STATEMENT

OF THE CENTRAL BANK OF THE REPUBLIC OF AZERBAIJAN ON MAIN DIRECTIONS OF
THE MONETARY POLICY FOR 2018 AND MEDIUM TERM

Ongoing stabilizing efforts of recent years in harmony with new global economic realities have laid
the foundation for macroeconomic stability and sustainability in the country. The balance of
payments improved, pressure on foreign exchange reserves abated, the external value of the
national currency stabilized and inflation expectations relatively slowed down. These positive
outcomes ensued as a result of deep macroeconomic maneuvers and a flexibly coordinated

macroeconomic policy framework.

The Central Bank, has conducted policy within the new monetary policy regime framework oriented
towards macroeconomic sustainability. The policy rate and money supply sources were regulated

in accordance with macroeconomic stability and development of the national economy targets.

The main priority of the medium term macroeconomic policy is to strengthen macroeconomic
stability and achieve sustainable economic growth, which may be realized through a closely
coordinated macroeconomic framework and a monetary policy that effectively manages
expectations. In general, the new macroeconomic stability and development platform will allow the
national economy to return to a high growth trajectory providing a background for effective

protection of the economy from external and internal shocks.

I. THE MACROECONOMIC POLICY FRAMEWORK AND THE MONETARY POLICY RESULTS
in 2017

In 2017 policy actions in response to external shocks resulted in the formation of a new
macroeconomic stability framework and improvement of the country’s external and internal

balance.

The macroeconomic policy reacted to triple slump in oil prices since the second half of 2014 with a
deep maneuver. Spending of oil revenues was optimized, the exchange rate was adjusted. The
financial sector has been going through rehabilitation and restructuring, the Financial Stability
Board (FSB) being an effective platform for macroeconomic coordination.

The external position of Azerbaijan improved in 2017. Deficit of the balance of payments of 2015-
2016 was superseded by a $1.4 billion worth of surplus over 9 months of 2017. The current
account surplus accounts for 3.8% of GDP. This surplus is not only associated with the rising
global oil prices. As a result of 36% devaluation of the non-oil real effective exchange rate of the
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manat due to macroeconomic correction and diversification measures imports have considerably
decreased over recent years in line with growth in non-oil exports, which have contributed to the
surplus of the current account. Imports of commodities decreased by 3.5%, while non-oil
commodity export increased by 31.3%. Positive trend was observed in trade and service balances.
Non-oil services deficit dropped by 2.5 times, and tourism services had positive balance. The
capital and financial flow account was also in surplus, while positive balance on direct and

portfolio investments fully covered deficit on other investments.

Surplus in the balance of payments induced increase in the country’s strategic foreign exchange
reserves — as of the end of November strategic reserves increased by 13.3% ($5 billion) compared
to the beginning of the year and reached $42.6 billion. Central Bank’s foreign exchange reserves
increased by 32% to $5.2 billion as of the end of 11 months primarily due to repayment of foreign

currency-denominated government-guaranteed loans and foreign currency backed loans.

The manat has appreciated by 4% since early year on the backdrop of prevalence of supply over
demand in the forex market, creating a downward impact on inflation expectations and
dollarization. The national currency was under additional appreciation pressure after the second
quarter amid a flexible exchange rate regime. Significant appreciation of manat might have led to

the materialization of numerous micro and macro risks.

Demand of the fiscal sector for liquidity was a critical factor stipulating an expansion in the monetary
base and affecting monetary condition amid predominance of supply over demand in the forex
market and difficulties in currency transfers to the budget. Over 11 months of 2017 money base

in manat — the main operational target of the monetary policy increased by 10.5%.

Given the poor recovery of lending activity in the economy, a considerable portion of rising money
supply was channeled to the liquid financial market, including government securities and Central
Bank’s financial tools. At short-term notes and deposit auctions held by the Central Bank as a
sterilization tool, supply exceeded demand multifold, which affected the yields on these tools. The
outstanding balance of funds attracted at deposit auctions and placement of notes jumped by 7

times.

Monetary policy tools were applied in light of inflation, inflation expectations, money supply
targets, processes in financial markets, and the transmission capacity of the monetary policy. The
Central Bank has discussed parameters of the interest rate corridor several times over the year
leaving the refinancing rate unchanged. The Bank kept standing facilities and various maturity open

market operations active (up to 7 days, 14 and 28 days etc.) to meet demand for money and
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effectively manage liquidity and developed a new list of securities accepted as collateral on
monetary policy operations and expanded the list of standing facilities and open market

operations?.

According to the State Statistics Committee, average annual inflation was 13.4% over 11 months
of 2017. Critical inflation factors include stabilization of the forex market, rise in administrative and
global commodity prices amid appreciation of the exchange rate of the manat, and changes in
supply and demand on a number of commodity groups.

Macroeconomic stability trends of 2017 paved the way to recovery of non-oil economy in 2017.
Over 11 months, non-oil GDP increased by 2.4% in real terms — trade accounted for 4.3% (including
non-oil industry 4.4% and agriculture 4.2%) of non-oil growth. According to the real sector
monitoring by the Central Bank, the business activity index is rising, confirming that non-oil

economic activity is rising compared to the previous year.

Along with the external demand domestic demand contributed to economic growth in 2017, state
budget expenditures were of critical factors affecting domestic demand. Over 11 months of 2017
government expenditures y/y increased by 11%, including double rise in capital expenditures. Final

consumption expenditures rose by 2.4% in real terms.

To effectively manage economic expectations, the Central Bank actively deployed monetary
policy’s communication tools in 2017. Decisions of Management Board’s 5 meetings dedicated to
key monetary policy parameters, accompanied by relevant comments were made public and each
release included the expected date of the next decision. The Central Bank continued its regular
analytic publications and dialogue with particular target groups. Financial education efforts also

contributed to high effectiveness of communication on the Central Bank activities.
II. POLICY DIRECTIONS FOR 2018 AND MEDIUM TERM

2018 and the medium term is critical in terms of transition to a new economic growth model and
sustaining economic growth. Safeguarding macroeconomic and financial stability over the period

will be a framework condition for sustainable economic growth and effective management of

For the list of Central Bank’s monetary tools and securities accepted as collateral in monetary policy operations
please go to ‘Monetary Policy Tools’ sub-section at www.cbar.az.
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expectations. In line with its mandate the Central Bank will underpin sustainability of
macroeconomic and financial stability — the result of the Bank’s stabilizing and balancing monetary
policy, coordinate its policy efforts with the government to maintain a single-digit inflation, and
further improve monetary policy’s strategic and operational framework to increase prospects to

influence inflation.

In view of this the Bank will conduct radical reforms allowing to shape a new macroeconomic and

financial stability platform next year and in the medium term.
2.1. THE MONETARY POLICY FOR 2018

The main goal of the Central Bank’s monetary policy for 2018 will be to further sustain
macroeconomic stability and the Bank will continue its policy oriented at decreasing inflationary

expectations.
The Central Bank shaped its monetary policy targets for 2018 in light of macroeconomic forecasts.

Scenario-based simulations show that the positive dynamics kicked off in Azerbaijan in 2017 on
key macroeconomic indicators is expected to continue. According to recent forecasts by the
government, a real growth rate will stand at 1.5% for total GDP and 2.9% for the non-oil sector.

Government demand will be one of main drivers of economic growth. State budget expenditures
are primarily intended to be increased due to investment expenditures to support non-oil growth in
2018.

The current account of the balance of payments is expected to be in surplus under forecasted oil
prices ($45). The positive effect of import substitution and export stimulation oriented decisions will
continue in the year to come and in the medium term. Capital and financial flows will be mainly

driven by capital flows related to realization of large energy projects.

In general, assessments suggest that, the forecast balance of payments and the size of transfers
from the State Oil Fund of the Republic of Azerbaijan (SOFAZ) are likely to safeguard the forex
market stability in 2018. These fundamental macroeconomic factors contribute to a long term
trend of the exchange rate of the manat. The optimized currency control applied for a long-term

stability of the forex market is also critical.

The Central Bank will continue its conservative monetary policy in 2018 in light of relative easing

in the fiscal policy with the help of the adequate monetary condition.



Parameters of the interest rate corridor will respond to indicators of the economic cycle, analyses
of inflationary risks and processes in various segments of financial markets. The Central Bank will
give priority to keeping the real level of the refinancing rate positive in light of inflation dynamics

and expectations.

The Central Bank will maintain a flexible exchange rate regime taking into account its capacity to
effectively absorb external shocks. The Bank may intervene in the forex market in a limited number
of times and size to prevent short-term fluctuations of the national currency not triggered by

fundamental macroeconomic factors.

The size of money supply will be regulated in light of economic growth and inflation forecasts,
processes in financial markets and the banking system’s liquidity position. However, the Bank will
continue tokeep focus on maintaining uninterrupted payments and covering demand of the

economy for critical liquidity as well.

To achievemonetary policy targets the Central Bank will use financial tools at its disposal
adequately to the macroeconomic stance, flexibly adjusting their quantitative parameters to the
difference between predicted and actual inflation. The Bank will keep active its various term
standing facilities and open market operations to allow banks to effectively manage their
liquidity and attain monetary policy targets. Use of tools will depend on banking system liquidity. In
case of structural liquidity surplus, the Central Bank may expand the portfolio of sterilization
operations.

The Bank will take into consideration monetary policy’s transmission capacity when taking policy
decisions, doing it in a preventive regime. The Central Bank will keep improving monetary policy
tools in response to the development of the money market. Efforts to improve a liquidity
monitoring and forecasting system allowing to effectively hit an operational target and

adequately determine tools’ quantitative parameters will continue.

Hence, the Central Bank will strive to maintain 6-8% inflation in 2018 using tools and mechanisms

at its disposal in light of government’s single-digit inflation forecast.

Certain external and internal factors may challenge attaining macroeconomic stability targets —
worsening of the balance of payments indicators in response to considerably lower than expected
global oil prices and poor economic activity in economic partners. Ongoing rise in global commodity

prices may trigger additional import of inflation. High asymmetric inflation and exchange rate



expectations (i.e. a more vexed response of economic agents to depreciated national currency and
price hikes) and fiscal deficit may undermine macroeconomic stability. Non-recovery of financial
intermediation and continuous accumulation of excess liquidity, the deeper problem of bad debts,
a more complicated situation in the sector, and risks related to financial standing of large state

owned companies may also threaten macroeconomic stability and economic growth.

The Azerbaijani Government and the Central Bank are always focused on the above risks, there is
a macroeconomic maneuver capacity for their management. The FSB will closely coordinate

macroeconomic policy decisions in the year to come too.
2.2. MEDIUM TERM POLICY DIRECTIONS

The medium term priority is to strengthen macroeconomic stability which is the key to attaining

rapid and inclusive economic growth.

In the medium term the macroeconomic policy will primarily aim low inflation — the vital
macroeconomic stability indicator. Low and forecastable inflation removes uncertainties, and allows
households and entities to take savings and investments related decisions for a longer planning

horizon.

Accordingly, the Central Bank views inflation targeting as an optimal monetary policy regime in

the medium and long term and will continue efforts to ensure transition conditions.

To develop the money market under the adopted ‘Money Market Development Program’ the
following needs to be done: i) launch an organized unsecured interbank credit market; ii) deepen
the securities market and create an interbank repo market; and iii) develop infrastructure elements
serving to the development of the interbank money market. A deeper government securities market

is critical in terms of formation of an adequate yield curve and benchmark interest rates.

The Central Bank will continue efforts to amplify cashless payments in light of its role in
strengthening the monetary policy transmission and solidify the financial sector’s resource base.
Adoption and implementation of the state program on transformation of the country to a cashless
society developed by the Central Bank may significantly improve use of the modern payment
infrastructure in the country. The Central Bank follows international processes on introduction of
block chain technologies that have become more popular recently and will realize a pilot project
that implies creation of a digital identification system in customer — bank relations in the financial

sector on the basis of these technologies.



The Central Bank will focus on effective communication to shape economic agents’ adequate

expectations, enable rational economic decision making and boost confidence in the monetary
policy.

As one of the preconditions for transition to inflation targeting the Bank will continue efforts to

increase its analysis and forecasting potential.

Fundamental conditions for safeguarding macroeconomic sustainability include the Central Bank’s
independence, higher fiscal resilience, stronger financial stability, deeper financial intermediation

and structural — institutional reforms.

Adoption of the ‘Fiscal rules under the ‘Actions plan on maintaining macroeconomic and financial
stability for 2017 and the medium term’ by the FSB will be the key in counter-cyclicality and
sustainability of the fiscal policy in medium and long term. Macroeconomic stability will be
maintained and economic growth accelerated by means of ongoing fiscal consolidation and deficit-
free budget, transition to a stimulatory tax policy, allocation of government expenditures to
economic growth and diversification (primarily to development of human capital) in medium term.
Efforts will continue on transition to a medium term expenditures framework, stronger financial

discipline in large state-owned companies and application of corporate governance standards.

The Bank will continue to work on recovery and strengthening of banks’ financial sustainability
and resolving the problem of non-performing loans (NPLs). The banking sector restructuring
program should be complemented by efforts on regulation of NPLs — dedicated mechanisms need
to be developed in light of international experience and country specifics and restrictions in this
regard. Such an all-inclusive approach may allow banks to recover their capital positions, expand

healthy credit demand, boost lending activity and support economic growth.

To activate financial intermediation, constraints that exust in the banking ecosystem need to be
eliminated and risks subdued. Along with the abovementioned factors, the implied reforms should
allow ecosystem’s available financial resources to be channeled to lending on the risk level

acceptable for the banking sector.

New generation deeper structural-institutional reforms, and further improved business-
investment environment will be critical for macroeconomic stability and private demand based

inclusive and sustainable non-oil growth. Structural-institutional reforms will allow local production



to flexibly react to aggregate demand serving to diversification of the economy, decreasing import
dependency and supporting medium term price stability.

SUMMARY

Macroeconomic maneuver and launch of the stability platform over recent years have yielded

macroeconomic stability — critical for sustainable and inclusive economic growth in the country.

To return the country to a high growth trajectory the macroeconomic policy will be more stimulatory

supported by new generation structural reforms.

The Central Bank’s main monetary policy target for 2018 and the medium term will be to sustain

macroeconomic stability as well.



