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SECTOR ASSESSMENT (SUMMARY): MULTISECTOR 
 
A. Sector Performance, Problems, and Opportunities 
 
1. Economic growth averaged 12.6% per year between 1995–2013 as Azerbaijan 
transitioned to middle-income status.1 Increased revenues from the oil industry fueled fiscal 
expansion and public expenditure on social protection, which in turn led to lower poverty and 
unemployment rates, and improvement in human development indicators. But heavy reliance on 
hydrocarbon revenues also left the economy exposed to volatile international oil prices, as oil 
production started to peak in mid-2014. The steep decline in oil prices and budget revenues from 
2015-2016 was not followed by commensurate cuts in public expenditure, which led to a sharp 
decline in the fiscal balance and eventually to a widening deficit. 2  The summary of key 
macroeconomic trends between 2012–2016 in the table highlights the budget procyclicality. 
 

Key Macroeconomic Trends, 2012–2016 
Indicators 2012 2013 2014 2015 2016 

Annual average price of Brent crude oil 
($ per barrel) 

94.63 
 

95.99 
 

87.71 44.31 
 

38.37 

Budget revenue (% to GDP) 31.6 33.5 31.2 31.5 29.2 

Budget expenditure (% to GDP) 31.8 32.8 31.7 32.7 29.6 

Fiscal balance (% to GDP) 0.3 0.6 (0.5) (1.2) (0.4) 

GDP growth (%, constant prices) 2.20 5.84 2.79 1.05 (3.06) 

( ) = negative, GDP = gross domestic product. 
Sources: Central Bank of Azerbaijan, State Statistical Committee of Azerbaijan, and International Monetary Fund. 

 
2. Inefficient allocation of public resources and private savings. As seen in the Problem 
Tree (p. 5), a complex set of challenges contributes to the underdevelopment of non-oil tradable 
sectors in the Azeri economy and its significant vulnerability to external shocks. The root problems 
that the Asian Development Bank (ADB) program, approved in 2017, set out to help rectify, can 
be found in several sectors and subsectors. 
 
3. Fiscal policy or planning. The budgetary practices of the Government of Azerbaijan 
were largely driven by ad-hoc spending decisions with no link to sector priorities. Fiscal policy 
lacked medium-term planning and had no long-term aim to reduce fiscal dependence on oil. 
Azerbaijan displayed most of the classical symptoms of the “Dutch disease” that is common to 
countries with a large endowment of non-renewable natural resources, and budget 
implementation procyclicality was increasingly recognized as exacerbating that.3 Mounting fiscal 
pressures and lack of a structured frameworks to manage government finances called for 
structural reforms with the objective of increasing available fiscal space and reallocating 
expenditure priorities to productive sectors. It was urgent to de-link fiscal policy from the world 
price of oil. It was imperative to optimize the use of oil revenues by effectively implementing the 
recently approved fiscal rule and a medium-term fiscal framework to minimize sensitivity to oil 

                                                 
1  Azerbaijan’s economy underwent significant transformation and development since the country’s independence in 

1991. Between 1995–2013, driven by high foreign direct investment in the oil industry and by a stabilization and 
structural reform program, Azerbaijan transformed itself into an upper-middle-income country with robust economic 
growth rates, large foreign reserves, a low poverty rate, and reduced foreign debts. 

2  During 2014–2016, oil and gas revenues accounted for about 30% of gross domestic product (GDP), 60% of budget 
revenues, and more than 90% of export revenues. 

3  Excessive reliance on hydrocarbons contributed to an appreciation of the real effective exchange rate during the oil 
boom, thereby undercutting the international competitiveness of the non-resource sectors and the export of non-
resource goods. 
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prices, reduce macroeconomic procyclicality, and ensure more efficient, multiyear planning of 
public resource utilization and alignment to long-term strategic goals.4 

4. Public liabilities management. The mid-2014 oil price shock worsened the debt profile 
of the government. As a result of exchange rate depreciation and an increase in the fiscal deficit 
stemming from a decrease in oil revenues and the absence of fiscal consolidation, the stock of 
public debt also increased substantially. Nominal gross debt as a share of gross domestic product 
(GDP) increased from 11% in 2014 to 28% in 2015, and to 38% in 2016. More than 70% of 
Azerbaijan's public debt in 2016 was denominated in foreign currencies which, coupled with the 
currency devaluations and borrowing plans, put more stress on strained government finances. 
Unrecognized contingent liabilities, implicit and explicit guarantees on borrowings by state-owned 
enterprises (SOEs), and exchange rate volatility added to the challenges of debt management.5 
Until 2016, Azerbaijan lacked a medium or long-term strategic debt management framework and 
a standardized information technology platform to record debt transactions, which led to lack of 
coordination between the cash and debt management systems of the government, manual 
collection and reporting of debt indicators, and inadequate dissemination of information on debt, 
all of which resulted in data integrity issues. A more comprehensive approach to public debt 
management was necessary to further strengthen the government’s capacity to meet its financial 
needs (by reducing costs and better managing risks) and develop effective oversight mechanisms 
that "restrict" other indirect and/or contingent liabilities.6 There was also no strategic entry point 
in debt management for the development of a domestic debt securities market as a cornerstone 
strategy to (i) gradually reduce the dependency on the State Oil Fund of Azerbaijan (SOFAZ)7 
and the high exposures to currency risk, and (ii) develop financial intermediation and access to 
finance in local currency in Azerbaijan. 

  
5. Public and private roles in infrastructure services. SOEs play a dominant role in 
Azerbaijan’s oil and gas industry; electricity generation and distribution; water supply and 
sanitation; railway, road, and air transport; and telecommunication. Given the public-goods nature 
of these infrastructure services and their systemic role in the economy, inefficiencies and under-
performance in service delivery affect most other private sector activities. Before the external 
shocks of 2015–2016, the management and pricing of these infrastructure services in Azerbaijan 
were not generally guided by (i) cost-recovery principles (or explicitly subsidized policy purposes, 
such as public service obligation contracts); or (ii) financial sustainability and performance targets. 
This resulted in recurrent operational losses and significant underinvestment in service provision. 
Fiscally inefficient support to SOE operations in key sectors remained the rule.8 By having to 
operate under tariff policies and surplus labor circumstances that did not allow for cost-recovery, 
SOEs in Azerbaijan were de facto an integral part of the government’s employment and social 

                                                 
4  Amendments to budget systems and practices, and to the country’s pension system, were also needed to promote 

fiscal discipline and establish clear rules on the use of oil revenues to finance public spending, and to reduce the 
quantum of deficit financing required for meeting pension fund liabilities. 

5  Two waves of sharp devaluation of the Azerbaijan manat against the United States dollar in 2015, large state 
spending on the Shah Deniz II gas field, and the rescue of a major state-owned bank almost tripled the government’s 
foreign debt from 8.4% of GDP in 2014 to 22.8% of GDP in 2017. 

6  For example, the issuance of budgetary loans and state guarantees to SOEs and financial institutions (to limit the 
use of such instruments to financial stability purposes). 

7  Reforms are needed to gradually reduce the reliance of the state budget on SOFAZ transfers from 50% to 25% by 
2025, and to 15% by 2035. 

8  The consequent fiscal risks, and the periodic, ex-post, outright fiscal outlays that were necessary were mostly 
provided in incentive-incompatible ways (i.e., not ex-ante or contractualized or performance-based). This 
perpetuated corporate management decisions that were inefficient (and, ultimately, fiscally more costly). 
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policy implementation.9 When the sharp currency devaluation dealt a severe financial shock to 
currency-risk-vulnerable SOEs in 2014–2015, their systemic role in the economy of Azerbaijan 
implied that the government had to step in with direct fiscal support or guarantees to keep key 
SOEs operable as a going concern. While this averted disruptions in key infrastructure service 
provision, and worse consequences to the economy and population, it also made clear that private 
sector development in Azerbaijan requires modern and sustainable infrastructure services, and 
that the inefficient and mismanaged role of SOEs had to be changed through policy reform. 
Reforms to modernize SOE management and legal ledgers, and improve management control 
practices were identified as a priority, and so was the establishment of centralized financial 
management control and monitoring of SOEs. SOEs’ recurrent operational losses were in large 
measure a result of ineffective sector policy and decisions, so sector-specific reforms were key to 
lifting the financial performance and autonomy of SOEs in Azerbaijan. This made it a medium-
term reform priority that required a fiscally paced10 and well-sequenced approach to properly 
solve the multitude of legacy issues in each sector.11 The introduction of fiscally sustainable and 
planning-relevant private sector participation in public service provision also required an effective 
operational framework for public–private partnerships and a gatekeeper role for the Ministry of 
Finance (e.g., to oversee the implementation of a medium-term expenditure framework and 
discharge fiscal risk management functions). These were wholly absent.12   

 
6. Financial intermediation, small business, and access to finance. Credit to the private 
sector, which came predominantly from banks, declined sharply in 2016–2017 as a result of the 
external shocks originating in 2015. A systematic effort to resolve nonperforming loans was crucial 
to avoid an overhang, as were proper legal systems to deal with insolvency, debt resolution, 
recovery, and restructuring. The development of the legal, regulatory and informational 
underpinnings for financial and credit contracts became a clear policy priority. More than 55% of 
small and medium-sized enterprises (SMEs) said they had problems accessing finance, but 
potential lenders’ low perception of their creditworthiness remained a key constraint. Azerbaijan’s 
product space is highly limited, with negative consequences for the fundamental growth potential 
and creditworthiness of firms in non-resource tradable sectors. SMEs also faced high costs 
associated with entry and exit procedures, contract enforcement, and property rights, and 
fundamental weaknesses in accessing technology. Setting up an effective and coordinated 
government legal and institutional framework for private sector development was necessary to 
achieve the target, set in the Strategic Roadmap on SME Development, of increasing the share 
of SMEs in the country's GDP from 4% in 2015 to 15% by 2020, and 35% by 2025. 

 
7. ADB’s approach to the reform challenges. In 2016, ADB provided a short-term 
countercyclical support facility loan (CSFL) to mitigate the impact of the external shocks. As 

                                                 
9 SOEs did not, however, benefit from any formalization of such role, at least one that could enable fiscal outlays to be 

performance-based and duly reflected as operational revenues of these SOEs rather than ex-post and sporadic 
balance-sheet support (equity injections or subordinated lending) mostly meant to address cash emergencies. 

10 In terms of pace of some specific reforms, it also important that job growth is reignited in the private sector and that 
more effective social safety-net functions are established by the Government first in order for labor restructuring 
possibilities across so many major SOEs to remain socially feasible. This was a key challenge from the onset, and it 
called for a more phased and paced approach in this particular issue of labor restructuring. Informal assessments to 
major SOEs in Azerbaijan often highlight non-negligible labor surpluses, which the non-oil private sector would need 
to absorb in a short period of time if SOE labor restructuring were to progress fast across the board. 

11 Including (i) high level of foreign debt and exchange rate vulnerability, (ii) poor financial performance and dependency 
on cost-inefficient and performance-incompatible solutions of fiscal support, (iii) low accountability, transparency and 
reporting, (iv) fragmented and incomplete discharge of the ownership function by the government, and (v) lack of 
autonomous and capable utility regulators to govern tariffs and oversee customer service. 

12 Privatization efforts should also start with non-core assets before sector (utility) regulatory institutions reach the 
necessary maturity to enable privatization processes to raise sector efficiency. 
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formalized in the CSFL’s development policy letter from the government, ADB assistance was 
also sought for structural reforms related to macroeconomic and fiscal management, public sector 
efficiency and accountability, and SME development. Technical assistance (TA) from ADB added 
significant value to its overall response to the government’s request, by (i) helping identify critical 
policy actions for the program based on preparatory work, (ii) leveraging coordination with 
development partners to ensure that pertinent TA investments on their part were aligned with the 
design and execution of the programmatic approach, (iii) and providing TA to sustain 
subprogram 1 reforms as interim agreements were being reached. The resulting ADB 
programmatic assistance was approved (together with subprogram 1) in November 2017. Under 
subprogram 1, ADB supported 17 policy actions across three reform areas. These actions also 
provided the impetus for subsequent reforms under subprogram 2. The overall program was 
designed and implemented to help the government tackle its core development problem by (i) 
introducing rule-based fiscal planning in the government’s budget systems, (ii) improving legal 
and institutional structures governing SOEs, and (iii) helping improve the business environment 
and access to finance for SMEs. 
 
B. Government’s Sector Strategy 
 
8. The implementation of the Strategic Roadmaps on National Economic Perspectives, 
institutionalized in 2016 by Presidential Decree No. 1897, underpins ADB’s support. It has three 
strategic components: (i) an economic development strategy and action plan for 2016–2020, (ii) a 
long-term vision for 2025, and (iii) a post-2025 aspirational vision. It has four main targets—
strengthening fiscal sustainability, adopting a sustainable monetary policy, facilitating privatization 
and reforms related to SOEs, and developing a favorable business environment—that are also at 
the core of the ADB program (i.e., subprograms 1 and 2, and the newly proposed Post-Program 
Engagement Framework). 

  
C. ADB Sector Experience and Assistance Program 
 
9. Since 2016, ADB has approved two policy-based lending operations in support of the 
government’s efforts of macroeconomic stabilization (an emergency line of credit in the form of 
the CSFL) and economic diversification (in the form of subprogram 1). Prior to this, ADB made no 
strategic inputs in macroeconomic and governance issues. Its operational strategy for governance 
and public sector management (PSM) support was developed for the most part while responding 
to the evolving strategies of the government. The 2011–2017 country assistance program 
evaluation, whose main element was the ongoing implementation of the Improving Governance 
and Public Sector Efficiency Program, rated ADB’s support for PSM as overall successful, with 
good scores on all criteria used;13 its strengths (such as proactive engagement and support for 
macroeconomic policy reform) outweighed the weaknesses in some other areas of ADB 
assistance in Azerbaijan.14 

                                                 
13 The overall assessment is successful, with individual ratings of relevant, effective, efficient, likely sustainable, and a 

satisfactory impact. 
14  Independent Evaluation Department. 2019. Country Assistance Program Evaluation: Azerbaijan, 2011–2017. 

Manila: ADB. 
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Multisector Problem Tree 
 

 




