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EXECUTIVE SUMMARY

Spillover of the global economic distress to the Azerbaijani economy
continued. Slack economic growth in the global economy and main trade partners,
and lower year on year average global oil prices had implications on foreign
exchange inflows to Azerbaijan and aggregate demand.

Ongoing spillover of global economic distress challenged macroeconomic
stability.

The CBA provided critical support for macroeconomic stability by
discharging functions under its mandate.

The Bank applied the exchange rate regime, announced late in 2015, on the
backdrop of current behavior of economic growth and indicators of the balance of
payments, which allowed the exchange rate of the national currency to rest upon
macroeconomic fundamentals and contributed to protection of strategic foreign
exchange reserves. The CBA minimized interventions to the FX market over the
period.

Monetary policy decisions targeted lower inflation thereby boosting
confidence in the national currency. The Bank made critical corrections to the
parameters in response to the macroeconomic stance and forecasts with parallel
improvements to the monetary policy framework.
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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
remained slack over 9 months of 2016.
Weak aggregate demand in DDCs
translated into low consumer prices
and interest rates. Albeit slight
revival in DGCs, their prospects are
still uncertain although most DGCs
achieved slight investment activity
using low interest rates, others are
still in the course of adaptation to

low commodity prices.
Global growth.

economic growth under way since the

Fragile

beginning of 2016 was accompanied
with weak international trade and

lingering low inflation.

According to the Barclays, global
economic growth was 3.7% in
Quarter 111, 2016. Challenges of the
labor market and relatively low
productivity hindered rise in income

in DDCs. Low interest rates in high

income countries facilitate financing
opportunities for DGCs, yet shrunk
export markets preclude its maximum
benefit.

Graph 1. Economic growth, 2016, 9
months, annual, %
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US economic activity was
closer to the expected level; according
to the Barclays, growth rate stood at
25% in Quarter 1ll.  While
consumption increased due to rising
salaries and a stable labor market,
weaker FDIs and low investments to
the energy sector took output gap
down. High fluctuations in the
financial market and low investments
to export oriented sectors due to
stronger USD also had a downward
effect on aggregate demand. The Fed
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1.1 Global economic trends

left interest rates alone at its
September  meeting, since the
economy remained vulnerable and

inflation lagged behind the target.

The growth rate in the euro
zone increased to 1.3% in Quarter I,
2016 (Barclays) in the wake of mild
weather and high building and
construction works. Higher than
expected economic growth of Quarter
| was replaced by slightly abated
growth rate, owing to low domestic
consumption and investment activity
starting from Quarter Il. The ECB
revised inflation forecast down for the
upcoming period, though it continues

the accommodative monetary policy.

Albeit short-term shocks in
stock markets accross the globe due to
the UK Brexit vote, it will take time
to assess its impact on investor

confidence in the long run.

Whereas the unexpected high
growth rate in Japan in Quarter |

slowed down a little later, it reached

1.1% in Quarter [l (Barclays).
Supposedly, consumption driven high
output growth early year was an
extreme case given recent trends. Low
market interest rates and inflation
slowed foreign (corporate) investment
inflows, while the yen, appreciated
since the early year, and shrunk

foreign demand contracted exports.

In Quarter 111 growth stood at
6.3% in China, the key locomotive of
the global economy, which is close to
policy targets. It is the result of the
investment oriented fiscal policy and
credit expansion started from the
previous year. Forecasts suggest that
China will continue rebalancing from
investment to consumption and from
industry to services by strengthening
social protection and liberating the
service sector. Although opinions on
artificial depreciation of the exchange
rate.  of yuan weaken investor
confidence, the government removed
certain concerns by active

communication. Nevertheless, high
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1.1 Global economic trends

corporated debt and related risks
exhibit that prospects for the Chinese

economy are vague.

DGCs experienced a stable
economic growth in Half Il, 2016, but
it was uneven across regions. Overall
situation in European DGCs is stable,
the situation is a bit complicated only
in Turkey after the July coup attempt.
Whereas the Chinese rebalancing
policy impacts its main trade partners
(primarily those exporting industrial
raw materials to China), the Asian
economies are  reviving.  Big
countries, like Brazil and Russia, that
face great recession, are considered to
hit the bottom. The economic stance
in the Middle East became more
complicated due to lingering
geopolitical conflicts and low oil
prices. Weak infrastructure in North
and Central Africa, lingering internal
conflicts and

military currency

shortage were accompanied by

economic  downturn.  Aggregate
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economic growth was positive in the

CIS (excluding Russia).

Global employment though
slumped from its highs, yet is higher
than the pre-crisis lavel in most
countries. Overall, unemployment in
DDCs varies (higher) by less than 1%
compared to 2007.

According to the Eurostat,
unemployment in the EU stood at
8.5% (y.0.y. 9.2%) in September. The
lowest unemployment was recorded
in Czech Republic and Germany (4%
and 4.1%), while the highest in
Greece and Japan (23.2% and 19.3%).
At the same time, youth
unemployment year on year decreased
1.8 p.p. to 18.2%.



1.1 Global economic trends

Graph 2. Unemployment rate, %
(seasonally adjusted)
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Unemployment in the USA
remained stable at 5%.
Unemployment in Japan decreased
0.4 p.p. to 3.0%, while it slightly

increased to 4.05% in China.

Global commodity prices and
inflation. The IMF estimated that
global commodity prices rose 12.6%,
the food price index rose 6%, and fuel
prices rose 17.8% over 9 months.
While metal prices year on year
decreased 1.3%, they increased by
13.4% compared to early vyear.
Ongoing accommodative monetary
policy by major central banks and

shrinkage of income margin in capital

markets triggered high demand for
gold as an alternate investment,
resulting in 23.6% hike in gold prices

(1 ounce) relative to early year.

Graph 3. Price indices, % (2010=100)
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Oil prices have started to
recover since the beginning of Quarter
Il after hitting historical lows of
recent 10 years in January 2016. Over
Quarter 111 average price for Brent oil
stabilized around 50$ per barrel. On
September 28 OPEC countries came
to an initial agreement at an informal
meeting in Algeria to reduce output to
about 33 min bpd from 2017 onward.

Details of the agreement, as well as
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1.1 Global economic trends

quotas per country will be decided at

the next OPEC meeting in November.

Graph 4. Oil market
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According to the US Energy
Information Administration (EIA),
average prices for Brent oil are
expected to stand at 43% in 2016, and
51% in 2017. IMF outlook for 2017 is
52%, while revised WB outlook is
55%.

Revived global commodity
prices influence inflation as well. As
previously noted, while high oil prices
caused cost inflation in DDCs, slight
strengthening of exchange rates in
DGCs halted imported inflation.

Accordingly, as of the end-Quarter IlI

inflation stood at 2% in the USA,
0.4% in the euro zone, and 0.2% in

Japan.

In total, inflation in many
countries has hit historical lows in
recent years. Analysis of inflation
rates of 120 countries suggested that
inflation rates in 85% of them are
below long-term expectations, while
in 20% it is deflation. The core
inflation, that excludes waverings in
energy and food prices, also has been
lower than central bank targets in a

number of DDCs over recent years.

The financial market and the
monetary policy. Asset prices and risk
appetite elevated after the Brexit vote.
In August the US stock market hit
historical record high, other DDCs
also posted growth. However, this
failed to translate into growth of bank
shares. Hence, in countries with a
sensitive banking sector like Portugal
and Italy banks’ balance challenges
became more pronounced. At the

same time, forecasts on longer term
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1.1 Global economic trends

low interest rates  amplified

expectations related to drops in banks’

future profitability.
Graph 5. Dynamics of global financial
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To eradicate  uncertainties

dominating  in  post-referendum
markets, the Bank of England reduced
the refinancing rate meanwhile
stabilizing expectations to some
extent. Over 9 months the Dow Jones
index rose by 5.1%, while the FTSE
Eurofirst decreased by 6.2%, and the
Nikkey by 13.6%, indicative of the
fact that there are more challenges in

European and Japanese markets.

Graph 6. Bilateral exchange rates against
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Although interest rates slightly
rose in September, real yield on
government bonds remains negative
in a number of DDCs. On the other
hand, although growth decelerated in
the USA and the euro zone, the size of
loans to non-financial companies and

individuals is expanding.

No serious changes were
witnessed between the USD and the
euro in real terms this year. The
British pound and the Japanese yen
were the most volatile currencies in
2016 — the pound sterling depreciated
by 13% after the Brexit, while the yen
appreciated by 19%. Of DGCs, the
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1.1 Global economic trends

Chinese yuan, the Ukraine hryvnia,
and the Iranian rial depreciated
gradually. Exchange rates of raw
material exporters — the Russian
ruble, the Brazilian real and the South
African rand appreciated over the said
period, due to relative gains in prices
for raw materials, as well as more
optimistic ~ opinions  related to
economies of DGCs in financial
markets amid low interest rates in

DDCs.

Prospects. The IMF’s global
growth forecast for 2016 is 3.1%,
lower than the one issued early year.
Forecasts were revised down due to
lower than expected growth in DDCs

and the Brexit vote.

DGCs are expected to post
4.2% growth (34 of global growth) in
2016 after five-year slack economic
behavior in a row. Revival expected
in the global economy in 2017 will be
driven by upsurge in DGCs. However,
projected economic growth being not

homogenous largely varies across

regions. Albeit broader access to
lending, DGCs

prospects fall behind the pre-crisis

foreign growth
periods, due to (i) lower growth of the
Chinese economy; (ii) lingering
adaptation of a number of raw
material exporters to low prices; (iii)
low demand in DDCs; (iv) political
instability in certain countries, and (V)

geopolitical tensions.

Graph 7. Global growth forecasts for
2016, %
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Current  economic  growth
behaviour of DDCs lags behind the
pre-crisis level. Possibly, some raw
material exporters (particularly those
that made critical interventions to

exchange rates) have left the most
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1.1 Global economic trends

acute part of the crisis triggered by

slump in raw material prices behind.

Risks. The major risk for the
global economy is rising political
discord and popularity of the
protectionist policy. Rising concerns
related to jobs and salaries as a result
of high international competition in
the labor market amid slack growth
strengthen  conservative  political
approaches, possibly to have an
adverse effect on integration and

internatonal trade.

Another risk for the global
economy is economic downturn in
DDCs. Weak global growth rises the
probability of long-term contraction
in aggregate demand. At the same
time, longer low inflation rate period
may result in low consumption and

weaker growth.

Ongoing rebalancing in China
and its global implications are still a
live issue. High share of lending in

GDP, also lack of robust actions to

resolve the challenges, like private
sector debt and weak management in
public enterprises impede stable

regulation.

Despite  improved financial
stance of DGCs in recent months, a
number of big countries still face
financial system vulnerabilities. High
corporate debt, low profitability,
banks’

necessity for raw material exporters to

balance risks, and the

restore policy buffers weaken investor

confidence in them.

Policy recommendations.

International  financial institutions
recommend benefiting from the fiscal
policy and structrual reforms along
with monetary policy tools to fight
deflation and increase total output.
Even on the backdrop of fiscal
consolidation, the regulated structure
of income and expenses may
contribute to short-term economic
growth and long-term expansion of

production.
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1.1 Global economic trends

Elimination of the adverse

impact of economic  changes,

emerging from technological
development,  globalization  and
similar reasons, on allocation of
income requires dedicated actions.
Investment to education, launch of
more advanced protection system and
progressivism of the tax system to
develop skills in response to the
requriements of the existing labor
market may make people from every

strata more sustainable to the crisis.

Impediments to expand

international  trade contain  the
capability of low income countries
and raw material exporters to
formulate new export models and
decrease income inequality with
DDCs. It also hinders the rise in the
global output scale, international
exchange of skills and new-tech, as
well as deepening of global
investment. Along with the above, it
resolve

is critical to globally

important social challenges, like

international ~ migration,  climate
changes, contagious diseases, safety
and security, corporate taxes and

financial stability.
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13



1.2. Azerbaijani external sector developments

1.2. Azerbaijani external sector

developments

The foreign economic position
of Azerbaijan was affected by slack
economic growth in the global
economy and key trade partners and
ongoing price falls in global energy

markets over the past period of 2016.

According to the State Customs
Committee (SCC), foreign trade
turnover amounted to USD 12.7 B,
where exports account for USD 6.5 B,

and imports account for USD 6.2 B.

Graph 8. Trade balance, USD B.
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Over the period Azerbaijan

traded up with 174 countries.

Graph 9. Main trade partners, 2016, 9 months, %
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EU countries account for 37%
of trade turnover: Italy 31%, Germany
16%, France 12%, and Czech
Republic 6%.

CIS countries account for 15%
of trade turnover: Russia 71% and
Ukraine 12%.

Other countries account for
35% of trade ties: China (14%),
Taiwan (12%), the USA (9%) and
Israel (9%).

Export of commodities dropped
33.8% over the reported period,
primarily in the oil sector, which has a
considerable share in exports. Export
decreased 31% on crude oil and 54%

on oil products.

Monetary Policy Review e January - September 2016

14



1.2. Azerbaijani external sector developments

Graph 10. Change in export of
commodities for 2016, 9 month, over
previous year, %
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Exports  of  fruits  and
vegetables, cotton yarn, aluminium,
ferrous metals and products posted
growth — fruits and vegetables 33.3%,
cotton yarn 45%, aluminium 14.9%,
and ferrous metals and products about

3 times.

Key export partners were: ltaly
(18.2%), Turkey (12.9%), Taiwan
(7.9%), Germany (7.4%), France
(6.6%), and Israel (6.1%).

Import of commaodities dropped
by 5.9%, including a 24.4% drop in

the public sector over 9 months.

Russia accounts for 17.7%,
Turkey 13.4%, China 8%, Great
Britain 6.4%, the USA 5.5%,
Germany 4.6%, and Italy for 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
cement, tobacco products, vehicles

and their parts.

Graph 11. Change in import of products
for 2016, 9 month, over previous year, %
15.0

5.0 1

50 - ' ' ' N B B
-15.0 - 73 67

-25.0 A

-35.0 1 -29.2
-45.0
-55.0 -

~
~
o
'
N
w
o)
w
>
o

000eq0] _'
sured pue sajoIysA
Wwawa) _'
sonnadewaeyd
Jeaym
[eotueyos|p
pue A1aulyoep

Source: SCC

The situation in economic trade

partners  affected dynamics of

remittances to the country along with
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1.2. Azerbaijani external sector developments

non-oil exports. According to initial
data, remittances constituted USD
585.5 M.

Graph 12. Inflow of remittances, M.$
2016 9 month (first -
estimation) 586

2014 9 month 159
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FDI inflows by

enterprises and

foreign
organizations
continued over the period as well.
According to the SSC, the size of
direct investments from foreign
sources constitued AZN 6.3 B
equivalent (60.9% of total FDISs).
Foreign investments increased by
25.8%.

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

international organziations.

Country’s  strategic  foreign
exchange reserves were maintained at
a critical level. As of end-Quarter 111,
2016 strategic foreign exchange
reserevs made up USD 385 B,
sufficient to cover 29-month import of
goods and services, exceeding
country’s foreign debt by 4.3 times.
The scale of strategic FX reserves
prevails the size of expected GDP at

year-end.
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2.1. Aggregate demand

II. MACROECONOMIC
PROCESSES IN AZERBAIJAN

2.1. Aggregate domestic demand

New trends in key domestic
demand components weighed on

economic growth in Quarter 111, 2016.

Final consumption expenditures
year on year rose by 13.3% in
nominal terms, while the real growth
rate of consumption expenditures was
1.9%.

Nominal final consumption
expenditures was AZN 258 B
(78.6% of household income). Every
consumer purchased on average AZN
315.3 worth of commodities and
services monthly (y.o.y. rise AZN
35.7).

Graph14. Dynamics of final consumption
for 6 months, over previous year, %,
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The size of goods and services
sold in the consumer market to meet
consumer demand increased 1.9% to
AZN 27.3 B.

Retail trade turnover increased
by 2.3% to AZN 21.1 B. Retail trade
products

turnover on non-food

amounted to AZN 10.6 B.

Consumers spent 49.8% of their

funds on food, beverage and tobacco.

Table 1. Share of spending items in trade

outlets over 9 months of 2016, in %.

Spending item Share, in %
9 9
months, months,
2015 2016
Food, beverage and 50 49.8

tobacco
Knitwear, clothing and  18.1 17.6
shoes
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2.1. Aggregate demand

Electric appliances and 6.1 6.6
furniture

Computers,  telecom- 0.8 0.8
munication equipment

and other

Pharmaceuticals  and 1.2 1.4
medicals

Fuel 6.5 5.7
Other non-food staff 17.3 18.1

Source: SSC

Every  consumer  monthly
purchased on average AZN 121.2
worth of food, beverage and tobacco
and AZN 122.2 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 3.2%
(y.0.y.).
Catering turnover rose by 1.8%,

and paid services to the population
rose by 0.6%.

Consumer demand was driven
by the rise in population’s nominal
income — population’s income rose by
8.7% in nominal terms. Per capita

income increased by 7.4%, while

population’s  disposable  income

increased by 8.9% to AZN 29.7 B.

Nominal average  monthly
salary year on year increased by 6.2%

to AZN 488.7 in January — August.

Bank loans to households, one
of the components of consumer
demand, have dropped by 26.1%
since early year. The consumer
lending portfolio constituted AZN 6.2
B.

The population  channelled
AZN 3.1 B (9.6%) of income to

savings.

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

AZN 10.6 B over 9 months of 20161

Following the economic
classification, over 9 months 42.5 %
(AZN 4514 M) of state budget

expenditures were channelled to

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

Monetary Policy Review e January - September 2016

18



2.1. Aggregate demand

social spending (the salary fund,
pension and allowances, drugs and
food) (y.o.y. rise 9.9%, or AZN 406.6

M).

Investment expenditures.
Investments to the economy made up
AZN 10.3 B — AZN 6.5 B to the oil
sector, and AZN 3.8 B to the non-oil
sector. The public sector accounts for
29.6% (y.0.y. 31.6%), and private
sector for 70.4% (y.o.y. 68.4%) of

total investments.

39.1% of funds channelled to
fixed capital stemmed from domestic,

while 60.9% from foreign sources.

Table 2. Investment sources

9 9
months, | months,
2015 2016
Funds_ of gntltles and 69.4 717
organizations
Bank loans 5.6 9.8
Budget funds 18.7 13.4
Off-budget funds 1.8 1.1
Population’s own 39 38
funds
Other funds 1.3 0.2
Source: SSC
Funds of entities and
organizations prevailed in total

investments over the reported period
(71.7%).
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2.3. Inflation

2.2. Aggregate supply and employment

Economic growth kept pace
with aggregate demand over 9 months
of 2016.

Economic growth. According
to the SSC, GDP decreased by 3.9%
in real terms to nominal AZN 43.4 B.
Per capita GDP made up AZN
4512.5.

Graph 15. Economic growth, over
previous year, %
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The value added in the non-oil
sector was AZN 28.5 B with a 65.7%
share in GDP.

Over the reported period
agriculture, forestry and fishery, trade,

communication, tourism and catering

posted growth, while construction and

transportation declined.

Graph 16. Sectoral growth of economy
for 2016, 9 months, over previous year
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Source: SSC

The mining industry extracted
31.2 M tons crude oil, 13.8 M m3
natural gas. Oil extraction dropped by
0.3%, while gas extraction rose by
3.8%.

The non-oil sector posted a

3.6% growth over the period.

Employment. As of the end-
period economically active population
was numbering 4978.3 thousand
persons, of which 95% was engaged

in various sectors of the economy.
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2.3. Inflation

Graph 17. Employed persons, end of
period, in thousands
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According to the SSC, the
number of hired labor was 1520.2
thousand persons as of September 1,
2016.

22.8% of the hired labor in
enterprises and organizations was
engaged in production, of which 6.8%
in construction, 6.9% in processing
and 3.1% in agriculture. 77.2% of the
hired labor was concentrated in

services.
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2.3. Inflation

Inflation was mainly driven by

cost factors over 9 months of 2016.

Consumer Price Index (CPI).
According to the SSC, average annual
inflation was 11.2%. The CPI
components — average annual food
price increase was 12.7%, non-food
prices - 15.9%, and services rose by
5.2%.

Graph 18. Average annual inflation, %
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The diffusion index, which
reflects changes in the number of
products and services with increasing
and decreasing prices in the consumer

basket, varied across months.

Graph 19. Scale of inflation
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information

Over the nine months, out of
total 561 goods and services, prices
for 22 have decreased, while prices
for 39 remained unchanged.

The NEER,

expectations and swings in global

inflation

commodity prices had an upward
effect on prices, while government
regulation on certain groups of goods
and VAT exemptions, as well as
changes in money base had a

downward effect.

Estimations display that the
depreciated NEER made a 5.5 p.p.

Monetary Policy Review e January - September 2016

22



2.3. Inflation

contribution to

inflation (11.2%) over 9 months.

average annual

Regulation of prices for
medicinal products by the government
resulted in drops in prices for
pharmaceuticals. The Tariff (price)
Council approved prices for 2557
drugs on June 30, 2016. Prices for
these newly regulated drugs dropped
considerably. Accordingly, prices for
29% of medications decreased over
twofold, 11% over threefold. Overall,
prices for 90% of drugs were reduced
compared to existing prices. The
Tariff Council adjusted retail and
wholesale prices of total 9632 drugs
(99% of state registered medicinals)
in light with trademark, drug facts,
dosing, pharmaceutical form,
packaging, number of packs, and

manufacturing country.

Average annual core inflation
adjusted for regulated prices and
seasonal factors was 12.5% in January

— September.

Graph 20. Average annual 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,
yet some sectors witnessed drops in

expectations.

The CBA’s regular RSM
revealed that price expectations
dropped in metallurgy, sale of

furniture, and postal services.

Producer Price Index.
According to the SSC, in January —
September the PPl increased on
industrial products and transportation

services and decreased on agriculture
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2.3. Inflation

and communication. The PPl rose
16.4% over 9 months. Price increase
was 18% in mining, 10.8% in
processing, and 7% in production,
allocation and supply of electricity,
gas and steam. Prices in mining were

driven by the rise in oil prices.

Graph 21. Annual average change in PPI
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Agricultural producer prices
dropped by 5.3%, mainly driven by
13.4% cheapening of plant products.
Prices hiked 1.7% on animal and
5.1% on fish and fishery products.

Tariffs  for  transportation
services year on year increased by
26.1%, attributable to 34.4% rise in
cargo  services.  Communication

services cheapened by 8.7%.
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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 9 months of 2016 the
exchange rate of manat was
determined under the new regime
announced by the CBA in line with
balance of payments trends at the end

of the previous year.

The FX market diminished in
size year on year — USD denominated
transactions decreased by 2.8 times,
while EUR denominated transactions

decreased by 2.7 times.

Graph 22. Turnover in FX market, B.
currency unit
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85% of transactions in the FX

market was conducted in USD, while
15% in EUR.
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The Interbank FX Market
accounts for 60% of currency
transactions, while the Intra-bank FX
Market accounts for 40% of them.

53% of USD denominated
transactions at the Interbank FX
Market relates to the regulation of
banks’ currency position. 93% of
transactions at the Intra-bank FX
Market comprises of currency sales to
legal entities.

The signs of diminished FX
market was also seen in cash FX
market. In January — September net
cash sold by banks in USD
(difference between buy and sell
amounts) year on year decreased by
25 times to USD 281 M, while EUR
transactions decreased by 3.3 times to
EUR 193 M.

The diminished size of the FX
market was driven both by demand
and supply factors. Low import of
goods and services, as well as
slowdown in dollarization compared
to the previous year contributed to

low demand for foreign exchange.
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3.1. The FX market and the exchange rate of manat

The CBA

operational framework commensurate

applied an

with the new exchange rate regime it
had announced. The Bank made
minimum interventions to the FX
market. The State Oil Fund of the
Republic of Azerbaijan (SOFAZ) also
sold currency at CBA initiated
auctions —USD 4 B worth of foreign
exchange over 9 months.

Graph 23. Oil Fund's FX sales, M. USD
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The CBA held

auctions several times a week upfront

currency

informing market participants on
parameters at the Bloomberg terminal.

The Bank held total of 88
currency auctions over 9 months.
Parameters of auctions were flexibly
adjusted to the FX market. The Bank

also improved the mechanism of
auctions.

At the end of September the
CBA introduced a new double auction
mechanism  for  the  banking
community, which allows market
participants to place orders in both
directions (both buy and sell). Both
buyers and sellers may place currency
orders at an exchange rate announced
by the organizer at these auctions.

The Interbank FX Market also
operated on a regular basis on non-
auction days over the reported period.
The size of Interbank FX Market’s
off-auction buy and sale transactions
tended to rise.

The new exchange rate regime
allows the CBA to maintain a critical
level of reserves. As of 1 October
2016 CBA’s
reserves stood at USD 4.1 B,

foreign  exchange

exceeding internationally set
sufficiency rates (coverage of three-
month import of goods and services,
ratio to money supply in a national

currency etc.).
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3.1. The FX market and the exchange rate of manat

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).
The CBA has been announcing an
official exchange rate for the
following business day since the
beginning of the year.

Manat reacted to supply and
demand in the FX market with several
waves of appreciation and
depreciation.

Whereas as of end-2015 the
exchange rate of USD against manat
was AZN 1.5594, it peaked at AZN
1.6456 on 11.03.16, and plunged to
AZN 1.4900 on 25.05.16. Although
the exchange rate of USD appreciated
again at the beginning of September,
it tended to depreciate over the

remainder of the month.

Graph 24.Exchange rate of USD/AZN
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As of the end-period USD

appreciated by 4%, and EUR
appreciated by 6.7% against manat
compared to early year. Average
daily exchange rate of USD against
manat was AZN 1.57 over the
period.

The behavior of bilateral
exchange rates influenced that of
multilateral exchange rates. Total
trade weighted REER of manat on the
non-oil sector depreciated 21.4%,
primarily  driven by  25.8%
depreciation of the NEER.
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3.1. The FX market and the exchange rate of manat

Graph 25. Dynamics of REER
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Source: CBA
The depreciated REER

contributes to import substitution and

export stimulation
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3.2. Monetary policy tools

3.2. Monetary policy tools

Decisions relating to
monetary policy tools rested upon
evaluation of inflationary risks and
boost of trust in manat. The CBA also
mobilized efforts to formulate a policy
regime and operational framework
allowing sustainable medium term

price stability.

Given macroeconomic
forecasts, the CBA made critical
corrections to interest rate corridor
parameters on its liquidity operations
to boost trust in the national currency,
promote manat denominated deposits,
and improve monetary policy tools in
response to the situation in the money
market. The CBA Management Board
decided to stepwise shift the
refinancing rate to 15% from 3%, the
interest rate floor to 12% from 0.1%
and the ceiling to 18% from 5%.
Interest rate corridor related decisions
were taken in light of the
macroeconomic stance and yield on

government securities.

Graph 26. Parameters of interest rate
corridor, %
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The CBA also decided to extend
maturity of liquidity injections and
absorptions at interest rates within the
floor and the ceiling of the interest
rate corridor. Banks may initiate 1 - 7
day repo/counter repo operations
(monetary policy tools used to place
and attract funds) in an unlimited
short-term

manner to Manage

liquidity.

In June 2016 the CBA initiated
deposit auctions to sterilize liquidity

in the national currency. The Bank
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3.2. Monetary policy tools

held 13 auctions over the period,
attracting AZN 555 M worth of
with  8.95%

weighted interest rate. Balance of

deposits average
funds attracted at deposit auctions
amounted to AZN 109 M as of end-
September. The goal of deposit
auctions is also to develop the money

market meanwhile

policy

improving the
monetary operational

framework.

The Bank also applied reserve
requirements to regulate the size of
money supply and banking system

liquidity.

To reduce dollarization and
make the banking sector financially
more stable, the CBA Management
Board at the decision of 3 March
2016 moved the reserve requirement
on banks’ foreign currency
denominated liabilities to 1% from
0.5%, decreasing liabilities to the non-
and for

resident financial sector

settlements with international

financial institutions to 0% from 0.5%

leaving

national

reserve

currency

requirements  for

denominated

liabilities, and liabilities in precious

metals unchanged.

Table 3. Reserve requirement, %

Rate on attracted liabilities

in foreign
currency and
precious metals

in manat

from non-
resident
financial secor

01.05.2011

2

2

01.07.2011

3

3

01.08.2014

2

2

01.03.2015

0.5

0.5

30.12.2015

0.5

0.5

03.03.2016

1

0

Source: CBA

Banks

reserve requirements related reports in

started to compile
line with the new norms from May
onward and maintain their reserves

under the new norm from June 2016.

Monitorings exhibit that total
of banks’

accounts with the CBA considerably

balances correspondent
exceeded the size of funds to be

maintained as required reserves

accross all months of the period.
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3.2. Monetary policy tools

Table 4. Changes to CBA’s monetary policy

tools

Decisions

e Interest rates raised on liquidity operations: ceiling shifted to 18% from 15%, floor to 12% from 4%, the
refinancing rate to 15% from 9.5%;

e Framework tools’ maturity extended from 1 to 7 days;
Reserve requirement changed: rate on foreign currency denominated liabilities to 1% from 0,5%, on
settlements with non-resident financial sector and international financial institutions to 0% from 0,5%;

o Deposit auctions launched: 13 auctions since June.

Outcomes

o Inflationary pressures smoothed:
o  CBA’s liquidity sterilization capacity is higher;
o Low demand for CBA'’s liquidity support;
o Promotion of higher interest rates on national currency denominated deposits;
o Less dollarization;
¢  Financial stability maintained in the banking sector.
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3.3. Money supply

3.3. Money supply

The behavior of money supply
reacted to macroeconomic policy
actions to subdue inflation and lesser

dollarization versus the previous year.

The money base in the manat
decreased by 1.3% to AZN 6810.3 M
as of end-period. Drivers of the
money base — cash money supply in
circulation (cash outside the banking
system and in bank vaults) rose by
14.3%, while correspondent accounts

in the manat dropped by 59%.

The money multiplier? of the
banking system (ability to create
money) increased by 16.4% to 1.46.
As a result, growth of money supply
in the manat exceeded that of the

money base.

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

Graph 27. Money multiplier in AZN
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Broad money supply in the
manat (M2) increased by 14.8% to
AZN 9966.4 M as of end-period.

Graph 28. Change in money supply over 9
9 6months of 2016, %
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The Dbehavior of cash money
supply, savings of individuals and
deposits of legal entities varied in the
structure money supply in the manat —
cash money supply increased by 19%,
savings of individuals increased 0.4%,
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3.3. Money supply

while deposits of legal entities
increased by 19.8%.

Table 5: Money aggregates, min.

manat

01.01.15 01.10.15 01.01.16 01.10.16

MO 10150 5457 4776 5683
ML 12830 7189 6807 8346
M2 17436 9369 8678 9966
M3 21566 17684 21287 = 20134
Source: CBA

The maturity structure of

deposits in the manat also changed.

Graph 29. Maturity structure of deposits

in 2016, AZN M.
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Term deposits in the manat
dropped by 9%, while demand
deposits increased by 25.6%.

Broad money supply (M3)
decreased 5.4% to AZN 20134.2 M.

Decline in M2

aggregate in contrast to M3 money

money

aggregate is attributable to the drop in
foreign currency denominated savings

and deposits.

Dollarization of bank deposits
subdued for the year up to date.
Whereas foreign currency
denominated savings and deposits
accounted for 59.2% of M3 money
aggregate early year, their share was

50.5% as of the end-period.

Graph 30. Dollarization, %
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3.3. Money supply

Source: CBA

While foreign currency
denominated deposits accounted for
76.4% of total savings and deposits
early year, they account for 70.4% as

of the end of 9 months.

Whereas savings of individuals
in manat increased by 0.4%, their
foreign currency denominated
deposits decreased by 20.7%. As a
result, the dollarization of savings of
individuals has dropped to 81.7%

from 85% since early year.
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