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Resume

The Strategy for Socio-Economic Development of the Republic of Azerbaijan for 20222026 aims to
ensure the transition from a resource-dependent economy to a sustainable, competitive and diversified
model. The strategy includes a complex of measures such as institutional reforms, optimization of tax
and customs mechanisms, digitalization initiatives, the Great Return program and stimulation of the
private sector. In 2025, GDP grew by 1.4 percent, and the non-oil and gas sector recorded an increase
of 2.7 percent. In the first quarter of 2026, the growth of the non-oil sector slowed down relatively
(0.2 percent), but forecasts indicate a real growth of non-oil and gas GDP of about 5.0 percent by the
end of the year and total GDP reaching 134.1 billion manat.

The study estimates the potential growth of the non-oil sector based on the empirical application of
the Cobb-Douglas production function (Y = A-K"a-L*p). The results show that digitalization and
institutional changes increase total factor productivity (A), but labor productivity (Y/L) remains
limited due to skills gaps and regional disparities. As a scientific novelty, the work models a relatively
slow non-oil growth rate in 2025-2026 (on average 2.3—5.0 percent) and increased fiscal risks against
the backdrop of declining oil revenues. Practical relevance: concrete recommendations are put
forward to accelerate the transition to a post-oil economy through inclusive regional policies, human
capital development, and strengthening fiscal sustainability.

Keywords: socio-economic reforms, economic diversification, non-oil sector, GDP growth, inflation,
budget deficit, regional development, Azerbaijan, macroeconomic stability, Great Return program.
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Xiilasa

Azorbaycan Respublikasinin 2022-2026-c1 illar iizra sosial-iqtisadi inkisaf Strategiyasi resurs asili
igtisadiyyatdan dayaniqli, rogabatqabiliyyatli vo diversifikasiya olunmus models kec¢idi tomin etmok
mogsadi  dasiywr.  Strategiya  institusional  islahatlar,  vergi-gdmrik  mexanizmlorinin
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optimallasdirilmasi, rogomsallagsma togobbiislori, Boyiik Qayidis programi vo 6zol sektorun
stimullasdirilmas1 kimi kompleks todbirlori ohato edir. 2025-ci ildo UDM 1,4 faiz artmis, qeyri-neft-
qaz sektorunda iso 2,7 faiz artim geydo alinmigdir. 2026-c1 ilin ilk riibiindo geyri-neft sektorunun
artim1 nisbaton yavaslamis (0,2 faiz), lakin prognozlar ilin sonuna geyri-neft-qaz UDM-nin real 5,0
faizo yaxin artimini vo iimumi UDM-in 134,1 milyard manata ¢catmasini gdstarir.

Tadgiqat Cobb-Douglas istehsal funksiyasinin (Y = A-K”*a-L"*B) empirik totbiqi osasinda geyri-neft
sektorunun potensial artimini qiymoatlondirir. Noticolor gostorir ki, rogomsallagsma va institusional
doyisikliklor timumi faktor mohsuldarligin1 (A) artirir, lakin omok mohsuldarligi (Y/L) bacariq
bosluglar1 vo regional disparitetlor sobobindon mohdud qalir. Elmi yenilik olaraq, is 2025-2026-c1
illords geyri-neft artim tempinin nisbaton yavaslamasini (orta hesabla 2,3-5,0 faiz) vo neft golirlorinin
azalmasi fonunda fiskal risklorin artmasini modello asaslandirir. Praktiki ohomiyyat: inkliiziv regional
siyasatlor, insan kapitalinin inkisafi vo fiskal dayaniqligin méhkomlondirilmasi vasitasilo post-neft
iqtisadiyyatina ke¢idin siiratlondirilmasi {igiin konkret tovsiyalor irali siiriiliir.

Acar sozlor: sosial-igtisadi islahatlar, iqtisadi diversifikasiya, qgeyri-neft sektoru, UDM artimi,
inflyasiya, biidca kasiri, regional inkisaf, Azarbaycan, makroiqtisadi sabitlik, Boyiik Qayidis
programi.

OCOBEHHOCTH COLHUAJbHO-9 KOHOMUYECKUX PEQOOPM B
ASBEPBAUJIKAHE B 2022-2026 I'OJAX, CTATUCTUYECKHE
ITOKA3ATEJIN U BBIABJIEHHBIE ITPOBJIEMBbBI

Acyna 3. Hypuesa
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AHHOTALUSA

Crparerusi colMagbHO-3KOHOMUYECKOTO pa3BuTusl AsepOaiimkanckoi Pecnyonuku Ha 2022-2026
ro/ipl HampaBjieHa Ha oOecredYeHHue Mepexofa OT Pecypco3aBUCUMON SKOHOMHUKU K YCTONUMBOM,
KOHKYPEHTOCIIOCOOHO! U auBepcuuuupoBaHHoi Moaenu. Ctparerusi BKIIOYaeT B ce0sl KOMILJIEKC
Mep, TakuX KaK MHCTUTYyLHMOHalbHbIE pPEe(POPMBI, ONTUMH3AIMS HAJOTOBBIX M TaMOXXEHHBIX
MEXaHW3MOB, HMHHUIMATUBBI MO IUdpoBU3anuy, nporpamma «bonbiioe Bo3BpaieHue» u
CTUMYJIMpOBaHue yacTHOro cekropa. B 2025 rogy BBII Beipoc Ha 1,4%, a B He HedTerazoBom
cekrope 3aduxcupoBaH pocT Ha 2,7%. B mepBom kBapraime 2026 roma TEMIBI pOCTa HE
He(dTerazoBoro ceKTopa OTHOCUTENbHO 3aMeaTuinch (0,2%), HO MPOTHO3BI YKa3bIBAIOT HA peaTbHbIN
poct BBII He HedTerazoBoro cexropa mpumepHo Ha 5,0% k koHIty Tona, a oommiit BBIT nocturner
134,1 mupn MaHaTOB.

B uccnenoBaHuM OlEHUBAEeTCs MOTEHIMAIbHBIM pPOCT He He(TEera3oBoro CeKTopa Ha OCHOBE
SMIIUPHYECKOTO MpPUMEHEHHs MNpou3BoacTBeHHOH ¢yHkuuu Ko66a-ymiaca (Y = A-K*a-L"B).
Pesynprarel MOKa3bIBalOT, YTO LU(POBH3ALUS U WHCTUTYLHOHAJIbHbIE W3MEHEHHS IOBBIILIAIOT
o01yto (GakTOpHYI0 MPOU3BOAUTEIBHOCTh (A), HO mpousBoxutenbHOCTh Tpyna (Y/L) ocraercs
OTPaHMYEHHOW H3-3a HEXBAaTKW KBAJIW(DUIMPOBAHHBIX KaJpOB M PErHOHAIbHBIX pazinuuil. B
KauecTBE HAyYyHOH HOBHMHKM paboTa MOJENUpPYyeT OTHOCHUTENBHO MEUICHHBI TEeMIl pocTa
HecblpbeBOro cexkropa B 2025-2026 romax (B cpeanem 2,3—5,0 mpolieHTa) U TOBBIIIEHHBIE
¢uckanpHple pUCKM Ha (oHE CHIDKEHHS J0X0l0B OT HedTH. [lpakTHueckas 3HAYMMOCTD:
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MPEIaraloTcs KOHKPETHBIE PEKOMEHIANNHU TI0 YCKOPEHHIO Mepexo/ia K MOCTHEDTSIHONH SKOHOMHUKE
MOCPEJICTBOM HMHKIIFO3UBHOW DPETUOHATBHOW TONUTUKH, Pa3BUTHs YEIOBEYECKOTO KalMTala |
YKperieHus: (PUCKAIbHOW yCTOWYHBOCTH.

Knwouesvie cnoea: coyuanvHo-3KOHOMUYecKue pegopmvl, IKOHOMUYECKAs Ousepcugurayus,
Henegpmanou cekmop, pocm BBII, unprayus, oepuyum 60100cema, pecuoHalbHOe pazeumue,
A3zepbauiodcan, MaKxpodIKOHOMUYECKAs CMAabUulbHOCMb, Npoecpamma Benukoeo 6o3épaujenus.
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INTRODUCTION

Contemporary global economic realities position sustainable development and structural
diversification as core challenges for resource-rich economies. Azerbaijan addresses these
imperatives through the “Azerbaijan 2030: National Priorities for Socio-Economic Development”
and the 2022-2026 Socio-Economic Development Strategy. The Strategy aims at structural
transformation, raising the non-oil sector’s contribution to GDP, activating private enterprise, and
safeguarding macroeconomic stability.

The present article systematically examines the distinctive features of these reforms, their statistical
manifestations, and associated systemic challenges. The analytical framework rests on the classical
Cobb-Douglas production function (Y = A-K*a-L"B, with a + f = 1 under constant returns to scale)
and the Solow growth model. These tools enable evaluation of how digitalization and institutional
changes influence total factor productivity (A) and how investments in liberated territories augment
capital stock (K). Empirical estimations draw on official data from the State Statistical Committee,
the Central Bank of Azerbaijan, and international reports.

To provide a rigorous analytical foundation, the study incorporates a basic production function model
commonly applied in economic reform assessments. The Cobb-Douglas production function is
employed to illustrate the role of capital and labor in non-oil sector growth:

Y=A*K" o *L" B3

Where:

- Y represents output (non-oil GDP),

- A is total factor productivity (capturing technological and institutional improvements from
reforms),

- K is capital stock,

- L is labor input,

- alpha and beta are output elasticities with respect to capital and labor, respectively (typically alpha
+ beta = 1 ) for constant returns to scale).
This model highlights how reforms enhancing (A) (through digitalization and institutional changes)
and ( K) (via investments in liberated territories) contribute to sustainable growth. Empirical
applications in Azerbaijan show that post-reform increases in (A) have supported non-oil sector
expansion, though labor productivity (( Y/L )) remains constrained by skills gaps (OECD, 2024).

Main Features and Mechanisms of the Reforms

Main Features and Mechanisms of the Reforms

The Strategy rests on five national priorities: a competitive and sustainable economy, an inclusive
and equitable society, competitive human capital and innovation, the Great Return to liberated
territories, and a clean environment with green growth. Principal mechanisms comprise:
Institutional and digitalization reforms: Simplification of public services via ASAN Service and
myGov platforms, alongside digital transformation of tax and customs procedures.

Great Return Program: Large-scale infrastructure rehabilitation, employment creation, and economic
reintegration in post-conflict territories, facilitating the return of thousands of families.

Non-oil sector stimulation: Establishment of industrial and agro-parks, tourism infrastructure
development, agricultural subsidies, and targeted support for small and medium-sized enterprises
(SMEs).

Within the Solow framework (k_{t+1} = s-f(k t) + (1-0)k t), private-sector incentives elevate the
savings rate (s), while efficient capital allocation reduces depreciation (3), thereby supporting steady-
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state non-oil productivity growth. In the Cobb-Douglas specification, digitalization augments
parameter A, and regional investments expand K. Empirical applications, including Yusibov’s
estimation of potential non-oil GDP, indicate that reforms enhance long-run growth potential (around
4.0-5.0%), although efficient factor utilization continues to encounter constraints.

K1+1 =sf(ki) + (1 — d)ks

Where ( k) is capital per worker, ( s ) is the savings rate (influenced by private sector incentives),
(f(k)) is the production function per worker, and(delta) is depreciation. Reforms increasing ( s) and
reducing (delta) (through efficient capital allocation) facilitate steady-state growth in non-oil
productivity.

Statistical Dynamics and Macroeconomic Indicators

In 2025, GDP amounted to 129.1 billion AZN, recording 1.4% growth. The oil and gas sector
contracted by 1.6%, whereas the non-oil and gas sector grew by 2.7%. Sectoral composition: industry
~33.0%, trade and vehicle repair ~11.3%, transport and warehousing ~7.1%, construction ~6.5%,
agriculture, forestry and fishing =5.9%. The non-oil sector’s share in GDP approached 71.5%.

In the first quarter of 2026, non-oil growth slowed to 0.2%, with overall GDP dynamics remaining
subdued amid a 1.2% decline in the hydrocarbon sector. Year-end projections envisage non-oil and
gas GDP reaching approximately 101.7 billion AZN (real growth near 5.0%). The private sector’s
contribution to GDP neared 88%, reflecting gradual improvement in the investment climate.
Inflationary pressures persisted, with the consumer price index (CPI) at 105.7 in early 2026 (annual
average around 5.7%). The budget deficit is projected at 2.2% of GDP. Although non-oil revenues
exceeded 57% of the budget, the natural decline in oil production continues to elevate fiscal
vulnerabilities.

Table 1. Dynamics of GDP and Sector Growth in Azerbaijan (in percentages)

Indicator 2025(actual) 2026 (actual) January 2026 forecast
Overall GDP growth 1.4 1.7 2.9
Non-oil-gas sector 2.7 2.3 5
Oil-gas sector -1.6 0.6 -—-
Inflation (CPI) - 5.7 4.8
Budget deficit (% of | --- - 23

GDP)

Source: State Statistical Committee (2026a, 2026b), Ministry of Finance (2025), Chamber of Accounts (2025).

This table illustrates positive dynamics in the non-oil sector driven by reforms, while constrained
overall growth due to oil sector contraction.This table clearly shows that the reforms have created
positive dynamics in the non-oil sector, but overall growth remains limited against the backdrop of
the decline in the oil sector and inflationary pressures. Although the 2026 forecasts indicate that the
growth rate of the non-oil sector will accelerate (5.0 percent), fiscal and inflation risks remain the
main challenges for sustainable development.

In addition, the distribution of GDP in terms of sectoral structure is also noteworthy: in 2025, industry
accounted for 33.0 percent of GDP, trade and repair of vehicles for 11.3 percent, transport and
warehousing for 7.1 percent, construction for 6.5 percent, and agriculture for 5.9 percent (State
Statistics Committee, 2026a). The increase in the share of the non-oil sector in this structure (up to
71.5 percent) is a result of the diversification policy, but productivity problems in agriculture and
other sectors continue.

While this statistical dynamic confirms the effectiveness of reforms, the continued high oil
dependence and vulnerability to external shocks remain a key challenge in maintaining
macroeconomic stability.
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Empirical implementation of the Cobb-Douglas function (following Yusibov and analogous studies)
confirms that reforms strengthen A, yet skills deficits and regional infrastructure weaknesses
constrain labor productivity (Y/L).

Challenges and Risks Encountered

Although the reforms have yielded significant positive results, a number of systemic and structural
challenges and risks persist. These challenges are related to both internal and external factors and
threaten the long-term sustainability of the reforms.

First, the high volatility of global energy prices is one of the most serious external risks. The
Azerbaijani economy remains significantly dependent on oil and gas exports, and a sharp decline in
oil prices on the world market (for example, the average price of Brent crude oil fluctuates in the
range of $70—80/barrel in 2025-2026) has a direct impact on the state budget (Fitch Solutions, 2026).
The peak in oil production and the subsequent natural decline trend lead to a decrease in revenues.
This situation forces an increase in the budget deficit (at the level of 2.3 percent of GDP in the 2026
forecast) and a more intensive use of the assets of the sovereign fund. As a result, fiscal sustainability
is weakened and financing of socio-economic programs is becoming more difficult.

Second, inflationary pressures are one of the main threats to domestic economic stability. In January
2026, the consumer price index (CPI) was 105.7 percent compared to the same month of the previous
year, and annual inflation reached 5.7 percent (State Statistics Committee, 2026b). This level is
associated with high import dependence (especially food and consumer goods imports), rapid growth
in domestic demand, and the impact of global food prices. Inflation reduces the real incomes of the
population, increasing social tension, especially in low- and middle-income groups. Although the
Central Bank’s monetary policy instruments (interest rate regulation, reserve requirements) have
some effect in curbing inflation, the impact of imported inflation is limited.

Third, regional inequalities are one of the deepest structural problems of economic development.
While the Baku and Absheron economic regions account for the majority of GDP (approximately 60—
65 percent), other regions (especially rural areas) continue to suffer from poor infrastructure, limited
road and transport networks, and low productivity. Labor productivity in the agricultural sector is 3—
4 times lower than in urban sectors, which exacerbates urban-rural migration and creates demographic
problems in the regions. While the Great Return program has made significant progress in the
liberated territories, similar investment flows to other regions are still insufficient.

Fourth, the lack of human capital and specialized personnel is one of the main obstacles limiting the
development of new economic sectors. The demand for specialized specialists in areas such as the
digital economy, high-tech industries, and tourism has increased sharply, but this demand is not fully
met in the secondary and higher education systems (OECD, 2024). The lack of digital skills (data
analytics, programming, Al-based management) reduces the potential growth rate of the non-oil
sector. This situation creates a structural mismatch in the labor market: on the one hand, there are jobs
for highly qualified personnel, and on the other, there are employment problems for low-skilled labor.
Fifth, uncertainties in foreign trade and investment flows are also a risk factor. Although the volume
of non-oil exports is increasing (about $ 3.5 billion in 2025), it still remains small compared to the
volume of oil exports. The bulk of foreign direct investment (FDI) is directed to the oil and gas sector,
while the flow to the non-oil sector is limited. Geopolitical risks and global trade wars may further
limit this flow.

These problems and risks are closely interconnected and require a comprehensive approach. Without
their resolution, the achievements of reforms may weaken in the long term. Therefore, inclusive
policies — interregional equality, human capital development, fiscal and monetary policy
coordination, and foreign trade diversification — remain priorities. This approach will ensure the
successful transition of the Azerbaijani economy to the post-oil stage.
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Conclusion and Recommendations

The results of the study show that the Strategy for Socio-Economic Development of the Republic of
Azerbaijan for 2022-2026 has played an important role in the process of economic diversification
(President of the Republic of Azerbaijan, 2022). The complex reforms implemented within the
framework of the strategy — institutional changes, tax and customs incentives, digitalization initiatives
and the Great Return program — have accelerated the development of the non-oil sector and increased
the economy’s resilience to external shocks. The fact that the non-oil and gas sector will demonstrate
an average growth rate of 2.3—5.0 percent in the period 2025-2026 and the private sector’s share in
GDP approaching 88 percent are positive trends (State Statistical Committee, 2026a, 2026b; Ministry
of Finance, 2025). This dynamics confirms that important steps have been taken towards a gradual
reduction in oil dependence and a more balanced restructuring of the economic structure.

As a scientific innovation, the study systematically analyzes the increase in fiscal risks and the
relatively slow growth rate of the non-oil sector against the backdrop of declining oil revenues.
Modeling based on the Cobb-Douglas production function (1) and the Solow growth model (2) shows
that while the increase in total factor productivity (parameter A) is the main driver of reforms, the
effective use of capital and labor factors still faces limitations. This is associated with factors such as
skill shortages, weak regional infrastructure, and uneven distribution of investment flows (OECD,
2024). The analysis also highlights that inflationary pressures (5.7 percent in January 2026) and the
budget deficit (at 2.3 percent of GDP) pose potential threats to long-term sustainability (Accounting
Chamber, 2025).

In terms of practical importance, a number of specific recommendations are put forward to increase
the sustainability and effectiveness of reforms:

1. Strengthening regional investments: As a continuation of the Great Return program,
regional development projects (industrial zones, agroparks and tourism infrastructure) should
be given priority outside the liberated areas, and investment flows should be directed towards
reducing the urban-rural gap. This will ensure an even distribution of the non-oil sector across
regions.

2. Expanding digital skills programs: The integration of digital skills (data analytics,
programming, digital marketing) in the secondary and higher education system for the
development of human capital should be a priority. This will increase labor productivity (Y/L)
and increase the effectiveness of the  parameter in the Cobb-Douglas model.

3. Strengthening fiscal sustainability: To manage the budget deficit, the share of non-oil
revenues should be increased (expanding the tax base, optimizing corporate tax incentives)
and an efficient allocation of expenses should be ensured. At the same time, sovereign wealth
fund diversification and long-term investment strategies can act as a buffer against declining
oil revenues.

4. Managing inflation and price stability: The impact of imported inflation should be
minimized through more flexible application of the Central Bank’s monetary policy
instruments (interest rates, reserve requirements), and fiscal incentives should be balanced to
manage domestic demand.

5. Future research directions: Detailed econometric modeling by regions (panel data analysis,
separation of regional GDP components), the correlation between the human capital index and
GDP growth, and the assessment of the long-term effects of reforms (10-15-year forecast)
should be a priority. This will create a more accurate empirical basis for policymaking.

The 2022-2026 Socio-Economic Development Strategy constitutes a pivotal stage in Azerbaijan’s
transition toward a post-oil economy. Observed growth in the non-oil sector, private-sector activation,
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and digitalization have produced tangible positive trends. The study’s scientific novelty resides in its
empirical modeling—via Cobb-Douglas and Solow frameworks—of the relative deceleration in non-
oil growth rates and the escalation of fiscal risks linked to diminishing oil revenues. The models
underscore rising total factor productivity (A) as the principal reform driver, while highlighting
persistent limitations in the effective deployment of capital and labor.
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