, total capital and assets, their ratio to GDP), a number of
other financial and economic indicators that directly affect them are
required to be selected; for the stock market - as well as a number of
valuation parameters, such as the characteristics of the securitization
of mortgage loans, the value of corporate bonds in circulation, etc.
2) Assess the interaction of the financial sectors (banking,
insurance, fund), identify synergistic perspectives, determine control
parameters, etc.
3) To make more extensive use of modern banking and financial
technologies (block chain, big data, machine learning, etc.) in order to
build the resilience of the financial sector, as well as the economy as a
whole, and thus to stimulate economic growth in the country.
4) To develop and regularly adjust long-term and short-term
programs for the development of the financial sector of Azerbaijan
(banking and insurance sectors, stock market development strategies).
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In the current situation, the mega-regulator needs to review the
applicable control directives. In Russia, for example, a number of
experts suggest that the Central Bank's countercyclical regulatory
measures be replaced on a regular basis by the practice of lending
institutions adhering to prudential standards. However, in our opinion,
this will lead to a greater burden on credit institutions than the current
practice of supporting capital deficit buffers.
In the context of the realities of Azerbaijan, such an approach is
especially relevant for secondary players in the financial market and
can be implemented by dividing financial institutions into two
categories: systemically important (with high prudential requirements)
and less important (with simplified regulation). Within the framework
of micro- and macro-prudential control, control requirements at all
levels and the tools used should be developed taking into account the
systemic importance of financial intermediaries. Unfortunately, the
cluster of systemically important financial institutions in Azerbaijan
has not yet been formally defined.
As we think, it is expedient to use the road map method to form
a perspective view on mega-regulators in our country.
5. Recommendations and proposals on reforms in the
organizational structure of banking supervision in Azerbaijan and
measures to regulate licensing and capitalization of banks
Generally, bank registration and licensing procedures have great
importance to ensure the stability of the banking system and individual
banks. This procedure is the first stage of banking supervision, which
lays the foundation for the future stability of a commercial bank and
is the main tool for conducting banking activities.
The basic licensing requirements for newly established banks
are based on the Basel Principles, where four main groups are
particularly noteworthy, namely the issues of authorized capital,
founders, management and logistics of the bank. It should be noted as
an indisputable fact that the capitalization of the banking system is one
of the important features of the development of this system, it reflects
the capital adequacy in the economy. Based on our analysis, it can be
noted that the level of capitalization in the national banking sector is
unsatisfactory. The solution of the problem of capitalization at the
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required level should be carried out at a comprehensive pace and
should be implemented taking into account various aspects of the
banking system in the Republic of Azerbaijan at the macro and micro
levels.
The main macroeconomic factors that directly affect the
capitalization of the banking system in Azerbaijan are:
- Macroeconomic conditions in the country: whether there is a
positive basis for the development of the national economy. Naturally,
such basis directly affects the banking sector;
- Market conditions: definition of economic policy affecting the
level of capital provision of the banking system;
- The level of development of the stock market: as one of the
factors affecting the increase in the capitalization of the country's
banks and the attraction of capital through appropriate channels;
- Regulatory policy: the system of methods and tools of
management of the banking sector, the system of ensuring the optimal
level of sustainable development and capitalization of the system as a
whole;
- Globalization: access to foreign markets to attract additional
resources. With the application of the Basel III requirements, banks
were forced to increase their reserves, as well as improve the quality
of existing capital. For this reason, a capital buffer is required to cover
possible future losses. Another important issue is the management of
financial liquidity, it means that banks are required to have a sufficient
amount of liquid funds in the short and long term.
6. Development of a model that allows to determine the
relationship between the level of state intervention in the economy
and the resilience of the economy to the crisis [6]
It is important to assess the relationship between the level of
government intervention in the economy and resistance to crises in
order to determine the methodological approaches and areas for
improving the regulation of the monetary system. The assessments
used a modified approach of the Index of Leftness/Rightness of
Economy (IL(R)E) to express the extent of government intervention
in the economy. According to the methodology of the Index presented
in the IL(R)E -2015 report, the size of the model forms of state
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intervention in the economy was assessed on six sub-indexes. In the
current study, IL(R)E was formulated as follows:
IL(R)Emod. = 0.30 * PF + 0.15 * TR + 0.15 * CFR + 0.15 * PR +
+ 0.15 * ER + 0.10 * L (1)
PF
TR
CFR
PR
ER
L

- Public Finance Sub-index
- Trade Regulation Sub-index
- Capital Flow Regulation Sub-Index
- Price Regulation Sub-Index
- Employment Regulation Sub-Index
- Licensing Sub-Index

The number of countries included in the assessments (for 57 countries
in the current study) was limited by the availability of the data used in
the calculations (Table 3).
Table 3
State intervention in the economy before the global crisis ranking
of countries by size IL(R)E
Row
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16

Country
Switzerland
Singapore
Denmark
Iceland
Luxembourg
Ireland
United States
United
Kingdom
Canada
Israel
Chile
New Zealand
Australia
Finland
Norway
Estonia

Row

Country

0.172
0.179
0.192
0.198
0.245
0.246
0.247

30
31
32
33
34
35
36

Slovenia
Belgium
Mexico
Romania
Poland
Greece
Czech Republic

0.332
0.334
0.339
0.343
0.344
0.344
0.348

0.257

37

Lithuania

0.348

0.261
0.268
0.271
0.274
0.285
0.285
0.294
0.300

38
39
40
41
42
43
44
45

Hungary
Portugal
Spain
Uruguay
Macedonia
France
Bulgaria
Azerbaijan

0.351
0.353
0.355
0.365
0.370
0.373
0.374
0.375

IL(R)E
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IL(R)E

17
18
19
20
21
22
23
24
25
26
27
28
29

Latvia
Korea
Netherlands
Sweden
Austria
Turkey
Georgia
Armenia
Germany
Kazakhstan
Slovak Republic
Japan
Croatia

0.300
0.302
0.302
0.302
0.303
0.306
0.313
0.313
0.314
0.318
0.319
0.322
0.326

Albania
46
Bosnia and Herz.
47
Moldova
48
Kyrgyz Republic
49
Serbia
50
Ukraine
51
Russia
52
Italy
53
Brazil
54
China
55
Iran
56
India
57
Average of IL(R)E

0.386
0.392
0.414
0.418
0.421
0.436
0.439
0.449
0.450
0.481
0.500
0.600
0.334

Source: Compiled on the basis of author's calculations.
A similar picture is observed in the assessments of the different
directions of state intervention in the economy – the sub-indexes of
IL(R)E. For example, every 0.100-unit increase in the price of a subindex representing restrictions on capital movements reduces crisis
resilience by 0.0123 units, in other words, increases crisis losses on
the same scale. The increasing regulatory burden on licensing also
limits the economy's ability to respond to the crisis. According to the
assessment, an increase of 0.100 points in the licensing sub-index
(which means a tightening of market access rules) increases the crisis
losses by 0.009 points.
The empirical evidence obtained confirms the earlier hypothesis
that "the greater burden of state intervention on the economy reduces
the resilience of the economy to the crisis." Observations and
assessments in 57 countries during the most severe phase of the recent
global crisis – 2009-2010 – show that those countries that had a higher
level of government intervention before the crisis had a weaker
response to the crisis and faced more economic losses. The main
conclusion from the assessments, which is important for economic
policy, is that the reduction of state intervention in the economy,
especially the liberal movement of capital (absence of administrative
and economic barriers), the formation of prices mainly through the
market (the state does not interfere in the pricing process) and strict
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market access through licensing. The absence (or minimal) access
restrictions further strengthen the economy's "immunity" and allow it
to respond more quickly and effectively to the crisis.
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