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ABSTRACT

The article reveals the essence and importance of academic entrepreneurship as an important
factor in sustainable economic development.The emphasis was placed on the growing role of
academic entrepreneurship in all academic personnel and in all economic subjects of
innovation activity. The article studies the research and innovation activities of universities in
developed countries, as well as innovative enterprises as subjects of academic
entrepreneurship, as well as their problems in the process of formation and functioning.Modern
universities also take on the mission of presenting the results of their research and business
activities to the business environment, in addition to education and basic research, and also
turn scientific research laboratories and community centers into economic actors that play an
important role in the innovation process. The actions of key participants, such as pioneers,
innovators and investors involved in the implementation of innovations in the field of
commercialization of university innovations, as well as the close relationship of the concept of
commercialization with market relations were reviewed.In order to achieve high technological
results in the innovation sector, the issues of attracting potential investors and public funding
of universities were considered.To assist small innovative enterprises, the urgency of the
creation of business incubators and investment institutions by the state is justified. The issues of
improving the financial policy mechanism for the development of academic entrepreneurship,
especially improving the lending and taxation system, stimulating innovation, expanding the
intermediate function between state universities, research organizations and industrial
companies were carefully studied. Substantial proposals and recommendations for improving
the methods and forms of commercialization of results and innovation of university research
are provided.

Keywords: academic entrepreneurship commercialization of innovations, small innovative
enterprise

1. INTRODUCTION

Ideas about higher education, society, entrepreneurship, and the state are undergoing major
changes in the globalizing world economy, and universities are seen as the center for the
systematic integration of innovation activities in the country.Universities engaged in the
development and commercialization of new knowledge and technologies receive additional
sources of income, and the innovations they introduce satisfy the needs of consumers. As a
means of commercializing the results of university research, academic entrepreneurship
transforms new knowledge into innovations, products, services and processes.Academic
entrepreneurship plays an important role not only among academical staff involved in research
and the commercialization of their results, but also in all economic subjects of innovation
activity.Strengthening the innovative potential of universities in the post-industrial age is
necessary for the future integration of science and the real economy, the development of the
state and society.It is expected that universities will contribute to the sustainable development
and competitiveness of the national economy through innovation.
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2. INNOVATION AS A PRIORITY DIRECTION OF UNIVERSITIES

Innovative development of academic entrepreneurship is one of the most vital social and
economic problems of sustainable development. An important pattern of sustainable
development is inequality due to the consistent replacement of technological systems. The basis
of the theory of changing technological systems and their replacement by new generation
technologies is the concept of long-term cycles N. D. Kondratieva and 1. Shumbetrin's
hypothesis, which reflects the interaction between entrepreneurship and long-term movement
in the development of technological innovations. The innovative technology of the sixth
technological system - NBIC technology, based on the technological convergence of nano-bio-
information and cognitive technologies, will become a sustainable source of economic growth
and competitiveness of developed countries due to the strong synergy effect. Innovations in the
developed countries of the world, which are leaders in the field of research and development of
NBIC technology, provide 80-90 percent of GDP growth [1, p.215]. Recently, there have been
positive trends in science in higher education. This is due to the increase in state support for
universities and the need to commercialize the results of their research. If universities are
passive and do not interact with state-owned enterprises, they may lose reputation and access
to financial resources in the eyes of the business community and cannot actively participate in
international educational and scientific cooperation, which could lead to divergence of potential
college candidates and future problems. Universities in developed countries of the world are
turning into leading research centers whose goal is not only to train highly qualified specialists,
but also to stimulate innovation and the application of innovation. Leading universities unite
with business structures for creation of a chain of innovations. For example, in the United States
the University of Maryland has an industry engagement program which accelerates process of
commercialization of innovative technologies by joint financing of research and development
by the university and the industry.

2.1. The role of academic entrepreneurship in the innovative development of the economy
With the globalization of the world economy in the higher education system, major changes are
occurring, as in other areas, it is assumed that universities are directly involved in the
development of entrepreneurial activity based on innovation. As a result of the
commercialization of large scientific and technical potential collected at universities, it is
possible to obtain additional sources of income. This can be achieved through the development
of academic entrepreneurship, which is the means of commercialization of knowledge. For the
development of academic entrepreneurship, it is important to create small innovative
enterprises in higher education institutions that turn their knowledge into innovations, services,
products and processes. The phenomenon of academic entrepreneurship plays an important role
not only among the teaching staff engaged in research and commercialization, but also in all
economic actors of innovation. For the first time, American companies were engaged in
academic entrepreneurship in the 70s of the 20th century, and its formal formation has
coincided with the adoption of the Bayh-Dole Act in 1980. This law allowed universities to
patent their inventions, and also granted ownership of their research and technology. In the 80s
of the 20th century, universities in European countries began to commercialize the results of
their research work. Commercialization is the process of transforming the fundamental
knowledge gained from business activities in universities into innovative products. The basis
of these processes are fundamentally new functions assigned to universities. Universities also
take on the mission of presenting the results of their research and business activities to a
business environment, in addition to education and basic research. Research laboratories and
social centers are becoming economic actors that play an important role in the innovation
process. Thus, universities become researchers and consultants and turn into a full-fledged
market participant, which led to the creation of small innovative enterprises.
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In industrialized countries, universities, in addition to performing their traditional functions,
successfully implement the commercialization of the results of their research work. At the end
of the 20th century, academic entrepreneurship became more prominent in European countries,
since the commercialization of the results of scientific and technical activities allowed
universities to generate additional income. A large number of studies on the development
of academic entrepreneurship have been implemented and published in European
countries. In economically developed European countries, talented students work in small
innovative enterprises, in which they transform their knowledge gained by them in the learning
process, into various innovative technologies and projects. Leading research universities in the
world have specialized offices that help academic stuff and students wishing to engage in
academic entrepreneurship. These offices offer technological equipments and jobs, and also
form a team for the implementation of innovative projects. They then look for an investor and
assist in launching a small innovative enterprise and patenting acquired inventions, as well as
provide necessary advice and answers to questions during the project implementation stages.

2.1.1. Principles for the commercialization of university innovations

Attracting potential investors or public funding of universities are crucial to achieving high
technological innovation results, as universities often do not have special funds for research and
development of new technologies. To support small innovative enterprises, the state should
create business incubators and investment institutions, as well as make changes and
amendments to the legislation. All this is crucial for protecting and increasing the interest of
students and teachers in the development of academic entrepreneurship, since small innovative
enterprises have significant advantages in the development of an innovative economy of the
country. The development of small innovative enterprises allows universities to benefit from
the material resources and capabilities of industrial companies. In addition, joint research with
industrial companies improves the status of universities. The process of commercialization of
innovations in higher education requires the joint participation of several actors. The main
actors in this process are pioneers, innovators and investors. In the process of commercializing
innovation, universities are pioneers and sources of scientific work, industrial companies play
the role of innovators, and state and commercial banks, credit institutions and venture capital
funds perform the functions of an investor.Joint participation in the commercialization of
innovations leads to certain contradictions in their interests. That is why the commercialization
of innovations in higher education requires a balance of interests of all participants. Considering
that the concept of commercialization is closely related to market relations, we can say that the
basis of the concept of market and commercialization is the same. Market relations are based
on free enterprise, competition and the allocation of resources, pricing, determining the balance
of supply and demand and the protection of property rights by the state. Therefore, without
market relations, the concept of “commercialization” loses its essence. Research centers and
universities play an important role in the innovative development of the economy.

3. IMPROVING THE MECHANISM OF MANAGEMENT OF ACADEMIC
ENTREPRENEURSHIP IN UNIVERSITIES

Universities support the development of the country's economy in the following directions [2,
p.139].

e universities are considered the basis of basic scientific research, creating the conditions for
technological, social and economic development of the country;

e researches are conducted in universities of the applied direction and intermediate structures
are created for their introduction into the industry (technoparks, business incubators);
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e university research is an important part of the process of training scientific personnel and
increasing the scientific and pedagogical potential of the country;
e universities often become a "pole of attraction"” of high-tech industries to their countries.

In world practice, there are various mechanisms for the application of innovations.Analyzing
the features of the innovation policy of foreign countries, the Russian economist Natalya
Shelyubskaya concluded that their innovation policy was aimed at promoting clear scientific
and technical cooperation [3, p. 24]. The state often plays the role of an intermediary between
research organizations, universities and companies. Various structures are being created, such
as a university and industrial cooperative center, an innovation center for the introduction of
new technologies for small and medium-sized businesses, and a center for the
commercialization of inventions. To implement the results of scientific research is usually used
mechanism of technology commercialization using organizational structures of business
entities. Scientific studies show that countries with a high level of innovation interaction
between universities and industrial enterprises occupy leading positions in the Global
Comepetitiveness Index of the Davos World Economic Forum. The analysis of the works
devoted to the problems of innovative development of the economy leads to the conclusion that
there are general trends in innovation policy in different countries of the world. For example,
in all countries of the world, direct and indirect methods of stimulating innovation are used,
which, in turn, corresponds to the structure as a whole. There is a cluster approach to the
formation of general trends in the innovation policy of foreign countries. American philosopher
Michael porter (1947), the founder of cluster theory, first described the cluster in his work
"Competition”. A cluster is a geographical concentration of interconnected enterprises,
specialized suppliers, associated institutions in a particular field, as well as organizations that
are competitive in certain areas and at the same time work together on their activities [4, p.485].
The creation of clusters accelerates the process of economic growth in some areas, which leads
to the growth of innovative activity and competitiveness of the country.The experience of
foreign countries has shown that the functioning of several groups of sectors in the interaction
within clusters leads to an increase in employment, a large amount of investment and
accelerated use of innovative technologies in the national economy. Since 2005, industrial
areas, industrial parks and agroparks have been created in many cities and districts of the
Republic of Azerbaijan; serious work is being done towards clustering and diversifying the
national economy. The development of academic entrepreneurship requires the formation and
development of a national innovation system. Some steps were taken to form a national
innovation system in the Republic of Azerbaijan, the Scientific Innovations Center of the
National Academy of Sciences of Azerbaijan and the Foundation for the Development of
Science were created, and legislative and regulatory acts regulating innovations were adopted.
Financing of innovation activities should be carried out at the expense of the state budget and
the local budget, special funds of enterprises, extra-budgetary funds and venture capital. To
implement an active innovation policy, it is necessary to take measures to improve fiscal policy,
in particular, to improve the system of crediting and taxation and to stimulate innovation
activity. Experience shows that modern high-tech production can be based only on horizontal,
diagonal and vertical integration processes. Profound economic progress can be achieved not
by scattered enterprises, but by their mergers and groupings through clusters and networks. The
inclusion of universities in the cluster provides a competitive advantage for the country, that is,
investors can simultaneously invest in the real economy, as well as education and research. A
distinctive feature of such clusters is their innovative orientation. An innovation cluster is a set
of services that provides interaction between independent enterprises, such as universities,
knowledge-based enterprises, science and industry, and also supports organizations and
consumers who participate in joint innovation activities.
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Various innovative structures have been created at universities in the USA, Canada, Great
Britain, Japan, and other countries that contribute to the innovative development of the national
economy. At the present stage of the Azerbaijani economy, higher education institutions are
considered as a center for the systematic integration of the country's innovative activity.
Innovation activities of higher education institutions, understood as activities aimed at the
development and commercialization of new knowledge and technologies, are considered as
their main directions of development. Innovations carried out by institutions of higher education
lead to the satisfaction of the demand of local and foreign consumers. In addition, strengthening
the innovative capacity of higher education institutions is important for the future integration
of science and the real economy, as well as the sustainable development of the state and society
in the post-industrial era. In accordance with the State Strategy for the Development of
Education in the Republic of Azerbaijan, the restructuring of the higher education sector is
aimed at developing research and development in universities, deepening cooperation between
universities, leading companies in the real economy and academic institutions, and expanding
international integration of universities in Azerbaijan in the field of research and development,
strengthening academic mobility and the development of a network of educational and research
programs are the main priorities of higher education. Thus, financial support from the
government to leading universities, research groups and other scientists participating in
research at the international level will increase, and the practice of providing benefits to small
innovative enterprises that will allow commercialization of intellectual property in universities
will continue. Currently, universities are developing innovation performance management
systems, developing criteria for evaluating innovations and proposing various methods and
tools for its development. As a rule, the organization of innovation in higher education involves
the integration of research centers of universities and industrial companies, so that academic
stuff who participate in research can commercialize the results of their work as soon as possible.
Today, the most urgent task is to create innovation centers, incubators, special educational,
scientific and innovative complexes at universities. Thus, the innovative activity of higher
educational institutions is one of the main factors for the successful modernization of the
economy of Azerbaijan. Modern universities are considered as subjects of economic activity.
Currently, various structural units of higher education institutions have the opportunity to
realize and commercialize their innovative potential. In order to improve the process of
managing innovations in the conditions of free market relations, it is necessary to improve the
management methods of the university, taking into account its characteristics. At new stages of
education, universities successfully competing in the global market for educational services are
transformed into an open innovation system.

4. CONCLUSIONS

There is a trend in the world towards a knowledge-based society and economy.Small innovative
enterprises, which are one of the key organizers of this process, play an important role in the
development of academic entrepreneurship in higher education institutions.However, the
Azerbaijani authorities are not taking effective measures to stimulate academic
entrepreneurship.

e Innovative activity of higher educational institutions is one of the main factors for
successful modernization of the country's economy. Modern university is considered as a
subject of economic activity. Structural subdivisions of the university have the opportunity
to realize their innovative potential, they receive additional funds from the
commercialization of their research results.

e The system of financing university science should be flexible and have many sources; it is
necessary to eliminate regulatory barriers that prevent the integration of education with the



37th International Scientific Conference on Economic and Social Development —
"Socio Economic Problems of Sustainable Development" - Baku, 14-15 February 2019

real sector of science and economics. In terms of market relations, it is necessary to improve
the methods of university management taking into account the peculiarities of innovation.
It is important to actively promote the partnership of business with science and education.
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ABSTRACT

Sustainable economic development brings about economic growth as a result of increased
incomes in the country. Entrepreneurship plays an important role in the context of sustainable
economic development. This role, which incorporates production, labor, capital and
technology, combines assessment and risk and sets out a strategic framework for economic
regulation and development. Entrepreneurship spirit is the key element of sustainable economic
development in the country. The growth and prosperity of those elements are also the driving
force of the economy. The impact of economic development on the entrepreneur takes a special
place in promoting sustainable economic development by promoting entrepreneurs' innovation
and innovation through competitiveness, promoting employment, opening up business
opportunities, expanding production and commercial activities, inventions, scientific research
and discoveries. Therefore, promoting a competitive environment in the business environment
and boosting state-of-the-art support for increasing the volume of production are considered
to be topical issues in ensuring sustainable economic development. The article analyzes the
complex mechanism of sustainable economic development based on theoretical and practical
approaches. The modern state of the economy of the Republic of Azerbaijan as the object of
research was taken as a basis. The purpose of the research is to examine the methods of
balanced economic development, based on macro and microeconomic analysis. The novelty of
scientific research is to identify the features of economic relationships, and to identify areas for
effective economic development strategies based on program- targeted management.
Keywords: sustainable development, development concept, program-targeted management,
state development strategy

1. INTRODUCTION

“Sustainable Development” — is a developmental approach that does not endanger the demands

of future generations, while meeting the demands of the present time. [1] Here are two key

concepts:

e understanding the different needs that will be the primary priority, especially the needs of
the poorest populations;

¢ understanding the limitations imposed on the ability of the society to meet current and future
environmental requirements conditioned by technological and organizational status.

There are also short conclusions reflecting some important economic aspects of sustainable
development. Among such definitions are the following:

e development that does not overwhelm additional costs for future generations;

e adversely affecting the generation, minimizing external influences;

e progressive or expanded permanent reproduction of production potential in perspective.

It is possible to distinguish between the generations of modern generations and the ecological-
economic aspect, which emphasizes the social aspect, the problem of poverty, when it comes
to the prerogatives of the economic relations of the generations. The goal of a sustainable
economic development concept is to combine three main objectives in a single, economic,
social and environmental environment.
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The global nature of the concept of sustainable development, the collapse of the most complex
environmental, economic and social problems in the so-called concept, is even revealed in the
above brief description [2, p. 231]. Program-targeted management in sustainable economic
development begins with the precise identification and implementation of end-to-end goals.
These goals make the usual desirable situation. The management system should move from the
given situation to the same situation after a period of time after a number of problems that
separate the situation from the desired situation. [3, p. 33] By reviewing the "programmatic
management™ approach, it would be desirable to make a conclusion about the quality, in other
words, the direction in which the desired changes were made. The purpose of sustainable
economic development is to provide not only the present generation of the country, but also the
welfare of its future generations. [4, p. 21]

2. OVERVIEW OF ECONOMIC SUSTAINABILITY CONCEPTS IN AZERBAIJAN
The priority of the socio-economic policy of Azerbaijan is the human factor, its concerns
welfare, health and safety. This once again shows that the Azerbaijani economy is socially
oriented. Regarding the application of term “sustainable development” it should be noted that,
the term was mentioned for the first time when a speech was delivered by the UN Commission
for Environment and Development, headed by Mrs. Gro Harlem Brundtland, the former Prime
Minister of Norway in 1987, entitled “Our Common Future.” During the speech, issues such as
further aggravation of “nature-society” relations, the world’s population outgrowth and
poverty, the problem of drinking water and food, the demographic explosion, deteriorating
people’s material well-being and living standards, increase of frequency of natural disasters,
exhausting natural resources and energy resources, extension of social inequality among
countries, and etc. were substantiated. The purpose of this report was to develop a sustainable
development concept, which is based on the social, economic and ecologically normal payment
of the living needs of today’s generations, without endangering their lives, without endangering
the lives of future generations. The state acts as the main provider of economic security. In
accordance with the current legislation, the state ensures the security of every citizen in the
territory of the Republic of Azerbaijan, social and legal protection of public associations and
organizations. Sustainable economic development paradigm implies that the sustainable and
decent well-being of the human community is determined by the economy, the social sphere,
and the environment. In societies, where only macroeconomic indicators are improving, it is
still insufficient to speak about sustainable economic development. Classification of
Sustainable Economic Development Concept:

e global (mega) level — the world’s sustainable economic development;

regional level — sustainable economic development of the -world region;

macro-level — the country’s sustainable economic development;

local level — Sustainable economic development of the localized country-specific region;
meso-level — sustainable development of the country’s economy;

micro-level — a sustainable development of a separate enterprise;

universal — suitable for all situations.

Our country is closely involved with the UN’s global development initiatives. The Millennium
Declaration was adopted at the UN Millennium Summit in New York, USA, in 2000. This
Declaration identifies Millennium Development Goals (MDGs) for countries around the world
by 2015. The declaration consists of 8 sections and 32 items. Millennium Development Goals
are as follows:

e eradication extreme poverty and hunger;

e achievement universal primary education;

e ensuring gender equality and empowering women;

8
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e reducing child mortality;

e improving maternal health;

e combat against HIV/AIDS, malaria and other diseases,

e ensuring environmental sustainability;

e expansion of global partnership for sustainable development.

3. IMPROVEMENTS ON ACHIEVEMENT OF THE GOALS OF MILLENNIUM
ECONOMIC DEVELOPMENT IN AZERBAIJAN

“The State Program on Poverty Reduction and Economic Development in the Republic of
Azerbaijan for 2003-2005”, as well as “the State Program on Poverty Reduction and Sustainable
Development in the Republic of Azerbaijan for 2008-2015”, aimed at implementing complex
measures to combat poverty in our country, which joined the Millennium Declaration, have
been prepared, approved and successfully implemented. Azerbaijan has achieved significant
milestones in Millennium Development Goals over the past few years, particularly in promoting
people’s health, improving the environment, poverty eradication, raising the level of education
of the population, promoting and ensuring gender equality. Increasing the purposefulness and
effectiveness of social policy, including the improvement of the social protection system and
the targeted state social assistance program, has enabled to eliminate excessive poverty in the
country and reduce the absolute poverty level of 49% in 2001 to 4.9% in 2015 reported. [2] The
negative processes taking place in the world economy and the decline in exports in consequence
of decrease of oil prices have affected both the economy of Azerbaijan and the level of poverty.
As a result, there was a slight increase in poverty in 2016, but the timely preventive measures
have justified themselves. At present, the poverty rate is 5.9%. Let’s take a view to the
achievements of our country on Millennium Development Goals:

Table following on the next page
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Table 1: Millennium Development Goals

poverty and hunger

Goals General results acquired
Goal 1: Hunger and poverty are already not actual for Azerbaijan. Therefore, the policy is aimed to reduction
Overcoming of absolute poverty level. According to SSC HBSS (State Statistics Committee Household Budget

Selection Study), the absolute poverty level within the country decreased from 49.0 % to 4.9 %, and
the extreme poverty level dropped to an unacceptable level (<0.1) throughout 2001-2015.

The share of the poorest quintile in consumption increased from 12.2% in 2003 to 15.4%.

The share of children under age 5 decreased from 6.8% in 2001-2015 to 0.6%

Goal 2: Providing
access to general
primary education

The Republic of Azerbaijan has already achieved this goal. Although the country has high indicators
in this area, the relevant figures have improved at certain degree in recent years.

Literacy levels between the ages of 15-24 have been risen to 100% and have been the same for men
and women throughout 2000-2015.

The net enrollment ratio in primary education has risen to 99.8%. Among men, the figure rose to
99.9 per cent and 99.7 per cent to women throughout 2000-2015.

The percentage of primary school graduates over the years has increased from 92.8 to 100%. Among
men, this indicator increased to 100 per cent and 99.9 per cent to women throughout 2000-2015.

Goal 3: Gender
equality and
empowerment of
women

Certain progress has been achieved in the sphere of gender equality for the targets set

The unemployment rate among women has dropped by more than 2 times and dropped from 12.7%
to 5.9% throughout 2000-2015.

The unemployment rate among women has dropped by more than 2 times and dropped from 12.7%
to 5.9% throughout 2000-2015.

The number of seats held by women in the Parliament has risen from 10.7% to 16.8% throughout
2000-2015.

Goal 4: Reducing
child mortality rate

Mortality rate among children under 5 (for every 1000 viable births) has dropped from 30.5% to
13.3% throughout 2000-2015.

Infant mortality rate (per 1000 viable births) has dropped from 16.4% to 11.0% throughout 2000-
2015.

Level of vaccination of children against measles aged 1 year was 98.1% throughout 2000-2015.

Goal 5: Improving
maternal health

The maternal mortality rate (every 100,000 live births) has fallen from 37.6% to 14.4% throughout
2000-2015.

The proportion of births that have been received by a qualified healthcare professional has increased
from 92.1% to 99.8% throughout 2000-2015.

Goal 6: Combat
against HIV/ AIDS,
malaria and other
diseases

As of the end of 2015, 5629 people were registered in the Republic of Azerbaijan, and 5439 of the
citizens of the country were registered with HIV / AIDS infection, the share of the population living
with HIV is 0.06%.

Cases with malaria contamination (per 100,000 population) dropped from 19.4 to 0 throughout 2000-
2015.

Cases with tuberculosis contamination (per 100,000 population) decreased from 178.6 to 101.1, the
recording factor decreased from 64.3 to 41.9, and mortality from 14.9 to 5.1throughout 2000-2015.

Goal 7: Providing
environmental
sustainability

As a result of continuous forestation and forest regeneration measures accomplished throughout
2000-2015, the forest area has been at 12.0 per cent of the country's total area. At the same time, the
proportion of the area of specially protected natural areas, which aims to preserve biodiversity, has
increased more than 2 times from 5% to 10.3% (from 4298.6 km? to 8925.5 km?).

The percentage of people with access to fresh water sources reached 89.2% in 2015.

The share of the population with access to improved sewerage services increased by 94.3% in 2015.

The relocation of people living in the country (including normal housing and sanitation services),
particularly for residential premises for normal living conditions, for the purpose of renovating such
places and for living Still, work is still being done in the direction of laying and cleaning the dumps.
As a result, the proportion of refugees and internally displaced persons living in “useful” areas for
living has increased to 60.0% in 2015.

Goal 8: Developing
a global partnership
for the sake of
progress

The number of internet users per 100 people has risen from 8 to 77 people throughout 2000-2015.

The amount of individual computers per 100 people has risen from 15.0 to 69.9 pieces throughout
2000-2015.

The ratio of wired telephone lines per 100 people has risen from 10 to 16 throughout 2000-2015.

The amount of mobile phone numbers per 100 people has increased from 5.3 to 112 pieces
throughout 2000-2015.

The unemployment rate among the youth (15-24 years) has been reduced from 22.0 to 13.4%
throughout 2000-2015. Among the women this figure dropped from 25.4 % to 15.8 %.

Source: Voluntary Statement on the initial steps taken by the Republic of Azerbaijan to
implement the Sustainable Development Agenda until 2030. [4; p. 13-15]

3.1. Achieving sustainable development goals
Azerbaijan continues to actively participate in the global challenges of the UN.
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Thus, Azerbaijan has been ratified by UN member states for the period 2016-2030 at the United

Nations Summit on Sustainable Development in New York, September 25-27, 2015 and

officially entered into force in January 2016 Sustainable Development Goals. The Azerbaijani

state has also joined the “Transformation of our world: The Agenda of Sustainable

Development until 2030, which combines the purpose of the 17th and the 169 goals set out for

these purposes. The set goals and targets are based on the Millennium Development Goals,

which cover the economic, social and environmental aspects of sustainable development, and
identify the next development goals. Let’s look through the Sustainable Development Goals:

1. elimination of poverty — end all forms of poverty everywhere;

2. eradication of hunger — hunger, achieve food security and nutritional quality improvements
and promote sustainable agriculture;

3. good health and well-being — providing healthy living and promote the well-being of
everyone at all ages;

4. quality education — promoting inclusive and equal quality education and promoting lifelong

learning opportunities for everyone;

gender equality — achieving gender equality and empowering all women and girls;

clean water and sanitation — ensuing access and sustainable management of water and

sanitation for everyone;

7. good and clean energy — providing everyone with affordable, reliable, durable and modern
energy;

8. decent labor and economic growth — promotion of sustainable, inclusive and sustainable
economic growth, full and productive employment and decent work for everyone;

9. industry, innovation and infrastructure — building a strong infrastructure, promoting
inclusive and sustainable industrialization, and encouraging innovation;

10. inequality reduction — reducing inequality in and out of dominance;

11. sustainable cities and communities — making cities and settlements inclusive, safe, stable,
and sustainable;

12. responsible consumption and production — providing sustainable consumer and production
models;

13. fight against climate change — taking immediate action to combat climate change and its
effects;

14. marine ecosystem protection — marine ecosystem protection;

15. soil ecosystem conservation — protection, restoration and promotion of sustainable use of
land ecosystems, sustainable forest management, combating desertification and prevention
and restoration of soil degradation, stopping biodiversity loss;

16. peace, justice and effective institutions — promoting peaceful and inclusive societies for
sustainable development, ensure justice is accessible for all and create effective, responsible
and inclusive institutions in all stages;

17. strengthening partnerships for goals and targets global partnerships for sustainable
development.

oo

The main objective of the President of the Republic of Azerbaijan is “Azerbaijan 2020: A Look
into the Future” Development Concept, aimed at achieving high social welfare through
sustainable socio-economic development on the basis of progressive world experience taking
into account the country's socioeconomic resources in the long run, targeted state programs,
specific action plans, complex and sustainable economic reforms have created a legal and
economic basis for innovative, knowledge-based economy formation, diversification of
exports, maximizing dependence on imports, enhancing business environment, attracting
investment and other important work [5]. “Strategic Road Map on National Economy and Major
Sectors of the Economy” has been approved by the Presidential Decree of December 6, 2016

11
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to ensure the sustainability of economic policies and reforms implemented in the country.
Strategic road maps that provide a qualitatively new model of economic development include
a long-term vision for the period from 2025 to 2025 and a target view of the period from 2025
to 2025. This important document identifies key areas of development from agriculture to
industry, as well as human capital development and further improvement of the business
environment. [5, p. 7] As a consequence of systematic and preventive measures, the Azerbaijani
economy has sufficiently prepared for the onset of the ongoing global economic crisis, which
began in 2008 and later, in spite of the high investment risks in the crisis and the impact of the
devaluation wave in the neighboring countries, Azerbaijan has pursued a rational
macroeconomic policy, created foreign exchange reserves have played a significant role in
managing financial risks in a predetermined mode. [6, p. 128]

3.2. Statistical results on achievement of socio-economic development

Statistical indicators once again confirm the development and sustainability of the Azerbaijani
economy. In short, let's look at some of the indicators for 2017:

e unemployment rate — 5.0%.

poverty level — 5.4%.

number of the new workplaces opened — 221.000, 177.000 out of it permanent jobs.

nearly 2 million jobs have been opened since 2004.

the number of families receiving targeted social assistance — 116.000, covering more than
400.000 people.

the amount of social assistance per family — AZN 150.

number of newly constructed schools — 133.

93% of the country’s gas was gasified.

the positive balance of trade balance is USD 6.2 billion.

compared with the previous year in 2017: an increase in the non-oil sector - by 2.5%; non-
oil sector in industry - 3.6%; agriculture - 4.1%; export - 19%; non-oil exports - 24%;
import-1%. [5]

It should be noted that as a result of the work carried out in order to further improve the
investment climate, along with the number of companies investing in Azerbaijan, their
geography is also expanding. It is known that investors are interested in investing in a stable
country. Altogether, the economy of Azerbaijan has invested USD 225 billion throughout 2004-
2017. During this period, foreign investment in the country's economy amounted to USD 107.2
billion. In order to ensure sustainable socio-economic development, the state-funded
investment expenditures have grown dramatically and investment costs have a significant
impact on the state budget. Foreign trade turnover in the first 11 months of 2017 amounted to
21.8 billion, while commodity exports increased by 19% and exceeded USD 14 billion. Funding
of all the planned projects was ensured by investing 2 billion 690 million AZN on investment
expenditures at the expense of the state budget of 2017. The country's strategic currency
reserves increased by 26.2 times in 2017 to USD 42 billion in 2003. Azerbaijan occupies one
of the leading places in the world by volume of foreign exchange reserves. At a meeting of the
Cabinet of Ministers dedicated to the socioeconomic development of the country in 2017 and
the challenges ahead, the President Ilham Aliyev stressed that USD 14.6 billion investment in
the country's economy is a very good indicator. This shows that both local and foreign investors
are interested in investing in our country: “This is also a manifestation of the stability I have
mentioned. Because investing in foreign countries in the current financial and economic
situation is not acceptable by many investors. However, investments in foreign countries and
countries with good future are fixed. That's why | think about attracting about USD 15 billion
a year is a great achievement.”
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Azerbaijan, which is a political, economic and cultural center of the region, pursues an
independent, thought-proven, independent policy, today is known as the venue of political
stability, peace, progress and tolerance in the international arena. Selection of 155 non-
permanent members of the UN Security Council by Azerbaijan in 2011 is one of the most
honored pages of our independence. Today, the tricolor flag of independent Azerbaijan, whose
voice comes from the most influential tribunals in the world, is dominated by large-scale social-
political and cultural events, and prestigious organizations. Our country has become a venue
for international events of global importance, humanitarian forums, intercultural and inter-
civilizational dialogue, as well as | European Games, Formula One races, Islamic Solidarity
Games, Eurovision Song Contest. Azerbaijan’s achievements have also been reflected in the
reports of international organizations and financial institutions. Azerbaijan ranked 35" in the
2017-2018 Global Competitiveness Report of the World Economic Forum in terms of
competitiveness among 137 countries. From 2005 to 2017, our country has risen from 69" to
34" in the Global Competitiveness Report, raising its 35" position and maintaining its
leadership in the CIS since 2009. Even countries like Italy, Russia, Indonesia, India, Turkey,
and the South African Republic, which is included in the G20, are also behind Azerbaijan for
their economic competitiveness index. In 2018, Azerbaijan ranks third among the developing
countries in the index of traditional inclusive growth of the World Economic Forum (WEF).
[6] “The index of inclusive index, developed as an alternative to gross domestic product, more
clearly reflects the criteria people have evaluated economic progress in their countries”,
AZERTAJ reports.

4. THE SCOPE OF ECONOMIC SECURITY

Economic security includes the protection of the interests of citizens, society and the state from
a wide range of foreign and domestic threats, from a variety of political, economic, and
informational vital interests. The vital interests are of interest to satisfy these interests in a safe
way for the progressive development of the identity, society and the state. Basic security
facilities include the rights and freedoms of an individual, the material and moral values of
society, the constitutional order, sovereignty and territorial integrity of the state. The economic
security of the country is measured by the ability to prevent threats to individual economic
fields. At this point, undesirable changes in threats are possible or actual losses. The principle
of maximum effective use of natural and geographical resources of the country should be
reflected on the basis of the strategy of ensuring economic security. At the same time,
optimization of financial and labor resources flows should be taken into account. Prior to
describing the key elements of the economic security strategy, the main interests should be
considered. Let’s also analyze the main threats to the formation of safe areas and priorities.
Concerning the interests, it is important to clearly distinguish all interested groups. Each group
has interests that are expressed in actions and strategies. In this regard, the interests can be
distinguished by carriers such as government, real sector companies, people and foreign
ventures operating in our country. In modern Azerbaijan, the nature of the interaction of various
economic interest groups has a number of features. From real-life experiences, many
institutional levels are differentiated by the adaptation of interests and raising the level of
financial and economic security. Thus, the interests are adapted to the state, corporate and social
levels. Each carrier has its own interests that are intersect and contradictory to each other. For
example, the state is interested in high tariffs in order to increase economic efficiency as a
proprietor in a number of economic fields. On the other hand, large tariffs can lead to price-
grade and social tension. However, social tension can be attributed to the redistribution of the
revenues in favor of the poorer population groups. The problem of curiosity, problem, interest,
and danger entails the competent authorities to develop a concept, strategy and program of
security.
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It is advisable to consider some of the key aspects of the problem, to list the hazards and to
develop a security strategy on that basis. It should be noted that, in any situation, the risk may
be negative or positive, depending on whether the risk will be positive or negative. Many
uncertainties, conditionalities, and discrepancies emerge at the risk analysis stage. Here it is
possible to conclude that in the course of development, it is necessary to consider the possibility
of relapse of dangers. It should be noted that in many publications in recent years a number of
approaches to the classification and evaluation of many hazards have been covered. Security,
adequate economic, political, organizational, and other threats to the vital interests of the
individual, society and the state. security measures are achieved through the unified state policy
in the system of characteristic measures. A system of legal norms regulating relations in the
field of security is being developed to create and support the necessary level of security in
Azerbaijan. It also identifies the main areas of activity of the state power and governance
bodies, the security agencies, the mechanism of control over the activities of these bodies, is
being reorganized. State-regulated social-economic entities are empowered in accordance with
law to implement the functions of ensuring the economic security of the identity, society and
government in the public administration system. The state of economic security is determined
by analyzing the system of indicators. These indicators allow the complex and adequate
understanding of the nature of socio-economic processes by ensuring compliance with national
interests and economic security requirements. All this requires a number of state-level
measures: [7; p. 185]

e Establishing a permanent body that undertakes a comprehensive analysis of monitoring
data, identifying potential threats and forecasting development in the economic sphere,
preparing information for government officials on economic security as well as giving
recommendations to management bodies. These authorities are responsible for the
development and implementation of economic policies and the impact of hazardous factors
on the country at that time.

e establishing a permanent analytical information base for economic security indicators;

e normative definition of the main sources of primary data on economic security, the
responsibility for the preparation and implementation of the information security policy and
the study of the proposed management body;

e Governing bodies take measures to eliminate factors that hinder the economic security in
accordance with their competence framework and the real economic situation, as well as
the determination and justification of transitional amounts of economic security indicators.

Financial security combines the complex measures, methods and means of macroeconomic
protection of economic interests of the state, micro-level corporate structures, financial activity
of economic entities. Financial security in macroeconomics is the ability of the state to react
adequately to foreign and domestic negative financial effects in a peaceful environment and in
emergencies. Financial security is the ability of the state's financial system to meet its financial
needs in a timely and reliable manner to support the country's essential economic security.
Financial security includes financial and budgetary-tax, monetary-credit, socio-economic,
international-finance, etc. in this area, it is achieved through activities in neighboring spheres.
In this regard, the concept and strategy of financial security should be reflected in the state's
economic security concept, budget-tax, monetary policy, etc. In particular, there are many
wealthiest countries in the world with wealth and underground resources to establish state
reserve funds to provide financial and economic security. The State Oil Fund was established
in 1999, taking advantage of this practice in Azerbaijan. The budget of such funds largely
depends on the conjuncture factors, as a rule, on raw material prices in the world. Also, a
number of countries are collecting spare funds for the period when natural resources will be
exhausted.
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5. CONSLUSION
The Sustainable Economic Development theory is not only the most widely studied, rapidly
developing and well-known new theory of recent years, but also as a completely practical
theory. Thus, most developed countries of the world consider it important to pursue sustainable
economic development, as well as applying the concept of sustainable development as the base
ideology of all official state and international documents in recent times. The long-term
consequences of today's economic decisions are at the heart of a sustainable economic
development concept. Negative economic complications and future displacements for the next
generation should be minimized. Thus, the problem of economic constraints, the problem of
compromise between current and future consumption should be based on the development of a
socio-economic development strategy of any country in the long run. The Azerbaijani economy
has entered a qualitatively new stage. New economic reform trends have been identified on the
transformation of global economic challenges into the national economy. At present, the main
task of the Azerbaijani state is to build and constantly develop a sustainable economy that meets
global challenges. It is the main strategic line of our state. In line with this development course,
the priorities of the Azerbaijani economy can be summarized as follows:
e transition to a model of innovative development;
e protection of macroeconomic stability;
e Stimulation of non-oil sector development;
e the most important thing is to direct the achievements gained to further improve the welfare
of the country's citizen.
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ABSTRACT

Accomplishment of innovations is very crucial in purposes of increasing efficiency in
productivity. The state policy on innovative development is closely related to activities
accomplished by an enterprise. Management of innovative processes depends on formal market
coverage of a region, scope of scientific researches, level of practical-construction works,
industry production and demand for innovations. The factors hindering innovations in
industrial enterprises, expenses allocated in the industry according sorts of innovations, the
capacity of innovation products on novelty level and kinds of economic activities have been
determined, present international practice on innovation society, the essential concepts and
indicators of social innovation policy have been researched, as well as the steps carried out on
the direction of innovationizing of the republic and the novelties introduced by the State Agency
for Public Service and Social Innovations under the President of the Republic of Azerbaijan
within the framework. The purpose of the research is to ascertain tasks on development of
innovation policy and to study successful implementation of innovations in appropriate
management system. The scientific novelty of the research is installation of the remedies to
establish informational, spiritual and intellectual values when producing scientific-technical
products, commodities, fulfilling works and rendering services, as well as appropriate
development of a state strategy for innovations in this direction.

Keywords: innovative production, innovative development, innovation strategy, scientific and
technical potential, scientific innovations

1. INTRODUCTION

All the areas connected with the people in society are eventually characterized as social spheres.
But in the modern world, the power of each state is measured by the social life, the level of
living and welfare of its people. Social policy is a necessary part of the domestic policy, which
is closely linked to the level of economic development of each state, as a system of measures
aimed at ensuring the living standards, income growth, employment, social protection, health,
education and culture. In general, innovation is used in the sense of innovation. For the first
time, the term “innovation” was included in the scientific circulation by C. Shumpeter’s
“Theory of Economic Development”. Innovation is emerging of a unique product or service
that has never been used before and a product of an independent creative work [1, pg. 26].
Innovations have been instrumental in the development of human society. Transition from one
stage of development to another, at different stages, it was possible for them to rise to the level
of world leaders in different countries. It is also known that historically the replacement of
Eastern and Western civilizations as a place of science and innovation has been linked to the
vital importance of innovations. Innovations that are of primary importance to the overall socio-
economic policy of the state, as well as for achieving national goals, have major state support.
In this regard, innovation projects in such areas as food processing and processing, fuel and
energy complex, chemicals, new materials production, information and communication
systems, transport, space exploration, biotechnology, nature use, medicine, socio-cultural
development are of particular importance.
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The above mentioned development trends make the development of all kinds of innovations
and formation of the national innovation system a vital issue during the era of the current
information and science-based society building. The social orientation of innovations, which
involves the immediate majority of society, is in the forefront.

2. BASIC CONCEPTS AND DIRECTIONS OF INNOVATION POLICY
The state’s innovation policy consists of a set of forms, methods, and trends that affect its
production, as well as the expansion of local commodity markets, in order to release its new
products and technologies. The state innovation policy is also understood as a complex of
objectives and methods of influence of state structures on the economy and, in general, the
effectiveness of innovation processes in society. State innovation policy should be complex and
mutually relevant, and the results of sudden, isolated measures to stimulate innovation are
small. In modern conditions, as innovations have a comprehensive coverage of economic life,
state innovation policy becomes the main component of state regulation of socio-economic
processes. Innovative policy measures of the state can be split into directives and initiators
directly involved in installation of favorable environment for innovations and innovation
processes. Innovation policy has time and place aspect. The time aspect determines the state’s
activity in the current period of time and in the long run in the field of innovation. Therefore,
innovation policy is divided into current and long-term policies. Current policy consists of
operative regulation of innovation activities. The long-term innovation policy is primarily
focused on addressing critical issues that require greater timeframe, workforce and capital
expenditure. It covers a fairly long time. The objectives and trends of the government’s
innovation policy are first and foremost determined by the specific features of one or another
field, its production-economic potential and the competitiveness of the main product. Thus, the
key element of the innovation sphere’s public administration system is the financing
mechanism, the organization of research and improvement of the tax policy, namely:

o allocating up to 3% of expenses part of the state budget for the financing of citizen-targeted
scientific-research and experimental-construction works (SRECW), with further
stabilization of the economy by increasing this share to a level which is typical for highly
developed countries annually;

e sustainable state funding of the State Academy of Sciences, science centers and
organizations, state universities and other higher education institutions, scientific libraries,
museums and information centers working on priority areas of science and technology;

e ensure a large number of sources of funding for SRECW with the active support of targeted
state funds;

e establishing favorable conditions for science investment by industrial enterprises, banks,
international organizations and individuals;

o the development of competition principles for scientific programs and projects by involving
control over the use of funds and the transparency of the decisions taken;

e implementation of the contractual system into the sphere of scientific-technical and
experimental-design works;

e applying tax and customs privileges to stimulate and support scientific activity;

e establishing facilities and providing necessary resources for scientists to participate in
international projects;

e establishing favorable conditions for the functioning of public scientific associations.

e The necessity of state regulation of innovation processes comes primarily from the
increasing importance of the economy and the society as a whole. The most essential effect
of innovation is the following:

1. Influence of innovations on macroeconomic indicators. Economic growth is based on the
combination of extensive and intensive factors.
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Extensive factors include the mass used in the production of primary resources - labor force,
material composition, soil, and so on. - Explains growth; intensive factors - improving the
quality of used resources and increasing the intensity of their use. In today’s world,
increasing capacities of the able-bodied population and increasing the product and service
delivery through the involvement of new natural resources into the economic turnover are
increasingly limited. Intensive factors are essential for economic dynamics. In turn, the
increase in the level of professionalism and productivity of staff, material and equipment is
determined by the achievements of science and technology, advanced experience and the
degree of its use in the economy, i.e. the spread of innovations. The participation of the
scientific-technological progress (STP) in the growth of the gross domestic product in the
most developed countries is 75 to 100% according to various estimates.

Influence on the structure of public production. Under the influence of innovation
processes, the structure of the economy varies. Due to the increased use of resources, some
of them are released and distributed to other spheres of activity. Thus, the share of those
employed in agriculture decreases, and the share of those involved in the sphere of services
increases. Innovations lead to the establishment of a production and fields, while others
gradually die and disappear.

Development of new, more dynamic forms of production and state regulation. Innovations
change the economic organization of society. New elements (e.g., venture firms) are formed
in key economic structures, transforming the content of the interaction between them.
Management technology develops - vertical effects are improved and replaced by horizontal
relationships.

Changing the Consumption Structure. Innovative processes affect not only production, but
also practically all aspects of social life. Consumption structure of both material and non-
material benefits is improved.

Influence of innovations on social stability. Innovation processes are increasingly social.
Not to mention that the innovation generated economic growth promotes the improvement
of the living standards of the population, while innovations also help to solve the problem
of employment with the opening of new high-paid jobs. This, in turn, contributes to the
improvement of education and health.

Improving the ecological situation in the country. The intensity of innovation processes in
the modern world greatly exacerbates the ecological problems. Scientific and technical
achievements allow the use of irreplaceable resources and harmful waste by improving
innovation, production and consumption structures. These problems are especially relevant
when adopting the concept of sustainable development in the 21st century, which calls for
stable ecological balance.

Development of international scientific, technical and economic cooperation. The
cooperation of various countries in the innovation sphere is observed in different ways —
the creation of global scientific and innovative infrastructure in the internationalization of
resources, both in materialized and non-materialized form of technology, in order to obtain
new scientific and technical results, and spreading of global characteristic of its essence. In
a modern world of STP, a country, even the developed country, can’t overcome such
innovation projects. [2, pg. 167] Full integration of the world’s innovation processes is not
possible without adequate scientific and technological base of the country, as well as
mechanisms for the adoption of innovations. The level and effectiveness of the country’s
access to the international division of labor is characterized by its position in the global
market of goods and services, as well as the availability of qualified specialists. This
position is gradually increasingly determined by the advantages inherent in nature reserves
or with other advantages of extensive nature, with innovations that ensure product
competitiveness.
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8. Influence of innovation policy on national security. At present, innovation is one of the
essential components of state security. This situation has both external and internal aspects.
As for the first, the conversation is about scientific-technological security, i.e. the existence
of a strong enough scientific-innuendo potential that allows the country to resist any
dictatorship in terms of limiting the use of cutting-edge technologies, the breakdown of
basic technological chains. The development of scientific and innovation potential is
particularly important for the country’s defense capacity building. The internal aspect of the
issue is related to the spread of innovations that can prevent accidents, natural disasters,
terrorist acts and other illegal acts, and minimize their negative outcomes.

3. SOCIAL INNOVATIONS

Undoubtedly, social innovation also serves to ensure national security. Social innovation is
closely linked to the formation of electronic state and information society during the
globalization period. In the current period, almost every country in the world is preparing and
implementing international and national programs for the transition to information society, as
well as to the e-government. The social innovation policy is a multifaceted activity, which is
implemented by the state, reflecting new strategies, concepts, ideas and organizations that are
aimed at raising the living standards of the population, meeting the various social needs. Social
innovation policy is based on the unity of social state-building and social protection and social
justice ideas. In this process, the complete rebuilding of the social infrastructure takes place at
the following stages:

1. social environment analysis;

2. development of software and strategy for innovations;

3. their implementation;

4. evaluation of results.

Social innovations can be complicated and have both internal and external sources of
development, clear and hidden, internal and external development mechanisms. For this reason,
their purposeful, purposeful, and spontaneous (non-arbitrary) forms are distinguished.
Members of society can be both active participants in innovation processes, and can be
influenced by innovations that can’t be positively or inescapably appreciated [8]. Social
innovations have different goals, which are reviewed in the next two subdivisions.

3.1. E-government

Realization of innovations in modern state administration is closely linked with the building of
e-government. The term “e-government” is a product of recent times and does not have a single
definition of the unit. Sometimes this term is mixed with the term “electronic government” and
these two terms are used interchangeably. It should be noted that the governance is a broader
conception and also involves the decision-making process, the relationship between
government officials and the public. The use of ICT by the government, civil society, and
political institutions to promote citizen participation in electronic governance. Electronic
government can be considered as an integral part of the e-governance system. E-government is
an essential mean of ensuring national innovation systems and efficient management. In recent
years, most governments seek to increase transparency and transparency in their activities. As
one of the main obstacles to economic development, one of the most effective tools for
preventing corruption is building e-government. The idea of e-government emerged in the
twentieth century is a means of ensuring transparency as it is a means of institutional reform.
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3.2. State Agency for Citizens Service and Social Innovations under the President of the
Republic of Azerbaijan

Decree of the President of the Republic of Azerbaijan of December 29, 2012 “On Approval of
the Development Concept” Azerbaijan 2020: Looking to the Future “was emphasized as one of
the main goals of the innovative society building. Social innovation is one of the key
components of the organization and management of the National Innovation System in
Azerbaijan, one of the key components of the innovation infrastructure. Establishment of the
State Agency for Citizens Service and Social Innovations under the President of the Republic
of Azerbaijan on July 13, 2012 is one of the important measures for modernization of public
administration, enhancing transparency and forming a new style of governance. “The agency is
based on the need to increase transparency in public bodies, to provide citizens with better
quality, comfortable, new style and application of modern innovations, compliance with ethical
rules for citizens and ensuring citizen satisfaction. Establishment of the agency is of great
importance for the development of the relations between “civil servant” and the formation of
new thinking styles and methods of action for officials” [9]. The number of services provided
at ASAN service centers has been increased and the number of functional support services has
been increased and more than 130 types of services have been provided to citizens, by the
Decree of the President of the Republic of Azerbaijan dated February 11, 2014.

4. STATE INNOVATION POLICY

One of the important issues of innovation policy of the state was the coordination of the work
of the executive authorities, the authorities of the Azerbaijan Republic and the municipalities
in order to develop a comprehensive approach to innovation development, efficient functioning
of the innovation system and implementation of state innovation policy. In this regard, the

mechanism for implementing the state’s strategic and innovative function is followed. [3, pg.
142]

development of A 7 small innovation | J aassistance of innovation
innovation strategy business support | ‘ | activities to the staff
based on forecasts ' 3 ‘ development
maintaining basic THE STATE’S contribution in
innovations in the STRATEGICAL E establishment of
market sector INNOVATION FUNCTION innovation infrastructure

4

integration relations in

implementation of |« installation of affordable e global innovation space,
innovations in non- innovation environment protection of intellectual
market sector ; property

Figure 1: Realization of the strategic and innovative function of the state

According to the picture (1) it is possible to define the main tasks of the state’s innovation

policy: [4, pg. 72]

e selecting regional strategies and priorities for the development of innovation when critical
technology and innovation projects are implemented in industry, affecting productivity and
product competitiveness;

e development of a comprehensive approach to the solution of innovative development
issues;
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e maintenance and development of scientific and technical and production-technological
potential,

e maintaining and developing the training system of scientific and pedagogical workers and
specialists;

e ensuring access to higher technologies;

e establishing favorable economic and financial conditions for a wide range of innovation
activities, eliminating legitimate entrepreneurship and unfair competition;

e organizing specialist training and re-training system in the field of innovation
entrepreneurship;

e implementation of world standards on product quality and environmental protection.

According to some analysts, in the case of a general crisis, innovation in the regions can only
be activated on the basis of an effective regional innovation policy. Both regional and central
authorities should be directly involved in its implementation. Regional innovation programs
should include the following sections:

1. Analysis of the state of scientific and innovation sphere in the region.

It should reflect in the section: the level and extent of use of innovation potential;

perspectives and directions of innovation activity, its scale and influence on

competitiveness of regional products; structural and institutional changes; conditions for
innovation activation.
2. Goals and development priorities of the scientific-innovation activity in the region

It is proposed that the system and structure of the objectives be based on the following

principles:

e regional goals should come from the concept of general scientific and technical and
innovation development of the country and should not be contrary to strategic goals;

o regional objectives should be expressed in consideration of regional characteristics and
needs;

e The objectives of the regional program should not be based on the availability of
resources and capacities; on the contrary, the reserve program should be formulated for
specified purposes;

e The goals setting and overall goals program should be developed at the level of modern
methods with extensive use of independent experts and expert evaluating systems.

In this project, the most realistic approach to choosing the development priorities of the
innovation sphere is the proposed approach to the global criteria of scientific and technical
progress and the development of high technologies. It is proposed to consider achieving the
goals of its socio-economic development as the second generalizing medium in the selection
of science-innovation development priorities. In this case, the main task of regional
governance bodies is to establish favorable economic environment and conditions for
innovation activity in the scientific and innovation sphere.

3. The means and remedies to achieve goals
It should reflect the structural and institutional changes in the scientific sphere, the
development of regional innovation infrastructure (innovation funds and banks, venture
firms, scientific and technological parks and business incubators).

4. Types of provision of regional scientific and innovation policy
It should reflect in the section: Types of provision of innovation policy as organizational,
information, legal, human and social-psychological (as well as justified). In the Innovation
Development Program of the Republic of Azerbaijan, the key role in the development of
innovation activity in the field should be allocated to the territorial government, as the state
should focus on the implementation of innovation policy in the central regions.
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The real support of innovation processes in the regions is one of the key factors that
contribute to the formation of innovation climate and the production of competitive
products. In order to activate innovation activities in the regions, within the competence of
territorial authorities, it is necessary to install institutional and economic conditions for the
development of innovation activities and innovation infrastructure, and to establish
responsible structural divisions for the development and implementation of regional
innovation programs. Regional innovation programs should be based on the economic and
social development programs of the regions and should identify the key development
priorities of innovation infrastructure and innovation potential, including staff training,
stimulation of specialized subjects of innovation activities and methods.

The functions of these structures are particularly consist of: [5, pg. 356]

control over the development, approval and implementation of regional innovation
programs;

formation of innovation infrastructure (technoparks, business incubators, regional
innovation funds, centers, etc.) in the regions;

creation and regular replenishment of regional data bank of scientific works of the country
in the field of technology, management, new goods and services;

establishment of regional centers for professional training and coordination of innovation
activities for the innovation sphere;

attraction of investments for the organization and development of science-intensive
production, the introduction of resource saving and ecologically clean technologies,
modernization and reconstruction of existing industrial enterprises in the region (including
the financing of innovation projects from the field budget, public and private innovation
funds);

allocation of land, equipment and grants to innovation subjects;

development of proposals for support of innovative activity subjects at the regional level;
installation of a technology transfer network (including propagation of innovation activities
and promoting innovation by attracting industry-chamber chambers outside of the region).

Only such a complex approach will enable innovation in the regions of the republic. In addition
to the above, it is necessary to pay attention to the factors that prevent the development of
innovation in Table 1.

Table 1: Factors hindering innovation in industrial enterprises in 2008-2018 in Azerbaijan

Economic factors Production factors Other reasons

. . . absence of demand in new
low venture innovation capacity of

shortage of own funds

enterprises

production as a consequence of
earlier innovations

insufficient funding from the
state

lack of skilled workers

absence of legislative and normative-
legal documents regulating and
motivating innovation activities

low effective demand for new
products

shortage of information pertaining
new innovations

undetermined deadline of the
innovation process

high value o innovations

non-admission of innovations by
enterprises

underdevelopment of innovation
infrastructure (mediation,
information, law, banking and etc.)

high economic risk

lack of information about sales
markets

technology market underdevelopment

prolonged reimbursement
periods of the new products

shortage of cooperation with other
enterprises and other scientific
organizations
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4.1. State support for the development of innovation activities

Basic principles of state support for innovation activities. The experience of economically

developed countries shows that sustainable economic development in the context of global

economic competition is driven by the high level of application of new technologies and

products in production. According to various estimates, today 70 to 100% of production growth

in these countries is due to the use of innovations.

The state stimulates the development of innovation activity in our country by providing the

necessary economic, financial, organizational and normative-legal conditions.

Economic conditions include: [5, pg. 356]

a) carrying out tax policy and pricing policy that promotes growth in the innovation market;

b) providing efficient employment in the innovation sphere;

c¢) rendering various kinds of financial support to the enterprises of the country adopting and
disseminating innovations, making tax and customs privileges;

d) assisting modernization of the technique;

e) development of productive leasing;

f) animation of entrepreneurship;

g) prevention of unhealthy competition;

h) development of foreign economic relations in the sphere of innovation;

i) foreign economic support, including customs incentives for innovation projects included in
government innovation programs.

Financial circumstances include:

e implementation of the budgetary policy ensuring the financing of innovation activities;

o allocation of direct public investment for the implementation of innovation programs and
projects that are of utmost importance to the state, which are uninteresting for individual
investors;

e establishing a favorable investment climate in the innovation sphere;

granting subsidies, preferential loans, guarantees to domestic and foreign investors involved in

innovation activities.

Organizational conditions are following:

o formation and implementation of state, regional and regional innovation programs;

e innovation infrastructure development;

e assisting in the preparation, re-training and professional development of innovation
personnel;

¢ information support for innovation activities (information about state innovation policy
priorities, materials provided and completed, and free use of innovative projects and
programs may be the basis for innovation activities);

e assistance to integration processes, expansion of interaction of regions in the sphere of
innovation, development of international cooperation in this field,;

e promotion of local innovation products to world markets;

e protection of interests of subjects of innovation activity in international organizations.

Regulatory and legal conditions include: [6, pg. 28]

e determination of legal basis of mutual relations of innovation subjects;

e ensuring the protection of the rights and interests of subjects of innovation activity,
including intellectual property rights.
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In order to regulate innovation processes, the state supports both direct and indirect innovation
activities. The direct state support for innovation activities are accomplished based on the
selection of priority areas of science and technology and the definition of a list of “crisis
technologies”, targeted financing of projects from the state budget and joint financing of
projects and programs implemented by non-governmental structures, the formation of
innovation activity infrastructure and so on. Indirect incentive measures on innovation activities
include the use of fiscal methods (preferential taxation, rapid depreciation, separate markets,
regulation of the fields) the regulatory framework for the creation, transfer and protection of
intellectual property, as well as the formation of favorable conditions for the activities of the
structures involved in the commercialization of scientific knowledge.

5. TASKS TO BE IMPLEMENTED IN AZERBAIJAN FOR INNOVATION-DRIVEN

DEVELOPMENT

For the decade ahead, the following directions have been identified for innovation-oriented

development and modernization of the Azerbaijani industry:

1. The Azerbaijani industry should be developed innovatively. For this purpose, it is necessary
to adopt modern technologies in Azerbaijan’s entrepreneurship, big companies, increase the
competitiveness, quality of products and increase the production of export-oriented
products. This policy has been stratified since 2007. In 2010, more than 5 times more
products were produced than modern technology in 2007.

2. Ensuring dynamic, sustainable development of the Azerbaijani industry. For this purpose,
it is necessary to further develop, strengthen and enhance competitiveness of foreign and
national entrepreneurship. For this aim, attention should also be paid to the fact that
entrepreneurs invest in the Azerbaijani industry outside the country, foreign entrepreneurs.
This policy has also been an essential component of economic policy in Azerbaijan. But at
the same time it was important to build entrepreneurship and to gain experience in modern
times, to increase the competitiveness of entrepreneurs and strengthen their positions on the
world markets, the acquisition of new markets for industrial products.

3. Providing comprehensive, comprehensive development of Azerbaijan’s economy,
especially the leading industry. The heavily-specialized industry, which has a considerable
place in the Azerbaijani industry, should be integrated and competitively interconnected
with the knowledge economy.

4. Modernizing the industry’s staffing. To do this, the development of human capital as a
whole and the transition to a new quality, ensuring the growth of the proportion of highly
educated, secondary special education among the population, raising the creative thinking
skills for the industry, “adapting their level of preparedness to the requirements of the
creative economy”. To this end, the work on revitalization of the education system in the
republic should be accelerated, integration of higher education, science and economy should
be strengthened, technical vocational education should be expanded and this educational
level should be adjusted to the requirements of innovative economy.

5. Adding new sources of growth to the traditional economy of the republic and traditional
GDP growth sources. For that aim, It’s necessary to continue the work on establishment of
new sources of economic growth commenced in recent 5-6 years in the republic.
Reconstruction and development of the Baku-Tbilisi-Kars railway, International Maritime
Trade Port in Alyat, TANAP Pipeline, East-West, North-South transport corridors, will play
an essential role. New sources of economic growth may include technoparks, companies
that develop and implement high technologies, industrial campsites, shipbuilding plants and
other similar businesses.

6. Improvement of the normative-legal base of innovation development, modernization.
Continuing the work done in this direction should contribute to the efficient, innovation-
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oriented development of the economy as a whole, by installing favorable conditions for
innovation, the modernization organizations and other subjects.

6. CONCLUSION
Generalizing the aforementioned issues and challenges, we can conclude them in the following
form:

There is a problem of determining the state's priorities in this area because of the limited
resources that society and state can invest in science, technology and innovations.
Depending on the size, the state will have global (global), international and national
priorities in the field of innovations.

Selection of priorities and the support of research and development on their basis and the
selection of separate scientific organizations associated with them are a key element of state
scientific and technical policy.

When choosing state priorities in the field of scientific and innovation development, it is
impossible to exclude subjectivism completely. Therefore, the issue is to ensure
independent expertise of innovation projects before the government. It would be
convenient, if the expertise procedures involved all interested parties - developers,
educators, government agencies, scientific community, public organizations, and so on.
representatives to participate. [7, pg. 154]

The process of choosing the priorities should be based on the interconnection between the
directions, as well as the new areas that have high innovation potential, but which do not
have the financial resources and organizational structures necessary for lobbying. In this
regard, researches based on studying flow streams, bibliographic references, patent and
other information media are of great importance.
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ABSTRACT
This paper provides an assessment of the priorities that have recently ensured the development
of the agricultural sector of the Republic of Azerbaijan, as well as clarifies the role of
infrastructure development for the country's economy. The development of infrastructure in
rural areas contributes to the alleviation of unemployment, the formation of a highly skilled,
intellectual, cultural stratum of workers.
Keywords: region, innovation, production, economics, modern condition, country, products

1. INTRODUCTION

Today the world is characterized by the transformation of the world economy into a globalizing
economic system and by the intensification of intergovernmental economic and trade relations.
In each country, there are efforts being made to produce high-quality and more competitive
agricultural products for the purpose of satisfying domestic needs and ensuring efficient
commodity exchange in the world economic system. Holding a dominant position in the field
of raw material, material and services is based on a number of natural, economic, technical,
professional as well as comparative and other advantages of countries. In order to organize
innovative production, countries can both meet their needs and access to effective commodity
exchange in the world market, by promoting the areas with comparative advantages. Azerbaijan
has sustainable production resources, effective cultivation and cattle-breeding, developing
processing industry based on innovation technologies, qualified personnel working in the
national agrarian sphere, and modern infrastructure. Given these opportunities, the organization
of innovative production is of great necessity in the regions of our country.

2. THE IMPORTANCE OF INNOVATION TECHNOLOGIES IN REGIONS
Favourable climatic conditions in Azerbaijan paved the way for the development of agriculture
in this area. Yet, Azerbaijan has historically been a land of cultivation, cattle-breeding, and
silkworm breeding, fruit-growing, livestock etc. Today our country has diversified and even
more developed agriculture. Thus, in recent decades, Azerbaijan has gone through substantial
growth in the fields of output of various plant products (grain, cotton, tobacco, grape, fruits and
vegetables, etc.), (cattle-breeding, sheep-breeding, poultry, sericulture, apiculture etc.). With
regard to the development and implementation of appropriate complex measures, the important
tasks have been set before farmers, including scientific and pedagogical staff of scientific-
research institutes and higher schools, according to the Decree of the President of the Republic
of Azerbaijan "On measures to accelerate the Socio-Economic Development in the Republic of
Azerbaijan” on November, 24, 2003, accelerating the socio-economic development of the
regions. In this regard, one of the main tools for carrying out the country's strategic development
plan is the development and realization of regional development programs, which proves itself
in international practice. These programs involve the issues of organizing and improving the
infrastructure [1, p. 1].
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The State Programs on Socio-Economic Development of the regions of the country (2004-2008,
2009-2013 and 2014-2018) create great opportunities for the development of the infrastructure.
Thus, based on achievements of a conference dedicated to results of the implementation of the
State Program on Social and Economic Development of the regions of Azerbaijan, the President
of the Republic of Azerbaijan, Ilham Aliyev once again showed that there is a possibility for
the agrarian sector to raise the quality of product and to enter the foreign markets. At the same
time, there is also some advanced processing industry in the country, which traditionally
functions on the basis of local agricultural raw materials. Thus, the manufacture of canned fruits
and vegetables and juice, including tomato, vegetable oil, beer, wine products, tea, meat and
dairy products, cereals (flour-milling, semolina and mixed feed, bakery goods and paste), and
the production of cotton, wool, cocoon and leather raw materials, and fermented tobacco is
rapidly developing in the agricultural processing industry of Azerbaijan. In addition, it should
be noted that there is a possibility to significantly increase the production and manufacture of a
number of valuable essential oil, food, perfumery and natural colouring products (rose, olive,
pumpkin seed, saffron) and floriculture. The agrarian production sphere of the country's
economy has been formed on the basis of the former Soviet Union interests, and the application
and introduction of innovative technologies to the country have not been possible. Therefore,
in order to effectively integrate our country as an independent subject into the global economic
system, the competitive advantages we have in the world markets are appreciated first. In
accordance with the presidential instruction, the development of agriculture and processing
industry is based on the latest innovation technologies so that specific weight of quality goods,
which is the main advantage of manufactured products, increases annually and takes an
opportunity to get access to the foreign markets. On the basis of existing theoretical approaches
and defined methodology, competitiveness of all sectors of cultivation and cattle breeding on
the country's agricultural sector, and the factors affecting it were assessed in a comprehensive
manner. At present, we witness once again the successful implementation of the "the State
Program on Socio-Economic Development of the regions of the Republic of Azerbaijan in
2014-2018" under condition which innovative production forms and develops in the regions
[2]. Thus, the work on expanding artificial insemination measures among animals continues to
improve the gender composition of livestock. Artificial insemination specialists who have
completed the course are provided with artificial insemination equipment, towing motorcycle,
liquid nitrogen and animal seeds at the expense of the state budget. The establishment of milk
reception centres in the regions is underway to provide the processing stations with qualified
and uninterrupted transportation of milk being produced in the republic. The works in the field
of building the large dairy and meat farms proceed. The tender was held in August and
September of the current year and it is planned to bring 7100 heads of highly productive
Holstein-Friesian and Simmental breeding cattle to our country. The animals brought by leasing
will be placed in large farms and farmers will be given advice on storing, feeding, breeding and
reproducing these animals.

3. THE NECESSITY OF FORMING INNOVATION IN MODERN CONDITION

The transformation of material values and economic potential into human capital development
gives impetus to the development of innovation in the country's infrastructure. The fields
covering this section are quite extensive. Scientific-research works based on new technology,
and science, education, protection of intellectual property, health care, health facilities, sports
tourism complex, culture, preservation of historical monuments serve human factor and require
sufficient financial means. Australian scientist I. Schumpeter argues that there are five signals
in the innovation process: the usage of new techniques, the provision of a new technological
process or production with a new market; the use of new-featured product and new raw
material; changes in the organization of production and logistics; the emergence of a new sales
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market [3, p.215]. K.V.Pivovarov from the Russian Academy of Economics named after
G.V.Plekhanov clarifies the innovation terms and explains in detail that innovation should be
based upon something new; it should meet market's needs; it should bring profit to the
manufacturer [4, p.125]. The United States and Japan defined the path of innovation 30-40
years earlier than European countries. European countries first attached importance to
innovation problems at the state level in 1980s and 1990s. The state has changed an innovation
into a priority of economic development by means of direct and indirect encouragement of the
protection of intellectual property, new technology-based scientific-research works and
innovation-based production areas. At first, due to the lack of adequate staff, emigrants who
could meet these requirements were provided with high-paying jobs and housing. Science,
education, and vocational training are based on the requirements of innovative areas. At that
time, innovation turned into a business area, and small, medium-sized firms, rich businessmen
("business angels™) invested in this area. The investment in human capital also proved to be
productive. Leading countries give preference to trade in goods, material, machine, bench,
equipment and ready-made modules. The leading western and European states, specializing in
innovation, draw the attention of states and businessmen, by organizing trade fairs dedicated to
trade in technology, scientific and technical knowledge, and engineering services in the
territories of interested states [5, 6, 7]. The company not only undertakes the construction of a
new technology-based plant, its next service, and training of local specialists, but also provides
its employees with high-paying jobs on a contractual basis. In world practice, companies apply
and test scientific and technical innovations, including new technology in their own countries,
and finally sell licenses (patents). Innovation-oriented intellectual technology works in the form
of new partnership in the global economic system, exporting to foreign countries by seeking
more efficient production conditions [8, 9]. Innovation technology is based on the need to work
effectively in the international arena, cheap domestic raw material, cheap material, cheap
workforce, and sufficient infrastructure and state support. The new technology, operating on
the territory of several countries, leads to the creation of international economic system. Thus,
investment of one country creates the second economy in another country. The US occupies the
first place among the world countries for the size of economy. In the agrarian policy of our
country, which has gained its independence, the establishment of AIC (Azerbaijan Industrial
Complex) is based on innovation economics. For this purpose, the material-technical base of
schools in the regions is strengthened and provided with intellectual staff. Institutions move to
a flexible personnel training system, and a mobile scientific production complex is created. The
state-controlled innovation and financial sector of the infrastructure are strongly developed on
the basis of a balanced and complex socio-economic development program being implemented
in Azerbaijan. Investment in the development of human factor serves to reduce poverty,
unemployment, and to increase an income of the population, to improve health, and to regulate
demographic situation and to boost economy of the country.

4. ADVANTAGES AND EFFICIENCY OF APPLYING INNOVATION TO
PRODUCTION IN THE REGIONS

It is no coincidence that the quality factor transforms into innovative infrastructure facility in
modern globalizing economic relations. First of all, innovation leads to new techniques,
technology and new top-quality products. The production, consumption and position of new
goods expand in the sales infrastructure such as domestic and foreign markets. The quality of
food products is directly connected with human health so that it is under state control and is
state's object which regulates consumption. Finally, the quality of foods determines the level of
development in the economy, dominates the market, conquers the world markets, and stands in
an objective position to determine the value of goods and material. Quality is the object of state
security in the strategic plan.
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Despite the fact that foreign goods are sold in and satisfied with the country's domestic market
infrastructure, there is state control over the safety of importing products in Republic of
Azerbaijan as in all other countries. Foods differ from each another by their physical, chemical
properties and other compositions. The various substances in each of them determine nutritional
value, importance of digestion, taste, colour, smell, shelf life, transportation conditions,
structure and above all, quality of foods. Such foul-smelling chemicals as ammonia, sulphur
dioxide, indole, skatole, mercaptan, volatile acids etc. come form the dissolution of organic
substances when foodstuffs are kept or transported in unfavourable condition. Such food
products are not edible. In recent years, aromatic compounds have been bought to artificially
develop different tastes and smells in food products. The nutritional value of foodstuffs depends
mostly on the chemical composition, biological and physical features. Food products are to be
harmless, energetic and easy of digestion etc. Limited land and production resources, inflation
and constant rise in price of mainstream and working assets encourage peasant households to
take high positions in the market by producing high-quality goods and to increase the
production efficiency. This innovation-oriented development based on state support is primarily
related to the introduction, regionalization and seed-growing of more productive grain, potato
and other plant seeds in our country. According to the concept of agricultural development,
highly productive pedigree livestock are transported to our country and sold to farms at a 50%
discount in order to increase demand for innovation technologies. In recent years, pedigree
cows from the Netherlands have been settled in Zagatala, Sheki, Lankaran and other regions.
Practically, these cows are quickly adapted to local conditions and milk 8 to 10 times more than
local cows. Such innovation technologies are widely used in milk processing, production of
fruit juice, vegetable oil, sugar, fruits and vegetables, and long shelf life of foods. Exporting to
our country from abroad "Sandora™ brandy juice is mainly made of orange, pineapple,
mandarin, banana puree, canned lemon juice that are transported from African countries. Juice
product rich in vitamin are sold in the markets of Russia, Central Asia and the Caucasus. As it
is known from the scientific information that practically in all countries top-quality agricultural
products are chosen to manufacture the natural foods for children, preferably in different
attractive assortments, forms and colourful containers. The quality of food products plays a
decisive role in the health and intellectual development of people, especially the young
generation. Healthy and optimistic life in society and family constitute the material basis of
quality food products. Despite the fact that freeze-dried breakfast foods are made and sold in
different names and assortments in the large cities of Azerbaijan, assortment of freeze-dried
foodstuffs imported from abroad to our country, including cake, biscuit are sold with offered
prices of manufacturers. There are some people who doubt that several types of freeze-dried
foods and drinks replacing fruit juice are fully made of natural agricultural products. These
doubts are related to the lack of natural fruit required for the production of large quantities of
goods in these countries. If these products are manufactured on the basis of natural milk, sour
cream, sugar, olive oil and soybean being produced in our country, they will be able to compete
with foreign products in the domestic market. It is known that the composition of milk and dairy
products, olive oil, soybean is rich in soluble proteins, oil, minerals, biologically active
microelements, vitamins and is essential for a healthy lifestyle. At present, tourism
infrastructure in the country's economy is developing rapidly. In line with the requirements of
this new area of the economy, there is a need in the country to produce high-quality national
agrarian food products, which satisfies agritourism, namely the contingent of tourists. Foreign
technology is being exploited and applied to manufacture top-quality goods. In terms of
innovation technologies, the production of protein, oil, easy-to-use mineral substances,
assortment of food products rich in selected vitamins, which can revolutionize in the region,
turns into a daily work of genetic engineers, biotechnologists. Genetically modified agricultural
crops are resistant to pests and diseases, and have high productivity and long shelf life.
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More than 50 agricultural plants have been modernized, tested and put into production in the
world countries. They are apple, tomato, pumpkin, cucumber, salad vegetables, soybean, wheat,
rice, sunflower, tobacco, cotton, etc. The productivity and nutritional quality of genetically
modified plants is far above their predecessors. At present over 100 plants are being processed
and foods are produced from genetically modified goods in 130 countries and are put on sale.
In comparison with such fields as industry, construction and others, the main reason for lag in
the development of infrastructure facilities and agricultural products on the basis of innovation
technologies of manufacturing and processing industry is the poor development of agribusiness
in the agrarian sector, and the low level of profitability of this real sector of the economy owing
to the formation of sale prices of agricultural products outside manufacturing. Agribusiness
entrepreneurship is rapidly developing in our country. The professional training and intellectual
level of farmers have been shaped on the basis of Soviet-era technologies. In order to overcome
this gap, it is preferable to teach innovative production-oriented specialties in all higher and
secondary vocational education institutions of the Republic. At present, more than 700 students
study at foreign universities every year. Enlightenment system and information about scientific-
technical innovations, finance, production links and other innovations can be enhanced. For
example, farmers of the European Union countries can easily get information from the
innovation technology website. Finally, planning of agricultural production and financial
infrastructure of the economy for the first time over the past 70 years and centralized supply of
these with material and technical resources have been carved in people's memories. It is a fact
and we will still enjoy its results for several years. So, as it is evident from the world's developed
countries and our own experience that the state cares about the application of innovation
technologies.

5. CONCLUSION

In accordance with the State Program on Social and Economic Development of regions in 2014-

2018, a great deal of work has been done on the basis of innovation technologies, the processing

industry based on foreign techniques and technologies has been modernized with the state

support, new products are put on sale in the domestic and foreign markets, unlike previous

years, agrarian farms attach importance mainly to the production of top-quality products in the

food processing industry, and to sorting, packaging and storing of the product. The state

provides the following favourable conditions for implementing an innovative agricultural

production policy in the regions of our country:

e Establishing free competitive environment derives from monopoly under the abundance of
the same product.

e Providing quality of the offering products with state control.

¢ Increasing investment for the sound environmental condition of production.

¢ Increasing mineral and energy resources based on innovative technologies.
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ABSTRACT

Entrepreneurial University, being one of the elements of the new innovation model of
development - the "Triple Helix" model, appears as a new balance between science, education
and power. In such situations, the role of the process approach in the management of business
processes in universities is growing. The number of methods to determine priorities for
managing business processses is limited. In the article, based on the application of multi-
criteria methods of decision-making, including the method of analyzing hierarchies, are
determined by the priorities in the management of business processes in higher education
institutions.The research carried out to a certain degree made it possible to refine the method-
ological toolkit to substantiate priorities in the management of business processes in higher
education institutions. Based on the description of the advantages of the hierarchy analysis
method. The conclusion is made that it is necessary to provide favorable conditions for the
formation of an innovator who has a set of skills and skills necessary for the modern economy
Keywords: business process, business function, business operation, entrepreneurial university,
criteria, priority

1. INTRODUCTION
Over the past decade, Azerbaijan has undergone dramatic changes in higher education sys-
tems, targeting universities to operate in a market environment with a high degree of un-
certainty. Modern global changes in the world show that the sphere of higher education is
assessed as a means of maintaining competitiveness and leading position in world markets, as
one of the guarantors of national security. Zilwa D. [Zilwa, 2010] distinguished the following
trends observed in education in the world.
e globalization of education;
e reduction of state financing and growth of transaction costs associated with market
orientation;
e development of information technologies in education;
mass education;
e increase in accountability to stakeholders.

Among the factors that determine these trends and influence them, we can distinguish: the

acceleration of scientific and technological progress, the growth of life expectancy, global
problems in the field of ecology and energy. In these conditions, institutions of higher education
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require participation in the processes of generation and transfer of new knowledge to a wider
population with the use of modern means of communication and information technology
[Silakova L.V. 2017.p.362]. There is a transformation of the implementation of business
processes within their core business. Due to the specific approaches to managing changes in
this area, the methods used deserve careful attention and analysis. The future state and
development of civilization depends on what kind of knowledge, qualities and abilities a person
who is educated today will possess. High rates of social and economic development are
impossible without a high level of management effectiveness in higher education. In this
context, the issues of implementation of the process approach in higher education institutions,
which includes not only the description of the university activity as a network of interrelated
business processes, but also their constant control, management and improvement become
topical. The purpose of the study is to assess the priorities of business processes in the Azerbai-
jan universities based on the hierarchy analysis method.

2. LITERATURE SUMMARY

Since the end of XX century. humanity discusses the next model of the university's evolution
of the entrepreneurial model. The global economy of the 21st century stands on 3 whales: 1)
knowledge; 2) technology; 3) entrepreneurial initiative. Accordingly, in the post-industrial
society, the goal of education changes: if in the classical higher education this is a transfer of
past experience; then in innovative higher education, the shaping of the image of future creative
activity. The leitmotif of innovative education is as follows: "Do not overtake the past, but
create a future”. The main principle of organizing an entrepreneurial university is the
harmonious unification of three basic types of activity: 1) scientific research (obtaining
knowledge); 2) education, including education (transfer of knowledge and skills, 3) innovation
(application of knowledge). The modern complex and dynamic institutional environment
requires the transformation of the university into an innovative, competitive university, into a
new type of business model with high adaptive capabilities. To do this, it is necessary to
improve the management systems of universities. In the literature, there are a small number of
approaches for determining priorities in managing business processes. approach Hammer and
Champi [1997], Robson and Ullah [1997]; an approach developed within the PROSCI project,
Crowe T.J., Rathi K. and Rolfes J.D. [2005]; Mazur's approach, etc. [2000]. Hammer and
Champi [1997] suggest first of all to find the shortcomings of the essential processes that
contribute to the emergence of the problems of the enterprise. Robson and Ullach [1997]
suggest a method for ranking processes. They use a five-point scale for evaluating the processes
according to the following criteria: strategic importance, vitality, customer expectations and the
ability to achieve desired results. The authors of the approach developed in the framework of
PROSCI [2005] suggest using taxonomy (classification) of the BP to identify opportunities for
reengineering. Mazur and others. [2000]. suggest a methodology for selecting processes for
detailed analysis. Separate aspects of the basic principles and methods for implementing the
process approach were studied in the scientific works of Davenport T. [1993], Repin V.V
[2004], Karaulov N.N. [2009], Remenik S.Y. [2009], Shelmin E.V. [2007] and others.
Creation of entrepreneurial universities and organizational directions of transformation
ClarkB.P [2011]. According to the author of the idea of the "Triple Helix" Henry Etskowitz
[1998], in the close connection “state business university” the role of universities is
prevalent, how can only universities create an innovative development model in which the
university itself will perform a "quasi-governmental role as a regional or local innovation
organization ". Studies of the processes of transformation of the education system and the
influence of universities on this process were carried out by the authors Galazhinsky E.V.
[2014], Gauss O. [2016], Grudzinsky A.O. [2012], Zaitsev A.V. [2012], Shattok M. [2006],
Sheremetev E.N. [2015] and others.
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The generalizationof these studies allows us to draw three main conclusions:

e the list of criteria used is limited;

e the majority of criteria (significance, impact on the client and on business) is of an
abstract nature, that is, the authors do not show how the criteria are related to specific
indicators characterizing the processes or situation;

e the used selection rules are reduced to two: a weighted sum that is applied only to
quantitative indicators and positioning in two-dimensional space (in the form of a graph
or matrix), which limits the number of criteria used (no more two).

Therefore, when developing an approach to determining priorities in managing business
processes, two main aspects need to be considered: first, the evaluation of business
processes can be carried out according to many criteria and, secondly, it is required to
choose the appropriate multi-criteria method of decision-making.

3. PROCESS APPROACH TO MANAGEMENT

In any university, a large number of business processes simultaneously operate, differing both
in their purpose and in their basic characteristics. The process approach to management ignores
the organizational structure of the organization's management, with its inherent assignment of
functions to individual units. In the process approach, the organization is perceived by managers
and employees as an activity consisting of business processes aimed at obtaining the final result.
The organization is perceived as a network of business processes, which is a set of interrelated
and interacting business processes, including all functions performed in the organizational
units. Process-oriented management allows qualitatively to change the activity of the
organization at the operational, interfunctional and interorganizational levels. The definition
of business processes as an economic category [Harrington D. and Esseling K.S. 2003],
[Andersen B. 2003], [Zinder E.Z. 1996]. [Davenport T. and J. Short. 1990]. ... the desired
result is achieved more effectively when the activity and the relevant resources are
managed as a process” Sheremet A.D [2009, p. 173]. "Business processes are a collection
of different activities within which one or more types of resources are used at the entrance,
and as a result of this activity, a product is created at the output that is of value to the
consumer." Hammer and Champi [1997]. In the standard "1SO 9000 Quality Management"
[2007 process is defined as "a set of interrelated or interacting activities that convert inputs
to outputs™. A business process in a university is understood to mean a specifically ordered
set of business functions in time and space, aimed at creating the desired result and
achieving the main goal of the university by converting inputs into outputs that have value
for the consumer. We define the business process as a system of consistent, targeted and
regulated activities in which, through the management impact and through resources, the
inputs of the process are transformed into outputs-process results that are valuable to
consumers. Some authors [Svitkin, M.Z.2000], not disclosing management processes and
servicing, to the main processes include educational activities, research and consulting
activities, development and production of educational materials (for external use),
educational activities. Bedenko N.N. [2011] carrying out the classification of business
processes of the university, refers to the main processes - educational, educational,
scientific processes and the process of additional education; to managerial processes -
marketing, planning, management of resources, quality management; to auxiliary
processes - financial, personnel, information, material and technical, methodical, economic
processes and the process of legal provision. The main business processes should be
attributed educational and scientific-research activities [Glushchenko AV, Egorov EM.
2011]. They directly add value (cost) of services to the consumer. In essence, these are the
processes leading to the provision of educational or research services, starting with the
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analysis of existing requirements of stakeholders, or stakeholders, which include:
consumers and end users (students, parents, employers); employees of the university;
investors; founders; suppliers and partners; society as various associations and state
structures, etc.), and ending with the provision of services, in other words, producing the
main "outputs" for the university.

4. METHODOLOGY

In the hierarchy of the process approach, nesting of various levels of processes in the ma-
nagement scheme is observed:business processes — business functions — business ope-
rations. The business process is described not by a single goal achievement index, but by a
group within the relevant business functions of the business process. To calculate the index of
the degree of achievement of the goal, the integrated assessment method was used. The essence
of the method consists in the aggregation (convolution) of the indexes of the achievement of
each business function in a single assessment that visually characterizes the work of the
business process [Kolos, E.A 2011]. The integral index of the aggregate of various indices takes
into account the degree of influence of individual indices of business functions on the final
evaluation of the effectiveness of the business process. As a tool for prioritizing the weighting
coefficient of each integral index of the business function (w), the hierarchical analysis
method developed by Saati T. and Kerns K [1989] in the 1970s was chosen for the purposes
of the study. The method of analysis of hierarchies is a method in the theory of decision
making which is quite effective for solving multicriteria problems with hierarchical
structures. The method consists in decomposition of the problem into increasingly simpler
components and further sequence of judgments of the person who makes the decision on
pair comparisons. These judgments are then expressed by the method of matrix algebra
and expert evaluation of finite estimates (SilkinG.Y. 2012]. The hierarchy analysis method
includes procedures for synthesizing multiple judgments, obtaining priority criteria and
finding alternative solutions. Solving the problem using the hierarchy analysis method is a
process of step-by-step prioritization. It includes the following components:

1. ldentification and identification of the problem;

2. Decomposition of the problem into a hierarchy of tasks;

3. Construction of matrices of paired criteria comparisons;

4. Calculation of priorities;

5. Synthesis of priorities [Saati T.,1993].

The implementation of these stages within the framework of the hierarchy analysis method
allows obtaining objective quantitative estimates of the weight of all elements in the
structure of the hierarchy associated with the problem posed.

5. RESULTS OF THE ANALYSIS

Based on a set of criteria for evaluating alternatives, we developed a hierarchical model,
depicted in the form of a diagram in Fig.1, which clearly reflects the hierarchy of the system of
criteria that characterize the importance of the business functions of the educational business
process. With its help, it is possible to comprehensively assess the extent to which the business
functions fulfill the tasks facing the structures providing the educational service.

Figure following on the next page
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Figure 1: Scheme of the hierarchical model of the importance of the business functions of
the educational business process

In this model, two hierarchical levels of the importance of the criteria in relation to the global
criterion are singled out and the links between them are indicated: the links of the alternatives
with the second-level criteria, the links of the second-level criteria to the first-level criteria. The
latter are locked into a global criterion. As alternatives, the business functions of the educational
business process identified in Fig. 2, which will be evaluated expertly by the degree of influence
on these factors: strategic and operational management of the educational business process;
admission to training; training of students in the educational program; conducting final state
attestation. At the same time, business functions that exert the greatest influence on the over-
listed criteria are, in our opinion, the most important for ensuring the effectiveness of the
educational business process of the university.According to existing recommendations, the
group of experts should not exceed 20 people [Evlanov L.G.1978]. In the expert survey, four
doctors of science, four candidates of sciences and two specialists with a great experience of
work took part. The selection of experts was carried out on the basis of: competence, lack of
personal interest due to experty, creativity (breadth of knowledge), conformism (absence of
subordination to concrete influence). After selecting experts, they were asked to fill out a
questionnaire that contained a text part explaining the examination rules, square matrices of
pairwise comparisons in accordance with the presented hierarchical model of the importance of
the business functions of the educational business process. To process the expert data, the
method of averaging the values of expert estimates for each of the pairs of compared criteria
was used, that is, there was a geometric mean for a set of peer evaluations referring to the same
pair of criteria. The results of the expert data on the criteria for the matrix of pairwise
comparisons of the first level criteria with respect to the global criterion are presented in Table
1 and Table 2.

Table following on the next page
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Table 1: Determination of the most important task in the delivery of educational services

Improvement of | Increased Improve- | Strengthe Impro- Normali- | Rank
the quality of economic ment of ning vement of zed
Factors the educational efficiency working market the external | estima-tes
services conditions | position environ- of the
provided and for ment and priority
scientific employees interaction vector
research "lives with it
activities
Improvement of
the quality of the 1 8 7 5 6 0,598 1
educational
services provided
and scientific
research activities
Increased
economic 1/8 1 1/2 1/3 1/2 0,054 5
efficiency
Improvement of
working 1/7 2 1 1/2 1 0,092 4
conditions for
employees' lives
Strengthening 1/5 3 2 1 2 0,161 2
market position
Improvement of
the external 1/6 2 1 0,5 1 0,095 3
environment and
interaction with
it
Total 1,634 16,000 11,500 7,333 10,500 - -
Amax = 5,079
Consistency ratio:CR = 0,0175
Consistency index: Cl1 =0,0196

Table 2: Importance of the business functions of the educational business process

Business function Assessing the Rank
importance of a
business function
Strategic and operational management of the 0,295 1
educational business process
Admission to training 0,230 3
Training of students in the educational program 0,287 2
Conducting the final state attestation 0,188 4

6. DISCUSSION AND CONCLUSION

Based on the results of the calculation of the final priority vector, it can be concluded that
the most important from the point of view of the criteria considered are the business
functions of strategic and operational management of the educational business process
(29.5%) and training of students in educational program (28.7%). Proceeding from this,
one can conclude: first of all, it is necessary to optimize such business functions that can
significantly affect the effectiveness of the educational business process. The method of
analyzing hierarchies is a sufficiently qualitative procedure for finding the weight
coefficients of business processes that are used to calculate the integral measure of the
effectiveness of the management system. Ranking of business processes in this way allows
you to get the most objective and reliable value of the integral indicator of the effectiveness
of the management system, which contributes to the adoption of rational management
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decisions. The application of the apparatus of the method of analyzing hierarchies allows
you to take into account all possible internal and external factors, to determine the
directions of innovative policy and to present the process of structuring in the form of an
integral hierarchy. At the same time, process management provides an opportunity to
purposefully improve individual business processes, business functions, business
operations on the basis of coordinated efforts of all participants in the management cycle.

Based on the research, we came to the conclusion that the management of changes in

universities should be sustainable and extend to all departments, involving them in the decision-

making and accountability processes. At the modern university in Azerbaijan, several areas for
improving the process of change management can be identified:

o formation of the non-linear (matrix) management system of the university;

e involvement of employees in decision-making processes and their immersion in the
strategic goals of the university through continuous updating of knowledge and advanced
training;

e the motivation of units that are willing to change, and the promotion of risk and
entrepreneurship;

o the formation of appropriate values and entrepreneurial culture in the units.

Thus, the conducted research will allow to take a fresh look at the activities of the university in
the modern reality, and the systematization of the observed changes in the business processes
of universities and identification of areas requiring the development of measures to create
conditions for activization of activities will allow developing a set of interrelated measures for
transforming the university into an entrepreneurial type.
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ABSTRACT

The aim of article is estimation of innovation activity by considering the role of innovations in
the regional economic development. The author took 10 economical regions as an investigation
object that classified for the economical features of Azerbaijan. In the article conducted a
research on the topic of international practice, taking into account regional features of the
estimation of innovation activity. On the basis of regional understanding criteria and European
Commission Regional Innovation List indicators, and indicators that differentiate innovation
leaders were compiled, according to the Economic Cooperation and Development
Organization methodology the innovation territory patterns on the European countries and
efficiency indicators on the patterns, the fields that belong innovation policy were investigated.
In the article factors that relevant to Azerbaijan were chosen as the result of investigation
factors of innovation activity. Regional innovation activity was estimated by considering
international criteria on the estimation innovation index. The results can be used for the
estimation of Azerbaijan Republic innovation index and for the basis of innovation criteria of
regional economic development.

Keywords: innovation activity, region, Oslo government, scientific area

1. INTRODUCTION

Azerbaijan Republic economy innovation transition - competition ability, economical increase,
increasing living standards, providing to implement other national superiorities is the efficient
use of the results main conditional scientific-research and procedures. In this condition,
potential development innovations are more important to applying the efficient innovations to
economic and social fields and the sum of technical, manufacturer, organizational, marketing,
financial operations.

1.1. The Main Understandings

Regional innovation activity is the result of the region’s innovation action. Innovation activity

includes:

e To implementing long-lasting scientific-technical programs;

e To finance fundamental researches for quality changes in the productive forces with the aim
of to develop economic structure;

e To applying, spreading, releasing principally new techniques and technology and preparing
economical types.
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The innovation activity is the sum of all scientific, technological, organizational, financial and
commercial steps that lead to realization of innovations. The regional innovation system defines
the criterions of region understanding as follows:

Region must not be a determined area.

It is general in the special criterions conditions.

It may differentiate from external areas with the special type of related union characteristics;
It has some types of internal unions;

These regions are used with the industry clusters conception from economic point of view.
Clusters are characterized with the tight network of the economic subjects. These include
processing facilities, financial institutions, research institutions and technology transfer
agencies, economy unions and unions, regional governments and even information unions as
producer and marketing companies. Nowadays innovations surround all activities of the
technological changing process in contrast to the former approaches. Regional innovation and
cluster making policy was realized for developing competition ability of the country. At this
moment, it is important to make regional innovation environment. Regional innovation
environment formed in the basis of actives, networks and cultural environment. Making of
regional innovation environment concludes with the Innovation-Productivity-Prosperity chain.
As actives, the human, intellectual, finance, physical and institutional capital in the region is
being considered:
e Human capital
Talented people manage the innovations with the generalizing new ideas. The talented labor
marketing is one of the main issues there, while many companies are settling in the region.
Innovative companies tend to the specialized labor in their industrial field. Regional
perspective must be estimate with the ratio factors of the possible work force, specialization
and educational institution activity in the point of human capital.
e R&D institutions
These institutions are addition to the knowledge base and important in the economic
development with the long-term. Either universities or firms and investments by
governments increase the amount of innovational product and services.
e Financial capital
The realization of innovative ideas requires a considerable quantity of financial resources.
In many cases, institutions which getting successful results easily financed with the venture
capital.
e Industry base
Regional industry base is important. If there is no industrial base, making new industry
areas will be difficult and usually it is excel to expand area.
e Physical infrastructure
Here includes transport and telecommunication infrastructure.
e The law and regulatory environment
Especially, here are important taxes and other regulatory methods.
e Life Quality
It is subjective measurement. It measures with the life costs, communication term and crime
ratio in the standardized size.

With the aim of supporting regional innovation, actives are being associated. The most effective
network is making contact among the business, education and non-state subjects. At the same
time, city sport competitions or university students associations and other non-formal contacts
like this performed in the region as the information networks have important mediation
functions in the knowledge transfer.
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Culture is considered as the business culture of the region. The important thing in the business
culture is the wiliness of sharing business leaders’ cooperation, information and views.

2. INTERNATIONAL EXPERIENCE

According to the European Union Statistical institution Eurostat’s regional innovation

indicators the completive factors that determine economic development of the region consist

from the regional population as potential work force, regional infrastructure as provided
aggregate material, city agglomeration tendencies in the region as the geographical reflection
of the economic activities concentrations, economical structure of the region and the possibility
of the regional “gamers”. The main involved indicators in the regional innovation process are
the innovation general costs and output indicators significantly developed in the region over the
years or they are new product of the sale proportions. Regional innovation activity characterized
by two groups in the point of simplicity and agility of the indicators collection. The activity
indicators that getting easily called first indicators. The indicators that have no initial priorities,
indicators on the R&D centers, indicators on the mutual regional influence, bibliometric
indicators, and infrastructural indicators. Development of innovation requires to making
necessary base and preparing innovation strategy in the country. Appropriate innovation fields’
pollcy generalized as follows (OECD methodology):
Making knowledge consist of current and future sources firms and state actives for the long-
lasting development. Scientifically based capital and its related employment, scientific
abilities and education are indicators that make innovation knowledge to investigation in
the center of attention.

2. Join to Knowledge helps to inform political discussions with the organizing measures on
the nature and variety of mechanisms for the exchanging knowledge. The effect of the
scientific-cooperation (based on patent references) and scientific-industry association
(patent documents to the non-patent documents) are in the submitted indicators. New
indicator added in 2013 was investigator’s mobility that at this time the carrier of the
scientists who have publications in academic magazines and innovation process is followed.

3. Targeting new development areas analyze technologies on the country’s comparative
advantage and the direction of the country’s scientific tries. On this factor R&D and
innovation indicators, ecology, information and communication technologies are submitted
on the biotechnology and nanotechnology and expanses are examined in the smart ICT
infrastructure.

4. Free innovation concerned with the business sections dynamism. The main methods are
considered as the new indicator that offered on the intellectual property package in the
protecting innovations connected with inventions of firms in the analyzing of the factor,
firm’s patents, commodity niches and industry patterns use.

5. Competition factor in the economic knowledge mainly gives attention to the wide scale of
use of developed indicators that possible for use, and how countries can increase their
competition force.

6. Participating in global economy attracts impacts of structural indication to the countries that
participate in the global value chain. The indicators are associations between firm size, life
cycle and development as well as employment patterns that accompanied in the industry
related abroad, treatment and services.

Estimating the regional innovation indicators over the European countries based on countries
general estimation and countries were compared considering the most common indicators.
However, mainly indicators system is applied for the estimation of innovation index, while
interior innovation activity is being estimated.
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3. COMPARATIVE  ANALYZING SCIENTIFIC - TECHNOLOGICAL

DEVELOPMENT OF ECONOMICAL TERRITORIES

European experiment approve one more time that, the investigations must be adjusted to the

international standards and requires. Exactly, the statistics of the investigations and operations

must be as indicators system that showed in the Oslo and Fraskat government. However, in

these governments, indicators system that considered activities of the scientific organizations

and estimation methods do not let CIS member countries comparative analyzing. Standards

accepted in CIS member countries are not in power. Works must be done to accelerate activities

in the appropriate field as follows:

e Making of legal base must be strengthened

e Using with international estimation tools monitoring must be held

o Definite targets must put for attract scientific-research organizations to the innovation
processes

¢ Innovation activities stimulation tools must be improved

e Event program must be compiled to accelerate innovation activities

e National centers must be made on the preaching, applying and commercialization
researches.

CIS Economic Council prepared documents and programs relating CIS countries' integration to
the innovation processes happened in the world and realize them. We show these for example:
“The regulation about operator of the interstate purposeful program on the CIS member
countries cooperation in the innovation field until 20207, “Establishing CIS patent and
innovations bank conception”, “Resolution about progress of the CIS member countries’
program and projects scientific-information assurance conception in the innovation field” etc.
The Azerbaijan is not participating in this program. However, our Republic realizes free events
and programs to integrate innovative processes happened in the world. The agreements signed
with Belarusian, Ukrainian, Hungarian state innovation, transfer agency and centers at the state
level. Processes of the innovation activity field, happened in the world kept in the spotlight, in
many cases, the participation is realized in the processes appropriate to state policy. The
research is done on the applying comparative methodology of the innovation development
implemented at the national level in the Azerbaijan, European Union countries. The support
organizations are much more between CIS countries. Researches and international activities of
Scientific-Production Enterprise prove that innovation infrastructure is much more in the
Russian and Belorussia. Byelorussians widely use from Russian experience in this field. The
innovation activity is paid very big attention in Russia. This attention is shown especially in the
level of economic zone: implementing innovation development programs in the regions,
organizing cooperation between different economic zones in the researches and operations filed
and implementing innovations projects, investigating in the basis of European Union innovation
benchmarking methodology field etc. For example to such works: Russian Technology Transfer
network (RSTTS, www.brin_net.ru), national information-analytic center on the Scientific-
technological activity innovation infrastructure and regional innovation systems monitoring
(www.miiris.ru), “Education and Innovations in Russian regions” information-analytic portal
(www.regions.extech.ru), “Innovation and Entrepreneurship” (www.innovbusiness.ru);
economic zones’ innovation index, potential innovation and formation innovation development
indicator system fields. Usually, adopted potential innovation estimation methodology based
on the legislation of that country. Therefore, unexplained significant differences establish when
the standard estimation methodology applied in the European Union countries. While the
international standards are being prepared, it is impossible to consider all countries’ specific
features, generalized indicators system is accepted in the international approach, the countries’
political aims are not considered.
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Recent days, requests have increased to the scientific policy and strategy-technology planning.
This concludes with the improving of decision-making process information provision in the
level of national and economic zone. As we noted that, governments and indicators system is
not reflect various states’ national innovation systems features that made by UNESCO Statistic
Institution located in Montreal. Reports prepared in the Electron Information System borders
on the Norway are examples for this. Accepted indicator system and innovation policy analysis
methods must not be applied to the country[10]. Therefore, in every country investigations are
done on the making of innovation development indicators system relevant to it. Information
provision possibilities on the gathering and processing of the information in the making of
indicators system, directing to the solution of issues on the country development considered as
main criterion. In this field, investigations do not give range in Azerbaijan. Taking into
consideration that, socio-economic condition of Azerbaijan’s economic areas is different, every
economic region has its own specific features and sharing of potential innovation is non-
proportional. Innovation oriented development of Azerbaijan economy reflected about 30 high
legislation documents accepted by government. Various scientists on the estimation of some
ingredients did investigations. For example: [5; 3; 4; 6] works of Z.M Najafov, F.A Gasimov,
T.M Aliyev, S.Abbasova, A.Muradov etc. However, these scientists approached to this issue
individually and they did not research complex indicators system and its information provision.
Investigations of Russian Sciences Development Issues’ Academy of Sciences, Science
Investigation and Statistic Center, Belorussian Scientific-Technological Field System
Investigation and Information Provision Institution (Belize), Kazakhstan Scientific-Technology
Information Center considered basic. Considering the Russian experiment in this field, in the
estimation and investigation of scientific-technological field in Azerbaijan “Russian regional
scientific-technology complexes: the estimation of investigation scheme and methodology
considered as a key in the estimation of indicators and comparative investigation methods”
[Error! Reference source not found.]. Azerbaijani national and specific features, statistic
indicators in this field, collected and processed information, considering potential innovation
of economic regions and areas it clarified, indicator system changed and estimated for
Azerbaijan. Based on the methodology applied, the overall structure of indicators for evaluation
and comparative analysis of the changed scientific and technological and innovation activities
in Azerbaijan is given[Error! Reference source not found.]. All the data required for the
calculation of the index of innovation have not yet been reflected in the statistical indicators of
Azerbaijan. Since the data from different sources were not used to calculate the index of
innovation, the data from the Azerbaijan Statistical Committee's book were selected and the
calculations were made based on them.

A 4
A 4

Stocks of activity Scale of activity Results of activity
v v v

| Innovativon Index

Socio-economic factors of scientific and technical environment
Information Population's Educational Infrastructure Economic
support living standard environment development development

\ 4

\ 4

\ 4
\ 4

Figure 1: Innovative performance indicator system
The innovation index is calculated based on the indicators characterizing the organization's
innovation activity. Indicators of socio-economic environment are considered as external
factors. External factors have a direct impact on the formation of the index of innovation.
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4. EVALUATION OF THE ECONOMIC ZONE OF THE INNOVATION INDEX
Creating a database that is consistent with the structure of the selected indicators. As an
experimental base, we take eight zones from the ten economic zones of Azerbaijan (Figure 2).
Because there are no scientific potential in the two zones (Upper Karabakh and Kalbajar-Lachin
zones are under occupation).

Absheron
Ganja-Gazakh
Sheki-Zagatala

Aran
Upper Karabakh

Nagorno-Shirvan

Nakhchivan Kelbajar-Lachin

Lankaran
Guba-Khachmaz

Figure 2: Economic zones of Azerbaijan

The list of economic zones is based on the list of Azerbaijan State Statistical Committee. Based
on the methodology, additional 6 initial data were used to calculate the specific indicators of
innovation development and the overall index. The calculations were carried out using the SPSS
17.0 package. As we have shown, some of the indicators characterizing the activity of the
economic zone are not placed in the official statistical data of the Azerbaijan State Statistical
Committee (not elaborated). Therefore, we have to reduce the indicator system slightly. The
normalization of the indicators is done by linear scaling method. After completing the
methodology, we get Table 1. As a result, economic zones are ranked according to innovation
development. As we carry out calculations on economic zones, their number is limited and there
is no need to divide them into clusters.

Table 1: Innovation index according to economic zones for innovation development

Indicators 11 12 I
Sheki-Zagatala 0,037363 0,145204 0,091283
Guba-Khachmaz 0,087007 0,17371 0,130358
Ganja-Gazakh 0,109372 0,225259 0,167315
Absheron 0,117459 0,234816 0,176137
Aran 0,120869 0,104973 0,112921
Lankaran 0,143004 0,129577 0,13629
Nakhchivan 0,248108 0,228631 0,23837
Upper-Karabakh 0,312987 0,048597 0,180792
Baku 0,355347 0,40469 0,380019

Calculations made to normal data allow for the initial sharing of economic zones on the selected
indicators system. As can be seen from Figure 3, the Baku city differs sharply from the content
of the index of innovation, then it is possible to separate the Nakhchivan, Guba, Absheron,
Ganja-Gazakh, Nagorno-Shirvan, Aran economic zones, Kelbajar-Lachin, Lankaran and
Upper-Karabakh economic zones . Upper-Karabakh and Kalbajar-Lachin are under occupation
today and can’t be analyzed. Thus, the economic zones are divided into three groups.
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The cluster analysis of SPSS-17 once again reaffirmed what we have said above. Let's look at
the ranking of economic zones according to the division.

Table 2: Grouping of economic zones according to innovation development level

Special indexes

Reserves Scale :
Economic Zone Material- . ) Innovation
Cadre technical S_peC|aI Science S_peC|aI index
index index
base

Cluster 1
Baku city | 0,475369 | 0,235326 | 0,355347 | 0,809379 | 0,809379 | 0,582363

Cluster 2
Nakhchivan 0,26705 0,229167 0,248108 0,457262 0,457262 0,352685
Absheron 0,105454 0,129464 0,117459 0,469632 0,469632 0,293545
Ganja-Gazakh 0,187493 0,03125 0,109372 0,450519 0,450519 0,279945
Guba- 0,06464 0,109375 0,087007 0,347419 0,347419 0,217213
Khachmaz
Average price 0,156159 0,124814 0,140487 0,431208 0,431208 0,285847

Cluster 3
Nagorno 0,125974 0,5 0,312987 0,097194 0,097194 0,205091
Shirvan
Lankaran 0,254758 0,03125 0,143004 0,259154 0,259154 0,201079
Aran 0,210488 0,03125 0,120869 0,209946 0,209946 0,165408
Sheki-Zagatala 0,043475 0,03125 0,037363 0,290408 0,290408 0,163885
Average price 0,158674 0,148438 0,153556 0,214176 0,214176 0,183866
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In the table economic zones are the index and index of innovation indexed for groups and
subgroups on clusters, average values for each cluster are given. As you can see, Baku is ahead,
because the main scientific potential is accumulated in this city.

The importance of economic zones in the cluster occupies a special place in Azerbaijan. In
addition to scientific potential in these zones, techno parks and free economic zones are created
in Absheron, and special attention is paid to innovation development in every field and
management in the Nakhchivan Autonomous Republic. The other two zones: Ganja-Gazakh
and Guba-Khachmaz, as well as economic zones in the cluster 3, have the inverse proportion
on the prices of special indicators. In other words, the material technical base of the zones with
high staffing value is low. The added external factors allow the analysis of the innovation
development level of the economic zones. Let's analyze the impact of the socio-economic
environment on innovation development.

5. ANALYSIS OF THE IMPACT OF THE SOCIO-ECONOMIC ENVIRONMENT ON
THE SCIENTIFIC-TECHNICAL COMPLEX OF ECONOMIC ZONES

At this step the selection of the indicators goes through two stages. In the first stage, the statistics
are excluded from the initial data, and then on the basis of the correlation matrix, indicators are
discarded does not meet the economic content of the relationship interchangeable dependency
ratio. Other non-select indicators are then used to calculate the relevant indexes for the groups
of factors. The prices of all calculated indicators are given in Table 3. Here, the economic zones
have risen in the increasing order.

Table 3: Factor Index

Index
Ne | Economic Zone Innovation Education Level of life Infrastructure
9 Guba-Khachmaz | 0,1353314 0,01552 0,150648 0,23982595
8 Sheki-Zagatala 0,1552562 0,032513 0,165321 0,26793471
7 Lankaran 0,1619498 0,04267 0,176193 0,26698667
6 Nagorno Sirvan 0,1659169 0,030055 0,134221 0,33347475
5 Aran 0,1839129 0,025665 0,166893 0,35918047
4 Ganja-Gazakh 0,2595628 0,191951 0,253392 0,33334487
3 Nakhchivan 0,2817092 0,237058 0,198661 0,40940835
2 Absheron 0,4974446 0,283127 0,209206 1
1 Baku city 0,9176619 1 1 0,7529858

The average value of Baku's factor index is sharply different from the other zones. The
remaining clusters also differ from each other by factor values. At the next stage, regression
models, which show dependence on the indicators included in the various factor groups of
innovation activity, are established. As a result, the equation was established on all blocks. As
you know, regression analysis determines dependence between dependent and non-dependent
variables. SPSS software has been used to set regression equations. Here, the result variable is
given by the factor change. At the exit:

1. Correlation matrix;

2. Regression equality ratios;

3. R quadratic equality ratios;

4. Prices that determine the importance of the model.

48




37th International Scientific Conference on Economic and Social Development —
"Socio Economic Problems of Sustainable Development" - Baku, 14-15 February 2019

The received regression equations and statistics are given in Table 4.

Table 4: Linear regression equations for the group of factors

. . . Determination Darbin-Wotson
Group of factors Linear regression equation . L
coefficient coefficient
Education level 1=0,15+0,80Teqy R2=0,93 1,575
E opulation’s well- i=0,1140,82 Lell-being R2=0,76 0,831
eing
Infrastructure 10,03+0,601it R?=0,56 1,530
development level

It should be noted that, the determinant coefficient depends entirely on the index of the index
of innovation, and the Darbin-Wotson ratio is smaller than 2, which means that autocorrelation
for equity indicators are adequate. The determinability ratios of the innovation coefficient
education level, the level of well-being of the population, and the level of infrastructure
development depend on the indicators included in the innovation index model: the highest
levels of education (93%), at least the level of development of the infrastructure (56%).

6. RESULT

Territorial distribution of scientific and technological potential in the formation of the MIS in
the country and management of innovation development are important issues. The formation
of the MIS in Azerbaijan envisages the establishment and development of the regional modules
of the system. Regions play a decisive role in the formation of innovation infrastructure, the
formation of knowledge and the establishment of a system of interaction with enterprises, and
the utilization of scientific and technical achievements. MIS content consists of subsystems.
We can divide these subsystems into 2 parts: manager and managed. Scientific-technological
complex managed subsystem, scientific and technological policy is the subsystem that
manages. These subsystems have a complex structure. Regional scientific and technological
policy - the ruling subsystem - is under the influence of three equal forces: regional policy,
scientific and innovation policy, regional socio-economic policy. The combination of these
three elements leads to the establishment of a regional scientific and technological complex.
This, from the other side, ensures economic growth in the region and, another side, the country's
innovation development. Science-technology area should be improved in Azerbaijan today. The
development of scientific and technical potential and innovation in the economic zones during
the development of the national innovation system in the country is one of the main issues.
Formation of the national innovation system requires the development of economic zones. As
a result of the research, two methods were adapted and calculations to Azerbaijan: evaluating
the development of scientific-technical complex and methods of analysis of the development
of scientific and technological complex. Both methods are based on the system of indicators
characterizing the internal and external environments and factors of the scientific-technological
complex. The proposed methodologies are widely used in the international arena. The author
has studied the work carried out on the basis of inter-country and interregional comparison in
the international arena, based on those models; the system of characteristic indicators for
Azerbaijan was selected and calculated. The innovation index has been formulated based on
the internationally accepted principles for the evaluation of scientific and technological
development. A comparative assessment of the scientific and technological potential of
Azerbaijan has been found in the index of innovation for each economic zone, which has been
classified and clustered for zoning. The selected indicator system allows evaluating the level of
innovation development of different areas and analyzing the factors affecting the innovation
index in the economic zones. We divided the economic zones into clusters and analyzed the
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factors. Method of measuring innovation potential was prepared with the method of fuzzy
clusters based on factors.
Innovative activity of economic zones was measured on the basis of the selected indicators
system allowing the country to share the scientific and technological potential of the country
and to analyze the cluster.
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ABSTRACT

Georgia's strategic partner is very important for Georgia to continue close cooperation with
the Republic of Azerbaijan in politics, both export and import economics, energy,
transportation and cultural spheres. The main trading trends between Georgia and
Azerbaijanis revealed in the article. The methods of statistical observation, grouping and
analysis were used in the research process. According to both export and import, ten countries
are included. It is noteworthy that the commodity structure of export and import has not
changed in dynamics. According to the data of 2017, Georgia is in the second place by
Azerbaijan, followed by Russian Federation and its index is 9,9%, which is 4,6 percent behind
Russia; The volume of export to Azerbaijan in 2007-2013 increased by 13% compared to the
previous year and by 417% in 2007; Export goods are very profitable. Among them: alcoholic
drinks, potatoes, non-alcoholic beverages, exports of non-alcoholic drinks, curry fruits,
cigarettes, ferro alloysetc. As for Azerbaijan, it is in the fourth place according to import
countries. It should be noted that export goods are very profitable. Among them: electricity, oil
and oil products , oil gases, ores and concentrates , vegetable oiletc.The article has a great
practical significance, since the tendencies of trading economic cooperation expressed here
can be used to estimate correct aspects of trade relations between Georgia and Azerbaijan.
Keywords: export, import,trade, transportation, relation, oil products,economic cooperation

1. INTRODUCTION

Today, the globalization has become a crucial issue in the everyday political, economic, social
and cultural life. From the strategic point of view, it is very important for Georgia to enhance
the world trade - economic, financial and other kinds of relations, especially when it is in the
foreign interests of the country to share the advanced European values and experiences and join
the European Union. In order to form the right economic policy of the country, it is necessary
to conduct a theoretical and practical research of integration of Georgia with the world
economy, to study the foreign economic contacts quantitatively, to reveal the major
developmental trends, to calculate their predictive indices, to estimate the results correctly and
to develop appropriate political-economic proposals and preventive measures (N.
Abesadze,2016,pp.11). Within the background of the globalization processes taking place in
the world economy, one of the principal preconditions for the development of Georgian
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economy is the availability of highquality statistical data depicting the integration processes.
This, surely, means the perfection of the activity of the National Statistics Office and its
maximum harmonization to the international standards. In-depth changes and rapid
development of the socio-economic life have made it necessary to see the theoretical issues of
statistics in a new light and develop scientifically proven methodological principles compatible
with practice (Abesadze, 2015, p 333). Active involvement of the Georgian economy in the
process of integration, leads the country to the economic system in order to harmonize national
standards with international standards. Globalization is the object of everyday political,
economic and social life. The situation was different in the past. Georgia has been actively
engaged in trade-economic relations with different countries in different historical periods.
After the collapse of the Soviet Empire it inherited a violated economic system with full
experience of market relations and similar legislative basis that caused a lot of problems for the
country. Provision of sustainable economic development of Georgia is impossible without
improving foreign trade balance. To achieve this, it is important to increase the export potential
of the country, depending on the supportive measures of export, local staging, the policy
pursued by the country etc. Foreign trade will be reflected positively on economic growth when
export turns to imports or we have a positive trade balance. Statistics creates a general picture
of the position of development of national economy and covering the economic and socio-
political processes in the regions, using different statistical methods. Georgia's strategic partner
is very important for Georgia to continue close cooperation with the Republic of Azerbaijan in
politics, trade, economics, energy, transportation and cultural spheres. Consider the statistical
characteristics of trade relations with Azerbaijan. Purpose: The main goal of the work is to
reveal the main trading trends between Georgia and Azerbaijan. Research methodology:
qualitative and quantitative methods of data analysis applied in the article are widely accepted
in economic science (Gelashvili, S., Abesadze, N., Abesadze O., 2015): the methods of
statistical observation, grouping and analysis were used in the research process. The graphical
expression method is widely used.In addition, the methods of induction, deduction, analysis
and synthesis, selective observation were used in the research process. Comparative indicators
of the structure, dynamics and comparison were calculated. Accordingly, the aim of our
research is to distinguish the major problems of the integration of Georgia into the world
economic sphere, to reveal the tendencies characterizing to foreign trade, to calculate the
prognosis of the main indices of the foreign trade turnover of Georgia with the purpose of
working out the further conclusions and recommendations. (N. Abesadze,2014, pp. 167)

2. FINDINGS

It should be noted that according to the data of 2017, Georgia is in the second place by
Azerbaijan, followed by Russia and its index is 9,9%, which is 4,6 percent behind Russia.
Turkey occupies third place with 7,9%. The volume of export to Azerbaijan in 2007-2013
increased by 13% compared to the previous year and by 417% in 2007.

Figure following on the next page
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Figure 1: Export performance in Azerbaijan 2007-2017(Million USD)
Source: National Statistics Office of Georgia

After 2013 the export index starts to decline,decline trend after 2016. In 2017, the export flows
sharply increased comparing to the previous year. It is enough to point out that in 2017, only
Expo Azerbaijan increased by 78% in comparison with the previous year. Average volume of
exports amounted to 272.17 min. US dollars.

2.1. What is the export trademark with Azerbaijan?

It should be noted that export goods are very profitable. Alcoholic drinks - Exports totaled 126.6
mln USD at the end of last year, from CIS countries to 82.6 min. US dollars. Azerbaijan has a
6% market for spirits, and specifically 9% of the CIS market. Exports of alcohol in Azerbaijan
in 2017 were 7.1 min. USD. Potatoes - Exports in CIS countries amounted to 5.2 million US
dollars, from which export flows were mainly made in the following countries: Azerbaijan
(97%) - 5.04 mIn. US dollar, Russia (2%), Armenia (1%) - 0.05 million. USD. Non-alcoholic
beverages - volume of exports amounted to $ 17.9 million in 2017, including 15.7 million in
CIS countries US dollars. Exportation of non-alcoholic drinks to Azerbaijan to 6 million at the
US Dollar rate. Theexport of live poultry - in 2017, 1.2 million USD, 93% of which were made
in Azerbaijan.Curry Fruits - Export Volume 4.4 million US dollar was estimated at 4% - 0.2
min. US dollars were exported to Azerbaijan.Cigarettes - Export of the product to the last data
was 41.8 min. US dollar, the majority of which is 59%, was transferred to Azerbaijan.Ferro
Alloys - the CIS market in 2017 was implemented by 135.5 million. Exports of US Dollar
Ferro-Alloys, 4% - 5.42 million US dollar was exported to Azerbaijan.Exports of automobiles
are still active, with a volume of 234.9 million US dollars in 2017. The main exporter of this
product is Azerbaijan, with the volume of exported products amounting to 88.2 million. US
dollar amounted to 38% of total exports and 48% of the CIS market. Exports of trucks in CIS
countries were 12.2 million USD. of which 23%were exported to Azerbaijan. The volume of
exports of medicines is quite large. In 2017 the export volume of the product is 140.6 million.
USD, 22.3 million of which was exported to Azerbaijan, representing 17% of the entire market
and 16% of the CIS market.- 6 million in the CIS market. US dollar cyanides and oxyxian
exports, 62% of which were made in Azerbaijan. A total of 4.7 million USD cosmetic products
were exported in 2017, of which Azerbaijan's share was 10%. Exports of rubber pneumatic salts
from Georgia amounted to 5.4 min. US dollar amounted to Azerbaijan's share of 90%. etc. It is
interesting, what is the export share for Georgia and Azerbaijanin GDP? According to the data
of 2016, this figure is 46,45%, while export in Georgia is 43,48%.
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If we analyze the dynamics, we will see that from 2011 to 2015 the share of export to Azerbaijan
was gradually reduced in GDP, but in 2016 it increased by almost 10 percent and in different
cases in Georgia. Since 2011, the share of export share in GDP is systematically
growing.Compared to the previousyear, it is decreased by 1.3% in 2016.

2.2. What is interesting about the importing commodity structure?

According to the data of 2017, the volume of imports in Georgia is 7939.3 min. US dollars.As
for Azerbaijan, it is in the fourth place according to importing countries. The diagram below
shows the dynamics of import data with Azerbaijan, where there is a more or less tendency to
be observed. If from 2009 to 2013, import from Azerbaijan increased by 97 million US dollars,
an average of USD 54 million has been reduced from 2013 to 2016. In 2017, however, it
increased by 16% compared to the previous year.
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Figure 2: Imports from Azerbaijan to 2007-2017 (Million USD)
Source: National Statistics Office of Georgia

Electricity - main importers of this product are Azerbaijan (71%), Russia (20%) and Armenia
(9%). In 2017, 66.7 million. US Dollar imported electricity from which the import markets were
presented. In 2017, Georgia imported 696.6 million.USD oil and oil products, including the
volume of oil products imported from Azerbaijan by 112.5 million. US dollar. And it is
amounted to 16% of the total market and 31% of the CIS market. It should be noted
thatthevolume of oil gases, which amounted to $ 350.4 billion in 2017, mainly two countries
accounting for 91% of Azerbaijan (318.9 million USD) and Russia with 9%. The volume of
ores and concentrates is low, it is important to note that in 2017 the import of this product is
383.3 million US dollar and amounted to 8% of which transfered from Azerbaijan. Its volume
is only -19.8 mIn. US dollar and amounted to 5% of the total market. The size of import of
vegetable oil from Azerbaijan is quite small (6%) in total volume of imports. For statistical
analysis it is necessary to consider the foreign trade turnover of the countries of the South
Caucasus. The chart below shows the volume of trade turnover of Georgia, Azerbaijan and
Armenia for 2007-2017 years. While analyzing the above table, it is clear that foreign trade
turnover is characterized by a divergent tendency in the interval of 2007-2017. During this
period, it is noteworthy that sharp increase or decrease in concrete years have been revealed.
However, 2013 is the maximum foreign trade turnover for both countries in a ten-year interval.
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In 2014-2016, foreign trade turnover decreased, which is likely to be caused by the current
currency fluctuations in the world, but in 2017 we have an increase in comparison with the
previous period.
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Figure 3: Foreign trade turnover with Azerbaijan2007-2017 ((Million USD)
Source: National Statistics Office of Georgia

Cooperation in the field of energy and transportation between Georgia and Azerbaijan is
strategically important. Projects such as "Baku-Supsa" and "Baku-Tbilisi-Ceyhan" oil
pipelines, "Baku-Thilisi-Erzurum™ gas pipeline and Azerbaijan-Georgia Interconnector aim to
supply Caspian Basin energy resources to Europe market and "Baku-Tbilisi-Kars" Railway
project of Azerbaijan and Georgia with the European Railway Network are of great geostrategic
importance of the Black Sea and the Caspian region. Due to the above, Georgia is especially
important for its strategic partnership in close cooperation with the Republic of Azerbaijan, in
politics, trade, economic, energy, transportation and cultural spheres. Further development of
good neighborly relations and mutual cooperation between countries is also very important.

3. CONSLUSION

e Georgia's strategic partner is very important for Georgia to continue close cooperation with
the Republic of Azerbaijan in politics, trade, economics, energy, transportation and cultural
spheres.

e The trade volume of Georgia is increasingly growing with Azerbaijan;

e It should be noted that according to the data of 2017, Georgia is in the second place by
Azerbaijan, followed by Russia and its index is 9,9%, which is 4,6 percent behind Russia;

e The volume of export to Azerbaijan in 2007-2013 increased by 13% compared to the
previous year and by 417% in 2007,

e Export goods are very profitable. Among them :alcoholic drinks, potatoes, non-alcoholic
beverages, exports of non-alcoholic drinks, curry fruits, cigarettes, ferro alloys and etc.

e As for Azerbaijan, it is in the fourth place according to import countries

e It should be noted that export goods are very profitable. Among them:electricity,oil and oil
products, oil gases, ores and concentrates , vegetable oil etc.
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Practical importance - The article has great practical significance, since the tendencies of
trading economic cooperation expressed here can be used to estimate correct aspects of trade
relations between Georgia and Azerbaijan.
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ABSTRACT

Achievement of the goals of social and economic development and the modernization of the
governance process require the establishment of mechanisms for more effective management
of relations between business and the state. The article theoretically analyzes the necessity of
making changes in decision-making process on regulating entrepreneurship during the reforms
in the state governance model. Directions of relationships between civil servants and
entrepreneurs, mechanisms of conflict of interests have been clarified. Various approaches to
the degree of involvement of entrepreneurs, civil servants and political leaders in decision-
making affecting entrepreneurial activity, the stages of sequencing the decision-making
process, and the opportunities and freedoms granted to civil servants in the decision-making
process has been analyzed. The role of human factor in decision-making process, the
requirements of the administrative management apparatus, the existing problems in assessing
the implementation of decisions has been explained, the systematic approach and the difficulties
encountered in the use of situational analysis methods have been indicated. The complexity of
grouping existing attitudes and relationships in various structures of the administrative
management system, the effects of decisions and goals of the sub-divisions in public bodies on
the decision and purpose of the overall state, and the shortcomings that arise during the
execution have been identified. In the research process, attention was paid to the experience of
different developed countries, comparative analysis, logical summarization and grouping,
synthesis methods have been used. Recommendations on improving effectiveness in public
administration were put forward, practical proposals were made regarding the preparation,
acceptance, implementation and monitoring of enforcement of decisions within the competence
of state bodies belonging to the civil service system.

Keywords: Civil Servants, Decision-Making, Business Activities, Economic Development,
Effective Management

1. INTRODUCTION

Achieving the goals of socio-economic development and modernization of the economy based
on innovation, requires finding more effective mechanisms of management of mutual relations
and activities of society, business and the state. The formation of a multi-vector system is based
on the consideration of the interests of these three, as well as on the harmonization of attempts
to meet them. The state, preparing, working out and implementing its policy, is trying to enlist
the support of business structures that can influence the social, economic and political processes
taking place in society. And entrepreneurs who want to get certain advantages within their
interests are trying to get help and patronage of state structures. Obviously, both sides are aware
of their dependence on each other and are trying to turn this dependence to their advantage.
Currently, the refusal of excessive positions and duties in the state power, as well as the transfer
of management in a number of areas to the private sector, is an example of a reassessment of
vertical integration. Because, if economic development makes it necessary to conduct a series
of changes in business structures, and if these changes are carried out, the invariability of state
administrative power will lead to the formation of inconsistencies in the overall organization,
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as well as to the formation of even greater problems in administration. The objectives of the
state’s economic policy coincide with the objectives of state regulation only if the main goal of
the economic policy is to solve only those problems that the market itself cannot solve. The
importance of economic policy reflects the essence and technology of public administration.
Engaged in studying the role of group interests and characteristics of bureaucratic management
in the economic policy of the state, L. Mises, F. Hayek and J. Schumpeter attract public
attention to the fact that not adjustable government control can be dangerous. Particularly, J.
Schumpeter in his work "Capitalism, Socialism and Democracy" assigns a large place to the
role of political institutions. Representatives of neo-institutionalism, although they note that
increasing the role of the state in the economy leads to a slowdown in the effective development
of the market, they nevertheless accept that the implementation of complex forms of exchange,
compliance with the terms of agreements and protection of property rights requires state
intervention. But there are also thoughts that the state creates inefficient institutions, and even
that particularly interested groups change the “rules of the game” of the market in their favor
and get political rent. Having criticized the Keynesians and casting doubt on government
intervention in the economy, in the 50-60-ies of the last century the foundations of a new Theory
of Public Choice were laid. Supporters of the theory of public choice (D. Black, K. Arrow, E.
Downs, J. Buchanan, G. Tullock, M. Olson, D. Muller, R. Tollison, U. Niskanen), having built
analogies between the state and the commodity market, analyze the state in terms of the market
of a special form (Nureev, 2011, p.2). Since participation in public decision-making and the
allocation of public resources often leads to people competing for a place in the management
hierarchy, citizens who elect representatives to the highest state administration bodies; deputies
who pass laws and officials who enforce and monitor the implementation of these laws are
considered as particularly interested persons. At the same time, the political mechanism is
considered as a means of reaching a compromise in the clash of interests of various groups
(Hardin,1991;1995). Proponents of the theory of public choice, widely using the methods of
classical liberalism and marginal analysis, began to explore the impact on the economy of
government decision-making processes, which, in turn, are areas of research in political science,
sociology and law. Thus, a similar analysis between the individual and the state was conducted
by K. Arrow in 1951 and 1963 in his book “Social Choice and Individual Values”, and between
the market and the state in 1962 by J. Buchanan and G. Tullock in the monograph “Calculation
of the Agreement: The logical foundations of constitutional democracy.” And the relationship
between the citizen and the state they considered from the point of view of the “service for
service” approach (quid pro quo) (Hardin, 1995; Nureev, 2005). Continuing research in this
direction, in 1985, G. Brennan and J. Buchanan in their work “Principles of Rules” compared
market and political ordinal rules. The analysis of political “games without rules” and “games
by rules” was carried out by commenting on the contractual basis of society (Buchanan,
Brennan, 1985). It was noted that, in consequence, in a democratic society, the economy will
deter the incessant growth of the state apparatus, and the work of the public administration
apparatus will be monitored by civil society. Today, socio-economic and institutional changes
occurring in a number of countries indicate the implementation of this approach. “In general, it
seems that all reforms, changes and new developments have still not found their way into the
mind of citizens. Public organizations and civil servants’ stereotypes still continue even though
they were shaped in a world that no longer exists. Until now, many have the perception that
civil servants work in an environment that is clearly separated from the private sector. In
addition, many see civil servants as bureaucrats who lack flexibility and adhere to rules and
processes and who are not inclined to serve the individual or citizens’ interests. In addition,
another popular stereotype is that civil servants are not performing as they should, but are
nevertheless receiving preferential treatment in terms of pay and working conditions in
general.” (Demmke, 2005, p.5)
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2. MUTUAL CONNECTION OF THE STATE AND OWNERS

At present, the concept of public choice, which is widely used in economic research, is in some
cases interpreted as state, social and public control (Nureev, 2005). Although, speaking of
public choice, we mean the choice made by society, i.e. voters (citizens). Also, the concept of
public policy is understood as the political sphere of government controlled by society, i.e. not
the choice of a socio-economic system by society, but the general choice and interests of all
citizens (not groups, but the people as a whole). In fact, state structures are not interested in
sharing power with others (owners, citizens), most decisions are prepared and made in a closed
environment, and in this case it is impossible to observe the principles of transparency and
freedom of choice. But the activity of the state apparatus is always under the keen interest of
society, and the bureaucracy acts as an agent producing public services. For this reason, political
rent and its features become objects of discussion (4, p. 27). According to V.Tyan, “Political
regulators, within the framework of their authority, intervene in the formation of the state
apparatus, in particular, in the implementation of official activity by the institutions of state
service. Change or complete replacement of staff to improve the efficiency of public services -
is the right of government. Either Inefficiency or rationality in government activity is
determined by its nature (character) and the terms of the manifestations of this nature
(structure)” (Tyan, 2016). A. Bentley and D.Truman offer to look at politics (the political
approach of the authorities) as a sphere of competition for various interest groups. In recent
years, as a result of the analysis of modern comments, it was concluded that in the scientific
and economic space, neither Western nor post-Soviet countries that have become part of the
CIS, there are no holistic, generally accepted ideas about such concepts that are put on the
agenda in the research as “lobbyism”, “GR” (government relations), “PA” (public affairs). Of
course, there are much more research related to “GR” and “PA”, and each researcher, depending
on the subject (citizens, NGOs, political parties) and object (government bodies and any
institution that influences decision making) impact, and level of impact when interacting with
the state, comments on these terms in different ways. At the moment, gradually replacing
lobbyism and becoming more relevant "GR" and "PA" comprehensively characterize the
relationship between government and owners. Thus, GR departments of large companies
monitor legislation, the activities of legislative bodies and base their work on building mutual
relations and communications between all departments of the company and government bodies.
As a result, top managers of some large companies continue their activities in government
bodies, and government officials are invited to high positions in large companies. In a number
of companies, despite the creation of GR departments, the responsibility for communication on
important issues lies with managers. In recent years, there has been a tendency to strengthen
and stabilize the mutual communication link between the state and business (public servants
and owners).

2.1. Relationships between government officials, political leaders, and owners: a conflict
of interest

Building a government based on a constitution and capable of introducing an adequate policy
in accordance with changing requirements is one of the basic conditions for the process of
creating a government. The development of the economy, the definition of the “rules of the
game” of market actors requires the creation of an appropriate legislative framework. The
transition to a new economic system is associated with the creation of appropriate democratic
institutions, the formation of an economic way of thinking of the population and the national
mentality in accordance with the new requirements. This can be achieved without creating
opportunities for bureaucratic arbitrariness, corruption and other negative cases (8, p.52). The
relationship between the public service and the owners should be built on trust, in which both
parties are interested. “The public sector as well needs to change its way of thinking.
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We must avoid contrasts between public and private sectors. A modern public administration
must support growth and competitiveness of the private enterprises. Today the public sector is
a burden for the economy. Bureaucracy, high taxation, hyper-regulation, regulatory uncertainty,
inefficiency, inability in understanding the problems facing enterprises, inability in
understanding how the markets work, delays in the decision processes. Too often we find in the
public approach, in the behavior of single civil servants, and in the legislation, hostility towards
our world.” (13) At the moment, there is a need for the law to have the maximum opportunity
for direct impact. But in conditions of economic reality, this has not been fully achieved yet.
The newly adopted laws as well as the previous ones are supplemented by a number of
regulations, various rules, orders, instructions, etc. As a result, in addition to the law, a large
number of documents are applied to it, which create conditions for the occurrence of artificial
obstacles, misunderstandings due to lack of information, deviations from laws and other
negative situations. Existing gaps in the laws, as well as the lack of articles to regulate a number
of relationships, leads to certain difficulties in managing the economy. On the other hand,
ineffective, untimely and unbiased state intervention in the economy can disrupt the general
balance. This feature should always be taken into account by the state. Therefore, for the direct
impact of the law, its execution and perception, it must be as consistent as possible, detailed
enough to regulate the relevant relationships. The list of important tasks for the state service
includes: expanding the legal, information and other bases for the development of a democratic
state; protection of the institution of special property; assistance to large, hearty and small
ownership through the creation of a competitive environment; improving the quality of public
services; prevent corruption, combat these incidents and much more. Therefore, in regulating
certain economic relations, instead of detailing, there is a need to apply the principles “can do
all that is permitted by law” for civil servants and “can do anything that is not prohibited by
law” for owners. This approach prevents the exertion of influence beyond the scope of
authority, and also allows members of society to make choices, giving them freedom in their
activities. Thus, the transition to legal regulation is carried out regardless of the state and
government officials and their instructions, as it was in the administrative system of
management of the society and its representatives; and by complying with the requirement that
in the conditions of market relations, any “activity should be controlled and regulated only by
law”. Systematization of legislation, taking into account the country's existing customs and the
economic and political situation, depends on the interests and will of the legislator, who forms
the system and tries to effectively resolve public relations in this area. Basically, the
implementation of economic policy is influenced by the way of thinking of the population,
decision-makers, owners, and finally, scientists, researchers. “The human factor has a huge
impact on management processes, preparation of decisions, assessment of the decisions of the
existing management and assessment of the results of its execution.” (Shahbazov, Hasanov,
Mammadov, Nasibov, 2014, p.66) The course of economic processes indicates the growth of
economic consciousness, i.e. observes the growth of intelligent behavior adequately real
economic condition. The experience of recent years shows that the presence in the country of a
sufficient number of factors influencing the formation of the national economy does not ensure
the automatic realization of its superiority at the world level. “Public agency missions and
operations are also influenced by political philosophies and political philosophies can change
dramatically from one election to another and it is often difficult to shield public employees
from undue political influence. Markets cause disruptions too of course, but usually not of the
politically partisan nature. In addition, there is no natural mechanism such as the pursuit of
profit in the public sector to align the incentives of civil service employees with those of the
elected political leaders” (Tosterud, p.2). Ultimately, the materialization of superiority is also
linked with the fulfillment of promises made by the state.
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Studies related to the relationship between business and government structures, as well as
changes in political life indicate that political leaders (heads of state) are confronted with the
fact that large political groups, whose actions and interests could be foreseen, are currently
divided into a large number of small groups. These small groups can very quickly, in a very
short period of time, unite, disintegrate, forming for a time, rally around some problem, and it
can be difficult to predict. F.Goudnau and VV.Wilson tried to reveal the features of a bureaucratic
model capable of producing positive results in a democratic society (between the legislative
and executive authorities). At the same time, were made attempts to identify the differences
between politicians (people holding political positions) and administrative employees
(government officials holding executive and management positions). In their opinion, “For the
development of democracy, politicians must control the activities of administrative workers,
and such subordination should be consolidated at both the individual and collective levels. In
this case, the administrative staff will not be able to intervene in politics and will only be able
to act in the direction that the politicians indicated to them, to follow the instructions.” (8, p.2)
The presence of an internal threat to democracy, the formation of new structures of national
culture and economy, the emergence of problems of fanaticism and ethnic minorities, the
raising of the economy to a new level make it necessary to apply various styles and methods of
management.

3. DIFFICULTIES IN ASSESSING THE EXECUTION OF INSTRUCTIONS, A
SYSTEMATIC APPROACH AND ANALYSIS OF THE SITUATION

The state makes it necessary to analyze the factors of administrative management complexity
and its multidimensionality, not separately, but from the point of view of integrity and
interaction, as one derivative of the other. Despite the fact that in the administration of the state,
each element has a specific function and purpose, they should be studied as an integral system.
On the one hand, this system should be considered as acting, sufficiently resistant for existence
in any conditions; on the other, as changing, by virtue of its development. However, in the
systems approach there are moments that cannot be explained and analyzed. This is due to a
specific mechanism explaining the integrity of the public administration system and
determining the type of links in the system. Determining the presence of bonds of various types
is not enough. It is necessary to group these connections from the logical point of view as similar
and analyze them, bringing them to the form “connection-operation”; however, in practice it is
a difficult process. Cause in various structures of state administration it is not always possible
to fix these connections. In this case, it is very important to analyze the complexity of the
system, its criteria and the importance of these criteria. The problem is considered wholly,
taking into account the interrelation and results of relative, individual decisions, which, in turn,
is the cause of solving problems by alternative means. One of the basic conditions is the non-
contradiction of the decisions and goals of individual downstream departments to common
solutions and goals. Although, in practice, in some cases, such contradictions are observed. And
this affects the quality of reforms in any area. For this reason, when building a model on the
basis of a systematic approach, it is necessary to take into account all factors and relationships
(and in some cases, various situations that may arise under the influence of these factors) that
may collide in real life when a solution is implemented. When building such a model, one of
the main goals is to study how much an action may affect the overall result, as well as how
many of which resources and funds may be needed. Despite the need for resources and costs,
with a view to continuous development, you need to spend them with savings. At the same time,
both external and internal influences must be considered. From this point of view, systemic,
consistent and decisive measures recently conducted in the republic with a view to developing
the environment of ownership are positively assessed. In addition to the positive, there are a
number of factors that impede the implementation of economic policy.
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In order for the implemented economic policy to produce the expected result, first of all, it is
necessary to get rid of the constraints that are negatively affecting the development of the
economic thinking of the people: political ideological, class, religious, psychological, etc.,
based on common national characteristics. Another obstacle is the inability to correctly
calculate the phase of time periods.

3.1. Inability to correctly calculate the phase of time periods

It is obvious that for the implementation of economic reforms it is necessary to conduct a series
of specific actions in a certain period of time. Economic processes do not occur instantly and
for the implementation of reforms in addition to resources, time is needed for a number of
activities. Therefore, in the implementation of reform measures, delays occur, which, in turn,
leads to the formation of a length of time that removes the final result from the goal. In general,
the governing bodies should know not only the results of economic reforms, but also when they
occur, i.e. how long does it take to achieve these results.

3.1.1. The stage of confirming the problem

The time frame that indicates the stage of recognition of a problem is the length of time
necessary for politicians and government officials to accept the fact that there is a problem
requiring government intervention. But in reality, in most cases, this time span covers more
time than necessary. Especially in some cases, the slowness of officials, politicians, scientists,
proprietors, researchers in defining and publicizing a problem, their fear to openly admit and
report a problem or unwillingness to accept a situation as a problem leads to the fact that this
period of time increases, and the problem itself reaches large in size, distributed in society and
in the economy, deepens.

3.1.2. Stage of finding a solution

The next step in finding a solution is the time interval between the stage of recognizing a
problem and making decisions for its resolution. After the fact that there is a problem, it takes
time to prepare and adopt the necessary legal acts, and especially laws. And although the media
associate this situation with leaders in power (politicians), the truth is that even a high-ranking
leader can become a hostage to the system. The system here means not capitalism, socialism, a
market or an administrative body, but bureaucracy. In all democratic countries (England,
France, Germany, etc.), the day-to-day work of the authorities, necessary for the adoption of
bills, the documents submitted for signature are not prepared by people elected for their posts
democratically, but by bureaucrats (people in leadership and administrative public service
positions) (Toffler, 2003, p. 311). Political leaders often express their dissatisfaction with
bureaucrats and talk about how many difficulties and obstacles they face when executing their
plans. And as a cause of discontent are indicated the late reaction of bureaucrat, the
accumulation of problems and the inability of bureaucrats to solve them. Studies related to the
mechanism of power have shown that managers face the problem of choice only if civil servants
cannot agree among themselves. Of course, there are decisions that must be made by the first
person (for example, decisions in emergency situations that require increased secrecy) and
which are not allowed to be discussed by government officials. But in everyday life, such
situations are rare, and usually civil servants choose between several suggested options. In
addition, leaders (political leaders) have a more superficial understanding of the problems than
government officials (bureaucrats). Social and technical changes lead to problems related to
combining several activities. And civil servants (bureaucrats) in some cases, mainly when the
problem is related to the direction of activities of several bodies, cannot solve the problem in a
fruitful way due to the impossibility or unwillingness to transfer their funds to the budget,
authority and rights to others.
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As aresult, there is not a high-quality performance of the work and the solution of the problem
in a fruitful way, but a competitive struggle for the appropriation of state funds. Note that in
practice, various special commissions are often organized as a measure for resolving difficult
situations. In reality, as well as in the business sphere, the need for the reorganization of public
administration is increasing. In such cases, only leaders (political leaders) are able to take power
from the hands of state employees (bureaucrats). For example, in the Republic of Azerbaijan,
as a result of direct attention to the process of creating a favorable business environment of
President Ilham Aliyev and meetings with businessmen, controlling the problem, and also
coming into force to eliminate existing provisions that caused discontent, the Law of the
Republic of Azerbaijan “On Suspending inspections in the field of entrepreneurship” from
November 1, 2015, gaps in the legislation were eliminated (1).

3.1.3. The stage of decision-making and implementation by the public authorities

Decision-making and implementation of measures by public authorities largely depend on the

extent to which the public administration body effectively operates. The need for the

development of new approaches to decision-making in business development and public

administration is growing. The following stages, which are important in the civil service system,

should be considered:

1. 1.Collection, processing and analysis of the information essential to the situation analysis;
revealing negative and positive aspects;

2. determination of goals and sort by the degree of importance;

3. analysis of the availability of resources needed to achieve the objectives and capacity
assessment;

4. choosing the most optimal way of achieving goals, developing alternatives, analyzing and
evaluating efficiency;

5. decision making and its implementation, coordination;

6. performance analysis, removal of obstacles and shortcomings;

7. evaluation of results.

One of the issues in the broader media market is the refinement of good politics. The main issue
discussed in the economic policy is that states are pre-defined and supported by precautionary
measures for each trafficked person, or because of the absence of such cases or the support of
the actors to act according to the situation at every stage. "Predefined Guidelines” or
"discrimination™ in the application of "state-imposed" policies pursuant to economic changes.
The key point to be taken into consideration is that if uncertainty arises from the effects of the
illness, it must be exploited or abandoned, and that their effects should be considered in advance
and timely, ie delayed action should be taken. Other factors that hinder the implementation of
economic reform are expectations that are unaccountable and inadequate, inadequate and
uncertain. Assessment is complicated and problematic, making it necessary to consider a
number of points. This is primarily due to the fact that the repetition of a number of situations
is a threat to the short-term existence of insecurity in a long-term period, mainly due to the
reputation of the population and its credibility. In other words, the realization of a single
decision is affected by the consequences of the occurrence of different moments and the smaller
decisions made. Sometimes the adoption of the normative-legal act does not result in its
functioning and implementation. Therefore, special measures are needed to implement the
decision. For example, as a result of the adoption of the Law of the Republic of Azerbaijan "On
suspension of entrepreneurship inspections”, the inspections carried out in the territory of the
Republic of Azerbaijan for 2 (two) years have been suspended and the General Prosecutor’s
Office of the Republic of Azerbaijan " On Additional Measures for the State Regulation of the
Implementation of the Law of the Republic of Azerbaijan, Laws of the Republic of Azerbaijan
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on the Implementation of the Law and Inspections in the Field of Entrepreneurial Activity ", to
investigate information on violations of the requirements arising from the Decree of the
President of the Republic of Azerbaijan No 660 of 26 October 2015 and to ensure that
appropriate measures are taken to detect violations, the Republic of Azerbaijan It is
recommended that regular information be provided to the President of his ward (2). Recent
research shows that in developed countries, the interaction of business with the authorities is
not developed on the basis of individual interviews with civil servants (officials), but rather
towards the creation of more stable, long-term communication systems. The development of
information technologies in turn creates new opportunities for the business to formulate and
implement a strategy for interaction with government agencies. Also, new communication
technologies also lead to change in hierarchy of government. That is, some structural units lose
their relevance and become unnecessary. Apparently, economic development requires the
development of interaction between business and government authorities. As a result, both of
them need to take and apply certain features. This in turn leads to structural changes in the
background of changes in one.

4. CONCLUSION

The influence of human characters and motives on decisions made at the time of the model of

management should always be discussed. The following steps should be taken into account

during the administrative decision-making process:

e After the problem has been analyzed, a structured-functional analysis of the decision-
making must be carried out, a motivation model should be selected, and methods of
restoration, quantitative decision-making and other approaches (methods) should be
selected when motivation changes occur;

e The positive and negative aspects of the selected method should be predicted in advance,
pre-requisite preparations should be made for negative parties, and measures to alleviate
their impact strength should be determined. At the same time, the decision-maker should
evaluate the situation correctly and determine which factor is important in this situation and
how the outcome of the change (one or more) consequences will ultimately result;

e The person making the decision should have the tools, techniques and skills to achieve the
goal.

In a systematic approach, there is a need to define the place and function of social elements
(e.g., age, education, gender, lobbying and others), that is, the elements of social interaction, in
the public administration system, mostly in structural-functional analysis. In most cases, it is
attempting to determine the degree of dependency between the management activity and the
interaction of these social factors. Also, the governance of the management activity is not static,
but dynamic, with the possibility of relationships between management activity and social
factors, i. e., depending on the situation (as the events occur) and the possibility of change. The
struggle between civil servants (bureaucrats) and political leaders is inevitable for the
management of the system, which leads to the radical reorganization of the bureaucracy,
resulting in a change in the relationship between political leaders and civil servants
(bureaucrats). Communication plays an important role in this process. Given how much
information and knowledge are used in management, more and more society becomes
"information and knowledge society”, making the management more difficult. Unlike the
jurisdiction system, the legislative system is fundamentally subjective. Thus, the texts of the
normative acts reflecting them are drawn from the point of view of practical expediency by
legislators (law-abiding, often civil servants). Despite the fact that a number of recent events
have yielded positive results, the gap between the laws of each of the system and in some cases,
contradictions necessitates more attention to the improvement of the law enforcement and
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monitoring systems. Thus, the study of the application of the legislation should be
systematically implemented, and proposals for improvement of the legislation should be in line
with the findings of the legislative basis for the implementation of the legislation, as well as the
findings of violations and shortcomings, should be taken into account in order to eliminate gaps
in legislation.
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ABSTRACT

Covered bonds represent one of the oldest European financial instruments. Covered bond
market started with a need to finance the agriculture and was later focused on a real estate.
Today, the covered bond market is one of the largest debt market in the world with EUR 2.5
trillion in outstanding amounts, representing a cost-effective source of funding for banks in
facilitating the financing of real estate loans and public sector loans. It is active in more than
twenty different European countries and growing at the rate of 20% annually outside the
European Economic Area. Following these trends, the European Commission has identified
new set of building blocks for the Capital Markets Union to enhance more efficient cross-border
investments across the EU that could support the real economy and job creation. One of these
policy measures concerns a regulatory proposal for the European Covered Bond, to be
harmonized on the EU level. Based on the analysis of secondary data, this paper aims to serve
two purposes. First, it is to disentangle the effects of the proposed EU covered bonds legislation
on the European financial system. Second, to research potential costs and benefits for the
Central Eastern and South Eastern European financial markets with regard to harmonisation
of the European covered bonds legislation at the EU level.

Keywords: capital markets regulation, Capital markets union, European covered bonds,
Central Eastern and South Eastern European capital markets

1. INTRODUCTION

The covered bond represents one of the oldest European financial instruments. They are rooted
all the way back to ancient Greek mortgages followed by Italian and Dutch bonds. Further
development has been recorded in 18" century in Denmark and Prussia, followed by most
European countries in the 19" century (Schwarcz, 2011, p. 563-564). Covered bond market
started with a need for finance the agriculture and was later focused on real estate. Documents
state that in the past (as well as the present time) covered bonds proved an important factor for
the stability of the financial system. Although covered bond market had experienced a decline
during the mid-20" century, due mostly to the strong development of the deposit base (which
remained the trend in some Central Eastern and South Eastern European countries to present
time) from the mid-1990s covered bonds are experiencing a renaissance, mostly due to the
introduction of the single currency and low interest rates (European Covered Bond Council,
2018, p. 131-140). Today, the covered bond market is one of the largest debt market in the
world with EUR 2.5 trillion in outstanding amounts, representing a cost-effective source of
funding for banks in facilitating the financing of real estate loans and public sector loans. It is
active in more than twenty different European countries and growing at the rate of 20% annually
outside the European Economic Area, e.g. Australia, Canada, New Zealand, Singapore, etc.
(European Commission 2018b, p. 5-8; European Covered Bond Council, 2018, p. 131).
Following these trends, the European Commission has identified new set of building blocks for
the Capital Markets Union to enhance more efficient cross-border investments across the EU
that could support the real economy and job creation. One of these policy measures concerns a
regulatory proposal for the European Covered Bond, to be harmonized on the EU level. The
purpose of this paper is to research the policy developments under the Capital Markets Union,
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taking special emphasis on the latest policy proposal on the European Covered Bonds
legislative initiative by the European Commission and the effects it might bring for the
European capital markets. The paper also examines more closely the possible outcomes the
initiative might generate for the new Member States, namely Central Eastern and South Eastern
European countries and their capital markets. Following short introduction, the paper provides
an overview of the Capital Markets Union and European Covered Bond legislative initiative
while the third part explores potential costs and benefits of this policy action. The fourth part
examines trends on the Central Eastern and South Eastern European capital markets with regard
to European covered bond market developments while chapter five summarises the main
conclusions.

2. THE CAPITAL MARKETS UNION AND THE EUROPEAN COVERED BONDS
LEGISLATIVE INITIATIVE

After many decades of minimum harmonisation in the EU (Ferran, 2004: 1-7; Moloney 2008:
11-16) for various reasons and obstacles (e.g. Shuangge, 2013), the 1990s represent a new trend
of integration process (Bieling, 2006; European Central Bank 2009). The Capital Markets
Union is an initiative by the European Commission’s President Juncker (2014) to further
stimulate European financial integration (European Commission, 1999, 2005, 2009). The
Capital Markets Union is an European Commission’s policy initiative to develop and promote
integrated European capital markets, with its goals identified in the Action plan, to: (i) provide
new sources of funding for businesses, especially for small and medium-sized enterprises
(SMEs), (ii) reduce the cost of raising capital, (iii) increase options for savers across the EU,
(iv) facilitate cross-border investing and attract more foreign investment into the EU, (v)
support long-term projects and (vi) make the EU financial system more stable, resilient and
competitive (European Commission, 2015a, 2015b). Additionally, the Mid-term review of the
Capital Markets Union Action Plan states that three legislative initiatives have been agreed
between European Commission, the European Parliament, and the Council of the European
Union, namely: new Prospectus regulation, review of European Venture Capital Fund
Regulation and European Social Entrepreneurship Funds Regulation and amendments to
Solvency Il Directive (European Commission, 2017, p. 6-9). Furthermore, there are nine more
legislative initiatives pending for the agreement between three above-mentioned European
institutions (ibid.). Furthermore, European Commission has identified three new building
blocks for the Capital Markets Union. Firstly, European covered bonds, a new regulatory
proposal with a goal of promoting cover bond markets as an important source of relatively
cheap and long-term funding for banks in order to stimulate market financing (ibid, p. 5-7).
Secondly, Commission has legislative initiative to endorse cross-border distribution of
investment funds (ibid., p. 15-16). Thirdly, there is an initiative to promote legal certainty in
cross-border transactions in claims and securities (ibid., p. 6). Following the Commission’s call
for advice at the end of 2013, European Bank Authority (EBA) monitored and analysed the
functioning of the covered bonds market in the period of two years under the best practices
principle and based on two reports, the EBA gave recommendation for legal harmonization of
covered bonds at the EU level (Proposal for a Covered bonds Directive, COM(2018) 94 final,
p. 6-7). Following the Mid-term review of the Capital Markets Union Action Plan, European
Commission conducted series of public consultations and hearings from September 2015 to the
end of 2017 with key stakeholders as a preparation phase for the Directive and Regulation
Proposal, along with meetings with the Expert Group on Banking, Payments and Insurance and
the Financial Services Committee. Consultations confirmed support for principal based legal
harmonisation, with certain concerns regarding “one size fits all” model as an obstacle to
flexibility of well-functioning national systems (Proposal for a Covered bonds Directive,
COM(2018) 94 final, p. 5).
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In July 2017, the European Parliament issued a report giving support to the EU legislative
initiative. In March 2018, the European Commission launched the Proposal for the Covered
Bond Directive. In the following chapters, we will focus more closely on the issue of the
European covered bonds and its contribution to the integration of European capital markets
through the Capital Markets Union.

3. PROPOSED EUROPEAN COVERED BONDS LEGISATION AND ITS IMPACT
ASSESMENT ON THE EUROPEAN CAPITAL MARKETS

The proposed Covered Bonds Directive provides common definitions on the issue of covered
bonds and covered bond public supervision (art 3), also the structural features of covered bonds
(art. 4-17), covered bond public supervision and rules regarding use of the “European Covered
Bonds” label (art. 18-27). The proposed Covered Bonds Regulation (European Commission,
2018a, COM(2018) 93 final) is amending art 129 of the Capital Requirements Regulation and
aiming to strengthen the requirements for covered bonds in the area of preferential capital
treatment. Proposal for a Covered bonds Directive defines covered bonds as “a debt obligation
issued by a credit institution and secured by a cover pool of assets which covered bond investors
have direct recourse to a preferred creditors” (art. 3(1), COM(2018) 94 final). Covered bonds
are most commonly issued by banks and represent an important source of cheap and long-term
wholesale funding for these credit institutions. Furthermore, covered bonds play an important
role in facilitating the financing of real estate loans and public sector loans. Regarding investors,
European Commission states that covered bonds represent safe investment because of their
“dual recourse” mechanism, i.e. investors are covered by both the assets in the cover pool and
also they are entitled as ordinary creditors for any amount not settled with the liquidation of the
cover assets (European Commission 2018b, p. 2; Packer, Stever and Upper, 2007). Cover pool
frequently comprises of high quality assets, such as mortgage loans and public sector debt
(Figure 1). The composition has been shifting in the past 15 years from the public sector debt
to more mortgage debt.

Figure 1: Composition of the cover pool in EU countries’ outstanding covered bonds (2003-
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European Commission states two general and other specific objectives of the European covered
bonds legal harmonization process: firstly, to support Capital Markets Union by allowing banks
to support wider economy: (i) to support development of covered bond markets in all EU
Member States, (ii) to diversify investor base (see also Figure 2), (iii) enhance cross border
investments, (iv) attract investors from outside the EU. Second objective is focused on
prudential rules regarding covered bonds: (i) to align structural characteristics of covered bonds
across the EU with the risk features underlying the EU preferential treatment, (ii) expand
requirements for capital preferential treatment and (iii) address new risk from new liquidity
structures (European Commission 2018b, p. 25-27). In the terms of the size and the nature of
the market, covered bonds are still dominantly an EU financial instrument accounting for 84%
of the global market, although in the last 15 years non-European Economic Area markets had
a growth rate of 20% annually. Covered bond markets are active in 23 European countries,
while Baltic and few Eastern European countries are preparing to implement proposed EU
legislation, Croatia included. Outside the European Economic Area, Australia, Canada, New
Zealand, Singapore, South Korea (and recently Turkey) have active covered bond market. Over
the past few decades, covered bond market has become one of the most important debt market
in the EU, with around EUR 2.5 trillion in outstanding amounts at the end of 2017 and more
than 260 issuers (European Covered Bond Council, 2018, p. 131; European Commission
2018b, p. 5-8). Germany represents the largest covered bonds market (EUR 384 billion, in terms
of outstanding volume) with around 80 issuers, followed by Denmark (EUR 383 billion),
France (EUR 323 billion), Spain (EUR 281 billion), Sweden (EUR 222 billion), Italy (EUR
131 billion), and the UK (EUR 121 billion). The four largest EU covered bonds markets account
for around 2/3 of the EU market (European Commission 2018b, p. 6). Although cross-border
investments represent around 60% of total investment, these investments mostly take place
between countries with similar covered bonds and mortgage legislation, e.g. between Nordic
countries (Ibid., p. 19). As shown on Figure 2, banks and central banks represent the largest
investors in cover bonds, with central banks raising their share, while investors such as asset
managers and insurance companies have somewhat lowered their share, but it still amounts to
up to a third. This is mostly due to European Central Bank’s quantitative easing policy through
asset purchase programmes, which was originally designed to boost liquidity in the banking
market, but has also consequently lowered yields, resulting in reduction of asset managers’,
pension funds’ and insurance companies’ share in the investor base at the covered bonds
market. There is a noticeable lack of retail investors in the covered bonds market, due mostly
to high investment costs (minimum denomination is around EUR 100.000), however they are
indirectly present through investments in insurance and investment funds (ibid., p. 8).

Figure following on the next page
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Figure 2: Investor distribution by investor group (by year)
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There is a vast majority supporting the harmonization of rules regarding covered bonds at the
EU level, in agreement that integrated capital markets provide many benefits. Conducted
Impact Assessment identified following benefits: (i) reduction in regulatory fragmentation, (ii)
reduction in asset and liability side duration mismatches, (iii) improved process of conducting
due diligence and credit analysis of covered bonds, (iv) supporting integrated European capital
markets, (v) improved monetary policy transmission, (vi) enhance capital market access to
small-medium issuers and (vii) reduce investor’s reliance on external ratings (European
Commission 2018b, p. 49-54). In quantitative terms, the Impact Assessment has calculated
lower borrowing cost, i.e. general annual savings estimated between EUR 1.5 and EUR 1.9
billion (lbid., p. 42-43). Generally, it is quite expensive to set up and run a covered bond
programme. Firstly, direct administrative one-off costs include: IT system set up, cost of
prospectus, application and registration fees, investment bank and rating agencies’ fees. On
average, they range between EUR 590.000 and EUR 1.8 million (cheapest in Poland at approx.
EUR 400.000 and most expensive in Denmark up to EUR 3.8 million per programme).
Secondly, direct administrative recurrent costs include: staffing costs, back office, cost of cover
pool monitor, professional associations (e.g. European Covered Bond Council), registration fee,
annual fee for the label, Bond and Security Trustee. On average, they range between EUR
300.000 and 475.000. Finally, supervisory costs are estimated between EUR 70.000 and
100.000 per covered bond programme (ibid., p. 45-49). Regarding potential threats, there were
concerns that harmonized EU rules might weaken efficiency and flexibility of the already well-
functioning markets (Proposal for a Covered bonds Directive, COM(2018) 94 final, p. 5). In
the terms of costs, they include transition costs, e.g. administrative costs for issuers in
implementing changes in legal documentation and IT systems. In addition, there are new costs
for issuers of the new covered bonds (European Commission 2018b, p. 52). Another downside
of the covered bonds market is that it is limited mostly to larger banks, due to high costs of
issuing procedure. Additionally, undiversified investor base (Figure 2) means more credit risk
that stays within the banking sector.
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Furthermore, new risks are arising from new financial innovation, i.e. the increased conversion
of existing bond from “hard bullet” to “soft bullet” structures extending scheduled maturities
and therefore changing structural characteristics of the covered bonds (Ibid., p. 22-23). The
regulators aim to address the above-mentioned issues through harmonisation of covered bonds
legislation across the EU hoping to promote the trend of diversification of the covered bonds
investors’ structure, support more cross-border investments, as well as investments from
outside the EU and development of covered bonds markets in all remaining EU Member States
(Ibid., p. 14-23).

4. NEW MEMBER STATES PERSPECTIVES - POTENTIALS FOR THE CENTRAL
EASTERN AND SOUTH EASTERN EUROPEAN CAPITAL MARKETS

Covered bonds markets are unevenly developed across the EU with four Member States
(Germany, Denmark, France and Spain) representing 2/3 of the EU market. In countries like
Denmark, covered bond market is more than 200 years old and all real estate mortgages are
financed through covered bonds. While some Member States have long-standing tradition of
covered bonds markets, most of the new EU Member States have underdeveloped or non-
existing covered bonds market. There are three EU Member States having no legal framework
nor active covered bonds market: Estonia, Malta and Croatia, while six Member States have
legislation in place but no active market: Bulgaria, Cyprus, Latvia, Lithuania, Romania and
Slovenia (European Commission 2018b, p. 15-17). The European Commission recognises a big
opportunity in advancing capital markets in Central Eastern and South Eastern Europe, stating
that these new Member States count for 20% of Europe’s population, 8% of GDP but only 3%
of its capital markets (European Covered Bond Council, 2018, p. 85). European Commission’s
analysis shows that there is a correlation between level of development of the covered bond
market and the size of national banking sectors in the EU. However, the level of development
of the covered bond market has no correlation with the ownership structure of the banking
sector, i.e. whether the banks are domestically or foreign owned (lbid., p. 16). Banking sector
in the Central Eastern and South Eastern European countries historically has a very strong
deposit base system, which makes banks less attentive to alternative sources of additional
funding (Breyer, 2004; European Commission, 2018b, p. 17), which was a situation for the old
Member States in the mid-20" century. European Commission (2018b, p. 17) stresses that
International Monetary Fund and Bank for International Settlement warn that more diversified
span of funding sources is needed for banks to be more resilient in cases of financial crisis. The
European Commission estimates the benefits from additional issuance of covered bonds at
around EUR 63 billion (out of EU total of EUR 342 billion) from the new Member States
activating its covered bond market (lbid., p. 41-42).

Figure following on the next page
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Figure 3: European Covered Bond Market - Overview
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Figure 3 provides an overview of covered bond market in the Central Eastern and South Eastern
European capital markets in which European Bank for Reconstruction and Development
(EBRD) has conducted projects to support development of the covered bond markets. Poland
had an unfavourable regulatory architecture, which allowed only for mortgage banks to issue
covered bonds. The EBRD provided technical assistance and new legislative framework was
set up in 2016 to create a modern platform for investments, also backed up by EUR 115 million
of the EBRD’s investment in Polish covered bonds market. The EBRD has made other
investments in the covered bond market: Greece EUR 110 mil., Slovak Republic EUR 80 mil.,
Hungary EUR 45 mil, etc., supporting the legislative processes as well (EBRD, 2018). A
positive example of a new Member States approach to European covered bonds market creation
is an initiative by the Baltic States to form the Pan-Baltic covered bond project. This project is
a part of a larger agenda in which at the end of 2016 Estonia, Latvia and Lithuania have decided
to create a common capital market. They will act within their national legislation
implementation process in a way to be aligned with one another in the area of both regulation
and supervision to build efficient and integrated cross-border covered bond market (European
Covered Bond Council, 2018, p. 90-92).

5. CONCLUSION

Today, roughly 30% of Europe’s mortgages are funded through covered bonds system (EBRD,
2018). In some European countries like Denmark, it is almost a 100% rate, although this is an
example of a long tradition of efficient covered bond market. Most Western European countries
are taking advantage of this sophisticated financing mechanism that provides system with more
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liquidity, in which Germany, Denmark, France and Spain hold more than 66% of the market,
although the covered bond market is growing rapidly in the non-European Economic Area, such
as Australia, New Zealand, Singapore and Turkey. Covered bonds have couple of important
features, they represent valuable source of cheap and long-term funding for banks while
simultaneously playing an important role in facilitating the financing of real estate loans and
public sector loans. They are considered a safe investment because of their “dual recourse”
mechanism. They have also proven to be significant factor for stability of the financial system.
Following EBA’s advice for harmonisation of the covered bonds regulation at the EU level, the
European Commission has proposed a directive and regulation on this matter, taking principle
based approach in order to allow flexibility of already well-functioning national systems. Initial
impact assessments are generally positive, predicting reduction in regulatory fragmentation and
more cross-border transactions, better investor protection and more integrated European capital
markets. In quantitative terms, European Commission predicts annual savings in lower
borrowing costs between EUR 1,5 and 1,9 billion, although there are potential risks arising
from new financial innovation and it is generally quite expensive to set up and run a covered
bond programme, therefor limiting the market issuers to big players such as banks. European
Commission recognises big potential for new Member States, Central Eastern and South
Eastern European countries since they amount for only 3% of European capital markets.
Although banking sector in these EU Member States historically has a very strong deposit base
system, alternative sources of additional funding are known to promote financial stability. The
European Commission estimates the benefits of developing covered bonds market at around
EUR 63 billion and the EBRD has played a an important role in the region of setting up a
modern legislative framework and also investing significantly into numerous Central Eastern
and South Eastern European capital markets.
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ABSTRACT

The article aims to provide a new approach to the modelling of fiscal policy effectiveness in
Azerbaijan. Thanks to its natural resource wealth, the country has enjoyed oil boom period
during 2005-2015, accompanied with huge revenues which are accumulated in the State Oil
Fund of Azerbaijan Republic (SOFAZ). Government of the country started to inject resource
revenues to the national economy through fiscal channels massively after 2008. Large amount
of oil revenues is transferred to the state budget from SOFAZ. In this article, it is argued that
those transfers sharply declined the impact of budget expenditures over non-oil sector
economic performance, so called fiscal policy effectiveness. Application of various break point
tests to the period of 2000Q1-2018Q1 presents existence of break in 2009Q3. Therefore,
periods of 2000Q1-2009Q3 and 2009Q3-2018Q1 are taken separately to assess long-run fiscal
policy effectiveness in Azerbaijan. Fully Modified Ordinary Least Squares (FMOLS), Dynamic
Ordinary Least Squares (DOLS), Canonical Cointegration Regression (CCR), and
Autoregressive Distributed Lag Bounds Testing (ARDLBT) cointegration techniques are
employed to estimate long-run models in both periods. Empirical results all together supports
the proposed claim that fiscal policy effectiveness has decreased significantly in the second
period compared to the first. It is argued that the sharp fall is mostly due to the use of easy
gained revenues, so called “the curse of transfers”. Results of the study are fairly useful for
policy officials to consider while preparing budget proposals under the pressure of low oil
prices.

Keywords: Azerbaijan, direct transfers, fiscal policy effectiveness, non-oil sector, oil revenues,
resource curse

1. INTRODUCTION

To achieve sustainable economic growth performance is one of the main goal of governments
in modern economies Fiscal policy tools are the major channels to stimulate economic growth
in the context of Keynesian hypothesis. This may happen through either increasing public
expenditures or decreasing tax rates. However, implementation of excessive expansionary
fiscal policy can affect fiscal balance and the sustainability of public debt in economies (Afonso
and Furceri, 2010). Although the goal is to stimulate economic growth, increasing role of
government may affect adversely due to inefficiencies, crowding-out effects, the excess burden
of taxation and the distortion of incentive systems (Afonso et al., 2005, 2011). That is effective
use of fiscal tools is essential for successful policy implementation. However, that is a
challenging issue which is also strongly depend on political-institutional factors (Talvi and
Vegh, 2005; Kaminsky, Reinhart and Vegh, 2005; Alesina, Campante and Tabellini, 2008) and
corruption level (Dietz, Neumayer, and Soysa, 2007; Andersen and Aslaksen, 2008). Achieving
and maintaining effectiveness of fiscal policy implementation is even more complicated in
resource rich economies where there is easy gained resource revenues in the hands of
government. In such economies, governments provide tax concessions and injects more
resource revenues generously to the economy due to their political interests which decreases
efficiency and increase dependence from extractive industries (Aliyev and Gasimov, 2018a).
This reminds the notion of “paradox of plenty” which could end with being unproductive of
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even productive expenditures (Devarjan et al., 1996). From this point of view, negative impact
of transferred natural resource revenues over fiscal efficiency should not be surprising. As a
resource rich country, Azerbaijan received large amount of oil revenues especially after 2005.
The state budget welcomed some portion of resource revenues in the form of taxes and other
payments immediately while major part are accumulated in the national sovereign fund, the
State Oil Fund of Azerbaijan Republic (SOFAZ). Meanwhile the state budget also received
direct transfers from SOFAZ which expanded sharply since 2008 and the increase in budget
expenditures are mostly finances by the transfers (Aliyev and Gasimov, 2018b). How this
changed the impact of budget expenditures over non-oil sector is disputable. In the context of
“paradox of plenty” approach, here, it is argued that fiscal policy effectiveness sharply
decreased after 2008 due to excessive fiscal expansion backed by the transfers. Previous studies
on Azerbaijan did not consider possibility of break point, just estimated the strength of short
and long-run causality from public expenditures to non-oil economic growth (Hasanov, 2013a,
2013b; Aliyev et al., 2016; Dehning et al., 2016; Aliyev and Nadirov, 2016; Aliyev and
Mikayilov, 2016; Hasanov et al., 2016; Hasanov et al., 2018; Mukhtatov et al., 2018;
Jabrayilova and Aliyeva, 2018; Abbasov and Aliyev, 2018). Only Dehning et al. (2016) have
made an attempt to differentiate the impact as before-and-during the oil boom by employing a
dummy interaction term. However, fiscal policy efficiency does not immediately respond to oil
boom, operates with some lag. Therefore, this approach is a new one which will give more
information about fiscal policy effectiveness during 2000Q1-2018Q1 in Azerbaijan.

2. BACKGROUND

To understand the main trend in fiscal policy implementation process of Azerbaijan, it is
noteworthy quickly overview dynamics of the state budget indicators during the investigation
period. Clearly observed that fiscal tendency has been sharp expansionary after the launch of
oil boom until 2013, which turned to be slight contractionary later.

Figure 1: Dynamics of state budget indicators (million AZN) (Adapted from “Statistical
Database” by the State Statistical Committee of the Republic of Azerbaijan (2018,

December).
20000.0
15000.0
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5000.0 l I I
0o == oo oo 5 B - .
ﬁ;\QQ N -"96‘ f@n -ﬂ&ﬁ' S %\Qb N Q&\ ng Q\Q \\\ \\” \\ \\ N J@k N
m Revenues M Expenditures

Retrieved from https://www.azstat.org/MESearch/search?departament=10&lang=en )

However, substantial change in amount of public expenditures has not been due to revenues
from sustainable sources. Indeed, expenditures are mostly financed by natural resource related
revenues in the form of direct transfers from SOFAZ as well as tax revenues from oil&gas
sector (see Musayev and Aliyev (2017) for detailed description of dependence). Figure 2
displays how the share of direct transfers from SOFAZ in total budget revenues has changed
overtime.

77



37th International Scientific Conference on Economic and Social Development —
"Socio Economic Problems of Sustainable Development" - Baku, 14-15 February 2019

Figure 2: Share of SOFAZ transfers in total budget revenues (Adapted from “Statistical
Bulletin” by Central Bank of Azerbaijan (2018, December).
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Retrieved from https://www.cbar.az/page-40/statistics-bulletin? language=en , “Reports
archive: quarterly statements” by State Oil Fund of the Republic of Azerbaijan (2018,
December). Retrieved from and http://www.oilfund.az/index.php?page=hesabat-
arxivi&hl=en_US)

It is clearly observed that the share has been so small before 2008 when has climbed to 35%
and 76% in the following years respectively. Reminding sharp expansionary tendency, change
in shares also should be considered as substantial increase in volume of transfers. Thus, volume
of transfers has been increased approximately 6.5 time in 2008 and 2.07 times in 2009 compared
to the previous year. Reminding “paradox of plenty” issue (Devarjan et al., 1996), it can be
expected that effectiveness of budget expenditures to stimulate non-oil economic growth has
declined significantly which stands at the center of this research. Results of Dehning et al.
(2016) supports this expectation. Therefore, a break in the model after 2008-2009 should not
be unexpected.

3. DATA AND METHODOLOGY

The study covers 2000Q1-2018Q1 period. GDP is the dependent variable which stand for the
amount of total quarterly non-oil&gas output in the country. BE displays total state budget
expenditures for each corresponding quarter. Another independent variable, nt_rev represent
total amount of budget revenues left after subtracting the amount of direct transfers from
SOFAZ. In other words, nt_rev show quarterly amount of non-transfer budget revenues.
Remaining two indicators included as control variables are oprc and oprn denote average
quarterly oil price in world market and average oil production amount in the economy for each
quarter. Note that GDP, BE and nt_rev are measured as million AZN, converted to real values
according to Consumer Price Index (CPI) method at 2000Q4 prices. Oprc is in USD and oprn
is calculated as thousand barrel per day. Descriptive statistics of the variables are given in the
table 1.

Table following on the next page
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Table 1: Descriptive statistics of variables
Variables  No. of Mean Minimum Maximum  Std. dev Sum

obs.
GDP 73 1926.76 514.95 3617.65 921.62  140653.1
BE 73 1037.82 141.58 2914.85 697.36  75760.63
Nt-revenue 73 598.34 149.39 985.46 262.73  43679.07
Oprc 73 62.63 19.30 121.10 29.57 -
Oprn 73 693.52 274.00 1066.00 275.98 50626.86

To determine if there are breaks in regression models, Bai-Perron tests (Bai and Perron, 2003),
Quandt-Andrews unknown breakpoint test (Andrews, 1993), and Chow Breakpoint Test
(Chow, 1960) are employed for robustness. To estimate long-run association, Fully Modified
Least Squares (hereafter FMOLS) developed by Phillips and Hansen (1990), Dynamic Least
Squares (hereafter DOLS, Stock and Watson, 1993), Canonical Cointegrating Regression
(hereafter CCR) of Park (1992), and Autoregressive Distributed Lag Bounds Testing
(ARDLBT) Approach (Pesaran et al. 2001) are employed. Note that FMOLS is corrected for
endogeneity and serial correlation effects while DOLS is corrected for potential simultaneity
bias among regressors, and CCR allows to provide asymptotically efficient estimators (Narayan
and Narayan, 2004). To identify existence of cointegration relationship in the estimated models
by FMOLS, DOLS and CCR, Engle-Granger (Engle and Granger, 1987) and Philips-Ouliaris
(Phillips and Ouliaris, 1990) tests are employed. First of all, order of indegration of variables is
determined by employing three different unit root tests - Augmented Dickey Fuller (hereafter
ADF, Dickey and Fuller, 1981), the Phillips-Perron (hereafter PP, Phillips and Perron, 1988),
and Kwiatkowski-Phillips-Schmidt-Shin (hereafter KPSS, Kwiatkowski et al., 1992). Note that
ADF and PP tests the null hypothesis of “there is unit root problem”. In contrary, the null
hypothesis is “series are stationary” in KPSS.

4. EMPIRICAL RESULTS

Empirical output of the research should start with defining the break dates as this takes the
biggest role in the research hypothesis. Results of various breakpoint tests are presented in table
2. Tests altogether identify only 2009Q3 as the break date. Therefore, the period before-and-
after 2009Q3 is taken separately as the adopted methodology.

Table 2: Breakpoint test results

Break date
Number of . Scaled F- —
breaks F-statistic statistic Sequential Repe:}rtmo
Bai—Perror_l tests of |_+1 VS. Ovs. 1* 13.672 95.703
L sequentially determined 2009Q3 2009Q3
breaks lvs. 2 2.029 14.206
Bai tests of breaks in all .
recursively determined Ovs. 1 13672 95.703 2009Q3 2009Q3
partitions 1vs. 2 2.029 14.206
Quandt-Andrews unknown breakpoint test™
Value Prob.
Maximum LR F-statistic 13.672 0.0000 200903
Maximum Wald F-statistic 95.703 0.0000 200903
Chow Breakpoint Test: 2009Q3
F-statistic | 13.672 | 0.0000 | 2009Q3

Note: * Significant at the 0.05 level; Bai-Perron (2003) critical values are used;
Trimming 0.15, Max. breaks 5, Sig. level 0.05; ™ Probabilities calculated using
Hansen's (1997) method; Trimming 0.15.
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Due to estimation of different models, existence of unit root in series for 2000Q1-2009Q3 and
2009Q3-2018Q1 periods is also examined separately. For the first period, PP and KPSS find
all variables 1(1) without trend while ADF is inconclusive for oprn. When trend is included,
ADF finds oprc stattionary at level and others 1(1). Despite of small confusion, it is possible to
conclude that all variables are (1) for the first period.

Table 3: The unit root tests results

The ADF test The PP test The KPSS test
. . First First
Variable Level Kk F.' rst k Level differenc  Level differenc
difference e e

2000Q1-2009Q3

GDP 1793 3 -1045~ 2 -1931 -12.938™ 0698~ 0.228
interc BE 1885 3 7477 2 -1666 20777 0644 0.161
et NLrev 1236 0 -6360° 0 -1160 6416 06317 0107
Oprc 1229 2 -4573 3 -1.306 -5.925 0618 0.174
Oprn 0528 0 -1.187 4 0829 -5229™  0.674™ 0.287
GDP 0189 3 -11.12" 2 -454™ 13829 0.153" 0218
Z;z”d BE 0988 3 -4603" 4 -38687 -21689"" 0185 0.157"
ere  NLrev 1961 0 -6204" 0 -1961 6345 0104 0104
ept | OPC 4117 1 -4435"" 4 2245 5696 0096 073"
Oprn 1735 0 -6.000 1 -1593 -7.261 0.174" 0.263
2009Q3-201801
GDP 1953 4 -3169" 3 -427 -17.308 0.698" 0.248
interc BE 1495 3 9464 2 585 21562 0227 0182
et Nrev 2391 4 9451 2 625" -30.841" 0409° 0.304
Oprc 1021 0 -4.598 0 -1.230 -4.598 0.368° 0.213
Oprn 1041 0 -6071" 0 -0.934 -6.134™  0.633" 0.115
GDP 2249 4 11797 2 5417 -18404™ 0.124° 0146~
Trg”d BE 1.945 3 -9.632™ 2 5927 21532 0171 0.127
f‘n”terc Nt_rev 2345 4 9233 2 668 -30.093" 0099  0175"
ept | OPIC 1896 0 -4.524 0 -1.978  -45241™ 0.146™ 0.157

Oprn -2201 0 -5956™" 0 -2.259 -6.0057"" 0.129" 0.095
Notes: ADF, PP and KPSS denote the Augmented Dickey-Fuller, Phillips-Perron and
Kwiatkowski-Phillips-Schmidt-Shin tests respectively. Maximum lag order is set to 4 and
optimal lag order (k) is selected based on Schwarz criterion in the ADF test; ***, ** and *
indicate rejection of the null hypotheses at the 1%, 5% and 10% significance levels
respectively; The critical values are taken from MacKinnon (1996) and Kwiatkowski-Phillips-
Schmidt-Shin (1992) for the ADF, PP and KPSS tests respectively.

For the second period, alternative unit root test results creates some level of confusion.
According to ADF test results, all variables are I(1) regardless the trend factor. PP test
concludes that GDP, BE, and Nt_rev are stationary at level. Considering KPSS results, only BE
is stationary at level when trend is not included. It is possible to take ADF results for the
upcoming empirical stages. However, employing ARDLBT approach which allows also to
work with combination of 1(0) and 1(1) series will remove any doubtness over the results due
to order of integration confusion. Next stage in the empirical estimation process is to test for
existence of cointegration or long-run association among the variables. Table 4 tabulates Engle-
Granger and Phillips-Ouliaris cointegration test results for FMOLS, DOLS, and CCR as well
as bounds test outcomes for ARDLBT.
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Table 4: Results of the cointegration tests

Engle-Granger Cointegration Phillips-Ouliaris Cointegration
test test
Tau-statistic z-statistic Tau-statistic z-statistic
2000Q1-2009Q3
FMOLS -7.682™ -46.427 """ -7.666 " -49.443™"
DOLS -7.682" -46.427 -7.666 " -49.443™
CCR -7.682"" -46.427"" -7.666 """ -49.443™"
20090Q3-2018Q1
FMOLS -4.662 " -26.145" -4.712" -25.307"
DOLS -4.662 " -26.145" -4.712" -25.307"
CCR -4.662" -26.145" -4.712" -25.307"

F-bounds test for ARDLBT

Pesaran et al. (2001) critical Narayan (2005) critical values

The sample F- Sig. values _ _
statistic level (n =1000,k = 4) (n=35k=4)
Low bound Upper bound Low bound  Upper bound
2000Q1-2009Qa3: 1% 3.29 4.37 4.09 5.53
Fw =8.0838
5% 2.56 3.49 2.95 4.09

2009Q3-2018Q1:
Fw = 10.6435 10% 2.2 3.09 2.46 3.46

Notes: Null hypothesis for both tests is: variables are not cointegrated; ***, ** and * indicate
significance of the coefficients at 1%, 5% and 10% significance level respectively; Optimal
lag length is selected based on the Schwarz criterion taking 4 lags as a maximum; p-values

are MacKinnon (1996) p-values for tau-statistic.

Both employed cointegration tests provide strong evidence about existence of long-run
relationship in the estimated models by FMOLS, DOLS and CCR for the first period.
Confidence level is always greater than 99% in all cases. Nevertheless, test results indicate
weak cointegration for the models of the second period. Null hypothesis of “no cointegration”
is rejected only at 10% level of significance. Because confidence level is greater than 90%, it
is possible to decide that cointegration also exists in the models by FMOSL, DOLS and CCR
for the second period. For ARDLBT, estimated F-statistic value is greater than both Pesaran et
al. (2001) and Narayan (2005) critical values at 1% significance level. This means cointegration
exists in the estimated model by ARDLBT for both period. Therefore, we can proceed with
interpretation of long-run equations which are tabulated in Table 5. Note that residual
diagnostics are checked in all estimated models. Residuals are not serially correlated and
homoscedasticity assumption is maintained. Meanwhile, there is no functional form
misspecification problem. Results of all cointegration methods supports the research hypothesis
that there is sharp fall in fiscal policy effectiveness after the launch of massive direct transfers
from SOFAZ. Thus, findings reveal that the impact of budget expenditures over non-oil
economic growth has been substantially large in the first period compared to after 2009Q3.
According to empirical results, 1% increase in the volume of total budget expenditures has
triggered economic growth during 2000Q1-2009Q3 by 0.77-1.13%, in average, holding other
factors fixed, which all are statistically (p value < 0.01) and economically significant.
Compared to the first period, the impact of 1% increase in the second period has been just
around 0.16-0.19%, neither economically, nor statistically significant (p value > 0.10). Only
FMOLS result display weak significance (0.05 < p value < 0.10).
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Table 5: long-run equations

Independ FMOLS DOLS CCR ARDLBT
ent 1st 2nd 1st 2nd 1st 2nd 1st 2nd
variables  period period period period period period period period

log(BE) 0.777™" 0166° 1127 0169 0825 o169 727 018

log(nt_rev, -0.026 0.243  -0.129 0595 -0.053 0.332 -0.127 111

log(oprc) -0.108 -0.012 -0.182"° -0.063 -0.107 -0.026 0022 -0.078
w0770 -0.42 -0.417  0.261

*k*k

w5471 1,001

*kk

*kk *k *kk

log(oprn) -0.38 -1.13 0.714 1.029

6.0057" 8.299™" 53377 11.62

KKk

C 5.249™" 12.86

*kk

- - _ 025 i

@seas(1) -0.040 -0.19 0.199™* -0.26 -0.035 0.184™" 0.00™"

@seas(d) -0.005° 0016 0197 0042 0104 [ .. 000 O

2000Q  2009Q

Sample 200002 200903 200002 2009Q3 200002 2009Q3 - .

(adjusted) 550903 201801 200903 201801 200903 201801 20%99 20118(?

No. of 38 35 38 35 38 35 36 35
observ.

v 0892 0858 0968 0892 0890 0844 944 0949
squared

Note: *** ** and * indicate significance of the coefficients at 1%, 5% and 10% significance
level respectively;

Considering revenue related channel of fiscal policy, the coefficient of nt_rev allows to have
an idea. Logically and theoretically, the impact should be negative in the context of tax
multiplier issue. For the first period, the impact is always found to be negative as expected, but
statistically insignificant (p value > 0.10). However, for the second period, results reveal
“positive” causality from between non-transfer budget revenues to non-oil economic growth.
Clearly, this outcome is due to large share of oil sector in generation of non-transfer budget
revenues (see Musayev and Aliyev, 2017). Meanwhile, large tax concessions are applied to
specific sector of the non-oil sector, for example, agriculture (see Aliyev and Gasimov, 2017)
In other words, tax channel has not played a substantial discouraging role in the second period.

5. CONCLUSION

Fiscal policy implementation in Azerbaijan is strongly linked to the performance of natural
resource sector. Share of oil related revenues in the state budget is substantially large.
Especially, there is sharp increase in amount of direct transfers from SOFAZ to the state budget
after 2008. In this context, the article investigates Azerbaijan’s fiscal policy effectiveness and
attempts to reveal how the increase in amount of direct transfers affected effectiveness of budget
expenditures in terms of stimulating non-oil sector growth over 2000Q1-2018Q1. Because
employed break point test results indicate existence of break at 2009Q3, before-and-after the
break date is considered separately by employing 4 cointegration techniques: FMOLS, DOLS,
CCR, and ARDLBT. Results from all used methods support each other and show the large fall
in fiscal policy effectiveness after 2009Q3 compared to previous period. It is found that the
impact of public expenditures over non-oil economic growth in Azerbaijan has been
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economically and statistically significant within the first (2000Q1-2009Q3) period while
neither statistically nor economically significant after 2009Q3, in average. More precisely,
long-run response of non-oil sector growth to 1% increase in amount of total budget
expenditures is 0.77-1.13% within the first period while it is just around 0.16-0.19% in the
second one. The change is substantially large. What is the major reason? Note that the impact
of oil price fluctuations and production amount is considered and these indicators are included
to the model as control variables. Therefore, “Dutch Disease” effect should not be an influential
factor behind fiscal policy effectiveness change. Reminding institutional effects of resource
abundance, the major can be the fall in governance quality which was triggered by direct
transfers of “easy gained revenues” from SOFAZ to the state budget, in other words, curse of
transfers. The research makes very strong contribution to the existing literature with its new
approach to analyse fiscal policy effectiveness in Azerbaijan. Policy officials and responsible
institutions should carefully analyse expected effectiveness of public spending while preparing
budget proposals and determining volume of direct transfers from SOFAZ for the next year.
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ABSTRACT

Research in auditing is “on the rise”. Globally research papers related to auditing in top-tier
scholarly journals have been growing rapidly from nineties onwards. This paper presents an
overview of the existing papers in the field of auditing in relation to Slovenia since auditing has
started in Slovenia in 1993 and nothing is known about research related to auditing, its
profession and auditing practices in Slovenia. Our overview focuses on any Slovene-related
studies in auditing published in journals either in English or Slovene language in period 1993—
2018. It seems as from 1993 up to 2010 there existed a “research vacuum” in the field of
auditing in relation to Slovenia. There is practically no research papers. Reasons for such a
state can only be estimated, i.e. data unavailability, unwillingness to participate in studies, lack
of research funding etc. But afterwards from 2011 until 2018 there has been a “(little) boom”
in amount of research papers (totally 13 papers) which do contribute to the auditing literature.
We discuss some obstacles and limitations and other reasons for this state-of-the-art in the field
of Slovene-related research in auditing. Since the existing body of Slovene-related auditing
research is not large and varied it can be concluded that a large plethora of research questions
are and remain unanswered. These are relevant questions. Some areas where research can
provide additional information and add to our knowledge of auditing in Slovenia are listed and
some possible future directions of research are given. This overview of existing research is of
interest to researchers, especially prospective doctoral students in the field of auditing in
relation to Slovenia.

Keywords: auditing, literature review, research, Slovenia, studies

1. INTRODUCTION

Scholarly research related to financial statements audits is relatively new (Simunic and Wu,
2009). Globally amount of research papers related to auditing in top-tier scholarly journals has
been growing rapidly from nineties onwards (Simunic and Wu, 2009). From 2000 onwards the
amount and quality of publication of auditing related research papers has been (dramatically)
accelerating year by year (Maijoor and Vanstraelen, 2012; Simnett et al., 2016). Beside unique
characteristics and complexities that auditing has (see Simunic and Wu, 2009, for more detailed
explanation) for growth in auditing research there exists various reasons: more data availability
related to auditing, audit-related market changes, audit-related new technologies and
nevertheless additional (renewed) interest in auditing from various stakeholders. In can also be
speculated that reasons for growth in auditing-related research are also: availability of
practically unlimited computational power, establishment of new scholarly journals, especial
growth in number of new specialized journals in the auditing field, and existence of publishing
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requirement for doctoral students in the field of auditing and for university professor tenure.
Research papers are usually dealing with various economic issues such as auditing market or
its segments, audit pricing, audit quality, litigation against auditors, audit practices and also
corporate governance and earnings management in relation to auditing. In last few years there
has been a number of various literature review papers. Lesage and Wechtler (2012) provided a
global overview of auditing research up to 2012. They conducted a content analysis of more
than 3 thousand abstracts of auditing research papers from 25 top-tier scholarly journals. They
confirm that auditing research is “on the rise”. Furthermore, in the last decade there were
various research papers that give in-depth view of state-of-the-art in specific auditing-related
field, i.e. research in the field audit quality (Knechel et al., 2013), audit reporting model (Mock
et al., 2013), going-concern reporting (Carson et al., 2013), audit fee/pricing (Hay, 2017),
auditing at the partner level (Lennox and Wu, 2018), auditors’ professional skepticism and
judgement (Hurtt et al., 2013, Nelson and Tan, 2005), archival auditing research (DeFond and
Zhang, 2014). These review papers usually not only give an overview of previous research but
also suggest future research opportunities. Possible research directions are also given in papers
such as Simnett et al. (2016), Sunderland and Trompeter (2017), Olsen and Gold (2018), Gepp
et al. (2018); especially for countries in EU region in Schilder (1996), Maijoor and Vanstraelen
(2012). All these lists are not exhaustive. These literature review papers provide a useful global
overview of the development of auditing research and specifically in its various related fields,
but nothing is known about research related to auditing in Slovenia and its environment.
Auditing has started is Slovenia in 1993 and there exist no knowledge about how auditing
research has developed and evolved since then in Slovenia. The purpose of this paper is to
provide overview perspective of Slovene-related auditing research from 1993 up to 2018. We
will shortly overview auditing research over the last two decades in relation to auditing, its
profession and auditing practices in Slovenia. We shortly review Slovene-related auditing
research from various international scholarly and domestic journals either in English or Slovene
language. The remainder of this paper is organized as follows. We start with a glimpse of
historical development of auditing in Slovenia and its current state accompanied with some
statistical figures. Then we in tabular form shortly present papers that have appeared in various
journals and deal with Slovene-related auditing issues. This is followed with discussion
including listing of examples of obstacles and limitations for researchers. We conclude with
some possible future directions of auditing research in relation to Slovenia.

2. A GLIMPSE OF THE STATE OF AUDITING IN SLOVENIA

Slovenia declared its independence in 1991. Afterwards in 1993 Companies Act was passed
which required mandatory auditing of financial statements at least for large and medium-sized
companies. Following adoption of Companies Act was the passage of Auditing Act in the same
year. Auditing Act laid ground structure and system rules and principles of Slovenian auditing
profession. These events mark the start of (modern) auditing in Slovenia and therefore logically
auditing (in current form) and auditing profession has a relatively short tradition in Slovenia
(Zaman et al., 2017). Before these events there was no (modern) auditing (but note: according
to Turk (2009) there was another form of auditing before 1993). In accordance with first
Auditing Act principal “guardian” of auditing profession and its development was given to the
Slovenian Institute of Auditors (www.si-revizija.si). The Institute did not prepare special
national auditing pronouncements, i.e. national auditing standards. Instead IFAC’s International
Standards on Auditing (ISA) were enforced and are translated in Slovene language. These later
became obligatory under EU pronouncements; Slovenia became European Union (EU) member
country in 2004. Since auditing was “new” in Slovenia in 1993 there was no (certified) auditors.
Since then the Institute prepares and maintains educational program for training and
examination of certified auditors.
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The Institute also licenses certified auditors and sets necessary requirements to maintain active
license. One of main requirements is continuing professional education of certified auditors. To
state bluntly first Auditing Act did not require any public oversight of auditing profession.
Amendment of Auditing Act in 2001 changed this and a form of peer-to-peer review was
introduced under the supervision of the Slovenian Institute of Auditors. Later in 2008 this form
of supervision was abandoned with amendment of Auditing Act that enforced establishment of
states” Agency for Public Oversight of Auditing (www.anr.si) in 2009. Reason for amending
Auditing Act was in recent changes of EU pronouncement. Since 2009 the Agency has to carry
out public supervision over the quality of audit services (Zaman and Valentin¢i¢, 2011). Since
1993 until 2018 audit market has changed considerably. To give some statistics. Currently there
is around 50 audit firms (51 on cutoff date 31 December 2017); number of audit firms was
constantly slowly raising until around 2010. Audit firms together employ 465 people. There is
around 140 active certified auditors (183 active and inactive certified auditors on cutoff date
31% December 2017). Currently is size of audit firms’ revenues in Slovenian audit market
around 29 million EUR (according to data for year 2016); the highest was in 2009 at 37 million
EUR but since then revenues are slowly declining. Two thirds of audit firms’ revenues are from
(mandatory) financial statements auditing. Ten largest audit firms make around three quarters
of all revenues. They also employ around three quarters of all personnel working in auditing
sector; but only around 44 percent of active certified auditors. Brief overview of historical
development and state of auditing and statistics in relation to auditing give some insight but do
not reveal much of auditing, its environment and auditing practices in Slovenia. Auditing
research related to Slovenia would give more in depth knowledge and understanding. Therefore
we conduct a search for Slovene-related research in auditing.

3. SLOVENE-RELATED RESEARCH IN AUDITING

Our overview focuses on any Slovene-related studies in auditing published in (mostly)
scholarly journals in English and Slovene language. Our method of identifying research is the
following. Overview of scholarly journals includes overview of top-tier journals in the fields
that are related to accounting and auditing. We use web-based search engines among various
databases that usually include English-only language entries (i.e. metaiskalnik.izum.si, using
the following combination of key words for search: audit* AND Slovenia*). Since our decision
was to conduct a wider range overview we also include overview of studies published in
Slovene language in various local journals. These journals are not included in before mentioned
databases and therefore not reachable with the use web-based search engines. Our overview
includes following journals in Slovene language: Revizor, Journal of auditing (published jointly
by: Slovene Institute of Auditors and Association of Accountants, Treasurers and Auditors of
Slovenia, 1990-2012); SIR*IUS, Journal for the theory and practice of auditing, accounting,
taxation, finance, valuation, and other related fields (www.si-revizija.si/publikacije/revija-
sirius; published by: Slovene Institute of Auditors, from 2013 onwards, superseded journal
Revizor); and IKS, Journal for accounting, taxation and finance (www.revijaiks.si; published
by: Association of Accountants, Treasurers and Auditors of Slovenia; from 1974 onwards).
Since first Auditing act in Slovenia was in 1993 our time span was set between 1993 and 2018.
Our search for Slovene-related research in auditing is comprehensive. We focus our overview
on studies of public accounting profession and external auditing in relation to Slovenia; research
papers in related fields of audit committee (i.e. Zaman and Valentin¢i¢, 2011), tax audit (i.e.
Jagri¢ and Lesnik, 2017) and state audit are excluded. Robustness of our search was confirmed
with additional search for auditing-related research papers through bibliography among
reputable Slovenian authors in the field of auditing, mostly university professors of accounting
and auditing (that is University of Ljubljana and University of Maribor). Slovenia is a small
country (see various data here); in the specific field researchers and authors are usually well
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known. For search among professors we used specialized web-based search engine SICRIS
(Slovenian current research information system, www.sicris.si) to retrieve personal
bibliographies. For other authors we used general librarian web-based search engine COBISS
(www.cobiss.si). Nevertheless we have to add that our search did not include any papers,
presentations and proceedings from various local conferences, symposiums, meetings and other
form of gatherings. We assume that research papers of sufficient quality first presented at
conferences etc. have been later published as papers in any of before mentioned journals. And
furthermore, our overview presentation does not encompass various students’ theses (i.e.
masters’ degree thesis and bachelors’ diplomas). Since around 2005 in Slovenia students’
theses/diplomas are usually publicly available via online university’s repositories (i.e. Digital
library of University of Maribor, dk.um.si, and The Repository of the University of Ljubljana,
repozitorij.uni-lj.si) but are in our overview considered as unpublished research. We assume
that any students’ thesis of sufficient quality has been later published as paper in any of before
mentioned journals. Our search did not reveal and to the best of our knowledge there has not
been insofar any doctoral dissertation thesis in the field of auditing (and especially in relation
to auditing in Slovenia). As shown in Table 1 (publications are distributed by language and by
year) the last five years has witnessed a steep upwards in the number of Slovene-related studies
in auditing (from 1 publication by the end of 2011 to total of 13 by November 2018). Panel A
of Table 1 shows 6 studies are published in English language in 5 journals; panel B of Table 1
shows 7 studies are published in Slovene language in 3 journals.

Table following on the next page
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Table 1: Slovene-related research in auditing (1993-2018; source: own research data)

| Year [ Published research with short abstract | Journal | Theme

A. Published research in English language”

1 2015 ZdolSek et al. (2015). Economic Forecasting model,
Study of possibility of forecasting qualification of auditors’ | Research- qualified report
reports in relation to the circumstances in the company’s | Ekonomska
economic situation that lead to the qualification. Istrazivanja™

2 2015 Slapnicar et al. (2015). Economic and Bias, financial
Study using between-subject experiment for exploring | Business Review | incentives, personal
effectiveness of oversight on selected determinants of auditor’s relationship
biased opinion.

3 2016 Zaman and Salihovié¢ (2016). East-West Audit market,
Study of audit market concentration for period 2008-2011 in | Journal of concentration
segments of listed and non-listed large auditees. (Study is based | Economics and
on Salihovi¢ and Zaman (2015), published in Slovene language.) | Business

4 2017 Zaman et al. (2017). Economic Audit fees, panel
Study of the effect of the financial crisis on audit fees in the audit | Research- model, financial
market for the large segment of non-listed companies. Ekonomska crisis

IstraZivanja™

5 2017 | Stager and Odar (2017). Journal of Audit fees
Study on audit fees data about possible existence of various audit | Global
market segments in relation to size of audit company. (Study is | Economics
based on Cokelc and Stager (2016), published in Slovene
language.)

6 | 2018 | Stager (2018). Scientific Audit fees
Study on audit fees data for period 20082014 about their in- or | Annals of
decrease and possibility of (permanent) existence lowballing | Economics and
effect. (Study is based on Cokelc and Stager (2016), published in | Business
Slovene language.)

Total number: 6

B. Published research in (only) Slovene language

1 2011 Skitek (2011). Revizor Audit fees, initial
Study of audit fees at initial audit engagements (on sample from audits
period 2003-2005).

2 2014 Pikelj and Slapnicar (2014). Bancéni vestnik Qualified report,
Study of audit reports for auditor’s signal of going-concern going-concern
doubt on sample of distressed companies in period 2009-2013. opinion

3 2015 Salihovi¢ and Zaman (2015). SIR*IUS Audit market,
Study of audit market concentration for period 2008-2011 in concentration
segments of listed and non-listed large auditees.

4 2016 Cokelc and Stager (2016). SIR*IUS Audit fees
Study on audit fees data for period 2008—-2014 about their in- or
decrease and possibility of (permanent) existence lowballing
effect.

5 2016 Vrtacnik and Zaman (2016). SIR*IUS Audit fees, initial
Study of audit fee determinants at initial audit engagements (on audits
sample of large auditees from period 2011-2013).

6 2018 Crepinsek and Zaman (2018). SIR*IUS Audit tenure,
Study of audit tenure length as possible determinant of auditors’ auditor’s opinion
report qualification (on sample of large auditees in 2014).

7 | 2018 | Cokelc and Stager (2018). SIR*IUS Audit quality,
Survey collected data based study of perception of auditees determinants
about the quality of financial statements audit and possible
determinants of audit quality.

Total number: 7

Notes: * — Excluded from Slovene-related auditing research is paper of Zdolsek and Jagric
(2011) because it is not related to Slovenia. Their research is based on data from UK and

Ireland.

** — Journal with impact factor (according to Journal Citation Reports, Clarivate Analytics).
Source: own research data (cutoff date: 3" of December 2018).
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As shown by this overview (see Table 1), the existing body of Slovene-related auditing research
is not large and varied. Until 2011 there has not been any published papers; it seems as from
first Auditing act in 1993 up to 2010 there existed “research vacuum” in the field of auditing in
relation to Slovenia. It could be concluded that there exists no written facts/knowledge about
the auditing and auditing profession in Slovenia for this time period. Reasons for this state of
vacuum can only be estimated. To conduct a research in the field of auditing, researcher has to
deal with some common research problems such as unavailability of data (in relation to
auditing). Researcher has no access or has only limited access to data in relation to audits and
auditing that are possessed by audit firms, auditors and/or regulator (i.e. oversight agency).
Even if access is made possible usually audit firms, auditors and/or regulator characterize all
data in relation to audits and auditing as sensitive data and therefore do is not allow their
disclosure (i.e. even in abbreviated form). Second, correlated with data (un)availability is
willingness of audit firms and/or auditors to participate in research. They are usually averse to
participate in a study. For researcher this is a problem considering that Slovenia has currently
(only) around 50 audit firms and around 140 active (certified) auditors; numbers were even
lower in the past. Third, for a researcher there is “always-present” problem of research funding.
Usually in the field of auditing there is none, which leaves researcher with a problem of how to
conduct research with no funding or with very limited funding. These were and are a few
reasons why there is only merely a handful of research in the field of auditing in Slovenia. The
list is not comprehensive. Additional reasons can be only be speculated as for example the
following: gap in awareness of problem issues in auditing, methodological issues, including
lack of capabilities to tackle with them etc. As already pointed out, there is not any doctoral
dissertation thesis in the field of auditing in relation to Slovenia. The field of auditing urgently
needs at least few doctoral students who will cope with auditing-related research and publish
their papers. Nevertheless this problem is not only present in Slovenia but also in many other
(larger) countries (i.e. see Plumlee et al., 2006; Fogarty and Holder, 2012; Plumlee and Reckers,
2014; Boyle et al., 2015). Lack of auditing-related research can also be attributed to the state in
Slovenia where until around 2005 there has not been any need for university professors to
publish in (non-domestic) top-tier scholarly journals in Slovenia. There was no incentive
therefore logically there does not exists any published paper. Additionally, researcher from
Slovenia (or any other country) is possibly also struggling with the following issue: why publish
ones paper in English language in “foreign” (non-local) journal, usually not widely available to
local public. Researcher’s struggle can be summed up in next phrase: “what good will it come
from publishing in non-local journal” ... Nevertheless since 2006 onwards for “newcomers”
criteria for achievement of professor position are raising, including with requirement to publish
in top-tier scholarly journals. Struggling or not to achieve professor position publishing papers
in top-tier is necessary for “newcomers”. After 2011 until 2018 there has been a “(little) boom”
in Slovene-related research in auditing (see Table 1). In our opinion these group of initial
research papers have a (latent) main purpose to increase our knowledge about the auditing and
auditing profession in Slovenia. Nevertheless first research papers do contribute to the auditing
literature. Slovenian auditing environment, its institutional factors and evolving audit market is
an environment where variety of various topics are waiting to be addressed. A variety of topics
and issues raised in various research papers (i.e. see Maijoor and Vanstraelen, 2012; DeFond
and Zhang, 2014; Simnett et al., 2016; Sunderland and Trompeter, 2017; and other research
papers in this papers’ bibliography) have not yet been addressed. To add, almost all published
studies are archival studies, except for Slapnicar et al. (2015) and Cokelc and Stager (2018). In
general researchers of Slovene-related auditing issues have not used methodologies such as
questionnaire surveys (except for Cokelc and Stager, 2018), behavioral experimental studies
(except for Slapnicar et al., 2015) and analytical modeling studies. Use of these methodologies
is (urgently) warranted.
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4. DISCUSSION AND CONCLUSION

While globally in last few years there has been a number of various literature review papers of
auditing research there is nothing known about research related to auditing in Slovenia and its
environment. Therefore the purpose of this paper is to provide overview of Slovene-related
auditing research papers from various international scholarly and domestic journals published
either in English or Slovene language in period from 1993 up to 2018. Our overview reveals
there until 2011 was a “research vacuum” in the field of auditing in relation to Slovenia. There
has not been any published papers. After 2011 there has been a “(little) boom”. Number of
published research papers has increased from 1 publication by the end of 2011 to total of 13 by
November 2018 in ether English (6 studies) or Slovene language (7 studies). Nevertheless we
can conclude that number of Slovene-related auditing research is not large. Almost all published
studies are archival auditing studies; auditing research that is qualitative in nature is practically
unaddressed. This paper further gives some examples of obstacles and limitations for
researchers, i.e. data unavailability, unwillingness of various stakeholders to participate in
studies, lack of research funding etc. Additional purpose of this paper is also to point out some
possible research opportunities in auditing in relation to Slovenia. Research papers can help
advance our knowledge about auditing and can be informative for public policy debates
(Maijoor and Vanstraelen, 2012). But caution is needed because lack of empirical evidence
should preclude conclusions reached without data to support them. Globally auditing research
studies provide various outcomes and findings. But researchers, regulators and practitioners
need to exercise caution when interpreting the conclusions of extant studies (Lennox and Wu,
2018). This is especially true when interpreting conclusions reached on a data for a large
country (i.e. USA) to a small country (i.e. Slovenia). Therefore Slovene-related studies in
auditing must have a general need to make meaningful contributions to the existing literature
in the field. Studies can encompass various research questions that in relation to auditing in
Slovenia have never been tested but are warranted. In example in the following areas: audit
quality, audit market and its concentration, audit pricing, demand, audit firm practices and
governance, segmentation and differentiation at various levels, auditor partner practices,
education and skills etc., employee turnover problems and public oversight of auditing. This
list is not exhaustive. Researchers can cope with research questions in various other fields that
are relation to auditing in Slovenia. Any additional research can help advance our knowledge
and provide at least some information. We hope this short overview will build awareness of the
challenges in undertaking research in relation to auditing in Slovenia and help researchers
coping with such research. We aim to start and encourage an upwards trend of Slovene-related
auditing research.
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ABSTRACT

The paper analyses financial indicators of 550 R&I-intensive Slovak firms receiving support
from the European Structural and Cohesion Funds (SF and CF) in the period 2009-2014. The
research tests the hypothesis that assistance from the SF and CF improves economic
performance of the supported firms. The research combines data from public and private
resources. It applies the Difference-in-Differences evaluation method with the Propensity Score
Matching (PSM) technique. The PSM technique was used to create comparable structures of
the treatment and control groups. The selection of performance variables reflected their
economic importance and data availability. The most important variables included sales, gross
operating surplus (profit), total assets, and own capital. Development in financial indicators
for supported/unsupported firms between the periods 2012-2014 and 2009-2011 was
compared via the t-test. Results of the evaluation indicated that enterprises receiving support
from the European resources accounted for better financial results than those of enterprises
receiving no support from the SF and CF. The increase in sales in the period 2012-2014
compared to the period 2009-2011 was the most important indicator of improved
competitiveness. Sales accounted for the best availability of data. Sales are also a more realistic
indicator than profits in the annual accounts of the Slovak companies. Profits are more prone
to manipulation in the enterprise accounts. The evaluation exercise was commissioned by the
Government Office of the Slovak Republic. Results of the evaluation exercises were transferred
to policy recommendations for the 2014—2020 programming period. Firms applying for support
from the national public and/or European resources must provide good-quality data on their
past R&I spending and financial performance. As to compare the performance of supported
and unsupported firms, data on sales and employment seem to be more useful than data on
profits, as well as the return on assets and equity.

Keywords: European Structural and Cohesion Funds, Research and Innovation, Firm
Performance
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1. INTRODUCTION

1.1. The case for public support to research and innovation

There are many barriers to research and innovation (R&I) in the private sector. There is
substantial uncertainty about future trends in technology and product development. Many firms
lack clear awareness with respect to the importance of R&I for long-term competitiveness and
profitability. Some firms understand the importance of R&I but have to cope with short-term
problems such as genuine credit constraints and/or sudden changes in business cycles. The state
can address the abovementioned market failures in many ways. The EU member countries
design and apply hundreds of support measures for support to R&I. The vast majority of the
support measures take the form of financial support. There are two major forms of financial
support to R&I: (a) direct support (grants, subsidies) and (b) indirect support (tax deductions
and tax breaks). The ultimate goal of the public assistance to R&I is to improve the
competitiveness of companies. Such competitiveness, in turn, is reflected in the improved
financial performance of supported firms (i.e. increase in sales and profitability). The national
system of innovation of the Slovak Republic accounts for moderate levels of development
(Balaz, Frank and Ojala, 2018). The Slovak policymakers used assistance from the European
resources to improve R&I performance of the Slovak businesses. The Slovak businesses
considerably benefitted from the European Structural and Cohesion Funds (SF and CF). The
support was provided under three Operational Programmes: the Operational Programme
Research and Development (OPRD), the Operational Programme Competitiveness and
Economic Growth (OPCEG) and the Operational Programme Bratislava Region (OPBR). Total
support to R&D and innovation-related activities amounted to €427.53m in the period 2007—
2015. Did the European assistance improve the competitiveness of supported firms? If yes,
what indicators accounted for major improvements? This paper analyses the financial indicators
of 550 R&I-intensive Slovak firms receiving support from the SF and CF in the period 2009—
2014. 1t applies the Difference-in-Differences evaluation method with the Propensity Score
Matching technique. It combines data from public and private resources. The evaluation
exercise was commissioned by the Government Office of the Slovak Republic. Results of the
evaluation exercise were transferred to policy recommendations for the 2014-2020
programming period.

1.2. Evidence from evaluation of public policies in research and innovation

There is rich evaluation literature on the effects of public support on R&I, as well as research
and development (R&D). The literature is used to focus on synergies between the public and
private resources for R&D. Some literature also deals with the effects of public support on
performance by private businesses, such as sales, exports, employment and patents. The
traditional stream of evaluation supported the view that public support crowds out private
resources and, therefore, is inefficient. Public support, at best, may dissipate in higher R&D
wages instead of stimulating real private R&D spending (Lokshin and Mohnen, 2013). Wallsten
(2000) evaluated the effects of the US Small Business Innovation Research (SBIR) programme
in small enterprises. Small enterprises with more employees and that appeared to conduct more
research were more likely to receive an SBIR grant, but the grants did not affect employment.
Moreover, the grants crowded out firm-financed R&D spending dollar for dollar. More recent
evaluation literature points to the complexity of evaluating the effects of public support to R&D.
Zuiiga-Vicente, Alonso-Borrego, Forcadell and Galan (2014) conducted a meta-analysis of 77
evaluations in the USA, Europe and other OECD member countries. Approximately 60% of the
studies found that public subsidies are complementary and, thus, ‘add’ to private R&D
investment, 20% found a crowding-out effect, and 20% no significant effect of public support
on increases of private funding for R&D. ZUfiga-Vicente pointed to vast differences in
methodology of evaluation by particular studies.
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Most evaluations used panel data and/or considered short-run effects. Few studies examined
long-run effects. There are significant data limitations. Few studies were able to distinguish
between total and own expenditure on R&D by firms. Some studies targeted high-tech
industries only, while others considered all industries. Gonzélez and Paz6 (2008) used a
matching design to test the hypothesis that public support to R&D crowds out private
investments (sample: 9,455 Spanish industrial enterprises). Their study indicated the absence
of “crowding-out”, be it full or partial, between public and private spending. They also found
that some firms — mainly small and operating in low-technology sectors — might not have
engaged in R&D activities in the absence of subsidies. The firms added public resources to their
own resources. Own resources, however, would have been used anyway. Becker’s meta-
analysis (2015) came to similar conclusions (2014). Clausen (2009) analysed data from the third
wave of the Community Innovation Survey (CIS3) in Norway in 1999-2001. He compared 278
supported firms to 741 unsupported firms via instrumental variable regression. Clausen found
that “research” subsidies stimulated private R&D activity mainly by increasing research
expenditure, while “development” subsidies in comparison substituted private R&D activity
mainly by decreasing development expenditure. Czarnitzki and Lopes-Bento (2013) analysed
the potential crowding-out effect on a sample of 3,019 projects supported by the public
resources in Flanders in 2004-2010. The authors used both econometric methods and detailed
discussions with representatives of the public agency administering the innovation policy
instruments in Flanders. Czarnitzki and Lopes-Bento (2013) concluded that (i) the support
policies were not subject to full crowding-out, (ii) the treatment effects were stable over time,
(iii) receiving subsidies from other sources in addition to the programme under evaluation did
not decrease the estimated treatment effect, and (iv) repeated reception of grants did not
decrease the magnitude of the treatment effects either. Klette and Mgen (2011) examined
longitudinal data for 192 Norwegian firms in high-tech industries in 1982—-1995. Temporary
R&D subsidies seemed to stimulate firms to increase their R&D investments even after the
grants had expired. The authors explained this effect via the learning-by-doing R&D activities
of the supported firms. Supported firms are more willing to invest in R&D in the future as well.
The abovementioned meta-analyses and individual evaluations indicate the complex
relationship between public support and private spending on R&I. The relationship may reach
from synergic effects via simple complementarity to substitution. Effects of the public support
to R&I on private R&I spending may differ according to the (a) type of support (grants versus
tax incentives), (b) firm size, (c) ownership type (domestic versus foreign owners), (d) type of
financial resources, (e) internal structure of R&D spending (research versus development), (f)
history of support, and (g) industry type. Data limitations usually do not allow for identifying
all relevant factors impacting upon private spending for R&D.

1.3. Identifying causal effects between intervention and behavioural change by target
group

The behaviour of economic agents is impacted by the high number of external and internal
factors. Identifying causal relationships therefore is no easy task in social and economic science.
Quantitative approaches mostly rely on econometric methods such as matching design,
instrumental variable regression and/or Granger causality in time series (Imbens
and Wooldridge, 2009). The econometric methods aim at establishing and quantifying causal
relationships between economic and social policy measures and behavioural change by specific
economic and social target groups (‘economic agents’). In most cases economic agents are
individuals, specific social classes, firms, regions and/or countries. A comparison of two agent
groups (‘matching’) is a classical method for evaluating causal relationships. The treatment
group was a target of an intervention (e.g. firms receiving subsidies from the SF and CF), while
the control group received no treatment.
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There is a rather strong assumption that firms in control and treatment groups do not differ in
most important aspects, such as size, industry sector, previous experience with research, etc.
Such an assumption sometimes is difficult to prove. Specific industries account for different
profit rates, shares of university-educated workers and/or research and innovation intensities.
There is an option to use some statistical techniques, such as Propensity Score Matching (PSM),
and match each agent from the treatment group with a ‘mirror agent’ from the control group
(for more details on ‘matching design’, see Pearl (2009) and Miteva, Pattanayak and Ferraro
(2012). The PSM method increases comparability of the treatment and control groups in respect
of the observable variables. There, of course, is another strong assumption that different
behaviour by treatment and control groups is generated solely by the policy interventions and/or
observable variables, and there are no unobservable variables in play.

1.4. Research hypotheses, data sources and research methods

Slovak firms supported by the Structural Funds do not provide data on their past R&I
expenditure. It is therefore impossible to tell whether the Structural Fund interventions
contributed to an increase in business expenditure on R&lI. It is, however, possible to test the
hypothesis that assistance from the Structural and Cohesion Funds improved economic
performance of the supported firms. Improved competitiveness is the ultimate goal of public
support to R&lI.

1.5. Data sources, data structure and data cleaning

We accessed the National Strategic Reference Framework database to obtain data on firms and
projects receiving support from the SF and CF. We identified some 550 firms receiving support
for 589 projects. The R&I-related projects were implemented under the OPCEG 1.1 and 1.3,
OPBR 2.1 and OPRD 2.2 and 4.2 Policy Measures. The abovementioned 550 firms formed the
treatment group. We compared economic and financial data of the treatment group with data
for firms receiving no support (control group). The FinStat database contains annual data on
240,000 companies. The database is managed by a private company. It collects financial data
from the public registries. The data include annual accounts and financial statements of all
Slovak LTD and PLC-type companies. Historical financial data are not available for the vast
majority of Slovak companies. The total database includes a sub-sample of several thousand
companies whose annual accounts are available from 2009. The sub-sample partly overlaps
with the list of 550 Slovak businesses supported by the OPCEG 1.1 and 1.3, OPBR 2.1 and
OPRD 2.2 and 4.2 Policy Measures. We commissioned an extract of the financial data for the
control and treatment groups. The total sample had 550 firms in the treatment group. Complete
data on all financial indicators, however, were available for a limited number of firms in the
FinStat database. Sales accounted for the best coverage, while profit accounted for the weakest
one. Complete data on sales were available for 117 enterprises, but complete data on return on
equity for 87 firms only (Table 1). The effective size of the treatment group therefore varied
between 87 and 117 firms depending on the specific financial indicator. The FinStat database
also provided data on 4,645 non-supported firms in the period 2009-2014 (control group). We
excluded multinational companies (TESCO, Samsung, Volkswagen, etc.) from the control
group so as to eliminate the outliers. We also excluded some other companies with extreme
increases/decreases in sales and/or profits (outliers). The final sample of the control group
contained 4,551 firms.

1.6. Research methods

We used the Difference-in-Differences method to examine effects of the European resources
on economic efficiency of the Slovak businesses. Difference in Differences (DiD) is a statistical
technique used in econometrics.
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It attempts to mimic an experimental research design using observational study data. It
calculates the effect of a treatment (i.e. an explanatory variable or an independent variable) on
an outcome (i.e. a response variable or a dependent variable) by comparing the average change
over time in the outcome variable for the treatment group to the average change over time for
the control group.

2. COMPOSITION OF TREATMENT AND CONTROL GROUPS
The DiD method is based on (i) definition of the appropriate time period, (ii) selection of
appropriate variables, and (iii) construction of treatment and control groups.

2.1. Time periods

Two periods were chosen to compare the development of economic efficiency in the treatment
and control groups over time: 2009-2011 (pre-test period) and 2012—2014 (post-test period).
The first calls for innovation and R&D projects were launched in 2008, but spending was
extremely slow. The OPRD 2.2 and 4.2 Policy Measures, for example, accounted for a 9%
spending rate by the end of 2011. The period 2009-2011 therefore is considered the period with
no or minimal intervention. Each of the two abovementioned periods also captured different
phases of the economic cycle: boost (2009 and 2013) and boom (2010, 2011, 2012 and 2014)
respectively. The average GDP growth was 0.9% in 2009-2011, whereas it was 1.9% in the
2012-2014 period.

2.2. Performance variables
The selection of variables reflected their economic importance and availability in the FinStat
database. The most important variables included sales, gross operating surplus (profit), total
assets, and equity (Table 1).

2.3. Construction of treatment and control groups

The PSM method was used to create comparable structures of the treatment and control groups.
In the statistical analysis of observational data, PSM is a statistical matching technique that
attempts to estimate the effect of a treatment, policy or other intervention. The PSM method
attempts to find a ‘mirror member’ in the control group in relation to each member in the
treatment group. PSM attempts to reduce the bias due to confounding variables that could be
found in an estimate of the treatment effect obtained from simply comparing outcomes among
units that received the treatment versus those that did not. If one, for example, compares firms
with and without support from the Structural Funds, the comparison is likely to generate biased
results. Firms participating in the Structural Fund schemes are different from the non-
participating firms. Participating firms likely have a higher share of the PLC-type companies.
They also account for higher sales and profits (so as to pay for elaboration of the project
proposal) and have a longer corporate history than that of non-participating firms. The
propensity score allows one to design and analyse an observational (nonrandomised) study so
that it mimics some of the particular characteristics of a randomised controlled trial. In
particular, the propensity score is a balancing score: conditional on the propensity score, the
distribution of observed baseline covariates will be similar between treated and untreated
subjects (Austin, 2011). In this evaluation firms in the control group should have similar
characteristics to those of businesses in the treatment group (i.e. those supported by the OPCEG
1.1and 1.3, OPBR 2.1 and OPRD 2.2 and 4.2 Policy Measures). The following variables were
tested for inclusion in the PSM score?:

1 As to achieve best matching between treatment and control groups the maximal difference between the sample scores
(,,caliper®) was set to 0.05. For more details on caliper setting see: (Austin, 2011).
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Enterprise size by no. of employees (21 categories)?;

Enterprise size by sales, assets and equity;

Technology intensity of an industry (NACE, two digits)?;

Length of doing business in years;

e Indicators of returns on sales and assets (enterprises with higher profitability use to have
more resources for R&I activities);

e History of participation in the national programmes of the Research and Development
Agency (RDA, binary variable);

e History of participation in the FP7 projects (binary variable);

e History of participation in the SOPIS 1.3 DM a 1.3 SP Policy Measures in the programming
period 2006-2008 (binary variable)*;

e The R&D stimuli awarded in the period 2009-2014.

The selection of factors was impacted by their relevance and also by the data availability.
Enterprise history, enterprise size (by number of employees), participation in the RDA projects,
some sectoral variables (medium-low-tech manufacturing, medium-high-tech manufacturing,
high-tech manufacturing), and average assets in the period 2009-2014 proved to be significant
at the 0.05 level.

3. RESULTS OF EVALUATION

Development in financial indicators for supported/unsupported firms between the periods
2012-2014 and 2009-2011 was compared via the t-test (Table 1). The increase in sales in the
period 2012-2014 compared to the period 2009-2011 was the most important indicator of
improved competitiveness. Sales accounted for the best availability of data. Sales are a more
realistic indicator than profits in the annual accounts of the Slovak companies. Profits are more
prone to manipulation in the enterprise accounts. Average annual sales increased by €748,541
in supported firms but decreased by €8,752,041 in unsupported firms (Table 1). Both supported
and unsupported firms reported decreasing profits in the period 2012-2014 compared to the
period 2009-2011. Supported firms reported a decrease in average annual profits by €148,529
and unsupported firms by €382,246. Supported firms reported an increase in average annual
assets by €799,603, but unsupported firms a decrease by €2,514,745. An increase in assets
impacted upon the return on assets (ROA) in supported firms by 9.61% between the periods
2012-2014 and 2009-2011. ROA increased by 6.48% in supported firms. Average annual
equity increased by €341,357 in supported firms but decreased by €219,520 in unsupported
firms. Average return on equity increased by 12.13% in supported firms but decreased by
40.53% in unsupported firms in the period 2012-2014 compared to the period 2009-2011. An
increase in sales, assets and return on assets was significant at the 0.05 level (Table 1).
Computations on equity and return on equity must be observed with care. These indicators
accounted for high numbers of missing data.

2 Enterprise sizes by number of employees was coded in following way: (0) = 0 employees, (1) = 1 employee, (2) = 2 employees,
(3) = 3-4 employees, (4) = 5-9 employees, (5) = 10-19 employees, (6) = 20-24 employees, (7) = 25-49 employees, (8) = 50-99
employees, (9) = 100-149 employees, (10) 150-200 employees, (11) = 200-249 employees, (12) = 250-499 employees, (13) =
500-999 employees, (14) = 1000-1999 employees, (15) = 2000-2999 employees, (16) =3000-3999 employees, (17) = 4000-
4999 employees, (18) 5000-9999 employees, (19) = 10000 — 19999 employees (20) = 20000+ employees.

8 There are six technology classes of enterprises on the NACE 2-digit level: low-tech manufacturing (NACE 10-18, 31, 32),
medium-low tech manufacturing (NACE 19, 22-25, 33), medium-high tech manufacturing (NACE 20, 27-30), high-tech
manufacturing (NACE 21 a 26), less knowledge intensive services (NACE 45-47, 49, 52, 53, 55, 56, 68, 77, 79, 81, 82, 94-99)
and knowledge intensive services (NACE 50, 51, 58-66, 69-75, 78, 80, 84-93). Source: Eurostat, 2018.

4 The SOPIS stands for the Sectoral Operational Programme. The SOPIS 1.3 DM Policy Measure supported small (de minimis)
projects on innovation in 2004-2006. The SOPIS 1.3 SP Policy Measure allocated state aid to the R&I projects.
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Table 1: Financial indicators for firms receiving/not receiving support from the SF and CF
(authors’ computations based on the FinStat database data)

Variable Firmtype | N | Average | Std.deviation | t® | Sig. (2-tailed) @
Firm history (years) unsupported |114 17.38 6.410 -0.288 0.773
y supported |117| 17.61 5.680 -0.288 0.774
Firm size (21 categories) unsupported |114 7.30 3.100 -1.498 0.135
g supported  [117|  7.85 2,523 -1.494 0.137
unsupported 114 |-8,752,041 8,803,249 o 0.000
. 10.921

Increase in sales (€) )
supported (117 | 748,541 3,281,397 10.814 0.000
Increase in profit (€) unsupported (101 -382,246 1,469,520 -1.458 0.146
P supported 112 -148,529 804,486 -1.418 0.158
Increase in assets (€) unsupported 113 |-2,514,745 13,947,615 -2.491 0.013
supported  [115| 799,603 2,995,757 -2.471 0.015
Increase in equity (€) unsupported (112 | -219,520 7,844,266 -0.720 0.472
quity supported |115| 341,357 2,830,754 |-0.713 0.477
. . 0 unsupported | 97 -40.53 189.17 -2.332 0.021
Difference in ROA % supported |107| 12.13 130.48 -2.292 0.023
. . 0 unsupported | 87 6.48 60.99 1.369 0.173
Difference in ROE % supported |93 | -0.62 92.48 1.387 0.167

Source: authors’ computations. Notes: (a) the t-values and significance levels are quoted
separately for assumptions on equal and unequal variances.

3.1. Limitations of research

The abovementioned computations have some important limitations. Financial data were
available for the minority of enterprises in the control and treatment groups. It is impossible to
say how the availability of data impacted upon the structure of the control and treatment groups.
It can be assumed that the best data were available for medium-sized and large enterprises with
a medium-long and long corporate history. Such enterprises likely have better financial results
than those of small and/or new businesses in both samples. The PSM results may be biased by
hidden variables (‘unobservables’). The competitiveness of enterprises may be impacted by a
number of factors, such as (1) external factors of sales and costs within specific industries (e.g.
prices of inputs), (2) the quality of management in specific businesses, (3) state aid provided to
enterprises directly or indirectly (e.g. via re-qualification of employees), (4) the ownership
structure and potential for knowledge transfer (domestic versus foreign owners), (5) the
position of enterprises within a group of enterprises, (6) the dependence of an enterprise on
regional transport infrastructure, and (7) the availability of human resources and other
production inputs within a region and/or in international markets.

4. CONCLUSIONS

The results of the evaluation indicated that enterprises receiving support from the European
resources accounted for better financial performance than that of enterprises receiving no
support from the SF and CF. The evaluation exercise also examined the availability and quality
of data. Financial data were collected from external resources and were available for the
minority of supported firms. Most Slovak firms try to minimise the tax burden via tax
optimisation and/or tax avoidance®. Data on sales are much more difficult to manipulate than
those on profits. Data on profits and returns on assets and equity therefore should be observed
with greater care than those on sales and assets.

5 Number of firms claiming no tax liability increased by 40,000 (from 52,000 to 92,000) in period 2006-2012. Trend in tax
avoidance continued in later years. The FinStat database indicates that no tax liability claimed 52.3% Slovak firms in 2013 and
43.8% in 2014 (total sample 115,501 firms).
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Good-quality data are essential for a meaningful evaluation. For some reasons, Slovak R&lI-
intensive firms applying for assistance from the SF and CF had no obligation to provide data
on their past financial performance. The firms also were not asked to provide data on their past
R&I spending. The evaluation exercise therefore could not analyse changes in R&I spending
after allocation of the European support. The evaluation exercise implied the following policy
recommendations:

Public intervention improved the competitiveness of supported firms.

Firms applying for support from the national public and/or European resources must provide
good-quality data on their past R&I spending and financial performance.

As to compare the performance of supported versus unsupported firms, data on sales and
employment seem to be more useful than data on profits, as well as return on assets and

equity.
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ABSTRACT
This paper reviews development of entrepreneurial activity and investigates government input
for creating favourable environment to businesses. Economic development and business
environment are the most important factors in explaining entrepreneurial choice. However, we
find that government’s systematic reforms most likely digitalization also matter.
Keywords: digital economy, digital trade hub, entrepreneurship

1. INTRODUCTION

In the light of recent economic developments in the world, the development of the country's
economy, the protection and further improvement of the investment and business environment,
the creation of favorable conditions for the expansion of the entrepreneurship sector, increasing
the export potential of the non-oil sector, import substitution, and the strengthening of state
support to local entrepreneurs is strategic tasks. Systematic, complex steps have been taken in
this direction, state programs have been adopted. As a result, according to the World Bank's
Doing Business 2019 report, Azerbaijan's position is on the 25th place among 190 countries in
comparison with 2017, 32 step forward in 2018, leaving behind many countries in the world
leading positions among the Commonwealth of Independent States rising to the world's most
reforming country. As a result of more than 70 reform measures, the position of most indicators
has increased to a higher level. Significant progress has been made in eight out of ten indicators
falling to the top ten in the business start up indicator. These indicators have not been changed
in the last two years on the indicator of foreign trade only. This has resulted in increase of
attention by the state to that area. At the same time, building of a digital economy is also a
strategic task of our country. These decisions include reform measures to promote Institutional
Reform and Investment Promotion, as well as to improve the business climate and improve the
country's position in international ratings.

2. CREATING FAVORABLE ENVIRONMENT

In recent years Azerbaijan put great efforts in creating business environment for start ups and
entrepreneurial activities in non-oil sector. These events includes the establishment of the
Economic Reform Analysis and Communication Center on the basis of the Presidential Decree
of 8 April 2016, in accordance with the Order of the President of the Republic of Azerbaijan
"On the Establishment of www.azexport.az internet portal - Unified Database of Goods
Manufactured in the Republic of Azerbaijan" signed on 21 September 2016, creation of
"EnterpriseAzerbaijan.com™ portal with the Presidential Decree of December 6, 2016,
"Strengthening the position of the Republic of Azerbaijan as a Digital Trade Crossroad and
Decree No. 1255 of the President of the Republic of Azerbaijan dated 22 February, 2017 "On
Additional Measures to Expand Foreign Trade Operations”, the establishment of a Single
Window Support Center, the State Program on Digital Payments Expansion in the Republic of
Azerbaijan in 2018-2020, signed by President of the Republic of Azerbaijan on 26 September
2018, have a major importance. The objectives of the reform of the Center for Economic
Analysis and Communication is prepare forecasts for the medium and long-term period, to
provide state bodies and institutions with those forecasts, and to organize the promotion of the
achievements of the Republic of Azerbaijan in various fields of economy along with macro and
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microeconomic analysis and research to ensure sustainable economic development of the
country. Among the complex measures undertaken to improve the country's position in
international ratings and to increase the business and investment climate availability within the
framework of large-scale economic reforms aimed at specific objectives, the Economic
Reforms Analysis and Communication Center has launched a single database of goods
produced in Azerbaijan - www.azexport.az creation a portal has particular importance.
Azexport.az's mission is to provide information on products of Azerbaijani origin and create a
favorable platform for their domestic and foreign markets. To carry out this mission, the leading
global and local transport and logistixs companies integrated into Azexport.az. “Azexport.az
integrates with the world's most popular electronic sales networks and exports goods to the
world and offers fast and secure payment via VISA, Master Card and American Express card
holders. The Azexport.az portal offers a new service to entrepreneurs. Thus www.azexport.az
portal selects the most appropriate among tens of thousands of ads on public and private
procurement portals and presents them to Azerbaijani entrepreneurs. Entrepreneurs can now
clearly see and enjoy the tenders and orders announced in different countries. At the same time,
the portal provides relevant support for participation in such tenders. One of the main priorities
of the development of entrepreneurship, which is one of the main directions of the new
economic policy, is the expansion of exports, the promotion of non-oil products by the
Azerbaijani brand and its sale to foreign countries. The Azexport.az portal's technical
capabilities have enabled entrepreneurs to address key issues such as supply chains, low
logistics capabilities, and high production costs. The Digital Trade Hub of Azerbaijan ("Digital
Trade Hub of Azerbaijan ") project, was created which allows registering as a taxpayer in the
Republic of Azerbaijan as a taxpayer and their foreign business partners in the electronic form
and signing of contracts as well as transboundary electronic services in real-time mode. In terms
of entrepreneurs' access to global markets and the use of new technologies, the Digital Trade
Hub has an important role. Digital Trade Hub of Azerbaijan is the e-government-private
partnership platform designed to further develop the infrastructure of electronic commerce in
the country and to strengthen the position of the Republic of Azerbaijan as a digital commerce
interconnector in the region. Opportunities of Digital Trade are - the online unified export
petition, customs declarations on the opportunities created by the digital trade junction for the
business; e-promotion promotion; Free Sales Certificate; transboundary operations; mutual
recognition and validation of signatures. The Portal recommends that all procedures required
to meet export incentives for entrepreneurs to promote domestic non-oil products be transmitted
electronically through the Digital Trade Hub. The service is also done faster and easier through
the Online Single Export Application. The Digital Trade hub, which provides a free sales
certificate, is based on X-Road technology. This technology is the safest and most secure
protocol for data exchange. It is necessary to have a Free Sales Certificate for export of
Azerbaijani products to many countries. The Free Trade Certificate is a relatively new
regulatory control mechanism in international trade. Azerbaijan is the third country in the CIS
that offer this type of certificate. The certificate is compulsory in many countries and is used to
secure the safety of products such as food, cosmetics, textile, medical equipment, hygienic
means, etc. that are in contact with the human body. The free sale certificate is a document
certifying that the exported goods are freely circulated in the Republic of Azerbaijan, certified
by the relevant public authorities and bodies and meets the standards. The acquisition of this
certificate is voluntary and is made on the basis of the exporters' application only for the goods
produced in the Republic of Azerbaijan. Exporters may obtain a free-of-charge certificate in
electronic form or on a paper carrier. The procedure for issuing a certificate is not monitored
by any additional labs or tests. A range of documents are required for the free sale certificate,
including a list of goods required for a free sale certificate, a certificate of conformity and
quality certification, a license for the production of goods (under the law), international
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identification number - barcode, 2-3 clients, invoices, checks or tax invoices), and so on.
Contracts signed with ISESCO, FutureTrust, GazinformService, Asecco, Microsoft, Eastern
Partnership Center and Orientswiss contribute to transboundary operations, recognition of
mutual signatures, and thereby improving business relations among countries, facilitating E-
Commerce and E-Commerce development. Majority of portal users which is total of 1.5 billion
visitors integrated into international electronic sales portals Www.go4worldbusiness.com, the
Gulf and Oceania countries, www.trdworldbusiness.com, www.tradeindia.com,
www.indiamart.com, covering the Indian market, and www.agrorubo.com, specializing in
selling agrarian products in CIS countries in recent years. The portal
www.enterpriseazerbaijan.com was created by the Economic Reform Analysis and
Communication Center (ITICM) in order to ensure sustainable development of entepreneurial
activity as one of the main priorities of the state’s economic policy in the Republic of Azerbaijan
and to support competitive domestic production in the non-oil sector. The purpose of the portal
is to further enhance the attractiveness of the country's investment and increase the
availability of alternative funding sources for the development of the economy. The portal
is a database of investment projects, startups, property, stock, land and other assets in
Azerbaijan, which is regularly updated, easy to use, accessible, safe, fast and affordable. Project
developers looking for potential investors and potential investors looking for a job to invest
come together at the EnterpriseAzerbaijan.com portal. "EnterpriseAzerbaijan.com™ portal has
integrated into the Azexport.az, Digital Trade HUb, and "One Window" Export Support Center.
“One Window" Export Support Center , which operates under the "Azexport" portal from May
25, 2017, is a joint venture in the Republic of Azerbaijan for the registration and signing of
documents, including contracts with taxpayers as well as their foreign business partners, as well
as real-time transboundary electronic services. Representatives of state agencies integrated into
the Center operate in the service center and exchange information in real-time with information
resources. The Center is planning to issue a number of certificates: export certificate for
animals, animal origin products and international veterinary, Phytosanitary (re-exported
phytosanitary) certificate for export (re-export) of plant and plant products, Quality certificate
for exporting food products to European Union countries, certificate of origin of goods origin,
Permit for the export of wild fauna and wild flora species, which is at risk of extinction,
protection certificate for export of cultural assets, the consent of the export of religious literature
(paper and electronic carriers), audio and video materials, goods (products) and other materials
of religious content. As a result of these reform measures, several achievements have been
achieved to improve the business environment in Azerbaijan. Thus, according to the State
Customs Committee information , export of the Republic of Azerbaijan for January- October
2018 amounted to $ 16.3 billion. During this period, growth in the non-oil sector export was
observed in the Republic of Azerbaijan, and exports for the first 10 months of the current year
amounted to $ 1 billion 351 million in non-oil sector. Exports from the non-oil sector increased
by $ 132 million or 11 per cent in January-October 2018 compared to the same period of 2017.
In January-October of the current year, exports to Russia amounted to 467.2 million dollars, to
Turkey - 293.8 million, to Sweden 114,4 million, to Georgia — 106,5 milion and to Kazakhstan
- 38.4 million US dollars. In comparison with the same period of the previous year, non-oil
exports to Russia increased by 11 per cent to Russia in 10 months, Turkey by 20 per cent,
Switzerland to 10 per cent, China to 75 per cent, and to Georgia by 2.6 per cent. In the list of
commodities of non-oil sector exported during January-October 2018, tomatoes were the leader
with export value of 150 million US dollars. In this list, gold was the third ($ 68 million) of the
first form of polyethylene ($ 100 million), which was not used in coin cutting and the second
and special mass was less than 0.94 with special increase of 15%. Exports of tomatoes increased
by 14% compared to the same period last year. In this list with compare of previos year same
period polyethylene (68.5 million), with a 2% increase in gold compared to last year, with a
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second and a 15% increase in gold (other non-finished forms - 100 million US dollars).
Generally, exports of fruits and vegetables totaled 405 million dollars in January-October 2018,
which is 8% increase of previous year, exports of plastics and finished products amounted to
95.7 million, exports of aluminum and finished products - 97.2 million, electricity exports - 60
million, ferrous metals exported goods amounted to 64.3 million, cotton fiber exports - 65
million, export of chemical products - 47 million, cotton export - US $ 19 million. Compared
to last year, these products accounted for 2.5 times the cotton fiber. In November of the current
year export of non-oil sector was 144 million US dollars. In the list of the most non-oil exported
countries in September 2018 the top five countries were Turkey (34.5 million US dollars),
Russia (22 million USD), Switzerland ($ 13.9 million), Ireland $ 10 million) and Georgia ($
7.2 million). Azercosmos has been exporting services to 22 countries of the world . During 9
months of this year, Azercosmos OJSC has earned $ 16.7 million in sales of satellite and
communications services. In addition to products, there was an increase in the export of various
services. Azerkosmos has exported 22.4 million worth of services to 23 countries worldwide.
Implemented. During 10 months of this year, Azercosmos OJSC has earned $ 16.7 million in
sales of satellite and communications services. During the first 10 months of 2018, the value of
export orders to Azexport portal amounted to $ 433 million. Compared to the same period of
2017, this is a 15% increase. In general, the value of export orders from Azexport.az to 106
countries from January to 2017 amounted to $ 908 million. Additionally, in the first 10 months,
2420,600 Azerbaijanis from 194 countries of the world, or 6.4 percent more foreigners and
stateless persons came to Azerbaijan compared to the same period of the previous year, the
value of their transactions through bank cards amounted to 1119 million manat, compared to
the same period last year, the value of these transactions increased by 205 million AZN or 25
percent. It should be noted that in January-October 2018, the cost of export through the "One
Window" Support Center was more than $ 124.5 million. At present, more than 10% of the
country's non-oil exports are documented at the "One Window" Export Support Center.
Physical and legal entities operating in our country are mainly engaged in steel pipes, steel
reinforcing rolled steel, steel platinum, precious metal ingots, oxygen bacon, hazelnut kernel,
fruit, fruit juices, barley, rootstock, tomato straw, tobacco, frozen slices and shells, sheep bowel,
lamb, Dagestan tour, magazines and so on. the relevant documents required for the export of
products were submitted. Certified products has been exported to various countries such as
Turkey, Georgia, Austria, Russia, Kazakhstan, Iran, Canada, Germany, USA, Turkmenistan,
Qatar, Austria, Ukraine, Lithuania, Switzerland, Belgium, Canada, New Zealand, China,
Ghana, Malaysia, Uzbekistan, Italy, Israel. During the first 10 months of 2018, the Exporters
for Economic Reforms Analysis and Communications Center (ITECM) have been given free-
of-charge sales certificates to more than 200 companies including Gazelli Group LLC, Apiaz
LLC, Aznar CJSC named after Teymur Ahmadov, Brightman LLC. The activity of the
Azexport portal of the Center for Economic Reforms and Communications and the One-Stop
Support Center was highly estimated in the report "Business Environment in Azerbaijan 2018
prepared by the European Union. The Azexport portal and the "One Window" Business Support
Center are examples of institutional reforms in export diversification.

3. CONCLUSION

Today, macroeconomic stability, favorable investment and business environment protection,
development of entrepreneurship, development of the non-oil sector in the country are strategic
objectives. Complex systematic steps are taken in this direction. State programs are accepted.
At the same time, building a digital economy of this country is also a strategic task. The article
deals with a number of issues related to the State's consistent measures on the economic
electronization of the economy and their impact on the development of their publicity activities
in the direction of these tasks.
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ABSTRACT

The Internet of Things (IoT) is the interconnectivity with smart assets that are securely
networked over an open, standard network. The full value of 10T is complementing smart,
networked assets with contemporary technologies such as scalable computing, information
management, analytics, and mobility gives us Internet of Things also known as Internet of
Objects. The IoT will foster the development of a number of applications that make use of the
potentially enormous amount and variety of data generated by such objects to provide new
services to citizens, companies, and public administrations. The Internet of Things is a very
real trend and it is just a matter of time before 10T has a signicant impact on the way we live
our lives.

Keywords: Internet of Things, Ubiquitous sensing, interconnectivity, Smart environments,
cyber-attacks, data exchange

1. INTRODUCTION

The Internet of Things (loT) is the interconnectivity of the world around us. We have stepped
into a dawn of a new era of Internet of Things also known as Internet of Objects. Machine-to-
machine (M2M) communications is at the heart of the Internet of things. The use of
interconnected sensors and controls that help us gather and analyse data about the environment,
the things that exist within it, and the people that act within it, to improve our understanding
and automate previously manual processes. They have suitable protocol stacks that gives to this
objects and things ability to communicate with one another and with people that uses them. idea
of the Internet of Things suggests that rather than having a small number of very powerful
computing devices in your life such as cars, shoes, wallet, mobile phones, oven, refrigerator,
bracelet, watch and many other small things. Manufacturers of electronic products have started
to incorporate general-purpose computer CPUs into their products, from washing machines to
cars, as they have seen that it has become, in many cases, cheaper to do this than to create
custom chips. Designers and engineers work closely to make industrial products, and hobbyist
“hackers” (in the sense of tinkerers and amateur engineers), by their nature, are a diverse group
encompassing various technical and artistic interests and skills.

2. METHODS FOR DEVELOPING IOT INFRASTRUCTURE

Cross-site scripting (XSS) is a type of computer vulnerability which is found in internet
applications. They enable access to scripts which are run on the client side in the user's browser.
Cross-site scripting is a vulnerability which can be exploited by attackers in order to bypass
computer access control [8]. Careless surfing, use of outdated browsing and antivirus
software tools, increased activity of spammers, forwarding of links and images over social
networking and internet forums, lack of preventive security measures during the
development of web applications aid the wide-spread of this attack. Once an attacker is
able to find vulnerability associated with a web application, he will be able to attack its web
users using this vulnerable web application. Client side scripts like Java Scripts are most
widely used for implementing XSS attacks [9]. Privacy is an important issue in loT devices
and service on account of the ubiquitous character of the IoT environment. Entities are
connected, and data is communicated and exchanged over the internet, rendering user privacy
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a sensitive subject in many research works. Privacy in data collection, as well as data sharing
and management, and data security matters remain open research issues to be fulfilled [10].

3. INFRASTRUCTURE AND POSSIBILITIES OF DEVICE INTERACTION

Because 10T involves so many industries, new jobs will be generated and additional value
will be increased, which bring chances to social development, including promoting employment
and economic developmentl. Society also affects 10T development. Modern knowledge
systems can be divided into many subjects. Table 1 lists some relative 10T subjects and their
corresponding relevance to loT development.

Table 1: Subjects examples related to 10T

Relevance Subject examples

. Information and communication engineering, electronics science and technology, control
Highest science and engineering, computer science and technology
Very high Instrument science and technology, mechanical engineering, optical engineering
High Cr_lemistry, biology, physics, .mathematic_s, transportat_ion e-_ngineeripg, aviation aerospace

science and technology, architecture, agricultural engineering, medical technology, pedagogy

Middle Law, public management, applied economics
Low Artistic theory, acheology, ...

Source: Huansheng, N.; Sha, H. Technology classification, industry, and education for Future
Internet of Things; International journal of communication systems; 2012. Str. 1230 - 1241

Figure 1: The future of 1oT where all devices are connected and communicating with each
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Organizations are gaining flexibility to quickly adapt to changes, whether for new product
introductions, planned product line changeovers, or other adjustments. Each affected zone, from
the enterprise to the plant floor to the loading dock, receives real-time alerts about changes
through networked mobile devices, video monitors, and human-machine interfaces.

! Balandin, S.; Andreev, S.; Koucheryavy, Y. Internet of Things, Smart Spaces, and Next Generation Networks and Systems;
Springer; 2015. str. 47.
2 Tecrea; URL.: https://tecrea.com.co/blog/2018/08/15/iot-empresas-generan-desarrollo-colombia-mundo 2018.
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The real-time information also links back to the entire supply chain, so each step in the
manufacturing value chain, from supply through production to distribution, can respond as
quickly as needed.

4. INTERPLAY OF INTERNET OF THINGS AND SOCIETY

As one of the significant emerging technologies, Internet of things has been revolutionizing so
many fields including our daily lives, by providing new communication ways between
machines. There are 3.4 billion internet users globally and 10 to 15 billion IoT devices and this
number is regularly increasing. While internet revolution redefined the modern life and
provided unprecedented opportunities, internet of things has brought smart-life with so many
smart devices. It transformed every field of daily life, industry and economy. Some of the
devices that come with components mentioned above are: kitchen equipments ( i.e refrigerator,
oven, food processor ), home appliances, TVs, cars, lighting and heating products etc. Smart
thermostat, for instance, alllows users to remotely adjust the temperature by using their mobile
phone. In addition to that, as its collects data and interact with other connected devices, it learns
user’s behaviours to automizes processes for the next time. On the other hand, as improvement
of 10T continues, concerns about the information security are increasing. Even though 10T is
revolutionary, it comes with some risks. And these concerns are not just a superstition, they are
based on some incidents that already taken place. For instance, Proofpoint, a cyber-security
company, reported that more than 100,000 smart TVs, refrigerators and other consumer items
were compromised by hackers to transmit 750,000 malicious emails in a two-week period3.
Smart gadgets are attractive to cyber-criminals and hackers. Because they are connected to
internet 24 hours and they are less protected than computers, since users are less experienced
and have usually less options for security with them?. Technical vulnerabilities can be basic
vulnerabilities or application-based vulnerabilities. Technical ones refers to the vulnerabilities
of common internet protocols. The core protocols of internet such as IP (Internet Protocol),
TCP (Transmission Control Protocol) and HTTP (Hypertext Transfer Protocol) weren’t
including security features at first when they created, since the Internet used for academical and
governmental purposes and users of the internet were trusted individuals and institutions at that
time. After a while, security precautions were included to these protocols as extensions with
the expandation of the internet. Therefore, the Internet is still vulnerable to basic attacks such
as DDosS, eavesdropping, hoaxing and packet sniffing. Apart from core protocols, there are a
number of applications, including operating systems, that run on top of basic protocols. These
application vulnerabilities are exploited by attackers to gain access privileges to remote
systems, steal information and interrupt services. In general, hackers exploit both basic
protocols and application vulnerabilities depending on the situation. In order to use the 10T with
its full potential and safely, governments and businesses have to meet some requirements.
Security and data privacy are the most important vulnerabilities to attacks. Organizations “need
clear legal guidelines over data ownership, transfer and usage”. “Governments need to
collaborate with each other and with industry to harmonize compliance requirements in data
and liability laws... This will streamline data flows within a jurisdiction and across national
borders”. “Operational safety and security practices vary greatly across industry domains. It is
important to understand and document existing best practices across industries. This will help
identify gaps and requirements for potential innovation, standards or new cybersecurity
products.”

3 Debruce, O. Proofpoint uncovers Internet of Things cyberattack; URL.:
http://investors.proofpoint.com/releasedetail.cfm?releaseid=819799; 2014.

4100,000 Refrigerators and other home appliances hacked to perform cyber attack; URL:
https://thehackernews.com/2014/01/100000-refrigerators-and-other-home.html; 2014.
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During the manufacturing process, security must be a built-in aspect of design for both
hardware and software. Over time, these should evolve as standards that guarantee a certain
level of default security to the systems.®

5. CONCLUSION

IoT integrated critical infrastructure brings revolution of opportunities for governments and
organizations. Although there are still technological challenges and concerns to handle, this
emerging technology will increase the efficiency of modern world. Most important topics are
ensuring data privacy and cyber security in order to maintain innovation and growth ideally.
Organizations and governments have to be aware of that attacks and vulnerabilities can never
prevented completely and should improve their capabilities against cyber-attacks. It will allow
organizations to profit opportunities offered by digital world and minimize the risks of danger.
The industry recognizes the challenge and is making it the top priority. 10T security is starting
to be integrated into the very fabric of both industry and public infrastructure, including
fundamental areas such as transportation and logistics, power grids, water supplies, and public
safety. However, much more needs to be done. We still lack skills, education, and awareness.
Many companies continue to be in denial, still relying on a discredited physical separation
approach to securing their plants and infrastructure. Internet of Things is different than
Information Technology in many ways, it is more distributed, more heterogeneous, and more
dynamic.
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ABSTRACT

Clusters are crucial in the development of the economy and in the transition of the country's
innovative development. In practice, the cluster approaches are implemented through the
cluster policy. Cluster policy involves the adoption of relevant programs and strategies for the
development of individual clusters (cluster initiative), as well as the formation of an
instrumental database (cluster technology) for the implementation of these programs and
strategies. The article summarizes the main characteristics of the cluster, such as the object of
economic analysis, the cluster policy and the features of its formation. Cluster policy models
are analyzed comparatively.

Keywords: cluster, cluster policy, cluster strategy, cluster initiative, cluster consulting, cluster
technology

1. INTRODUCTION

Practically cluster approaches are implemented through cluster policies. But according to the
general approach, cluster policy is the state's system of actions and mechanisms for the
formation and protection of clusters aimed at improvement of the country's competitiveness.
However, it should be taken into consideration that the issue of the cluster policy in science has
become a subject of discussion. It is regarded as an integral part of an independent or economic
policy. Thus, the cluster approach was firstly looked through within the framework of industrial
policy in Finland. From a practical point of view, there is no clear definition of cluster policy
concepti, the genesis of this policy consists of a new industrial policy. According to M. Porter,
the improvement policy of competitiveness of the country or region is the strategic focus of the
horizontal cluster policy (1).

2. THE NATURE OF CLUSTER POLICY.

Cluster policy involves the adoption of relevant programs and strategies for the development
of different clusters (cluster initiatives), as well as establishment of instrumental database
(cluster technology) for the implementation of these programs and strategies. In medium range,
the main focus of the cluster policy is to establish network-type knowledge to make structural
and technological changes, and reconstruct industrial enterprises through attracting enterprises
and research institutes involved in this process. The primary task of the cluster policy is to
establish an institutional mechanism to ensure the development of the economy on a cluster
basis at national and regional levels (Figure 1).

Figure following on the next page
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Figure 1: Implementation mechanism of cluster policy.

In our opinion, the cluster initiative, cluster firms, includes the strength of the joint venture,
both aimed at promoting the development and competitiveness of cluster firms, government,
education and research organizations in a definite spheres. If cluster policy is the mechanism
of action of the state and cluster protection mechanism which promotes the competitiveness of
the region and the cluster enterprises, as well as the application of innovations, then the cluster
initiative is the organizing of a cocrete cluster in a specific area. Cluster policy is revealed as
an alternative to "field policy" which iplements defence of specific enterprises and fields.
Cluster policy substitutes the field policy focusing on a particular sector of the economy and
the specific measures that are meant for this field, namely the technological designations (2).
The main differences in the cluster approach compared to the traditional field approach are

given in Table 1.

Table 1: Main different aspects of the cluster approach to management compared to the

traditional field approach.

Main parameters for
comparison

Cluster approach
characteristics

Characteristics of the sectoral
approach

Formation principle

Horizon and vertical integration, optimization of
cross-sectoral interaction

Technological feature

Economic growth | Effect of synergy conditioned by the interaction of | Production intensification
potential different elements. Presence of major participants

(large enterprises, scientific institutions)
Opportunities for | High levels of innovative activity gained through | Integrity of the innovation-driven
innovation  potentials | concentration of resources in individual elements | system, the  problems  of
activation that identify the innovative potential of the cluster communication

Competitiveness of
products

Increase due to the concentration of cluster elements
that lead to the reduction of transaction and transport
expenditures

Weak territorial concen-tration of
enterprises enga-ged in the
reproduction within a single area

Investment
attractiveness

Determined by the comprehensive use of investment
resources

Investment effectiveness is
determined by the capabilities of
the investee.

Communication
levels

Long-term relationships based on mutually
beneficial relationships between cluster participants

Strong hierarchy structure
determined by technological and
administrative manage-ment
relationships
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Technology is a complex of organizational measures, operations and methods aimed at
achieving optimal results by minimal means. Cluster technology is a cluster algorithm, taking
into account the degree and scale of the existing market infrastructure's potential. As known,
the application of technology is consistent with the completion of the cluster development
strategy and action plan for the project, formulating the cluster participants’ specific association,
implementing the development program and evaluating its effectiveness (3). Thus, cluster
technology requires a new, project-oriented approach to stimulate the cluster development and
is regarded as a specific tool for cluster policy regardless of scale. The findings of MN
Mironov's research show that in foreign practice, cluster politics is divided into two periods
from the historical point of view as the first and second generations (4). The first-ever cluster
policy includes a set of measures undertaken by the state to incorporate cluster identification,
defining cluster firms' activities, and overall policies to encourage all clusters in the country. In
this period, economists who have identified the necessity of clustering with economic
geography and modeling play an important role. This stage of cluster policy is more
characteristic for countries with a high level of development in traditional production (Spain,
Portugal, Niderland and Italy). In the countries where the cluster exists, the second-generation
cluster policy, based on high knowledge, implies individual approach to the development
problem of each cluster. Thus, the public manager, customer, the initiator of the production
process, acts as a source of financing for the cluster participants, who coordinates the producer
and consumer within the cluster. The second-generation cluster policy is specific for countries
that have clustered and high-quality economies (UK, Finland, Austria, USA, Sweden,
Switzerland) in all sectors of the economy (industry, new technology and service sectors). The
summarizing of the abovementioned allows to formulate the functions of the state in the
clustering process and the principles of cluster policy. Thus, the summarizing of the
aforementioned will allow formulating the cluster policy principles and defining the functions
performed by the state in the process of clustering.

2.1. Main principles of cluster policy

Cluster policy is primarily based on the following principles:

e Systematics - The cluster and its constituent elements are subject to the economic system
as a whole. Clustering envisages long-term planning of business-oriented projects;

e Selectivity - Prioritization of projects that contribute to the country's competitiveness at the
national level. Provision of income outside raw materials, integration of production
(finance) in science (), synergy effectiveness;

e Reality - Taking into account global and regional factors, taking into account local
characteristics, specific risks;

e adequacy to the cluster development phase - Implementation of regional pilot projects to

achieve economic impact and minimize risks;

cooperation between public and private sector to minimize risks;

maximizing external effectiveness and sharing it among multiple stakeholders;

Responsibility and control over the use of budget funds, transparency of key decisions;

the state plays an important role, not dominant;

multilevelity of clusters formation, national, regional and local.

In most developed or emerging economies, the state finances all-round cluster programs. In
2008, the "European Cluster Memorandum" was adopted, and all EU member states have
nationalized clustering programs. The state interferes in the formation and development of
clusters in two main directions:

¢ initiating the creation of clusters across the country;

e protecting existing clusters.
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2.1.1. Functions and models of cluster policy

Depending on the purpose and culture of the enterprise, the state performs various clustering

policies (5):

1. Institutional - Improving the quality of infrastructure and education standards that are
considered as the basis of institutionalized crisis, elimination of administrative barriers,
forming methodological and normative legal support for the process.

2. Mediation - Establishing and strengthening mutual relations between participants. Cluster
projects to world markets. Ensuring access to technology. Information support and
coordination of patent-licensing activities.

3. Cooperation - Development of cluster development strategies and tactics. Financing of
projects, research and development works. Formation of the State Order Package to
stimulate demand for innovative products.

4. Insurance - Creating appropriate insurance companies to share risk among cluster
participants. Guarantee of the services to be provided and compliance with the
commitments in the joint projects.

5. Stimulation - Motivation of potential and real cluster members with the help of budget-tax
policy. Strengthening business activity in priority areas.

6. Control - Control over the use of budget funds in accordance with the project's goals and
objectives.

In the cluster policy, the two different models of "cluster” and "continental™ differentiate
between different countries in the cluster policy. The first group includes countries such as the
United States, the United Kingdom, and Australia, which defend the cluster policy of the
"Anglo-Saxon". The basic principle of this policy is that the cluster is a part of the market
relations system and, at the same time, removing all the obstacles that may arise in the
development of clusters constitute one of the important functions of the federal government. A
significant role in the formation and development of the cluster involves the regional
authorities, as well as regional organizations that develop and implement cluster development
programs together with key stakeholders. The federal government mainly sponsors and protects
a small number of pilot projects. The "continental™ model is used in a number of European
countries (Japan, the Republic of Korea, Singapore, France, Finland, Germany, Norway,
Sweden, etc.), where state policy plays an active role in the development of clusters. This model
begins with the selection of clusters that are considered to be one of the priority and fundraising
for cluster development strategies and programs, and incorporates a set of complexities ranging
from formulating key elements (eg, infrastructure, research centers) to achieving achievement
in their activities. In most developed or emerging economies, the state finances all-round cluster
programs. In 2008, the "European Cluster Memorandum" was adopted, and all EU member
states have nationalized clustering programs. The state interferes in the formation and
development of clusters in two main directions:

e initiating the creation of clusters across the country;

e protecting existing clusters.

However, there is no single model associated with the economy's clustering. Therefore, the

scale, type, forms and tools of the cluster policy are different, taking into consideration the
country's national and regional characteristics (Table 2).

Table following on the next page
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Table 2: Cluster policy classification
Types of cluster policies
1. According to the role of the state

1) Catalytic: brings together stakeholders with limited financial support
2) State investment is channeled to stimulate the development of protective - infrastructure
3) Through development of directive-protective clusters, special programs are realzied aimed at transformation
of regions or the relevant field
4) Intervention - is responsible for the specialization of the Directive and Clusters' perspective, for their
specialization through transfers, subsidies, administrative restrictions or incentives

2. According to Genesis
1) Up-down: entrepreneur - central, local authorities, objects - national and transnational clusters. For example,
Finland, Denmark, Netherlands
2) Down-up: "cluster initiative" - efforts to stimulate cluster development in the region.

3. According to the type
1) High-tech. Advantages: structural restructuring of the economy and strengthening of its competitiveness.
Risks: (1) Most innovators in the world tend to select the same area of action. This increases the amount of
investment attracted to similar technologies; 2) the absence of the initial conditions in the region, for example,
the necessary resources, the habits for mastering new technologies; 3) fewer jobs
2) Low technology. Advantages: Creating numerous jobs within the cluster. Risks: Destruction of restructuring
processes as a result of artificial defense of obsolete production technology, strengthening the country's
autsayder status.

M. Porter's pupil and follower M.Enrayt offers four mechanisms for the implementation of the

cluster policy (6):

1. catalytic cluster policy: brings together government stakeholders (eg private companies and
research firms) and provides limited financial support to them;

2. protective - in addition to the state's catalytic policy, large-scale investments in the
development of infrastructure (education, professional training, marketing, etc.) that create
favorable conditions for cluster development are taken into account;

3. directive - special programs aimed at transformation of regions or the relevant field by
adding clusters to the defensive function of the state;

4. intervention - In addition to the directive, the government assumes responsibility for making
decisions on the future development of clusters through transfers, subsidies, administrative
restrictions or incentives, as well as an active control function that promotes cluster
expertise.

3. CLASTER CONSULTING AS ELEMENT OF CLUSTER POLICY

Cluster consulting is another element of the cluster system in implementing cluster policies
and cluster initiatives. Cluster consulting involves providing information about services that are
selected for clusters of specific types, as well as the basics of cluster management management.
As a rule, cluster policies are implemented through cluster strategies that incorporate clusters
organization and development, packages of specific actions on national or regional level.
Cluster programs (identifies the names, duration and implementation of actions to be
performed) that are identified, identified in the identified directions. In the implementation of
cluster strategies and programs, typically, the use of variable, non-repetitive forms of analytical
methods and techniques is preferred. Therefore, it is more appropriate to develop a new one
instead of standardizing a set of measures that involves the formation and development of a
specific cluster. This is a typical example of Finland's experience: Within the National Program,
the “cluster structure” is defined and the regions are given the right to participate in the cluster
identification, development strategies and tactics development. Regardless of the form of
cluster policy, government intervention is implemented through the impact of key factors that
determine the success or failure of clusters in neutralizing risks and overcoming the barriers.
Different approaches are used during identification of these factors.
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The most commonly-articulated form of this type of approach is the Diamond model offered
by M. Porter. In this context, clusters' success factors are differentiated: 1) strategy and structure
of firms, competition (institutional environment); 2) availability of relevant areas; 3)
availability of required production factors; 4) requirements for world traditions and domestic
demand. In these conditions, the main point for the Republic of Azerbaijan is an institutional
environment that justifies the many risks. Regional, sectoral and corporate interests may not
necessarily coincide with the interests of the country as well as the government's focus on
business. Inadequate selection of priorities in the outcome of the official / business information
asymmetry, lobbing the interests of business groups, compulsory arbitration of some projects,
contrary to cluster desires. situations can lead to the creation of “false™ clusters, the need for
budgetary funds, and the conservation of the existing structure of the economy. In order to avoid
this, first of all costs for using non-innovative tools should be increased, the transparency of
decisions taken and their social expertise should be increased, focusing not on individual
beneficiaries but on clusters as a whole; control over the implementation of the obligations by
the cluster participants should be monitored, gradual transition to cluster policy should be
ensured through pilot projects.

4. CONCLUSION

The concept of "cluster politics” in countries around the world is at the stage of adaptation to
the specific activities of the government, economy, science and education, business and society.
Cluster policy is generally considered a new direction in the development of relevant economic
sectors and sectors across the country. Research in this area forms the initial conditions for the
use of the cluster form from its innovative potential to practical activities. Clusters like the
national development bloc are targeted at modernizing the economy through large-scale
analytical and regulatory-methodological work. During the implementation of cluster
programs, three important factors, such as the selection of the participants, the organization of
the services provided, and the participation in the funding of research / project financing are
highlighted. Evaluation of these factors is at the stage of creating clusters. The direction and
volume of state protection directly depends on the specificity of the clusters created.
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ABSTRACT

The most important EU member states may shift away from the US renewed containment
strategy, oriented on Russia. NATO allies had in earlier periods picked up geopolitical theories
and theses from Mackinder and Spykman. More recently, these were used by political lobbies
in the US administrations inside the White House and Pentagon to create the US Grand
Strategy that was devoted to building up the US hegemony into the world by following the New
World Order in the 21% century. The Containment policy toward Russia was created by the US
financial, economic and military lobbies, to continue with the old fashioned Geopolitics. The
EU member states may find out common military identity and authority to form a European
Defence Union (EDU). The EU could open a new page into the (white) book to implement
multilateral world order that shares geopolitical and geoeconomic interest in defence
cooperation with China and Russia, and therefore continue with the development of its defence
identity, more independent of NATO.

Keywords: The European Union (the EU), PESCO, defence cooperation, NATO, the USA,
Russia, the PR China

1. INTRODUCTION

European politics made a major shift in the 21% century away from conflict theories to
successfully avoid continental wars and especially twisted downturn to distance itself from the
warmongering toward military confrontations. At the beginning, we have to mention
geopolitical theorists whose theories were deeply involved into forging international policies in
the 20™" century. Geopolitical theories and theses of Mackinder and Spykman were used by
political lobbies in the US administrations inside the White House and Pentagon to create the
Grand Strategy devoted to building up the absolute hegemony into the world by following the
New World Order in the 21% century. NATO is the most powerful means of implementing the
US interests in Europe. The Containment policy was created by the US financial, economic and
military lobbies. Is Europe still under the influence of confrontation theories? Is this the reason
why it is not pushing deeper multilateral (defence) cooperation in Eurasia?

2. THE CURRENT EU DEFENCE COOPERATION AND THE ROLE OF NATO
The US officials at the 2018 Munich Security Conference expressed their fear that the EU
defence cooperation may distract the EU from NATO (Karnitschnig, 2018).
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The Pentagon official criticized the EU’s common security and defence policy for pulling
forces away from NATO, and the U.S. ambassador to the Alliance warned against the
provisions to protect European defence companies (Valasek, 2018). The EU states need to
spend more money at defence budgets to prepare for war against Russian counterpart. That was
a clear voice from US partners in NATO alliance to EU partners. The US President Trump
singled out that the USA stood by the clause, which states that an attack on one NATO member
Is considered an attack on all of them. But his remarks in Warsaw since 2017 were the first time
he had done so on European soil (Crowley, 2017). Trump had labelled NATO as obsolete and
openly questioned whether the USA would make good on the treaty’s communal defence
obligations for nations who have not spent enough on their own militaries. As President, he has
railed against NATO members who do not meet the agreed-upon two percent of their gross
domestic product (GDP) on defence and has claimed credit for increasing military spending
among member states (Nelson, 2017). He had asserted and repeated again that NATO alliance
being out of date to be pensioned soon. The US Secretary of Defence Mattis had wowed to
European allies by telling them they must increase military spending or the USA will pull back
from its commitment to the transatlantic bloc. No longer can the American taxpayer carry a
disproportionate share of the defence of Western values (Herszenhorn, 2017). It is a warning to
the European pillar of NATO states to buy more military product made in US to increase profit
to US multinationals into the productive defence sector complex. The EU states spend €27
thousand per soldier on equipment and research, compared to €108 thousand per soldier by the
USA. And while Russia spends more than five percent of its annual GDP on defence, the EU
member states spend an average of 1.3 percent of GDP (Herszenhorn, 2017). The EU stays
behind the US military spending, it seen that the EU leaves from mercy like a big social
problem, taking social allowance and some adoptions of NATO fund. The systemic nature,
dynamism, and sustainability of the Eurasian continent, depend on the degree to which
Heartland is orderly and manageable. The main function of Heartland —the central part of
Eurasia — can be described as ensuring sustainable land contacts along the parallels (West-East)
and meridians (North-South). In other words, the central part Eurasia should contribute to
consistent geopolitical and economic integration of large and relatively isolated areas of the
Eurasian continent (Ismailov and Papava, 2010: 97). The neo-geopolitical approach in the early
21° century gave a new boost to studies of the regional structuralization principles for the
geopolitical and geo-economic space of the entire Eurasian continent. NATO policy has tried
to fulfil its principles and expectations since the end of the Cold War, by pushing the NATO
Alliance into eastern states and Balkans those was under Russian dominance before. After the
Warsaw pact had collapsed and this vacuum had been fulfilled by expansion policy under
NATO alliance that had set political control over the post-communist Central and Southeast
European states. The NATO alliance system hinges geographically on the Western portion of
the landmass and constituted the western flank of the US Containment policy. In the south lay
the Middle East and the southern portion of Central Asia (as for the Gulf, for some time Iran
was a pro-US ally under the Shah until the Islamic Revolution in 1979), and to the East lays
Japan as well as other countries in the US camp as well as naval bases, all positioned to prevent
any power in Pivot from dominating the Eurasian landmass through the Rimland. The main
goal of this strategy was to prevent Heartland (or Pivot) from being dominated by a single
power or coalition of powers (Boon von Ochssée, 2007). The USA is opposed to the EU’s
integration into super state and formed multinational European army under single command as
single set of forces to carry out the European defence policy. The USA does not support
European defence union that could endanger NATO existence in Europe and renounce defence
relation with Russia. Both Mackinder and Spykman had been applauded on the conflict
relations in history by confrontation sea power against Heartland. In Spykman, however, there
are conflicted international relations between sea powers and Heartland, and that between an
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independent centre of power in the Rimland with both sea power and Heartland allied against
it (the EU super state against the domination from the USA, Russia, and China). The US
approach to containing Russia’s strategy is being a part of the New World Energy Order which
is based on geo-strategic thinking by Mackinder. The old fashioned political theory was
transferred into modern international relations with some corrections those are coerced through
alliances NATO, CENTO, and SEATO did into the Containment policy, by tightening
economic, military and political siege around Russia and China.

3. THE ENTENTE OF HEARTLAND ON ITS WAY TOWARDS DEEPENING
DEFENCE COOPERATION?

Russia and Germany watch carefully Beijing’s One Belt, One Road project (OBOR), that was
announced in 2013. The possible tripartite world of Europe-China-Russia poses a huge
challenge to US foreign and trade policy. The road ahead for the Trump Administration is full
of possible jarring potholes, which would be familiar to all three geopolitical theorists —
Mackinder, Mahan and Spykman (Norval Morgan, 2017). Germany, Russia and China had
conversed common joint strategy to connect, cooperate and consolidate (3C approach)
Heartland. The common project was aimed to build up intercontinental Economic Belt made
up by those countries those are encompassing communications by traffic railroads through
Central Asia, West Asia and Europe. The USA might stop or disrupt this major continental
traffic connection by flaring up interstate wars into those states served as getaway or pass way
states inter positioned in the Caucasus (Georgia, Azerbaijan, and Armenia etc.) and the Eastern
part of Europe (Ukraine and Moldavia). It is looking for interconnection at land and air with
Russia and China with Silk Road switches otherwise they are searching for designated path on
the roadmap how to avoid physical territory of NATO centric states in Europe. NATO centric
states into the Eastern Europe had emplaced barrier like indirectly frontier states to Russian
neighbourhood states with Belorussia and Ukraine after NATO enlargement was pushed toward
Eastern flank. Other EU smaller post-socialist states Slovenia, Croatia, Czech, Slovakia,
Hungary and Bulgaria still balance in which political club they belong. Heartland players had
been boosting mutual defence cooperation into defence industry since 2018, while Russia is
enlarging its defence industry collaboration with Germany and other European countries
in Eastern Europe’s Balkans region, despite the US threats to impose additional anti-Russian
sanctions (Sputnik News, 2018). Neoliberal context by building up mutual EU — Russian
cooperation and trusties may shake legs to NATO hostile policy if the EU states are going to
lift sanction against Russia. The US will continue with attempts to derail EU — Russian
cooperation. Political fissures had been cracking totally between Old and New Europe states
disagreement among lifting siege for Russia and renouncing back diplomatic, economic and
military ties before Ukraine fiasco. If the EU states will not replace political attitude to
transatlantic link while the EU common defence and security policy is not willing to replace or
compete with NATO as the EU is not a military alliance and will not turn into a military alliance
(Aries, 2017), then the EU Grand strategy issued since 2014 presented only a “paper tiger” for
the EU defence cooperation. Referring on the defence cooperation in a transatlantic context did
not exist absolutely. Juncker said, if Europe does not take care of its own security, nobody else
will do it for us (Barigazzi and Cooper, 2017). Increased support for partnership was expected
from France, Germany, Italy, and Spain. The EU is the world’s second-biggest spender on
defence, because many EU countries traditionally favour domestic munitions manufacturers,
about 80 percent of defence procurement in the EU is carried out on a national basis, which has
in turn created a highly fragmented defence market across Europe. European armies use 17
different systems of battle tanks, compared to just a single system in the US army. While the
US army operates with just two different types of howitzers, European soldiers use 27 different
systems.
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At sea, the European naval forces work with 29 different types of destroyers and frigates,
compared to four in the US army. A total of 178 different weapons systems are in use in Europe,
compared to 30 in the US army (Delcker, 2017). The duplication of defence trading is evident
and EU states are focused to preserve national defence productions of facilities. The PESCO
initiative under would reduce production costs by pruning armament national programmes to
get avoid from flooding European defence market without hi-tech technology assortments. The
EU leaders agreed to increase spending on defence research from €25 million now to €500
million beginning in 2021, which would make the EU, as integration, the fourth largest investor
in Europe in defence industry research after the UK, France and Germany. The investment
program needs approval by both the European Parliament and national capitals (Copper, 2017).
If national governments did not pay for procurement and development programmes because
defence budgets get short of money, defence companies will produce nothing. International
cooperation is possible to joint Russian and Chinese defence producers to invest more money
into defence research and infrastructure to produce hic tech technology products and wreck
trade barriers for selling arms inside Eurasian defence market. Here, absolutely economic
deficit would be minimised to turn up the dynamic curve to expand it. Some minds in Moscow
understand that the eventual collapse of the EU (of which it is so fashionable now to speculate
among the Russian ‘pundits’) would be something like ‘the greatest geopolitical disaster of the
21st century’ and could prompt greater unpredictability in the entire region (Mizin, 2017). After
the US intervention from NATO alliance on the EU — NATO states those Heartland relations
had been soured. Moscow and Brussels might be willing to formulate and promote a new pattern
of interaction without NATO policy and bypass the US pressure without transatlantic sanction
to those EU — NATO states by lifting sanction against Russia while they agreed to reconnect
historically, economically and politically traditional relations bilaterally again. Officially,
Moscow is pleading for reviving cooperation between the EU and Russia, because loose and
loose strategy could benefit only to US side. But who is here the looser und who had benefit
from collusion with Russia? The situation is still somewhat complicated in 2018, since these
European producers that had cooperated with Russian companies into defence sector before
sanctions were put into effect, sought to bypass economic sanctions as to hide the facts of
traditional cooperation, now some of them are openly violating it behind the back of economic
regime. It was applied on the EU states: France, Italy, Austria and Hungary, Bulgaria, and
Greece to further cooperate with Russian defence sector into automotive and aviation industry.
The US side vowed with harder pressures with more sanctions against this military cooperation
whose are continuing to grow but Russia and EU states are much more interested in cooperating
together.

4. THE EUROPEAN UNION - RUSSIA DEFENCE COOPERATION

France and Germany reclaimed for more strategic autonomy of the EU into defence policy
while German calls more for a European Defence Union (EDU) within European army, like
finished integration process but France insisted more on stronger intergovernmental EU defence
policy. France wants a symbolic integration process because it wants to preserve good
transatlantic relationship whilst the US does not want a strong Europe. Poland follows NATO’s
policy while defending NATO territory in Eastern Europe and gets involved in possible military
intervention in Ukraine against Russia. Poland’s worries were about Ukraine and the military
threat of Russia, and panicking among critical scenarios like annexation of Crimea, subsequent
war fighting and military supply to Donbas’s Militia into the Eastern Ukraine. Worries have
increased when Russia had deployed ballistic missiles to Kaliningrad military region and
carried out joint Russia—Belarus military exercise in 2017, near the border with Poland and
Lithuania. Italy was refocused toward the Euro — Mediterranean region to fight against
migration gangsters from North Africa and Middle East those are smuggling refuges over the
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Mediterranean Sea into Europe by using Italy like transit state in Europe (Keohane, 2018). If
we compared this reports of some states, we would find out that the EU states have deep
problems as we thought to identify itself into national defence policy. The crisis into national
defence policy braked down reintegration process on two different tracks; the first track
contributed to disconnect defence integration like to be more interrelated toward European
defence union while second track was absolutely disconnected to deeply converse Russian
defence policy toward Eurasian defence zone. This policy had failed since 2014, whilst the EU
— Russian bilateral relationship was disrupted from economic sanctions against Russian under
the US coercive policy in Europe. Economic sanctions did not interrupt commercialization of
goods into defence sector from the EU defence companies to bargain with Russian defence
firms, only costs had been arisen. Foreign Minister Gabriel condemned national selfishness and
declared: “The motto ‘our country first’ only leads to more national confrontations and less
prosperity” (Kirchick, 2017). Germany strongly opposed to Trump withdrawal from Western-
influenced multilateralism that forget the US sentiment to neglect common values under NATO
alliance. Juncker asserted without hesitation in publicity that the EU could not continue to rely
on the USA for its defence and cannot turn to US for its future protection (Scott, 2017). Several
countries have expressed doubts on the usefulness of sanctions, including Hungary, Italy,
Bulgaria, Czech Republic, and Slovakia; one EU official described the EU consensus on this
issue as “not going without difficulty.” (Pezard et al., 2017: 59). At most the EU member states
asserted a big doubt among effectiveness of economic sanctions and it is only a matter of time
when those sanctions will be lifted in one voice of EU council. European states with BRICS
economic block may resist against the US dollar diplomacy and keep going to move away from
their traditional servility to Washington as been able to stop US blackmailing other states by
violating intestate sovereignty. Europe’s capitals were confronted with Washington among
imposing customs on steel and car industry from Europe, and economic struggle would
deteriorate situation in the transatlantic relations. Geopolitical brake down from the EU towards
the USA was no longer so remote to postpone misunderstandings. Here is opening new path,
Moscow and Beijing are planning to incorporate Europe into their mega Eurasian project as the
fourth major component after Asia, the Eurasian Union and the Middle East/Persian Gulf. If
Moscow — Beijing economic tandem could rejoin EU into geo economic block to rebuild
Eurasian defence sector than US will be excluded from the game.

5. THE EUROPEAN UNION - PR CHINA DEFENCE COOPERATION

The PR China had opened wide door to European military technology to invade into PR China’s
defence sector since the economic embargo was lifted to transfer advanced military technology.
Financial dynamic invested into PR China’s defence sector had completely changed situation
over the past five years into military modernization process of the PR China’s army. Chinese
President Xi Jinping has put an end to the practice of making any progress on international
security cooperation with Europe conditional on the lifting of the embargo. This is the result of
the PR China’s arms industry’s progress (Duchatel, 2018). The PR China had access to critical
technologies that had speed up modernization process for ten years, and beside it had created
main conditions for advanced innovation and leadership for the next generations of arms toward
C4l updated technology. The PR China had paid off for some advanced hi-tech licensed
equipment — those are being incorporated into Chinese military helicopters, ships and
submarines, and were needed to speed up modernization process of China army but it seems
that the EU thoughts ongoing into direction to prevent all transfers of dual-use technology to
the PR China as to protect Europe’s critical technology. Chinas economic intensions became
doubtful about financial influence to invest more money by spending into common hi tech
military projects together with Europe champions into defence sector as the PR China tries to
increase pressure by lifting economic barriers to arms transfers and export controls.
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The main barrier to deepening of the EU-PR China defence cooperation is the will of NATO
allies and especially of the US to preserve sensitive hi-tech military technology, whilst the PR
China is still accused for industrial espionage and steeling military patents. Arms control
measures among transferring hi — tech military technology to third states could not be secured
by NATO protocol of regime export mil technology or under the PESCO projects carried out
by the EDA control. The PR China may use hi-tech military projects to benefit itself to
modernize own army into all military branches by following up European modernization
process under Horizon 2020 projects. The defence companies from the EU shall take decision,
if cooperate or not cooperate into the joint EU-PR China defence cooperation. The PR China
had pleased the EU member states to fully participate into the Eurasian megaproject and invest
more money to rebuild the Silk Road strategy toward the western part of Heartland. This
invitation was referred on the defence cooperation too if EU states did not decide for
protectionism. It was likely seen that the EU had been stuck between US and PR China’s
economic influence from foreign geoeconomic investments. The PR China, meanwhile, “is
leveraging military modernization, influence operations, and predatory economics to coerce
neighbouring countries to re-order the Indo-Pacific region to their advantage,” the Strategy
declares. And the Chinese military modernization program, it adds, is designed to achieve
“regional hegemony in the near-term and displacement of the USA to achieve global pre-
eminence in the future” (Morgan, 2018). “The EU and China signed a ‘strategic partnership’ in
2003, and adopted 2020 strategic agenda for cooperation in 2013. These agreements resulted
from a mutual commitment to cooperation and signal an interest to further advance ties”
(Dorussen, 2017: 2). Prominent role from EU states those had invested more money into
defence sector into foreign business had cemented economic benefit in the PR China defence
sector for some EU defence firms, to expand the global market for selling military goods out of
the EU market, that became more relevant on global market inside the EU-PR China defence
relation. Solidarity and unity were cracked down into one voice while decision making process
inside European NATO npillar had been divided into two political blocks. Atlantic hub
encountered against European hub for more centrists reproach toward federalization process to
form the EU super state. Political dwindling, dividing and disunity (3D) had brought NATO
alliance to crack solidarity and unity apart between Europe and the USA, only media black
coverage had been disseminating lies into publicity that was everything fine within the EU-US
bilateral cooperation under the NATO alliance but this was false flags signal to sweep rubbish
under the political carpet. Those political, economic and defence cooperation for 3D reasons
had worsened fragility under the NATO alliance. Otherwise, an alternative was opened as China
signalled to EU states as to re-join Silk Road strategy on continent. China is willing to invest
more money into EU critical infrastructure to reconnect roads and rails guided from Peking to
Europe by transiting Russian territory. Why is the EU important for PR China’s geoeconomic
interests? Truly answer singles out: the PR China wants Europe to counterbalance American
power while Europe is a softer partner than the US. The EU is weak, politically divided and
militarily non-influential (Hanso, 2017: 125). China plays on the weakest point into the EU
fragility while it knows well how to approach with multilateral diplomatic step as Beijing treats
the relationship like a game of chess with 27 opponents crowding the other side of the chess
board.

6. CONCLUSION

The new relationship between Russia and China is clearly a matter of that will last. If the EU
fails to build up an entente inside international relationship to oust US deadly containment
strategy against Russia-PR China alliance, than we may predict that Russia and the PR China
could potentially form a new defence alliance, the equivalent of a Eurasian NATO that would
be a threat to both the EU-US as productive counter balance against the US renewed
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containment policy in Europe. The next potential regional superpower which was based on
Mackinder’s map was China that presented an important constituent part of the world power
above the EU, India, and Russia. China’s influence had been raised rapidly towards other parts
of Heartland with rising economic trend while it had invested more money to interconnect entire
Heartland continent via East — West axis. It needs to rebuild the largest economy inside the
Asia- Europe vital economic zone to eventually surpass the USA and introduce the petro yuan
world currency to emplace the global superpower status. If the EU security concept becomes
inappropriate for Russian and Chinese ambitions than both may integrate their plans for a new
Silk Road and the Eurasian Union not only grows up economically but gets to activate
politically and military, to encounter toward NATO alliance in Europe. If the Eurasian Union
Is going to be expanded forward to make stronger Russia-China geopolitical axis in Central
Asia and Caucasus, then it would be more difficult to restore EU-Russia bilateral ties, by
implementing the EU Global strategy.
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ABSTRACT

Globalization has increased the capital mobility in the world. Increasing opportunities for
investors to maximize portfolio returns is one of the greatest benefits of globalization. Financial
liberalization has also provided investors with opportunities to diversify their risks. Parallel to
this, integration in terms of an effective portfolio management has taken its place among the
most discussed topics in the finance literature. Integration efforts in the world financial markets
change financial instruments and institutions at increasing speed. Within the framework of this
change, foreign investors are investing in many countries’ financial instruments in order to
diversify their portfolio, resulting in similar trends in price movements. These increase trends
in capital mobility provide several advantages, but also some disadvantages. The Azerbaijani
financial market, which is in the development phase, has become a share of this investment
after 2000s. These rapid developments in international financial markets also affected the
Azerbaijan financial market and entered into a process of integration with world markets.
Despite its disadvantages to banking and other financial institutions the economy of Azerbaijan,
which is in the process of development, provides various benefits from this integration process
and significant improvements in the growth rate. This study is a research on how integrated
countries similar to Azerbaijan and Azerbaijan's countries with high foreign trade rates are
integrated into world markets. As a result of the research, it was observed that the integration
of the financial markets of the countries that similar characteristics in terms of development
with Azerbaijan was in an increasing trend.

Keywords: Correlation, Economic growth, Financial integration, Financial markets,
Globalization

1. INTRODUCTION

Financial markets that provide fund exchange by bringing together the fund suppliers and fund
seekers provide benefits to the national economies by increasing national income, spreading
savings and ownership to the base, establishing a risk-return balance and increasing the scale
of firms. Integrated markets offer both investors and fund-seekers opportunities in terms of
securities diversification, cost reduction, risk and return. The purpose of investors to invest in
international markets is to take advantage of portfolio diversification, reduce the total risk of
their portfolios to keep them at a rational level and to achieve maximum return at minimum risk
level. The aim of this study is to investigate the benefits of the international financial integration
of the Azerbaijani financial markets and to help them minimize the risks and maximize their
returns by providing the investors with information about their international portfolio
diversification.

2. FINANCIAL SYSTEM

The financial system consists of the markets where the fund surpluses come together with those
who have a fund deficit for the investment they will make. In general, the basic elements of the
financial system; fund providers, fund seekers, financial institutions, financial instruments and
legal-institutional arrangements. Within this system, the owners of the system make money
available to those who demand funds by means of various means and intermediaries and in the
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confidence environment provided by legal institutional arrangements. (Afshar, 2007; referenced
by Charles 1987, p.188).

2.1. Azerbaijan Finance System

Until 1991, when the Soviet Union became a part of its independence from the 1920s,
Azerbaijan's economy had always been more advanced than the Armenian and Georgian
economies. After regaining its independence, a long period of transition from the control
economy to the market economy has been linked, and within the framework of the reforms, the
country's financial system has entered a structured process similar to that of the developed
countries. (Glven, 2012; p, 103)

2.1.1. Baku Stock Exchange

Establishment of stock exchanges in Azerbaijan began with the creation of state debt
instruments in 1996. In the same year, the Ministry of Finance announced the withdrawal of the
first treasury bonds with an interest rate of 5 million manat (about one million dollars) and an
annual interest rate of 31.8%. In 1999, the State Committee for Securities began to create basic
mechanisms for the development of the securities market (Mammadov, 2013; p, 16). It is
difficult to attract institutional investors to the stock since the number of individual investors
and the number of registered traders in the Baku stock exchange are very small and many capital
transactions outside the stock market. Currently, the main currencies, which are traded on the
stock exchange, are USD Dollars, Euros and Russian rubles. However, 98% of the market is
USD dollar. (Atasov, 2016; p, 36)

3. FINANCIAL INTEGRATION
Financial integration is a topic of concern for all countries in the contemporary economics and
finance literature. After the liberalization of the local markets, the financial integration process
accelerated with the development of the Euro-markets since 1960. Financial integration is
associated with the economic development of the era after the Second World War. Conceptual
discussions are taking place in the literature. There are definitely different definitions. The
broadest definition of financial integration was issued by the European Central Bank (ECB);
"The application of equal rules for the purchase and sale of financial instruments, equal access
to financial services and products, and the same attitude to the participants of the financial
markets" (Ozbek, 2004; p, 143.). Integration of local financial markets is possible in three ways:
e Itis possible for citizens to borrow from foreign markets and to invest in foreign markets at
local markets.
e Citizens' ability to invest in foreign markets, and the ability of foreigners to borrow from
local markets.
e It is possible for local residents to establish debt and investment relationships in foreign
currency, for example, to open accounts with local currencies in foreign banks and receive
loans in foreign currency. (Kreiken, 2017; p, 7.)

3.1. Benefits of Financial Integration
Financial integration creates two useful opportunities for developing investments and
diversifying risk. Here are some of the benefits of financial integration:

3.1.1. Increasing the Opportunities for Borrowing from International Markets and Risk
Diversification

One of the most significant gains in financial integration is the ability to borrow from
international markets and take advantage of opportunities to diversify risks through increased
foreign exchange rates after the increase in financial liberalization.
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Together with private investors, domestic banks can lend both to foreign markets and lend their
debt to the markets, which leads to increased effectiveness. (Stavarek, 2014;p, 6)

3.1.2. The Impact of Economic Growth, Investments and Consumption Quantity

Financial liberalization, which has the ability to regulate international resources, boosts local
investment and economic growth. The growth of financial integration rates of many developed
and emerging economies has resulted in increased borrowing from international markets,
increased local investment and savings. The growth of investments, in turn, has had a positive
impact on economic growth. In general, the increase in investment and savings across the
country leads to the growth of the economy and the growth of living standards (Stavarek,
2014:p, 7).

3.1.3. Increasing the Effectiveness of the Banking System and Financial Stability

Together with financial liberalization, foreign banks' access to local markets, along with
increasing the depth of financial markets, also significantly reduces operating costs. The studies
made so far show that foreign banks' access to local markets has led to a rise in service quality,
increased competition among banks, and a substantial decrease in their profits (Stavarek,
2014;p, 7).

3.2. Financial Integration Risks

Research done in the last quarter of the century shows that, with the benefits of fiscal
integration, there is a cost that can not be ignored. As is known, capital mobility is not equally
distributed to all countries. In this case, the capital flows that intensively enter into some
countries, and some countries have a financially open economy, but they are not. There are
some risks of financial integration in view of these statements (Yang, 2012; p, 12).

3.2.1. Non-Equity Sharing of Capital Flows

When it comes to capital flows, it is seen that not all investments are equally accessible to
financial institutions. Thus, achieving the desired outcomes through financial integration is
strengthened. As a result, low-income countries are less likely to share capital investment.
Failure to borrow from foreign markets during economic stagnation minimizes the benefits that
countries want to gain from financial integration (Yang, 2012; p, 12).

3.2.2. Non-Equitable Distribution of Increased Capital Flow in the Country

In addition to the importance and benefits of capital gains in the country, the use of these
investment inputs for low-end investments later in the year creates problems and minimizes the
positive effects of increased investment movements on economic growth. If the capital flows
are not integrated into the right places, the country's economic growth figures may adversely
affect the country's macroeconomic stability (Yang, 2012; p, 13).

3.2.3. Exposure to Macroeconomic Stability

Capital flows can sometimes cause unwanted adverse effects on the economy. The rapid growth
of investment in countries is reflected in the increase in the amount of money available in the
markets and the impact of this on high inflation. At the same time, the negative balance in the
floating exchange rate economies is rising and this leads to the loss of local currency
(Yang, 2012; p, 12).
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4, INTEGRATION OF AZERBAIJAN FINANCIAL MARKET INTO
INTERNATIONAL FINANCIAL MARKETS

Significant progress has been made in the last 20 years both in terms of both developed and
emerging economies. In particular, the integration of European Union countries has
significantly increased. Diversification in international stock markets has allowed the portfolio
investor to significantly reduce the risk of diversification in local markets. Because, at this time,
the investor will gain income the lowest level of risk. In line with the purpose of this study, we
tried to obtain the closing prices of the shares of the companies listed on the Baku Stock
Exchange to determine the relations of the Azerbaijani financial market with both the EU
countries and the world countries. However, due to the late creation of stock markets and the
development of the financial market in the country, these figures were not achieved. For this
reason, the figures of developing countries such as Azerbaijan were used to study the
relationship between the Azerbaijani financial market and world markets.

4.1. Data and Method

During the study, the data used dependent and freely varying are stock indexes with dollar
closing traded prices. Monthly closing figures for the years 2010-2017 have been used as the
data interval. The information is available at www.investing.com. The data covers 8 countries
(USA, England, Germany, France and Japan) as well as developing countries (China, India and
Turkey). When countries are concerned, the countries that high trade balance with Azerbaijan
are pre-eminent, especially in countries with high trade balance in the oil sector. Despite the
high turnover with Italy at the time of overseas trade balance, this country was not included in
the analysis as it was not possible to obtain monthly closing prices for the period covered by
the survey. S & P500 for USA, NIKKEI 225 for UK, UK FTSE 100 for UK, CAC 40 for France,
DAX GERMANY for Germany, SP BSE SENSEX for India, HANG SENG for China and
BIST100 for Turkey was used. The closing prices for these 8 indices are 96 months. Correlation
coefficient method was used as the method of analysis in the study. With this method, monthly
earnings per share were calculated and correlation coefficients were obtained with the help of
these revenues. Correlation coefficients are calculated using Ewievs8 program. The correlation
coefficient is used to determine the degree of correlation between the two variables. Although
these coefficients can determine the extent to which the changes between two variables are
appropriate, it is in no way a cause-and-effect relationship. Correlation coefficients range from
-1 to +1. The coefficients of the strength of these coefficients are as follows:

0.00-0.25 - Very weak contact

0.26-0.49 - Poor connection

0.50-0.69 - Medium connection

0.70-0.89 - High contact

0.90-1.00 - Very fast contact

The study included data on the analysis period and eight countries with foreign trade turnover
with Azerbaijan. These 8 countries represent developing countries as well as developed
countries according to their level of development.

5. CONCLUSION

In general, the monthly closing figures of the 8 countries included in the study are similar apart
fromTurkey and India. However, by looking at the monthly closing prices of these indices, it is
not possible to determine which market is affected by the market. Correlation coefficients were
determined to determine the relationship between these indices included in the study. The
correlation coefficients between these indices are as shown in the following table.
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Table 1: Correlation Matrix

France India Germany | England | China Japan USA Turkey
Turkey 0.00 -0.02 0.04 -0.01 0.02 0.01 -0.03 1.00
USA 0.87 -0.03 0.79 -0.01 -0.02 0.00 1.00 -0.03
France 1.00 0.01 0.74 0.01 0.03 -0.14 0.87 0.00
India 0.01 1.00 0.03 -0.01 0.01 0.01 -0.01 -0.02
Japan -0.14 0.01 -0.04 -0.02 -0.18 1.00 0.00 0.01
Germany 0.74 0.03 1.00 0.01 0.01 -0.04 0.79 0.04
England 0.01 -0.01 0.01 1.00 -0.01 -0.02 -0.01 -0.01
China 0.03 0.01 0.01 -0.01 1.00 -0.18 -0.02 0.02

The moderate correlation coefficient for investors is more desirable than the high level. Because
low-grade correlation coincides with those that have not yet integrated. The correlation
coefficient indicates a strong and highly positive relationship, which means that inter-market
integration is relatively high. As can be seen from the correlation matrix in the table above, can
not be mentioned about a strong relationship apart from US, France and Germany. According
to the table, the highest correlation coefficient is in the United States and France, the world's
largest stock market. Other highest coefficients were recorded between the US and Germany,
Germany and France. The main reason for these high correlation coefficients is that they enter
the same unit as the European Union and have high commercial relations with the US, similarity
of production and consumption favors, high income levels, and other economic events.
However, it is not possible to say which countries' financial markets are affected by the
correlation rates. That is, it is impossible to identify the affected country and the affected
country by the correlation matrix. In this case, the United States is acting in the same way as
the indices of both countries and this does not allow investors to diversify their portfolios. When
we look at the table, the lowest correlation rate is calculated 0.01 (France and India, Turkey and
Japan, France and England). Other low coefficients 0.02 (Turkey and China) and 0.03
(Germany and India) were calculated. When it comes to attention, lower coefficient rates are
more common between India and Turkey and other countries. The main reason for this is that
India and Turkey are developing countries, low income levels, differences in industry structure
and so on. Looking at the table, some correlation coefficients are seen as negative. For example,
Turkey and the United States, Japan and France. The negative coefficients are a sign that
relations between countries are inversely oriented. For example, any crisis in Turkey has
nothing to do with the US economy. In this case US markets have become more attractive for
investors. In general, the relations between developing countries and developed countries are
positive, but they are poorly correlated. This is a good solution for investors. In this case,
portfolio managers will be able to minimize their risk by diversifying the risk of portfolio stocks
by seeing that a country's economic stagnation does not affect other countries. As a result, the
increase in correlation coefficients between financial markets reduces the benefits of
diversification. The main reason for this increase can be the lack of incentives, mobility, free
trade, and a global structure of companies. Taking all this into account, investors are better off
developing countries than in developed countries, where correlation coefficients are lower.
Lower correlation rates can lead to a reduction in the total risks of the portfolio. This will mean
getting more income for the investee. Because markets that have low correlation rates can
neither grow nor enter the crisis period.

130




37th International Scientific Conference on Economic and Social Development —
"Socio Economic Problems of Sustainable Development" - Baku, 14-15 February 2019

When international financial integration is assessed for Azerbaijan, the development of the
financial markets and its integration with the international markets creates conditions for risk
sharing, along with allowing domestic investors to evaluate their portfolios in foreign markets.
At the same time, with the help of financial integration, the country becomes an attractive
country for foreign investors. Together with this, the national income figures per capita will
increase in the country, and the standard of living will increase.
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ABSTRACT
This study examines the effect of human capital on the average productivity of workers in
Jordan employing the ordinary least squares (OLS) method to the data ranging from 1980 to
2014. The results showed that there is a positive and statistically significant effect of human
capital development (HDI) on the average productivity of Jordanian worker (RAPL). The study
concluded with a number of recommendations, the most important of which is that this study is
the introduction to many more detailed future studies and aims at the relationship between the
human development index and its components education, health and income. The study also
recommends that more efforts be made to address health, education and cognitive skills and to
improve the level of income distribution in order to increase human productivity.
Keywords: Human Capital Development, Average Productivity, Economic Growth, Human
Development Index, Jordan

1. INTRODUCTION

Economists have long emphasized the importance of human capital development in achieving
economic growth. In his famous book "The Wealth of Nations", Adam Smith states that all the
acquired and beneficial capacities of other members of society are a cornerstone of the concept
of fixed capital, The ability to acquire learning abilities is accompanied by financial costs, yet
these talents are an important part of the individual's wealth, which in turn is a major part of the
wealth of the society to which he belongs. Alfred Marshall A. Marshall emphasized the
importance of investing in human capital as a national investment, and considered that the
highest types of capital are the capital that invests in man, as the backbone of human
development in its different dimensions (Todaro& Smith, 2015). By means of man, nations
advance, and the economy itself is of limited value if it is not exploited for the sake of progress,
by the human forces that transfer wealth from mere quantities to various technological energies
to achieve the desired progress. Investment in human capital is at the forefront of the issues
addressed by societies in different systems and levels of growth. It has proved that the human
element is no longer only a component of production and determinants of productivity. It is the
main factor in all components of human development. The importance of human development
as human investment is the best form of investment because it is the firm and sound foundation
for building a healthy and socially and economically viable society. Jordan realized early on
that investing in human development is a long-term strategic investment that can drive the
overall development. The main pillar of the national achievement equation is the qualified and
trained human being. Jordan is suffering from a clear shortage of natural resources, but it has a
human resource capable of achieving the desired development to compensate for the scarcity
of natural resources. Thus, both education and health in Jordan received great attention from
the government to promote economic and social development in the Kingdom, which has
improved the reputation of education and health services during the past two decades, and
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increased demand for Jordanian human resources abroad, especially in the Gulf States. Human
development includes improving human conditions through health, education and income, and
human development considers economic development a necessary and not sufficient condition.
Jordan is considered a unique situation in the Middle East in terms of economic and political
crises, as well as the characteristics of Jordanian society, which pose a significant challenge to
achieve the desired balance between resources and human beings and thus in the light of the
scarcity of natural resources in Jordan and not to exploit them optimally, Jordan is a human
resource capable of producing the desired development to compensate for this to restore
balance. This study attempts to answer a question. What is the relationship between human
capital development and Average worker productivity? This study aims to investigate the
impact of human capital development on Average worker productivity in Jordan during the
period 1980-2014, and test the hypothesis of the relationship between the human development
index on the one hand and the economic growth in Jordan on the other hand. The study draws
on its importance as one of the rare studies that examined the impact of human capital
development on economic growth in Jordan, using a new methodology to achieve the objectives
of this study, and proposing recommendations to decision makers for their use in planning and
decision making. The importance of this study stems from Jordan's interest in promoting itself
as a country with a comparative advantage in the availability of qualified human capital, which
leads to increasing demand for Jordanian labor abroad and enhancing the attractiveness of
foreign investment in Jordan.

2. PREVIOUS STUDIES

The interest in human capital development as an end and a major source of economic growth
has become an urgent need for all countries, especially those lacking economic resources.
Despite the large number of international studies in this field, there are few studies at the
regional and local level that dealt specifically with the relationship between human capital
development and economic growth. Most studies have examined the impact of investment in
human capital on economic growth. At the international level, Lucas (1990) emphasizes the
importance of human capital accumulation in achieving economic growth, and Romer (1990)
suggests that human capital can positively and directly affect productivity by enhancing
economies' ability to innovate new technologies. In the Barro (1994) study of 98 countries, the
results of the study showed a positive correlation between the increase in the number of students
enrolled in schools and the increase in per capita GDP. In the study of Chuang (2000), which
examines the causal relationship between human capital accumulation and exports and
economic growth in Taiwan, results show that the accumulation of human capital promotes
economic growth and stimulates exports, while exports promote long-term growth by
accelerating capital accumulation Thus, the Taiwan case study supports the theory of internal
growth based on human capital and the premise of export-led growth. Safdari et al. (2010)
examined the impact of human capital on the economies of 104 countries during the period
1980-2005. Human capital positively and indirectly affects economic growth through the rapid
transfer and resettlement of technology from abroad, while human capital positively and
directly affects economic growth through local innovation. The Hanushek (2013) study, which
covered a number of developing and developed countries during the period 1981-2008, showed
that developing countries have made significant progress in bridging the gap between them and
developed countries in terms of educational attainment and enroliment (Educational Quantum),
but It was less successful in bridging the gap between it and developed countries on the quality
of school education and the development of cognitive skills (Educational Type). The study also
found that if developing countries can not improve the quality of education, they will find it
difficult to improve long-term economic performance. In the Jozicic (2016) study of Croatia,
the study aims to determine human capital in Croatia and indicates the human capital factor in
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Croatia. In this study the human capital quality is determined by the quality of the education
system and investment in education. The results showed that the investment in human capital
in Croatia is insufficient investment and the Croation public expenditure on education in 2011
amounted to 4.16% of GDP, which that Croatia is placed below the average of OECD countries
which amounted in average of 6.1% or to EU countries 5.8% of GDP. Mariam (2017) examine
the role of human capital in improving the competitiveness of the firms in Algeria, and the
relationship between the human capital and firm competitiveness. The study case was on three
insurance companies and to achieve the goal of study a questionnaire was distributed and
interviews were done in the chosen companies, the result was statically analyzed by SPSS
program, the findings show that the role o human capital is apparent in improving the
competitiveness of insurance company. At the local level, a few studies have been conducted
on the relationship between economic growth and human development components, such as
measuring the impact of education on economic growth, analyzing the impact of human capital
on exports and economic growth, and examining the nature of the relationship between
population growth and economic growth. One of these studies was the Al-Tal study (1991),
which aimed to measure the impact of education on economic growth in Jordan (1971-1988)
using Schultz and Denson, and found that the effect of education was positive in the primary
and secondary stages and negative impact in the upper stage using the Schultz model. The
results showed that the contribution of the basic and higher stage was positive and the secondary
stage was negative due to the widespread unemployment among secondary and university
graduates due to the inability of the economy to absorb the outputs of education. By examining
previous studies, it did not specifically address the impact of human capital development on
economic growth, but rather the impact of certain elements of human development, such as
education, health, human capital, and population growth on economic growth. While some
studies have shown the positive and obvious impact of the human factor on economic growth,
some studies have shown the need for more human development efforts to reach the desired
economic growth through the role of human capital may play a larger role and shorten the time
by positively influencing growth Economic development by focusing on the quality of
education, technology transfer, localization, and innovation focus. In addition, local studies did
not address the human development indicators of the United Nations in studying their relation
to local economic growth. This study has distinguished from other studies that it dealt
specifically with the impact of human capital development on Average worker productivity in
Jordan, and used the Human Development Index as a representative variable for human capital
development, And the real productivity of the Jordanian worker as a representative variable for
economic growth in Jordan.

3. HUMAN DEVELOPMENT IN JORDAN

Human development is an important issue in Jordan, on which further economic growth
depends. Recent decades have seen tangible progress in the areas of health and education and
improved average per capita gross income. Countries are classified according to the Human
Development Index to three levels:

1. High human development, with the human development index (0.8-1.0).

2. Medium human development, with a human development index (0.5 - 0.799).

3. low human development, with a human development index of less than (0.5).

The human development index }(HDI )measures the level of economic and social development
of countries based on criteria relating to education, health and the level of per capita income
(Todaro and Smith, 2015). Its value is determined on the basis of the arithmetic mean of three
indicators that reflect the quality of life experienced by citizens in a country.

HDI = (1/3) [HI + EI + 11]
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These indicators are the health index (HI), the education index (El) and the income index (11).
The United Nations Human Development Reports (HDI) showed a steady improvement in the
HDI in Jordan, where the HDI was 0.59 in 1980, and the index rose slightly in 1990 to 0.62,
(0.74) in 2014. Despite this steady improvement in the value of the index, Jordan's ranking in
the human development ladder has declined in general. It was ranked 70th in 1990 and ranked
100th in 2013, and in 2014 Jordan's ranking in the Human Development Report provides 23
positions to rank 77th globally. The result of the decline in Jordan's ranking during the period
1990-2013 can be explained in spite of the fact that the HDI has improved as an absolute value
as a comparative indicator, as other countries may have taken faster steps in improving the
human development levels of their peoples than domestic ones. Annex (2) shows that the
general trend of the Human Development Index and the Education, Health and Income Index
in Jordan during the study period. With regard to the human development index, many
criticisms have also been made. Some believe that the relationship between the components of
the index itself is objected to their inclusion in a single composite index. Some may cancel the
effect of the other, and the correlation between the indicators is high. With the exception of the
income index, the other indicators are long-term and their impact in the short term (human
development report, 1995).

Figure 1: the timeline of human development index and real average product of labor

RAPL
HDI

-56 T T T T T T
600 . . . . . . 1980 1985 1990 1995 2000 2005 2010
1980 1985 1990 1995 2000 2005 2010

Source: The researcher's calculations based on the data in Annexes 1 and 2.

Figure (1) shows that the general trend of the HDI index is rising steadily during the study
period. The RAPL index is fluctuating during the study period. This is because the rate of
increase in real Jordanian GDP for some years of study Less than the rate of increase in the
number of employees, in addition to the impact of structural adjustment programs (SAP).

4. DATA SOURCES AND STUDY MODEL

4.1. Data sources and diagnostic tests

The study is based mainly on the official Jordanian statistical data published by the Department
of Statistics, the annual publications of the Central Bank of Jordan, the annual reports issued
by the Jordanian Ministry of Labor, the Jordanian Ministry of Education, the Jordanian Ministry
of Health, the Ministry of Planning, as well as World Bank publications and the United Nations
Development Program (UNDP). In this study, the descriptive and standard methods were used.
Diagnostic tests were carried out to use the appropriate standard model to analyze data during
the study period (1980-2014). These diagnostic tests include the stationary unit root tests (the
augmented Dicky Fuller test and the Philips Peron test), the Multicollianarity test, the
Autocorrelation test, the Hetroscedasticity test, the stability tests (Cusom Test and Cusom
Square Test), and the Ordinary Least Square method (OLS) was used as a standard analysis
tool.

4.2. Study model

For the purposes of this study, the average income criterion for measuring economic growth (as
mentioned earlier in the theoretical framework of the study) will be used by dividing the real
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GDP on the number of labors in Jordan (RAPL) as a proxy variable of economic growth, and
The Human Development Index (HDI) will be used as a proxy variable of human capital
development in Jordan. Based on what was put forward in the theoretical framework of the
study, and using the writings of many researchers in this field, the study used the Modified Solo
model with MRW methodology (Mankiw, Weil, Romer) to measure the mutual impact between
human development and its components and economic growth in Jordan. Modified Solo model
with MRW methodology was adopted because it relies on the hypothesis that human capital
accumulates with the same technique of physical capital accumulation, allowing it to be
expressed in physical units rather than in units of time. By analogy, the study relies on the
hypothesis that human development accumulates with the same capital accumulation technique
Material. The Solo model indicates that the volume of production (Y) is determined by the
factors of production (L) and capital (K) according to the equation:

Y=F(KL)teiriririreinennn 1)
By dividing the two sides on (L), the equation becomes as follows:
Y/L=F (K/L)eoeeeeeerrrnnnnne (2)

Whereas:
Y/L: The average productivity of the Jordanian labor(APL).
K/L: Average Jordanian labor Share of Capital.

In order to analyze the impact of human capital development on economic growth in Jordan,
the Human Development Index (HDI) will be added to Equation (2), based on the hypothesis
that human development will accumulate in the same technique as the accumulation of physical
capital.

In accordance with Modified Solo model with MRW methodology, the equation is as follows:
APL=Y/L=F (K/L ¢ HDD..cvvvverrurnrennn 3

Since the study is based on the real values of the model variables attributed to the price index
(CPI), the previous equation becomes as follows:

RAPL = F (RK/L « HDD.uuueevrnevrnnnnnne “)
To estimate the model used in equation (4), the following mathematical formula will be used:
RAPL =0+ B (RK/L) + y HDI + U..evvrrrrrrnnnnnne 5)

Where:

RAPL.: real average product of labor (proxy variable of economic growth)
RKJ/L: average labor share of real capital.

HDI: human development index (proxy variable of human development).
a ¢« B¢ y: model parameters.

U: random error.

In order to understand these variables, they need to be further clarified. One of the important
indicators that reflects the economic growth rate is the RAPL.
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For the purposes of this study, the real average productivity of the Jordanian labor was used as
a sign of economic growth in Jordan, The average productivity of the Jordanian labor (RAPL)
is calculated by dividing the real gross domestic product (RGDP) by the number of labors (L)
multiplied by 100, and can be represented by the following equation:

RGDP
# labors

’RAPL = 0 (11| I (6).

Annex (1) shows the real time productivity of the Jordanian labor.

Many studies have used this indicator as a representative variable for economic growth,
including Talafheh (1989) and Al-Mansi (2013). This index falls under the criterion of average
income, which is one of the most widely used and most reliable standards when measuring the
level of economic progress in most countries of the world. However, there are many problems
and difficulties faced by developing countries to obtain the correct figures that represent real
income per capita, and whether we divide the total national income on the whole population or
divide it into the working population only. The calculation of income for the whole population
benefits from consumption, others are useful in terms of production (Ajamia and Nazif, 2000).
With regard to the accumulation of capital and the role of investments in the economy, the
Harrod-Domar model considers that new investments are compensated for the loss of financial
assets in the community and are therefore a key factor in economic growth. To enable these
investments to emerge, the community must save a sufficient proportion of its income for these
investments. The model indicates that the main factors on which national income growth
depends are the marginal tendency of savings and capital productivity represented by the
average worker share of real capital.>ICOR was used to estimate this variable as shown in
Annex 3. And also the relationship between the human development index (which measures
human development) and economic growth can be illustrated as follows: Human development
leads to innovation and creativity in various fields, thus increasing productivity, improving
employment opportunities and achieving higher rates of economic growth and health of
community members. If those innovations and creativities are exploited in the form of practical
applications, thereby improving the level of economic well-being at the community level as a
whole.

5. RESULTS OF STANDARD ANALYSIS

In order to test the hypotheses underlying the study, the diagnostic tests were performed to
determine the appropriate standard models, and then to analyze these models using the OLS
method. According to Gauss-Markoff's theory, OLS gives the best linear unbiased estimators
Provided that standard models are free of statistical problems (Gujarati, 2003).For the purposes
of this study, the statistical package (E views 9) was used. The results of the diagnostic tests
showed that the standard model used to investigate the impact of human capital development
on the average productivity of Jordanian labor is stable and stationary at the first difference, as
shown in Annex 4,And does not suffer from the problem of multiple-line (Multicollianarity) as
shown in Annex (5), does not suffer from the problem of autocorrelation, and the model is free
from the problem of the lack of stability of the discrepancy of errors (Hetroskedasticity) as
shown in Annex (6) ,The parameters of the model are highly stable over the period of study, as
shown in Annex 7, and therefore the OLS method has been used as a standard analysis tool.

2This means productivity at the level of the gross domestic economy.

3Capital (K) was calculated in the Jordanian economy using the ICOR method by dividing the total net real gross capital
formation during the study period by the difference in real GDP between the last year of the study and its first year, and then
multiplying this percentage in GDP for the first year, The estimated capital in the economy is produced during the first year,
and by adding the net capital formation for the first year to its estimated capital, the estimated capital is generated in the second
year. The process continues by adding the net capital formation of any year to its estimated capital in the subsequent year, and
S0 on.
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The OLS conditions are now available to provide the most efficient linear estimates Unbiased
for parameters. Since the model variables are stable and stationary at the first difference,
equation (5) becomes as follows:

D(RAPL) = ¢ + p D(RK/L) +y D(HDI) + U...vveernrennne. (5-A)

For the purposes of this study, Dummy Variables were used as representative variables for
structural adjustment programs (SAP), these are relatively modern policies whose origins were
linked to the bursting of the external debt crisis that swept through developing countries in
1982. They can be defined as a set of economic measures recommended by the International
Monetary Fund and the World Bank aimed at stabilizing the economy by addressing financial
distortions (2003). These policies were applied to the Jordanian economy in 1989 and 1990 as
a result of the financial crisis of 1988, which led to the decline of the Jordanian Dinar exchange
rate, 2000 and 2001 due to the rapid privatization shift, and the years 2008 and 2009 Due to the
effects of the global financial crisis and its repercussions on Jordan and the region, and in 2013
by the Syrian asylum crisis. And the impact of structural adjustment programs (SAP) on the
variable D (RAPL) and independent variable D (RK / L) was dropped. Therefore, the final form
of mathematical formula, which will be subject to statistical estimation as follows:

D(RAPL) = a + B D(RK/L) + y D(HDI) + Dum*D(RAPL) + DUM* D(RK/L) + U............ (5-B)
Using the OLS method, the results obtained were as follows:

Table 1: The results of the standard analysis of the impact of human capital development on
the average productivity of the Jordanian labor

Dependent Variable: D(RAPL)
Method: Least Squares
Date: 09/29/18 Time: 00:29
Sample (adjusted): 1981 2014
Included observations: 34 after adjustments
Prob. t-Statistic Std. Error Coefficient Variable
0.0328 -2.241722 18.45408 -41.36891 C
0.0000 8.273971 0.039497 0.326798 D(RKL)
0.0867 1.773379 2522.249 4472.903 D(HDI)
0.0034 3.195683 0.376244 1.202356 DUM*D(RAPL)
0.0015 -3.514698 0.106084 -0.372854 DUM*D(RKL)
40.13822 Mean dependent var 0.837316 R-squared
161.7589 S.D. dependent var 0.814876 Adjusted R-squared
11.45841 Akaike info criterion 69.59839 S.E. of regression
11.68288 Schwarz criterion 140474.1 Sum squared resid
11.53496 Hannan-Quinn criter. -189.7930 Log likelihood
1.896487 Durbin-Watson stat 37.31480 F-statistic
0.000000 Prob(F-statistic)

Estimation Equation:

D(RAPL) = C(1) + C(2) * D(RKL) + C(3) * D(HDI) + C(4) * DUM * D(RAPL) + C(5) * DUM * D(RKL)

Substituted Coefficients:

D(RAPL) = -41.3689089819 + 0.326797665562 * D(RKL) + 4472.90323563 * D(HDI) + 1.20235552554 *
DUM * D(RAPL) - 0.37285377891 * DUM * D(RKL)
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Table (1) shows that the estimated parameter value of the variable of the Jordanian worker's
average share of capital (RK/L) was positive. The increase of (RK/L) in one unit will increase
the real average productivity of the Jordanian worker (RAPL) by approximately 0.33 units ,
With the stability of the other factors, and the effect of the average Jordanian share of capital
(RKI/L) is significant at the level of (1%) as shown by t-statistic, This means that there is a
positive and statistically significant relationship between the average Jordanian worker's share
of the capital and the real average productivity of the Jordanian worker. The results also indicate
the positive impact of the HDI on economic growth. When the human development index (HDI)
increases one unit, the average real productivity of the Jordanian worker (RAPL) increases
(4472.9) unit, Since the Human Development Index (HDI) is between (0-1), the increase in the
human development index (0.1) increases the average real productivity of the Jordanian worker
(447.29) units (JD). And the impact of the HDI is statistically significant, as shown by the t-
statistic. This means that there is a positive and statistically significant relationship between the
HDI and economic growth represented by the real average productivity of the Jordanian worker
(RAPL), This confirms the validity of the hypothesis from which the study was launched, which
states that there is a positive impact of the human capital development on the productivity of
Jordanian worker and thus on economic growth as a whole. The value of the (R?) indicates the
amount of independent variables interpreted by changes in the dependent variable (RAPL) and
that the explanatory capacity of the model is (83.7%).As the adjusted (R?) value indicates,
81.4% of the change in RAPL can be explained by a change in the independent variables of the
model (Equation).The result of the F-statistic test showed that the model as a whole has
statistical significance at the level of 5%. The calculated F-statistic value was 37.3, which is
relatively high. Just as the model is free of autocorrelation, the 4(DW) value is 1.896487, and
this value approaches 2.

6. DISCUSSION OF FINDINGS AND RECOMMENDATIONS

In this study we discussed the relationship between human capital development and the average
productivity of the worker in Jordan during the period 1980 to 2014. The results of the standard
analysis showed that there is a positive effect of the human development index on the average
productivity of the worker in Jordan. This means that the model used is consistent with the
theories that the study was launched, and this result is logical because production processes in
the Jordanian economy depend on qualified and trained workers rather than on advanced
technology and capital, where the production method in the Jordanian economy is labor
intensive (Labor Intensive Technology).The results of this study are consistent with the results
of many previous studies on the impact of human capital accumulation on economic growth,
whether such studies are universal such as Barro (1994), Hanushek (2013) and others, or
regional studies such as the study of Khatib (2005), Sabki( 2014), or local as the study of Al-
tal (1991) and the study of Zoubi and Al- tal (2003).The results of the study indicate that Jordan
can be classified in terms of human development during the study period at a moderate level of
human development, despite the steady improvement in the value of the indicator. However,
Jordan's ranking in the overall human development ladder has declined. Based on the findings
of this study, it recommends that future studies be undertaken at the sect oral or intersect oral
level, as it addressed human development and its impact on economic growth without
investigating the impact of the sector to which the worker belongs (industry, agriculture,
services). The study also addressed the reality of one country in the Middle East, therefore
Regional or inter-country studies are recommended, And that this study should be the reason
for more detailed future studies, and that the studies should focus on the nature of the
relationship between human development and its components (education, health and income)
and economic growth in Jordan.

“To ensure that the model is free of autocorrelation, Breusch-Godfrey serial correlation LM test was used as shown in annex 7.
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The study also recommends that further efforts be made to address the qualitative aspects of
health, education and cognitive skills, to promote innovations and to improve justice levels in
income distribution, in order to increase human productivity and improve the value of the
indicator.
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ABSTRACT

The article analyzes the current ecological and economic situation of the natural resource
potential of the Republic of Azerbaijan. One of the key issues within the framework of the "State
Program on Socio-Economic Development of the Regions of the Republic of Azerbaijan for
2014-2018" is to achieve ecological and economic balance. For this purpose, the important
part of the Republic's environmental policy is to protect the existing ecosystems to meet the
needs of present and future generations. One of the key factors for sustainable development is
the protection of the environment and the solution of environmental problems. Thus, some of
the provisions proposed in the 21st century are related to the protection of the environment and
the rational use of natural resources. In order to ensure sustainable development in our
country, it is important to utilize complex minerals and primary raw materials. Continuous
increase in the number of population, rapid development of science and technology also
increases demand for raw materials and products. The complex utilization of natural resources
has already been formed in relation to oil and gas. Its economic assessment and stimulation
are fully implemented. Certain institutional measures have been taken to ensure the systematic
management of the environment and natural resources in accordance with the principles of
transition to sustainable development. The most obvious example of this is the creation of the
Ministry of Ecology and Natural Resources in Azerbaijan. The article considers the mineral
resources resources, the ecological and economic aspects of their use, and the environmental
impact dimensions. Sustainable development has been highlighted in the future use of fuels and
ore sources. It was noted that limited land, water and forest resources of our republic should
be utilized and recultivation and reclamation measures should be taken to eliminate
environmental damage. Measures are taken to ensure environmental sustainability in
accordance with the main objectives of the "Azerbaijan-2020: A Look Into Future" development
concept. Sustainable development is a development that ensures the needs of the present day
without endangering the possibilities of future generations. The ecological and economic
aspects of this development include the oceans and seas, climate change, environment, waste
management, ecosystems and biodiversity. Effective and comprehensive use of our country's
natural resource potential, including biodiversity conservation, neutralization of the negative
impact of the fuel and energy complex on the environment, restoration of useless areas and the
effective protection of existing resources, will continue in the coming years as well. Ecological
and economic aspects of the use of natural resource potential in sustainable development of the
Republic of Azerbaijan.

Keywords: resource, potential, environment, sustainable development, conditions

1. INTRODUCTION
The favorable natural-geographical location of the Azerbaijan Republic created conditions for
having rich natural condition and resources.
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The countries’ various natural resource potential, the development and the situation of
production and social infrastructure, useful transport, geographical position, the efficient
organization of territory are very crucial. In respective development, the improvement,
expansion, and reconstruction of economic and territorial structures of the economy are of great
strategic importance. According to researches, in addition to the natural environment and other
factors that contribute to the economic and social development of the country, inequality in
setting a resource potential has created a sharp difference in the level of economic development.
Particularly, accumulation of industrial areas in Baku has led to their rapid development
comparing with other regions as well as the aggravation of the socio- economic situation in the
regions and the flow of people from regions to the capital. As a result this has contributed to
the aggravation of the social, economic, and ecological situations in many places. Also due to
the deployment and the development of productive forces, improving the effectiveness of
territorial organization of the farm, important regional environmental problems arise from the
character and peculiarities of these processes. The emerged situation puts forward the
socioeconomic development of the regions, the optimization of the differences between them
as an important task on the government level. One of the main objectives of the “State Program
on the Socio- Economic Development of the regions of the Azerbaijan Republic in 2014-2018”
and “Azerbaijan 2020: A look Into the Future development concept” is to achieve the ecological
and economic balance. The main objective of the Republic’s environmental policy is to ensure
sustainable development through the protection of the existing ecosystems and the rational use
of natural resources in order to meet the needs of the present and future generation.

2. LEGAL REGULATION OF THE USE OF NATURAL RESOURCE POTENTIAL
AND ENVIRONMENTAL PROTECTION IN SUSTAINABLE DEVELOPMENT

As shown in all international documents, efficient and integrated use of local natural resource
potential, environmental protection and solving environmental problems are important factors
for sustainable development. From this point of view, consonant development requires
environmental protection and continual use of natural resources. Thus, some of the regulations
outlined in the current tasks of 21st century are related to the protection of environment and the
rational use of natural resources. [10,11,12]. In recent years, certain work has been carried out
in order to solve environmental protection and ecological problems in our country. In this
regard, a legal basis for the protection of the environment and the productive utilization of
natural resources has been created in order to ensure continual development in Azerbaijan.
During the period after Rio conference, about 20 national laws on health of population,
environmental protection, environmental safety, rational use of natural resources have been
adopted. Example of this are “Law on Plant Protection”(1996), “ Law on the Protection of the
Health of Population”(1997),” Law on Fishing”(1998)”, ¢ Law on Earth”(1998), “ Law on
Environmental Protection”(1999),” Law on Animal World”(1999), “ Law on Ecological
Safety”(1999),” Law on Atmospheric Air Protection”(2001),” Law on the Compulsory
Environmental Insurance”,( 2002),” Ecological Education and Enlightenment “(2002),”
Ecologically Clean Agriculture”(2008) and other laws. The events included in the state
programs like “Ecological Socio- Economic Development in the Republic of Azerbaijan “and
“Restoration and Improvement of Forests in the Republic of Azerbaijan *, “ Hydrometeorology
Development Program”,” Efficient Use and Development of Natural Stone Deposits un
Absheron Peninsula and Prevention of Desertification” confirmed by the President of
Azerbaijan were successfully implemented. A number of projects related to the
“Comprehensive Action on improving the environmental situation in Azerbaijan Republic for
2006-2010” have been successfully implemented. Generally, mineral resources being complex
natural products play a very important role in the technical, economic, ecological and social
development of the society.
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For this reason, the importance of the use of mineral resources for ensuring consonant
development in certain countries in the modern world is steadily increasing. This is issue is also
reflected in the sustainable development concepts adopted in the CIS and Eastern European
countries [ 13,14,15,16,17]. The mineral resources of the Earth are an integral part of the overall
resources and are one of the key factors determining the socio- political independence of our
country. The increase of the economic potential of the Republic of Azerbaijan depends on the
efficient use of resources of various mineral deposits, which have been explored in its territory,
and the development of mining and processing industries. The territory of our republic is rich
in mineral resources, including raw materials such as oil and gas, ferrous and non- ferrous
metals, construction materials, stone salt, barite, etc. as well as minerals, thermal, industrial
water , and these raw materials are of great industrial and economic importance. Exploration,
of minerals does not only provide sustainable development, but also are a major cause of
environmental protection problems. Although the exploitation of minerals with open-pit
methods is inexpensive, this process reduces soul fertility, causes change in relief, erosion,
poising of water and plant, and being unusable. The wells and the ditches during the geologists’
searches and explorations damage the top layer of soil. Therefore, while drafting geological
projects, the measures for land cultivation and environmental protection are taken into
consideration. The complex use of mineral resources and primary raw materials in the
sustainable development in the Republic of Azerbaijan comes from the need to meet the
requirements of farms for various products and meet the needs of population for different
expenditures. Continuous increase in the number of population, rapid development of science
and technology also enlarges the demand for various raw materials and products. This, in its
turn, requires a complete and comprehensive approach to the processing of primary raw
materials, which is more important than economic, social and environmental point. Complex
utilization of natural resources is one of the main principles of consonant development in our
country, which has already been formed in relation to oil and natural gas and its economic
evaluation, stimulation is completely carried out. Great sources of these resources are on the
shelf of Caspian Sea. The calculations show that if 20-30 min. tons of oil are produced , it will
allow oil production for 100 years. Oil has been produced with industrial method in Absheron
peninsula since 1871. Now very rich oil and gas deposits have been discovered on the shelves
of the Caspian Sea, especially in Baku and Absheron archipelago, in Aran and Ganja-Gazakh
regions and search projects are in process. During the last period, 40 percent of potential oil
reserves and 20 percent of gas reserves have been utilized. As mentioned above, alongside with
oil and gas, a large amount of construction materials, mineral,thermal and iodine-bromine
waters, ore, non-ore, chemistry and other types of raw materials are available in the Azerbaijan
Republic. The greater and Lesser Caucasus, Nakhchivan are particularly rich in ore foliage.
Filizchay polimetal in Sheki-Zagatala district, iron ore reserves in Dashkasan district are located
in large dep