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Role of the banking sector in sustainable
economic development -
The case of Azerbaijan

Abstract: This study examines the role of the banking sector in Azerbaijan's
economic development, focusing on its impact on credit expansion, GDP
growth, and sectoral financial dynamics. The banking sector is crucial for
financing small and medium-sized enterprises (SMEs), driving economic
growth, and enhancing productivity through increased employment and in-
vestment. The study employs a panel VAR model to explore the relationship
between regulatory capital, credit extension, and economic growth, highlight-
ing how regulatory capital impacts loan-to-deposit ratios and GDP growth.
Data from 2005 to 2022 indicates a strong positive correlation between bank
loans and GDP growth, though the effect varies by loan size and capital
regulation policies. The analysis reveals that bank loans and deposits signifi-
cantly influence GDP, with deposits showing a stronger correlation. Despite
improvements in the financial sector, including reforms and infrastructure
modernization, Azerbaijan's banking system faces challenges in credit alloca-
tion and financial depth compared to regional and global benchmarks. The
study identifies that a substantial portion of loans is directed towards house-
holds rather than productive sectors, impacting overall economic growth.
Key sectors such as agriculture and manufacturing have seen decreased loan
shares, affecting their development. The findings suggest a need for enhanced
regulatory frameworks, better risk management, and targeted financial poli-
cies to improve sectoral credit distribution and support sustainable economic
growth in Azerbaijan.
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Osszefoglalas: A tanulmany a bankszektor szerepét vizsgalja Azerbajdzsan
gazdasagi fejlédésében, a hitelbéviilésre, a GDP-novekedésre és az dgazati
pénziigyi dinamikara gyakorolt hatdsara Osszpontositva. A bankszektor
kulcsfontossagu a kis- és kozépvallalkozasok (KKV-k) finanszirozasaban, a
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gazdasagi novekedés 6sztonzésében, valamint a termelékenység fokozasdban a foglalkoztatas és a beruha-
zasok novelése révén. A tanulmany VAR-modellt alkalmaz a szabalyozdi téke, a hitelb6vités és a gazdasagi
novekedés kozotti kapcesolat feltardsara, kiemelve, hogy a szabélyozoi téke hogyan befolydsolja a hitel-be-
tét aranyt és a GDP novekedését. A 2005 és 2022 kozotti adatok erds pozitiv korrelaciot mutatnak a banki
hitelek és a GDP novekedése kozott, bar a hatds a hitelek nagysagatdl és a tékeszabalyozasi politikatol fiig-
gben valtozik. Az elemzésbdl kideriil, hogy a banki hitelek és betétek jelentdsen befolyasoljak a GDP-t, a
betétek pedig erdsebb korreldciét mutatnak. A pénziigyi szektorban bekovetkezett fejlédés, tobbek kozott
areformok és az infrastruktira modernizalasa ellenére Azerbajdzsan bankrendszere a regionalis és globa-
lis 6sszehasonlitasi alapokhoz képest kihivasokkal kiizd a hitelallokaci6 és a pénziigyi mélység terén. A ta-
nulmany megallapitja, hogy a hitelek jelentds része inkabb a haztartasoknak, mint a termel6 agazatoknak
iranyul, amely hatassal van az altalanos gazdasagi novekedésre. Az olyan kulcsfontossagu agazatokban,
mint a mezdgazdasag és a feldolgozoipar, csokkent a hitelek aranya, amely szintén elésegiti a fejlédésiiket.
A megallapitasok arra utalnak, hogy a hitelek dgazati megoszlasanak javitasa és a fenntarthaté gazdasagi
novekedés timogatasa érdekében Azerbajdzsanban fokozott szabalyozasi keretekre, jobb kockazatkeze-
lésre és célzott pénziigyi politikdra van sziikség.

Kulcsszavak: Banki tevékenység; Azerbajdzsan; VAR-modell; kkv-k; fenntarthatdsag.

Introduction

The banking sector plays an important role in the management of financial resources and investments,
the implementation of innovations and the protection of macroeconomic stability. In Azerbaijan, the
banking sector acts as one of the main indicators of economic development, such as support for entrepre-
neurship and diversification of the economy. In addition to financial mediation, the banking sector plays
a significant role in the implementation of strategic goals and objectives related to the sustainable devel-
opment of the economy. By facilitating lending to emerging sectors such as agriculture, technology, and
small and medium enterprises (SMEs), banks act as a catalyst for inclusive economic growth in creating
employment and increasing productivity. Bank assets in Azerbaijan have grown significantly at a annual
growth rate of approximately 10% from 2000 to 2023, reflecting the sector's expanding role in the national
economy. The total assets of the banking sector as of January 2023 were about 27.6 billion US dollars, and
the top five banks held about 60 percent of this total. In addition, the number of banks operating in the
country has stabilized, competitiveness has been ensured and financial services have been improved in
the country. Currently, there are 23 commercial banks operating in Azerbaijan, of which two are state
banks, 11 are banks with foreign capital, and one is a branch of foreign bank. By influencing the economy;,
banks provide financial flows between economic sectors and entities by presenting the funds they attract
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from depositors and investors to borrowers. Funds received from banks in the form
of loans include the introduction of various new products and services to business
entities, the expansion of existing business networks, the creation of new business
entities, the introduction of innovation and innovations, and as a result, economic
growth and revival occur. Banks play one of the main roles in protecting the eco-
nomic interests of the population and enterprises by attracting deposits and savings
[1]. Another important aspect that characterizes the banking system is its influence
on social processes and the values it creates. For example, by supporting mortgage
loan borrowers, banks play an important role in improving the living conditions
of the population. In the market economy, banks perform important functions by
directing financial resources to the most effective and safe investments and users
in the short and long term. On the other hand, the place and role of the banks in
the economy is closely related to the quality of their mediation services. In the last
10 years, the rapid development of digital technologies, especially the technologies
of the Fourth Industrial Revolution, has led to significant changes in the banking
sector. These factors fundamentally changed the role of banks in the economy. In
this context, the emergence and development of fintech technologies can be cited
as an example. Thus, there is a complex relationship between the banking system
and economic development. Besides being the basis of economic development, the
banking system implements the effective regulation and management of the finan-
cial sector by using the opportunities of economic power in the country. In the
analyzes carried out by the experts of the Central Bank on the CIS countries, the
important influence of macroeconomic and institutional factors on banking crises
was clarified [2]. Maintaining adequate prudential standards for credit institutions
provides security in times of crisis for borrowers with a high payment capacity, de-
spite limiting access to credit for low-income families [1].

Literature review

The banking sector plays a crucial role in the economic development of the country
by attracting deposits and directing them to productive investments, which stimu-
lates economic growth. The role of the banking sector in the economy of Azerbaijan
continues to grow, and in the last few decades, Azerbaijan has entered a qualitatively
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new stage of development, transitioning from oil resource based economy to a diver-
sified and inclusive economy.

In this regard, as a role of the the banking sector pays special attention to financial
services that support small and medium-sized enterprises (SMEs), which are impor-
tant for increasing employment and productivity. The granting of loans by the bank-
ing sector is the main mechanism in the economic development of financial institu-
tions. Access to credit is critical to accelerating economic growth and development
through business expansion, innovation and productivity. Regulatory capital links
credit extension to GDP growth and promotes long-term economic growth [3]. This
process not only facilitates investment in fixed assets, but also supports job creation
and increases consumer purchasing power. In addition, a panel VAR model was used
to examine the relationship between regulatory capital instruments, credit expan-
sion and economic growth, and according to the corresponding model, regulatory
capital reduces the loan-to-deposit ratio (which is used to capture volatile financ-
ing). At the same time, studies show that capital has a positive and persistent effect
on GDP growth, while the loan-to-deposit ratio has a persistent negative effect on
GDP growth over time. The effect of regulatory capital varies across loan sizes and is
related to capital regulation policies [3]. In addition, channeling credit into produc-
tive investment rather than speculative activities is critical to ensuring that lending
translates into sustainable economic growth. With the development of the financial
system, diversified and strengthened financial instruments can facilitate trading and
hedging. In this way, financial systems can influence resource allocation and thus
economic growth by diversifying risks across industries and firms. In addition, the
financial system can ensure economic stability [4].

Although the banking system is recognized as one of the main drivers of econom-
ic growth, there are conflicting issues regarding the creation of loans in the economy
[5]. Empirical research on the likelihood of bank crises as a result of high capital
and liquidity requirements has been proven, although studies have produced mixed
results (BIS, 2010). The impact of these requirements on bank activity is primar-
ily reflected in their balance sheets. For example, banks reduce interbank loans and
increase the purchase of government securities to meet high liquidity requirements.
Overall, higher capital and liquidity requirements reduce aggregate consumption,
investment and aggregate output by restricting lending activities, even as they in-
crease the resilience of the banking sector and reduce crises [6].
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Data and methodology

In the article, literature from various sources was reviewed, the research methodology was referred to a
reliable database. The database is based on macroeconomic indicators and specific indicators of the bank-
ing sector, including regression analysis referred to GDP growth, bank assets, deposit portfolio and non
performing loans. Annual reports and sustainability reports of influential institutions such as the Central
Bank of Azerbaijan, the State Statistics Committee of Azerbaijan, the World Bank and the International
Monetary Fund were reviewed in the article. This comprehensive database has enabled a detailed analysis
of the role of the banking sector in managing economic growth and will help to better understand its ef-
fects on the economic development of Azerbaijan.

In the conducted analysis, it is reflected that there is a strong correlation between the loans given by
the banking sector and the relevant figures of GDP. On the one hand, this shows the positive effect of the
expansion of bank loans on the growth of GDP. Admittedly, this result shows the importance of additional
factors. Data on the volume of bank loans granted from 2005 to 2022 are collected and adapted to a com-
mon format.

Table 1. Credit, Deposit portfolio and NPL ratios in the banking sector, GDP trends

Date Credits (million Deposits (million GDP (million
manat) manat) manat)
2005 1441.0 1368.7 12522.5
2006 2362.7 2162.2 18746.2
2007 4681.8 4127.2 28360.5
2008 7191.3 6460.2 40137.2
2009 8407.5 6379.1 35601.5
2010 9163.4 7625.8 42465.0
2011 9850.3 9447.0 52082.0
2012 12243.7 10699.2 54743.7
2013 15422.9 12475.8 58182.0
2014 18542.6 15453.4 59014.1
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2015 21730.4 23431.4 54380.0
2016 16444.6 22091.0 60425.2
2017 11757.8 20599.1 70135.1
2018 13020.3 21870.4 80092.0
2019 15298.2 24746.0 81896.2
2020 14530.4 23666.9 72578.1
2021 17119.8 29027.7 93203.2
2022 20184.0 36249.8 133825.8

Source: Compiled by the author (based on the information of the Central Bank of the Republic of Azerbaijan and
the State Statistics Committee).

The effect of different parameters on GDP is evaluated by Pearson correlation coefficient:

o L @-D0-
V2 (x; - )2 Xy — ¥)?

The conducted analyzes show that there is a strong correlation between the loans granted by the bank-
ing sector from 2005 to 2016 and the dynamics of the corresponding historical indicators of GDP. So, if we
evaluate the impact of bank loans on GDP, it shows that there is a very strong positive relationship at the
level of 0.772. If we evaluate the level of influence of other variables through the same method, the correla-
tion coeflicient for for deposits is at the level of 0.935. Thus, although all three variables have a positive cor-
relation effect on GDP, credit and deposits have a stronger effect on GDP. Considering all these mentioned,
we can construct a multivariate linear regression model between the mentioned variables and GDP. It is
possible to get acquainted with the regression statistics of the established model in Table 1.
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Table 2. Regression statistics of the model

SUMMARY OUTPUT
Regression Statistics
0.9367240
Multiple R 75
0.8774519
R Square 93
Adjusted R 0.8611122
Square 59
10703.155
Standard Error 72
Observations 18
ANOVA
Significan
df SS MS F o F
Regression 200 12303595934. | 6151797967. 0.0000001
& ' 70 35 53.70 5
. 1718363136. 114557542.
Residual 15.00 25 4
Total 17.00 14021959070.
95
. Standard
Coefficients Error t Stat P-value Lower 95% Upper 95% | Lower 95.0% | Upper 95.0%
Intercept 19398.1108 6073.44044 | 3.193924607 0.01 6452.87900 32343.342 6452.8790 | 32343.34274
7 5 74 05
Credits | -0.46980651 | 0.848983723 | -0.553375168 0.59 -2.27937248 1.3397594 -2.2793724 1.3397594
1 61 81 61
Deposits 2.88719519 | 0.492750397 | 5.859346245 0.00 1.83692257 3.9374678 1.8369225 3.9374678
9 79
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If we look at the significance coefficient (p value equivalent) of the F parameter given in the ANOVA
part of the table, we can see that it is equal to 0.00000015. This means that the constructed model can be
considered statistically significant. The R2 performance of the established model is 87%. If we look at the
regression statistics of the model, we see that only the p-value of the effect of the deposit independent vari-
able satisfies the appropriate confidence interval condition (95%). Thus, it is possible to model the linear
regression relationship between deposits and GDP in the form given below:

GDP=Deposits * 2.887+19398.11

Results and analysis

THE INTERRELATION BETWEEN THE BANKING SECTOR AND ECONOMIC DEVELOPMENT

In recent years, the improvement of the legal and regulatory framework in the financial and banking sec-
tor, modernization of the financial infrastructure, institutional development and the implementation of
initiatives implemented by the state have led to significant progress in the financial and banking sector
of the country. Considering the country's reliance on a bank-based financial architecture, the banking
system plays an important role in financing the economy. The reforms carried out during the last decades
led to a significant improvement in indicators of access to finance, and the role of the financial sector in
the economy was significantly strengthened. Nevertheless, it is considered important to continue complex
measures in order to reach the achievements of benchmark countries in this field. According to the results
of 2022, the ratio of bank assets to GDP was 35.2 percent, which reflects the special weight of the bank-
ing sector in the economy and the financial depth of the banking sector. The specific weight of the credit
portfolio in GDP was 14.6 percent, and its ratio to non-oil GDP was around 28 percent. According to the
analyzes in the database of the World Bank, the ratio of loans given to all sectors by the financial sector in
our country, except for central governments, is 14.7 percent of GDP. The relevant indicator is 67.4 percent
in Georgia, 38.6 percent in Kazakhstan, and 49.6 percent in Ukraine (WBG 2023). Furthermore, in 2022,
weight of loans given to the private sector in GDP in Azerbaijan was 18.3 percent. This figure is 64 percent
in Georgia, 25.6 percent in Kazakhstan, 23.1 percent in Kyrgyzstan and 36.7 percent in Uzbekistan. In
more developed countries, this indicator is higher, which means that there are more credit opportunities
in the private sector. For example, 74.2 percent is in Belgium, 83.6 percent is in Germany, 86.2 percent on
average is in the European Union, 130.7 percent is in Great Britain (WBG 2023).
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Figure 1. The share of credits provided to the private sector as a percentage of GDP by countries, 2022.
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Statistical analyzes show that 55.9% of the loans provided by the banking sector in the country are di-
rected to households. Among the economic sectors, the trade and service sector makes up the largest share
of credit investments with 16.4%. Other important sectors of the loan portfolio include construction and
real estate — 5.4%, industry and processing sector — 5.3%, and transport and communication sector — 3.9%.
The Figure below shows that one of the main reasons for low credit investments in economic sectors is the
allocation of credit resources to households and consumer loans, which actually leads to the restriction
of access to financial resources for economic sectors (CBAR 2022). In the last ten years, the GDP in Azer-
baijan has more than doubled from 58 billion manats in 2013 to 133 billion manats in 2022, and the total
credit investments in the economy have increased from 15 billion manats to 20 billion manats. As a result,
the financial depth of loans decreased from 26.5 percent in 2013 to 15.1 percent in 2022.
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Figure 2. The interrelation between credit allocation to the national economy and GDP trends,
financial depth, 2013-2022
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Source: Compiled by the author (based on the information of the Central Bank of the Republic of Azerbaijan and

the State Statistics Committee).

The analysis of the data shows that the specific weight of agricultural loans in the total loan portfolio of
the banking sector has decreased in the last decade. Thus, the relevant indicator has decreased from 4.8%
in 2013 to 3.1% in 2022. During the last ten years, the trade and service sector (2 percent increase in the
share of the portfolio), energy, chemical and natural resources sector (1.3 percent increase in the share of
the portfolio), transport and communication sector (0.6 percent increase in the share of the portfolio) had
slight increases in the share of loans granted. On the other hand, the share of the industry and manufactur-
ing sector in the total loan portfolio decreased significantly from 9.8% in 2013 to 5.3% in 2022. The largest
decrease was in the share of the construction and real estate sector (15.3 percent in 2013, 5.4 percent in
2022).
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Figure 3. Trends in credit allocations by sectors over the last decade (growth and average annual increase)
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Source: CBAR, 2023.

As for loans allocated to specific sectors, an increase of 48.8% was recorded in the trade and service
sector, 125.5% in the energy, chemical and natural resources sector, and 56.2% in the transport and com-
munication sector whereas there has been a decrease in loans granted to other sectors. As a result, the
highest average annual growth in loans to sectors over the past ten years was in the energy, chemical
and natural resources sector (18.4 percent average annual growth), transport and communications (10.5
percent), and households (9.3 percent). A decline was observed in loans to agriculture (-0.03 percent),
while the industry and manufacturing sector was also selected with low average annual growth rates (1.2
percent) (CBAR 2023).

The financing of the agricultural sector, which serves as a source of employment in the country's econ-
omy (over 30 percent in all periods), does not match the development trends of agriculture and lags far
behind. Although the GDP of agriculture doubled from 3.1 billion manats to 6.3 billion manats in the last
ten years, there was no increase in loans in the sector. Instead, the volume of agricultural loans decreased
by 14.2 percent from the level of 2013, from 733.25 million manats to 629.09 million manats.

w
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Conclusion and recommendation

The comprehensive analysis presented in the article examines the important role of the banking sector
in Azerbaijan's economic development and highlights its importance in facilitating financial flows, pro-
moting innovation and promoting inclusive development through strategic lending. Banks can finance
infrastructure projects, support small businesses, promote financial inclusion, help create jobs, encourage
savings and investments, support international trade, etc. instruments capable of promoting economic
growth. The banking sector plays an important role in economic development by facilitating access to
finance, expanding access to credit and promoting financial inclusion. By mobilizing resources for invest-
ment and providing credit to various sectors of the economy, banks enable businesses to invest in new
technologies, expand operations, and enter new markets, which leads to economic growth. In addition,
banks facilitate the flow of capital into the economy by offering various investment products to investors.
The reforms and strategic projects carried out so far have played a key role in increasing the stability of the
banking sector and its ability to respond to domestic and international economic dynamics.

However, the banking sector needs to be regulated and further improved. Developing a robust regula-
tory framework and risk management practices against banking crises is critical. In addition, comparative
analysis with regional and global benchmarks, particularly in terms of financial depth and credit avail-
ability for economic sectors, reveals areas in need of improvement. Implementation of regulatory reforms,
improvement of digital banking services, and sustainable banking practices have not only increased op-
erational efficiency for Azerbaijani banks, but also expanded their reach to underserved populations. It has
played an important role in promoting financial literacy, encouraging savings, investment and supporting
the growth of small and medium enterprises (SMEs), which are important for diversifying the economy
and reducing dependence on oil.

In order to increase the role of the banking sector in Azerbaijan, as a result of continuous economic
reforms, it may be considered appropriate to consider the following recommendations to increase the ef-
ficiency of the country's banking system:

- Expanding access to credit for non-oil sector, agriculture, energy, technology and other strategically
important sectors, along with innovative lending models, can increase the inclusion of the banking sec-
tor and stimulate economic growth;

- It is important to develop specialized financial services in relevant fields and to increase the role of the
banking sector in diversifying the economy in order to improve access to finance, especially taking into
account the importance and the rele in the economic development, for SMEs;
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- Increasing financial literacy: Capacity building for both the banking sector and the entrepreneur, hold-
ing educational events and investing in financial literacy programs can significantly increase the effec-
tiveness of financial intermediation;

- Continuous improvement of the legal and regulatory framework is essential to increase the stability and
resilience of the banking sector. This includes adopting international best practices in risk management
and regulation to reduce the risk of banking crises and ensure sustainable development;

— Accelerating adoption of digital banking services and fintech can significantly improve the efficiency and
accessibility of financial services. This transformation should focus on integrating advanced technolo-
gies to simplify banking operations, improve customer satisfaction and expand financial inclusion.
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