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1. Introduction

Throughout the 2% certury, the dynamics of oil prices @ beenamongthe most followed trends in the

world economy During the years 200R008, unprecedented increas@ oil prices mainlycaused bya

boom indemandand stagnation of productignvere observed However,in the end of 2008the price

of oil dropped rapidlyfallingto its lowest level aroundUSD34 per barrel (bbl), before soaringback to

high leves again in 2014ndsubsequenthyprecipitaiing a new, steep fall? Decreasingjlobal demand for

oil, changge of t he Or gani zati on of t he OREL potidessandnthe E x p o
appreciation of the US dollawere key factorswhich brought about thepost2014 dramatic drop in

prices® Consequently, the world econoniyas beemegativelyaffected bydepresedoil pricessince

Since the year 2014alling oilprices continued In the beginning of 201&il prices bottomed at about

USD29 /bbl, but agradual increase was recorded towards the end of the y@aring 2016an upward

trend in oil priceswvas obvous, despitemarketinterventions andhe lower than averageannual price of
oil (USD43.55/bbl) compared t02015% Currently,a gradualy increasingtrend for oil pricesis being

recordedfor 2017 and there have ngtet beenanysignificantfluctuationsobserved.

Throughout the years 2012017, the repercussions of dropping oil prices on the exchange rate of the
national currency of Azerbaijathe manat (AZNhave beereasyto follow. During this periogoil price
fluctuations have affectedhe Azerbajani economy through the depreciatim of the manat As a
substantial part isobtairtedfom hesalaedf ail gnd gas timeswfhighuod prices
the countryhas experiencedesource windfali and consequenproblems ofeconomicdiversification
leading to economic problems in times of low oil pricksfact, &lling oil prices in the global market
directly impact the exchange rate ttie manat, since this processreates adeficit in the balance of
payments (BOP) of Azerbaijawmhich in turn leads ta decrease in the foreign exchange reserves of the
country.

The exchange rate dhe Azerbaijani manat increased sharply in February ancedéer of 2015 the
result oftwo harsh devaluationsThe manat lostalmost half of itsvraluedueto the devaluations, leading
it to become the worst performing currency dtiat year. Towards the end @016,the exchange rate of
the manat continuedto increase resulting ina rate of 1.92 against th&S dollarin February 2017.
Nevertheless, in theoflowing months decreasinglynamics were recorded in thema n arate, leading
to its currentstabilizedrate of 1.70against theUSdollar.®

The Central Bank of the Republic of Azerbaij83BAR) policy change of shifting from a fixed exchange
rate toa floating one had a significant effect on the stabilization of the manat. Additionally, several bodies,
such as CBAR and the State Oil Fund of the Republic of Azerbaijan (SOFAZ), became involved in forei
exchange auctions in order to prevent the furthdepreciation of the Azerbaijani mandmportantly,

! James D. HamiltoriCauses and Consequences of the Oil Shock of-2807rookings Papers on Economic
Activity (2009)University ofCalifornia, San Diego
https://www.brookings.edu/wpcontent/uploads/2016/07/2009a_bpea_hamilteh.pdf

2 Macrotrends, Brent Crude Oil Price®0 Year Daily Chart
http://www.macrotrends.net/2480/brentcrude-oil-prices10-yeardaily-chart

3 John Baffes, M. Ayhan Kose, Franziska Ohnsorge, and Marc StdtkeGreat Plunga iOil Prices: Causes,
Consequences, and Policy Respohdgslicy Research Note (20,1%)orld Bank Group, 4
http://pubdocs.worldbank.org/en/339801451407117632/PRMNEr20150ilPrices.pdf

4The State Oil Fund of the Republic of Azerbaijan, 2016 Annual Report, 34.
http://www.oilfund.az/uploads/Annual_Report 2016 ENG.pdf

5The Central Bank of tHeepublic of Azerbaijan, AZN Rates, 2017

https://en.cbar.az/other/aznrates
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http://pubdocs.worldbank.org/en/339801451407117632/PRN01Mar2015OilPrices.pdf
http://www.oilfund.az/uploads/Annual_Report_2016_ENG.pdf
https://en.cbar.az/other/azn-rates

psychological factors played a major role in adding to the high volatility of the currency market and limiting
the effects of CBAR interventigratizens watched exchange rate fluctuations and widelstipgated in
thesal e and purchase of foreign currency during

In this researclpaper, the dynamics ofhe oil pricé affect onthema n arate daring the last four years,
20142017, will be analyzed. The rearch will be based on the questchHow do o | pric
affect the exchange rate of .f(Heanaimraasan® pehiithe c ur r
depreciationof the manatwill be investigated. Measures taken by major players in the,feidh as the
CBARINdSOFAZo address the problem will be examined. The paper will also prandeverview ofll

price forecastsas well asof the rate of the Azerbaijani manatbased on international andomestic
sources.

2. The impact of global oil price s on the national ¢ urrency of Azerbaijan z
reasons and outcomes

The price of oil in the world market has a very big influence on the exchange r#tte ofanat and
generally, on the Azerbaijarconomy. If we consider thaubstantial par$ of the exports andrevenues

of the countryare obtained from the sale of oil and gas, the relasbipbetween the price of oil anthe

rate of themanatbecomesclear.Adecline in oil prices haaninverse effect on the balance of payments

of the country whichin turn, decreases the trade balandéherefore adeficit in the balance of payments

leads toa rise in theexchange rate. As a result, the main suppliers of foreign exchange curseictyas
CBARINd SOFAZtart to sell their currency reserves in awets in order to prevent further depreciation

of the manat. Consequently, it leads to the rapid depletion of the copritrs st r at egi ¢ cur
leading to economic hardship.

2.1. The impact of oil price s on the rate of the m anat z Dynamics for the years 2014 -2017

According to figue 1, the highest price of Brent cruddél in 2014 was USD14.25/bbl, after which itfell

sharply towards the end dhe year The pricestood at USI[25.13/bbl by the middle of Januarg015. As
it is a long term procesthe impact of thefall in oilpriceson the manatvas observed onlgfter February
2015

Generally, in the years 2015 and 201l6ctuations were observed ithe price ofoil, which wasthen
followed bya significant dropn 2016.0n March 16' 2015, theprice of oil was USD 5bbl and itrose
over USH4.93 within two monthsefore decreasingly sharply agamthe end of the year. As a result
the exchangerate of themanatrocketed to 1.55 USD/manaivhen on the 21 of February it had been
1.05 USD/ranat(figures1 and?2).

These fluctuations were even sharper in 2016. In the beginning of the thegsrice ofoil decreasd to
its lowest level- USD 28.5%bl on 18 January, 2016 while in the last month of the yeaiit increased
twofold, reachingU 56.82bbl. Importantly, there was 16% decrease in oil pricés2016 compared
to 2015 due to the higher supply of and lower demand for oil. In 2016, theaae= Brent oil price was
USD43.73/bbl, which was the lowest annual price from the year 2014k a resultthe manat faced
difficulties in the global markethowever,starting from the last three months of 2016, the rate thie
manat startedto decreasereaching 1.7707 againgie US dollar in the end of the year (figgreand?2).

6 British PetroleumStatistical Review of World Ener@p16
https://www.bp.com/en/global/corporate/energyeconomics/statisticateview-of-world-energy.html
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Figure 1. The effect of Oil Price(Brent, USD/bblpn the national currency of AzerbaijafySD/manat}
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Source: Macrotrends and the Central Bank of the Republic of Azerbaij2@17

In 2017, there were no significant oil price fluctuations in the world market trend seen is onenainly
increasingpeaking atuSD64.27 /bbl on November 6, 2017. Until November, the lowest poéeil was
recorded in Juneamounting to USD 482/bbl. The generadepressiorof oil pricesin 2016 affected the
manat ate in the beginmg of 2017, particularly in Februattye manat saw its highestxchangerate,
soaring up to 2 USD/manatHowever, afterwardsthe manat stabilized at the exchange rate of 1.70
againstthe dollar(figures 1 and 2).

Figure 2. Dynamics ofate of the Azerkaijani manat, USDmanat®
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Source: The Central Bank of the Republic of Azerbaip@17

”Macrotrends,Brent Crude QiPrices 10 Year Daily Chart, 2017
http://www.macrotrends.net/2480/brentcrude-oil-prices10-yeardaily-chart
8 The Central Bank of the Republic of Azerbaijan, AZN Rates, 2017
https://en.cbar.az/othe/azn-rates
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2.2. Resource windfalls and the challenge of diversification in  the Azerbaijan i economy

The“re s o ur ¢ e aweny prableratidsssiefor many oitrich countriesin that they focus onlpn the
further development otheir resourcés sector, while ignoringother sectors of the econonm/Azerbaijan
is onesuchcountry, which suffeed from resourcewindfalls. The countrystood outfor its mediumlevel
economic divergication based onthe HerfindahHirshman Index(measurement for economic
diversification) during the period 20020151°

Whyis theAzerbaijaneconomy vulnerable to oil price shocke®y factors are the weak diversification of

the country in terms of emnomy and export. In factan abundance ofnatural resources causedn
increase of the gener al e, asrwellasmpgbsicexpehditurel, particu@nlyn t r
in the period of rising oil prices. As a result, when oil prices startedlidgHa country lacked the ability

to maintain the same level of economic growth and expenditures. As many sectors of the economy
depended on public spending, the country faced difficulties in providing support for the subsidized
economic sphereswhich weae established and maintained based on government paymente
revenues obtained from resources were directed to the economic sectors which atfteatable thereby
making them highly sensitive to the steep fall of oil prites.

Figure 3. The relationshipbetween the noroil sector GDP (change in %) and government expenditure
(billion manat)?
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Source: The State Statistical Committee of the Republic of Azerba2jaht and2017

% ThorvaldurGylfason TryggviThor Herbertsson an@ylfiZoegd® A Mi x ed Bl ®eseuicesgand Nat ur a
Ec onomi ¢ Mé&roecanorhidynamics(1999)3: 211
https://notendur.hi.is/gylfason/_borders/pdf/mixedblessing.pdf

®Vugar Bayr amov aVothtlity, Divessificaton amd Qil Bk in‘ResotRaeh Turkic Countries:
Avenues for RecovertyBilig, no. 83 (2017): 311, accessed November 20, 2017
http://bilig.yesevi.edu.tr/yonetim/icerik/makaleler/208@ublished.pdf

1Vugar Bayr amov aViothtlity, Divessification amd Qil Grock in‘ResotRaeh Turki€ountries:
Avenues for RecovertyBilig, no. 83 (2017): 304, accessed November 20, 2017
http://bilig.yesevi.edu.tr/yonetim/icerik/makaleler/208®ublished.pdf

12 The Sate Statistical Committee of the Republic of Azerbaijan,

GDP production in the section of oil and roihof economy2016

https://www.stat.gov.az/source/system_nat accounési/007 len.xls

Revenues and Expenditures of the state budget, 2016

https://www.stat.gov.az/source/finance/en/006en.xls

Macro-economic imlicators (JanuarDctober2017)
https://www.stat.gov.az/news/macroeconomy.php?page=1&lang=en



https://notendur.hi.is/gylfason/_borders/pdf/mixedblessing.pdf
http://bilig.yesevi.edu.tr/yonetim/icerik/makaleler/2080-published.pdf
http://bilig.yesevi.edu.tr/yonetim/icerik/makaleler/2080-published.pdf
https://www.stat.gov.az/source/system_nat_accounts/en/007_1en.xls
https://www.stat.gov.az/source/finance/en/006en.xls
https://www.stat.gov.az/news/macroeconomy.php?page=1&lang=en

There is a clear causal relationship between oil graned the non-oil sectorin Azerbaijan, since nen
resourcesectorsfollowed the same dynamics as oil pricesearing decreasing prices have affected not
onlythe oil-sector, but also nomwil sectos simultaneously:?

The dependence of statgpending and the nonesource GDP of theountry on oil revenues is evident
when considering that it was the government's f
the nonoil GDP, as seen in figure 3. The opposite situation was observed in the case of decreasing oi
revenuesseen especially in 2014 (figure!3).

Total investments alsimcreas& when oil revenues gw and declinad with falling oil incomes. In facin
2015 around 50% of total investments were made solely to the oil and gas seé@tdy. moderate
investment was dlected to the manufacturing2.6%)and agriculturg2.3%)sectors,which are tradable
sectors of the economy that are important in terms of vahddedand employmentgeneration In
contrast, large amourstof investment were oriented to sectors such asisuction and transportation
which are not tradable andherefore, lessproductive—they areunable to generate economic growth for
the longterm. These sectors can be commendable in many aspects; however, in,rédityare ina
supplementary positin to the main driving forces of economic expansiom 2016, theshareof the
agricultureand manufacturingectorssaw slight increass2.1% and 2.7%, respectivelywhile 17.9% of
total investment was made tthe construction sectarincreasing by 5%ompared to thepreviousyear.
Bycontrast,investment to thetransportation and storage sector decreased to 8(@&gure4).1®

Figure 4. Volume of investment (%) in fixed by sectorstioé Azerbaijan economy in 2016

Volume of investment

M Industry

m Agriculture, forestry and fishing
m Construction

m Transportaion and storage

m Information and

communication

m Other sectors

SourceThe State Statistical Commiteeof the Republic of Azerbaijar2016

14vugar Bayramosnd Gulnara Abbas Oil'shock in the Caspian Basin: Diversification policy and subsidized
economie$ Elsevier, Resoces Policp4 (2017)154, accessed November 20, 2017
https://doi.org/10.1016/].resourpol.2017.10.006

5vugar Bayramov and Lama Or u Yotatility, Divetsification and Oil Shock in ResotRoeh Turkic Countries:
Avenues for RecovertyBilig, no. 83 (2017): 318, accessed November 20, 2017
http://bilig.yesevi.edu.tr/lyonetim/icerik/makaleler/208@ublished.pdf

16 The State Statistical Committee of the Republic of Azerbaii@meral, Volume of investment in fixed by sectors
of economy, 201&ittps://www.stat.gov.az/source/agriculture/az/1.6.xls
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https://www.stat.gov.az/source/agriculture/az/1.6.xls

In fact,in 2016,1.755 billion manatout of the 2.599 billion manat allocatedo the industrial sectowas
domesticallyinvested onlyin the oil and gasndustry. By comparisonthe figure for the manufacturing
indugry wasa mere424.3 million manat’ These numbers indicate that the government still invests
huge amount of monein the mining sector, particularly the extraction of oil and gasvhich limits the
share of investment in other sectors tbfe economy.

The establishment ofin effective government mechanisfor market regulatiorandthe implementation
of the rule of lawthe improvement of human capitagnd theeasingof access to financ®r SMEs imon-
oil sectois—to encourage their activity itradable sectors— are all important activitieswhichwill act to
attract investmentandstimulate the diversification of the Azerbaijetonomy?

23.4EA | AT A Odalde dnd niz&surésAaken by CBAR and SOFAZ

As it was mentioned earliestarting from the year 2014, there was a pressure on thanatdue to
decreasing oil prices in the global market. In 20th& manat lost 49.6% of itotal value. Temporary
decreassin demand for foreign currencies during thenths ofMarch-May of 2016were recorded die

to the slowing pace of theapid dollarizatiorwhich occurred just beforeas well as stagnation in business
activities, particularly in importsn the beginning othe years2015 and 2016These developmentsmiade
the manat stronger (1.49 USD/manabowever the depreciation process continutitereafter.®

Strategic currency reservesand sales

SOFAXDas beenthe mainplayer in thecurrency auctions o€BARsince it is the principal supplier of
foreign currencies. As d@an be observed from figurg there has beema downward trend in the total
strategicforeign currency reserves of the counfryt he combi nati on of GRB®R’
the year 2014 due to the measures taken bgBARand SOFAZor preventingthe manat '’
depreciation In the year 2014, total currency resenadsSOFAZnd CBARvere U 50.86 billion, which
decreased tdJSD38.59 billion in the next year.

In 2016, he total assets of SOFAZ were B35 billion, while C B A Rurrency reserves equaled USD
3.974 billion, representing a20.8%decrease In general, lhe drategic foreign currency reserves of
Azerbaijan amountetb USD37.121 billion in 2016.

Asapartof The Strategic Roadmap oNatiohahEeondny Pearshdctivas
which was adopd on 6 December 201@he floating exchange rate was implementédAfterwards

S O F AeXparsve quantitative easingpolicy was pursued through which SOFAZ supplied commercial
banks with foreign currency iturrencyauctionstwice aweek.

As it can be bserved from figuré, in 2017 the reserves of botlinstitutionsincreasel inthe period from
JanuarySeptember. Howevera huge gap existedbetween the volumes of reservesof the two
institutions, where the highe volumebelongedto SOFAZncreasing fran approximatelylUSD33 billion

7 The State Statistical Committee of the Republic of Azerbdiplustry, Investments directed to the main capital
of industry, 2016https://www.stat.gov.az/source/industry/?lang=en#

BVugar Bayr amov aVotitility, Divessification amnd Qil Bhock in‘ResotRoeh Turkic Countries:
Avenues for RecoveryBilig, no. 83 (2017): 325, accessed November 20, 2017

http:// bilig.yeseviedu.tr/yonetin/icerik makalelef2080-publishedpdf

19C E S Durrenty market in Azerbaijan: Why the national currency is losing its Value?1 2 . 88 . 2016,
http://cesd.az/new/wp-content/uploads/2016/08/CESD_Paper_Currency Deprecigtipdf
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20 Official website of the President of the Republic of Azerbgijare si dent . az, “Strategic F

of Azerbaijan on national economy perspectives”,

21,


https://www.stat.gov.az/source/industry/?lang=en
http://bilig.yesevi.edu.tr/yonetim/icerik/makaleler/2080-published.pdf
http://cesd.az/new/wp-content/uploads/2016/08/CESD_Paper_Currency_Depreciation-1.pdf

to 36 billion. SOFAZ sansfersof foreign exchange currencies to CBAR and aldgeral exchange rate
strategy helped the bank to pdenishits reserves.The reserves of CBAR warereasing gradually
throughout 2017, reaching around USD 2 billion in SeptemberDuring the first three quarters of the
year, total foreign exchange reserves of the country increased by approximately USD 4 billion.

Figure 5. Foreign exchange reserves, USD biltfon
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According to figurés, in the first two months of 2018CBARwvasactively involvedn currency markets
selling around USB35 million which led to the speedy exhaustion it$ foreign exchange reserves.
Consequently, currency reserves of thank decreased teheir minimum—-USD4.026 billion. ThusCBAR
substituted itsactive role in currency salegith SOFAZvhich offeredabout USD 482 iiflion in March,
2016.

It is clear from figure 6 that CBAR intervened in the currency market at a totalrgraf USD 100 million
after a fourmonth suspension interval in July 2016. Unmet demand for foreign curresegh increasd
pressure orthe manat was the main reasoh o r  G&idnRIf skould also be mentioned that the bank,
asa recipient buyer inthe auctions, purchased USD 202 million during one month (26 AgtilMay,

21 The State Oil Fund of the Republic of Azerbaijan, 2016 Annual Report, 28
http://www.oilfund.az/uploads/Annual_Report 2016 ENG.pdf

The State Oil Fund of the Republic of Azerbaljawestment results for the 9 MONTHS of 20¥onthly change in
SOFAZ' s Curr ency,fil&&/dders/USER/Dezkiof/FNGLISHYBPRSIONQ3 2017.pdf

The Central Bank of the Republic of Azerbaijan, Official FX reserves 2017
https://en.cbar.az/infoblocks/money gserve_usd
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file:///C:/Users/USER/Desktop/ENGLISHVERSIONQ3_2017.pdf
https://en.cbar.az/infoblocks/money_reserve_usd

2016) . In the following periods, excess demand
overall amount of USD that SOFAZ sold at the auctions was USD 4.88 ali@ver, this figure

represents a 37.5% drop compar® the previous yeaf?

Figure 6. Postdevaluation(second)urrency sale dynamics, USD mill#én
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SOFAZ became the only seller of foreign exchange reserves after Julgiaég&ahenthe highest amount
of USD sold b8 OFAx¥as recorded in September 201& about USD631 million while the lowest figure
amounted to araind USD 221 million in Ap2i017. In October 2017, SOFAZ conducted a sale of USD 318

million (figure 6).

A new tendencyemerged asthe CBARNifted froma fixed to floating exchange rateso the population
transformedinto participant of foreign curency marketsThe citizens of the counttyegan tofollow the
tendency to benefit from exchange rate changes in termssoé | | i ng f oreign cur
appreciation periocandpurchasing it idepreciatoryperiods. As a result, volatility of the cumey market

grew, restricting the control of the CentralBankv e r t he Manat’'s r ate

There is a common vieamong the Azerbaijani communitiaat, shaped by rising oil pricethe manat
will be stronger andhe currency supply of ordinary citizens and mesises will riseThisis the current

22The State Oil Fund of the Republic of Azerbaijan, 2016 Annual Report,28
http://www.oilfund.az/uploads/Annual_Report 2016 ENG.pdf

B C E S Durrenty market in Azeran: Why the national currency is losingitsvalue? 12 . 08. 2016
http://cesd.az/new/wp-content/uploads/2016/08/CESD_Paper_Currency Deprecidtipaf

The $ate Oil Fund of the republic of Azerbaijan, News archive, Statements on foreign exchange sales, 2016 and
2017http://www.oilfund.az/en_US/news/1323/100/Stateent-on-foreign-exchangesales.asp

24C E S Durrenty market in Azerbaijan: Why the national currency is losing its Value?1 2. 08. 2016, 7
http://cesd.az/newivp-content/uploads/2016/08/CESD _Paper_Currency Deprecidtipaf
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state of psychologi n t he count r y, often said torplaynacpyomineat rrake ant foreign
exchange market®espite thisthe mainreasons behinthe devaluation®f the manatwere: the limited
measirestaken by the administration to balandbe exchange rate adhe manatand ongoing increase
in the deficit inthe BOP*

The year 2017- current developmentsof the Azerbaijani manat

There are sever al reasons behi ndainstthedoliaen Febtudrys d r
1512017 On the one hand there existed psychological reasons, such as a lack of confidence and lack o
readily available information for the public. On the other hand, inefficiencies in monetary and fiscal
policies arose, asvell as the widespread use of illicit black mark&slowever, once the CBAR
strengthenedits monetary policy, deposits and bond auctions decreasedmnanatin circulation in the
market, making itmore expensivewhich lead toa decline in foreign currencdemand. As a resulthe

manat appreciated againste dollar. The slowing rate of previousypid dollarization and the limitation

of cash payments in manat were other sgas for itsappreciation. The Azerbaijani peopléad already

saved huge amount afollars as a result adhe two sharp devaluationsvhich decreased demand ftine
USDollar, leading to the stronger manat

Duringthis year the national currency of Azerbaijan gaingdvalue against USD because of therease
in oil prices in the world market. Themonetary authorities of the country conductea policy of not
revealing the total quantitpf USDavailablen auctions beforehands it would bring wrong assumptions,
overstating exchange rates that would le@dgreaterinstability in he market?®

In the first three months of 201 TCBARllowed apolicy ofincreasing interest ratesas well as the
reductionof thema nat ' s lagenTde raainybjectives of CBAR included diningghe total
guantity ofmanat incirculaion andstrengthening confidence ii.2°

2.4. The BOP of the Republic of Azerbaijan for the period 2014 -2017

As indicated by figur@, it is clear that starting from the fourth quarter of the year 20h4ubstantial
deficit appeared in th&OPof Azerbaijandue  cheapening oil prices in the world market.

In the first quarter of 2015the BOPdeficit increasedo its highest levelreaching USI2.590 billion.
ConsequentlyCBARadopted harsh devaluation policies in order to remedy the situation whicturn,
led to the devaluatiomf the manatby almost halfover the course of thgear. Fluctuations were observed
in the BOR endingthe yearwith a fourth quarteruSD2.188billion deficit. In total, the year sava deficit
amountingto USD 11329billion (figure7).

®CESD, “National currency rate in Azerbaijan is the
http://cesd.az/new/wp-content/uploads/2016/05/CESD _Paper_National _Currency Azerbaijan_2016.pdf

26C E S Dhe Currency Market in Azerbaijan: Realities, Volatility and Perspectives, 08 . 05. 2017
http://cesd.az/new/wp-content/uploads/2017/05/CESD_Paper_Currency Market Azerbaijan 2017.pdf

27 | bid.

28 | bid.

2°C E S Bssessment on Real Effective Exchange Rate in Azerbaijan: 2017 Qldlaoky @ 1 7 7
http://cesd.az/new/wp-content/uploads/2017/01/CESD_Paper_National Currency Azerbaijan.pdf
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Figure 7. The balance of payments (BOP) of the Republic of Azerbaijan for the yearsZ2mi4 USD
million®°
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However,compared to 2015the year 2016 demonstrated more positiverdynics. Although the deficit
stood atUSD1.271 billion in the first quarter, the rest of year was followed &ypositive trend In fact,

there were surpluses recorded. The trend continti@eughout2017 as wejhitting over USP67 million

in the secondyjuarter of the yearf!

Foreign trade kalance of the Republic of Azerbaijan during the years 2012017

The breigntrade balance decreased sharply during the year 2015 in comparison with the yeara2014
can be seen from the figuteelow. In 2034, the totd trade balance was USIB.928 billion, while in 2015

it declined to USI[5.812 billion. This wadollowed bya further decline in the axt year standingat USD
4.206 billion. In 2017, the tothtrade balance was US4 79 billion for the first and seconduarters of
the year.

During these years, the highesatte balance was U&»%84billion, which was recorded during the April
June months of the year 201%helowest figure was noted in the last three montb2015,amounting
to USDB10 million.

30The Central Bank of the Republic of Azerbaijan<Sizdl Bulletin 10/2016
https://en.cbar.az/assets/4246/YEKUN_STATISTIK BULLETEN ENG_ 2016 OKTYABR.pdf

The Central Bank of the Republic of Azerbaijan, Stati®iglletin 09/2017
https://en.cbar.az/assets/ 4429/ STATI STi CAL_BULLETI N
31 The Central Bank of the Republic of Azerbaijan, Statistical Bulletin 08/2017
https://en.cbar.az/assets/4412/STATISTIC BULLETIN 2017 AUGUST.pdf
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Figure 8. Foreign trade lalance of the Republic of Azerbaijan during the years 2@D47, USD milliof?
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Balance ofservices of the Republic of Azerbaijan for the period of 2022017

Nevertheless,the foreign trade balance is not consistent with other sections of B@P Indeed,the
decrease in theleficit of thebalance of servicgsortion of BOP i®nly graduallybeingremedied The al

sector is the main barrido the reduction of he deficit in the servicebalance. It was recorded th&atSD

1.96 billion of USR.27 billion or86% ofthebal ance of s wasvYormedkly the all sectorc i t
during the first three quarters of the year 2016.

In the nonoil sectortoo persistsa deficit despiteincreasing government control anggulation. The
falling purchasing power of different sectors of society sudhatsof ordinary citizensthe private sector
and government is the main reason for the profit decrease of this sector. Howtwe further
development of thetourism sector had positive effects on the noit secto, bringing about USD1
million in profit during the third quarter of 2018

32The Central Bank of the Republic of Azerbaijan, Statistical Bulletin 10/2016
https://en.cbar.az/assets/4246/YEKUN_STATISTIK BULLETEN _ENG__ 2016 OKTYABR.pdf

The Central Bank of the Republic of Azerbaijan, Statistical Bulletin 09/2017
https://en.cbhar.az/assets/ 4429/ STATI STIi CAL_BULLETI N
33C E S Bssessment on Real Effective Exchange Rate in Azerbaijan: 2017 Oytlood anuary 2017, 1
http://cesd.az/new/wp-content/uploads/2017/01/CESD_Paper National Currency Azerbaijan.pdf
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Figure 9. Balance of services of the Republic of Azerbaijan during the years-2014, USD millior#*
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In the first six months of 2017, the balance of serviceddeas indeficit, totaling USD 219Billion. Once
againa major portion, otUSD1.845 billion, of this deficitfallsto the share othe oil sector andJSD174
million to the nonoil one(figure9).

2.5. The revenues and assets of SOFAZ along with transfers to the state budget
Revenues and Assets

There was a substantial declinen S Qévénide’s afte the fallof oil prices in global market starting
from the year 2014. As a result, the revenues from the selling of oil and gas decreased signifigantly
about1/3 in 2016 compared to the year 2014 (figurH)).>®

3 The Central Bank of the Republic of Azerbaijan, Statistical Bulletin 10/2016
https://en.cbar.az/assets/4246/YEKUN_STATISTIK BULLETEN ENG_ 2016 OKTYABR.pdf

The Central Bank of the Republic of Azerbaijan, Statistical Bulletin 09/2017
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Figure 10. The dynanics of SOFARvenues (USDillion) and oil prices (USD) during the years 2010
2017(QQlIN)
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Source: The State Oil Fund of the Republic of Azerbag@t6 and2017

In the first three quarters of 2017, SOFAZ budget revenuese\8.793 billion manat of which7.958
million manat were gained from the sale of hydrocarbons and 816.71liom manat from asset
management®

According to figurell, thev a |l u e o hsse® @HowvetH decreasing trend during the years 2014
2016.In 20145 OF A Z’ sstood atdSD374 billion, decreaing 9.52% in the next yeand afurther
1.27% in 2016In the end ofthe third quarter of 2017 SOFAZ asse&xjualed USI36.02 billion, an
8.67%increasefrom the beginning of the year. The main reasdosthis increase werg¢he growth of
SOFE’ s budget revenues, assets raameffctd e ment and

Figure 11. Thegrowth of SOFAZ assethiring the period 20092017 (Q4QllI), USD billior®
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Source: The State Oil Fund of the Republic of Azerbaijan, 2016 and 2017

% The State Oil Fund of the Republic of Azerbaijan, Quarterly StatemenSQIRAZ revenue and expenditure
Statement for Jauary-September2017http://www.oilfund.az/index.php?page=hesabairxivi&hl=en_US

37 Ibid.

%8 The State Oil Fund of the Republic of Azerbaijan, 2016 Annual Report, 8
http://www.oilfund.az/uploads/Annual_Report 2016 _ENG.pdf

The State Oil Fund of the Republic of Azerbaijan, Quarterly StatemenS@MHMNZ revenue and expenditure
Statement for Jauary-September2017http://www.oilfund.az/index.php?page=hesabairxivi&hl=en_US
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SOFAZ transfes to the state budget

Every year starting from the year 2008QFAhashad the liability to transfera predefined amount of
money to the state budget. Throughout the period 2681816, SOFAZ transferr@d.5 billionmanatto

the state budgetDuringthe years 20012016, 89.9% of the budget expenses of SOFAZ fell to the share of
budgettransfers. SOFAZgolicy of cutting the amount diransfersto the state budget is continuing in
recent yearsdue to continuously low oil pricé$

Figure 12. Transfers bytie SOFAZ to the stataidget by yearsmillion manat
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Source: The State Oil Fund of the Republic of Azerbaéi6and 2017

In 2016, SOFAZ was accountable for transfeiié@5 billion manato the state budgetwhich was 6.3%
or 515 millionmanat, less than the previous yed?.In 2017, thidiability was 61 billion manati During
the period JanuarBeptember of the current yeaSOFAZransferred 43 billion manatto the state
budget#?

2.6. Forecasts for the price of oil and the rate of the manat

The future of the exchange rate tife manat is mainly dependent on thggice ofoil. For the years 2016
and 2017 no substantial rise in oil prices wagbserved; howeverthere was ggradualrise starting from
June of 2017.

3 The State Oil Fund of the Republic of Azerbaijan, 2016 Annual Report, 39
http:// www.oilfund.az/uploads/Annual_Report 2016 ENG.pdf

40The Finance Minisgrof the Republic of Azerbaijgh,On t he amendments to the 2016¢

Reppbl i ¢ of Az er bhap/jwawnialiyye 2d¥.azGkiges/def@ult/Bles/qganun%20budca.pdf

“The Ministry of Finance of the Republic of Azerbai]j

2017, 1l6tp:/MvRw.rRallyyebgov.az/sites/default/files/State%20budget 2017.doc
42The State Oil Fund of the Republic of Azerbafaunarterly Statements (IIBOFAZ revenue and expenditure
Statement for Jauary-September2017http://www.oilfund.az/index.php?page=hesabairxivi&hl=en_US
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For 2017, Goldman Sachzgicted Brent oil priceat USDbYbbl, if the OPEC agreemeheld. According
to the International Monetary Furid@MF)and the World Bark recass, oil prices per barrelwould be
USD62and USIB5, respectively The International Energy Ageficg  p r fBucteatiohsbetweenUSD
5561 perbarrel. Howeverthere can be numeroussks whichaffectthe priceof oil, such aslisputes over
OPEC decisionsn the extension of existing cuts of oil productifirongoing decreaseof Chirese
demand,and USD appreciain, as well as the rising disputes between the members of GPEC.

According to the projections made by the IMF, the avenagee ofBrent crude oil fothe year 2017 will
be 50,2USDper barrelandin the following two years th price is expected tdseto USD 50./bbl anda

further USD 5B /bbl. For2020,the forecasted figure is 53USD pebarrel** These predictions,dwever,

are subject to change baden the fctorsreferredto above.

The exchange rate tiie manathas also beepredicted by many genciesOne such agenc¥ijtch which
is a well-known rating agency based the UK and USA, estimatéae USD/manaiexcharge rate to be
between 1.551.7 throughoutthe years 201018, meaninghe manat will be stableuntil 20184
Nonetheless, many &ors can affect the rate dhe manat, thereby changing thee predictions.

3. Conclusion

Since2014, sharply falling oil prices in the world market affected many econoamelAzerbaijan was not
excluded As a result, the national currency of the counttlye manat, depreciatd against the dollar
leading to a hugeloss invalue. This process happened because tt@nmrevenues of Azerbaijaare
earnedfrom the sale of oil and gathereby, adecline inthe price ofoil causeda deficit in the balance of
paymens of the country bringing thema n aratée down.In fact, the vulnerability of the Azerbaijan
economy toexternal shocks, sudfall inoil prices,emphasizedhe economic diversification problenus
the country, the sacalled“resource cursé

Duringthe period of 2014017, the manatsawtwo sharp depreciationgirst in February and later in
December2015.Since it is a lonterm process, the rapid fall of oil pricesin2014 dn’ t pr eci pi
serious consequences until 2015, when it inversdigcted theexchange rate of the manaind brought
instability until 2017 Consequentlyagencies such &SBARnd SOFAZngaged ircurrencyauctions and

other policy measures in order to remedy the challenging situation, stabitizéwganat as well as

bringing back its credibilityhis year

Theyear 2017 is remarkable for the stalalion of the ma n araté. Althoughthe currency hashifted
to afloating exchange rateauthoritiesstill hold power to regulate the currency market via SQrAich
exercissamonopoly over the markefTheimplementation of theiberal exchange rate brougback the

43 Ernest Scheyder, Ahmad Ghaddar and Vladimir Sold&tkihP D AQREC, Russia head for oil cut extension but
wary of over hGNBE29.11.g01mtpsr/\kwevtcrib¢.com/2017/11/29/reutersamericaupdate-6-
opecrussiaheadfor-oil-cut-extensionbut-wary-of-overheatingmarket.html

44The State Oil Fund of the Republic of Azerbaijan, 2016 Annual Report, 35
http://www.oilfund.az/uploads/Annual_Report 2016 ENG.pdf

% Crude Oil Price Forecast: 2017, 2018 and Long Tern
https://knoema.ru/yxptpab/crudeoil-price-forecast2017-2018and-longterm-to-2030

®APAY Fitch announces for @®akRPeE6 on manat rate by 2018
http://en.apa.az/azerbaijareconomy/financenews/fitch-announcedorecastson-manatrate-by-2018.html
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ma n astabiligy, although it has not found its real value yet. Limited currency reserves of CBAR are also
problematic for thema n a t ', véhiletheytcantribue to the high volatility of the manat.

The root causes of the vulnerability of Azerbaijasconomyto fluctuatingoil pricesshould be addressed
Frstly, diversifying the economy should tzemainpriority in order to prevenfurther over-dependence
on al revenues.This goal can be achieved throutite creation of effective management systenthe
application ofrelevantlegislation the development ohuman capitglthe facilitation of acces® finance
for enterprisesof non-resources sect@ andthe stimulation of investmenin tradable non-oil sectors

According teseveralinternational agencies, forecasdbr oil prices during the nexhtee yearsarearound

USD 563/bbl, which indicateshat there will not be any significant dezasesn oil priees. Despite those
projections, oil prices are subject to change based on sevactirs such as declining demand for oll,

i mpl ementation of OPEC’ s deci si ons, eta hhdrefacegtist r o v
difficult to predictthe longterm rate of the Azerbaijanimanat however, there is a possibility of further
depreciationin the shortterm period as the manat finds its real market value
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