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EXECUTIVE SUMMARY

Over 2014 the Central Bank of the Republic of Azerbaijan implemented its
monetary policy amid slack and uneven global economic growth accross regions,
sharp fluctuations in commodity markets, changes to the geography of capital
flows, persisting global financial stability risks, and ongoing economic growth and

diversification in the country.

Dynamic growth in the economy continued, the current accounts surplus and
the level of strategic foreign reserves rose in the reporting year on the backdrop of

complex global environment.

Over the reporting year the Central Bank pursued an adequate policy,
keeping under control the factors affecting macroeconomic and financial stability.
The Central Bank targeted low inflation, and maintenance of the banking —
financial system stability, and promoted further financial intermediation. Central

Bank achieved macroeconomic stability and low single-digit inflation.
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1.1. Trends in the global economy

l. GLOBAL ECONOMIC
ENVIRONMENT AND
EXTERNAL SECTOR

Global economic growth, which is
expected to moderately accelerate
despite deeper geopolitical escalation,
high volatility and uncertainty in
commodity markets and fragile financial
stability risks, continued in 2014 as well

though at a lower than expected pace.

1.1 Trends in the global economy
According to the preliminary
estimate, global economy increased by
3.3% in 2014 at the same rate as
previous year. Growth forecast, having
been revised a number of times over
the year, realized at a lower than

expected rate.

DDCs grew by 1.8%, 0.5 p.p.
higher than the previous year, while
DGC growth decreased to 4.4%, 0.3

p.p. lower than previous year.
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Chart 1. Global economic growth,
annually-seasonally adjusted, %
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Source: IMF

Among DDCs the USA (2.4%),
Great Britain (2.6%) and Canada
(2.4%) posted relatively high growth.

The economic activity in the
USA was higher than expected in the
reporting year. Increase in
employment and steady inflation
mark positive dynamics of the US
economy. Drop in prices for energy
carriers and postpone of monetary
tightening for a certain time fuel

revival of private demand.

The US Fed left the key anchor
of the monetary policy — the

refinancing rate unchanged at a 0.25%
5



1.1. Trends in the global economy

level over the year. Monthly liquidity
support is reduced to USD 15 bhillion.

Japanese growth is estimated to
be 0.1%, which indicates that the
economy failed to leave behind the
difficulties caused Dby the crisis.
Weak aggregate demand is still
challenging the Japanese economy.
The expansive fiscal and monetary
policy within Abenomics failed to
fully realize the capacity to revive

private demand.

In the euro zone growth slowed
down to lower than expected 0.8%. A
weak investment activity, deflationary
trends and expectations negatively
growth.  The

European Central Bank lowered the

affect economic

refinancing rate twice to 0.05% over
the year. Weak investment activity at
low interest rates anticipates structual
and institutional problems and high

risks in the region.

Weak growth in DGCs relates
to the dynamics in China, Russia and

a number of other resource exporting

countries. Chinese economic growth
IS negatively affected by shrunk
external demand and a low domestic
investment activity. Weak economic
growth in China was accompanied by
weak dynamics in resource exporting
countries of the region. Stable growth
in India is explained by revival of

domestic trade due to low oil prices.

Weak global growth is also
reflected in the dynamics of
employment. Unemployment is 5.6%
in the USA, 11.4% in the euro zone

and 3.4% in Japan.
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1.1. Trends in the global economy

Box 1. What is “Abenomics”?

“Abenomics” is the policy framework offered by the Prime Minister of Japan Shibzo Abe, which
combines various economic policies. The term “abenomics” is made of Abe and economics and
includes 3 key elements: loose monetary policy , expansive fiscal policy and structural reforms.
The goals of these reforms are to end deflation, achieve high rates of sustainable growth and

stop government debt growing.

Both policy makers and economists have ambiguous opinions on potential implications of
the policy framework. Though the efforts taken are successful in short-run, they are not
likely to be succcessful in long-run. The IMF estimates that there is a risk of failing to hita 2%
inflation target in 2015. The target will not be met without more fiscal policy stimulus, which
will jeopordize the fiscal condition of the country and create risks on other targets. Although
high taxes lead to fiscal sustainability, they can slow economic growth and lower inflation
expectations. The IMF estimated implications of Abenomics under 2 scenarios (complete and

incomplete). It forecast real GDP, inflation and the net debt to GDP ratio.
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1.1. Trends in the global economy

a) Complete Abenomics scenario: Amid high economic growth increased inflation
expectations shift inflation to 2% in 2015. Economic growth related reforms and fiscal
consolidation mutually reinforce. GDP exceeding the pre-Abenomics level becomes
substantially higher, while public debt starts to fall.

b) Incomplete Abenomics scenario: In this environment policy makers need to attract
additional fiscal resources to close the output gap and boost inflation in the medium term.
But this fiscal support cannot be realized initially due to debt burden. Under this scenario,
economic growth would lag behind pre-Abenomics baseline, and a 2% inflation target would

be missed.

How the world economy would be affected: Estimations suggest that Abenomics
have low negative impact on the world economy. The negative impacts which are 0.1 - 0.2
p.p- of GDP are limited mainly to China, Germany and Korea. Should Abenomics be
successfully and completely implemented, it will have net positive spillovers to the world
economy in long-run. In sum, additional policy stimulus are needed to bring inflation up to

2%.

Source: Abenomics: Risks after early success? Global prospects and policies. WEO, IMF,

October 2013
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1.1. Trends in the global economy

The highest unemployment in
the euro zone is in Greece (26%),
Spain (24%) and Croatia (16%), while
the lowest is in Austria (4.9%),
Germany (4.8%) and Luxembourg
(5.9%). Unemployment among the

youth remained high over the year.
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According to the ILO, 48% of
global employment comes from
vunerable employment, which
increases sensitivity to the global
cycle. On the other hand, 39% (1.2
billion  persons) of employed
population daily earn below USD 2.
The organization predicts that if

current global growth rates persist the

number of the unemployed accross
the world will have shifted to 212
million from 201 million by 2019. To
recover the pre-crisis level of global
unemployment, 280 million new jobs
are needed to be created in upcoming

5 years.

Weak global growth affects
FDI flows. In 2014 the FDIs went

down about 8%.

Chart 3. Global FDI flows, billions of
usD
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Over the reporting period, the
share of DGCs in global FDI flows

was 56%. 4 of top 5 countries in terms
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1.1. Trends in the global economy

of FDI inflows are part of DGCs.
China received USD 128 bhillion
worth of FDIs in 2014, the highest

indicator in the world.

Given current processes the
IMF revised global growth forecast
for 2015 and 2016 down by 0.3 p.p. in

its recent release.

Chart 4. Global growth projec'iic%ns,

Global Advanced Emerging

m2015 m2016
Source: IMF
The USA is the only country of

DDCs, whose growth forecast was

revised up by the IMF.
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1.2. International trade and commodity markets

1.2. International trade and commodity
markets

Shrinking aggregate demand,
weak investment and consumer
activity cause low global commodity

prices and high deflation trends.

Although 6 years have passed
since the onset of the recent global
economic crisis, global trade is
expanding slowly. According to the
IMF, in 2014 global commodity and
services trade rose 3.1%, which lags
behind the economic growth rate by
0.2 p.p. Trade grew 3% in DDCs,
while it rose 3.6% in DGCs. The
share of resource rich countries in
trade is significantly declining. Efforts
of countries to compensate low
economic growth with protectionist
policies negatively affect global trade.
The European Commission estimates
that some countries have taken 850
various protectionist actions since
2008.

In 2014 prices in global
commodity markets were prone to

decline. Starting from the second half

of the year prices for energy, metal
and minerals, agricultural price

indexes decreased.

Over the period the commodity
price index dropped 29%, while the
food price index dropped 6.4%.
Negative  price
attributable to both demand and

dynamics s

supply factors.

Chart 5. Commodity and Food
Price Index, 2005=100
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As of the end-period the price
for Brent crude oil declined 43%
relative the early year, while the
average annual prices was USD 99,
9.2% lower than in 2013 (USD 109).

Monetary policy review e January - December 2014
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1.2. International trade and commodity markets

Chart 6. Brent Oil Prices,
barrel/$
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Whereas higher military -
political tension in key exporters
increasingly affected oil prices, lower
global demand, peak oil extraction by
the OPEC and production of shale oil
in the USA had a decreasing effect on
it.

Oil prices have gone down over
30% within 6 months 5 times since
1984. In 1985 — 1986 oil prices
having dropped 67% shifted to USD
10.42 from USD 31.72, and in 2008
they shifted to USD 36.61 from USD
146.08 having dropped 72%.
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Drops in oil prices in 2014 is
different from the similar process in
2008 — this time the range of oil price
drops is much higher than in other
commodities.

The IMF predicts that the
average global oil price in the world
market will be USD 56.73 (Brent,

WTI and Dubai Fateh) in 2015 and
USD 63.88 in 2016.
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1.3. Global financial markets

1.3. Global financial markets

Recent processes in the global
economy are also reflected in global

financial markets.

Global economic processes
affect financial indexes too. Over the
year the Dow Jones index rose 9.5%,
the FTSE Eurotop 4.2%, while
Nikkey 7.7%.

Chart 8. Financial market indices
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According to Thomson Reuters,
the high activity in global capital

markets in Quarters Il and Il of the

current year was replaced by
inactivity in the last quarter. In the
last quarter of the year the activity in
stock markets dropped 9% relative the

previous quarter, and 24% y.o.y.

In 2014 the USD appreciated
against other convertible currencies.
USD strengthened 13.2% against
Euro, 14.3% against Japanese yene,
and 81% against Russian ruble and
7.8% against Turkish lira at the end-
year relative to the beginning of year.

Chart 9. USD exchange rate
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The issue of bonds in
international markets is rising. In
2011 — 2014 the issue in DGCs
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1.3. Global financial markets

doubled, resulting in shift of the
public debt to GDP ratio from 30% in
2008 to 60% in 2014.

Monetary policy review e January - December 2014
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1.4. Azerbaijan’s external sector developments

1.4. Azerbaijan’s external sector

developments

The country preserved its
favorable foreign trade position, trade
balance was in surplus and foreign
exchange reserves kept growing over

the reporting period.

According to the State Customs
Committee (SCC), in 2014 foreign
trade turnover constituted USD 31
billion, of which export accounts for
USD 21.8 billion, while
accounts for USD 9.2 billion.

import

with export prevailing over import by
2.4 times.

53% of export was supplied to
EU countries and 3.8% to CIS
countries. 33.8% of import falls to the
share of the EU and 22.7% to the CIS.

Exports with higher growth
rates include fruits and vegetables,
beverages, oil products, products of
the chemical industry, plastic and
materials etc.

Chart 11. Changes in main export

commodities, % (y.0.y)
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Over the period the surplus of
trade balance was USD 12.6 billion

o o
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products of the
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alcoholic beverages
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Source: SCS

Imports with higher growth
rates include meat, vegetable oils,
sugar, tobacco, furniture etc. Decline
in import of some product groups was
due to the expansion of domestic
production.
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1.4. Azerbaijan’s external sector developments

Chart 12. Changes in main import
commodities, % (y.0.y)
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The foreign investor activity
remains high in the country.
According to the SCC, the size of
foreign investments to the country
economy surpassed USD 6.2 billion
in 2014, which makes 27.7% of total

investments.

The dynamics of FX reserves
reflects positive processes in the
external sector. As seen from the
below Chart, country’s strategic FX
reserves increased by USD 1.2 billion
or 24% in 2014 up to USD 514
billion.

Chart 13. Strategic FX reserves,

USD billion
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Strategic FX reserves of the
country are sufficient for about three-
year import of goods and services and
prevail over the public debt eightfold.
As of the yearend the strategic
reserves to GDP ratio approximated
70%. Reserves of the Central Bank as
part of total strategic FX reserves
constitute 62% of broad money

supply in manat (M2).
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2.1 Aggregate demand

II. MACROECONOMIC
PROCESSES IN AZERBAIJAN

The country economy continued
to grow in 2014. Overall economic
growth was driven by the non-oil

sector.

2.1. Aggregate demand

High consumption and a high
investment activity over the reporting
year reflected in demand components
of GDP.

Final consumption expenditures. In
2014 money income of households
increased 4.8% in nominal and 3.4%
in real terms. Per capita income rose
3.5% in nominal and 2.1% in real
terms. In 2014 average monthly salary
increased nominally 4.5% up to AZN
444.3.

Disposable income of the
households increased 5.1% up to
AZN 35.9 bhillion. The income to
expenses coverage ratio of the
households was 1.5. The population
spent 68.8% of their income to final
consumption expenditures.

In 2014 total consumer activity
was high due to rise in population’s
real income. Consumption

expenditures made up 12.1%.

Chart 14. Final consumption, in-%
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High  consumer  spending

contributes to retail turnover growth.
In 2014 volume of goods and services
sold in the consumer market to meet
their demand rose 9.5%. The size of
retail trade turnover rose 10% to AZN
22 billion, including 10% growth in
the private sector. 65.7% of real
growth on this sector stemmed from
the trade

activity of  private

entrepreneurs.

Monetary policy review e January - December 2014
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2.1 Aggregate demand

Chart 15. Dynamics of trade
turnover, %
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In 2014 retail trade in food
products grew by 3.9%, where as
turnover of non-food products — by
16.2%. Off-free services to the
population grew by 7.2%, including
8.5% on non-state ownership. The
private sector accounted for 77.8% in

off-free services to the population.

CBA surveys also suggest that
consumer activity remains high. The
next survey by the CBA on “Financial
behavior, intentions and inflation
expectations of households” among
4250  households
December 2014, suggests that the

(families) in

Consumer  Confidence Index is
positively zoned (23.8). The index is
derived from respondents’
expectations on future financial
situation and economic activity,

saving probability, and positive

expectations on elevating
employment.
Government expenditures.

Public expenditures were of key
components of internal demand in
2014. Government’s consumption
expenditures were primarily directed
to expenses on goods and services
from the state budget. 40.5% of
budget expenditures was channelled
to development of the economy,
11.8% to social protection and
welfare of the population, 8% to

education, and 3.7% to healthcare.

Investment expenditures. In
2014 total investments to the country
economy made AZN 17.6 billion,
which equals to 30% of GDP.
Investments to the non-oil sector
account for AZN 11.6 billion, 66% of

Monetary policy review e January - December 2014
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2.1 Aggregate demand

total investments. Investments to the
non-oil industry constituted AZN 1.3

billion.

Chart 16. Investments, mln.manat
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Funds channelled to the oil
sector in 2014 made AZN 5.9 billion.

72.3% of funds channelled to
capital stock stemmed from domestic
sources, while 27.7% from foreign
sources. 54.8% of investments were
financed from funds of enterprises
and organizations, and 36.6% -

budget funds.
The CBA’s real sector
monitoring findings also display a

high investment activity in the

country. 58.3% of

monitored over the year were engaged

enterprises

in the investment activity.
Respondents who mention bank loans

as an investment source make 54.6%.

Monetary policy review e January - December 2014
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2.2.Aggregate supply and employment

2.2. Aggregate supply and employment

According to CBA estimations
the output gap on the non-oil sector
remained positive in 2014 amid high

internal demand.

Economic growth. In 2014
GDP grew 2.8% in real terms and
nominally made AZN 59 billion. GDP
per capita accounted for AZN 6264.1
(USD 7985.9).

Chart 17. Economic growth, %
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GDP growth stemmed from the
non-oil sector, whose growth rate was
7% over the reporting year. The non-
oil sector accounts for 61% of GDP
with its 4 p.p. increasing contribution

to total growth. In general, the two-

third of value added falls to the share
of production and the one third to

services.

As seen from the below Chart,
most sectors of the non-oil sector

posted growth over the year.
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The highest growth rate among
sectors was in tourism and catering,
information and communication, as

well as trade and repairs of vehicles.

The construction sector made
2.1 p.p. contribution to 7% growth of

the non-oil sector.

Monetary policy review e January - December 2014
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2.2.Aggregate supply and employment

Efforts within “The Year of
Industry” are accompanied with
positive trends in the non-oil industry.
In total, in 2014 the non-oil industry
posted 9% growth. If to exclude the
oil industry, the highest rate in the
industry stems from manufacturing of
clothing, cars and trailers, chemicals,
pharmaceuticals and construction

materials.

Over the reporting year the
mining industry yielded 41.9 min ton
crude oil, 18.7 min m® natural gas,
239 kg silver, and over 1872 kg gold.

The CBA conducted surveys
demonstrate a high economic activity
in the country. The CBA Real Sector
Monitoring findings suggest that the
Business Confidence Index was
positively zoned in 2014 both in non-
oil processing and trade sectors. To
note, the survey is conducted among
400 enterprises covering 70 thousand

employees.

Stock was prone to decline with

expectations tending to grow over the

Monetary policy review e January - December 2014

period of observance, leading to
positive zoning of the Dbusiness
activity index. A high economic
activity stipulated trading of durables.
Sales in the trade’s furniture and
electric appliances segments were

prone to rise.

Employment. As of the end
reporting period the economically
active population in the country
numbered 4840.7 thousand persons,
of which 95.1% was engaged in
various segments of the economy and
the social sector. The newly created
jobs over the year in the country
numbered 123 thousand, including
100 thousand permanent jobs, which
contributed to the y.o.y. increase in
the share of the employed in the

economically active population.

According to the SCC, as of
end-November the number of hired
labor made 1516.1 thousand. Of the
hired labor engaged in enterprises and
organizations 22.1% are engaged in

production and 77.9% in services.
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2.2.Aggregate supply and employment

High economic growth of the
non-oil sector also contributed to
employment. Y.o.y increase in the
number of hired labor in the non-oil
sector was 3 thousand up to 1471.3
thousand. In sum, of hired labor
97.6% are employed in the non-oil

and 2.4% in the oil sector.

The CBA’s RSM also exhibits
high employment. In 2014 actual
sectoral employment remained
unaltered on services, while it rose on
trade and construction. Employment
expectations in the industry increased

relative to the previous year.

The Bank conducted a survey
on labor force workload in December.
The survey results suggest that, the

average weighed workload increased

7p.p.

Monetary policy review e January - December 2014
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2.3. Inflation

2.3.Inflation

In 2014 price stability was
maintained, and inflation was low.
Lower inflation than those of trade
partners had a positive effect on
competitiveness of the economy.
According to the World Economic
Forum, Azerbaijan is one of the

countries with the lowest inflation.

The Consumer Price Index
(CPI). In 2014 average annual
inflation decreased 1 p.p. to 1.4%

relative to the previous year.

Chart 19. Average annual

inflation, %
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The CPI components — food
prices changed 1%, non-food prices

3.2%, and services 0.3%.

Estimates suggest that 0.4 p.p.
of the 1.4% average annual inflation
stemmed from rise in food prices, 0.8
p.p. from rise in non-food products

and 0.2 p.p. from rise in services.

Chart 20. Azerbaijan and world
food price inflation, monthly, %
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In 2014 non-food prices made
higher y.o.y. contribution to average
annual inflation. Lower contribution
of food prices is mainly attributable to
drops in prices for fruits and

vegetables.

Monetary policy review e January - December 2014

23



2.3. Inflation

The average annual core
inflation, which is inflation adjusted
from  swings in  prices for
commodities  regulated by the
Government and seasonal factors

made 1.6%.

Over the reporting year import
prices rose as little as 0.4%. Prices for

imported consumer goods rose 1.5%.

In 2014 inflation in foreign
trade partner DDCs was 1%, DGCs
8.4%, and 8.6% in oil exporting
countries. In total, average inflation in
foreign trade partner countries was
5.4%, 4 p.p. higher than the inflation

in Azerbaijan.

The Industrial Producer Price
Index (IPPI). In 2014 the IPPI
dropped 5.1%, due to 8% downswing
in prices in the mining industry. Price

hike in the processing made 15.7%.

The Agricultural Producer
Price Index (APPI). In 2014 prices
for agricultural products rose 2.3%.
Price hike was 3% on livestock and

1.5% on plant products.

Slight  price
products in 2014

swings  of
agricultural

contributed to overall price stability.

Real estate prices. According
to the SCC, in 2014 prices in the
housing market rose 10.1%. Prices in
secondary and primary markets
respectively grew by 10.1% and 9.1%.
The highest price hike in the
secondary market was observed in
low-quality apartments (14.6%), and
in the primary market in well-designed

apartments (12%).

Chart 21. Price changes in
housing market, %
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Other activity indicators on the

real estate market changed diversely.
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2.3. Inflation

According to the “MBA LTD
Appraisal and Consulting Co”, y.0.y.
increase in rent fees for residential
property was 2%, while rent fees for
commercial property dropped 11.2%.
Inflows into deposit accounts of
notaries related to property sale and

purchase grew by 25.4%.
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3.1. The FX market and the exchange rate of manat

I1l. THE MONETARY AND
EXCHANGE RATE POLICY

In 2014 the CBA implemented
its monetary and exchange rate policy
in line with the “Statement of the
Central Bank of the Republic of
Azerbaijan on main directions of the
monetary and financial stability
policy for 2014 .

3.1. The forex market and the exchange

rate of manat

Over the reporting period the
CBA pursued its exchange rate policy
bilateral

within targeting the

USD/AZN exchange rate.

Supply prevailed over demand in
the forex market amid surplus in the
country’s balance of payments. To
prevent strenghtening of the exchange
rate the CBA purchased net USD 142.8

million worth of currency.

Chart 22. CBA's sterilized
intervention (USD million) and the
exchange rate of manat, annual
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To note, in December under the
psychological effect of considerable
devaluation of exchange rates of
national  currencies in  neighbor
countries demand for USD in the
Azerbaijani forex market increased,

followed by CBA’s sale interventions.

Over the reporting period the
exchange rate of manat against USD
almost

remained unchanged and

strengthened as little as 0.02%.
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3.1. The FX market and the exchange rate of manat

Table 1.Bilateral nominal and real exchange rate indexes of manat in 2014, in%

Compared to December 2013

Nominal bilateral exchange Real bilateral exchange rate

rate index* index
USA 100.02 99.1
Euro zone 111.1 111.1
Great Britain 104.7 103.4
Turkey 111 102.5
Russia 170.6 152.9
Ukraine 189.7 151.7
Georgia 109.4 107.1
[ran 107.8 92.7
Kazakhstan 1182 109.7
Japan 115.3 113.1
Israel 112.2 112.2
China 101.9 100.1
Belarus 116 99.6
S. Korea 104.4 103.3
Switzerland 109.1 92.6

Source: CBA

*Average monthly exchange rates of AZN against currencies of partner countries
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3.1. The FX market and the exchange rate of manat

Box 2. New virtual currency: Bitcoin

Bitcoin is an open source, digital currency, which allows to conduct a transaction
bewteen parties without any intermediaries. Until the discovery of bitcoin online
transactions were to be conducted through a reliable third party, entailing double
expenses. The bitcoin first designed by the Japanese programmer Satoshi Nakamato in
2009 allowed to conduct transactions without intermediation. Products and services that
accept Bitcoin range from internet services and online products to material goods (e.g.
clothying and accessories, electronics, books, etc), professional and travel/tourism
services.

Bitcoin transactions are denominated neither in USD nor euro. Bitcoin’s dollar value
is determined in an open market. To start using Bitcoin users need to download open-
source software. Purchased bitcoins are stored in a digital wallet on the user’s PC. Bitcoin
related transactions have been declining over recent 2 years, which may be put down to a
number of reasons. Firstly, people store bitcoins expecting future rise in their value.
Secondly, bitcoin related transactions become less popular.

The attitude of the world to digital currencies is gradually shifting. Many countries
consider bitcoin as a foreign currency or an illegal commodity, impose income tax or just
ban them. Others declare it legal.

For instance, the Central Bank of China banned financial institutions to conduct
bitcoin related transactions on 5 December 2013. It shows that this currency has no value,
and has no legal status as yuan or dollar. Bloomberg says that the volume of China trades
with bitcoin is the highest, which leads to risk for capital control and financial stability.
However, the bitcoin turnover in the country constitutes 12 million, which is not a big
number to influence the Chinese financial system.

Source: “Bitcoin: A primer for policymakers”, Mercatus Center, George Mason University,
“Virtual currency scheme”, ECB working paper.
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3.1. The FX market and the exchange rate of manat

The dynamics of the nominal
bilateral exchange rate of manat

affected its real exchange rate. Manat

model estimations' 1% strengthening
of the NEER reduces consumer prices
by 0.28 p.p.

strenghetened against national

Inflation differences had a

currencies of the Euro zone, Great downward effect on the REER.

Britain, Turkey, Russia, Ukraine,
Georgia, Kazakhstan, Japan, Israel,
China and South Korea both in real
and nominal terns, but it depreciated
in real terms against the currencies of
the USA, Iran,

Switzerland.

Belarus and

0 Chart 23. Structure of REER, %
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In 2014 the NEER on the non-

oil sector (on trade turnover)

appreciated 24.6%. According to

'Estimations are based upon results of the VAR
(Vektor Autoreqgressiv) model.
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3.3. Money supply

3.2. Monetary policy tools

In 2014 the CBA wused its
monetary policy tools in line with
growth dynamics of the economy,
inflation expectations and
characteristics of transmission of the
monetary policy to aggregate demand

and prices.

Amid low inflation the CBA
used stimulative monetary policy in
response to the economic cycle in
2014,

Given low inflation, aggregate
demand factors affecting economic
growth, and growth rates of money
supply, the CBA made changes to
the parameters of the interest rate
corridor twice to pave the way for
further investment activities in the
non-oil and the real sectors, and
diversification of the economy, and to
provide necessary support to
economic growth. Consequently, the
refinancing rate shifted to 3.5% from
4.75% on a phased base, the corridor

ceiling from 7% to 5% and the

corridor floor from 1% to 0.1%. At the
same time, reserve requirements on
banks' domestic and foreign liabilities
were reduced from 3% to 2% from
August, 2014,

Chart 24. Parameters of interest rate
corridor, %
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Open market operations were
regularly used to adjust growth rates
of money supply and the liquidity

level in the banking system.
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3.3. Money supply

Chart 25. Short term notes in circulation,
AZN million.

119.8

120 -
100 -
80 -
60 1 50.1
40 | 342
27
20
. J n i
O B T T T

2010 2011 2012 2013 2014

Source: CBA

In 2014 the size of notes in
circulation was AZN 27 million as of
the end-period. Average yield on
notes at the latest auction was 0.91%,

and 1.07% at the early year.
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3.3. Money supply

3.3. Money supply

In 2014 broad money supply
kept pace with the demand of the
economy and inflation, the
structure of which continued to

improve.

Over the year broad money
supply in manat (M2) increased by
6.1% to AZN 17436 million. The
money multiplier of the banking
system had an increasing trend (7%
relative the beginning of the year),

which stimulated cashless payments.

Table 2.Money aggregates, min. manat

Chart 26. Changes in money

supply, %
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Over the reporting year the

money base in manat dropped 0.9%.

In 2014 broad money supply
(M3) increased by 11.4% to AZN
21566.4 million as of 01.01.2015.

01.01.12 01.01.13 01.01.14 01.01.15

MO (Cash) 7158.4 9256.6 10458.7 10152.5
UL (R, QR S2ITgs S 87963 111079 127369  12830.4
deposits)

M2 (Cash, demand and term savings 149974 138064 164348 174358
and deposits, in AZN)

M3 (Cash, demand and term, term

savings and deposits, in AZN and 13903.4 16775.3 19359.8 21566.4
foreign currency)
Source: CBA
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3.3. Money supply

The share of foreign currency
denominated deposits in total savings
and deposits was 36.2% as of the end-
period. The share of foreign currency
denominated savings and deposits in

M3 money supply was 19.2%.

Chart 27. Dynamics of M3
money supply, %

24 -
22
20 -
18 - \
16 - 20
\
14 - 4
)
12 - \
10 T T T T T T T T T T T T
MmO MO O O O M <& 8 97 3 < < 0
= A A A
dN BRSO d®BRK S Ao
O O O O O 1 O O O O O +H O
S dddddd9d9949 99
O O O O O O O o o o o o o
====M3 (annual growth rate)
- M3 (three-month moving average of the
annual growth rate)
M3 (three-month centred moving average
of the annual growth rate)
Source: CBA

Over the year cashless money
supply in manat rose 21.9%, which
indicates wider usage of cashless

payments.
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3.4 The institutional base of monetary management

3.4. The institutional base of the

monetary management

In 2014 the CBA conducted
researches, further improving its
existing forecasting and modeling

capacity.

The Bank assessed the current
state and possible trends of the output
gap within measurement of the cyclic
barometer using various econometric
models over the year. It created a
more  qualitative and dynamic
econometric model allowing
increasing the effectiveness  of
forecasting inflation. Currently the
CBA utilizes 16 short and long term

forecasting models.

The Bank

correleation between the banking

evaluated the

sector’s financial intermediation and

economic growth. Moreover, it
studied relations between cashless
payments and economic growth.
Efforts to improve theoretical and

practical grounds of the econometric

base of empiric economic and

financial researches continued.

Findings of all the above
researches were applied in monetary
and financial stability policy related

decision making.

The CBA continued to expand
the scope of enterprises and
organizations involved to the RSM in
2014. The RSM encompasses 400
enterprises and 70 thousand persons.
The economic activity index is

regularly assessed on this basis.

In parallel, 4250 households
were involved to surveys, on the basis
of which the Bank estimated the

consumer confidence index.

The CBA continues to improve
public communication as the core
element of the monetary and financial
stability policy. The key
communication tools include: a
quarterly Monetary Policy Review, a
Stability

Review, as well as press-releases on

semiannual Financial

policy decisions accompanied with
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3.4 The institutional base of monetary management

relevant comments. The CBA
website, updated on an ongoing basis
with annual number of visitors over 1
million, press-conferences,interviews,
prompt responses to journalist
inquiries, Open Door days allow to
transfer thorough information to the
public on the monetary and exchange

rate policy.

Results of researches and
econometric models are summarized
in publicly disclosed “The Central
Bank and the Economy” journal and

“The Research Bulletin”.

Box 3. Effect of Forward Guidance in communicating the monetary policy

The forward guidance is defined as any central bank communication on future monetary
policy decisions, the goal of which is to lower uncertainties related to future interest rate
changes. The forward guidance is also used to keep market interest rates low amid zero

policy level.
Table. Forward guidance examples

Date of

Central bank | applica | Type of guidance

tion

Definition

The Reserve
Bank of New 1997

Zealand policy rate

Forecasting of a

The Reserve Bank of New Zealand was
the first to regularly publish a policy rate
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3.4 The institutional base of monetary management

‘Given inflation expectations, the
The Bank of Time (special overnight rate target is expected to
2009 .
Canada date) remain at the current level by the end-
Quarter II, 2010’
The Bank of ised that it will
The Bank of Setting the ceiling ¢ } an ‘0 Japan pr.omlse_ aritwi
2001 . continue ‘the QE policy until the annual
Japan criterion ,
CPI change equals zero
The Norges 2005 Forecasting a The Management Board publishes a
Bank policy rate three-year forecast of the policy rate
2003, .
US Federal 2008 The FRB announced in August 2003 that
Reserve Bank and Estimated time | it believes that QE will continue until
(FRB) 2009 the reasonable horizon’.
US Federal _ ) The FRB announced in 2011 that low
Time (special , ; o )
Reserve Bank 2011 date) interest rates will last until ‘at least mid-
(FRB) 2013
The FRB announced in December 2012
US Federal Settine the ceilin that interest rates will remain low until
Reserve Bank 2012 cfiterion & unemployment reaches 6.5% and the
(FRB) inflation forecast rises 0.5% above the
2% long run target.

Source: websites of central banks

The reaction of market expectations to central bank disclosures determines the
effectiveness of forward guidance. The assessment of forward guidance is questionable,
due to difficulty of identification of all factors affecting market interest rates.

For instance, drops in interest rates upon central bank’s forward guidance
disclosure may be put down to weak GDP growth or inflation rather than monetary policy
accommodation. ‘Some studies suggest that central bank capacity to elevate control over
long term interest rates through forward guidance is weak’ (Moessner and Nelson, 2008;
Anderson and Hoffman, 2010). On the other hand, other studies suggest that forward
guidance in the USA facilitated drops in short and long term interest rates (Bernanke et al,,
2004; Williams, 2011; Campbell et al.,, 2012).

Source: Capital Economics, Global Central Bank Watch, “Forward guidance” to have
limited impact and box 1 in The Benefits and Costs of Highly Expansionary Monetary
Policv. tukaszRawdanowicz. RomainBouis. Shinao Watanabe. 2013, OECD.
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