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EXECUTIVE SUMMARY

The CBA operated on the backdrop of lingering uncertainties in the global
economy, low prices in world energy markets and slack economic activity in the
main trade partners.

Over the period the CBA implemented the policy to contribute to
macroeconomic stability and maintain price stability in the country within its
mandate meanwhile taking actions to improve the strategic and operational
framework of the monetary policy.

The new exchange rate introduced in the Half | was aimed at linking the
dynamics of exchange rate of Manat to macroeconomic fundamentals, minimizing
CBA interventions in the FX market.

Monetary policy decisions were based upon the assessment of inflationary
risks. CBA made necessary adjustments to the parameters of monetary policy tools
according to the macroeconomic situation and forecasts.

Over the period inflationary processes were primarily driven by non-demand
factors. The rising inflation rate on the first month of the year was later followed by
decreasing dynamics.

The CBA will take preventive policy actions and further improve the monetary
policy framework to hit macroeconomic stability targets in the remainder of the
year.
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1.1 Global economic trends

l. GLOBAL ECONOMIC
ENVIRONMENT AND THE
EXTERNAL SECTOR

1.1 Global economic trends

Global economic growth was
weaker than expected in half I, 2016. A
number of emerging political and
economic risks in DDCs slowed down
the growth rate, while economic
growth remained vulnerable in DGCs

though aided by relative revival.

Global economic growth stood
at 3.1% in Quarter Il, 2016, weaker
than the previous quarter, according to

rough estimations.

Graph 1. Global growth forecasts for
2016,6 months, over previous year, %
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Global economic growth slowed
down due to processes in DDCs, while
relative revival in DGCs primarily
stemmed from relative rise in global

commodity prices.

The economic growth rate in the
USA is estimated to stand at 2% in
Quarter 1. Growth was driven by the
creation of sustainable jobs and higher
disposable income of the population,
which supported private consumption
on the backdrop of low energy prices.
On the other hand, the appreciated
dollar and lower demand in DGCs
caused decrease in exports. Over the
period investment activity remained on
a medium level in parallel with
continuing demographic pressures,
presumably not enough to achieve
considerable jump in productivity in
the short run. Given recent trends, the
IMF cut 2016 growth expectations for
the USA by 0.2 p.p. to 2.2%.

Recovery in the EU is very
slow. However, economic growth and

unemployment vary across member
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1.1 Global economic trends

countries. In Quarter 1lI, 2016 the
growth was initially estimated to stand
at 1.6%, driven by internal demand,
although exports failed to widen
(Barclays). Ongoing fall in the
unemployment level allows to restore
consumer confidence and increase
expenses. Despite the expansionary
policy,
expectations were yet again below the

monetary inflation
target. After the results of the Brexit
referendum became known, yield on
government securities in most EU
countries (England, Germany, Italy,

Spain, etc.) went down.

A relative fall in real income
kept the private consumption low in
Japan. According to the Barclays,
economic growth in Japan stood at
0.6% in Quarter Il of the current year.
Low growth rate and inflation reduced
market interest rates, while the
recently appreciated national currency
slowed the rise in exports down. The
growth rate for the yearend is expected
to be 0.5% (the World Bank).

Available policy stimulus and low
energy prices are expected to
contribute to economic growth in 2016

as well.

Growth in China - the key driver
of the global economy stood at 7.2% in
Quiarter 11, 2016 (Barclays), due to the
accommodative  monetary  policy
pursued since the previous year and the
expansive fiscal policy. Growth was
mainly driven by internal demand,
which displays that the rebalancing
policy is going on. The shrunk in
industry was offset by sustainable
growth in services, in parallel with
fiscal support to the real economy.
Although producer prices were in the
negative zone, the consumer and real
estate price indices rose relative to the
early year. Capital outflow and the
tendency of drop in foreign exchange
reserves of 2015 halted over the

period.

Over the reported period
economic activity remained low in

European DGCs and Central Asia.
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1.1 Global economic trends

Dependency on raw materials and
geopolitical tension in a number of
countries of the region diminished
investor confidence and shrank
financial opportunities taking credit
ratings down. Low volume of money
remittances in certain countries was
accompanied with higher pressures on
exchange rates of national currencies.
Recession continues in Russia, the
largest country of the region (-0.6%),
which is expected to shift to a positive

zone only in 2017.

Global employment. Although
low global economic growth rate and
low commodity prices in DGCs have a
downward effect on global
employment rate, certain faint
recovery signs are observable.
According to the Eurostat,
unemployment stood at 8.6% in June
2016 (down from 9.5% in 2015). The
lowest unemployment was in the
Czech Republic and Germany (4.1%
and 4.2% respectively), while the

highest in Greece and Spain (23.3%

and 19.9% respectively). At the same
time, unemployment among the young
people y.o.y. decreased 2.1 p.p. to
18.5%.

Graph 2. Unemployment rate, %
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Unemployment in the USA
dropped to 4.9% (down from 5.3% in
2015). The Japan unemployment rate
decreased 0.3 p.p. to 3.1%, while it
nearly remained the same in China
(4.04%).

Global commodity prices and
inflation. According to initial data by
the IMF, over 6 months global
commodity prices rose by 16% (y.o.y
-14.6% in 2015), and the food price
index rose by 14.7% (y.o.y. -6.8% in
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1.1 Global economic trends

2015). Rise in energy prices triggered
hikes in food prices, since agriculture
IS energy-intensive.  Estimations
suggest that (Baffes and Haniotis) 10%
change in energy prices has 1.5-2%

effect on food prices.

Graph 3. Price indices (2010=100)
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Whereas metal prices y.o0.y.
dropped by 14.7%, they hiked by 8.1%
relative the early year. Negative
interest rates applied by leading central
banks and parallel shrinkage of the
market interest rate margin drove
higher demand for gold as an
alternative investment resulting in
23% hike in gold prices (1 ounce)

(y.0.y. 14.5%).

Crude oil prices, slumped to
historical low in Quarter I, relatively
rose in Quarter 11, 2016. In June oil
prices averaged 50$ per barrel due to
cheap US dollar, high demand for
energy in China and low exports in
certain OPEC countries (lrag, Nigeria,
and the UAE).

Graph 4. Situation in oil market
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According to the US EIA, in
2016, oil production in non-OPEC
countries (with a higher share of the
USA) will decrease 0.8 M barrels
daily. In current year the price for
Brent oil is expected to average to
43.7% per barrel and 52% in 2017
(EIA).
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1.1 Global economic trends

Relatively  revived  global
commodity prices affect inflationary
processes as well. The inflation rate
was 1% in the USA (May), 0.1% in the
euro zone, and -0.4% (May) in Japan

as of the end Quarter 1.

Financial market. Financial
markets across regions were affected
by the dynamics of the real economy

and monetary policies of central banks.

The Dow Jones index nearly
remained unchanged, while the FTSE
Eurofirst dropped by 11.8%, and
Nikkei by 17% in Half I, indicating
that the problems mostly had arisen in
Europe and Japan. In this case capital
flows to DGCs had changed depending

on the risk appetite of investors.

A high NPL level in certain

European  peripheries  increased
financing expenses in the real
economy.

Graph 5. Dynamics of financial indexes
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Overall, the banks’ balance risk
Is increasing, which is explaned by a
credit risk on the energy sector, slow
growth in certain advanced countries
since the beginning of the year, as well
as decrease in income due to low or
negative interest rates. Yet a number of
international banks are striving to
compensate lost interest income by
increasing the volume of lending,
reducing reserves and rising tariffs. If
the process persists, cheap interest
rates may trigger sharp decline in
sector’s income

banking margin

(mainly in the eurozone and Japan).
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1.1 Global economic trends

Trends in the FX market in Q II,
2016 were different from those in Q 1.

Graph 6. Bilateral exchange rate of USD
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The pound sterling depreciated
against the USD immediately after the
results of the Brexit referendum of

June.

The Japanese yen  has
appreciated 17%, the euro 1.6%, the
Russian ruble 13% against the USD
since the early year. Among DGCs
currencies of China, Kazakhstan,
Ukraine and Belarus have depreciated
against the USD.

Forecasts, risks and policy
recommendations. According to the
IMF, World Economic Outlook

Update July 2016, global growth
forecast has been marked down by 0.1
percentage point relative to the April
2016 WEO, to 3.1 percent. Economic
growth outlook on DDCs was revised
down to 1.8% (initial 1.9%), while the
Fund kept the forecast for DGCs
unchanged at 4.1%.

Graph 7. Global growth forecasts for
5 2016
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According to recent studies by
the World Bank, economic growth
rates highly vary across raw material
exporters and importers. Economic
growth has been slack in exporters due
to slump in raw material prices since
last year, which are still low.
Economic growth outlook on this peer
group was revised down to 0.4% after
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1.1 Global economic trends

6 months (down from 1.6% early
year), while growth forecast for raw
material importers remained at 5.8%,

in line with the medium run indicator.

The World Bank in its recent
Global Economic Outlook noted that
the risk of economic growth slowdown
had increased. Political uncertainty
had been higher among DDCs, mainly
driven by the Brexit results. According
to the Government of Great Britain,
loss from the country’s EU exit will
equal to 6% of GDP under the worst
case scenario in 2 years. The share of
the UK is 15% in EU GDP, 25% of
financial services and 30% of the
capital market. Given the fact that the
EU is the main export market and a
source of FDIs for most DGCs the
impact of the process on the global

economy is inevitable.

High credit risks and zero (or
negative) interest rates once again
surfaced concerns related to bank
balances in the EU. Uncertainties on

the Fed’s decisions on interest rate

have a downward impact on the yield
on securities. Low business confidence
and risk taking capacity may contain
capital flows to DGCs. Fragile
liquidity may elevate volatility amid

higher pressures in the market.

International financial
institutions recommend to continue
with the loose monetary policy until
the economy revives and inflation
returns to policy targets in advanced
countries. The countries not capable to
loosen the monetary policy need to
employ fiscal stimuli. Channeling of
public expenditures to infrastructure
and introduction of growth-friendly
tax rates and reforms in the product
and labor market will allow to boost
income, and restore fiscal and

monetary policy space.

Raw material exporters find it
hard to loose their monetary policy
amid depreciated national currencies
and inflationary pressures. In contrast,
low inflation in raw material importers

provides central banks with certain
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1.1 Global economic trends

policy maneuvers. Despite different
policy challenges between these two
peer groups, most of them have
expansive fiscal policy constraints.
Structural reforms are vital to revive
the economy and restore policy
buffers. Higher diversification may
save the economy from sudden swings

in raw material prices.
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1.2. Azerbaijani external sector developments

1.2 Azerbaijani external sector

developments

The  Azerbaijani  external

economic position evolved amid slack
economic growth in the global
economy and key trade partners, and
high supply in global energy markets
in Half 1, 2016.

According to the State Customs
Committee (SCC), foreign trade
turnover amounted to USD 7.9 B over
6 months of 2016, where exports made
up USD 3.8 B, while imports made up
USD 4.1 B.

Graph 8. Trade balance, USD B.
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The country traded up with 163

countries over the period.

Graph 9. Main trade partners for 2016, 6
months, %
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EU countries account for 40%
of trade turnover: Italy 30%, Germany
16%, France 13% and 7% the Czech
Republic.

CIS countries account for 16%
of total trade turnover: 72% Russia and
10% Ukraine.

Other countries account for 35%
of trade ties: Taiwan (11%), USA
(10%), China (10%) and Israel (9%).

Over the reported period exports
of commodities dropped by 38.7%,
mainly driven by the oil sector which
has a considerable share in exports.
Export of crude oil and oil products
dropped by 39.1% and 52.2%
respectively.
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1.2. Azerbaijani external sector developments

Graph 10. Change in export of goods,
for 2016, 6 months, over previous year,
%)
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Source: SCC

Exports of fruits and vegetables,
cotton yarn, ferrous materials and
products posted growth - fruits and
vegetables 32.7 %, cotton yarn 81.6 %,
ferrous materials and products about 4

times.

Over the period key export
partners were: Italy (19.9%), France
(9%), Germany (8.7%),
(7.9%) and Israel (6.2%).

Taiwan

Import of commaodities dropped
by 14% in Half 1, 2016, including

28.9% decline in the public sector.

Russia accounts for 18.4%,
Turkey 13%, Great Britain 6.3%, the

USA 6.1%, China 6.4%, Italy 4.5%
and Singapore 4.4% of imported

products.

Imports increased on fruits and
vegetables, tea, vegetable and animal
oils and fats, butter and other oils made
from milk, while it decreased on
wheat, cement, tobacco products and

furniture.

Graph 11. Change in import of products
for 2016, 6 month, over previous year,%
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Along with exports weak
economic activity in trade partners
affected as well as the dynamics of
remittances to the country over 6
months of 2016. Remittances stood at
USD 423 M over 6 months according

to initial data.
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1.2. Azerbaijani external sector developments

Graph 12. Inflow of remittances,USD M.
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Foreign entities and

organizations continued investing to
the country over the period as well.
According to the SSC, the size of
direct investments from foreign
sources amounted to AZN 4.3 B
equivalent over 6 months of 2016
(y.o.y. increase by 32.3%) (62.9% of
total FDIs).

Graph 13. Foreign investments, AZN M.
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Investors from Great Britain,
Turkey, Russia, Iran, the USA, Japan,
Malaysia and Sweden account for the
major part of investments to fixed
capital among foreign countries and

international organizations.

Over the reported period
country’s strategic foreign exchange
reserves were maintained at a critical
level. As of end of 6 months of 2016,
USD 38.3 B worth of strategic foreign
exchange reserves sufficed for 32
months import of goods and services
exceeding country’s foreign debt by

4.4 times as much.
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2.1. Aggregate domestic demand

II. MACROECONOMIC
PROCESSES IN AZERBAIJAN

2.1. Aggregate domestic demand

New trends in key domestic

demand components affected

economic growth in Half I, 2016.

Final consumption expenditures
y.0.y. rose 14.4% in nominal terms,
while the real growth rate of
consumption expenditures was 3.5%
in Half 12016.

The volume of final
consumption expenditures in nominal
term was AZN 16.8 B, accounting for
78.2% of household income. Every
consumer purchased on average AZN
307.3 worth of commodities and
chargeable services monthly (y.o.y.
rise AZN 32.9).

Graph14. Dynamics of final consumption
for 6 months, over previous year, %,
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Over 6 months the volume of
goods and services sold in the
consumer market to meet consumer
demand rose by 1.8 % to AZN 17.7 B.

Retail trade turnover increased
by 1.9% to AZN 13.8 B. Retail non-
food commodities turnover was AZN
7 B.

Consumers spent 49.2% of their
funds on food, beverage and tobacco in

retail trade over the reported period.
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2.1. Aggregate domestic demand

Table 1. Share of spending items in trade
facilities for 2016, 6 months, %

Share, %

20156 20166

months months
Food beverage and 49.5 49.2
tobacco

Spending item

Knitwear, clothing 17.8 17.4
and shoes

Electric  appliances 55 6.1
and furniture

Computers, 0.8 0.8

telecommunication
devices and others

Pharmaceuticals and 1.2 1.4
medicals
Fuel 6.5 5.7

Other non-food stuff 18.7 19.4
Source: SSC

Over 6 months every consumer
monthly purchased on average AZN
117.8 worth of food, beverage and
tobacco and AZN 121.6 worth of non-
food items for private consumption in

retail trade facilities.

It should be noted that a portion
of non-food products was purchased via
e-trade. The size of consumer purchases
via e-trade network y.0.y. increased by
2.1%.

In Half 1, 2016 catering turnover
increased by 3.3%, and paid services to

the population rose 1.2%.

Consumer demand was driven
by rise in population’s nominal
income. Population’s income rose by
8.4% in nominal terms in Half I, 2016.
Per capita income increased by 7%.
income

Population’s

increased by 8.4% to AZN 19.5 B.

disposable

Nominal average monthly salary
y.0.y. increased by 7.6% to AZN 489.5

in January - May.

Bank loans to households, one
of the components of consumer
demand have dropped by 17.6% since
early year. The consumer lending
portfolio constituted AZN 6.9 B as of
end-Half I, 2016.

Over the period the population
channeled AZN 2.1 B (9.8%) of

income to savings.

Government spending. In Half
I, 2016 public expenditures were one
of critical factors of domestic demand.
According to the Ministry of Finance

of the Republic of Azerbaijan, state

Monetary Policy Review e January - June 2016
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2.1. Aggregate domestic demand

budget expenditures amounted to AZN
6.8 B in Half I, 2016,

Following  the  economic
classification, over 6 months of the
current year 43.4% (AZN 2958.5M)
of the state budget expenditures were
directed to social spending (salary,
pension and allowances, drugs and
food) which constitute 7.7% or AZN
211.2 M rise compared to the same

period of the previous year.

Investment expenditures. In
Half 1, 2016 investments to the
economy made up AZN 6.8 B.
Investments to the oil and non-oil
sectors amounted to AZN 4.5 B and
AZN 2.3 B respectively. The public
sector accounts for 25.2% (29.3% in
Half I, 2015), and the private sector for
74.8% (70.7% in Half I, 2015) of total

investments.

The size of investments rose
13.4% and 7.7% in industry and

construction respectively. 4.6% of

1 Source: the Ministry of Finance

total non-oil investments were utilized

to develop the non-oil industry.

37.1% of funds channeled to
fixed capital stemmed from domestic,

while 62.9% from foreign sources.

Table 2. Investment sources

20156 2016 6
months = months
Funds of entities and

.. 714 75.9
organizations
Bank loans 4.6 9.1
Budget funds 18.8 10.8
Off-budget funds 1.6 0.9
Population’s own 28 32
funds
Other funds 0.8 0.1

Source: SSC
Over the period funds of entities
and organizations prevailed in total

investments (75.9%).
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2.3.Inflation

2.2. Aggregate supply and employment

Economic growth kept pace with
aggregate demand in Half I, 2016.

Economic growth. According
to the SSC, in Half I, 2016 GDP
amounted to AZN 27 B in nominal
terms. Per capita GDP made up AZN
2809.7 (USD 1817.1).

Graphl5. Economic growth %
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The value added in the non-oil
sector amounted to AZN 17.6 B over 6
months of 2016 with 65.2% share in
GDP.

Agriculture,  forestry  and
fishery, trade, communication, tourism
and catering posted growth over the

period.

Graph 16. Sectoral growth of economy
for 2016, 6 months, over previous year,
%
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Efforts of previous years
yielded ongoing positive trends in the
non-oil industry. Overall increase in
the value added in the non-oil industry
was 2.4% in Half I, 2016.

The mining industry extracted
21 M tons of crude oil, and 9.4 M/m3
of natural gas in Half I, 2016. Oil
extraction rose by 0.4%, while gas

extraction dropped by 8.8%.

Employment. As of the end-
period the number of economically
4,953.1

thousand persons, of which 95.1% was

active  population  was
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2.3.Inflation

engaged in various sectors of the

economy.

Graph 17. Employed persons, end of
period, in thousands
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According to the SSC, the
number of hired labor made up 1,501.7

thousand persons as of 1 June 2016.

21.7% of the hired labor in
enterprises and organizations have
been engaged in production, of which
6.5% in construction, 6.1% in
processing and 3.1% in agriculture.
78.3% of the hired labor has been

concentrated in services.
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2.3. Inflation

In Half I, 2016 price swings

were mainly driven by cost factors.

Consumer Price Index.
According to the SSC, average annual

inflation was 10.5%.

Graph 18. Annual average inflation,
%
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The CPI components — food
prices changed on annual average
11.9%, non-food prices 15.4%, and

services 4.5%.

The diffusion index, that
measures changes in the number of
products and services in the consumer
basket, whose prices increase and

decrease, was volatile over the period.

Graph 19. Scale of inflation, %
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In total, over 6 months prices of
34 goods and services out of 561
decreased. Annual prices of 51 goods
and services, including 5 foods, 3 non-
foods and 43 services remained

unchanged.

In Half I, 2016 the NEER,
inflation expectations and swings in
global commodity prices had an
upward, while government regulation
on relevant groups of goods and VAT
exemption had a downward effect on

prices.

Estimations suggest that the
depreciation of NEER made 5.3 p.p.
contribution  to
inflation (10.5%) in Half I, 2016.

average annual
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The regulated prices by
Government for medicinal products
resulted in drops of prices for
pharmaceuticals over 6 months of
2016. The Tariff (price) Council
approved prices for further 2,557 drugs
on 30 June 2016. Prices for these drugs
considerably dropped in response to
this implemented policy. Accordingly,
the price for 29% medications
decreased over twofold, 11% dropped
over threefold, overall prices for 90%
of drugs were reduced compared to
previous prices. Overall, up to now the
Council has approved retail and
wholesale prices of 9,632 drugs
considering trademark, drug facts,
dosing, pharmaceutical form,
packaging, number of packs, and
manufacturing country. This number
accounts for 99% of state registered
drugs. 7,300 drugs are already being
sold at approved prices, while new
prices for other 2,332 drugs will take
an effect on September 1.
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Average annual core inflation
which is seasonally adjusted inflation
excluding the prices of commodities
regulated by the Government, made
up 12.1% compared to January — June
2015.

Graph 20. Annual average core inflation,
%
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Although a number of cost
factors had an overall upward effect on
inflation expectations, certain sectors
witnessed drops in expectations. The
CBA’s RSM revealed that over 6
months of 2016 price expectations
dropped in textile and chemistry
industry, sale of furniture in trades,
post, communication, health and

tourism in services.

Producer Price Index rose by
7.8% in Half I, 2016. Price hike was
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2.3.Inflation

7.6% in mining, 9.2% in processing,
7.5% in production, allocation and
supply of electricity, gas and steam.
Prices in mining were mostly driven by

the rise in oil prices.

Graph 21. Annual average change in
PPI, %
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Over 6 months of 2016 the
agricultural producer prices dropped
by 9%, mainly driven by 19.4% price
decline in plant products. Prices rose
by 1.8% on animal and 4.9% on fish
and fishery products.

In June 2016 transportation
prices Yy.0.y. increased by 25.9%,
including 34.7% cargo transportation.
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Prices for communication services
decreased by 9.8%.
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3.1. The FX market and the exchange rate of manat

I1l. THE MONETARY AND
EXCHANGE RATE POLICY
3.1. The FX market and the exchange

rate of Manat

Over Half I, 2016 the exchange
rate of Manat was set under the new
regime announced by the CBA at the

end of the previous year

The FX market size decreased
year on year term in Half I, 2016. Over
the period, turnover of FX market in
USD  denominated  transactions
dropped by 2.9 times, while in EUR
dropped by 2.8 times.

Graph 22. Turnover in FX market, B.
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79% of transactions in the FX

market were conducted in USD, while
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21% in other currencies over the
period.

The cash foreign exchange
market was also affected by the
decreased FX market size. Net cash
USD (difference between sale and
purchase) sold by banks vy.o0.y.
decreased by 73 times to USD 78 M,
while cash EUR sold decreased 4.4
times to EUR 100 M in January - May
2016.

The decreased size of the FX
market was driven together by supply
and demand factors. Lower import of
goods and services, as well as
slowdown in dollarization also
contributed to low demand for foreign
currency.

Over the period CBA used an
operational framework in harmony
with the exchange rate regime it had
announced. CBA made minimum
interventions to the FX market. The
SOFAZ sold foreign currency at
CBA’s transparent and real time
auctions, which were held several

times a week, market participants
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3.1. The FX market and the exchange rate of manat

being upfront informed on their
parameters via the Bloomberg. Results
were regularly disclosed to the public
upon the completion of auctions. The
CBA held total 63 currency auctions in
Half | of the current year while in 28 of
them demand prevailed over supply, in
35 it was met in full.

The interbank FX market
operated on a regular basis on non-
auction days. Interbank FX market’s
off-auction operations were prone to
increase over the period.

The new exchange rate regime
allows the CBA to maintain a critical
level of reserves that stand at USD 4.3
B as of 1 July, 2016, 5.4% higher
compared to end-Quarter I. The size of
CBA’s foreign exchange reserves
prevails over the internationally
accepted sufficiency rate (3-month
import of goods and services, ratio to
money supply in the national currency,
etc.).

Over the period the official
exchange rate of Manat was set based

upon the average exchange rate on

interbank transactions. Since the
beginning of the year the CBA has
been announcing an official exchange
rate for the next business day one
business day before.

The exchange rate of Manat
appreciated and depreciated a number
of times in Half | in response to supply

and demand in the market.

Whereas the exchange rate of
the USD against the Manat was AZN
1.5610 early year, it peaked to AZN
1.6456 on 11.03.16 and dropped to
AZN 1.4900 on 25.05.16.

Graph 23. Exchange rate of USD/AZN
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As of the end-period Manat

depreciated against the USD by 1.3%
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3.1. The FX market and the exchange rate of manat

and Euro 0.3% compared to the early
of the year.

The dynamics of bilateral
exchange rates affected that of
multilateral exchange rate. The REER
depreciated 17.2% on the non-oil

sector over 6 months.

Graph 24. Dynamics of REER
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The depreciation was mainly

driven by 20.3% depreciation of the
NEER.

The depreciation tendency of
REER is the factor that contributes to
import  substitution and export

stimulation.
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3.3. Money supply

3.2 Monetary policy tools
In Half 1, 2016 monetary policy
decisions were guided by
macroeconomic stability targets in
light of new trends in money markets.
The CBA made

corrections to parameters of monetary

critical

policy tools to boost confidence in the
national currency, promote savings in
Manat, and pave the way to the
improvement of monetary policy tools
in response to the situation in the
money market over the period.

The Management Board of the
CBA decided to stepwise shift of the
refinancing rate to 7% from 3%, the
floor of the interest rate corridor to 4%
from 0.1% and the ceiling to 15% from
5%. While taking interest rate corridor
related decisions the Bank considered
both the macroeconomic situation and

yield on government securities.

Graph 25. Parameters of interest rate
corridor, %
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The CBA also decided to extend
the maturity of liquidity injections and
absorbtions at interest rates within the
floor and the ceiling of the interest rate
corridor from 1 to 7 days. Banks may
initiate the framework tool of the CBA
— 1 - 7 day repo/counter repo
operations (monetary policy tools used
to allocate and attract funds) in an
unlimited manner to manage short-
term liquidity.

Given current macroeconomic
processes, monetary policy targets, as
well as the liquidity position of the
banking sector in order to achieve

implied growth rates of money supply
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3.3. Money supply

the CBA

sterilizations and launched deposit

bolstered  liquidity
operations to attract free funds in the

national currency in June, which
targets the development of money base
promoting the improvement of
monetary policy framework. The first
auction was held on 13 June 2016
resulting in attraction of AZN 129 M
worth of deposits, with a 6.49%

average weighted interest rate.

The Bank also utilized reserve
requirements to regulate the size of
money supply and the banking system
liquidity. To decrease dollarization
and strengthen financial stability in the
banking sector the Management Board
of the CBA decided to move the
reserve requirement on banks foreign
currency denominated liabilities to 1%
from 0.5%, the reserve requirement on
liabilities to non-resident financial
sector and  settlements  with
international financial institutions to
0% from 0.5% on 3 March 2016. The

reserve requirement on liabilities in the

national currency and precious metals

was left unchanged.

Table 3. The reserve requirement, %

Liabilities
. . Non
in foreign resident
currency Liabilities financial
and in Manat sector
precious oh
metals liability
01.05.2011 2 2 2
01.07.2011 3 3 3
01.08.2014 2 2 2
01.03.2015 0.5 0.5 0.5
30.12.2015 0.5 0.5 0.5
03.03.2016 1 0.5 0
Source: CBA
Banks compiled reports on

reserve requirements in line with the

new norms from May onward and

maintained required reserves in line

with the new norm from June onward.

Monitoring suggests that total

balances

of banks’

correspondent

accounts with the CBA considerably
exceeded the size of total funds to be
held as required reserves for the period

across all months.

Monetary Policy Review e January - June 2016

28



3.3. Money supply

3. 3. Money supply

In Half | 2016 the dynamics of
money supply in Manat was shaped in

the context of slowing dollarization.

The money base in Manat
increased 11.4% to AZN 7689.4 M as
of the end of the reported period. The
components of the money base — cash
money supply in circulation (cash
outside the banking system and in bank
16.4%, while
correspondent accounts in Manat
dropped 7.6%.

vaults) rose

The money multiplier of the
banking system (its ability to create
money) 2 increased 1.4% to 1.28.
Therefore the growth of money supply
in Manat exceeded the growth of base

money.

2 The ratio of broad money supply in Manat to the money base in
Manat

Graph 26. Money multiplier in AZN
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Over 6 months broad money
supply in Manat (M2) increased by
13% to AZN 9806.5 M as of the end-

period.

Graph 27. Change in money supply in
6 months, %
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3.3. Money supply

The dynamic pattern of cash
money supply, deposits of individuals
and legal entities varied in the structure
of money supply in Manat (M2) — cash
money supply increased by 18.7%,
deposits of individuals in Manat
increased by 6.8%, while those of legal

entities rose by 5.5%.
Table 4: Money aggregates, AZN M.

01.01.15 01.07.15 01.01.16 01.07. 16

MO | 10152 | 6356 | 4776 | 5671

ML 17830 8301 6897 8018

M2 1743 10992 8678 9807

M3 71566 18849 21287 20851
Source: CBA

The term structure of Manat
denominated deposits did not change

over the period.

Graph 28. Maturity structure of
deposits for 2016,6 months , AZN M.
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Term deposits in Manat rose by
0.4%, while demand deposits rose by
10.6%.

Broad money supply (M3)
decreased 2% to AZN 20851.5 M.

Graph 29. Dynamics of monetary
aggregates, AZN M.
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3.3. Money supply

Unlike M2, M3

aggregate dropped due to declines in

money

foreign currency denominated savings
and deposits in the structure of money
supply. Whereas foreign currency
denominated savings and deposits
accounted for 59.2% of M3 money
aggregate early year, their share was
53% as of the end of Half | 2016.

Graph 30. Dollarization, %
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While foreign currency
denominated deposits accounted for
76.4% of total deposits early year, their

share was 72.8% end Half I.

Whereas in Half 1 Manat

deposits of individuals rose by 6.8%

against early year, foreign currency
denominated deposits declined by
21.8%. Dollarization of deposits of
individuals moved to 80.6% from 85%

early year.
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