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Review of Findings

Key role of oil

e large determinant of GDP
o Fiscal effects (output gap)
o Investment (output trend)
e large determinant of REER
o money inflow, real appreciation

o but monetary policy decides the FX vs CPI split

Different monetary policy regime

e No inflation targeting
e Explicit preference for stable FX rate
e (Closed capital account

e How is this different from vanilla QPM?

Charts for discussion

Exports decomposition based on sectors (bln USD, SA), last obs:19Q3
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Balance of payments (bln USD, SA). last obs:19Q3
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CB's Internat_‘wnal Rnsm'_vcs (data source: CBA_}, last obs: _?.]M{]‘J
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Nominal Exchange Rate (AZN per USD), last obs: 20M01

“
"
srlmrmeaman e

95M01 00MO1 05MO1 10MO1 15M01

20M01



CPI Inflation (YoY, %), last obs: 19M 12
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Autonomy of monetary
policy

Fixed echange rate Capital flow mobility

x10* Money supply (mln AZN), last obs: 19M11
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Your presentations

Don't do "DIY" slides

FRED s/ — Inflation, consumer prices for Azerbaijan

ns5

200

Percent

2007 2008 2009 2010 201 2012 2013 2014 2015 2016 2017 2018 2019 2020 201

Source: World Bank Tred stiouisfed.org

Do concise, but informative slides:

Realny sménny kurz

m realna apreciace sménného kurzu - rlst ceny ropy

m priliv penéz - vladni kapitaloveé vydaje silné zavislé na pfijmech z
ropy (prepocet dolarovych pfijmd z ropy na mistni ménu)

m slaby transmisni kanal ménové politiky

m volatilita a apreciace REER poskozuje konkurenceschopnost a
diverzifikaci vyvozu

AZN per USD (Bloomberg,100¥log), last obs:19M12
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Pick the important stuff, don't do "laundry list"

CPI Inflation (YoY, %), last obs: 19M12
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Introducing Oil

No need to be sophisticated. Oil prices will be taken over from another model and imposed
externally.

Simple gap-trend decomposition.

qoil; = oil; — thS
goil; = goil; + qoily
Agqoily = p1Aqoil;_1 + (1 — p1)Aqoilss + el

qoily = qu/O-iTt + &

We can do the same for world price of food.

qfood; = oil; — p?s
gfood; = qfood; + qfood;

Aqfood; = p1Aqfood, 1 + (1 — p1)Aqfood,, + €'
gfood; = paqfood; + &’

Oil and food are important determinants of consumer prices and we usually plug them in some way
directly into Phillips Curves (same as REER).

Note:

e oil = Brent oil price

e food = FAO food price index

Modifying Equations
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Note that small changes in equations can cause large changes in model properties.

Phillips Curve

Oil prices are regulated in AZ, but we can add food prices (again via two channels, refer back to REER
channels):

T = B1Emi
+ (1= B1)m—1
+ B29t
+ B3(2: — 2¢-1)
+ Bazy
+ as‘]%;dt
+ CYG(Q%th - q%?dt—l)
+ €}

Monetary Policy

Clear preference for FX stability over inflation.
Simple equation - does it work?
St = St-1 1+ €¢
e AZdid not have a strictly fixed FX rate
e we want some link to other variables
New exchange rate rule
sy = k1 * ((5e-1 + Astor — KaZt)
+ (1 — k1) (Et [st+1] + (47 + prem; — it)/4—n3(ji\lt)
Asi" = AZ, + 7 — 7%,

Parameter k1 controls how much the FXis flexible (k1 = 0) vs controlled (k1 = 1). Parameters kg, K3
allow for impact of REER and oil.

Domestic Demand
Oil is an important determinant (fiscal effects):

Uy =1 Byi 1
+ asfi1
— az-
+ oy -z
+ o5 @?S
+ an/O?lt
+ ef

Trends
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Oil price impacts investment: both GDP and REER trend.

AEt =p- AEt_l + (]_ - p) . AESS + Cl(A@t - Amss) + Ef

Ay, =p- Ay, 1 + (1 — p) - Ay,, + c1(Aqoil, — Aqgoil ) + €
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