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EXECUTIVE SUMMARY

The global economic situation remained unfavorable for Azerbaijan in 2016.
Decline in average annual oil prices compared to its previous year level and weak
economic growth in main trade partners had implications on balance of payment
indicators and aggregate demand in the country.

With foreign exchange revenues decreasing, challenged macroeconomic
stability was under focus.

In 2016, the Central Bank provided necessary support for maintaining
macroeconomic stability in the country by discharging functions under its mandate.

Monetary policy pursued by the Central Bank throughout the year was
directed to supporting price stability, which is the key indicator of macroeconomic
stability, and strengthening credibility of national currency on that basis. Volume of
money supply was regulated under the monetary/cash program, which was agreed
with respective authorities, and quantitative parameters of monetary policy tools
were adjusted respectively in line with macroeconomic situation and projections. At
the same time, more intensive efforts were made to improve strategic and
operational framework of monetary policy.

In 2016, the Central Bank continued applying the exchange rate regime,
announced at the end 2015, thus allowing the exchange rate of the national currency
to be formulated based on macroeconomic fundamentals. The Central Bank
minimized its interventions to the FX market to allow the exchange rate to be
determined by foreign exchange demand and supply.

In general, monetary policy implemented by the Central Bank significantly
contributed to containing inflation over the year.
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1.1 Global economic trends

I. GLOBAL ECONOMIC
ENVIRONMENT AND THE
EXTRENAL SECTOR
1.1 Global economic trends

The year of 2016 was featured
with a slack growth of the global
economy and increasing uncertainties.
The DDCs economies revived slightly
in the second half of 2016, thus
creating conditions for faster recovery
of the economy in the medium term.
The growth rates in DGCs varied

significantly.

Global growth. According to the
IMF’s estimations, global economy
grew by 3.1% in 2016, which is the
lowest indicator since the financial
crisis. World trade indicator has also
been the lowest since the financial
crisis. According to the IMF, although
the global economic growth rate
stabilized around 3% throughout 2016,
it varied sharply across countries.
Economies of DDCs grew more than
expected due to a relative recovery of

production in manufacturing industry.

On the other hand, recession in a
number of DGCs was more than

projected.

Graph 1. Economic growth, 2016

Source: IMF

Among DDCs, the US economy
slightly picked up in the second half of
2016 and is close to the full
employment level. However, as a
result of the stagnation in the first half
of the year economic growth in the US
decreased to 1.6% compared to 2.6%
in 2015, which is 0.3 basis points less

than initial projection.

As domestic demand and export
growth was falling in Eurozone, the

growth also shrunk down to 1.6%
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1.1 Global economic trends

compared to 2% in 2015. The
confidence level in the Eurozone
economy was not seriously impaired
despite the Brexit referendum in June.
Meanwhile, the  outcomes  of
presidential election in the US are the
factor increasing uncertainties with

respect to policy decisions in Europe.

The economy of the Great
Britain grew below potential after the
referendum. The Japanese economy
grew by 1% in 2016.

Economic indicators hugely
vary across DGCs. China and Russia
grew faster than expected in 2016.
China achieved it with recently
announced political decisions and
Russia thanks to relative increase in oil
prices. But some Latin American
countries, particularly Argentina and
Brazil, still face stagnation. The
economic growth shrunk in Turkey
with decline in revenues from tourism.
In general, DGCs grew by 3.4%, as
projected. The commodity importers

grew stronger compared to commodity

exporters. Economic growth is
estimated to stand at 0.3% in
commodity exporters in 2016. Some of
these countries particularly exporters
from Central and South Africa

continued slow growth.

On the other hand, commodity
importing DGCs grew by 5.6% as a
result of increase in sustainable
aggregate demand, depreciation of
commodity prices and favorable
macroeconomic  policies. Chinese
economy grew by 6.7%. Efforts to
rebalance the economy resulted in
concentration of growth mainly in
service sector, while industrial
production remained relatively stable.
Commodity exporters grew by 0.3%
economic growth in 2016, which is
significantly below the long-term

average growth rate of 2.8%.

Low interest rates in high
income countries facilitate financing
opportunities for DGCs, contraction of
export markets hinder benefiting from

these opportunities to the maximum
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1.1 Global economic trends

extent. Consumption increases on the
account of higher salaries and stable
labor market. Decline in FDIs and
investments in energy sector decreases
output. Increased fluctuations in
financial markets and appreciation of
dollar, lower investments in export-
oriented spheres has downsizing

Impacts on aggregate demand.

Global employment. Despite the
fact that most DDCs faced contraction
compared to the previous year, global

unemployment still below its pre-crisis

levels.
Graph 2. Unemployment rate (%,
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The level of unemployment in

Eurozone shrunk from 10.5% in

December, 2015 down to 9.6% by end
2016. The lowest unemployment rate
in Eurozone was recorded in Germany
(3.9%) and the Czech Republic
(3.5%), while the highest ones in
Greece (23%) and Spain (18.4%)
despite relative improvements in the

previous year.

Unemployment in the USA was
at the policy target level of 4.7%. After
the recent year’s macroeconomic
shocks, unemployment rose from
10.3% to 11.3% in Turkey. There was
a slight reduction in unemployment in
Russia, now standing at the level of
5.5%. The level of unemployment in

Japan was around 3%.

Commaodity prices and
inflation. According to the IMF, the
commodity price index increased by
26.4% in 2016, including the non-fuel
commodity prices index by 14%, the
food prices index by 9.8%, and the
energy prices index by 38.6%.

Prices for crude oil plunged to
$30 early in 2016 followed by a slight

Monetary Policy Review e January - December 2016



1.1 Global economic trends

recovery. But still oil prices are twice
below  their  pre-2015 level.
Rebalancing of the oil market is
proceeding with high oil consumption
non-OPEC

producers. Oil reserves of the US,

and low supply by

which is becoming a significant non-
OPEC producer, is on a considerable
level, despite 12% drop compared to
historical pick levels of crude oil
production. The average price for WTI
oil was $43 p/b, which is below 2015
level by 15%. The World Bank raised
its 2017 forecast for crude oil prices by

28% to $55, on average.

Graph 3. Commodity price indices
(2005=100)
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The end November agreement
of OPEC countries to reduce crude oil
supply contributed to recent oil price
hikes. Thus, production which was
expanded without any limits in the
latest two year is decided to be
contained down to 1.2 million barrels
non-OPEC

countries have also agreed to limit

per day. Moreover,

production.

Graph 4. WTI crude oil price, 1

barrel/USD
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Increased investments in
infrastructure and construction sector
of China, and

loosening in the US lead to

expected fiscal

appreciation of metals.




1.1 Global economic trends

High commodity prices were
followed by rising inflation rates in
DDCs. But core inflation remained
unchanged and it is below targets.
Deflation of recent four years in China
was replaced by positive inflation rates
mainly because low production and
high commodity prices raised the
consumer price index. Inflation in
other DGCs varied, due to a number of

country specific reasons.

The financial market and the

monetary policy. Long-term real and

rate at December meeting. Monetary
policy remained somewhat stable in
other DDCs. Financial situation in
DGCs wvaried, but in

conditions are becoming tighter.

general,

Interest rates on bonds in national
currency are growing in Eastern

Europe and Latin America.

The investment level is
particularly depressed in countries
around the Eurozone. Investment
growth rates in DGCs fell from 10% in
2010 down to 3.4% in last 2 years.

nominal interest rates started building
] . ] ] Graph 5. Exchange rates against USD
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reasonably in Eurozone. The Fed The US dollar has appreciated

decided to raise its benchmark interest by 6% in real effective terms since

Monetary Policy Review e January - December 2016 9



1.1 Global economic trends

August. More developed commodity
exporters also witnessed exchange rate
appreciations, while the yen and euro
depreciated. The exchange rates of
some DGCs facing huge -capital
outflow, particularly the Turkish lira
and the Mexican peso, depreciated
considerably in the aftermath of the US

elections.

Graph 6. Dynamics of financial indexes
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Commodity producers
continued a tight monetary policy in
2016 given the balance of payments
(BoP) deficit, depreciated national
currencies and high inflation. Some
allowed

commodity exporters

depreciation  of their  national

currencies (Angola, Kazakhstan, and

Nigeria).

Prospects and policy
recommendations. The IMF projects
economic activity to revive slightly in
2017-2019. But uncertainties related to
policy decisions of the new US
administration and Brexit are likely to
have huge impact on economic growth
of DDCs. The IMF’s global growth
forecast for 2017 is 3.4%.

Economic growth is expected to
accelerate in DGCs in 2017 due to
ongoing high aggregate demand in
commodity importers and reduction of
impediments to development of
commodity exporting countries. But
weak productivity and investment
growth have a downward effect on
growth in developing areas in the

medium run.

Economic policy uncertainties
in DDCs and fluctuations in financial
markets are the factors that would
formulate global growth in the next

year. But fiscal expansion in certain

Monetary Policy Review e January - December 2016
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1.1 Global economic trends

large economies may trigger economic
activity more than expected. In DGCs,
increased investments in human and
physical capital may help in
eliminating gaps in knowledge, skills
and infrastructure and boost long-term

economic growth.

Economic growth in DDCs is
expected to be 1.8% in 2017. Slight
revival of the US processing industry
IS projected to contribute to economic
growth, raising it from 1.6% in 2016
up to 2.2% in 2017-2018.

DGCs are expected to grow up
to 4.2% in 2017 and 4.7% in 2018-
2019, mainly due to revival in

commodity exporters.

According to the World Bank, a
counter-cyclical fiscal policy in the
countries with cyclical economic
regression would greatly stimulate
economic growth. 1% increase in
public investments is estimated to
increase private sector investments by
0.26%.

However, it is also mentioned
that the policy of fiscal expansion is
not the most effective solution for the
commodity exporters that were facing
deficit of the BoP in recent years. The
most optimal direction for these
countries is to channel existing
expenditures to areas which would
contribute most to economic growth.
According to the IMF, low income
countries should, as a priority, recover
foreign exchange reserves — their
buffers and implement economic
reforms to diversify the economy
without ignoring critical capital and

social expenses.

Along with fiscal policy,
monetary policy tools may also be
used as effective means to accelerate
economic growth. But most DGCs
have limited opportunities in utilizing
monetary policy tools in the short run.
Commodity exporters cannot deploy
certain tools because inflation is higher
than the target rate and slack

development of financial sector in
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1.1 Global economic trends

DGCs is also a reason to weak

transmission of the monetary policy.

To overcome these challenges
international organizations
recommended stimulating investments
via reducing trade barriers and
ensuring more vigilant protection of
property rights, developing
infrastructure and expanding fiscal
reforms, as important steps for coping

with these challenges.
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1.2 Azerbaijani external sector developments

1.2 Azerbaijani external sector
developments

The foreign economic position
of Azerbaijan was affected by
processes in the world economy and

key trade partners in 2016.

According to the State Customs
Committee (SCC), foreign trade
turnover amounted to USD 17.6
billion: exports USD 9.1 billion and
imports USD 8.5 billion.

Graph 7. Trade balance, USD bn.
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Over the period Azerbaijan

traded with 186 countries.

Graph 8. Main trade partners, 2016, %
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European Union (EU) countries
account for 35% of trade turnover:
Italy 31%, Germany 16%, France10%,
and the Czech Republic 5%.

CIS countries account for 16%
of trade turnover: Russia 73% and
Ukraine 12%.

Other countries account for 36%
of trade relations: China 15%, Taiwan
13%, Israel 11%, and the US 9%.

Export of commodities dropped
by 28.2%, mainly caused by the oil
sector, which has considerable share in
exports. Thus exports decreased by
26.6% on crude oil, and by 45.5% on

oil products.

Monetary Policy Review e January - December 2016

13



1.2 Azerbaijani external sector developments

Graph 9. Change in export of
commodities for 2016, over previous
year., %
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Exports of fruits and vegetables,
cotton yarn, aluminum, ferrous metals
and products made of them posted
growth — fruits and vegetables 19.5%,
cotton yarn 25.2%, aluminum 13.8%,
and ferrous metals and products made
of them about 3 times. Key export
partners were Italy (17.1%), Turkey
(12.4%), (8.7%), Israel
(7.3%), Germany (6.7%), and France
(5.4%).

Taiwan

Import of commodities
decreased by 7.4%, including 24.8%

drop in the public sector.

Russia accounts for 19.2%,
Turkey 13.8%, China 8.2%, Great
Britain 5.8%, the USA 5.5%, Germany
4.7% and Italy 3.9% 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
cement, tobacco products, vehicles and

their spare parts.

The economic situation in trade

partners  affected dynamics of
remittances to the country along with
non-oil exports. According to initial
data, remittances constituted USD774

million in 2016.
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1.2 Azerbaijani external sector developments
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FDIs by foreign enterprises and
organizations continued as well.
According to the SSC, the size of
direct investments from foreign
sources constituted AZN 8.9 billion
(59.5% of total investments). FDIs
increased by 26.4%.

Graph 11. Inflow of remittances, min.$
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Investors from Great Britain,
Turkey, Russia, Iran, the US, Japan,
Malaysia and Switzerland account for
major part of investments to fixed
capital stock among foreign countries
and international organizations.

Country’s  strategic  foreign
exchange reserves were maintained at
a critical level. As of end 2016
strategic foreign exchange reserves
made up USD 37.6 billion, sufficient
to cover 28-month import of goods and
services, exceeding country’s
sovereign debt by 4.1 times. The
volume of strategic foreign exchange
reserves was equal to the size of GDP

at end 2016.

Graph 12. Foreign investments, min.
manat
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2.1. Aggregate domestic demand

Il. MACROECONOMIC
PROCESSES IN AZERBAIJAN

2.1. Aggregate domestic demand
New trends in key domestic
elements

demand weighed on

economic growth in 2016.

Final consumption
expenditures. According to the State
Statistics Committee, in 2016, final
consumption expenditures increased
yly by 15.2% in nominal terms, while
the real growth rate of consumption

expenditures was 2.5%.

The nominal size of final
consumption expenditures amounted
to AZN 34.6 billion, 76.3% of
household income. Every consumer
purchased on average AZN 339.1
worth of commodities and services
monthly (y/y rise AZN 39.2).

Graph 13. Dynamics of final consumption
over previous year, %,
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The size of goods and services
sold in the consumer market to meet
consumer demand increased by 0.9%
to AZN 39.2 billion.

Retail trade turnover increased
by 1.5% to AZN 30.2 billion. Retail
trade turnover on non-food products
amounted to AZN15.1 billion.

Consumers spent 49.9% of their

funds on food, beverage and tobacco.

Table 1. Share of spending items in trade
outlets in 2016, in %

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

Knitwear, clothingand  17.8 17.4
shoes

Electric  appliances 6.0 6.3
and furniture

Computers, 0.8 0.8
telecommunication
equipment and others

Pharmaceuticals and 1.2 1.4
medicals
Fuel 6.7 5.6

Other non-food stuff 17.5 18.6

Source: SSC

Over the year, every consumer
monthly purchased on average AZN
130.3 worth of food, beverage and
tobacco and AZN 130.7 worth of non-
food items for private consumption in

retail trade.

To note, a portion of non-food
products was purchased via e-trade.
The size of consumer purchases via e-

trade network increased by 1.7% (yly).

Catering turnover rose by 0.1%,
and paid services to the population fell
by 1.1% in 2016.

Consumer demand was driven

by the rise in population’s nominal

1Source:http://www.maliyye.gov.az/

income - it rose by 8.7%. Per capita

income increased by 7.5%, while

population’s  disposable  income

increased by 8.8% to AZN 41.6
billion.

Nominal average monthly salary

year on year increased by 7% to AZN

494.3 in January-November.

Bank loans to households, one
of the components of consumer
demand, dropped by 30.1%. The retail
consumer lending portfolio constituted
AZN 5.9 billion.

The population channeled AZN
5.6 billion (12.4%) of income to

savings.

Government expenditures.
Public expenditures were one of the
critical factors of domestic demand in
2016. According to the Ministry of
Finance of the Azerbaijan Republic,
state budget expenditures amounted to

AZN 17.7 billion in 20162,

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

Following the economic
classification, 35.2 % (AZN 6237
million) of state budget expenditures
were channeled to social spending (the
salary fund, pension and social
allowances, drugs and food), y.o.y rise

10.1 % or AZN 571.5 million.

Investment expenditures.
Investments to  the
constituted AZN 14.9 billion — AZN
8.6 billion to the oil sector, AZN 6.3
billion to the non-oil sector. Public

sector accounts for 33.8% (34.7% in

economy

2015), and private sector accounts for
66.2% (65.3% in 2015) of total

investments.

40.5% of funds channeled to
fixed capital stemmed from domestic,

while 59.5% from foreign sources.

Table 2. Investment sources, %

2015 2016
Bank loans 8.2 11.6
Budget funds 18.8 13.9
Off-budget funds 1.7 1.0

Population’s own

funds 3.6 4.2
Other funds 1.2 2.1
Source: ssC

Over the reported period, funds of
entities and organizations prevailed in

total investments (67.2%).
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2.2. Aggregate supply and employment

2.2. Aggregate supply and
employment

The economic growth in 2016
changed accordingly to aggregate

demand.

Economic growth. According
to the SSC, GDP decreased by 3.8% in
real terms, constituting AZN 60
billion. Per capita GDP made AZN
6223.8.

Graph 14. Sectoral economic growth, %

= non-oil

= 0il

Source: SSC

The value added in the non-oil
sector made up AZN 39.4 bhillion
(65.7% of GDP).

Agriculture,  forestry  and
fishery, trade, communication, tourism
and catering posted growth, while
construction and transport sectors
shrank. The mining industry extracted

41 million tons of crude oil, and 18.7

million m3of natural gas. Oil extraction
dropped by 1.4%, while gas extraction
dropped by 3.9%.

Graph 15. Sectoral growth of economy for
2016, bIn. manat
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The non-oil sector posted 2%

growth.

According to the SSC, the
number of hired labor in the country
was 1514.4 thousand persons by the
end of December 2016. Of the total
wage-paid  work employed by
commercial enterprises and business
institutions, 22.1 % were involved in
production  industries,  including
construction (6 %), processing (6.9 %),

and agriculture (3.1 %).
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2.3. Inflation

2.3. Inflation

The general price level in 2016

was mostly driven by cost factors.

Consumer Price Index (CPI).
According to the SSC, the average
annual inflation rate was 12.4% in
2016. The CPlI components—food
prices rose by 14.8%, non-food prices
by 16.7%, and services by 5.8% on an

annual basis.

Graph 16. Average annual inflation, %,
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Diffusion index — a measure of
change dynamics pertaining to the
number of goods and services with
rising and falling prices/values in the
basket of consumer goods — had an

upward trend month by month.

Graph 17. Scale of inflation, %,
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Overall, the price/value of 12
out of 561 items of goods and services
(in the basket of consumer goods)
declined and remained unchanged for

35 items.

The NEER, inflation
expectations and swings in global
commodity prices had an upward
effect, while the state regulation (of
prices through the Tariff Council) had
various effects on prices in 2016.
Whereas government regulation of
pharmaceuticals and VAT exemption

of wheat had downward, changes in
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2.3. Inflation

tariffs on electricity, water and gas
consumption had an upward effect on

inflation.

According to estimates,
depreciation of AZN nominal effective
exchange rate directly accounted for
5.5 % out of 12.4 % annual average

growth of the inflation rate.

Regulation of prices of
medicinal products by the government
had a significant downward effect on
the prices of pharmaceuticals in 2016.
As a result, 90 % of pharmaceutical
drugs had their prices falling, with 29
% experiencing more than two-fold
and 11 % undergoing more than three-
fold decline. So far the Tariff Council
approved the retail and wholesale
prices of 10166 items  of
pharmaceutical drugs (99 % of all state
registered medicinal) given their trade
name (description), effective
substance (component) name, dose,
modality (pharmaceutical form), trade
package, package size and

manufacturing country. Under a new

resolution, from the 1% of September
2016 onward only drugs with
confirmed prices are allowed to be

sold.

The annual core inflation
averaged at 13.3 % since January
through December, without taking into
consideration the items of goods and
services, as well as seasonal
agricultural products the prices/values
of which are regulated by the

government.

Graph 18.Annual average core
inflation, %
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As it was noted, expectations
also contributed to swings in consumer
prices over the period. Inflation
expectations overall heightened under
certain cost factors, however certain

shortfalls and downward trends were
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also observed. The CBA’s regular real
sector monitoring revealed that
building materials and chemical
industry dragged the manufacturing
sector down, and expectations for the
prices falling back were linked with
the sale of furniture and household
appliances (as part of the commerce

sector).

Producer Price Index (PPI).
According to the SSC, the PPI
increased  against  manufacturing
output and transport services, but
decreased for the agriculture sector
and communication services.
Throughout 2016, the producer price
index rose by 27.5% (31 % for
extractive industries, 15.2 % for the
processing industry, and 9.3 % for
electricity and steam generation, gas
production, as well as distribution and
delivery). Prices in mining were driven

by the rise in oil prices.

Graph 19. Annual average change in
PPI, %,

40
30

20
10 2.3 1.2
0 -_ . —
-10 51 I -2.6
-20
-30

-40 -30.6
2014 2015 2016

m |ndustrial products = Agricultural products

Source: SSC

Since January through
December 2016, a 2.6 % decline was
observed in regard to agricultural
output in PPI; the fallback was
primarily caused by the loss of 9 % of
the prices of crop production. Prices
hiked 3.4% on animal, 2.8% on
forestry and 5.1% on fish and fishery
products.

Tariffs  for
services year on year increased by

26%, attributable to 34.5% rise in

transportation

prices for cargo services. On the
contrary, communication services

went down by 6.7%.
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I11. THE MONETARY AND
EXCHANGE RATE POLICY

3.1. The FX market and the
exchange rate of manat

In 2016, the exchange rate of AZN to
foreign currencies went in line with BoP
dynamics and was in conformity with the
managed float regime announced by the
Central Bank at the end of the year.

In general, the exchange rate of
manat was exposed to macroeconomic
fundamentals (the BoP, oil prices etc.).
The CBA abandoned the fixed
exchange mode in December 2015 and
moved to managed float in 2016 to
prevent sharp devaluation of the manat
in light of deficit of the BoP and its
concentration mainly in capital and
financial account, minimizing impacts
of exchange rate swings on
macroeconomic and financial stability.

The foreign exchange market
diminished in size year on year - USD
denominated transactions decreased
by 3.2 times, while EUR denominated

transactions decreased by 2.4 times.

Graph 20. Turnover in FX market, B.
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During the reporting period,

transactions in USD accounted for
some 84.9 % of the foreign exchange
market turnover, with the remaining
15.1 % falling to the share of other
currencies.

The Interbank foreign exchange
market accounts for 34.4 %, while the
interbank foreign exchange market
accounts for 65.6 % of currency
transactions.

53% of USD denominated
transactions on the interbank foreign
exchange market was carried out to
control banks’ currency positions.

92.4% of transactions on the interbank

Monetary Policy Review e January - December 2016

23



3.1. The FX market and the exchange rate of manat

foreign exchange market comprise
currency sales to legal entities.

Foreign  exchange  market
downsizing was also observed in the
foreign exchange cash segment. Net
cash sold by banks in USD (difference
between the amounts bought and sold)
year on year decreased by 20 times to
$445.4  million, while EUR
transactions decreased by 3.3 times to
€266.6million.

The CBA applied an operational
framework commensurate with the
new exchange rate regime it had
announced. The Bank has made
minimum interventions to the foreign
exchange market since March, while
currency sales by the State Oil Fund of
the Azerbaijan Republic (SOFAZ)
were realized through CBA organized
auctions. SOFAZ sold $4.9 billion
worth of currency (37.5% less than in
2015) — three times less compared to
historical highs of transfers to the state

budget in 2013.

Graph 21. Oil Fund's FX sells, m. USD
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The CBA held

auctions several times per week

currency

upfront informing market participants
on auction parameters via Bloomberg
terminal.

Altogether the Central Bank
carried out 114 currency auctions in
2016. Parameters of auctions were
flexibly adjusted to the foreign
exchange market conditions, thereby
paving the way for the improvement of
auction mechanisms. In October the
CBA introduced a new double auction
mechanism  for  the  banking
community, which allows market
participants to act as a buyer and seller
of the currency.

At dates when the Central Bank

did not carry out a foreign exchange
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auction, interbank foreign exchange
market operated well. The volume of
interbank foreign exchange market
transactions tended to rise over the
period.

The new exchange rate regime
allows the CBA to maintain a required
level of reserves. As of 30"of
December 2016 CBA’s foreign
exchange reserves stood at USD 4
billion, exceeding internationally set
sufficiency standards (coverage of
three-month import of goods and
services, ratio of national currency to
money supply, etc.).

Over the period, the official
exchange rate of manat was equal to
the average exchange rate on interbank
transactions (including auction and
off-auction transactions). Since 2016
an official exchange rate for the
following business day is announced
by the CBA one Dbusiness day in
advance.

Manat reacted to supply and
demand behavior in the foreign

exchange market with several waves

of appreciation and depreciation. At
the end of 2015 USD/AZN exchange
rate was 1.5594, then peaked to 1.6456
on 11.03.16, and reached the bottom
line at 1.4900 on 25.05.16. The USD
appreciated in the period from June to
August, depreciated in September, and
was prone to appreciating from end-
October. The USD has appreciated
13.6% against manat since early 2016.
Average daily USD/AZN exchange
rate was 1.5965 during the reported

period.

Graph 22. Exchange rate of USD/AZN
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The behavior of bilateral
exchange rates influenced that of
multilateral exchange rates. Over the
year national currencies of other
countries, as well as Azerbaijan’s

major trading partners continued to
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depreciate. Total trade weighted
REER of manat on the non-oil sector
depreciated 19.8 %. Depreciation was
largely the result of a 275 %
depreciation of the nominal effective
exchange rate. Depreciated REER
supports import substitution and

stimulates exports.

Graph 23. Dynamics of REER
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3.2. Monetary policy tools

In 2016 monetary policy
decisions were approved with the
focus on evaluating inflationary risks
and improving confidence in manat.
The CBA also strengthened its
measures and efforts to develop a
policy and operational framework to
enable mid-term price stability in a

sustainable way.

The CBA made

corrections to parameters of the

critical

interest rate corridor for its liquidity
transactions to boost trust in the
national currency, and pave the way to
tailoring monetary policy tools to the
money market conjuncture in light of
macroeconomic forecasts. The Board
of the CBA decided to shift the
refinancing rate from 3% to 15 %, the
interest rate floor from 0.1% to 12 %
and the ceiling from 5% to 18 %.
While approving the decision (on the
interest rate corridor), the yield curve
featuring public (government)

securities was considered in addition

to macroeconomic conditions.

Graph 24. Parameters of interest rate
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The CBA also decided to prolong
the term of liquidity issuance and
placement transactions from one to
seven days, charging the interest rates
corresponding to the floor and ceiling
of the band. Banks may initiate 1 - 7
day repo/reverse repo operations (tools
used to place and borrow funds)
without any limits to manage short-

term liquidity.

The CBA

sterilizations in 2016 taking into

intensified

account macroeconomic performance,
as well as foreign exchange market

developments.  Since June of the
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reporting year, the Central Bank
launched deposit auctions to attract
available funds in the national
currency and auctions to place the
notes in November. Altogether 26
deposit and 9 note placement auctions
were held, striking the total balance of
AZN 189 million as of end-2016.

Placement of deposits and
short-term notes target development
of the money market along with the
sterilization of excess money supply
and improvement of the monetary
policy operational framework.

Both deposit operations and
placement of notes are open market
operations. Borrowing under open
market operations initiated by the
CBA is materialized at interest rates
fluctuating between the floor of the
interest rate corridor and the
refinancing rate (currently 15%),
while open market operations for
placement of funds are carried out at
interest rates fluctuating between the
refinancing rate and the ceiling of the

interest rate corridor.

To give an impetus to de-
dollarization and strengthen the
banking system financial stability, the
Board of the CBA decided on 3" of
March 2016 to raise the reserve
requirement from 0.5% to 1 % on
liabilities denominated in foreign
currency, while decreasing liabilities
to the non-resident financial sector and
settlements with international financial
institutions from 0.5% to 0%, leaving
reserve requirements for liabilities
denominated in national currency, as
well as liabilities in precious metals

unchanged.

Since May 2016 the banks

prepared reports on mandatory
provision requirement in accordance
with the aforementioned changes and
since June 2016, retained their reserves
in accordance with the new

requirements.

Monitoring  exhibit  those
cumulative balances on correspondent
accounts with the CBA considerably

exceeded the amounts to be maintained
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as required reserves (in every month of

the period).

Reserve requirements have
been applied on the basis of the
averaging, which, in its turn,
contributes to the development of the
interbank market and allows banks to

more flexibly manage liquidity.

Table3. Reserve requirement, %

Rate on attracted liabilities

in foreign Non-resident
currency and in manat financial
precious metals sector
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 0.5 0
01.01.2017 0.5 0
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3.3. Money supply

The dynamics of money supply
was shaped by macroeconomic policy
actions to subdue inflation and
slowdown in dollarization (as compared

to the previous year).

Given the factors conducive to
rising inflation in the current year, the
channels of expansion of monetary base
have been managed in the monetary
program framework. Consequently, it is
envisaged to limit the pace of expansion
of manat monetary base. During the
reporting period, the Central Bank
rested upon the monetary program to
carry out its liquidity transactions, with
the primary focus on controlling
excessive money supply channels and
eliminating the room for an additional
pressure on AZN exchange rate, thereby
preventing further rise in prices and

inflation rate.

Consequently, money  base
became actual main working anchor for

the monetary policy.

The growth rate of money base
went hand in hand with the monetary
program — money base in manat
increased by 13.9% to AZN 7860.5
million as of the year end. Drivers of the
money base - cash money supply in
circulation (cash outside the banking
system and in bank vaults) rose by
28.5%, while correspondent accounts in

the manat dropped by 39.6%.

Growth of money supply in manat
prevailed over that of the money base —
broad money supply in manat (M2)
increased by 33% to AZN 11546.3

million as of the end-period.

Graph 25. Change in money supply, %
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In the structure of AZN money
supply (M2), the cash stock, deposits by

individuals and corporate deposits
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performed  differently-cash  stock
increased by 33.5%, deposits by
individuals increased by 6.8%, and
deposits by legal entities increased by

20%.

Table 4: Money aggregates, min. manat

01.01.15 01.01.16 01.01.17

MO 10 152 4776 6 377

M1 12 830 6 897 8960

M2 17 436 8678 11 546

M3 21 566 21287 20 890
Source: CBA

The term structure of deposits in

manat also underwent changes.

Graph 27. Maturity structure of deposits
in 2016, AZN M.
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Term deposits in manat rose by
45.2%, while demand deposits increased
by 25.6%.

Broad money supply (M3)
decreased by 1.9% to AZN 20889.6

million.

Graph 26. Dynamics of money aggregates,
mln. manat
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The contraction of M3 money
aggregate — versus M2 — is linked to the
shortfall of foreign currency (savings

and) deposits.

Dollarization of bank deposits
declined over the period. Whereas
foreign currency denominated savings
and deposits decreased from 59.2% of
M3 to 44.7% as of the end-period.
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Graph 28. Dollarization, % at the beginning of the year down to 79.6
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Foreign currency denominated deposits
accounted for 76.4% of total savings and
deposits, but went down to 64.4% as of

the year end.

Throughout the year, the size of
AZN deposits by individuals expanded
by 6.8%, while foreign currency
deposits diminished by 26.4%, thereby
contributing to the curtailment of the

corresponding dollarization from 85 %
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