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@ Bosiredaktordan

Hormatliloxucular!

Igtisadi I8lahatlarin Tahlili va Kommunikasiya Markazinin tasisgisi oldugu “Igtisadi islahatlar”
elmi-analitik jurnalinin 2023-cu il ugun ikinci sayini sizlars taqdim edirik. Sevindirici haldir ki,
jurnalimizin bu sayina ¢ap uicuin daxil olan magalalarin sayi kaskin sakilds artib. Biz isa ilk novbada
onlarin i¢garisindan daha ¢ox aktual olanlarini va raycilar taralindan musbat giymatlandirilanlari
cap edirik. Bela ki, bu sayda ¢ap olunmaq ugtin taqgdim edilan 21 magalaya raycilar taralindan manli
ray verilib va muballillarina geri gaytarilmisdir. Bunun iss muixtslif ssbablari var. Bels ki, ya
magalanin unikalligi azdir, ya muallif magistr dissertasiyasinin bir paraqgrafini oldugu kimi jurnala
capa gondarir, ya da magalanin elmi tohfasi yoxdur va s. Taassufedici hal ondan ibaratdir ki, cap
ucun maqgala gondaran bazi musllillar jurnalda yer alan magalslara qoyulan talablar bolmasini
oxumurlar (https://journal.ereforms.org/az/page/requirements-for-the-article). Naticads
onlarin magalalari jurnalimizin talablarina cavab vermir va bels magalalari rays taqdim etmadan
gerigaytarmaliolurug.

Jurnalimizin readaksiya heyatinda temsil olunanlarin har biri magals muallili oldugu ugun
bunun, yani magalanin ¢capindan imtinanin, xususan da ganc tadgiqacilarda boyuk bir mayusluga
sebab oludugunu yaxs! bilir. Amma inaniriq ki, magalslari geri gaytarilan musllillar yeni ve daha
keyliyyatlimagalalar tizarinda islayarak onlari ¢cap tictin jurnalimizatagdim edacaklar.

Jurnalimizin 2023-ci ildaki ikinci sayinda “Azarbaycan Ragamsal Habi: strategiyadan
fealiyyata”, “Azarbaycanin artim diagnostikasi: ¢oxsaxali va dayanigh iqtisadiyyata dogru”,
“Igtisadi dahlizlarin inkisafi: igtisadi artim va regional inteqrasiya drayveri”, “Kadr potensiali
muassisada idaraetma sisteminin tarkib hissasi kimi”, “Azarbaycan Respublikasinda xarici
ticaratin gomruk-tarif tanzimlanmasinin iqtisadi tahlukasizliyinin tamin olunmasinda rolu”,
“Elektron ticarat sahasinda yerli fermerlar va istehsalgilar ticun Turkiys hokumsatinin dastak
programlarinin tadqiqi”, “Turizm va gonagparvarlik biznesinin marketingi va onun idars
edilmasinda galacak tendensiyalar”, “Elektromobil galacayin nagliyyat vasitasi kimi:
Azarbaycanda elektrik va hibrid muharrikli avtomobil parkinin muasir veaziyyati, inkisaf
perspektivlari’, “Azarbaycanda ssnaye musassialarinin davamli igtisadi inkisafa tasirinin tahlili”,
“Elektrik enerjisi bazarlarinda giymat formalasma mexanizmi va ticaratin strukturu”, “Dovlat
maliyyasinin idara olunmasinin takmillasdirilmasi masalalari” kimi aktual movzulari shata
edan elmi-analitik maqalalar ¢ap olunub. Hamcinin yuxarida geyd edilan magalalarls yanasi
jurnalin bu sayinda professor Mahis ©hmadovun Milli Aviasiya Akademiyasi va Igtisadi
ISlahatlarin Tahlili va Kommunikasiya Markazinin amakdaslarinin birgs yazdiglar: “Ragamsal
iqtisadiyyat” darsliyi barada galama aldigi magalaya da yer verilib.

Hormatliltadgigatcilar!

Nazariniza catdiririq ki, “lIgtisadi islahatlar” elmi-analitik jurnali Azarbaycan
Respublikasinin Prezidenti yaninda Ali Attestasiya Komissiyasi taralindan Azarbaycan
Respublikasinda elmi magalslarin darc olunmasi tovsiys edilan dovri elmi nagsrlar siyahisina
(igtisad elmlari uzra) daxil edilmisdir. EImi-analitik maqalslarinizi onlayn gaydada “Igtisadi
islahatlar” jurnalina taqdim eds bilarsiniz. (https://journal.ereforms.org/az/submit-article).
Jurnalimizda magala ¢api odanissizdir. ©minik ki, “Igtisadi islahatlar” jurnali sizlar vgun faydali
olacaqg va jurnalimizlasmakdaslginizi darinlasdiracaksiniz.

Ramil HUSEYN
“Iqtisadi islahatlar” elmi-analitik jurnalinin bas redaktoru
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SUMMARY

The article explores the digital transformation landscape under pandemic and post-
pandemic conditions. As global internet traflic continues to surge, nations worldwide are
prioritizing digital strategies to keep pace with this rapid transformation. Azerbaijan, an oil-rich
country seeking economic diversilication, has taken a strategic approach to become a key player
inthe digital landscape.

Neqgsol Holding, utilizing its capital from the oil and gas industry, initiated the Azerbaijan
Digital Hub, a comprehensive program comprising the Digital Silk Road, a Regional Data Center,
an Internet Exchange Point, and the development of a digital ecosystem. The hub aims to reshape
the internet map along the Silk Way and thrive amidst disruptive changes through three
consecutive stages: ideation, incubation, and scaling.

Thearticle highlights the strategic choices made by Azerbaijan in establishing the Digital Hub
and its potential impact on the nation's economy. It presents the shift from the "Castles™" quadrant
to the "Connectors" quadrant, adopting new power models and values for sustainable growth.
The dynamic capabilities of the Digital Hub are explored, emphasizing its transformative nature
and adaptability to rapid technological advancements.

In conclusion, the article suggests that the success of the Azerbaijan Digital Hub depends on
ellective management of continuous change, fostering a culture of innovation, and leveraging
strategic advantages through mergers, alliances, and investments. By navigating a complex and
uncertain environment, the Digital Hub can solidify its position as a crucial player in the digital
era.

Keywords:[ Azerbaijan, Digital Hub, economic diversilication, innovative development,
digital ecosystem.

JELcode:1031;0032

INTRODUCTION

The speed of digital transformation has increased under pandemic and post-pandemic
conditions. According to an UNCTAD report, it has been estimated that global Internet traflic in
2022 will exceed all the Internet traflic up to 2016 (UNCTAD.org, 2021). The latest ligures show
that in 2022 an estimated 5.3 billion people of the earth's eight billion are using the Internet, or
roughly 66 percent of the world's population. Three quarters of the population aged ten years
and over own a mobile phone (www.itu.int, 2022). Taking into consideration the four key
enablers of the digital economy: digital strategies and regulations, digital infrastructure, data,
and digital skills (described by Huawei, (e.huawei.com, 2021), governments and the private
sector in nations across the globe are trying to keep pace with the digital transformation.

Oil-rich Azerbaijan is aiming for economic diversilication by relying on innovative
development and by strengthening its role in the strategic geographical position it holds at the
crossroads of the North-South and East-West trade route corridors. After gaining independence,
Azerbaijan actively initiated and participated in a number of important regional and
transcontinental energy and transportation projects, including the Baku-Thilisi-Ceyhan oil
pipeline, the Southern Gas Corridor and the Trans-Caspian International Transportation Route
(Baghirov, 2020).

As part of its quest to ameliorate oil and gas export infrastructure and transport and logistics
projects along the Silk Road, Neqgsol Holding initiated the Azerbaijan Digital Hub, integrating
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program components such as the Digital Silk Road, a Regional Data Center, an Internet Exchange
Point and the formation of a digital ecosystem. The Azerbaijan Digital Hub program, aimed at
reshaping the internet map along the Silk Way, uses three consecutive stages of algorithms to
thrive in the face of imminent disruption: ideation, incubation and scaling, terms coined by
Charles O'Reilly and Andrew J. M. Binns (O'Reilly and Binns, 2019). Nevertheless, Neqgsol
Holding, using capital generated from the oil and gas industry in the early 1990s, has preferred
periodicinnovation to develop new capabilities and assets.

The ambidextrous leadership paradigm, described by Rosing and others, can also be
considered in the case of Negsol Holding, as it scaled its new venture—the Azerbaijan Digital
Hub—uwhile balancing both its exploring and the exploiting businesses.

As the assignment should lirst clearly delineate the problem, we have identilied the
development of the Azerbaijan Digital Hub project in the fast-changing environment described
above as the main question to be addressed.

AZERBAIJAN DIGITAL HUB TARGET

Azerbaijan Global Digital Center
and Coverage Area

& AzerTelecom

— international TARGET .
Partner networks COUNTRIES E POPULATION
International transit routes .A??f?‘?ij.ap. O S 1.Q:’37‘}?.8.6.
iikazakhsta TN S, IEBEEEs7
SOCAR Fiber Turkmenistan i 6260029
Uzbekistan 34721209
Tajikistan 10090802
Kyrgyzstan ' 6802055

Moscow Haif of China's :
o Population . 726829692
Afghanistan -0 L a2y
Amstoniom: s Pakistan : 231965962
Oyvarsaw = T PO VY o e AP e e '--I---------T ---------------

o Half of India's 0
LondgA R S population . 707507316
: e e e BRSO e m e B A A S e
) OB"dagest Al c TPle Islamic Republic & 86767505
Bucharest | w w o _Tbilis . oflran . _.i.....806767595
NSt %‘a"b“}%- e \ot L Bishkek Saudi Arabia : 36213383
ushanbe  mmm s T
e Oman_ LTI 5442083
Tehran © Kabul _ _Q_E}t_a_r _______________ L _3_0_0(_3_6_4_7_

AZERBAIJAN AS A GLOBAL Laher The United Arab

DIGITAL CENTER OF THE : Emlrates ______ 10198800
WORLD. DOhaD?,ba?, OMuscat HongKong ; Georgia = . L 4433592

flo) 1/3 of the population .
IT CAN SERVE ONE OUT OF Humbal S T : 3969428
EVERY FOUR PEOPLE OF THE B e
POPULATION. Total .. . 1988388593
World Population . 8014515118

Source: Worldometers https://www.worldometers.info/population/
CASCADINGICHOICES

Following Martin's idea that “strategic choices need to be made simultaneously, not
sequentially” (Martin, 2017), we introduce “cascading choices” as a framework for Azerbaijan's
Digital Hub strategy:
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CASCADING CHOICES:
AZERBAIJAN DIGITAL HUB |

Azerbaijan
Digital Hub:
What service

A capabilities must
bt we develop?
, g

; How should
SR I serve this
customer?

Using the virtuous cycle strategy, top management of Neqsol Holding receives feedback from
mid-level management and employees. In this way, all stal] can be considered the brain,armsand
legs of the organization. Employees are made to feel ownership and this kind of empowerment
reinforces the Azerbaijan Digital Hub. Martin argues that, unlike the strategy-execution
approach, inwhich leaders dictate set strategies and expect subordinates to mechanically follow,
the choice-cascade model has senior managers empowering workers by allowing them to use
their bestjudgmentin the scenarios they encounter (Martin, 2010).

GLOBALICONTEXTIFORITHE/AZERBAIJANIDIGITALIHUB

The strategy for the Azerbaijan Digital Hub is not being implemented in a vacuum—global
and regional context matter. For this reason we decided to describe the global and regional
environment inlluencing the Azerbaijan Digital Hub. In the age of a “polycrisis,” Mazzucato
thinks that the real solutions are complex and will require investment and regulation, as well as
social, organizational, and technological innovations, not only by government or business, but
also by individuals and organizations across civil society (Mazzucato, 2023).

Pankaj Ghemawat mentioned that globalization has bound people, countries, and markets
closer than ever, rendering national borders relics of a bygone era—or so we are told
(Ghemawat, 2007). But a close look at the data discloses a world that is just a fraction as
integrated as the one we thought we knew. MGI's new document indicates that growth in global
Jlows is now being driven by intangibles, services, and talent (www.mckinsey.com, 2023). This is
useful for the Azerbaijan Digital Hub. Geopolitical dynamics are creating signilicant headwinds
to global cooperation, which often acts as a guardrail to global risks (www3.weforum.org, 2023).
Radziyevska mentioned that the general number of regional agreements has increased quite
signilicantly, from 445 in 2011 to 669 in 2018 (www.e3s-conferences.org, 2020). According to
the US National Intelligence Council's Global Trends 2040 report, no single state is likely to
dominate all regions or domains, and a broader range of actors will compete to advance their
ideologies, goals, and interests.
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INTERNET PENETRATION LEVEL
IN VARIOUS COUNTRIES

Country Population Penetration Penetration %

@ Azerbaiian 10223342 7991630 782% " "Azerbaijan Digital Hub
will connect Europe and

oy . Asia.

e Georgia 3,979,765 3,222,000 81%

@ Turkmenistan 6117,924 1,562,794 25.5% ® Eastern Europe, Anatolia,

: Caucasus, Central and
South Asia regions and

Kazakhstan 18,994,962 14,669,853 772 % countries located in these
regions will be provided

@ Turkey 82,961,805 69,107,183 833% with high-speed Internet
access and advanced

3 Uzbekistan 33,935,763 17,161,534 50.6 % digital services.

=3 Tajikistan 9,749,627 3,013,256 309% = “Azerbaijan Digital Hub”

-wr .
will form the shortest,

Kyrgyzstan 6,628,356 3,123,000 471 % fastest and most advanced
route for digital

. . connectivity between
Q Afghanistan 39,835,428 7,337,489 184 % Europe and Asia.
g Pakistan 225,199,937 100,679,752 44.7%

Source: Internet World Stats — www.internetworldstats.com

The rate of increase in the KOF Globalisation Index, which measures the economic, social and
political dimensions of globalization, has been slowing during the last decade (Gygli etal., 2019).
Among countries covered by the Azerbaijan Digital Hub, Georgia has the most globalized
economy with a KOF Globalisation Index of 70, which ranked it in 54" place in 2019, followed by
Turkey (56"), Azerbaijan (72"), Kazakhstan (81%), and Turkmenistan (180"). Currently, the KOF
Globalisation Index in Europe is at its highest level. Dillerent preferences on globalization
depend on geo-economics and geopolitics, as well as the diverse afliliations of countries covered
by the ADH with various regional structures. Huntington (Harrison and Huntington, 2000), Sachs
(Sachs,2000), and Porter (Porter, 1998) argue how culture inlluences development.

The World Bank Group also encourages regional integration through trade, investment and
domestic regulation; transport, ICT and energy infrastructure; macroeconomic and Jinancial
policy; the provision of other common public goods (e.g., shared natural resources, security,
education) (www.worldbank.org, 2023).

Inthe heart of Eurasia—Heartland, the Azerbaijan Digital Hub, as well as the Digital Silk Road along
the Middle Corridor, have the potential to boost development driven by aregional value chain (RVC).

Neqsol Holding and its Azerbaijan Digital Hub project could be identilied as an emerging
market multinational. Guillen argues that these companies do have a distinct advantage, which
stems from a mindset formed by business environments that are in constant [lux, where labor is
abundant and inexpensive but often unskilled, infrastructure is far from state-of-the-art,
regulations may change unpredictably, and political instability is common (Guillen and Garcia-
Canal,2012). Like the Orascom strategy described by Guillen (Guillen and Garcia-Canal, 2012),in
each negotiation with the government, the ADH has olJered a win-win approach. For this reason
the ADH managed to obtain consent from the Azerbaijan, Georgia, Kazakhstan and Turkmenistan
governmentsto buildliberoptic line through their territories.

Ingeneral, the ADH, as well as the Digital Silk Road, coincides with the Beltand Road initiative
(BRI) generated by China, as well as the Transport Corridor Europe-Caucasus-Asia (TRASECA)
transport project involving the EU and twelve member states of Eastern Europe, the Caucasus
and Central Asia. At the same time, ADH is supported by the Organization of Turkic States in its
TurkicI World! Visionl - 2040, which states: “Achieve digital connectivity and communication
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through the ellective use of space technologies in all spheres of social-economic life, and
harmonize national space policies and establish result-oriented cooperation among the Member
States through joint programs and projects, including sharing knowledge, experience and know-
how, and capacity building programs.”

The Digital Silk Road overlaps with the Middle Corridor, which starts from the China-
Kazakhstan border, and is a route connecting Asia with Europe, passing through the countries of
Central Asia and the Caspian Sea, through Azerbaijan, Georgia, and Turkey. Given the fruitful
geopolitical conditions in the region, interest in the Middle Corridor, which is the shortest and
most convenient route between Europe and Asia, has increased. With the Middle Corridor, which
is the main alternative to the Northern Corridor, it is possible to travel 7,000 kilometers from
Chinato Europe (instead of 10,000) in twelve days. The annual trade turnover between European
countries and China is over $600 billion. In 2021, between China and Europe, a total of $84.9
billion worth of cargo was transported just by rail in both directions. The central idea of this part
is to analyze how the ADH project complements trans-Eurasian transport with a logistics
infrastructure that reinforces itsimportance.

Although the availability of broadband access has been envisioned (by ITU and the UN) at a
price less than two percent of monthly GNI per capita by 2030, in low-income countries it is on
average nine percent. Therefore, the ADH commitment to improve internet access in Central Asia
coincideswiththe UN's Sustainable Development Goals.

THEIIMPACTIOF.THE!ADHIONITHEIECONOMY.OF.AZERBAIJAN

According to the ADH business strategy, the company plans to invest $250 million until 2028.
Another key factis that ADH is interested in both public and private investment. Principal areas of
investmentare:

®m  Construction of Trans-Caspian submarine cables;

B Purchase of the onlyliberoptic cable inthe Black Sea;

B Purchaseofarelevant provider company in Kazakhstan;

m  Construction of the Data Center to attract Google, Amazon, Facebook etc.

After analyzing ADH business strategy, the following conclusions could be summarized:

ECONOMIC AND SOCIAL IMPACT OF
THE “AZERBAIJAN DIGITAL HUB” PROGRAM ON THE COUNTRY

Digitized supply chains mean increased

® There is a strong correlation ® Djgitization has a strong efficiency, reduced costs, and improved
between digitization and non-oil exponential effect: International inventory levels
GDP experience shows that every digital

® |ndustries where digital technologies are
most widely used derive benefit the
highest productivity and greatest growth

 According to ITU research, 1% job creates 2-4 new workplaces in

increase in the development index other sectors of the economy
of digital ecosystems leads to B These jobs are 30% more ;
0.13% increase in GDP per capita profitable than others " 3il‘gliitiszgliacl):nmgarlg%vrrf\aosl’teesxtenS|ve use of

Economic growth Creation of workplaces Productivity

A A

Digital strategy with implementation of ADH

v \4 \4 v

Healthcare Education and Government Communication
mutual cooperation services services
® E-health provides new B E-learning makes quality » Governments can use B Communication services
forms of management and education accessible to digital tools to develop will become more
provision of health the underprivileged engagement with citizens accessible and more

services, facilitates access population
to medical services, and

widely used due to

o online registration of improved infrastructure

h : = |T allows people from voters
improves the quality different locations to i ot a?gvli(cjl\i/\r/wer C(e)gtsleb%//vith
m Digital health records collaborate on projects dl |n|g O?. a tax gccess tggwiger range of
reduce medical mistakes based on their eclaration services 9
experiences in various international '
geographies. O passport/visa m Access to the latest,

expanded and more
tailored information from
global sources.

» Availability of corporate
data makes the business
environment more efficient

. Economic impact Social impact

Source: Worldometers https:/www.worldometers.info/population/

12



Azarbaycan Respublikas! igtisadi islahatlarin “Igtisadi islahatlar”
»/ Tahlili va Kommunikasiya Markazi elmi-analitik jurnal Ne 2(7)

In this way, about 25 percent of internet information by land between China and Europe will
be conducted viathe infrastructure introduced by the ADH. At the same time, the directimpact of
the ADH on Azerbaijan's economy is estimated to be about $350 million, while indirect impact on
Azerbaijan's economy is forecast at about $100 million. To summarize, the whole impact of the
ADH on the Azerbaijanieconomy is forecast at about $450 million USD.

“AZERBAIJAN DIGITAL HUB” PROGRAM -
CITIZEN-CENTRIC DIGITAL ECOSYSTEM TRANSFORMATION

THE MAIN TARGET
Azerbaijan Global Digital Center and Coverage Area

Improving public service delivery and
transparency through the adoption of
technologies that enable digitized
citizen services, efficient processes,
data-driven decision-making and
open data sharing across
government.

Provide and facilitate all dimensions of
digital strategy, including infrastructure,
digital security, regulation, skills,
culture, and digital financial
capabilities.

Digital
Government

Improving the quality of
life of citizens by
increasing the use of
digital technologies
among them and

Development of the ICT
sector, increase in GDP,
and creation of new jobs
through the digital
transformation of

Citizen

A Digital Digital communities
Economy Society to make them

empowered,

connected

Ecosystem and informed.

MOVINGIFROM“CASTLES”ITO*CONNECTORS”

Inorder toachieve “Understanding 'New Power' as described by Jeremy Heimansand Henry
Timms, (Heimans and Timms, 2014) in the case of Negsol Holding, Negsol's old power—the oil
and gas industry—works like a currency held by a few, while new power—the Azerbaijan Digital
Hub—operates dillerently, like a current. That is why the Azerbaijan Digital Hub should be open
and transparent, participatory for all stakeholders along all the countries it traverses, and be
peer-driven. If we implement the quadrant approach of Jeremy Heimans and Henry Timms, then
we could say that Negsol Holding was in the bottom left quadrant, “Castles,” as it used old power
models and had old power values, when a group of companies initially developed it from various
businesses established in the oil and gas industry in the early 1990s. As the owner of Vodafone
Ukraine, Bakcell, Azerconnect and Azertelecom, Neqgsol Holding moved from the “Castles”
guadrant to the top left quadrant, “Connectors.” The Azerbaijan Digital Hub presents a new
power model, but the old power sensibilities could still be identilied as “Connectors.” In their
groundbreaking book, Abhijit V. Banerjee and Esther Dullo, winners of the Nobel Prize,
demonstrate how economics, when done right, can help to solve problems in hard times
(BanerjeeandDullo, 2019).

DYNAMICICAPABILITIESIOF THEIDIGITALIHUBIOFIAZERBAIJAN
Apart from operational capabilities, building dynamic capabilities is important for the ADH
in an environment of rapid technological change. Solving the connectivity gap between Asia and
Europe viaanaccessto international bandwidth is crucial for sustainable economic development
inline with SDG. AzerTelekom, with a view to transforming Azerbaijan into a regional digital hub,
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sensed this opportunity more quickly than its competitors. Fuad Allahverdiyev, Chairman of the
Board of Directors at AzerTelecom, said that in order to identify optimal breadth of scope,
“Management of the project learnt from past experience—i.e., the Trans-Eurasian Information
Super Highway (TASIM) project initiated by the Government of Azerbaijan, whose aim was to lay
atransnational liberoptic line covering the countries of Eurasia from Western Europe to Eastern
Asia.” A preference for leadership by the private sector is the main lesson drawn from the TASIM
experience. Haussmann argues that governments should not be picking winners, but rather let
the market allocate resources across industries in a way that rellects consumer preferences and
technological possibilities (Haussmann, 2023). Examining the presence of disruptive
technologies and envisioning new futures in order to compile scenarios have formed other
components of the peripheral vision. As part of identifying sub-capabilities, AzerTelecom
emphasized the implementation of learning, not relying solely on its team, but also outsourcing
consulting services to McKinsey, Boston Consulting Group, etc.

The creation of the Azerbaijan Digital Hub together with its components, the Digital Silk Way;,
Regional Data Center and Internet Exchange Point, has involved seizing and transforming stages
within the Dynamic Capabilities Framework, developed David Teece and his colleagues (Day and
Schoemaker, 2017). In addition, the Azerbaijan Digital Hub is an embodiment of Technology
Dynamics, Nascent Markets and Organization Capabilities, in other words T-M-O, created by
Ventrescaand Seidel (Ventresaand Seidel, 2020).

Along with “probe-and-learn experimentation,” ADH management can utilize other sub-
capability to seize opportunities, for example, deploying real options like obtaining research
services from leading consulting companies, as well as supporting research in itsown lab.

The last component of the Dynamic Capabilities Framework is Transforming. The ADH
provides organizational redesign in line with new projects and external shaping. The Azerbaijan
Digital Hub's external networking is composed of two directions: 1. Membership in civil society
organizations, such as the Caspian Energy Club, the American Chamber of Commerce in
Azerbaijan (AMCHAM) and the German-Azerbaijani Chamber of Commerce (AHK Azerbaijan); 2.
AzerTelecom actively cooperates with telco companies in various countries under the
“Azerbaijan Digital Hub” program, including but not limited to Transtelecom, Caucasus Online,
China Telecom, Huawei, DE CIX| TransTeleCom, McKinsey and Company, Axiom and Detecon
(adh.az,2022).

CORPORATEIDIPLOMACY

In order to build aliberoptic network connecting Europe to Central and South Asian markets
through the South Caucasus, AzerTelecom uses corporate diplomacy to allect the rules of the
game by inlluencing government rule-makers via building coalitions, negotiating and public
relations. The decree of the President of the Republic of Azerbaijan, dated February 23, 2017,
covers additional measures for strengthening the position of the Republic of Azerbaijan as a
Digital Trade Hub and the expansion of foreign trade operations. This approach could be
explained as a public interest inlluence game. All available e-trade services and trade-related
service networks for local and global service providers will be integrated into the Digital Trade
Hub to provide end-to-end support to businesses for cross-border trade, networks and
knowledge sharing, which will drive innovation within the internet ecosystem (dth.az, 2023).
This topic isimportant as the ADH will ensure a framework for inlluencing key outside playersin
the Digital Silk Road. The Digital Silk Road via the Caspian Sea has two directions, toward
Kazakhstan and Turkmenistan. "AzerTelecom” from the Azerbaijani side and "TransTeleCom"
and "KazTransCom" from the Kazakh side have created a joint consortium for the construction of
the northern branch of the Trans-Caspian liberoptic cable, with a planned length of 380-400
kilometers (ordu.az). On November 28, 2019, an interstate agreement was signed between
Azerbaijan and Turkmenistan on building the southern branch between Siyazan in Azerbaijan
and Turkmenbashiin Turkmenistan (300 km of cable).

Leading telecom operators of Azerbaijan, Kazakhstan, Kyrgyzstan and Uzbekistan will

14



Azarbaycan Respublikas! igtisadi islahatlarin “Igtisadi islahatlar”
) Tahlili va Kommunikasiya Markazi elmi-analitik jurnal Ne 2(7)

cooperate on the TransCaspian Fiber Optic (TCFO) project; the parties signed two
Memorandums during the CIS GCCM 2021 conference, which was held in Nur-Sultan, the capital
of Kazakhstan. One of the documents was signed among Transtelecom JSC, AzerTelecom LLC and
ElKatLLC, representing, Kazakhstan, Azerbaijan and Kyrgyzstan, respectively. The other one was
among Transtelecom JSC, AzerTelecom LLC and Telegraph Management Gmbh LLC, representing
Kazakhstan, Azerbaijan and Uzbekistan, respectively (en.trend.az).

The submarine digital infrastructure project across the bottom of the Caspian Sea between
Azerbaijan and Kazakhstan, to be implemented by AzerTelecom, a backbone Internet provider
connecting Azerbaijan to the global internet network, was discussed at a business meeting
"Kazakhstan-Azerbaijan: New Opportunities for Cooperation” in March, 2021 (adh.az, 2021). In
September, 2022, after signing a strategic partnership memorandum for the project to lay a
liberoptic cable line along the bottom of the Caspian Sea as part of the "Digital Bridge," during the
international technological forum held in Astana between AzerTelecom and Kazakhtelecom,
Kuanyshbek Yessekeyev, Chairman of the Board of Kazakhtelecom said, “Today, the most optimal
formula for solving joint problems and interests for us is building direct relationships. Joint
activities with AzerTelecom involve the exchange of information, best practices, experience and
promotion of joint projects. All this, in turn, will contribute to the development of new market
opportunities in terms of availability and increase in network bandwidth in both countries.”
(AzerTelecom,2022).

In addition, the Azerbaijan Digital Hub program envisions the installation of [iberoptic cable
lines along the protection line of Azerbaijan's railway corridors. To make that happen, in early
2019, AzerTelecom signed an agreement with the national railroad operator, Azerbaijan
Railways (Baghirov, 2020).

The Digital Trade Hub Consortium is a public-private partnership created for the
development of digital infrastructure and a cross-border e-commerce platform in Azerbaijan, as
well as the strengthening of the country’s positions on a regional and global scale. An agreement
to establish a consortium was signed by private companies PASHA Bank, B.EST Solutions and
AzerTelecom together with the Center for Analysis of Economic Reforms and Communication of
the Republic of Azerbaijan, which represented the public sector at the third forum on digital
trade, the "Digitalization of the Silk Road," held in Baku on October 9, 2019 (“Azerbaijan Digital
Hub,” 2019). This creation of an alternative coalition is described by Johnson, G.; Yip, G. S.; and
Hensmans, M. asa “virtuous cycle for strategic transformation” (Johnson etal., 2012).

CONCLUDINGIREMARKS
Johnson, Yip and Hensmans argue that companies that are able to radically change their
entrenched ways of doing things and then reclaim leading positions in their industries are the
exception rather than the rule (Johnsonetal.,2012). Therefore, the ADH should be considered an
innovative project of Negsol Holding, which started its activity in the oil and gas industry and only
later invested in telecommunications. Referring to the ADH business strategy the below-
mentioned map concludes:
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The Azerbaijan Digital Hub is experiencing all the ups and downs of running a business in
“Heartland,” ageographic location coined by Halford John Mackinder. The Azerbaijan Digital Hub
is a project of AzerTelecom LLC, a telecommunications operator in Azerbaijan established by
NEQSOL Holding, an international group of companies working across several industries and
countries. The ADH consists of three parts: 1. The Digital Silk Road will connect Frankfurt and
Mumbai with a Jiberoptic line through the Black Sea, Georgia, Azerbaijan, two Trans-Caspian
branches, Central Asia and Southeast Asia. 2. An Internet Exchange Point (IXP) will be

constructed in Baku. 3. Development of adigital ecosystem. [N,
As a new IXP, along with more established hubs such as London, Frankfurt, NEED TO KEEP
Solia, Istanbul, Moscow, Amsterdam and Dubai, Baku will improve access to INTERNET

various digital services for 1.8 billion people. Turning Baku into an Internet
Exchange Point means that regions such as Central and South Asia and the
Middle East will no longer receive Internet services from European internet
centers, but from the nearer city of Baku, which will lead to higher internet
speeds, less latency and alJordable tarilJs. The internet has become more
allordable in all regions of the world and among all income groups, based on the
assessmentfrom ITU, the United Nations specialized agency for information and
communication technologies (ICTs). Cost, however, remains a major obstacle to
internet access, especially in low-income economies (Facts and ligures 2022).
According to Facts and Figures 2022, prices are lower but still too high for too
many. Since some people live in digital darkness in Central Asia, the ADH is
committing the resources that will allow everyone to access the internet in line
with human-centered digital development. Based on the logic of the World
Bank, the Azerbaijan Digital Hub could broaden regional integration allowing for
substantial economic gains, such as improving market efliciency, sharing the
costs of public goods or large infrastructure projects, deciding policy
cooperatively as an assistance to reform, creating a building block for global
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integration, reaping other non-economic benelits, suchas peace and security.

As T.B. Lawrence and others recommend, in order to manage the cycle of continuous change,
the ADH needs to provide the necessary conditions for each of the four types of champions:
evangelists, autocrats, architects and educators (Lawrence etal., 2006).

According to the growth share matrix, the digital market has a high growth rate, but low share
for Negsol Holding. Taking into account company competitiveness and market attractiveness,
and using the Boston Consulting Group Matrix approach, Negsol Holding should invest in or
discard these “question marks,” depending on their chances of becoming stars.

The ADH will navigate an increasingly complex environment, as OECD's latest Economic
Outlook indicates that the global economy is expected to slow further in the coming year.
Therefore, the ADH should analyze the non-market environment before framing a global
strategy.

As the ADH embraces experimentation in its new projects, it should be comfortable with the
uncertainty and ambiguity mentioned by Pisano (Pisano, 2019). Pisano argues that innovative
culture needs discipline and management: tolerance for failure, but no tolerance for
incompetence; willingness to experiment, buta highly disciplined approach; psychologically safe
but brutally candid; collaboration but with individual accountability; [lat but strong leadership.
Building an innovative culture in a team dealing with countries along the Digital Silk Road with
such diversilied backgrounds is diflicult. Top management needs to regulate counterbalancing
forces to develop an innovative culture. Because, as Kambeck, the Head of Group HR at KIokner &
Co, states, “During the course of the digital journey, we have learned that a digitalization strategy
cannot succeed withoutachangein culture” (Korotov & Sack, 2019). Continuous change requires
a cultural component that is forward-looking with a focus on helping employees gain the
expertise and motivation not only to enact change butalso to extend it (Lawrence etal.,2006).

If things are changing fast, as in the ADH, employees may fear losing their jobs. We would
oler to create a Digital Academy for digital education during oflice hours to deal with any
digitalization anxiety the ADH team might have.

Itwill not be easy for AzerTelecom to introduce valuable ongoing organizational advantages.
Auseful strategy would be if the ADH leverages Porter'sive forces (Porter,2008): Competition in
the industry, the potential for new entrants into the industry, the power of suppliers, the power of
customers and the threat of substitute products. It is clear that the current situation creates
difliculties through increasing intensity of competition in the market, its attractiveness to other
rivals, decreasing prolitability and dilerent national backgrounds along the Digital Silk Road.
However, the ADH's strategically valuable resources could be strengthened by M&A, joint
ventures, equity alliances, and non-equity alliances, as it looks for local and foreign investment.
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AZSRBAYCANIROQOMSALIHABI:ISTRATEGI YADANIFOALIYYSTS
Prof. Dr. Viisal QASIMLI
Igkisadi I8lahatlarin Tahlili va Kommunikasiya Markazinin icragi direktoru

XULASD

Magalada pandemiya va post-pandemiya dovrunda ragamsal transformasiyanin umumi
manzarasi arasdirilir. Qlobal internet traliki artmaqgda davam etdikca duinya 6lkalari bu suiratli
transformasiya ila ayaglasmaq ucun ragamsal strategiyalari hayata kecirmays baslayirlar.
Igtisadiyyatin saxalandirilmasina can atan zangin neft ¢lkasi olan Azarbaycan da ragamsal
manzarada asas oyuncu olmag ticuin 6ztinamaxsus strateji yanasma gabul edib.

Negsol Holding neft va gaz senayesindan galan kapitaldan istifads edarak Ragamsal Ipbk
Yolu, Regional Malumat Markazi, Internet traliki mubadilasi markazi va ragemsal ekosistemin
inkisafini 6zuinda camlasdiran Azarbaycan Ragamsal Qovsaginin tasabbuskari olub. Bu qovsaq
Ipsk Yolu boyunca internetin xaritasini dayisdirmak va ug¢ ardicil marhalada dagidici
dayisikliklar fonunda inkisaf etmak ticun nazards tutulmusdur: ideya, inkubasiya va genis tatbiq
etma.

Maqalads Azarbaycanin Ragamsal Qovsagin yaradilmasinda etdiyi strateji secimlar va onun
olks igtisadiyyatina potensial tasiri vurgulanir. Qovsaq davamli inkisaf tiguin yeni guic modellari
va dayarlari gabul edarak "Qalalar" kvadrantindan "Birlasdiricilar" kvadrantina ke¢idi taqgdim
edir. Tadgiqatda Ragamsal Markazin dinamik imkanlari arasdirilir,onun transformativ tabisti ve
suratli texnolojiirslilayislara uygunlasma gabiliyyati xtisusi geyd edilir.

Sonda magqalada vurgulanir ki, Azarbaycan Ragamsal Qovsaginin uguru davamli
dayisikliklarin elektiv idara olunmasindan, innovasiya madaniyyatinin tasvigindan va
birlasmalar, ittifaglar va investisiyalar vasitssila strateji tstunluklardan istifads etmakdan
astlidir. Rageamsal Markaz murakkab va geyri-muayyan bir muhitds naviqasiya etmakla
raqamsal dovrda halledici oyuncu kimi movgeyini mohkamlandira bilar.

Acarl sozlar:] Azarbaycan, Ragamsal Qovsaq, iqtisadiyyatin diversilikasiyasi, innovativ
inkisaf, reaqgamsal ekosistem!

I [

Maqala redaksiyaya daxil olub: 11.06.2023
Capagabulolunub:14.07.2023
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SUMMARY

Azerbaijan has benelited from oil export, which has been a fundamental contributor to the
country's economic growth in recent decades. However, reliance on oil exports has left the
country vulnerable to Jluctuations in global commodity prices and created challenges for the
sustainability of growth. The Government aims to diversify the economy and increase non-
oil/gas exports to achieve high, sustainable, inclusive, and primarily private-led economic
growth. Using the Growth Diagnostics Framework, this paper analyses the high cost of linance as
one of the most binding constraints to non-oil/gas GDP growth and economic diversilication
opportunitiesin Azerbaijan. The analysis suggests that the Government and the Central Bank can
work collaboratively and holistically by addressing various aspects of the linancial and economic
ecosystem to ellectively reduce cost of [inance, lower lending rates, and promote private
investments.

Keywords:? economic! growth,! growth! diagnostics,. economic diversilication,! structural’
transformation,sustainabledevelopment

JELkodu:E61,H00,011,023,/047,Q32

IINTRODUCTION

The hydrocarbon industry has played a crucial role in the economic life of Azerbaijan and
economic growth has been correlated with oil price dynamics over the last two decades. The
country has gained huge windfalls from oil export since 2006 which allowed it to increase GDP
per capitafromUS$310in 1995t0 $7819in2022. Asaresult of measures aimed atimproving the
standard of living of the population in the context of positive demographic growth, the poverty
level in the country has signilicantly reduced from 44.7% in 2003 to amere 5.1% during the given
period.

However, the country's growth trajectory demonstrates the drawbacks of relying on natural
resources to drive development. The economy faced three major contractions, in 2009 due to the
global linancial crisis, in 2015 as a result of the dramatic fall in oil prices and in 2020 due to
COVID-19 pandemic. The prevalence of oil in Azerbaijan's economy has created challenges, both
in terms of dependence on volatile oil prices and the sustainability of growth. Having benelitted
from the accumulation of oil wealth in the economy, non-tradable sectors (construction, social
and other services) expanded. Their growth rates were faster than agriculture and
manufacturing. Oil wealth was transferred to non-tradable sectors of the economy via large
public spending which led to the dependence of the non-oil private sector on public investment.
As aresult, private sector output in non-extractive industries is exposed signilicantly to volatility
inthe oil price and toliscal policy variations.

Oil sector's share in budget revenues and export still remains high. In 2022, the oil and gas
sector accounted for 47.8% of GDP, 92.0% of exports and 50% of state budget revenues. However,
approximately 36,3% of employed population are in agriculture, which accounted for only 4,8%
of GDP lastyear .

Diversifying the economy and increasing non-oil/gas exports to achieve high, sustainable,
inclusive, and primarily private-led economic growth is a policy objective that is well-identilied
in 2030 National Priorities and Socio-Economic Development Strategy of the country for 2022-
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2026. The Strategy aims to achieve an average annual economic growth rate of 3-4% during
2022-2026. Additionally, the non-oil/gas sector is targeted to grow by an average of 5% annually,
and the private sector's share in the economy is targeted to reach 88%. Furthermore, it is
targeted to increase non-oil/gas exports by 85% by 2026 compared to 2021.

To achieve these targets and foster long-term non-oil economic growth Azerbaijan needs to
deal with the challenges of diversifying of the economy and increasing private investments. Using
the Growth Diagnostics Framework, this paper analyses the high cost of linance as one of the
most binding constraints to non-oil/gas GDP growth and economic diversilication opportunities
in Azerbaijan.

METHODOLOGY

The paper uses the Growth Diagnostics Framework to examine the most binding constraints
to non-oil/gas sector growth and export diversilication. This concept was [irst introduced by
economists Ricardo Hausmann, Dani Rodrik, and Andres Velasco in a research paper titled
"Growth Diagnostics" published in 2005. The framework is designed to pinpoint the most
signilicant barriers hindering private investment and economic growth in a country. This
involves considering the country's historical growth paths and thoroughly examining current
constraints. Given that not all constraints carry the same weight, and considering limited policy
resources and state capacity, successful reforms will only be achieved if they focus on addressing
the areas with the highest potential impact.

Since its inception, Growth Diagnostics has proven to be an invaluable tool for policymakers,
development practitioners, and economists alike. It enables us to diagnose the precise
challenges faced by countries and develop focused policy interventions that foster sustainable
and inclusive economic growth.

The methodology uses a Growth Diagnostic Tree (Fig. 1) as a guide to categorize potential
obstacles that might impede private investment and economic growth in an economy . However,
it is important to note that the tree is not exhaustive, and specilic contexts may have unique
issues that need evaluation. The diagnostic process begins by investigating the reasons for low
investment and entrepreneurship levels. From there, the tree branches into two main issues:
productivity constraints (on the left-hand side) and linance constraints (on the right-hand side)
to identify if there is low productivity or returns to economic activity or return high, but access to
Jinance is prohibitive. Subsequently, within productivity constraints, the analysis examines
whether the issue is related to low social returns (attributed to low human capital or delicient
infrastructure) or low appropriability (resulting from government and collective know-how
failures). Depending on the most relevant branch describing the constraints ata particular point,
the diagnostic tree suggests potential areas for further investigation.
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Figurell..Growth!Diagnosticsidecisionltree

Problem: Low levels of private investment and entrepreneurship
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Source: R. Hausmann, Klinger and Wagner 2008. Growth Diagnostics.

GROWTHITRAJECTORY
Over the past 20 years, Azerbaijan economy has undergone signilicant transformational
growth, resulting in 3.8 times increase in real GDP between 2003 and 2022. Since the late 1990s,
Azerbaijan's economic development has been closely linked to the performance of the oil and gas
sector.
An examination of growth dynamics since 2000 [inds seven unique periods. Figure 2 displays
these periodsand provides a detailed analysis of the factors impacting growth.

Figurel2./Averagelcontributions/to/GDPIgrowth
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Source: Authors’ calculations based on official data published by State Statistics Committee
Thelperiodiofeconomicidevelopmentiandprogressi(2004-2014). Azerbaijan's economy

expanded signilicantly between 2004 and 2014 because of investments on hydrocarbon sector.

Rapid increases in oil production resulted in economic growth to boost during 2006-2007. The

24



Azarbaycan Respublikas! igtisadi islahatlarin “Igtisadi islahatlar”
»/ Tahlili va Kommunikasiya Markazi elmi-analitik jurnal Ne 2(7)

Azerbaijan economy's vulnerability to volatility in oil production was seen in 2011 and 2012,
when decreasing oil production resulted in annual GDP growth decreasing to 0.1% and 2.2%,
respectively.

Despite avoiding the 2008 global linancial crisis, Azerbaijan experienced a substantial
deceleration ineconomic growth since 2010 due to lingering structural economic rigidities. Since
the beginning of 2010, Azerbaijan's economic growth slowed substantially, with an average
annual growth rate ofaround 2.9% between 2010and 2014 .

During the period, the expansionary [iscal policy accelerated rapidly, with spending
increasing. The government was able to launch ambitious public investment projects and raise
wages and social transfers benelitting from rising oil revenues.

As a result, the economy developed, and its infrastructure improved. Oil and gas production
increased, fueling economic growth, and helping many areas including public administration,
services, and construction.

Thelperiodlofllowloillprices(2014-2016). The dramatic drop in oil prices had a negative
impact on Azerbaijan's economy. The initial eJects of this inlluence were seen in the balance of
payments, which later inlluenced economic activity through linancial channels. The national
currency signilicantly declined in value as compared to USD, which resulted in an increase in the
budgetary burden of servicing the public debt. Before 2015, Azerbaijan struggled to diversify its
economy because of the high value of its currency, which made non-oil exports less competitive
despite the government's support elJorts. However, in recent years, the situation has improved,
and the country has been making progress in developing its non-oil sector. Although the
expansion of non-hydrocarbon industries was primarily limited to exports of metal and
chemicals, other industries have gradually grown as well.

Recoverylperiod(2017-Marchi2020). The economy made signilicant progress throughout
the recovery period. The year of 2019 saw developments in social, economic, and governmental
administration. During the period, comprehensive economic reforms and diversilication
initiatives were critical in driving growth and resilience. The government's attempts to improve
the business environment, attract foreign investment, and stimulate innovation contributed to
the growth of many industries. The pandemic prevented the economy from reaching the peak of
its growth cycle. Following the general trend, Azerbaijan's GDP experienced a recession in 2020
and declined by 4.3%.

COVID-19 Pandemic period. Azerbaijan successfully addressed the recession caused by the
pandemic between March 2020 and April 2021. To address the challenges, the implementation of a
countercyclical liscal policy, including the temporary suspension of the liscal rule, proved ellective in
combating the pandemic crisis. Azerbaijan reduced the the eJect of economic downturn, promoted
employment, helped entrepreneurs, increased social initiatives, adjusted bank loans, and gave
guaranteesand subsidies by mobilizing AZN 3.5 billion (4.8% of 2020 GDP) against the pandemic.

Additionally, signilicant elorts have been taken to promote the expansion of the non-
hydrocarbon industry. These eorts have produced fruitful economic outcomes, including an
observedacceleration ineconomicgrowthin 2021.

In2022, the economy expanded by 4.6% in real terms compared to 2021, reaching a total of AZN
133.8billion (USD 78.7 billion). Real GDP in the non-hydrocarbon sector increased by 9.1%in 2022.
Conversely, the hydrocarbon sector's GDP contracted by 2.7% in 2022, mainly due to a decrease in
oil production of 5.6%, which was only partly ollset by an increase in gas production of 7.3%. It's
crucial tonote that thereisstill room for improvementin the country's degree of development.

According to the Economic Complexity Framework, there is a signilicant relationship
between a country's Economic Complexity Index (ECI) and its per-capita income . This
correlation is shown in Figure 3. The underlying idea behind the relationship lies in the concept
that a higher level of economic complexity indicates a greater accumulation of specialized
knowledge and capabilities within an economy. Countries with a more complex economic
structure require a deeper understanding of innovation, cutting-edge technologies, and
managerial skills. Such economies may create high-value goods and services more ellectively as a
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result, which raises productivity, competitiveness, and ultimately per-capita income levels. As a
result, this ongoing cycle of rising complexity promotes a country's long-term economic
developmenttrajectory.

Figurel3..GDPIpericapitalPPPlandlECI, /2020
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Source: World Bank WDI and Atlas of Economic Complexity

In the development path, the Government of Azerbaijan has been making elJorts to diversify
its export portfolio and lessen its reliance on the export of oil and gas, with an emphasis on non-oil
exports such as chemicals, cotton, fruits, and vegetables. This shift was also evident in the
changing trade llows, with the net exports of agricultural products such as tomatoes, fruits,
hazelnuts, and cotton, as well as non-monetary gold and services.

Looking into detailed numbers, the value of exported goods amounted to USD 41.7 billion,
experiencing 8.7% real growth in 2022. Despite the dominance of low-value-added exports in
Azerbaijan's non-oil/gas sector, there have been some positive developmentsin recentyears. The
value of non-oil/gas product exports has increased, from around USD 2.0 million in 2019 to
almost USD 3.1 billion in 2022. Exports of electricity, chemical products, cement, tea, sugar,
ferrous metals and products, aluminum and products, fruits, and vegetables, as well as alcoholic
and non-alcoholic beverages, demonstrated agrowth invalue.

Figureld.JExportiofiGoods:IMainiCommodities, Percentiof TotallExport, /2022
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Source: The State Customs Committee of the Republic of Azerbaijan

26



Azarbaycan Respublikas! igtisadi islahatlarin “Igtisadi islahatlar”
»/ Tahlili va Kommunikasiya Markazi elmi-analitik jurnal Ne 2(7)

However, the current level of development in the non-oil sector might not be enough to
sustainthe currentvolume of importsin the future in the case that oil revenue declines.

In order to resolve this issue, steps must be done to increase Jinancing imports, primarily
through developing the non-oil sector rather than relying on gradually decreasing oil revenues. In
this situation, the focus should be both on attempts to replace imports with domestic production
and the expansion of non-oil export-oriented industries. It iscommonly acknowledged that up to
2026, increased exports will be akey engine of economic growth.

THEIMOSTIBINDINGICONSTRAINTSIPREVENTINGITHEIOPPORTUNITIES

While there are signilicant opportunities for structural transformation and export
diversilicationin Azerbaijan, there are also several binding constraints that need to be addressed
tofully realize these opportunities.

Highlcostlofllinance. In order to [lind the binding constraint of inadequate growth of non-oil
sector we will lirst examine whether cost of linance is high in Azerbaijan or not and if high, what
arethereasonsofit.

When compared to peers, Azerbaijan has a smaller linancial sector regarding its economy. In
2022, banks' loan portfolio increased by AZN 2.9 billion or 17.6%, while business loans'
proportion in the total loan portfolio of banks amounted to 55.4%, equivalent to AZN 10.9 billion.
Business loans increased by 11.4% (AZN 1.1 billion), consumer loans increased by 27.3% (AZN
1.2 billion), and mortgage loans increased by 24.3% (AZN 0.5 billion) compared to 2021. The
proportion of non-performing loans (NPL) in the total loan portfolio decreased by 1.3% since the
beginning of the year, resulting inan overall portfolio NPL ratio of2.9%.

In 2022, the dollarization of deposits continued to decline. The level of dollarization
witnessed a slight decrease in 2022, as proportion of foreign currency-denominated savings and
deposits in total savings and deposits dropped by 0.5% to 44.9%. At the end of the year, the share
of foreign currency in deposits held by legal entities was 52.8%. Meanwhile, the dollarization of
savings held by individuals stood at 39.2%, representing a decline of 1.8 percentage points
comparedto 2021.

As seen from the graph below the deposit rates were 9.0% in 2022. It is relatively higher
compared to most resource-rich countriesand neighboring similar countries.
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Source: World Bank

Lending rates (14.6% in 2022) are also higher than most of the resource-rich and
neighboring countries (Fig.6).

Figurel6..Lendinglinterestirate,[%
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As lending rates are relatively higher than the world average and other similar countries it
indicates that the cost of capital is high in Azerbaijan. But it is not because of low savings. In 2000-
2022, Azerbaijan's savings correlated with its per capita GDP growth that mainly came from oil
export. Savingasapercentof GDP was 42.0% in 2022, higher than most of the similar countries.
Itwas also higher than the world average (27.0%in 2021).

Figurel7..Savingslasia'sharelof.GDP,[%
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Although the cost of capital is relatively high, Azerbaijan has a positive current account
balance (CAB). However, the hydrocarbon sector is mainly responsible for this positive balance,
making the economy vulnerable to volatility in oil export levels. A sustainable economy requires
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to decrease dependence on oil sector through diversilication.

Figurel8.ICurrentl/Account/Balance, (%lof.GDP)

Source: IMF

Analysis shows that interestiratelspread was 5,6% in 2022 which is relatively higher than
most of other resource-rich countries. As graph below rellects, the spread has always been
historically high in Azerbaijan. It is an indicator of risk and inefliciency in the linance sector. It
should be noted that this is not because of high inllation or uncertainty over exchange rates, the
spread has remained high regardless of the level of both. The reason is the considerable risk, high
operating costs, and taxation of linancial intermediation in Azerbaijan.

Figurel9.lInterestratelspread/(lendinglrateiminusidepositirate,[%)

Source: World Bank
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