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o The staff discussions for the 2003 Article IV consultation and the second review
under the Poverty Reduction and Growth Facility (PRGF) were held in Baku during
February 23—March 6, 2003. The mission met with the Prime Minister, Deputy Prime
Minister, Ministers of Finance, Economic Development, and Education, the Governor
of the National Bank, and representatives of the banking and diplomatic communities,
NGOs, and parliament, as well as other senior officials. The mission comprised
Messrs. Wakeman-Linn (head), Hobdari and Gvenetadze (all EU2), Ms. Aturupane
(PDR), Messrs. Desai and Danninger (both FAD), Mr. Surin (BLS) and Ms. Moss
(staff assistant, EU2) and was assisted by Mr. Mered, the Resident Representative.
Mr. Zurbriigg, Executive Director for Azerbaijan, participated in several meetings.

¢ In concluding the 2001 Article IV consultation in February 2002, Directors
commended the authorities for continued strong economic performance, and stressed
that economic diversification was crucial for sustained reduction in poverty. Directors
welcomed the comprehensive plan to strengthen energy sector financial discipline.
Finally, Directors were encouraged by the regulations designed to ensure the
planning, execution and menitoring of the oil fund and state budgets in the context of
a consolidated budget, stressing that, if used wisely, the oil fund could make a crucial
contribution to combating poverty in Azerbaijan.

* Azerbatjan’s statistical base is adequate to conduct effective surveillance and the
publication policy is open, Implementation of the recommendations outlined in the
country’s ROSC data module, completed in March 2003, would further strengthen
economic statistics. The authorities have agreed to publish the data ROSC.

» Agzerbaijan continues to avail itself of the transitional arrangements of Article XIV,
but no longer maintains restrictions under such transitional arrangements,
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Azerbaijan: Basic Data

Sacial and demagraphic indicators (2000)
Area (in 5q. km)
Population (in thousands)
Percent urban
Percent rurak
Pepulatien growth rate (in percent)
Life expectancy at birth (In years}
Infant mortality rate (per 1,000 population)
Physicians {per 1,000 population)
GDP per capita (in U.S. doltars, at average 2002 exchange rate)

86,600
8,203
5

49

08

72
12.8
36
747

1958 1999 2000 2001 2002 1/

Structure of GDP
Industry and construction
of which: Oil and gas sector
Agriculture
Other

Output and employment
GDP {in billicns of manats)
Real GDP
Employment

Prices and wages
Consumer price inflation
Averape
End of Period
Average nominal manat wage
Real manat wage
Average nominal dollar wage
Real daollar wage

External sector
Exports of goods
Imports of goods
Current account balance
{in percent of GDP)

Consotidated Government
Total revenue
Total expenditure (including net lending)
Fiscal balance (- deficit)

Financial markets
Manat reserve money, end of period
Manat broad maney, end of period
Manat velocity relative to non-oil GDP (ratio) 3/
Exchange rate (manat/US$)
End of period
Period average

{In percent of GDP}
35.0 39.1 42.5 435 456
11.5 201 30.5 32.0 29.5
18.0 18.2 15.9 14.8 14.2
47.0 427 41.5 41.7 40.2

(Percentage change, unless otherwise indicated)

17,203 18,875 23,591 26,578 29,602

10.0 7.4 11.1 89 L0.6
0.2 0.1 -0.1 03 0.3
-0.8 -8.5 1.8 1.5 18
-7.6 -0.5 22 1.3 313
18.9 9.5 20.2 173 21.2
19.9 19.7 18.1 15.6 17.9
225 238 10.7 12.7 16.8
23.5 12.6 8.7 1.4 3.6

(In millions of US dollars)

678 1,025 1,79% 2,046 2,305

1,724 1,433 1,539 1,465 1,823

-1,164 600 -187 -50 <769

-30.7 -13.1 -3.6 0.9 -12.8
{In percent of GDP}

19.6 18.5 21.2 21.5 28.0

238 23.6 20.8 0.3 283

-39 -4.7 0.6 0.5 -0.5

(Percentage change, unless otherwise indicated)

-22.3 209 22.1 9.0 11.0
-10.6 33 11.1 7.3 15.5
10.4 10.8 11.7 11.9 11.9

3,890 4,378 4,565 4,775 4,893
3869 4,120 4,474 4,657 4,834

Source; Azerbaijan State Statistics Committee, Azerbaijan National Bank, Ministry of Finance; and Fund staff estimates.

1/ Preliminary data.

2/ Revenue and expenditure in 2002 include the estimated valug of SOCAR's unpaid energy deliveries to

the utility companies (5.4 percent of GDP).
3/ Defined as non-oil GDP divided by average manat broad money.



EXECUTIVE SUCMMARY

A three-year arrangement under the PRGF, in an amount equivalent to

SDR 80.45 million (50 percent of quota) was approved on July 6, 2001. The first semi-annual
Joan was disbursed in July 2001, and the second was disbursed in March 2002. The 2001
Article IV consultation with Azerbaijan was concluded on February 20, 2002.

Macroeconomic developments remained favorable in 2002, with strong and broad-based
real GDP growth and low inflation. The central bank continued to intervene in the market
largely to smooth out short-term fluctuations in the nominal exchange rate, and the real
effective exchange rate has been depreciating steadily since mid-1999. Fiscal policy was
modestly expansionary in 2002, in line with program objectives.

Performance relative to the quantitative targeis nunder the program was strong, as all
quantitative performance criteria and most indicative targets were met. While most indicative
targets for end-December 2002 were missed, this was due to actions taken by the
government, and supported by staff, to finance SOCAR’s share of the new oil export
pipeline, Baku-Tbilisi-Ceyhan.

Implementation of the structural reforms under the program was slower than planned,
delaying completion of the second review. The authorities are requesting several waivers
related to delays in structural reforms. However, there was a significant acceleration of
reforms beginning in late 2002, and the authorities have now introduced measures that meet
or exceed program objectives, including on the missed performance criteria. One half of
energy sector quasi-fiscal subsidies have been eliminated in two years.

The key challenge facing Azerbaijan over the medium term will be to ensure that the
projected boom in oil exports is managed effectively, and in a manner consistent with
sustainable non-oil growth and poverty alleviation, This will require development of a sound
strategy for the use of oil revenues. The development of such a strategy is the most pressing
issue facing the authorities.

For 2003, real GDP growth is projected at 9.2 percent, while the CPI is targeted to increase
2.5 percent. The external current account deficit is expected to deteriorate sharply, but will
be offset by higher net oil-sector FDI. The non-oil fiscal deficit will increase modestly
during the year, but will remain befow the sustainable level.

The government has adopted a comprehensive structural reform program, including
amendments to the Budget Systems Law that will further strengthen the links between the
state and oil fund budgets, measures to further enhance payments discipline in the energy
sector, acceleration of SOCAR restructuring, and measures to further strengthen the banking

sector.



I. INTRODUCTION

1. The staff discussions for the 2003 Article [V consultation and the second review
under the Poverty Reduction and Growth Facility (PRGF) were held in Baku during
February 23-March 6, 2003.!

2. The Executive Board completed Azerbaijan’s 2001 Article IV consultation, and
approved completion of the first review and disbursal of the second tranche (SDR

8.05 million) under Azerbaijan’s PRGF arrangement, on February 20, 2002, Directors
commended the authorities for continued strong economic performance, felt prospects for
broad-based economic growth were encouraging, and stressed that economic diversification
was crucial for sustained reduction in poverty. Directors welcomed the comprehensive plan
to strengthen energy sector financial discipline, noting that faifure to reduce quasi-fiscal
subsidies would threaten economic stability and prospects for diversification. Finally,
Directors were encouraged by the regulations designed to ensure the planning, execution and
monitoring of the oil fund and state budgets in the context of a consolidated budget, stressing
that, if used wisely, the oil fund could make a crucial contribution to combating poverty in
Azerbaijan.

3. In the attached letter of intent (LOI) to the Managing Director, dated April 23, 2003
(Attachment I), the authorities set out their economic performance under the PRGF
arrangement to date and their planned economic policies for 2003, and propose performance
criteria for end-June and end-December 2003, indicative targets and benchmarks for end-
June, end-September and end-December 2003. The authorities also request several waivers, a
rephasing of the third review and an extension of the PRGF arrangement through

March 31, 2005, as noted below.

4, Azerbaijan continues to avail itself of the transitional arrangements under

Article X1V, but no longer maintains restrictions under such transitional arrangements. Staff
has identified measures in connection with the granting of tax clearance certificates that give
rise to exchange restrictions under Article VIII, Section 2(a), which Azerbaijan should
eliminate before accepting the obligations of Article VIII, Sections 2, 3 and 4.% Discussions

' The mission consisted of Messrs. Wakeman-Linn (head), Hobdari and Gvenetadze (all
EU2), Ms. Aturupane (PDR), Messrs. Desai and Daaninger (both FAD), Mr. Surin (BLS)
and Ms. Moss (staff assistant, EU2) and was assisted by Mr. Mered, the Resident
Representative. Mr. Zurbriigg, Executive Director for Azerbaijan, participated in several
meetings. The mission met with the Prime Minister, Deputy Prime Minister, Ministers of
Finance, Economic Development, and Education, the National Bank Governor, and
representatives of the banking and diplomatic communities, NGOs, and parliament, as well
as other officials.

2 At the request of the authorities, the staff is assessing whether there are any jurisdictional
implications of additional measures, including on the making of interest payments and the
repayment of credits contracted from foreign banks.



with the authorities on the elimination of these restrictions are ongoing. Azerbaijan has not
sought, and staff does not recommend, approval of these exchange restrictions.

II. RECENT DEVELOPMENTS
A. Macroeconomic Developments

S. Economic developments in Azerbaijan in recent years have been characterized
by strong economic growth—averaging over 10 percent per year for the last few
years—combined with low single-digit inflation. While exports have been dominated by
oil and oil products, and investments in the energy sector have been an important engine of
growth for the economy, other sectors—including transportation, communications and
services—have also grown rapidly. Particularly noteworthy is the agricultural sector where,
following comprehensive land reform in the mid-1990s, valuc added has increased by more
than 5 percent per year for six consecutive years, with growth in some years exceeding

10 percent. Nonetheless, the economy remains heavily dependent on oil and oil product
exports—which account for around 90 percent of total exports—and thus vulnerable to
international oil market developments.

6. Economic developments continued to be favorable in 2002, and were slightly
better than expected. High oil prices and significant growth in investment (largely FDI) in
the oil and gas sectors, combined with strong performance in other sectors, contributed to
10.6 percent real GDP growth (Table 1, Figure 1), notwithstanding a generally weak
international economic environment. Prices remain fairly stable, with end-period consumer
price inflation of 3.3 percent.

7. The most significant development in the real sector in 2002 was the sanctioning® by
investors of the Baku-Thilisi-Ceyhan (BTC) oil export pipeline, as well as the associated
full field development of the Azeri-Chirag-Guaneshli (ACG) oil field. Combined with the
Shah Deniz gas field and associated gas export pipeline (which was sanctioned in

early 2003), these and other energy sector projects will result in over US$8 billion in
investments over the period 2002-2004, and will contribute to a rapid growth in energy sector
output and exports (Box 1).

? Sanctioning is a formal stage in the investment proccss, where the partners all commit to
providing their share of the investment funds.
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Figure 1. Azerbaijan: Recent Economic Developments, 1997--2002
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1/ 12-month growth rates.

2/ Includes the balances of the General Government and of the Oil Fund.
3/ Sustzinable non-oil fiscal balance is defined below.

4/ Includes only public and publicly guaranteed external debt.

5/ Excludes capital repatriation from foreign investors.

6/ Decrease means depreciation.



Box 1: Azerbaijan Oil Production and Oil Exports: A Regional Comparison

Azerbaijan has a rich natural resource endowment with substantial oil reserves in the Caspian region.
Overall, oil reserves in the country are estimated fo be the third largest in the Caspian region, following
Kazakhstan and Turkmenistan.

On the basis of current oil reserves estimates, the oil production profile for Azerbaijan indicates a
short but steep increase in oil production relative to other countries in the region. Total oil production
for Azerbaijan is expected to rise sharply from 2004 through the tum of the decade and subsequently fall
almost as rapidly, in the absence of a significant new oil discovery (Figure 1). On the other hand, oil
production in Kazakhstan is expected to have a lengthy sustained peak. Revenues from oil wealth accruing
to Azerbaijan will be substantial, but short-lived.

Azerbaijan is much more dependent on oil exports than other countries in the region. Oil exports
{crude oil and oil products exparts) comprised almost 90 percent of Azerbaijan exports in 2002 and are
expected to retain a similar share through the end of the decade (Figure 2). In contrast, oil exports in
Kazakhstan and Russia comprised 50 and 37 percent of fotal exports respectively in 2002,

Figure 1: Oil Production, 1994-2024° Figure 2: Oil Exports,’! 1995-2008°
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'oil exports comprise crude oil and oifl products exports for Azerbaijan and Russia and only crude oil exports for

Kazakhstan. Oil products exports for Kazakhstan are negligible.
Source: IMF staff estimates.
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8. Balance of payments developments were somewhat better than projected

in 2002. In addition to higher than expected oil prices, non-oil exports grew faster than
anticipated, led by agricultural and chemical product exports. There was an expected current
account deficit in 2002, largely due to oil-sector related imports, which was more than
financed by FDL. Azerbaijan’s exchange rate policy continues to rely on the exchange rate
as a nominal anchor, with interventions focused on stabilizing fluctuations around a trend
judged to be consistent with the authorities” inflation target. As noted earlier, Azerbaijan’s
inflation has remained in low single digits since 1996. The modest depreciation of the real
effective exchange rate, which has been ongoing since mid-1999, continued in 2002.

9. The most crucial reforms in Azerbaijan in recent years have focused on
enhancing energy sector financial discipline. As discussed in detail below, nonpayments
and other implicit and explicit subsidies in the energy sector have been the major economic
problem facing the country. With the reforms of the last two years, the government has made
significant strides toward the eradication of this problem.

10.  Despite the strong economic performance in recent years, poverty remains a serious
problem in Azerbaijan, with the State Statistics Committee estimating that 49 percent of the
population living in poverty, and 17 percent in extreme poverty. Thus, combating poverty
remains the key economic challenge facing the country.

11,  Overall, economic developments and prospects reaffirm the importance of the
primary objective of Azerbaijan’s PRGF-supported economic program: the
development of the non-oil sectors of the economy (and thereby the creation of income
opportunities) through continued implementation of monetary and fiscal policies consistent
with macroeconomic stability, improving the environment for private sector development
including through improved governance, accelerating structural reforms, and strengthening
energy sector financial discipline.

12. Experience also reaffirms the appropriateness of the program design.
Macroeconomic stability continues to be an important feature of the Azerbaijan economy,
and exchange rate policy is contributing to growth in non-oil exports. Combined with
improved governance and progress in structural reforms, macroeconomic stability has helped
the country begin to experience new private investments outside the ocil and gas sector
(including, for example, in the alurninum and electricity industries}. Finally, improvements in
financial performance in the energy sector will increasingly free up resources for important
infrastructure reforms and poverty alleviation efforts.

13. The one area in which economic performance has been somewhat at odds with
program assumptions has been the pace of structural reforms. Going forward, it will be
important for the government to ensure that timetables for structural reforms are realistic, and
to seek to enhance their ability to more quickly implement needed reforms.
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B. Program Performance

14, Financial policies were broadly in line with pregram projections, as all
quantitative performance criteria and most indicative targets for end-March, June and
September 2002 were met (Tables 2-8).* While most indicative targets for end-

December were missed, except those related to external debt and net international reserves,
this was due to actions taken, in consultation with the Fund and Bank staffs, to finance
SOCAR’s share of the BTC.? Given the importance of BTC to Azerbaijan’s economic
prospects, the staff supports the decisions made regarding this financing, and would have
proposed a modification of the end-December targets to make room for this financing if there
had been a Board discussion of Azerbaijan’s PRGF arrangement in late 2002.

15. Monetary policy was consistent with program targets, and more generally with
the authorities’ goal of maintaining domestic price stability, while accommodating the
rapid real GDP growth. Excluding the effects of BTC financing (which had no domestic
monetary impact), net international reserves grew more rapidly than programmed, largely
due to the higher than programmed oil prices, while net domestic assets (NDA) of the
Azerbaijan National Bank (ANB) grew more slowly than projected. While broad money
growth was almost entirely due to higher than forecast foreign currency deposits, the ANB
allowed reserve money to exceed program targets since, with non-oil GDP growing faster
than expected and manat velocity in line with projections, this higher reserve money growth
was consistent with the inflation target. The recovery in money demand in Azerbaijan has
been more modest than in other CIS countries, for reasons explored briefly in Box 2 and
in more depth in the accompanying Selected Issues Paper (SIP) (SM/03/158, 4/29/03).

16.  Fiscal policy was modestly expansionary in 2002, in line with program objectives,
and consistent with the authorities’ intentions to very gradually increase their use of oil
revenue. Excluding BTC financing, the non-oil deficit grew by 1.1 percent of GDP, below
the program ceiling. The non-oil fiscal deficit remained well below the sustainable level.®
This is consistent with the authorities’ desire to save a large share of oil wealth, and the
practical need to be cautious in spending oil revenues while the institutions for managing and
spending that wealth are in a developmental state.

* The indicative target for expenditure arrears was missed by a small amount at end-March
and end-June, but met at end-September. These figures actually capture unpaid bills;
Azerbaijan does not track overdue bills separately, as these have not been a problem recently,

3 Similarly, the decline in net international reserves of the ANB in early 2003 was due to a
transfer of pre-2000 oil bonus money from the ANB to the oil fund to finance BTC.

% The non-oil deficit is the fiscal deficit excluding oil-related revenues. “Sustainable non-oil
deficit,” as used here, means the level of real expenditures that can be permanently financed
from the use of oil revenues. The definition and measurement of the sustainable non-oil
deficit is presented in more detail in (SIP SM/03/158).
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Box 2: Mopetization and Dollarization Trends in the BRO Countries

There has been continued increase in monetization across the BRO (Baltics, Russia and Others) in
recent years, following a brief reversal in the aftermath of the Russian crisis of mid-1998. The
growth in real money balances has been particularly high in Kazakhstan and Ukraine, with the
M3/GDP ratio increasing, respectively, by nearly 90 percent and over 60 percent since end-1999.
Strong, although more moderate, growth in real money balances continues in the Baltics, with the
M3/GDP ratio increasing by about 30 percent during the same period in all three countries, as well
as in Georgia (50 percent), Moldova (40 percent} and Russia (30 percent). In Azerbaijan, the
increase in M3/GDP ratio since end-1999 amounted to about 70 percent, but to a large extent this
reflected a recovery of real money balances that had declined sharply in the aftermath of the Russian
crisis. Since the start of the stabilization program of carly-1996, the M3/GDP ratio in Azerbaijan
grew by a moderate 35 percent, lower than in most BRO countries (for more details see the chapter
on Monetization Trends in Azerbaijan in the SIP). The remonetization observed in most BRO
countries, from an abnormally low level, reflects generally increased confidence in the authaorities’
macroeconomic policies and management, as well as gradual banking sector restructuring. These
monetization trends are also, in part, a reflection of positive BOP developments across the region, in
particular high oil prices (for Azerbaijan, Russia and Kazakhstan) and a surge in transfers from

abroad (e.g. Ukraine).

Despite the recent progress in financial deepening observed in most BRO countries, the level of
monetization in the region, except for the Baltics, remains far below the levels prevailing in the
transition economies of Eastern Europe. This 1s an indicator of generally slow progress in structural
reforms, including in enterprise, financial sector, and judicial system reforms.

One important characteristic of the monetization process in many BRQO countries is that it has taken
place mainly through an increase in foreign currency deposits (FCD) with the banking system, with
the growth in domestic currency deposits lagging behind the growth of nomiral GDP. Dollarization
has increased sharply since 1998 in Kazakhstan and Azerbaijan, with the share of FCI) to M3 at
end-2002 more than double its 1998 level in both countries. Growth in dollarization during this
period has also been high in Georgia, Moldova and Tajikistan, while it has remained basically
unchanged in the Baltics, the Kyrgyz Republic, Russia, and Ukraine. As of end-2002, the share of
FCD to M3 amounted to nearly 50 percent in Azerbaijan, Georgia, and Kazakhstan, and about

30 percent in the rest of BRO.

Persistence in dollarization, against a background of sustained disinflation across the region, has
been observed elsewhere earlier. In the BRO, it may be related to the relatively low level of
development of domestic financial markets prevailing in these countries. Since there are few
attractive assets available in local currency in most countries, investors have little choice but to
invest in assets denominated in foreign currency. By opening the way to holding foreign currency-
denominated assets, dollarization allows investors to diversify their portfolios and to reduce risks, In
addition, it is possible that part of the measured increase in dollarization reflects a switch of cash
dollar holdings for dollar deposits, as confidence in banks increases.

17.  While the deficit was in line with program projections, there was a change in the
composition of expenditures and financing. Current expenditures were well below
programmed levels, largely reflecting a cautious decision to postpone a wage increase in light
of revenue uncertainties. Capital expenditures (excluding BTC) exceeded program levels by
a similar magnitude, primarily due to higher than anticipated disbursements under foreign-
financed projects. As a result, external financing covered a larger than anticipated share of



~13-

the deficit, with shortfalls refative to budget targets in privatization and treasury bill
proceeds. The shortfall in treasury bill proceeds reflected a conscious choice, as the
authorities sought to reduce treasury bill interest rates. Consequently, these rates have
declined from around 16 percent in mid-2002 to below 8 percent in early 2003.

18. With regard to revenues, 2002 saw modest tax reforms—primarily the adoption of
the destination principle for VAT on all trade, and a reduction in the payroll tax rate from 33
to 30.5 percent. In the 2003 budget, a further reduction—to 28.5 percent—was approved, as
well as a reduction (from 27 to 25 percent) in the enterprise profit tax, offset by a tightening
of depreciation allowances, in line with the authorities” intention to gradually broaden the tax
base while reducing tax rates. In an effort to stimulate regional development and contrary to
Fund and Bank staff advice, the government introduced regional and sectoral variations in
the enterprise profit tax (EPT), with the rate as low as 10 percent in some regions. A number
of additional reforms are under consideration, including reductions in the number of income
tax brackets as well as the top rate, and the possible introduction of special economic zones.
These changes are consistent with the general trend of tax reforms in the region.

19.  Finally, the development of the oil fund (SOFAZ} has continued, including through
efforts to strengthen the rules for management of oil revenues and related expenditures
throngh SOFAZ, Despite these efforts, 2002 brought a series of incidents involving ad hoc
decisions on expenditures from SOFAZ, as discussed below. SOFAZ continues to serve
primarily as a savings fund, consistent with the authorities” intentions. This is somewhat
different from how other Caspian oil producers are handling their oil wealth (Box 3).

C. Structural Reforms and the PRSP

20. Structural reforms have continued throughout 2002 and 2003, albeit at a somewhat
erratic pace. Most importantly, significant strides were made in enhancing financial
discipline in the energy sector, and thereby reducing the waste of resources in that sector.

The authoritics also continued their focus on developing the financial sector, strengthening
the management of public funds, and improving the business environment. The authorities
also adopted in early 2003 a Poverty Reduction Strategy. While much was accomplished in
structural reforms in 2002, delays in certain reforms—caused by administrative problems and
difficulties in reaching decisions on key reforms—resulted in several structural performance
criteria under the PRGF arrangement not being met, as discussed below (Box 4).
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Box 3: 0Oil Revenue Management: Azerbaijan and Kazakhstan

Azerbaijan and Kazakhstan created natural resources funds to manage surging petroleum revenuss. Generally
oil funds are established with two primary objectives: stabilization and savings for fulure generations. These
objectives have been piven different emphasis in the oil funds of Azerbaijan and Kazakhstan.

The State Qil Fund of the Republic of Azerbaijan (SOFAZ) was established in 1999. Its main objective is
professional management of oil and gas related revenues for the benefit of the country and its future
generations—-i.e., savings. The inflow and outflow rules of Azerbaijan’s oil fund have clearly been designed to
reflect this feature and save a large part of government revenues. SOFAZ receives all government revenues
associated with post-Soviet oil and gas production fields. Tax revenues from older fields continue to flow to the
state budget. Oil fund inflows are not related to an oil price level or a budgetary position, thus lirniting the
fund’s potential for stabilization. On the outflow side, Azerbaijan’s oil fund rules currently forbid spending
above the amount of inflows in any given year. Observance of this rule would gnarantee the steady growth of
savings in the fund.

The Kazakh Oil Fund—the National Fund for the Republic of Kazakhstan (NFRK) - was established in 2001
The main objectives of the fund are accumulation of financial assets for the future generations (savings
function) and reduction of the vulnerability of the country’s budget to fluctuations in the world prices for raw
materials (stabilization function). Accurnulation in the NFRK is contingent on achieving the baseline budgetary
revenue target, which uses pre-approved reference prices. The inflow rule specifies that all oil and gas revenues
in surplus of the annual baseline target are transferred to the NFRK. The NFRK has also received privatization
receipts and bonus payments from the petroleun secror, NFRK makes an impaortant contribution to stabilizing
budget reverues. If budget revenue collection is betow the baseline projections, the gap can be filled by a
transfer from the NFRK. Ten percent of projected baseline budgetary oil revenue as well as revenue from
investment activities of the fund remain in the fund.

In both Azerbaijan and Kazakhstan, the creation of an oil funds had a positive impact on fiscal discipline and
contributed to better transparency and accountability of oil revenue management.

Energy Sector Financial Discipline

21 In 2000, quasi-fiscal subsidies in the energy sector exceeded 20 percent of
Azerbaijan’s GDP.” Resources that could have been used to rehabilitate the economic
infrastructure and combat poverty were instead being wasted in indiscriminate subsidization
of inefficient energy consumption, while interenterprise and tax arrears were growing. As a
result, attempts to enhance energy sector financial discipline have been at the heart of the
government’s economic reform efforts in recent years.

7 For a discussion of the many sources of quasi-fiscal subsidies in the energy sector, and an
explanation of the measurement of quasi-fiscal subsidies, see Azerbaijan: The Size of Quasi-
Fiscal Subsidies Implicit in Current Domestic Energy Policies. Azerbaijan Republic:
Selected Issues and Statistical Appendix, IMF Country Report No. 02/41.




Box 4. Structural Performance Criteria and Benchmarks End-March 2002

Reform measure Status Comments

A. Structural Performance Criteria

Adoption of a timetable for the unification of | Not cbserved | The deadline was not met. However, on

domestic and export prices for natural gas, oil Feb. 10, 2003 the Cabinet of Ministers issued

and oil products a decree that brought natural gas, ¢rude oil and
most oil products prices in line with long-run
world market prices.

Adoption, in consultation with the Fund staff, | Observed

of a timetable for the gradus reduction of the

number of specific tariffs and the weighted

average tariff, consistent with the

commitment in the MEFP

Notobserved | Timetables were adopted by presidential

Adoption of a timetable for the full
privatization of the International Bank {IBA},
and a timetable for the preparation of the
United Universal Joint Stock Bank (BUS
Bank) for privatization

Allocation of quarterly tax credits to
SOCAR, and subsidies to Azerenergy and
Azerigas, for fuel delivered to but not paid
for by the utilities

B. Structural Benchmarks
Submission to Parliament of the new
Banking System Law

Submission to Parliamnent of a new Budget
Systems Law that is consistent with best
International practices

Adoption of a timetable, in 2002, for all short
term elements of the Cusioms Committee
reform program

Not observed

Not observed

Observed

Observed

decree on April 17, 2003.

Subsidies and tax credits for 2002 have been
allocated, but well outside the programmed
time frame. Streamiined procedures for the
timely allocation of such tax eredits and
subsidies have been adopted in consultation
with Fund staff,

The end-March 2002 deadline for submitting
the law to Parliament was not met. The draft

law is expected to be submitted to Parliament
shortly, and its adoption is planned for

June 2003.

22.  Efforts in the energy sector have focused on four objectives: i) making explicit the
previously quasi-fiscal subsidies, so as to enhance transparency and facilitate decision
making; ii) increasing payments for utility services; iii) improving the efficiency of the state
oil company, SOCAR; and iv) improving the efficiency of the electricity and gas sectors.
These reforms have been quite successful; from 22 percent of GDP in 2000, the (fiscal and
quasi-fiscal) subsidies in the energy sector were reduced to an estimated 11 percent

in 2002, and are expected to decline further in 2003.
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23, Starting in 2002, SOCAR has been granted tax credits for all fuel delivered to the
electricity and gas companies, but only at domestic prices. The true cost of these subsidies
was much higher—for example, the domestic price of natural gas was US$15 per 1000 cubic
meters, compared to an import cost of US$52. The 2003 budget includes tax credits and
subsidies at international prices, as domestic energy prices have now been unified with
import or export parity, as appropriate. In addition, the 2003 budget includes an explicit cash
subsidy for Azerchemia—a state-owned chemical company that SOCAR was previously
required to provide fuel to regardless of whether it received payment. SOCAR is now
expected to provide fuel only at international prices and only if it receives full payment.

24,  The timely quarterly allocation of tax credits to SOCAR, as well as the
publication of these tax credits, was a quarterly performance criterion under the PRGF
arrangement. While these credits were allocated and full information published,
bureaucratic delays meant the subsidies were not allocated on time (LOI, paragraph 10). The
authorities have now adopted, in consultation with Fund staff, a timetable with streamlined
procedures for the future allocation of these credits, and are requesting waivers for the
nonobservance of these performance criteria.

25.  Similarly, the adoption of a timetable for the unification of domestic and world
market prices of natural gas, crude oil and oil products was an end-March 2002
structural performance criterion. While it took longer than anticipated for the government
to make decisions on this 1ssue, they have now actually unified domestic and estimated long-
run world market prices® of natural gas, crude oil and most oil products (LO], paragraph 9).
In addition, they have committed to unifying domestic and world market prices of the two
products whose prices remain below world market levels in early 2004. Based on these
actions, the authorities request a waiver for nonobservance of this performance criterion.

Financial Sector Reforms

26. Financial sector reforms continue in Azerbaijan, despite delays in some
important areas (1.OI, paragraph 15). New large and small value payments systems have
been introduced, enabling banks to offer a wider range of services to their clients. Non-viable
banks—particularly those not able to meet the new US$2.5 million capital requirement—
have been closed, with the humber of banks in the country having declined from over 70

in 1999 to 47 today. In addition, the ANB has prepated—in consultation with MAE—a new
Banking System Law which, when passed by parliament, will provide a solid legal
foundation for a modern banking system. Progress on the restructuring of BUS Bank—the
last wholly state-owned bank—has also continued, supervised closely by the ANB as well as

the Ministry of Finance,

® In consultation with Fund and World Bank staff, prices were unified not with actual world
market prices, but with what world market prices would be if world crude oil prices were at
USS20 per barrel, which is the Bank staff estimate of long run equilibrium prices.
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27. Other reforms, however, have been delayed. There has been little progress toward
the privatization of the International Bank of Azerbaijan (IBA)—the dominant bank in
the system, which remains 51 percent state owned. Despite a continuing intention to

sell 20 percent of the bank to EBRD, as a step toward full privatization, the desire to first
recapitalize the bank and differences over how to undertake the sale led to little progress

in 2002. The end-March 2002 structural performance criterion, calling for the adoption of
timetables for the privatization of [BA and the preparation for privatization of BUS Bank,
was not observed. As these timetables have now been adopted, as noted below, the
government requests a waiver for the nonobservance of this performance criterion.

Fiscal Sector Reforms

28. A wide array of fiscal reforms were implemented in 2002 and early 2003 (LOJ,
paragraph 13), largely focused on improving governance in the handling of public funds
Most importantly, a new Budget Systems Law, designed in close cooperation with the Fund
and World Bank, has been adopted. This law requires parliamentary approval of the budget at
a much more detailed level, the preparation of and reporting to parliament of 2 Medium Term
Expenditure Framework (MTEF), and greater reporting to parliament and the public on
budget execution.

29, Tax administration reforms have continued (LOI, paragraph 14). Most strikingly,
the number of tax officials has been reduced by 40 percent, with the salaries of remaining
staff increased 100 to 200 percent. Similarly, all short-term elements of the reform program
for the State Customs Committee have been implemented, with work continuing on the
medium and long-term reform efforts (LOI, paragraph 26).

Governance

30. A number of the reforms noted above are aimed at improving governance. In
addition, the government sought the views of the international and domestic business
community—including in two meetings with the president—on their governance concerns.
Based on the results of these meetings, there has been a dramatic reduction (by around

85 percent) in the number of types of businesses requiring licenses, and the process of
receiving licenses for the remaining businesses has been streamlined. As a result of these and
other efforts, several governance/investment climate surveys (EBRD’s Business
Environment and Enterprise Performance Survey, IFC’s Foreign Investment Advisory
Service, PRS Group’s International Country Risk Guide, and Heritage Foundation’s
Economic Freedom Survey) have reported significant improvements in Azerbaijan’s
investment climate in the last three years.

Poverty Reduction Strategy

31.  Azerbaijan’s PRSP, or State Program for Poverty Reduction and Economic
Developments (SPPRED), was launched in a national conference in October 2002 and
formally adopted in February 2003, following a consultative process discussed in the
accompanying Joint Staff Assessment (JSA) (EBD/03/39, 4/24/03). As the JSA notes, this
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well designed strategy reflects genuine ownership, and if effectively implemented should
contribute greatly to poverty reduction in Azerbaijan.

32.  As noted in the LOI {paragraph 6), the macroeconomic framework for the PRSP
differs somewhat from the PRGF framework. These differences are due to the fact that the
PRSP framework was finalized in the third quarter of 2002, and in the intervening 7-8
months, developments related to oil prices, FDI and non-cil sector growth have been
somewhat different than projected. Thus, as the LOI notes, the PRGF macroeconomic
framework is considered by the government as an updated version of the PRSP framework.

III. REPORT ON THE DISCUSSIONS
A. Key Challenges for 2003 and the Medium Term

33.  The staff and authorities agreed that the general thrust of the reform strategy for
the past two years—maintaining macroeconomic stability while seeking to enhance prospects
for growth in non-oil sectors, including by effective management of oil sector revenues,
strengthened energy sector financial discipline, the development of a more competitive
financial sector, and improvements in governance—was and remains an appropriate
response to the economic challenges the country faces.

34,  Maintenance of macroeconomic stability has been one of the key successes of the
Azerbaijan government in recent years, and the staff and authoritics agreed that it is
necessary to ensure this stability is maintained. The introduction of the oil fund has led to
dramatic improvements in the transparency of the management and expenditure of ail
revennes. Reductions in quasi-fiscal subsidies have contributed to improved energy
efficiency in the economy. Combined with progress in governance, this has helped bring out
substantial continuing growth across a wide range of sectors. It is, however, too early to see
clear evidence of the impact of most of these reforms on poverty. The challenges remain,
particularly the need to further reduce cnergy sector subsidies and improve governance, but
the staff and authorities agreed that the reform agenda remains the correct response to
Azerbaijan’s economic challenges, as the challenges in 2003 are not expected to be
qualitatively different than those in 2002.

3s. Going forward, it was agreed that the key challenge for the authorities will be to
develop a comprehensive strategy—involving fiscal, monetary and exchange rate policy—for
the management of the rapid growth in oif and gas revenues that is expected to begin in 2003.
Azerbaijan will increasingly need to manage massive oil sector revenues in a way that does
not discourage the development of the non-oil sector.

Management of Qil Revenues

36.  There were differences of opinion between the staff and authorities with regard to
developments in the management of oil revenues. While SOFAZ has greatly enhanced the
transparency of such management, and the rules to ensure the development, implementation
and monitoring of a truly comprehensive fiscal policy are generally appropriate, the staff
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expressed concern that these rules were not always respected. In particular, while the
decisions to increase expenditures in 2002 on Internally Displaced Persons (IDPs) and
refugees were laudable, these decisions were made in an ad hoc manner, and without the
preparation and approval of a revised consolidated budget as called for in the oil fund rules.
The staff felt these actions represented a serious threat fo the integrity and coherence of
fiscal policy. The authorities felt they were at most minor deviations from the oil fund
rules, reflecting the need to develop effective procedures for implementing these rules.

37.  The staff and authorities reached understandings that there was a need to enhance the
legislative foundation of the oil fund—through 2002, SOFAZ and its operating and budget
rules existed solely on the basis of presidential decrees. There was a difference of opinion as
to the best way to achieve this objective, however. The staff argued that ar oil fund law
was necessary, to codify existing oil fund rules and thereby provide greater assurance that
these rufes will be adhered to,

38.  The authorities disagreed, arguing that the existing rules were sound and that
presidential decrees provided a sufficient legal foundation. In the end, the staff and the
authorities reached understandings that, at least as an interim measure, key rales related to
the preparation and execution of the oil fund budget would be embodied in revisions to
the budget systems law. The staff continues to believe that an o1l fund law will be necessary

at some point.
Financial Sector Reforms

39.  Discussions on reforms in the financial sector focused largely on two issues: the
privatization of IBA and proposed deposit insurance. On IBA, privatization was delayed by
the authorities” desire to recapitalize it first. This recapitalization is now complete. An
additional complicating factor was that, while the government preferred to sell 20 percent of
IBA to the EBRD out of government-held shares, EBRD expressed a preference for buying
newly issued shares, so that the purchase price could further add to the bank’s capital. Staff
indicated support for either approach, as further recapitalization—if necessary—could be
accomplished in other ways, and urged the government to accelerate the process of

privatizing IBA.

40.  With regard to deposit insurance, the authorities intended to include provisions for
deposit insurance in the Banking System Law. Staff argued that this was premature, as
banking supervision needed to be strengthened first. The staff also expressed reservations
about features of the draft deposit insurance system, arguing that the design of the system
needed reconsidering. The authorities acknowledged these points, but felt it was politically
necessary to pass deposit insurance legislation. Therefore, while they intend to keep the
deposit insurance chapter in the Banking System Law, they agreed to include provisions that
would delay its effectiveness until these issues are resolved. The authorities also agreed that,
in the interim, they would work with the Fund staff to reconsider key design features, which
could be amended before deposit insurance takes effect.
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B. Program Discussions and Macroeconomic Policies for 2003

41.  Completion of discussions on the second review were delayed, largely due to
difficulties in reaching agreement on energy price adjustments, delays in bank privatization,
and differences over the best way to ensure the integration of the oil fund and state budgets.
The resolution of these issues in January 2002—including not simply the adoption of a
timetable for energy price unification but actual unification—made it possible for the staff to
seek to conclude discussions on an apdated LOI. With the adoption of a Poverty Reduction
Strategy, program discussions focused primarily on which measures in that strategy should
be reflected in the government’s PRGF arrangement, and the precise nature of the policy
commitments to include in the PRGF, The LOI clearly identifies the links between the policy
commitments in that document and in the PRSP.

Fiscal Policy

42.  In the face of a growing oi! fund and anticipated rapid growth in oil related revenues
in the coming vears, and in line with Fund staff recommendations for oil producing countries,
the staff urged the authorities to increasingly focus their attention on the non-eil deficit as
the proper measure of fiscal stimulus provided to the economy. The authorities accepted
this recommendation, including by acknowledging that the fiscal deficit performance
criterion under the program should be modified to focus on the non-cil deficit.

43.  The authorities intend to modestly increase their use of oil-related revenues in 2003
(LOI, paragraph 17). The staff supports this increased non-oil deficit, as it remains below the
sustainable level and the increased expenditures are well planned. In particular, the increased
expenditure on infrastructure projects should be beneficial for the long term competitiveness
of the economy; such expenditures were deliberately constrained in previous years, as the
government sought to develop procedures for il fund financed expenditures, improve
procurement procedures and develop a supreme audit institution.

44, The key structural reform in the fiscal area for 2003 is the recently submitted package
of amendments to the Budget Systems Law (BSL). These amendments (LOI, paragraph
18) will enshrine the key oil fund rules in law, give parliament the authority to approve the
consolidated budget expenditure and deficit ceilings—the first time parliament will have any
control over the oil fund—and strengthen the BSL in other ways. Plans to use the BSL to
prevent municipalities from borrowing were derailed by a Ministry of Justice ruling that this
would be unconstitutional.

45.  With the 2003 budget, the authorities have completed the process of subjecting all
taxpayers to the tax laws (LOI, paragraph 21). With SOCAR no longer paying a negotiated
tax target, the government is confronted with a new challenge—volatility in this crucial
source of revenue. The staff and authorities agreed the government should save SOCAR tax
payments early in 2003 that are in excess of budgeted levels, due to higher than budgeted
oil prices, and to use these savings as a cushion if oil prices decline at some point in the

future (L.O1, paragraph 22).
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46, Other tax reform plans include a commitment to reunify the EPT in the context
of the 2004 budget (LOI, paragraph 23). The authorities had introduced variations in the
EPT in an effort to encourage regional development. The staff argued that such policies do
not work, and run counter to the government’s efforts to improve tax administration. In the
end, the authorities agreed to reunify the EPT rate starting January 1, 2004—possibly ata
significantly lower rate than the current standard of 25 percent—and to request assistance
from the Fund and World Bank to develop a more effective regional development program
during 2003. The propasal for the introduction of special economic zones was not discussed,
as the staff was at the time not aware of this proposal.

47.  The composition of expenditures has changed little during recent years, but the
recently adopted PRSP has set new spending priorities. In the absence of sectoral reforms
(e.g., education, health sector, civil service), past budgets showed few expenditure
innovations. Reforms primarily concentrated on eliminating expenditure arrears, funding
energy consumption by budget users, reducing quasi-fiscal subsidies in the energy sector, and
incorporating extrabudgetary activities of budget organizations. While the 2003 budget
continues with these measures, it also reflects priorities reflected in the PRSP, including
increased capital expenditures, raising minimum public wages and pensions, and building a
social safety net to support reforms in the energy sector.

48,  All previously extra-budgetary operations of budget organizations have been
included in the budget starting in 2003, but carmarking of revenues has been eliminated in
only a few instances. The staff urged the authorities to eliminate all remaining earmarking in
the 2004 budget, but the authorities plan to move only gradually, fearing that incentives to
collect these revenues could be undermined, Staff accepted this as a reasonable though not
first-best alternative. Similarly, building on the progress in recent years, the staff proposed
that the authorities identify all remaining quasi-fiscal subsidies during 2003, and either
eliminate them or incorporate them explicitly into the 2004 budget (LOI paragraph 28). The
authorities noted that this suggestion was consistent with their general reform intentions.

49.  The government intends to finance key infrastructure projects in 2003 from the Oil
Fund (e.g., rehabilitation of parts of the irrigation system). Given the importance of these
projects, the staff supported this decision, but recommended that further investment plans be
based on a comprehensive public investment program. Public sector wage increases aim to
reduce the gap with private sector compensation, Staff urged the authorities to move
cautiously on public sector wages in the absence of a general civil service reform plan.

50.  The authorities reaffirmed that, in the event they have to pay additional funds for
the construction of BTC, they would consult with Fund and World Bank staff to ensure that
this was done in a manner which did not undermine the reform efforts. Finally, the
authorities will take a number of steps to strengthen the management and control of
domestic and external debts, as well as to resolve disputed debt obligations with
Kazakhstan, Turkmenistan and Uzbekistan (LOL, paragraphs 30-32).
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Monetary and Exchange Rate Policies

51.  The primary objective of ANB’s monetary policy remains the maintenance of
domestic price stability. In view of the difficulties in predicting money demand in
Azerbaijan, the ANB continues to use the exchange rate as a nominal anchor for monetary
policy. This policy has in effect led to informal exchange rate targeting, allowing for a
modest norminal depreciation vis-a-vis the US dollar within a narrow band. The staff and the
authorities agreed that this exchange rate policy has served Azerbaijan well—contributing to
low single digit annual inflation since early 1996 and growth in international reserves—and
that it remains appropriate. In addition, in light of the strong growth in 2002 of non-oil
exports, there is no evidence of competitiveness problems, and the staff and authorities
believe the level of the exchange rate is appropriate.

52. The monetary program targets consumer price inflation of 2.5 percent for 2003. In
line with developments over the last few years, the program assumes a small decline in broad
money velocity, which the staff believes would be consistent with continued modest nominal
depreciation of the exchange rate, The key challenge facing the ANB in 2003 will be to
sterilize the impact of the planned SOFAZ spending as well as oil-related FDI, while
maintaining domestic price stability, Although the ANB has introduced a variety of monetary
instruments over the past few vears, the treasury bill market is small, and thus the scope for
open market operatiens is limited. The ANB’s influence on money supply therefore comes
largely from interventions in the foreign exchange market. To assist the ANB in maintaining
price stability and avoiding excessive swings in the nominal exchange rate, the Ministry of
Finance, SOFAZ and SOCAR have agreed to provide the ANB with monthly updates of their
expected pattern and volume of foreign exchange transactions in 2003. In addition, the ANB
has announced that, effective May 1, 2003, banks wiil no longer be able to satisfy up to

50 percent of their required reserves with treasury bill holdings. It is also prepared, if
necessary, to use ANB bills or remunerated commercial bank deposits with the ANB to mop
up excess liquidity. The staff supports these moves, which should have minimal impact on

ANB profits in 2003.

53.  Tostrengthen the banking system, the authorities have decided to take a number of
steps. Key among these reforms, they intend to accelerate efforts to privatize IBA and BUS
Bank, and have adopted appropriate timetables (LCI, paragraph 37). In addition, to date all
government demand for financial services—a significant share of the domestic market-—
has been met by either IBA or BUS Bank. The staff urged the authorities to tender for these
services, to enable other banks to compete for this business. The authorities were reluctant to
move rapidly in this area, as they feel many private banks are not capable of providing
reliable services. They recognized the importance of eventually allowing competition in this
market, however, and decided to focus on this issue during 2003, and to set a date after which
tenders will be issued for all such services.

54.  The Azeri authorities have recently sent staff a voluntarily completed questionnaire
on Anti-Money Laundering and Combating the Financing of Terrorism (AML/CFT) Policies
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and Institutions. Azerbaijan has ratified the UN Convention on the Suppression of the
Financing of Terrorism. Staff is currenily reviewing the authorities’ response.

Goverpance

55. The authorities recognize the need to continue efforts to improve governance in
Azerbaijan, While the tax and customs administration reform programs will be central to
that effort, it was agreed more needed to be done. The government recognized the need to
complete the process of separating commercial and regulatory functions during 2003 (LOI,
paragraph 45). The authorities also proposed to review the structure of government during
2003, a decision the staff supports, as it could contribute to enhancing the government’s
ability to implement policy reforms in more timely fashion. Finally, the government will seek
parliamentary approval of anti-corruption legislation in 2003.

Energy Sector Financial Discipline

56.  There was consensus on the importance of energy sector financial discipline for
Azerbaijan’s economy, as well as agreement on the general thrust of these reforms. There
were however, during the course of 2002, difficult discussions over domestic energy prices.
While acknowledging the importance of unifying domestic and world market energy
prices, the authorities were reluctant to make major price reforms for political reasons. The
staff, working closely with the World Bank, advised the authorities to unify the price of
imported natural gas with the cost of that gas. With respect to oil and oil products, it was
agreed that it would be appropriate for Azerbaijan to use its position as an oil exporter to
insulate the domestic economy from international swings in oil prices, by unifying domestic
prices not with actual international prices but with those that would prevail if oil prices were
around US$20 per barrel (roughly consistent with the budget forecast, as well as with World
Bank staff estimates of the long run world price level). For the two most socially sensitive
products—diesel fuel and kerosene—it was agreed that price unification should be deferred
to 2004, and that the 2004 budget should include a targeted subsidy mechanism to cushion
the most vulnerable from the effects of these increases.

57.  This left only the domestic price of crude oil. In general, crude is not sold
domestically in Azerbaijan. There had been two exceptions. SOCAR’s extraction division
sold crude to refineries at the domestic price. The authorities acknowledged that this made it
difficult to discern the true level of efficiency of the refineries, which were able to buy crude
at less than US$8 per barrel and sell the refined products at close to international prices.
However, they were reluctant to increase the domestic price, as certain PSAs require the
operator to sell specified quantities of crude to the government at the domestic price. An
increase in the domestic price to world market levels would cost the government about
US$25 million per year. This issue was resolved through a restructuring of SOCAR that
involves SOCAR extraction paying a service fee to the refineries, and SOCAR being
prohibited from sefling crude oil at below export parity. Domestic prices now only apply to
transactions clearly specified in PSAs.
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58.  Having unified most domestic and world market prices, some in the government felt
no more was necessary. The staff argued, however, that now that prices had been adjusted to
be in line with an estimated long mn world oil price, it was important to take steps to
ensure they remain generally in line with world market prices, while not necessarily
matching the volatility of world market prices. The authorities concurred, and committed to
adopting, by end-2003, an automatic mechanism for the future adjustment of domestic oil

and gas prices.
Trade and Investment Policy

59. The authorities reiterated their commitment to a liberal trade regime. They indicated
their continuing intention to replace specific with ad valorem customs duties, and to further
reduce the weighted average tariff rate (LOI, paragraph 8). They are seeking to accelerate
their negotiations for WTO membership, with technical assistance from the United States.
The authorities, however, maintain their ban on scrap metal exports (scrap metals constituted
less than 1 percent of non-oil exports prior to the ban). The staff urged the replacement of
this ban with an export licensing system, but the authorities were unwilling to do so, because
of the link between domestic scrap metal operations and criminal activity.

C. Medium-Term Prospects and Capacity to Repay the Fund

60.  Azerbaijan’s medium term economic prospects are promising. In the short run
FDI, which over 2002-2004 will be well in excess of 100 percent of 2003 GDP, will provide
a strong growth impetus, an impetus that will be replaced by rapid growth in oil and gas
production and exports when these projects are completed. Add to this the recent
performance in growth in other sectors, and there is good reason to be optimistic about the

country’s growth prospects.

61.  The staff and authorities agreed that non-oil sectors in Azerbaijan are likely to grow
by around 9 percent per year, on average, over the period 2003-2005. While part of this
growth will be due to spillover effects from oil sector investments, unrelated sectors
(agriculture, aluminum) can be expected to continue to perform well, particularly in light of
the growing availability of microfinance and small scale credits, as well as recent non-oil
FDI. In addition, the continued efforts to improve the business environment, combined with
ongoing efforts to rehabilitate crucial economic infrastructure, should provide additional

impetus to non-oil growth.

62. However, the medinm term outlook is subject to an unusually high degree of risk
stemming from the economy’s heavy reliance on oil and gas exports. In important ways,
the risk has declined since Azerbaijan’s last Article IV consultation, as the key energy sector
investment projects have been sanctioned and appear to be on track for completion in

late 2004 or 2005, as previously hoped (the Shah Deniz project will apparently be completed
about one year later than previously planned). But with roughly 90 percent of exports coming
from oil and gas, the recent volatility in oil prices emphasizes the uncertainties facing
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Azerbaijan. In addition, continuing growth in the non-oil sectors will depend on the effective
management of this oil wealth.

63.  The medinm-term balance of payments projections are based on end-March 2003
WEQ oil price projections. The current account deficit is forecast to increase from

12.6 percent of GDP in 2002 to 29.7 percent in 2003, and to average 28 percent during 2004~
2005, with these deficits largely financed by FDL In 2006, with the full operation of the
ACG, BTC and Shah Deniz projects and the related surge in exports and decline in oil sector
imports, the current account deficit is projected to fall sharply to 7.7 percent of GDP before
moving into surplus beginning in 2007. The financing gaps for 2003 and 2004 will be
covered by the proposed disbursements from the Fund (US$36 million in 2003 and

US$35 million in 2004), the World Bank Structural Adjustment Credit (US$33 million in
2003} and bilateral support, The authorities agreed with the mission’s assessment both of the
balance of payments prospects, as well as the uncertainty surrcunding those prospects.

64.  The staff reiterated its belief that the authorities should attach high priority to the
development of a medium- to long-term strategy for the use of oil revenues. The staff has
made this point in the past, but found little interest on the part of the authorities. Thus, the
staff was encouraged when the authorities agreed with this opinion, and requested the Fund
and World Bank staffs to help the government develop such a strategy during 2003. The
chapter on the economic challenges of rising oil revenues in the SIP, as well as a recent
World Bank Public Expenditure Review on a similar topic, will hopefully serve as useful
starting points for the government’s considerations.

65. Azerbaijan has established a good record of servicing its debt to the Fund, and
the staff expects the continued timely meeting of the country’s external obligations.
Azerbaijan’s government and government guaranteed external debt was 23 percent of GDP
in 2002 and is expected to average around 20 percent of GDP over the medium-term.
Azerbaijan has a good record of honoring its external obligations, and its external debt
service payments-—at an average of 3.2 percent of exports of goods and services in the
medium-term—suggest that the risk is limited. Obligations to the Fund are projected to peak
in 2003 at less than 3 percent of exports of goods and services, or at 11 percent of gross

I'esCrves.

66.  Azerbaijan has debt disputes with Kazakhstan, Turkmenistan and Uzbekistan,
In the case of Kazakhstan, the Azeris do not acknowledge responsibility for the debt of a
state-owned enterprise. The Azeri authorities believe their debis to Uzbekistan have been
settled, and they have not been able to reach agreement with the Turkmen authorities
regarding the level of their obligations to that government.

D. Technical Assistance and Statistical Issues

67.  Azerbaijan provides core data to the Fund, and the information is adequate for
surveillance purposes. While the authorities have made significant progress in improving the
quality and timeliness of macroeconomic statistics, 2 number of weaknesses need to be
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addressed in national accounts and producer prices. In these areas, technical assistance
continues to be provided by the Fund (Appendix I). Azerbaijan has a strong record of
implementing recommendations from Fund technical assistance, and continued assistance is

justified.

68. A data ROSC mission in May 2002 carried out a review of Azerbaijan’s data
dissemination practices compared to the GDDS, as well as an in~-depth assessment of the
quality of macroeconomic statistics. The report of that mission has been agreed with the
authorities, and has now been published on the IMF web site. The report notes that
Azerbaijan meets and in many cases substantially exceeds GDDS recommendations—in
many areas even SDDS requirements—on periodicity and timeliness for its
macroeconomic statistics. To meet SDDS requirements fully, several improvements, noted

in the ROSC report, are needed.

69.  The authorities have largely completed the implementation of the recommendations
of the safeguards assessment (LOL, paragraph 44). The remaining recommendations from
the safeguards assessment—to revise the legal framework and to address the modalities for
profit distribution so that “profit transfers” to the budget truly reflect profits, and not a figure
set in the budget—have not yet been resolved. The staff urged the authorities to address these
issues in the forthcoming revisions to the Central Bank Law.

E. Program Monitoring

70.  Measures to be implemented as prior actions for the completion of the second review,
as well as structural performance criteria and benchmarks for end-June and end-

December 2003, are listed in Box 5 and described in the LOI. Quantitative performance
criteria for end-June and end-December 2003, and indicative targets for end-June, end-
September and end-December 2003 are specified in the L.OI, Table 2. These targets are based
on the WEOQ projections for oil prices prevailing at the time the program was discussed with
the authoritics (US$31 and US$25 per barrel, respectively, in 2003 and 2004). The
subsequent downward revisions in WEO oil price projections do not impact program
conditionality, as a}l relevant quantitative performance criteria are fully adjusted for changes
in oil prices relative to programmed oil prices. Only if oil prices fell below the budget
assumption of US$19.50 on average for 2002 would there be a need to reconsider the
program targets. The updated disbursement schedule is presented in Table 9.

71. The program contains a number of structural conditions, which the staff and
authorities believe are critical to the program’s success, as explained in Box 6. In many
cases, multiple conditions refer to various stages of the same reform (¢.g., submission of the
Budget Systems Law amendments to parliament as a prior action, and implementation of
those amendments as a performance criterion).



-27-

Box 5. Prior Actions, Structural Performance Criteria_and Structural Benchmarks

Area

Action

Prior Actions

{All prior actions to
be implemented no
later than

April 30, 2003)

Budget Systems Law
(BSL)

Bank privatization

Budget system

Pension contributions

Submission to Parliament of amendments to BSL (as
specified in paragraph 55 of LOI)

Adoption of privatization timetables for International Bank
(IBA) and United Universal Joint Stock Bank (paragraph 37
of LOT)

Adoption of procedures for allocation of tax credits and
subsidies for unpaid fuel consumed by utilitics, in
consultation with Fund staff (paragraph 10 of LOI)

Issuance of Cabinet of Ministers decree instructing timely
payment of pension contributions by state-owned enterprises
{paragraph 34 of LOI}

End-June 2003 -

Structural
Performance
Criteria

Structural
Benchmarks

Budpet Systems Law

VAT refunds
Revenue forecasting

Banking System

Adoption by Parliament of amendments submitted as prior
actions {as specified in paragraph 55 and 56 of LOI)

Adoption by the Cabinet of Ministers of fmproved regulations
on VAT refunds (as specified in paragraph 56 of LOI)

Establishment of a revenue forecasting commission {as
described in paragraph 25 of LOI)

Adoption by Parliament of a new Banking Systems Law (as
described in paragraph 42 of LOT)

End-December 2003

Structural
Performance Criteria

Structural
Benchmark

Enterprise profit tax
Energy prices

Specific customs duties
VAT exemptions

Bank privatization

State Customs Comzuittee
(SCC) :

Determine a single uniform enterprise profit tax rates for atl
non-oil companies (as described in paragraphs 23 and 57 of
LOY)

Adoption of a procedure for future automatic adjustments of
domestic energy prices (as described in paragraphs 52 and 37
of LOT)

Replacement of specific with ad-valorem customs duties in
continued adherence to timetables adopted in compliance with
end-March 2002 structural performance criteria (as described
in paragraphs 26 and 57, see also EBS/02/21)

Adoption of a Cabinet of Ministers decision reducing list of
VAT exemptions and requiring that all firture changes be
done in the context of annual budget preparation process (as
described in paragraphs 24 and 57 of LOI)

Issuance of a tender for all remaining povernment shares in
IBA (as described in paragraphs 37 smd 57 of LOIT) '

Continued adherence to the SCC reform program (as
described in. paragraph 26 of LOI)
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Box 6. Structural Conditionality Streamlining Assessment

1. Coverage of Structural Conditionality in the Program
Structural Conditionality wnder the proposed program includes prior actions for the second review of
PRGF, and performance criteria and benchmarks for end-June and end-December 2003, as follows:

« fiscal policy, through a prior action and a structural performance criterion on the Budget Sysiems
Law; a prior action on pension contributions; a performarnce criterion on VAT refunds and
another one on VAT exempticns. This conditionality is relevant for the fiscal objectives of the

program;

» banking sector, through a prior action and a performance criterion. The conditionality is critical to
safequard the integrity of the banking system and to establish a level playing field in the

banking sector;

s frade policy, through a structural performance criterion. Further liberalization of the frade regime
is essemtial for the halanced development of Azerbaijan's economy,

e energy sector, thraugh a prior action and a structural perfarmance criterion. Arrears,
nonpayments, and waste of resources in the domestic energy sector pose a serious potential
threat to medium-term macroeconomic stability;

e povernance issues, through a structural benchmark on the Customs Commitiee. Reforming the
Customs Committee is a central element of the effort to improve governance in Azerbaijan.

2. Status of Structural Conditionatlity from Earlier Programs

See Box 5 on structural conditionality for end-March 2002 that were not met.

3. Structural Areas Covered by Bank Lending and Conditionality
A Structural Adiustment Credit (SAC II) was approved in March 2002. SAC I includes conditionality

on (i) public, social, and financial sectors; (i) reduction of implicit subsidies, privatization, and
regulalory reform in the utilities sectors; and (iii) private sector development. The EBRD plays an
important role in banking sector reform.

4, Other Relevant Structural Conditions not Included in the Current Program
Contrary to the previous program, the current program does not include conditionality on enterprise
\privatization. The World Bank takes the lead on this issue.
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IV. STAFF APPRAISAL

72. Azerbaijan’s economic prospects are promising, but subject to an unusually high
degree of risk stemming from the country’s substantial and growing dependence on oil
exports. The staff is encouraged by the progress made to date on developing infrastructure
for the effective management of oil wealth, and by the recent decision to save revenue from
unusually high oil prices as a cushion against future low oil prices. The staff urges the
authorities to adhere to this plan, and to develop a contingency plan, to be followed in the
event of a prolonged and substantial reduction in oil prices.

73.  The staff also urges the authorities to move ¢xpeditiously to develop a medium- to
long-term strategy for the use of oil revenue, which is economically sound, politically
reasonable, and which will effectively contribute to combating the problem of poverty
in the couniry. Without such a strategy, there will be a real risk of substantial ad hoc
expenditures in response to political pressures. Pending the development of this strategy, and
in light of the economic challenges likely to face the country in 2003, the staff believes that a
continuation of the financial policies that were implemented in 2002 remains appropriate.

74. Program implementation continues to be strong, notwithstanding delays in
structural reforms. Financial policies remain consistent with macroeconomic stability, and
the authorities have again demonstrated their ability to adapt to changing international
circumstances. The progress on energy sector financial discipline —with an actual reduction
in quasi-fiscal subsidies of 11 percent of GDP in two years—has been impressive. While the
pace of structural refoerms slowed somewhat in mid-2002, it has accelerated again in recent
months and—with the exception of progress on bank privatization—the overall progress on
structural reforms is impressive. The recently adopted PRSP calls for policies consistent with
continued macroeconomic stability, as well as further structural reforms and measures to
enhance governance that should stimulate growth and job creation in the non-oil sectors, and
thereby contribute to the government’s poverty reduction goals.

75. The staff believes the fiscal stance remains appropriate in light of the country’s
macroeconomic prospects. Over time, there will be economic justification and political
pressure to increase the non-oil deficit (i.e., to increase spending from the oil fund). Thus the
amendments to the Budget Systems Law, which more closely integrate the oil fund and state
budgets into a comprehensive budget, are very welcome. Staff urges the authorities to find a -
constitutional way of prohibiting municipal borrowing.

76. The staff welcomes the commitment to reunify the Enterprise Profit Tax as an
important tax policy improvement. At the same time, the staff is concerned about
proposals for special economic zones that would extend a wide array of direct and indirect
tax breaks to participants. If the authorities are determined to introduce special economic
zones, the staff urges them to limit tax incentives to covering standard remissions of indirect
taxes and customs duties in relation to exports.
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7. Enhancing energy sector financial discipline was, and remains, at the heart of
the authorities’ economic reform program. The most difficull reforms remain: further
increasing payments by energy consumers, restructuring overstaffed and inefficient state-
owned enterprises, and eliminating the remaining subsidies. The staff congratulates the
authorities for their progress to date on this issue, and urges them to continue these efforts.

78.  While welcoming the ongoing reforms in the banking sector, the staff is
disappointed by the lack of progress in privatization of IBA. This must be a priority; as
long as the goverhment owns the dominant bank, there will not be a competitive financial
system in Azerbaijan. Similarly, efforts to privatize BUS Bank should be accelerated. The
staff welcomes the recent presidential decrees adopting timetables for the privatization of
these banks, and urges the authorities to adhere to these timetables. Similarly, the staff
regrets the slow progress in adopting the Banking System Law, and urges the authorities to

enact this law quickly.

79. The staff believes the exchange rate of the manat is appropriate, as is the
exchange rate policy being followed by the ANB, In addition, the commitment to domestic
price stability as the main guide to monetary policy remains appropriate. The staff urges the
authorities to accelerate WTO accession negotiations, and to continue implementing a liberal
trade policy. The staff is generally satisfied with the steps taken by the ANB to implement
the recommendations of the Safeguards Assessment, but emphasizes the importance of
improving the rules for distribution of ANB profits. The staff encourages the authorities to
enhance their efforts to resolve outstanding debt disputes.

80.  The staff is satisfied that existing economic statistics provide an adequate basis for
analyzing economic developments in Azerbaijan. Nonetheless, the staff urges the
authorities to continue their efforts to strengthen the statistical system, in line with the
recommendations in the recently completed ROSC data module.

8L The staff is encouraged by the ongoing process of improving governance,
particularly in the handling of public money in the state budget and the oil fund, as well as in
tax and customs administration, and welcomes the substantial reduction in licensing
requirements. However, while acknowledging the improvement in Azerbaijan’s investment
climate, the staff notes that this is improvement from a low level, and emphasizes the need
for continuing efforts to enhance governance.

82.  The main risk to the program stems from volatile oil prices. While the decision to
save SOCAR taxes attributable to higher than budgeted oil prices is welcome, the risk
remains. Second, political risk to the program may be greater than usual this year, as the
authorities prepare for presidential elections in October. Third, there remains some modest
risk of delays in key energy sector investment projects. Finally, the anthorities continue to
have difficulty implementing reforms in a timely fashion, even when there is little
disagreement about the reforms.
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83.  Notwithstanding these risks, the staff continues to believe the program has good
prospects for success. The authorities are requesting waivers for the performance criteria
related to SOCAR tax credits and two end-March structural performance criteria; the staff
supports these requests, since all policies subject to performance criteria have been
implemented, in some cases the reforms have gone well beyond what was specified in the
performance criteria—e.g., unifying domestic and world market energy prices, rather than
merely adopting a timetable for their unification—and the delays did not jeopardize
achievement of the program’s objectives. The authorities are also requesting a rephasing of
the third review and fourth disbursement, and a lengthening of the arrangement; the staff
supports these requests as well. Given the authorities’ strong track record in implementing
sound financial policies, and the generally impressive record of structural reforms in the last
three years, the statf recommends completion of the second review under the PRGF

arrangement.

84, It is proposed that the next Article IV consultation with Azerbaijan be held in
accordance with the provisions of the decision on consultation cycles approved on

July 15, 2002.
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Table 1. Azerbaijan: Selected Economic and Finaneinl Indicatars, 2000-2005

2000 001 2302 200 2004 2005
Act. Prog. Agl Prog. Frel. Est. Prof.
{Annual peroentage change, unless atherwise specified)
GDT af current prices 5.0 12,4 12,7 53 1ld 13.8 57 12.6
GDF at conymnt prices LI 9.0 99 as L0.6 a2 88 1.5
Of which: uil sector 2.4 B3 19 L:X] R 03 79 274
ather sectom 137 9.¢ 10.4 0.0 123 L4 9.0 7o
Impiicit GOP defator 12.5 31 2.3 -10 o7 4.1 -1.% ah
Consumer price index (end-period) 2 1.2 1.3 140 33 5 2.5 25
Consolidated governawnt Gnaoce i/
Total revenus 429 15.4 16.2 14.9 16.4 1.7 5.0 1.5
Toral expenditure 10.5 7.8 9.9 250 25.5 25.2 .12 21
O which: curreir expendinre 19 1.4 & 214 14.1 243 3B &1
inveatment supenditurs 30 10.2 323 423 9.6 27.8 -6 54
investment expendituee (net of BTC loan) 38 102 21 413 21 9.4 158 5.4
Money and credit
Wet fureign sacts LL.5 20,8 789 38 47 6.2
Net domestic assets 19.6 E2) -48.4 47 Bl 9.8
TDomerric credit 163 18,1 2001 5.8 115 : K
O whizh: credit to the cconpmy -9 38 78 6.1 B9 85
Manat broad monsy {avceage, ainysl changes) 19 %7 2.7 1.2 ta.8 15.1
Foreign currenoy deposits (level, as a retio to broad money) 375 424 480 40,7 46.9 6.9
Income velosity of average manat broad money (M2} 3/ L7 iLe 1.9 [L9 L3 354
Exterra| sector (in1J5 dollass)
Bapora fo.b 733 73 13.7 -Z1.4 127 16.3 =10.7 173
Of which: vil sectar B9.7 142 21t -74.8 [ 17.0 -133 8.7
Imports £o.b. 74 -5.4 4.8 411 24.5 70.0 10.2 -10.8
O which: oll secinr 248 12,8 55 2933 142.7 328.10 10} -3L.6
Export valumes 18.5 34.0 3L 39 152 -1.2 2.9 34.8
Trport volumes 1.2 ERS -4 384 0.7 64.3 102 ©-10.9
Terms of trade itz 128 -2 =254 5.4 14.0 -16.5% -128
Real effective cxchange rate [~ depres.) 5% -6.1 -B.3
(In percent of GDPY
Grosa fixed investinent 231 il 229 4713 348 553 54.9 453
Conmalidated govemment 4/ 30 4.1 33 4.0 5.7 64 51 48
Private sector 201 i} 19.3 433 29,0 489 498 41.¢
OF which: il sector 112 158 14.6 199 7.4 4[.1 41.0 33
Gross demestic savings 203 334 24.3 26.8 25.4 317 247 29.7
Grosa natiersd aavings i7.1 238 19.8 238 202 54 183 4.6
LCongslidated govesnment 24 4.5 4.5 39 52 4.5 4.6 £l
Private sector 147 243 153 i9.9 15.0 Fil| 158 19.5
Consolidated government finance 1/
Revenue 212 1212 2.8 3.8 125 2313 213 233
Tom! expenditure 202 227 203 217 219 252 233 3.0
Overall fiscal balance 0.6 -0.5 0.9 0.0 -0 -1.9 -0.4 1K
Statistical discrepancy 1.0 1 13] 0.2 (X -
Menoil deficie PC &/ -1.8 -7.8 -10.0 -12.0 108 -3t
External sector
Curresnt account (- defisity - 36 -2.3 -0.9 -4 -12.6 -29.7 -34.6 213
Foreign direst investment (net} 03 4.1 LY 224 17.4 30.1 L4 10.8
Extzmal dett owtstanding &7 222 IR 222 24.4 prA.] 2Lt 2.0 202
Extomal dobt service ratip (inctuding [MF) % 44 33 4.9 7l 4.4 58 0 3.7
Memaratidur iteme
Gross offivial exwrnal reserves (USY millions) 683 125 713 749 721 733 788 832
Nominai GDP (in roanat billion) 23,591 25,454 26,578 27,887 29,602 33,575 35,937 39,735
Nominal GEP (58 milliona) 5,273 5492 5,708 5,340 4,124 6,882 7345 8121
Nontinal GDP per czpita {in TS dollatz) 653 9% 0L 7 T4 832 580 58

Saurces: Azexi athorities and staff estimates and projectione.

1/ Excludes the § | and expendi from including SOCAR's quasi-fiscal activities in the budget,
2/ Tn percent of beginning of the year beaad money (M3 stock, unless atherwise spesified.

3/ Tn terma of nonoil GOF,

4f Far 2002 and 2003 includes investments of 550 min. and USS121.5 min,, respectively, for the

govermments share in BTC, equivalent to 0.8 percent and 1.8 percent of GDP, respectively.

5/ Calouiated by deducting Ol Purd and SOCAR revenue ftom the consalidared government budget balance,

& Goverpment and gevermment guaranteed extzmal debe

4 Tn percent of exports of goods and asrvices.



Table 2, Azerbaijar: Monetary Sarvey, 2000-2003 1/2/

2000 2001 2002 003

e, Merch June Sept. Dec. March June Sept. Dec, Mar. Jun. Sept. Dec

Act Aot At Act Aet Pmg. Act. Frog. Aot Prog. Act Frog. Act. Proj. Proj. Pro. Frog TFro.
{ir. billivns of mnals)

Net foceign assers Y] 1,635 1697 R4 247 2,147 2,487 2,241 2540 3284 2,762 2316 2,596 2053 2216 358 2,705 2,838
Nel inlernational reserves of the ANB [convertibie) E,569 1,446 1,604 2010 1.97¢ 1,457 Ju43 2,045 2,154 2,075 2,158 Ll 2,130 1,758 1,875 2,162 241 2368
Nt foreign assels of commercial banks (convertible) -1,177 135 82 135 4359 192 438 197 183 06 340 226 454 254 335 415 bty 467
Other 1 4 2 -1 g -§ 5 -1 3 -1 a4 -l 2 2 1 2 -1 2

Nt dmnestic sssets 1,i%2 855 75 634 942 858 599 968 669 1,008 578 1089 1,218 1,434 1,517 1452 1,362 1,403
Dumestic credit 1,781 1712 14649 1,941 k] 2,k5% 2,040 2,275 2022 2315 2,140 2254 2,625 2435 2,908 241 2,633 2819

et clainis oo general government a7 1} 24 18S 403 322 187 338 127 371 181 kE 493 674 64 503 416 413
Ned claims oo centre) govemment 671 610 512 787 asl f.63.] 32 934 kil 97 Ti8 936 T8 674 664 508 962 413
Pee-2000 oil bonus deposits 541 546 546 546 546 546 546 -546 546 -546 -546 546 304 [} o 0 546 ]
Other claima (rel) -42 [ 0 -56 a 0 -8 0 -104 0 a ] i 0 a n ] o

Credit to the cconarny L5624 1,645 1673 1,756 1,815 1,836 Ly 1,687 1,896 1,944 1,859 1.564 2,132 2,160 2,244 2328 2217 2,456

Other items [net} 481 -857 «B74 -1,307 -1,289 -1,308 -1,441 -1,30% -1,353 -130¢ -§,562 -1,304 -1,a06 -1 A0 -1,39% -1,342 -127 -1.337

Prowd money 2,586 2450 2472 2,778 3,375 2008 3,085 Jamg 3,209 3293 3360 ERLET 3,815 2487 3,133 4,000 4068 4,440

Menat broad money 1,608 1,484 1474 L60 1,755 1,405 L5T0 1.B47 1,786 1,921 1,767 2006 2,02 1,853 1,584 2,141 2411 2,360
Cutrsaicy sutside banks 1,350 1,231 1,250 1,318 1,469 1,373 1,378 1,496 1496 1,537 1450 1,605 1662 1,507 1.614 1,742 1,832 [:314]
Mangs deposits 258 150 224 286 286 an 201 351 290 384 7 A0 358 346 ki) 199 579 440

Fuceign currency deposits 978 1,006 9 175 1,620 11m 1,416 1362 1423 1372 1593 1379 L1788 1634 1,749 LB8Y 1,657 2,081

{changes in pereent of beginning of year lotal broad mooey stock, unless etherwise sposified; querterly changes cununutative)

Nt Fortign asscts 48.6 504 &1.7 8.y o4 1.6 27 12 38 HOX] 5.6 47 142 -10.0 0.5 g 62

Wet dorestic agsels -51% ~54.8 -60.2 ~48.4 =17 -102 22 B0 34 -10.E 47 Bl 56 KR} (4] 9.1 9.3
Domeslic arcdit ok 24 A] ) -7 =57 iz -6.2 43 <27 58 1L5 a5 T4 55 81 &0

Credit (0 the cconomy 10 Lo 51 TE 30 g a7 23 53 LR 6.1 E9 08 3.0 Al T4 85

Brusd money (M3} (percentage change) -37 4.4 7.5 0.5 A 86 48 .9 1.5 0.4 10.5 130 %6 21 58 02 16.4

Average brosd meney (M3) (percemtage change) 286 6.9 175 9.5 145 .7 15 133 226 84 72 152 166 2.5

Avcrape manat broad money (M) {persantage change) 77 15 11.2 106 112 187 17 6.3 14.5 171 25.0

Cwrency us a ratio ta hroad money 492.5 506 47.4 415 458 4.7 46.0 4.6 46.7 432 474 437 4312 412 4327 450 43.2

Forzign currency depusits as e ratia o broad money .4 40.4 423 48.0 438 459 404 444 41.7 474 A0.7 169 469 46,9 465 407 469

Memorandum liems:
tirass inlemational official reserves (US$ millions) 680 645 651 744 75 k2l T 7 756 743 754 49 721 624 &47 w0y 89 735
Nel international official reserves (USS millions} 144 325 348 416 42 425 444 ddd 468 45] A1 458 463 380 406 468 516 313
Velocily of total broad money (M3) 3/ bA .. 68 62 6.1
Reserve morey {quarierly changes cumylative} 8.0 i3 -E4.3 9.0 16 4.5 14 52 -12 IX] 0.6 jEo ] 3.6 -RY -9 44 112 14.5

Sources: Azerbajjan National Bank; sand Fund s1afT eatimates.

1/ The accounls are based on the new classification of monetary accounts recommended by STA and sdupled by the autharitics, and da not invhude the Ot Fund,
2} As of Jupe 2001, accounls are vatued at progrinn exchange rafes of 4,686 menat per US dollar and 126 US dollar per SDR.
3/ Velocily i5 defined as nominal non-oil GDP divided by average bread moncy.

-Eg_



Table 3. Arerbaijan: Summery Accounts of the Azerbaijan Mational Rank , 2000-2003 1/ %/

{ln billions ol manuis)

2000 2001 2002 2003
Dies, Mach  June Sept. Dee, March hine Sem Dex, Mar. June Sepl. Dee.
Act Act. Ac Ar, A Puogmm AR Program  Act Progom | Afl Progem | AcL Eroy. Proi. [ Prog =
Net forciun aescts 1,369 1,497 1,604 LML 1970 1,957 1,042 2,045 2,153 2,079 2,198 2111 2,124 1,752 1,878 1156 24M 2,363
Mt intoaeatiorn! reuerves (comvertible) 1,569 1496 1604 2000 1970 1957 2,043 245 2,154 1079 2,198 2118 2,130 LTsR 1,875 162 2471 2368
Grass intermnational reserves (convertible} 1,102 247 299 3426 3ms 3,385 3,458 3114 1482 3424 1,473 3452 3,320 2874 2,978 1,264 31525 3,38)
Foreign Hahilitics (convertilie) L5 1AM S d)s G369 1488 -1 AIS -2 g3 LME a7 M0 -1 R LU N [ S N s L6 -1.004
Ottier 4 0 0 [] [ ] B ] -1 9 0 g - -6 % 6 Q -6
Net dormcstic nisets 199 I ET) -402 175 242 5T -157 -agh -148 493 133 B3 105 11 27 -133 28
Dhomeatic credit [1}3 458 370 £i4 3 180 mn 263 -2 269 3 285 240 426 421 74 m 229
Net clsims oo gencral gavernment 80 -159 172 12 132 LY -1 139 -85 122 ) 04 134 326 ML 143 Bl 131
Net claims an central government 452 7 s 524 678 613 573 [:3] 358 &69 436 @52 487 326 i 148 628 L4}
£'re -2000 oi banug depssits -54i 545 -346 %46 546 -546 -546 -546 548 344 546 -546 -304 [ L3 ] E o
Warld Bank countérpart funds 0 [] o 1 [ 13 - [] 57 ] 0 ] [ [ ° [ 0 [
Clairas an banks a1 617 197 BE 0l [§3) 4 123 1] 147 B2 75 k1 10¢ Lig 125 Lot 135
Diher itetns {oet)y -1 456 A2 466 407 A2 -398 420 A% A% -385 IR 425 an -1 301 106 256
Reserve money 1,767 1499 1512 1603 1,794 1.714 1,563 1.888 [Nas) 1530 1,505 1,978 2,039 1,857 1,581 2129 2,318 2,336
Manat regerve woncy 1,542 1431 1422 1,505 1,621 1,625 1514 1974 1,652 1821 1,656 1,855 1,866 1,704 L&L7 1,855 231 2,138
Currcncy in cirealarion 1420 134 1,318 1,398 1,5M 1442 1,453 1572 1,595 1615 1,568 1597 1,756 1,525 1637 1,760 1,097 1,831
Hank reserves 122 "z s 09 147 183 &3 202 5 207 [H 158 11e 168 130 195 a4 208
Reservas in forsign curerics m 65 a7 49 o7 B2 141 T t12 Wi 142 116 167 144 153 165 ;0 137
Other deposits ] 4 k| 5 7 7 5 7 ] 7 7 7 [ 19 1] 10 7 1]

Seurces: Axeri nuthorities od staff oshi neul

P

1/ Thess secotints st bused va the now clussification of rmosetary 2ccounts eeommended by STA and adopted Iy the authocitics, and do mor inglude Hie Ol Eund.
2 As of fune 2001, mocaunts ate vabed el program exchange rates of 4,606 manat per US dallar and 326 1S dollar per SDR.

_tg_
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Tshle 4. Azerbaijan : Consolideted Government Qperations, 2001-2003
(In billions of manals)

2001 2002 2/ 2003 ¥ 2003 ¥
Year Ql [v7] #] _Da Year Qqf wn 3 Q4 Year
Azt Est. Prel. Est. Prog. Preg. 2 Prel Est Pruj. Budgzt Proj.
Tatal evenue and grancs 5714 1,905 2,015 2,355 230 £.580 8,150 8,276 (996 2216 2389 2,735 9,083 9,437
Totat revenue SE86 1905 1015 2058 2244 6481 809  B219 1996 2316 2389 2586 9039 9387
Tax revenue 189 980 1,079 [,208 i 508 4,648 4,648 4,575 1,174 1327 1,345 1540 5,03% 5286
Tneorme tax £, 062 278 266 317 406 1,230 1,230 [,287 284 331 5 ks 1,350 1,330
Individual incame tax 474 Lia tan 149 L5E LR 530 50 122 142 151 165 580 580
Enterpeise profits tax 588 164 136 188 248 700 700 737 162 139 200 218 70 T30
Bocial sreurity comibutions 565 138 £82 108 i 843 643 641 48 163 167 240 at] 718
Value aildad tax {(VAT) [.266 355 400 470 450 1,838 1,635 1,874 419 487 475 533 1,919 1819 -
Excise taxes 553 &7 107 15% 1 495 455 431 63 T4 77 28 300 3na
Taxes on intarnationa) wade 300 &2 a4 102 108 497 492 17 214 220 191 20 4R2 %30
SOCAR additional revenve 113 Ll 70 45 - 348
Other taxcs 143 42 & g 42 153 133 164 45 32 B3 29 70 70
Nontzx revenue 1,795 159 h7L] 450 £67 1,843 1,842 2,044 433 589 845 146 140 240
of which: Gil Fund reventes |/ |00 rrll 267 90 an 380 &R0 1,153 215 30 316 368 1,147 1,147
Tax credits for SOCAR energy subsidies . 566 411 as7 148 1603 1,663 ADG 00 400 440 1599 1,592
Taral grants {current) 28 ¢ ) il 57 -3 57 57 1} a [ s 5% 50
Tetal expenditure 5,403 F672 1,995 1,854 2,861 6,619 8,222 2384 2308 258) 2474 722 10,087 10,087
Current enpenditure 4458 1.49% 1,576 1579 1,940 5,501 7,104 5,690 665 1935 2046 2276 1922 7923
Primary current cxpenditure 4,343 g1z 1.2%0 1,206 1,634 3386 6,989 s.ae 1224 1498 | 355 [7%4 6,10t 6,101
Wages and salaries L IB7 254 338 250 398 1,502 1,502 1,278 316 407 399 4EL 1,604 1,604
Goods and services 195 184 321 162 483 1438 1,433 1353 358 512 592 51F 2,110 2,110
Transfers o houscholds L 663 473 50| 414 $03 137 1,973 1541 450 490 550 641 2,130 2,140
of whick ! social protcction 1,334 3138 410 3ie 509 1,457 iA457 1575 7 407 467 558 LBOR 1,808
Subsidics 76 10 Pl 19 24 L56 156 73 49 49 39 26 183 163
01! Fund {operating capenditures) 1] 0 0 1} 1 k| k| 3 1 1 L L H 5
Gther v} 35 70 120 id4 EN I 354 12 1% 14 la &0 o
Cortingent expenditure Q ] t] o 1} 1o 10 20 53 93 95
SOCAR energy related subsidica b1 41t 87 168 {603 Lag2 404 400 460 4)0 1,509 1,599
Tmerest 16 16 15 16 kL] i3 its &% 31 17 34 37 127 12y
Current balanee (-, deficit) 1,254 4L 339 4TS 36l 1,050 1,080 1,585 33t 38l 343 50 1,167 1515
Tnvesument expenditure wrd net leraling 943 178 0 275 921 [RL 1119 1,604 643 £ 428 448 2,16% 2,165
Damestically-financed 243 53 |50 200 477 561 500 ERS 55 541 i54 206 1,510 L5l
withaut BTIC laan 283 Lt IE] 200 235 500 350 643 227 290 [54 206 LH 418
Foreign-financed £60 19 169 15 445 329 529 209 3 85 235 242 555 635
Statistical disereprancy 54 43 =240 130 =121 [} i} 33 a o |1} 1] 0 o
Cansolidated government balance, cash basis (-, deficit) 247 L9 40 70 ~44 -39 -39 - 141 =32 -265 -85 12 598 -650
Excluding 0il Fund Revenue ~154 -36 =27 -219 -8t ~922 -922 -1.293 -517 -575 -401 =293 «2,[45 -1,797
Exeiuding foreign praject loans a7 308 09 145 3 400 450 668 -219 -180 L50 i -341 3
Non-oil deficit -429 - 1,044 =l 114 -1,380 -2951 -LE -1 14| -064 -B39 =442
Finarcing 247 =190 -40 =70 440 39 1% 138 312 265 85 -2 998 650
Domestio (net) -921 -443 -208 -135 -4 -59¢ -599 -793 230 173 =289 243 233 -179
Banking system 62 =233 -6& 51 328 -13 -13 ] 200 -il -158 -32 47 -1
Of which; Treanury bills a4 -1 5 27 43 14 34 .50 A 5 - 20 40 40
il Fund =1, 105 248 -250 +779 =313 ~715 =715 -1,038 9 L46 -168 -25% -253 -268
Nonbank sector -87 1} L 13 L 20 20 3 3 3 k| 3 L] 10
Privatizations and other sale of asssta 2] L 13 40 24 130 150 106 0 35 35 40 130 130
Dither 102 { 90 2 -47 -31 -3t 47 1] o 4] ] 0 0
Extecnal {net) 7% 14 13 65 444 839 639 931 B2 93 174 231 764 730
Loane 709 176 174 i3] EL] 70 70 93§ 1it L1 404 252 BS2 878
Praject loana 679 131 194 38 450 576 576 844 il 93 253 52 712 Tz
01 botuses 30 o 1} ) i) 4 4 a 0 i5 L] o 0 15
World Bank SAC L 144 o ) o 143 143 144 1} 0 151 ] 130 151
Amortizstion due =34 -12 -8 <23 =& -8 -80 -57 =29 -8B -31 -2l -98 98
Finzneing gap 0 il a [i] 0 1] a ] 1] bl ] i} (1] 0

Sources: Azzri authorities and s@iT estimates and prajections.

L/ Includes profit oil, screage {ces, and income zzamed on Oil Fund assets. Gif bonuses also enter in the 01l Pund, but these are treated 52 finencing item.

2/ tneludes SOCAR's quasi-fismal energy scetor revences and expenditures.
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Table 5. Azerbaijan: Selected Fiscal Indicators, 2000-2003
{In percent of GIIP, unless otherwise specified)

2000 2001 2002 2043
Acrt, Program Act. Progratn 1/ Budget Prel. Est. 1/ Pmj 1/
Tatal revenue and grants 2 232 L5 29.0 234 28.0 280
Total revenue 207 2.1 214 287 paik] 278 279
of which 1 1ax revenue 14.5 143 14.6 16.7 162 15.5 16.0
neniax revenue 83 73 6.8 4.6 6.5 6.3 7.1
Tax credits for SOCAR energy subsidiss 54 54 4.7
of which ; oil tevenue 1/ 7.5 a7 24 14, 15.5 154
nonoi} revenue 13.2 134 128 13.% 139 123 25
nenoil revenue (percent of nonoil GDP} 143 17.2 17.0 172 17.2 169 17.1
Totel grents (eurrent) 0.5 02 01 0.3 0.2 0z 0.1
Tota! expenditure 20.4 27 203 8.2 236 233 0.9
Primary expenditure 04 13 19,8 87 232 28 4.5
Primary curren: expenditure 174 182 163 9.3 19.2 169 8.1
Ofwhich : wage bill 45 5.0 45 34 54 4.3 EX:|
goods and services 4.8 5.2 4.5 5.1 5.1 4.6 6.3
trangfers 6.7 6.4 6.3 7.1 7.1 6.8 64
Domestically financed investmenl and net lending 27 13 1.3 i1 2.1 2.1 1.0 4.5
Foreign-financed investment 1.7 FA| 23 L9 1.9 27 1.2
SOCAR energy related subsidies 54 54 a7
Interest on public debt 0.4 0.5 04 04 a4 0.3 0.4
Wages/ primary expenditure (in percentage) 265 27.3 27.3 27.9 28.1 25.5 26,1
Trngfers / primary expenditure {in percentage) 383 35.4 383 36.6 369 383 351
Wapes! non-oil revenue (in percentage) 349 krA] 173 383 8.8 352 380
Transfers / nonoil revenue (in percentege) 504 480 52.4 505 30.9 534 50.8
Expenditure in education and health 4.7 4.8 4.3 48 42 45 45
Education kX 38 335 kRS 30 37 34
Health 0.9 1.0 0.8 1.0 1.0 A 1.6
Military expenditure 2.1 b1 18 23 22 2.1 2.1
Current expenditure 17.8 18.6 16.8 16.7 10.6 224 235
Investment expenditure 30 4.1 13 4.0 LEi] 57 6.4
Current balance (+, surpius) 3.4 16 47 3.9 39 54 4.5
Primery balance {+, surplus) 02 6.0 14 0.3 0.3 -2 -6
Primury balanee, excluding oil (+, surplus) 1.7 8.7 8.1 -0t 9,1 <157 -16.9
Primary balance (excl. externally financed investment) L5 23 34 22 12 2.5 0.4
Consclidated government balance, cash basis {+, surplus} 0.6 -0.5 0.9 EiR 01 -0.% -9
Excluding Oil Fund revenuz -17.6 -39 -2.5 -33 -4.4 -5.3
Non-oil Bulence PC {net of BTC) -7.8 -1.9 -3,1 -i0.2
Memorandum itemns:

Total external assistance, excluding IMF 3.6 14 27 2.6 24 33 6
Project financing 1.7 8 5 21 2.1 9 z.1
Program {inancing 19 0.5 01 0.5 0.5 0.5 0.5
Financing gap 0.0 [1X 0.0 0.0 0.0 0.0 0.0

Sources: Azeri authorities and staff estimates and projections.

[/For 2002 and 2003 includes quasi-fiscal energy sector revenues and expenditures. Program estimate for oi! revenue

in 2002 has been adjusted accordingly.

2/ Investment expenditure increases by 0.8 percent of GDP in 2002 and by 1.8 percent of GO in 2003 due to an

equity investment by the government in BTC Azerbaijan.
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Table 6. Azerbaijan: Balance of Payments, 2001-2005

{In millions of 1.5 dollars)

2003
2001 2002 Qi Q2 Q3 GA Year 2004 2008
Est: Prel. Proj. Proj. Praj. Proj. Prog. Prej Proj. FProj.
Est,

Expuorts, Lo.b. 2,046 2,305 723 656 645 661 1,753 2,685 2,398 2,813
Of which: 0il and oil products : 1,841 2,046 630 586 575 583 1,512 2,394 2,076 2,464
olher 205 259 73 70 T0 78 241 291 k) 349

Lenporis, fo.b. -1,465 -1,E23 <517 -387 -872 -A24 -2,613 3100 -3Ale -3053
0f which: oil and ges seators -138 -318 -101 -415 -460 ~403 -1,097 21438 -1,583 1,083
olher 1,327 1,487 416 -412 -412 -422 -1,515 -1662  -1,833 1,970

Trade balance 581 432 206 =230 =227 -163 -B6G 415 1,018 =240
Services (net} 2375 -916 425 -266 =266 -259 -1,137 1218 -L202 0 -1,069
Cradit 290 162 s 97 o7 L 309 Kl 422 458
Debit -565 -1,298 -51% -362 -362 -357 ~1,446  -1601  Wi624 -1,5%7
Of which: oil and pag sectors -329 858 -394 -137 =337 -253 973 -i122 1,096 -5
Income =332 =386 -114 -126 vl =133 -264 -443 -409 -50%
Trivegtment incame (net} =256 -326 a7 -105 -103 -111 =172 -416 -313 -432
ofw profit of oil consortium -2 =344 =111 -103 -7 <100 -740 -420 -378 -517
Campensation of employees -47 -39 -10 -11 <11 -1z .55 -45 47 -49
Intetsst on public debt (including Fund) -9 -20 -B -10 -6 -10 -36 232 <29 A28
Transferg (net) 77 70 18 20 20 20 52 7 B4 20
Private 13 15 4 4 4 5 16 17 13 20
Public &4 55 13 14 16 15 37 5¢ &6 kil
Current account balance 50 -T69 -3L6 -602 -504 -5315 ~2,209  -2,048 -2,544  -1,727
Net direct invegtment 259 1,048 297 338 585 654 2291 2,074 2,305 1,591
il compenies 197 034 173 513 580 626 2172 1,974 2,201 147G
contracted (net) 732 1,613 474 695 754 704 2613 Al 2,906 242G

capital repatciation . =542 -§29 -198.8 -185.0 -193.3 1778 -491 2755 -705 -950

hems 7 Q a0 3.0 0.0 2.0 50 3 0 [}

Other 101 64 22 25 5 28 112 100 105 120
Public sector capital 146 167 13 -1 79 35 104 126 123 13t
Mediun Lang-term bomrowing 185 216 23 21 90 57 166 130 180 1E0
Budget support a 30 0 0 33 1} 3n 33 0 0

Other long-term loans 185 185 23 21 57 57 136 157 180 180
Schedillad amartization -45 -48 -10 -2l -1 -22 -63 -64 -57 49
Other (including short term oapital] 1/ -18 -135 -76 61 26 55 100 44 315 253
Capital azeount balance 420 1,080 234 594 540 634 2,494 2,158 1,744 1,975
Errars and omissions -48 -75 a 0 @ o @ 2 Q 0
Overail balance 322 236 -B2 -3 o7 9 286 110 200 238
Financing 322 -236 8l 4 -97 -99 -290 -110 -200 -283
Chartge Innet foreign assets of NBA (-, increase) =14 -35 T4 -26 -f2 -7 . 18 -33 =74 -7
Net eredit from the Pund 2% -39 .17 -3 Q =21 <38 42 -20 -27
Disbursemenis/purchases 10 10 [ 18 18 0 32 34 as 18
Repayments/repurchases -¥ -49 -17 21 -18 =21 «70 -1 -55 -45
Change in gross officiel reserves (-, increass) -45 4 97 -23 .52 -26 -40 -14 -54 -44
Change in other forsign liabilities (+, increase} 0 1] b} Q Q [ 0 a 0 ¢
Change in arrears (-, decreaso) B2 3.2 0 0 a 0 ] 0 0 G
Chenge in oil fand assels (-, increase} 2/ -221 -201 2 30 -34 =52 -212 -35 . 124 <212
Adjustment {Dil Pund requited reserves) 3/ =27 i [} Q 0 0 [} ] 0 [}
Pinancing gap [« 0 1 -1 )] ] 5 [ 1] 35

Memorandum items:

Current account belanee (in percent of GDF} -0.9 -12.8 =333 -29.7 -34.6 -21.3
Excluding ail sector imporis 73 71 -2.1 135 1.8 4.0
Gross official reservea (LSS millions) 725 721 624 647 709 735 79 735 788 832
Gross officia] yeserves (in months of non-oil imporis o 4.} 4.5 4.0 - . 4.5 1.7 17 3.8
0il fund assets 433 693 . . 851 748 B75 1,087
WED ail price (US$ per barrel) 243 250 EL - T 259 2.0

Sources: Azeri authozities and staff estimates and projections.

1/ For 2004-2003, includes debt financing of the Baku-Thilisi-Ceyhan (BTC) pipeline project by Aze BTC.

¥ Assumes change in Oil Fund aceumulation rules fram 2003 anwards, wherely SOCAR retains its shate of profil oiil from the Azer-Chirag-Guaeshl
Froduclion Sharing Aprezment.

3/ This corrects for the Taguired reserves heid at the ANB against the deposits of the 0l Fund, priar to 2001when the Fund's resources ware transferred
to the ANB from a canwmercial bank,
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Table 7: Azerbaijan : Capacity to Repay the Fund, 2000-2005

{(In millions of SDR's)
2000 2001 2002 2003 2004 2005
Projections

Outstanding vse of Fund credit 2577 2348 204.9 74.6 160.1 140.4

IMF abligations 49.6 39.0 42.1 58.8 42.0 337
Purchases and Disbursements 0.0 8.1 8.1 25.7 257 12.9
Repurchases and Repayments 39.0 309 38.0 56.0 40.3 326
Charpes 10.6 8.1 4.1 2.8 1.7 1.1

Outstanding use of Fund credit

as a ratio of
Exports of goods and services 16.6 12.8 9.9 7.8 7.8 5.9
External public debt 29.2 238 19.2 16.a 14,3 1.8
Gross official reserves 50.3 41.2 36.8 32.8 28.0 232
GDP 6.5 52 43 33 3.0 2.4
Quota [60.1 1459 127.3 108.5 893.5 §7.2

Dcebt service obligatians to IMF

as a ratio of
Exports of goods and services 32 21 2.0 2.6 2.1 1.4
External public debt 5.6 39 39 5.6 38 2.8
Gross official reserves 9.7 6.9 7.6 11.0 7.3 5.6
GDP 1.3 1.0 1.0 12 1.8 0.6
(Quota 0.8 243 26.2 36.6 246.1 20.9

Memorandum item:
quota {million SDR) 160.9 160.9 160.9 160.9 160.9 160.9

Source: Staff estimates and projections.
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Table 8. Azerbaijan: Macroeconomic Framework, 2008-2608

2000 2001 2002 2003 2004 2005 2006 2007 2008

ot Act Act Projections
GDP and prices {annual percentage chunges) .

Real GDP 11,1 3.9 10.6 9.2 88 105 13.9 162 10.7
Oil scetor 24 7.5 39 0.3 7.9 274 476 48.1 222
Other sestors 13.7 104 123 114 940 7.0 3.5 50 50

GDP defiator 12.5 25 0.7 4.] -1.% 0.0 21 2.3 20

Consumer price tndex {end-period) 22 13 33 pa 25 ] 25 5 2.5

Monetary aggregates (annval percentage chenges)
Broad Money {M3) 271 10.5 13.0 164 13.7 IL7? 16.1 9.6 9.6
Credit 1o non-government 2/ 1.7 -17.5 16.7 157 13.7 1i.7 10.1 9.6 a5
Savings and investments {in percent of GOE}

Gross fixed investment 231 228 358 553 54.9 453 393 310 267
Consolidated government 10 35 57 64 5.1 4.8 47 4.5 46
Private dector 0.1 123 2949 43,9 49.8 41.4 34.6 264 2.1

Of which: ojl sector 1.2 146 274 41.1 410 313 24.4 16.5 124

Gross domestic savings 213 4.3 254 319 47 - 297 33.8 554 623

Gross national savings 17.1 19.8 02 25.6 0.2 24.6 316 43.4 54.0
Congolidaled government 2.4 4.5 32 15 4.4 5.1 53 a7 13.3
Privale sector 4.7 153 15.8 21.1 15.6 19.5 26.3 36.7 40.6

Cansolidated government (in percent of GDF)

Revenue [/ 212 215 28.0 280 273 273 2532 24.4 g2

Expendimnres 1/ 208 203 283 300 27.8 27.0 24.5 221 4
Current 18.4 16.8 i7.2 185 183 18.1 17.2 1846 163

of which: intercst payments 04 04 0.3 0.4 04 0.4 03 0.3 ol
Investments 3.5 L) 5.7 6.4 5.1 48 47 435 4.6
Overull balance -0.6 0.9 -0.3 -1.9 -0.4 0.3 0.7 2.1 8.7
Noneail batance PC (ner of BTC expenditure) -4.1 =79 -9.1 -10.2 -10.6 -9.1 .88 =93 -9.7
Balange of payments {in millions of US dollars}
Trade balance 260 S81 482 -415 -L018 -244 856 343z 5,047
Expurts 1,799 2.046 7,305 2,685 2,398 2,813 3,837 6,246 7,828
Of waich: Qil end gas sectar 1.519 1,841 2,046 2,394 2,076 2464 3,456 5,834 7,380
Imparts 1,339 1,465 1,522 3,100 3,416 3,053 2,980 2814 2,781
Of which: Qi and gas sector 147 138 336 1,438 1,583- 1,083 914 674 538
Services, net -235 -375 =936 -1215 =1,202 -1,068 -005 -677 =511
Receiprs 260 290 362 k-3 422 45§ 493 542 588
Payments 483 685 1,298 1,601 1,624 1,527 1,405 1.219 1,088
Of which: Qil and gas scetor - 154 329 868 1,122 i096 970 836 543 513
Income, net -295 -332 -386 -493 -409 -509 -740 -1,459 -1,191
Cnrrent account balance -147 -50 -78% -2,046 -2,544 -1,727 -T24 1.402 3472
Cepital and financial aceaunt balance 490 420 1,080 2,156 2,744 1.975 1,260 ~642 -1,707
Of which: net FDI 149 239 1,043 2,074 2,306 1,591 965 -353 -[,331
Memorandum items:
Gross official reserves
- in miliions of US dollars 680 725 721 T35 788 832 B4g 908 960
- in months of prospective nonoil scctor imports of GNFS 4.9 4.5 4.0 37 37 iz 3B 39 4.0
External debt/GDP (in percent) 222 222 216 21.1 21.0 0.2 18.4 16.2 15.2
External debt service/exports of GNFS {in percent) 4.6 49 4.4 56 30 .7 2.4 1.6 1A
Nominz] GDP
- in billiong of Manats 23,561 26,578 29,602 33,675 35,937 39,735 46,212 55215 62,348

- in millions of US dollars 3,273 5,708 6,124 6,882 7345 8,121 2,443 11,285 12,742

Sources: Azeri authorities; and Fund staff projections.
1/ Revenue and expenditure prior ta 2002 do not include guasi-fiscal activides in the energy sector,
2/ Negatlve credit growth reflects the impact of closure of nonviable banks, including the closure of Agrabank in 2001.
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Table 9: Azerbaijan: Review and Phasing of Disbursements
Under the Proposed PRGF Arrangement '

(In millions of SDRs)
Date of Disbursement Conditions Disbursement

July 13,2001 Disbursed upon Board approval of the PRGF 8.05
arrangement

February 28, 2002 Disbursed upon completion of the first 8.05
review under the PRGF arrangement

After Board date (May 14, Completion of the second review; end-March 12.87

2003) 2002 performange criteria

On or after August 15, 2003 | Completion of the third review; end-June 12.87

: 2003 performance criteria

On or after February 15, 2004 | Completion of the fourth review; end- 12.87
December 2003 performance criteria

On or after August 15, 2004 | Completion of the fifth review; end-June 12.87
2004 performance criteria

On or after Febroary 15, 2005 | Completion of the final review; end- 12.87

December 2004 performance criteria




7.

_4] -

Azerbaijan: Fund Relations
As of March 31, 2003

Membership Status: Joined: 09/18/1992; Article XIV

General Resources Account: SDR Million
Quota 160.90
Fund Holdings of Currency 261.46
Reserve position in Fund 0.01
SDR Department: SDR Million
Holdings 10.92
QOutstanding Purchases and Loans: SDR Million
Extended arrangements 45.59
Contingency and Compensatory 28.16
Systemic Transformation 26.81
PRGF arrangements 91.86

Financial Arrangements:

APPENDIX 1

Percent of Quota
100.00

162.50

0.01

Percent of Allocation
N/A

Percent of Quota
28.33
17.50
16.66
57.09

Approval Expiration  Amount Approved Amount Drawn

Type Date Date (SDR Million) (SDR Million)
PRGF 07/06/2001  07/05/2004 80.45 16.10
EFF 12/20/1996  03/19/2000 58.50 53.24
ESAF/PRGF 12/20/1996  03/15/2000 93.60 81.90

Projected Obligations to Fund:

(SDR million; based on existing use of resources and present holdings of SDRs)

Forthcoming
2003 2004 2005 2006 2007
Principal 43.30 40.29 32.57 2525 24.45
Charges/Interest 1.99 1.62 _1.06 0.66 0.37
Total 45.28 41,90 33.63 25.92 24.82
Safeguards Assessment

Under the Fund's safeguards assessment policy, National Bank of Azerbaijan (NBA) is
subject to an assessment with respect to the PRGF arrangement, which was approved on
July 6, 2001 and is scheduled to expire on July 5, 2004 (in view of the delay in completing
the second review under the program, the authorities are requesting that the PRGF
arrangement be extended to March 31, 2005). A safeguards assessment of the NBA was
completed on March 8, 2002. The assessment concluded that risks may exist in the legal
structure and independence of the Central Bank, and in its internal audit and control systems.
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The authorities have largely completed the implementation of the recommendations of the
safeguards assessment, with the following two exceptions. First, the recommended revision
of the legal framework and modalities for ANB’s profit distribution has not been
implemented, and the ANB’s “profit transfers” to the budget do not represent actual ANB
profits but the target set in the annual budget law. The staff has urged the authorities to
address this issue in the forthcoming revisions to the Central Bank Law. Second, the
recommendation to establish an audit committee under the ANB’s Board of Directors has not
been implemented, as the existing law on the Central Bank does not allow such a structure,

8. Exchange Rate Arrangements

The currency of Azerbaijan is the manat which became sole legal tender on January 1, 1994.
Currently, the exchange rate is allowed to float against all currencies. Noncash exchange
rates are determined five times a week at the foreign exchange auctions conducted by the
Baku Interbank Currency Exchange (BICEX). Exchange rates for cash transactions are
quoted by commercial banks licensed to deal in foreign exchange on the basis of market
conditions. The Azerbaijan National Bank (ANB) determines an official exchange rate
against the U.S. dollar every day, equal to a weighted average of all foreign exchange
markets, including the off-auction interbank market, the retail intra-bank market, and the
bank note market located in foreign exchange bureaus.

Azerbaijan has been classified by the staff with the group of countrics whose exchange rate
regimes are managed floats.

9. Article IV Consultation

The 2001 Article IV consultation with Azerbaijan was concluded on February 20, 2002,

10.  ROSCs

A fiscal transparency ROSC module was prepared by FAD (SM/00/278, 12/12/01).

A data dissemination ROSC module was completed by STA in March, 2003 (IMF Country
Report No. 03/86). The authorities have agreed to publish the ROSC and it has now been put
on the IMF web site.

11. Resident Representative

Mr. Michael Mered, the Fund's fourth Resident Representative took up his duties in Baku in
July 2000.

12,  Resident Advisers
An adviser on the establishment of the Treasury in the Ministry of Finance, Mr. Nurcan

Aktirk, was stationed in Baku from December 1994 until September 1996. He was
succeeded by Mr. B.K. Chaturvedi, whose assignment was extended twice, first through
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August 2000, and then through May 2001. Mr. B.K. Chaturvedi has been replaced by

Mr. A. Khan whose assignment started May 2001 and ended in August 2002, A technical
long-term adviser for tax administration, Mr. Mark Zariski, was stationed in Baku from April
1995 until April 1996. He was succeeded by Mr. Peter Barrand, who was stationed in Baku
from January 2001 until December 2002. Mr. Isaac Svartsman was resident advisor in the
ANB for bank supervision and restructuring from September 1998 to April 2001.
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Azerbaijan: Technical Assistance 1998-2003

Fund Dept. Area of Assistance Mission Datcs

FAD Treasury project inspection April/May 1998
MAE Bank restructuring May 1998
BCS Book entry system October 1998
LEG Tax code legislation November 1998
FAD Tax administration December 1998
LEG Tax code Jan./Feb. 1999
STA Balance of payments statistics Mar./April 1999
LEG Tax code Mar./April 1999
MAE Bank restructuring April/May 1999
FAD Tax administration Sept./Oct. 1999
MAE Bank restructuring Oct./Nov. 1999
STA Price statistics November 1999
STA National accounts statistics November 1999
FAD Tax administration Jan./Feb. 2000
FAD Customs administration March/April 2000
FAD Expenditure policy April/May 2000
LEG Tax code September 2000
MAE Bank restructuring October 2000
FAD Treasury computerization Oct./Nov. 2000
STA Price statistics November 2000
STA National accounts and GDDS November 2000
STA Mongey and banking statistics Nov/ Dec. 2000
STA National accounts and GDDS February 2001
STA Price statistics February 2001
STA Balance of Payments Statistics April 2001
MAE Banking supervision May 2001
MAE Payments system May 2001
MAE Central Bank Internal Audit June 2001
FAD Customs Administration June 2001
FAD Budget systems law August 2001
MAE Bank restructuring and monetary operations June 2001
TRE Safeguards assessments January 2002
LEG/MAE  Banking legislation January 2002
MAE Central Bank accounting January 2002
MAE Payments system February 2002
STA National Accounts Oct./Nov. 2002
MAE Bank restructuring and monetary operations December 2002
STA National Accounts Jan./Feb. 2003

Source: International Monetary Fund
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Azerbaijan: IMF-World Bank Relations
Partnership in Azerbaijan’s Development Strategy

The Government’s poverty reduction strategy, embodied in its first full State Program
for Poverty Reduction and Economic Growth (SPPRED) is expected to be endorsed
by the IDA and IMF Boards in May 2003, The strategy comprises six key strategic
aims identified as follows: (i) the facilitation of an enabling environment; (ii) the
maintenance of macroeconomic stability; (iii) the improvement in the quality of and
equity in access to basic health and education services; (iv) the improvement of
infrastructure (including roads, delivery of utility services, communications,
irrigation); (v} the reform of the current system of social protection to give a more
targeted, but effective protection to the vulnerable; and (vi) the improvement of the
living conditions and opportunities for the one million refugees and Internally
Displaced People (IDP) of the Nagorno-Karabakh conflict. While the PRSP’s overall
direction is considered appropriate, weaknesses were identified related to costing,
prioritizing, and sequencing measures as well as their monitoring and evaluation.

Macroeconomic management aims at maintaining a stable economic environment
through appropriate fiscal, monetary, exchange rate, and sustainable debt policies. In
support of these policies, the authorities are tightening payment discipline, especially
in the energy sector, hardening budget constraints for state-owned enterprises, and
pursuing enterprise and banking privatization and restructuring. Consistent
macroeconomic management of recent years has supported the economic recovery
since 1995. Nonetheless, maintaining strong growth will depend importantly on
accelerating structural reforms to enhance private sector development and to
encourage foreign and domestic investment, particularly in the non-oil sectors of the

economy.

The IMF has taken the lead in assisting Azerbaijan in enhancing macroeconomic
stability and related structural reform measures. In this regard, the Fund has
encouraged the authorities to continue with fiscal consolidation and to maintain a
prudent monetary policy stance. The Government has also been encouraged to
enhance governance and strengthen financial discipline in the energy sector, and to
improve the legal and regulatory envircnment for private sector development. The
Fund has supported Azerbaijan’s economic reform program since 1995. The
authorities were successful in achieving macroeconomic stabilization under the
economic reform program supported by the early IDA and IMF structural adjustment
arrangements, which formed the foundation for an ongoing Fund-supported program
under the Poverty Reduction and Growth Facility (PRGF), approved by the Executive
Board in July 2001, with the first review endorsed by the Board on February 20th,
2002 and the second review scheduled for May 14 2003.

The World Bank has taken the lead in the policy dialogue on structural reforms,
including poverty reduction measures, public expenditures, agricultural policies,
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private sector development, institution building and governance. A range of
instruments 1s used to conduct the dialogue. SAC I is supporting a wide-ranging
structural reform agenda and its accompanying institution building and technical
assistance credit (IBTA II) is assisting institutional capacity building, especially of
government budget preparation and execution, privatization and utility reforms. This
broad-based policy reform approach is combined with sector investments in
agriculture, roads, water, refugees/IDPs, environment, education, health and domestic
gas. Recent analytical and advisory assistance has included a poverty assessment, a
PER, a CPAR {procurement assessment), a CFAA (financial accountability), pension
reforms paper and ongoing exercises on trade facilitation and mitigation of the social
costs of utility price increases.

The next section describes the Bank program and the division of responsibility
between the two institutions. In a number of areas — social sectors and safety nets,
environment, governance, infrastructure, and agriculture — the Bank takes the lead in
the dialogue and there is no cross conditionality with the IMF-supported program.
The Bank is also leading the dialogue in private sector development and public
enterprise reform and Bank analysis serves as an input into the Fund program. In
other areas — energy, financial sector, public expenditure management, public sector,
trade and investment policy - both institutions work together and share cross
conditionality. Finally, in areas like monetary policy. tax policy and customs, the IMF
takes the lead with limited Bank involvement. (see Table 1).

Table 1. Bank-Fund Collaboration on Azerbaijan

Area Specialized Specialized Advice Key Instruments

Advice from Fund | from Bank
Macroeconomic Monetary policy, Medium- to long-term IMF: PRGF performance criteria
Framework/ exchange rate, public expenditure and benchmarks on monetary and
Management fiscal and trade management of oil fiscal targets.

policics, economic | windfall, trade reform.

statistics Bank: SAC Il and IBTAII

support of reforms in budget

framework.

preparation and execution, PER,
integrated trade development
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Budget Consolidated Budget systems law, IMF: PRGF performance criteria
medinm-term consolidated medium- on overall consolidated fiscal
budget framework, | term budget framework, deficit, excluding Oil Fund
including the Oil integration of the Oil revenues and overall consolidated
Fund’s operations, | Fund’s governance non-oil deficit including quasi-
budget systems framework, PIP capacity | fiscal activities; performance
law, treasury building. criteria related to rules and
modernization, tax legislation related to ensuring
policy and coherent fiscal policy.
admimstration,
customs, debt Bank: SAC 1 conditionality on
management, extra governance of the Qil Fund,
budgetary funds budget systems law, MTEF and

PIP, and IBTA-II supported
activities for capacity building,

Public Sector Reform | Support to State Support to Ministry of IMF: PRGF performance criteria
Customs Enviranment, Ministty of | and benchmarks related to
Committee, Economic Development | ongoing administrative reforms in
Ministry of Taxes, | and consolidation of customs, taxes and finance.
Ministry of Agencies and
Finance Departments, State Bank: technical assistance

Procurement Agency, supported by IBTA-IL
Chamber of Accounts .

Energy Sector Reform | Strengthening Strengthemng financial IMF: PRGF performance criteria
financial discipline | discipling in energy and benchmarks related to
in energy sector by | sector by elimination of | domestic energy prices, as well as
unification of implicit subsidies and the incorporation of previcusly
domestic and improved collections and | quasi-fiscal subsidies into the
international prices | tanff policies, state budget
for natural gas and | privatization of
oil products, distribution companies, Bank: SAC II conditionality on
allocation of introduction of utility reforms, especially aimed
subsidies to regulatory framework at improving financial viability.
Azerenergy and and agency, and PPIAF/ESMAP TA on sector
Azerigas, and specialized advice on oil | restructuring and regulations.
offsetting tax and gas sector IBTA-I and —II supported
credits to SOCAR, | development. assistance for privatization and in
full payment by analyzing the environmental and
budgetary social impact of such reforms and
organizations for designing measures to protect the
their utility poor.

CONSUMPON.

Financial Sector Strengthening the | Restructuring and IMF: PRGF performance criteria

Reform competitiveness privatization of large and benchmarks on bank
and health of the Statc banks, privatization, banking system law
banking system, strengthening of ANB’s | and central bank law.
privatization of supervisory capacity,
state-owned banks, | intreduction of electronic | Bank: SAC 2 conditions on the
revision and payment systems, credit | financial sector and the financial
introduction of & rating agencies and sectar TA credit.
new legal registries, SME credit.

framework for the
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banking sector
{banking law,
bankruptcy law,
central bank law),
development of
manat financial
markets, including
the market for T-
bills, safegnards
assessment of a
financial sector,
FSAP

Sacial/Poverty Public expenditure Bank: Conditionality in SAC 2,
reforms, strengthening of | Poverty Assessment and TA for
monitoring and Household and other surveys,
gvaluation systems, assistance with design of pension
reform strategies for reforms and better targeting of
education, health, social | social expendrures. Project to
assistance and protection | assist IDPs and refugees.
as well as pension reform | Education and Health LILs aimed
and direct assistance to at improving service delivery to
IDPs. the poor.

Private Sector Trade and Integrated framework for | IMF: PRGF

Development investment policy | trade and business
development, improving | Bank: enhanced public-private
and monitoring of the partnership supported via SAC II
business and investment | and IBTA II; analytical assistance
environment, on the nexus of business
streamlining procedures | environment and governance in
for entry and exit, cooperation with FIAS,; integrated
enhancing high-level trade and business development
public/private sector framework report. trade and
dialogue, trade and transport facilitation report; SAC
transport facilitation, II and IBTA II supported TA on
SME support, and privatization and labor
privatization of SOEs. redeployment.

Other sectors Strengthening rural and Bank: investment projects in
agricultural envirooment, agriculture and
infrastructure, transport highways.
policy and infrastructure,

environmental clean-up
and preservation.
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IMF-World Bank Collaboration in Specific Areas

Areas in which the World Bank leads and there is no direct IMF involvement

. These areas are the social sectors, agriculture, infrastructure and environment. In the
social sphere, the Bank has been involved in both improving the data and analyzing
poverty as well as in helping design pension reforms, and measures to mitigate the
social impact of utility reforms aimed at raising collections and tariffs. In education a
LIL is to be followed by an APL to improve quality. There is also an ongeing LIL in
the health sector {in partnership with UNICEF) which aims at building capacity of the
Ministry to carry out health care reforms and pilot them in selected districts.

. In infrastructure, Bank lending to date has comprised projects for Gas Rehabilitation,
water supply and highways. An environment project is being followed by assistance
to build the capacity of the new Ministry of Environment and mainstreaming
environmental concerns across-the board, especially in the energy sector. In
Agriculture the Bank has provided credits for farm privatization, irmigation
rehabilitation and credit, extension and other agricultural services. Areas in which
the World Bank leads and its analysis serves as input into the IMF program

. The Bank leads the dialogue on structural reforms through the SAC II, approved by
the Bank’s Board in FY(2. Bank leads in the areas of:

. Privatization and Private Sector Development, The Bank is taking the lead in the
formulation of an integrated strategy and action plan for trade and private sector
development.! An important element of the strategy is in providing a framework to
better integrate the efforts of key stakeholders-—i.e., the Government, multilateral and
bilateral donors, the private sector, and others—in promoting non-oil trade and
investment. The four broad policy components include: (i) Improving the Trade
Policy Regime and Market Access—creating a more export-friendly tariff structure,
accelerating Azerbaijan’s accession to the WTO, increasing access to regional
markets and the European Union; improving access to finance; streamlining
administrative procedures; (ii) Enhancing Trade Facilitation—streamlining and
strengthening customs procedures and improving the quality and capacity of
Azerbaijan’s transportation infrastructure; (iii) Improving the Macro Business
Environment - the macro business environment cover a wide range of issues
impacting on private sector development, including improving business registration
and licensing; land acquisition and site development; labor market policies; taxation;
access to credit; support for SMEs; contract enforcement and dispute settlement; and
public sector governance; and (iv) Developing Competitive Industry Clusters—

! See: Azerbaijan: Building Competitiveness for Increased Non-Oil Trade and Investment—
An Integrated Strategy and Action Plan, World Bank, forthcoming.
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industry-specific strategies for improving inter-firm cooperation, promoting
innovation and quality, encouraging specialization and strengthening supply chains.

The Foreign Investment Advisory Service (FIAS) has recently conducted a diagnostic
study of the investment environment to determine the most important impediments to
private sector investments, and this was followed up by the CIS Business
Environment Enterprise Performance Survey 2002 (BEEPS) conducted by the Bank
and EBRD together.

IFC’s strategy emphasizes support to the non-oil sector to help economic
diversification (see box). To this end, {FC will help catalyze FDI in non-oil sector
projects which focus on exports, help generate foreign exchange earnings and
contribute to the modernization of the country’s manufacturing base and basic
infrastructure. IFC’s strategy for the non-oil sectors involves: {i) promotion of
competition in the banking sector, establishment of joint ventures in the non-banik
financial sector, technical assistance to private local banks for institutional capacity
building; (ii) improving access to finance through credit lines to local private banks
for on-lending to SMEs; (iii) efforts to improve the business climate and reduce
impediments to foreign investments; (iv) support of agri-business and agro-
processing; and (v) support for private provision of public services.

As for privatization, the Bank provides support for hiring of financial technical and
legal advisors, advises on the transaction processes, and ensures that proper social and
environmental mitigation is taken into account. The Bank is also supporting the
development of a strategy for further industrial privatization as well as for labor
redeployment. Together with the EBRD, the Bank is also involved in the financial
and corporate restructuring of SOCAR.

Regulatory Reforms, including approval of draft regulations for electricity, gas, and
water sectors, separation of regulatory and commercial functions in utilities, transport
and communications sectors, establishing an independent regulator agency assigned
with regulatory functions. In particular, all regulatory functions currently exercised by
Azal, Azeri Rail and Caspian Shipping Company will be transferred to the Ministry
of Transport, the commercial and regulatory functions of the Ministry of
Communications will be separated, and remaining regulatory functions of SOCAR
will be transferred to the appropriate government institution.

While the Bank has taken the lead in privatization and in structural reforms in the
private sector as described above, the IMF has also a strong interest in these areas
since many of these reforms are critical to achieving macroeconomic stabilization and
enhancing growth prospects. Accordingly, there is a high degree of consultation and
coordination between the two institutions on these matters.
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Areas of shared responsibility

The Bank and the Fund are working jointly in the following three main areas,
supported by the Bank’s SAC 2, several investment and technical assistance
operations and the Fund’s PRGF.

Public Expenditure Management, This area includes public expenditure
management reforms aimed at introduction of a medium-term expenditure framework
and public investment program, consolidation of all extrabudgetary resources
including the Oil Fund with the state budget, modernization of the Treasury,
strengthening the Chamber of Accounts and supporting tax and customs
administration. Both institutions are involved in supporting treasury modernization,
while the Fund is providing technical assistance in support of tax and customs
operations. The Fund and the Bank work very closely together on the formulation and
implementation of the Budget Systems Law and recent amendments to the Law were
submitted to Parliament as a prior action for the PRGF and second tranche release of
SAC II. The governance framework for the Oil Fund is another area, in which there is
very close cooperation, as well as the elimination of all quasi-fiscal subsidies.

Financial sector reforms. This area includes strengthening the competitiveness and
health of the banking system, privatization of state-owned banks, revision and
introduction of a new legal framework for the banking sector (banking law,
bankruptcy law, central bank law), development of manat financial markets,
including the market for T-bills and implementing IMF’s safeguards assessment’s
recommendations. Both institutions are planning to conduct a joint FSAP during
2003. In terms of banking superviston, the IMF is monitoring the closure and merger
of banks that do not satisfy prudential requirements.

Utilities Reform, including measures to reduce implicit subsidies in the electricity,
gas, and water sectors, to ensure full payment by budgetary institutions their utility
bills, to improve overall utility collections, revision of electricity and gas tariffs to
cover the true costs of providing these services. The Fund takes the lead in seeking to
ensure that budget organizations and state-owned enterprises pay their utility bills in
full, while the Bank is taking the lead in utility and state-owned enterprise reform,
tariff revision and collections from households, regulatory reform and privatization.

Areas in which the IMF leads and its analysis serves as input into the World Bank
program

The Fund leads the dialogue on fiscal matters, setting the overall ceiling on the
consolidated budget. In addition to the achievement of overall fiscal targets the Fund-
supported PRGF includes performance criteria and structural benchmarks requiring:
(1) adoption of improved regulations, in consultation with Fund staff, on the issuance
of VAT refunds; (ii) establishment of a revenue forecasting commission, and (iii)
adoption of the new Banking System Law.
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. In the budgetary area the Fund is taking the lead on reforms of budgetary revenues
and expenditures to (i) complete the process of subjecting all taxpayers to the tax
legislation; (it) improve procedures for revenue forecasting; (1ii) improve tax and
customs administration; (iv) eliminate the earmarking of revenues for some extra-
budgetary operations of budget organizations. In these arcas, as well as monetary
policy, the Bank takes into account the policy recommendations of the IMF and
ensures that its own policy advice is consistent.

. The Bank plays a central role in advising on development of a Medium Term
Expenditure Framework and Public Investment Program.

World Bank's contacts:
Judith M. Deane (JDeane@worldbank.org), Country officer. Phone (202} 473 5045

Christian Petersen (CPetersen@worldbank.org), Lead economist. Phone (202} 473 3965
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Azerbaijan: Statistical Issues

Although the authorities have made significant progress towards improving the quality and
timeliness of their macroeconomic statistics, a number of weaknesses need to be addressed,
particularly in the areas of national accounts and producer prices. In these areas, extensive
technical assistance has been provided by the Fund, It is important for the authorities to
persevere with the implementation of the recommendations derived from this assistance.

A data ROSC mission, which took place in May 2002, carried out a review of Azerbaijan’s
data dissemination practices against the GDDS, as well as an in-depth assessment of the
quality of national accounts, CPI, PPI, government finance, monetary, and balance of
payments statistics. The Data ROSC module is published on the IMF external website,

L. Real Sector

National Accounts Statistics

STA has appointed a peripatetic advisor to provide technical assistance on national accounts
statistics to the State Statistics Committee of Azerbaijan (SSC) for a two-year period. The
first two missions under the project, which were conducted in October-November 2002 and
January-February 2003, identified various weaknesses in the compilation of national
accounts. The main recommendations were that; (i) the Gross National Income (GNI)
estimates should be revised in order to better reflect the income paid from Azerbaijan to the
rest of the world and the income of Azerbaijan residents received from abroad, (it) the SSC
needs to develop new tools to assess the scope of informal sector activities in the economy;
(iii) the calculation of sectoral deflators needs further improvement; and (iv) the SSC should
be provided with a more detailed quarterly report on state budget execution from the Ministry
of Finance to calculate accurately the intermediate consumption for non-market services. The
advisor is going to assist the authorities in implementing the recommendations and also in
establishing a data compilation system for quarterly naticnal accounts on a discrete basis.
The project is expected to be completed in May 2004,

Price Statistics

The Price Department of SSC intends to update the consumer basket of goods and services
and respective weights used for the compilation of the Consumer Price Index (CPIL). No
changes have been introduced to this basket during the last five years, and some items need
to be removed and others added to it, to reflect changes in the consumption of households
over the period. The compilation of the CPI based on new weights started in January 2003 on
a pilot basis. The SSC will review the quality of the new CPI in June 2003, before deciding
to discontinue the compilation of the old CPI. A STA technical assistance mission aimed at
improving the CPI is planned for June 2003. The price department regularly publishes the
Producer Price Index (PPI) series which starts from October 2001.
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II. Fiscal Sector

The treasury system was overhauted with the assistance of an FAD resident advisor in 1998.
Steady improvements were made since then through and the adoption of new budget
classification system in 2002 paved the way for a computerization project currently
underway. Since 2001 the government reports on quasi-fiscal activities in the energy sector
and an estimate of these operations was included in the 2003 budget. In 2002, for the first
time, a consolidated budget balance was produced. The recently published data ROSC
recommends to expand the coverage of government finance statistics by including all
operations recorded by the treasury and to publish details on financing and debt outstanding.
Over the medium term the government should strive to publish all fiscal data in a single
publication showing budget and GFS presentations. Over the medium term the government
should develop a plan for adopting the framework and classification system recommended on
the GFSM 2001 and strive to publish all fiscal data in a single publication showing budget
and GFS presentations.

III.  Monetary Sector

A STA technical assistance mission visited Baku in May 2002 and found the monetary
statistics to be in full compliance with the GDDS and SDDS standards in terms of quality,
coverage and timeliness, with the following two exceptions. First, the mission recommended
that the chart of accounts for commercial banks be revised so as to allow a distinction of
commercial banks’ holdings of securities issued by residents and nonresidents. Second, some
changes were needed to record properly the accounts of the IMF and other international
financial organizations in the balance sheet of the Azerbaijan National Bank {(ANB). The
mission also developed new report forms, to reflect the adoption of new charts of accounts
for the ANB and the commercial banks that became effective in January 2003 and September
2002, respectively. These forms are now used to generate automatically the analytical tables
required for monitoring the PRGF-supported program.

IVv. External Sector

Balance of Payments (BOP): The overall structure of the balance of payments statistics is in
broad conformity with the guidelines presented in the Balance of Payments Manual, fifth
edition. Remaining weaknesses in the balance of payments compilation include (i) poor
information on foreign direct investments (FDTI) in the non-oil sector (i) undercoverage of
nonguaranteed external debt; {ii1) poor data on migrants’ transfers; and (iv) misclassification
of current transfers and other liabilities transactions. An STA mission provided assistance on
balance of payments and external debt statistics in March-April 2001, while the May 2002
data ROSC mission identified measures for further improving the balance of payments
statistics.

The ANB has made steady progress towards implementing the recommended short-term
measures in the Data ROSC module for strengthening the balance of payments statistics.
Almost all short-term measures have been completed; the methodology for compiling reserve
assets has been revised to exclude the Oil Fund assets and reclassify them into other



-55.

investment assets of the government; a new survey form for oil sector enterprises has been
designed and distributed to international oil consortia for their input; and the scope and
classification of BOP statistics have been improved by separately identifying errors and
omissions, goods for processing, transportation services by modes of transport, insurance
services, and subcomponents of reserve assets. The separate identification of reinvested
earnings still needs to be implemented, while the assignation of responsibilities for
compilation of nonguaranteed external debt of the private and banking sectors will need
legislation in order to move forward.

Substantial progress has also being made in implementing the Data ROSC moduile’s
medium-term recommendations on balance of payments statistics; the development of
documentation on BOP sources and methods has been completed, but publication of this
documentation is scheduled for 2004 due to budgetary constraints this year; a project to
introduce advanced computing technology for data compilation and processing has been
implemented; the ANB is working on strengthening the methodology on travel with respect
to the estimation of shuttle trade and per capita expenditures of travelers; and the SSC plans
to evaluate the statistical techniques used for the surveys on services and FDI transactions
that it conducts, with a view to improving them.

International Investment Position (IIP): The ANB has initiated compilation of the ITP
statistics, but the IIP statement is still at a preliminary stage. Starting from 1999, the IIP data
are published in the IMF’s International Financial Statistics.

Reserves and Foreign Currency Liguidity: Monthly data on total official reserve assets and
daily ANB net interventions in the foreign exchange market are provided within 15 days
from the end of each month. Data on official reserves during the month are provided on
request from Fund staff. Azerbaijan does not disseminate the reserves template, but the ANB
and the government of Azerbaijan do not engage in any forward or futures transactions that
could give rise to contingent short-term net drains on foreign currency assets.

External Debt. External debt statistics are reported for public and publicly guaranteed
external debt with monthly periodicity and quarterly timeliness. A debt service schedule for
public and publicly guaranteed external debt, separately identifying the principal and interest
components, is also provided with monthly periodicity and with a one quarter lag. However,
systematic information on nonguaranteed external debt, including a sectoral breakdown of
such debt, is lacking. The authorities are committed to strengthening the debt management
system, including maintaining a database on debts comprising not only public and publicly
guaranteed external and domestic debt, but also external and domestic debts of state-owned
enterprises. The IMF plans to provide technical assistance, including on the monitoring of
private non-guaranteed external debt, as part of the Regional TA Project for Public Debt
Management initiated in Septernber 2002.



Statistical Appendix: Core Statistical Indicators
(As of April 1, 2003)

Central Reserve/ Consumer Current QOverall
Exchange International Bank Base Broad  Interest Price Exports/  Account  Government External Debt
Rates  Reserves 1/ Béa;ancc Money  Moncy Rates Index Imports  Balance Balance 2/ GDPp Dbt 3/ Service 3/
ect
Daie of latest
observation Mar. 28 | End-Feb. |End-Feb. |End-Feb.|End-Feb. |End-Feb. | End-Feb.{ Q4 2002{ Q42002 |End- Nov.|End-Dec.| Q42002 | Q4 2002
Date received
Apr1 Mar. 15 | Mar. 15 | Mar, 15 | Mar. 15 | Mar. 15 | Mar. 8 | Mar.17 | Mar.17 Jan. 7 Jan.8 | Feb.21 | Feb. 21

Frequency of
Data

D D D D M M M Q Q Q M M M
Frequency of
reporting

D D D D M M M Q Q Q M Q Q
Source of data

A A A A A A A A A A A A A
Mode of
reporting

C C C C C C C C C C C C C
Confidentiality :

3] U U U U U U U U U U B B
Frequency of
publication D M M M M M M Q Q Q M Q 9

1/ Monthly data on total official reserve assets and daily ANB net interventions in the foreign exchange market are provided within 15 days from the end of cach
month, Data on official reserves during the month are provided on request from Fund staff. Azerbaijan does not disseminate the reserves template, but the ANB
and the government of Azerbaijan do not engage in any forward or futures transactions that could pive rise to contingent short-term net drains on foreign
CUITENCY assels.

2/ The general government balance is calculated from financing items. ) ) )

3/ External debt is reported for public and publicly guaranteed external debt with monthly periodicity and quarterly timeliness. A debt service schedule for public
and publicly guaranteed external debt, separately identifying the principel and interest components, is reported also with monthly periodicity and with a one
quarter lag.
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April 23, 2003

Mr. Horst Koshler

Managing Director
International Monetary Fund
700 19™ Street

Washington, DC 20431

Dear Mr. Kohler:;

1. On February 20, 2002, the IMF Executive Board completed the first review under
Azerbaijan’s Poverty Reduction and Growth Facility (PRGF) arrangement, which is in
support of our three-year economic program. We would like to take this opportunity to
inform you about our continuing implementation of this program, as well as our policy
intentions for 2003, to propose performance criteria, indicative targets and structurat
benchmarks for end-June, end-September and end-December 2003, to request waivers for
nomn-observance of several structural performance criteria, and to request the completion of
the second review under our PRGF arrangement. This letter should be read as additional to
our original letter of intent and Memorandum of Economic and Financial Policies, dated
June 15, 2001, as well as our second letter of intent, dated February 6, 2002.

2. In view of the delay in completing this second review, we hereby request that the
third review be rephased, and that it be based on cur economic performance as of end-

June 2003, with subsequent reviews every six months. This would result in the final test date
under the program being end-December 2004, and thus we request that the arrangement be
extended to March 31, 2005. Our performance relative to the quantitative performance
criteria and indicative targets for 2002 is presented in Table 1, and the proposed
quantitative performance criteria (for end-June and end-December 2003) and
indicative targets for end-June, end-September and end-December 2003 are detailed in
Table 2. The third and fourth reviews are scheduled for completion by August 15, 2003 and
Feburary 15, 2004, respectively, Performance relative to these targets and criteria will be
measured as detailed in Anniex I. These performance criteria are consistent with those
previously identified under the program, with one important exception. Consistent with best
practices for oil exporting countries, we are increasingly focusing our attention on the non-
oil fiscal deficit—the consolidated deficit minus cash revenues from the oil sector—and we
propose that the fiscal performance criterion under the program be determined based on this
concept, which will help us to avoid excessive dependence on oil revenue.

3. The quantitative performance criteria and indicative targets, as well as our program
policies and objectives, as described below, are fully consistent with our State Program for
Poverty Reduction and Economic Development (PRSP), which has recently been
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finahized, and approved by the President of the Azerbaijan Republic, Mr. Heydar Aliyev. This
program was prepared in close consultation with civil society and parhiament, and will now
form the basis for all our economic reform efforts.

Macroeconomic Developments

4. All quantitative performance criteria under the program for end-March 2002 and
end-September 2002 were met. Macroeconomic indicators continue to be consistent with
program targets; real GDP growth in 2002 was 10.6 percent, compared to the program target
of 8.5 percent. Period average consumer price inflatior: for 2002 was 2.8 percent, compared
to our target of 2.4 percent. All indicative targets for end-March, end-June and end-
September 2002 were met as well, except for the targets on budgetary expenditure arrears for
end-March and end-June 2002, which were missed by small amounts; by end-

September 2002, the level of budgetary expendlturc arrears was below the program’s
indicative target.

5. Indicative targets for end-December 2002 related to net credit to the government,
net domestic assets of the National Bank (ANB) and the consolidated government deficit
were missed by small amounts. This was due to actions taken to finance Azerbaijan’s share
of the Baku-Thilisi-Ceyhan (BTC) oil export pipeline. While our PRSP program recognizes,
and strongly emphasizes, the critical importance of timely construction of the BTC pipeline,
the need for such expenditures by the government, as well as their timing and magnitude,
were not known at the time of the last review by the IMF Executive Board of our program
performance. The financing of these expenditures was undertaken in close consultation with
the Fund staff, to ensure consistency with our program objectives.

6. We continue to believe that the real growth and inflation targets for 2003, as spelled
out in the first review of our program, remain broadly appropriate. We currently project real
GDP growth in 2003 of 9.2 percent, and will target end-period CPIinflation of 2.5 percent.
Qur monetary and fisca] policies for 2003 have been designed to be consistent with these
targets. However, in the current environment of high uncertainty and instability in oil prices,
we recognize that there is a greater than usual risk in achieving our goals. The
macroeconomic framework underlying this letter differs slightly from that in our PRSP, as it
was finalized more recently and thus reflects the latest information on factors such as oil
prices, However, it is fully consistent with the objectives and policies in our PRSP.

7. As aresult, we are preparing contingency plans to be implemented in the event that
oil prices turn out to be either much higher or much lower than currently projected, and will
discuss these plans carefully with Fund staff. In the event of much higher prices, the budget
will save additional tax revenues, as discussed below. In addition, we will consider requiring
SOCAR to use any additional after-tax revenue it receives from these higher oil prices to pay
its tax arrears from previous years, and encourage SOCAR to review, jointly with the ANB,
the possibility of saving any remaining excess earnings abroad in order to avoid adverse
macroeconomic impacts of the foreign exchange inflows. In the event of modest declines in
oil prices, these could be accommodated by drawing down on the higher revenues saved early
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in 2003 from high oil prices. If prices decline sharply, so that average 2003 oil export prices
are significantly below the budgeted level, we will consult with Fund staff in working out our
response. We have also begun, in consultation with Fund and World Bank staff, to prepare
medium to long term plans for the use of the growing oil and gas revenue. In particular, we
will consider during 2003 the future role and use of funds saved from the above-budget

SOCAR tax payments,

Progress on Structural Reforms

8. Structural reforms have been broadly in line with our program commitments.
However, some important structural measures took longer to implement than envisioned in
the program, and thus we must request several waivers related to structural performance
criteria under the program. The timetable for the reduction in the number of specific import
tariffs was adopted by end-March 2002, as called for under the program, and we have begun
implementing that timetable. The first two steps were taken on October 1, 2002 and

April I, 2003, converting specific tariffs for 19 product categories to ad valorem tariffs.
These changes have also reduced the weighted average tariff in Azerbaijan significantly, from
7.9 percent in 2001 to much closer to our target of 6.5 percent. The final two steps will be
taken on October 1, 2003 and April 1, 2004, after which specific tariffs will only apply to
excisable goods. :

9. Despite significant progress in other structural reforms, timetables for the unification
of domestic and world market energy prices, as well as for the privatization of the
International Bank of Azerbaijan (IBA) and United Universal Bank (BUS Bank), took longer
than anticipated to design and approve. These timetables have now been adopted, in
consultation with the Fund staff, and are being implemented. We have recently increased the
domestic prices of natural gas, gasoline, fuel oil and most oil products (except kerosene and
diesel fuel) to estimated long run import or export parity, as appropriate. The price of diesel
fuel has recently been increased, but not to world market levels. In addition, as a result of
reforms of SOCAR, crude oil is no longer sold in the domestic market. We have also
adopted, via presidential decrees, timetables for the privatization of IBA and BUS Bank, as
discussed below. We thus request waivers for these two end-March 2002 structural

performance criteria.

10.  In addition, we have allocated subsidies to Azerenergy and Azerigas, and :
offsetting tax credits to SOCAR (the State Oil Company of the Azerbaijan Republic), for
the amount of fuel delivered to these utility companies but not paid for by them, for all
of 2002, we have published information on these subsidies and tax credits, and we have
included these subsidies and tax credits in published reports on the execution of the
consolidated budget. However, administrative difficulties prevented us from taking these
actions on the timely basis envisioned in the program. We have now designed a new
procedure for the timely allocation of these tax credits and subsidies, in consultation with
Fund staff, and therefore request waivers for the relevant performance criteria. These '
“subsidies have for the first time been included in the 2003 state budget approved by
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parliament, convcrting what had previously been quasi-fiscal subsidies into budgetary
subsidies. :

11. These steps are key elements of our comprehensive program to strengthen financial
discipline in the energy sector. Other elements of that program that we have implemented in
the last year include the full payment by budgetary organizations, for the first time in recent
years, for their utility consumption in 2002. In addition, following the successful introduction
of private management for our largest electricity distribution network in 2002, which
contributed to a substantial increase in collection rates (although these rates nonetheless
remain far too low), by end-2002 we had signed management contracts for the three
remaining electricity distribution networks.

12, We have also recently announced, and are in the process of implementing, a
restructuring of SOCAR, designed to improve financial transparency and more clearly
identify which parts of SOCAR are operating efficiently and which need further reforms. The
process of privatizing parts of SOCAR’s operations, particularly those not directly related to
its core operations, have begun, with companies employing in total 10,000 people separated
from SOCAR and privatized in 2002,

13.  Structural reforms have also been broadly in line with structural benchmarks under
the program. Most importantly, a new Budget Systems Law was designed in close
cooperation with the staffs of the Fund and World Bank. This law has now been adopted, and
we are working to implement it, in consultation with Fund staff. We have also continued to
work—with the assistance of the IMF, the World Bank and the United States government—

on computerization of our treasury system.

14. In addition, we have continued our efforts to strengthen the customs and tax
administration systems. A reform program for the State Customs Committee (SCC) was
adopted in early 2002, and has been aggressively implemented since then, Key elements of
this program have included the introduction of customs brokers and bonded warchouses. In
the Ministry of Taxes, we have an ongoing program to improve administration; the most
sigruficant step we have taken recently was the reduction in Ministry staff by 40 percent,
combined with an increase in all salaries by either 100 or 200 percent. This is designed to
reduce the incentive for corruption and provide enhanced incentives for strong performance.
In addition, the number of local offices has been substantially reduced, and we have
strengthened the operations of local offices by improving headquarters’ surveillance of their
operations, and by preparing, disseminating and training office staff in standard procedures
for taxpayer registration, return filing and payment, audit and collection enforcement. We
have also strengthened the Large Taxpayer Unit, and initiated the process of full automation
of tax offices. While a draft new Banking System Law has been designed, in cooperation
with Fund staff, it took longer than anticipated to complete, and thus has only recently been
submitted to the parliament.

15.  We have made considerable progress in strengthening the regulatory framework of the
* banking sector, including through the issuance of 13 new or revised prudential regulations
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conforming to best international practices, including risk-based capital, loan loss provisioning
and asset classification regulations. Some of these regulations are being upgraded to bring
them fully in fine with international best practices, with the help of USAID technical
assistance. We have also continued to expand further our range of monetary instruments.
During 2002 the ANB introduced repurchase and reverse repurchase of treasury bills, and in
early 2003 we created an instrument allowing banks to place interest-bearing deposits with
the ANB, to be used to withdraw excess liquidity. A small value payment system was
introduced in November 2002, which will significantly increase the range of banking services
offered to small businesses and households,

16.  Based on an assessment of opinions of domestic and international investors, the
government has in 2002 taken significant steps to improve the business environment,

beyond the tax and customs administration reforms discussed above. Most importantly, the
number of business activities requiring licenses has been dramatically reduced, and the

process of receiving licenses for the few remaining industries requiring them has been
streamlined. To further improve transparency, we have also adopted a new Constitutional

Law, requiring the government to report to parliament early each year about the government’s
activities in the previous year. '

Economic Policies for 2003
Fiscal Reforms

17.  Fiscal policy in 2003 will be driven by our desire to improve our domestic
infrastructure and to more adequately compensate civil servants and pensioners, consistent
with the objectives expressed in our PRSP (Appendix 2). While some of the additional
expenditures will be financed by higher non-oil revenues, the planned increases will also
require slightly greater usage of oil revenues. As a result, our non-oil deficit (the overall fiscal
balance, excluding oil-related revenue) will increase by 1.1 percent of GDP, to 10.8 percent
of GDP. This non-oil deficit remains well below the long-term sustainable level.

18.  We have a comprehensive agenda of fiscal reforms that we intend to implement

in 2003. The most important is the continning development of the State Oil Fund of
Azerbaijan (SOFAZ). In this context, we intend to take steps to enhance the legislative
foundation of SOFAZ and further integrate the oil fund and state budgets. In particular,
and as a prior action for the proposed completion of the IMF Executive Board’s second
review of our PRGF amrangement, we have submitted to parliament amendments to the
Budget Systems Law, prepared in consultation with Fund and World Bank staff, that will (i)
call for parliamentary approval of the deficit and expenditure ceilings of the consclidated
budget (with the consolidated budget defined to include the state budget, budget of the Social
Protection Fund and budget of the Oil Fund, excluding Oil Fund revenues; (ii) require that all
expenditures in the consolidated budget (except for expenditures on the management of the
oil fund and its assets) be executed by the treasury, and that all capital expenditures be part of
the State Investment Program; (iii) assign responsibility for the preparation of the
consolidated budget to the Ministry of Finance; (iv) ensure that extra-budgetary funds do not
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make portfolio investments in domestic commercial activities or issue loans or loan
guarantees; and (v) require that SOFAZ hold equity positions only through highly rated.
professional portfolio managers in international markets. We propose that the adoption of
these critical amendments by end-June 2003 be a structural performance criterion for
completion of the third review under our PRGF arrangement.

19.  In conjunction with these amendments, we have proposed additional amendments
designed to improve the Budget Systems Law. These amendments will clarify the jurisdiction
of the Chamber of Accounts over the operations of the consolidated budget, as well as extra-
budget funds and budgetary organizations; clarify that the Ministry of Finance, working in
close cooperation with the extra-budgetary funds and the Chamber of Accounts, has the
authority to prescribe uniform reporting formats for the state extra-budgetary funds and
budgetary organizations; clarify that the Ministry of Finance has exclusive control over
government banking arrangements; and preclude municipalities from market borrowing. We
will also work in 2003 to strengthen our Medium Term Expenditure Framework and State
Investment Program (SIP) for 2003-05, which has recently been adopted, ensuring they

~ reflect the pricrities and objectives of our PRSP, and that the 2004 budget is consistent with
these documents (PRSP, Section 4.1). Finally, working in close consultation with Fund and
Warld Bank staff, we will design procedures for the effective implementation of the new
Budget Systems Law, including the development of sound procedures for consolidated
budget preparation. In that context, we will consider the establishment of a commission,
under the aegis of the Cabinet of Ministers, to determine the priorities of the annual and
medium-term budgets. '

20.  During 2003, we will work to design, in consultation with the World Bank,
mechanisms to compensate the poor for planned increases in 2004 in keroséne and diesel
fuel prices, as well as the eventual elimination of the implicit and explicit utility subsidies
(PRSP, section 3.1). We have also taken steps to strengthen Ministry of Finance oversight of
the fiscal affairs of municipalities, including by assigning responsibility for municipal
affairs to an appropriate official in the Ministry.

Revenues

21.  With the 2003 state budget, we have completed the process of subjecting all
taxpayers to the tax legislation. Prior to 2001, large state owned enterprises paid taxes
according to a pre-determined tax target, independent of the tax laws. In 2001, all these
enterprises wete required to begin paying taxes according to the tax legislation. However, it '
was at that time impossible for SOCAR to adhere to the tax laws while simultancously
providing substantial quasi-fiscal subsidies to the utility companies. Now that the cost of
these subsidies is borne by the state budget, and not by SOCAR, the company has been
instructed that it, too, must pay taxes according to the laws of the country, and dosoma
timely fashion. In addition, during 2002 and with the assistance of the Fund, we will review
the tax Iaws as they apply to SOCAR, and possibly amend those laws based on '
international best practices for taxing state-owned oil companies.
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22. SOCAR’s tax payments will now depend on changes in oil prices. In the current
environment of high oil prices, the Ministry of Finance will save any tax payments from
SOCAR in excess of that anticipated in the approved budget, including any cash
payments of pre-2003 tax arrears. Should oil prices fall in the future, resulting in SOCAR
tax payments below budgeted Ievels, these saved funds will then be used to offset the
shortfall in revenues. The performance criteria related to net credit to government and net
international reserves of the ANB will be adjusted accordingly based on the actual oil export
prices, as specified in Attachment 1. During 2003, in consultation with Fund staff, we will
develop a long-term strategy for the use of these saved funds.

23.  We are committed to developing the regions of Azerbaijan (PRSP, section 4.3). As a
first step, in 2003, we introduced regional and sectoral variations in the enterprise profit tax
rate. The tax rate now varies from 235 percent in Baku to 10 percent in mountainous regions.
During 2003, we will design a more effective and comprehensive program for
development for regional development, consistent with our State Program on Poverty
Reduction and with technical assistance from the staffs of the Fund and World Bank. In the
context of the 2004 state budget we will submit to parliament proposals to reunify the
enterprise profit tax rate, at a level determined in the context of the budget preparation and
based on our analysis of the 2003 experience.

24.  To date, exemptions to the value added tax {VAT) have been granted by the Cabinet
of Ministers in a series of independent decisions. While each decision has been well
motivated, the combined result has been an excessively long list of exemptions. To provide
greater coherence to the process of determining VAT exemptions, and ensure that the impact
of these exemptions is fully reflected in budget revenue forecasts, we will (i) request
technical assistance from the Fund in reviewing our exemptions policies; (ii) in the context of
the 2004 budget, and based on the recommendations of the technical assistance mission,
substantially reduce the existing list of VAT exemptions, and (iii) commit that future changes
to the list of VAT exemptions will be approved only in the context of annual budget
preparation process, and be implemented at the same time as the new budget takes effect.

25.  More generally, we plan to improve our procedures for revenue forecasting. We
will establish a revenue forecasting commission under the aegis of the Cabinet of Ministers,
and including representatives of the Ministry of Finance, Ministry of Taxes, State Customs
Committee (SCC), Ministry of Economic Development, State Statistics Committee, SPF,
SOFAZ, SOCAR, and ANB. This committee will be tasked with producing annual revenue
forecasts, including preparing careful assessments of the revenue implications of any tax
policy proposals, in line with the requirements of the new Budget Systems Law, prior to their
consideration by the Cabinet of Ministers.

26.  Finally with regard to revenues, we will continue our efforts to improve tax and
customs administration (PRSP, section 4.1). Consistent with this effort, we are in the
process of producing performance indicators for the Ministry of Taxes {designed in
consultation with Fund staff), and will use these indicators i the future to assess the
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performance of the ministry. We will shortly adopt improved regulations for VAT refunds, to
ensure the timely payment of such refunds. In the SCC, we will continue to implement the
reform program which was designed on the basis of the external evaluation of the committee
which was done in early 2002. Having largely completed the short and medium-term reform
efforts, we will now turn our attention to the longer term reforms identified in this program,
and have adopted a timetable, in consultation with Fund staff, for the implementation of these
long-term reforms. We will also continue the process of replacing specific with ad valorem
customs duties, implementing the third of four steps in our timetable on October 1, 2003.

Expenditures

27.  Inthe 2003 budget, we have eliminated the earmarking of revenues for some extra-
budgetary operations of budget organizations. For all budget organizations that continue
to have authority to spend fees and other revenues they earn, we have integrated these funds
into the state budget, and their spending plan was approved as part of the process of
approving the state budget. We will continue our efforts to gradually reduce all remaining
earmarking and thus more comprehensively integrating these funds into the state budget
(PRSP, section 4.1).

28.  We are also continuing our efforts to eliminate all quasi-fiscal subsidies (PRSP,
section 5.1). In 2002 we eliminated all preferential utility and transport tariffs, replacing
preferential tariffs for internally displaced persons (IDPs) and refugees with explicit budget
subsidies. In the 2003 state budget, we have included the quasi-fiscal subsidies previously
provided by SOCAR to Azerencrgy and Azerigas, and we have added an explicit subsidy
from the budget for Azerchemia and informed SOCAR that they are no longer expected to
provide fuel to Azerchemia without payment. During 2003, we will identify all remaining
quasi-fiscal subsidies, of whatever kind, including those provided to the Baku metro, and
either eliminate them or provide cash financing for them in the state budget in 2004, thereby
completing the difficult but important process of eliminating quasi-fiscal subsidies. We will
also issue no new instructions requiring SOCAR to finance IDP-related expenditures or other
expenditures that should be financed by the budget. Starting January 1, 2004, SOCAR will no
longer provide any quasi-fiscal subsidies.

29.  Finally, while we currently do not expect the government to have to pay additional
funds for the construction of the BTC pipeline, should that prove necessary, we will consult
with Fund staff on the procedures for financing these expenditures.
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Domestic and External Debts

30. In 2003, we will strengthen our debt management system (PRSP, section 4.1). We
will assign responsibility for maintaining a database on debts to an appropriate state body, in
coordination with the State Department of Statistics. This agency will, during 2003, with the
assistance of Fund staff, seek to establish a comprehensive database, including not only
government and government-guaranteed external and domestic debts, but also external and

domestic debts of state-owned enterprises.

31.  Current rules largely limit the scope for ministries, other than the Ministry of Finance,
to borrow funds. However, according to existing rules, there are circumstances under which
line ministries may borrow from domestic banks, and under which borrowed funds can be
spent outside the treasury system. We will, in conjunction with other amendments to the
budget systems law discussed above, submit an amendment which clearly prohibits
domestic borrowing by any ministry financed by the budget, other than the Ministry of
Finance, and requires any funds boerrowed by the Ministry of Finance to go through the
treasury and be reflected in the state budget.

32.  Finally, we will continue to be cautious in contracting external debts, adhering to the
debt ceilings in Table 1, and will not contract or guarantee loans for commercial purposes.
We are continuing our efforts to resolve disputed external debt obligations with Kazakhstan,
Turkmenistan and Uzbekistan, and plan to discuss these matters during the forthcoming
meetings of the Azeri-Kazakh and Azeri-Uzbek commissions in 2003.

Pension Reform and Social Assistance

33.  We are determined to strengthen our SPF, which is responsible for pensions and most
social support payments. First, we are taking steps to improve revenue collections. We have
begun the important task of seeking to ensure that all taxpayers registered with the Ministry
of Taxes are also registered with the SPF, thereby broadening the tax base. We have also
issued a Cabinet of Ministers decree instructing all state-owned enterprises—including
SOCAR, Azerenergy, and Azerigas—to ensure the timely payment of their obligations to the
SPF. Specifically, they have been instructed to ensure that each month, when they pay their
wages, they simultaneously transfer to the SPF funds sufficient to satisfy that month’s SPF

obligations.

34.  We have also begun work on a substantive reform of our pension system in
accordance with our Pension Reform Concept, and with the assistance of the World Bank
and UNDP (PRSP, section 3.1). There are three components to our current reform efforts.
First, we have passed a law calling for the establishment of individual social insurance
accounts, and plan to have these established for all workers by end-2004. Second, we will
reform the system of administering pensions. Currently, the SPF is responsible for collecting
pension and allowance revenues, while the Ministry of Labor and Social Protection is
responsible for calculating pensions and allowances and making payments to beneficiaries.
This division of responsibilities is inefficient, and with assistance from the World Bank, we
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will unify these responsibilities in one agency during 2004. In addition, in order to ensure
timely payment of pensions with minimum inconvenience to the recipients, we are in the

process of introducing an automated payment system, whereby individuals will be able to
access their monthly pension payments through a bank card.

Monetary and Financial Sector Reforms

35.  We will continue in 2003 to implement a monetary policy aimed at domestic price
stability (PRSP, section 4.1). Exchange rate policy will likewise be unchanged, with the
market allowed to determine the path of the exchange rate and the ANB intervening only to
smooth out temporary fluctuations. We believe that the monetary instruments already at
ANB’s disposal are sufficient to sterilize the impact of planned SOFAZ spending as well as
oil-related Foreign Direct Investment. The ANB will monitor macroeconomic developments
closely, and act to ensure the maintenance of Azerbaijan’s macroeconomic stability. The
government will support the ANB in this effort, including by coordinating financial
transactions and ensuring that the Ministry of Finance and SOFAZ provide the ANB with
monthly updates of their expected pattern and volume of foreign exchange transactions in
2003. To assist in this effort, the government has instructed SOCAR to provide each month,
to the government and to the ANB, an updated forecast of SOCAR’s cash flow for 2003.

36. We are determined to strengthen the competitiveness and health of our banking
system (PRSP, section 4.2). In 2002, we conducted a review of factors inhibiting
competitiveness in the banking sector in Azerbaijan. Two factors stood out: first, the market
continues to be dominated by the state-owned banks-—IBA and BUS Bank. The second
problem is related to difficulties in lending stemming from problems enforcing the
bankruptcy law, inadequate regulations relating to the use of collateral, the limited use of
International Accounting Standards (IAS) outside the banking systems, and continuing
problems with the judiciary system.

37.  Withregard to the dominance of IBA and BUS Bank, we will proceed along three
lines to reduce this problem. First, we will move aggressively to privatize these banks (PRSP,
section 4.2). New presidential decrees—calling for the sale of 20 percent of IBA to EBRD
during thesummer of 2003 (which would reduce the government’s share to just over 30
percent), the full privatization of IBA by end-2004, the completion of steps to strengthen
BUS Bank in 2003, and the privatization of BUS Bank in 2004—have recentiy been issued.
In the case of IBA, the government has entered into intense discussions with EBRD, with the
aim of reaching agreement on the sale of 20 percent of IBA by end-June 2003, and 1s
committed to tendering the remaining shares for sale no later than end-2003.

38.  Second, we recognize that even after the privatization of these banks, they will
continue to dominate the banking system. One advantage these banks continue to have stems
from the govemment’s tendency to use these banks exclusively in providing services to the
government. To resolve this problem, the government has begun preparing to issue tenders
for the provision of banking services to the government and will during 2003 determine, in
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consultation with Fund staft, a date by which all banking services to the government will be
contracted solely on the basis of competitive tenders.

39.  To address the problems in lending, the government will, with the assistance of the
World Bank, review the Bankruptey Law with the aim of identifying problems in this law
and associated regulations, revising them and submitting amendments, if necessary, to
parliament during 2004, We will also work to establish the institution of receivers, improve
the training of judges in bankruptcy procedures, and shorten the processing of bankruptcy
cases. At the same time, and also with the assistance of the World Bank, we will review and
revise as necessary the rules and regulations related to the registration and use of
collateral. In particular, we will simplify the procedures for registering collateral and
improve the tax treatment of sales of collateral, to ensure that only profits earned from the
sale of collateral are subject to profit tax. The government has launched a comprehensive
program, designed to accelerate the introduction of IAS accounting (PRSP, section 4.2). In
this context, we will prepare in 2003, in consultation with the World Bank, a new Law on
Accounting, and a program for the introduction of IAS standards in state-owned enterprises,
as the first step toward requiring IAS accounts in all state-owned enterprises. We will also
centinue our efforts to strengthen the judiciary system.

40.  Third, to demonstrate our openness to international banks, by end-June 2003 we will
eliminate the ceiling on foreign bank participation in the Azeri banking system (PRSP,
section 4.3).

41.  We will also seek to strengthen the state securities market for treasury bills, and
the development of manat financial markets more generally. A commission consisting of
representatives of the Ministry of Finance, ANB and State Committee for Securities has been
created and charged with guiding this effort. Among other steps, in consultation with Fund
staff, we will review the registration system for treasury bills and ANB bonds, and at a
minimum significantly simplify this system. We will also create conditions for equal access
to treasury bill markets for all potential participants, consider the introduction of new types of
securities denominated in local currency, and ensure enhanced disclosure of information
related to the state securities market.

42.  We have prepared, with the assistance of the Fund, a new Banking System Law,
which has now been submitted to parliament. In order to further strengthen confidence in the
banking sector, we also intend to introduce a deposit insurance system, but not earlier than
January 2005. The fulfillment of the preconditions for introducing deposit insurance,
including the capacity of bank supervision to meet international standards, will be assessed in
close consultation with Fund staff, To that end, during 2003 and 2004 we will continue to
strengthen bank supervision and will review the current draft deposit insurance syster, with
assistance from Fund staff. The draft Banking System Law specifies that the deposit
insurance scheme will be activated not earlier than 2005 and only if all participating banks
fulfill a set of prudential standards and requirements, as specified by appropriate regulations
issued by the ANB.
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43.  We will also continue our efforts to strengthen the operations of the ANB. Toward
that end, we will prepare a revised Central Bank Law (PRSP, section 4.3), in consultation
with Fund staff. In light of the importance of such a law, we will take time to ensure the
preparation of a high quality law, and will submit this law to parliament sometime in 2003.
We attach high priority to enhancing training of ANB staff, and to our ongoing efforts to
ensure the ANB structure is consistent with international best practices. We also are
continuing our efforts, with the assistance of USAID, to strengthen banking supervision.

44,  While the January 2002 IMF safeguards assessment mission found that the ANR’s
annual external audit and financial reporting are generally adequate, certain vulnerabilities
were identified. To address these issues, the ANB has (i) established a formal process for
reconciling the data in the ANB financial statements to the data reported to the IMF under the
Poverty Reduction and Growth Facility arrangement, which includes a review of the
reconciliation by the ANB’s Internal Audit Department, and (ii) formally adopted IAS as its
underlying accounting framework in order to base the recording of transactions during the
year on IAS requirements, Additional efforts to strengthen ANB auditing and reporting, as
recommended by the safeguards mission, are ongoing. The recommendation to establish an
audit committee under the ANB’s Board of Directors has not been implemented, as the
existing law on the Central Bank does not allow such a structure.

Structural Reforms in 2003
Government Operations, Structure and Governance

45.  In 2003, we will seek to complete the process of separating commercial and
regulatory functions (PRSP, section 4.3). We will, during the course of the year, identify all
remaining instances of institutions exercising both commercial and regulatory functions, and
separate them. In particular, we will transfer all regulatory functions currently exercised by
Azal, Azeri Rail and Caspian Shipping Company to the Ministry of Transport, separate the
commercial and regulatory functions of the Ministry of Communications, and transfer
remaining regulatory functions from SOCAR to the appropriate government institution.

46.  In addition, we will build on the progress we have made in government
restructuring in recent years, with the creation of the Ministries of Economic Development,
Energy and Transportation. During 2003, with the assistance of the International Financial
Institutions, we will review the existing government structure. A decision on possible
restructuring will be made based on the results of this review, :

47.  We will also continue our efforts to improve governance and the business
environment. Crucial in this regard will be our ongoing efforts to improve tax and customs
administration, as discussed above, as well as to strengthen the Chamber of Accounts, our
supreme audit institution. We also expect parliament to pass, during 2003, anti-corruption
legisiation (PRSP, section 4.3). This legislation is expected to provide a legal definition of
corruption, and infroduce specific anti-corruption measures.
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Energy Sector Financial Discipline

48.  Strengthening energy sector financial discipline remains at the heart of our
economic reform program (PRSP, section 4.3). Most energy sector quasi-fiscal subsidies
have been put on budget, and thus government, parliament and the public are more aware of
the true costs of these subsidies. Now we face the more serious challenge of actually reducing
these subsidies. This will require a pumber of reforms: improvements in collections for
utilities; increases in the efficiency of SOCAR, the utility companies, and key energy-
consuming state-owned enterprises; and eventually a revision of electricity and gas tariffs to
cover the true costs of providing these services.

49,  Key to our efforts to strengthen financial discipline are steps to improve payments
for utility services. We have made great strides in this area, by ensuring that budgetary
organizations pay in full for their actual utility consumption, signing long-term management
contracts for our electricity distribution companies, and giving these companies the right to
cut off services to non-paying customers. Building on these reforms, in 2003 we will aim to
sign long-term management contracts for our gas and water distribution companies, and will
enhance our efforts to ensure that state-owned enterprises pay their utility bills. We will also
seek to initiate the use of “smart cards” for the payment of utility services, to reduce the
opportunities for corruption (PRSP, section 4.3). '

50.  Ensuring that these companies pay their bills in many cases will require a
restructuring of their organization and operations. This will be necessary to enhance their
efficiency and reduce their energy consumption. In 2003, building on the recent decisions
regarding SOCAR restructuring, we will seek the assistance of EBRD in designing a more
comprehensive restructuring of that company. We will also seek technical assistance in
designing restructuring programs for Azerenergy, Azerigas, Azerbaijan Regional Water
Company and Azerchemia.

51. We have requested assistance from the World Bank related to utility tariffs. In
particular, we will seek their assistance in reviewing the tariff structure and determining a
structure that would eventually cover the costs of providing the services, and in designing a
system for compensating vulnerable households from the eventual increase in these tariffs.

52.  Finally, having unified domestic prices of natural gas and most oil products with
import or export parity, as appropriate, we will now prepare to unify in early 2004 the
domestic and estimated long run world market prices for the two remaining oil products—
kerosene and diesel fuel—whose prices remain below world market levels, including by
designing, in consultation with the World Bank, a mechanism to compensate the most
vulnerable who are impacted by these price changes (PRSP, section 3.1). In addition, to
ensure that domestic energy prices stay unified with world market prices, by end-December
2003 we will design an automatic mechanism for the periodic adjustment of domestic prices
of oil products and natural gas, to keep them in line with world market prices, with that

mechanism being implemented in 2004.
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Trade and Investment Policy

53,  We will continue to implement & liberal trade policy. As noted above, we will
gradually reduce our already moderate weighted average import tariff. We will also not
introduce any new import or export restrictions. Accession to the World Trade
Organization (WTO) is a high priority for our government. We have reached agreement for
the United States to provide technical assistance in our WTO accession application and
negotiations, and we will make all efforts to expedite this process (PRSP, section 4.3).

54.  The government has contracted a diagnostic study of the investment environment by
the Foreign Investment Advisory Service (FIAS), a joint IFC-World Bank facility. In
consultation with the Fund and World Bank staffs, we intend to revise the 1992 Law on
Protection of Foreign Investments (PRSP, section 4.3) along the lines recommended in the
FIAS report. Also, to assist potential investors, and to help in conveying information to them
regarding our efforts to improve governance and the business environment, as well as to give
investors a channel to convey their concerns in this regard to the government, we will create
an Investment Council.

Program Monitoring

55.  As prior actions for completion of the second review under the PRGF arrangement,
we have (i) submitted to parliament amendments to the Budget Systems Law, designed in
consultation with the Fund and World Bank staffs, which call for parliamentary approval of
the deficit and expenditure ceilings of the consolidated budget, require that all expenditures
in the consolidated budget (except for expenditures on the management of the oil fund and its
assets) be executed by the treasury and that all capital expenditures be part of the State
Investment Program, assign responsibility for the preparation of the consolidated budget to
the Ministry of Finance, ensure that extra-budgetary funds do not make portfolio investments
in domestic commercial activities or issue loans or loan guarantees, and require that SOFAZ
hold equity positions only through highly rated professional portfolio managers in
international markets; (ii) adopted, by presidential decree, the timetables for privatization of
IBA and BUS Bank; (iii) adopted procedures for the timely allocation of tax credits to
SOCAR and subsidies to Azerenergy and Azergas related to unpaid fuel consumed by the
utilities; and {iv) issued a Cabinet of Ministers decree instructing all state~owned enterprises
to ensure timely payments of their SPF obligations.

56.  We propose the following structural performance criteria for end-June 2003:

(i) enactment of the amendments to the budget systems law that were submitted to parliament
as a prior action; and (ii) adoption of improved regulations on the issuance of VAT refunds,
which simplify work procedures and documentation requirements and specify appropriate
timeframes for the processing of refund applications. As structural benchmarks for end-
June 2003, we will (i) establish a revenue forecasting commission, as described in

paragraph 25 above and in consultation with Fund staff, and (i1) ensure adoption of the new

Banking System Law.
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57.  For end-December 2003, we propose the following structural performance criteria:
(1) the reunification of the enterprise profit tax rate for all non-oil companies, at a rate
determined in part by our analysis of the 2003 experience; (ii) the adoption of a procedure for
future automatic adjustments of domestic energy prices, to keep them in line with world
market prices, as discussed in paragraph 52 above; (iii} replacement of specific with ad
valorem customs duties in continued adherence to the timetable adopted under the end-March
2002 structural performance criterion; (iv) adoption of a Cabinet of Ministers decision
reducing the list of VAT exemptions and requiring that all future changes to the list be done
only in the context of the annual budget preparation process; and (v) issuance of a tender for
all remaining government shares of IBA. We propose that continued adherence to the SCC
reform program, as discussed in paragraph 26, be a structural benchmark for end-
December 2003. Finally, the quarterly allocation of tax credits to SOCAR, and subsidies to
Azerenergy and Azerigas, in line with the procedures and timetable adopted as a prior action,

will be a structural benchmark,

58.  The third review of our Poverty Reduction and Growth Facility arrangement will
focus on continued progress in energy sector reforms including SOCAR tax payments,
banking sector reforms including progress on privatization, and the strengthening of
governance in the handling of public resources including in tax and customs administration.

59.  The government and the ANB believe that the policies discussed above, combined
with the policies described in our previous letters and MEFP, are adequate to achieve the
objectives of the program. We will remain in close consultation with the Fund in accordance
with Fund policies on such consultation, and will provide the Fund with any information it
requests for monitoring program implementation. The government and the ANB stand ready
to take any further measures, in consultation with Fund staff, which might be necessary to
ensure that the objectives of the program can be achieved.

Sincerely,

Hsll /il
Artur Rasi-zade Avaz Alekberov
Prime Minister Minister of Finance
Azerbaijan Republic Azerbaijan Republic

/st Hslt
Farhad Aliev Elman Rustamov
Minister of Economic Development Chairman, National Bank
Azerbaijan Republic | ' Azerbaijan Republic
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Takle 1. Azerhatjan: Quantitative Performance Criteria and Benchinaks for the PROF, 2002 172/

Sigek Cumulative Chanpes rum Jaouary 1, 2001
Dec. 2000 gz N
March June ... Drocember
Prog Prog Adj Act Prog Adj Act Prog Adj Act Prog Adj Act Act
B Prog Fmg Prog Prog (net ol BIT) 3/
{inn billions of manats, unless piherwise specified)
1.  Quamtitetive performance criteria and benchmasrks
Floor on nel intermationsl reserves of the ANE (in USS miltion) 44 81 82 109 1w 2 124 108 109 134 115 i iy 171
Ceiling un net dormestic assels af the ANB 199 -441 -143 -S77 -156 -362 -578 -344 -155 =591 - -143 -284 -5i6
Cealing or nel credlit fo the peneral government from the ANS &/ -90 -147 -149 164 -73 -82 300 42 09 -304 -y -129 £1 -303
Flawr on oveall consulidated fscal balance, excluding 4] fund revenyics =797 =796 -528 1,095 -1,086 X55 -1,301 -1,240 -1,074 -1,510 -1,750 -1,885 -1,643
Ceiling on New Nar [ External Debt C dor G 1 by Ihe
Consafidated Govermnent or the ANB {txcluding the IMT; in LSS million)
Less thas une year's matutity ) u & L] 1] 1] o 1] a ] 0 ] o o 0
Mediem- and lang-term debt, less than fve years i} L] o [H 0 L] n 1] 1] L) [{] [} a
Qiher long-usms dabil (maturity fve and moees years) 20 P\ 0 40 40 ] L] 50 [ 84 80 a a
2.  Continuous perfsrmance criterion
Ceiling mm Sk of Dulstanding N dulable Exiemal Pay Arvears of e
Consclidated Government and the ANB ¢ 0 0 o 0 ] 1] [} 0 ] [H o o i
. 3. Indcative targets
Ceiling on stock of ANB'S manal reserve mongy 1,542 43 A3 -6 23] 231 104 279 2K 114 113 3t3 324 324
Ceiling on nel change in stack of unpaid hills secamulared atter December 31, 1999 26 50 50 33 50 50 2] 50 50 42 50 50 14 14

1/ The prugrain largets are indicative urpets for end-Tune 2002 and end-Decernber 2002, and performanee criteria and indieative targets for end-March 2002 {"Prog.™ calumm) and end-September 2003 {"Mrog” columm).

2/ For 22, loreiyn exchange conponents are valved using program exchange rates of 4,606 manat/USS end 1.26 USS/SDR.

3 An smount of USES2.5 million was transFerred from the pre-2000 aii bonuses at the ANB (o the Oil Fund during the finnh quarter of 2002, of which US$49.5 milion was used 10 lnance SOCAR's share in lhe BTC pipeline.
Such usc of pre-2000 01l bonuses was not anticipated when the end-December 2002 program targets were et in March 2002, but the decision oo financing this share was (aken in consuliation with the staffs of the Furd and the Warld Bank.
4/ The actual stock of ne cradit 10 the government from the AN in 2002 is adjusted dowsnward by an amount of Manat 304 billien, Yor chaims related to the seittenvent of the Agroprom debt thal tock place in fune 2601,
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Table 2. Azerbaijan: Quartitative Performance Criteria and Benchmarks for the PRGF, 2003 1/ 2/

{Iu billions of Manats, unless otherwise indicated)

2002 2003
Dec Mar Jun Sep Dee
Act Prog Prog Prog Prog
1. Quantitative performance criteria and benchmarks
Floor on net international reserves of the ANB (end-of-period stock, in US§ millicn) 462 380 406 468 513
Ceiling on net domestic assets of the ANB (end-of-peried stock) -B5 105 111 =27 -28
Ceiling on net credit to the general government from the ANB (end-of-period stock) 154 326 311 148 93
Ceiling on the overall consolidated non-ci] deficit (flows) 3/ 1,038 2,179 3,143 4,042
Ceiling on New Nonconcessienal External Debt Cantracted or Guaranteed by the
Consclidated Government or the ANB (excluding the TMF) (flows, in US$ million) 3/
Less than one year's maturity 0 ¢ 0 0 0
Medivm- and long-term debt, one to less than five years 0 0 0 0
Other long-term debt (maturity five and more years) 20 40 60 80
2. Continuous performance criterion
Ceiling on Stock of Qutstanding Nonreschedulable External Payments Arrears of the
Consolidated Government and the ANB {end-of-peroid stock, in US$ million) 0 0 0 0 0
3. Indicative targets
Ceiling on stock of ANB's manat reserve money (end-of-period stock) 1,866 1,704 1,817 - 1,955 2,139
36 0 0 ] 0

Ceiling on stock of unpaid bills in excess of Manat 50 billion (end-of-peried stock)

1/ The program targets ate indicative targets for end-March 2003 and end-September 2003, and performance criteria and indicative targets for end-Fune 2003 and end-December 2003.
2/ Foreign exchanpe components are valued using program exchange rates of 4,606 manat/US$ and 1.26 US$/SDR.

3/ Cumulative changes from January 1, 2003.
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PERFORMANCE CRITERIA AND INDICATIVE TARGETS
L Targets for Fiscal Aggregates

Note: Use of the words “includes” and “including” should be construed to mean “includes
but is not limited to” and “including but not limited to™.

1. Ceiling on the Cumulative Change of the Overall Cash Deficit of the
Consolidated Government, excluding revenue from the oil sector.

(In billions of manats)

Cuamulative Overall Cash Deficit
of the Consolidated Government,
excluding o1l sector revenues

Cumulative change from December 31, 2002:

March 31, 2003 1,038

June 30, 2003 2,179

September 30, 2003 3,143

December 31, 2003 4,042
Definition

The consolidated government is defined as all levels of government except for
municipalities and state-owned enterprises. It includes the state budget agencies, (including
the Republican government and local governments but excluding municipal governments),
extrabudgetary funds of state budget entities, the Social Protection Fund, the Privatization
Fund, and the State Oil Fund (SOFAZ).

The overall cash deficit of the consolidated government, excluding revenues from the oil
sector is defined as the overall consolidated deficit

minus SOCAR’s cash tax revenue based on budget assumptions,

minus SOCAR’s cash tax revenue differential on account of oil price movements,

minus SOFAZ’s revenug.

The overall cash deficit of the consolidated government is defined from the financing side
as the sum of the following: (i) the change in net credit to the consolidated government from
the ANB; (ii) the change in net claims cn the consolidated government of the rest of the
banking system; (iii) the change in net claims on the consolidated government of domestic
nonbank institutions and households; (iv) proceeds from the privatization of state property;
(v) the counterparts (-) to increases in net credits or net claims on the consolidated
government from the ANB or commercial banks as a result of the bank restructuring
program; (vi) net foreign financing of the consolidated government; (vii) the counterparts to
changes in the domestic currency valuation of the consolidated government's net credits or
net claims as a result exchange rate fluctnations; and (viii) the change in the net position of
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SOFAZ. All changes will be calculated as the difference between end-period stocks, valued
at end-period exchange rates.

SOCAR’s cash tax revenue based on budget assumptions is defined as the government’s
projected tax payments on basis of budget assumptions.

SOCAR’s cumulative cash

payments based on budget
Cumulative change from December 31, 2002:
March 31, 2003 398
June 30, 2003 863
September 30, 2003 1,356
December 31, 2003 1,897

SOCAR cash tax revenue differential on account of oil price movements are additional
(reduced) tax revenue payments arising from a higher (lower) actual crude oil price than the
budget price. The value of the programmed revenue differential is calculated (i) as the
difference between tax obligations arising from the export tax at programmed oil prices,
volumes, and export costs and export tax obligations based on 2003 budget assumptions for
oil prices and export costs, plus {1ii) SOCAR tax obligations arising out of the change in the
SOFAZ inflow rules {Presidential Decree, February 7, 2003}, if they ate due in 2003 plus,
(iii} any tax payments that the government makes to reduce SOCAR s arrears to the budget.

Programmed levels of SOCAR tax revenue differential:

SOCAR'’s cumulative revenue differential
(positive number means additional

payments to the budget)
- Cumulative change from December 31, 2002:
March 31, 2003 113
June 30, 2003 213
September 30, 2003 283
December 31, 2003 348

SOFAZ revenues are defined as the sum of the following: (i) production sharing revenue
from the development of oil fields (profit oil) less of SOCAR’s share of production sharing
revenue, (ii) acreage fees; (ii1) investment income on SOFAZ assets; and (iv) any other
revenues deposited in SOFAZ, excluding oil signature bonuses. Production sharing revenues,
acreage fees, and investment income of SOFAZ will be considered revenues of the SOFAZ
regardless of whether they are actually deposited in SOFAZ or another account of the

consolidated government.
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Net credit from the ANB to the consolidated government is defined as all claims
(including securities) of the ANB on the consolidated government less all deposits of the
consolidated government with the ANB, including counterpart deposits of loans reccived
from the World Bank and from other official creditors, proceeds from the privatization of
state property.

Net claims on the consolidated government of the rest of the domestic banking system
are defined to comprise domestic commercial banks'net asset position arising from the
operating balances and current accounts of the consolidated government and domestic
commercial banks' net asset position arising from other claims (credits, loans, cash advances,
holdings of treasury bills or other securities) on and liabilities (deposits, etc.) to the
consolidated government.

The change in net claims on the consolidated government of domestic nonbank
institutions and households is defined to include net sales of treasury bills, bonds, or other
government securities to nonbank mstitutions and households, plus any other increase in
liabilities of the consolidated government to domestic nonbank institutions or households.

Proceeds from the privatization of state property are defined as all gross revenues
originating from the sale or long-term leasing of state property.

Counterparts to increases in net claims on the consolidated government of the ANB or
commercial banks as a result of the bank restructuring consist in the full value of the loans
taken over or long-term bonds issued by the consolidated government,

Net foreign financing of the consolidated government is defined as the difference between
actual disbursements of foreign financing and amortization of consolidated government debt
to foreign institutions and houscholds. Foreign financing of the consolidated government is
defined as the increase in claims on the consolidated government of foreign institutions and
households, excluding the Fund, and including: (i) loans received for balance of payment
support (e.g. the World Bank Public Sector Reform Adjustment Credit); (ii) disbursements
under foreign loans for financing government capital expenditures or for on-lending to
entities outside the general government for investment projects from foreign financial and
nonfinancial mstitutions; (ii1) oil signature bonuses; and (iv) net purchases of government
securities by foreign (nonresident) institutions and households. Consclidated government
guarantees on loans to entities outside the consolidated government are not included as
foretgn financing, and payments made by the consolidated government to cover defaults on
such loans are not included as amortization of consolidated government debt.

The change in SOFAZ’s net position is the difference between SOFAZ revenues and
expenditures. :

The general government is defined as the consolidated government excluding the SOFAZ.
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Adjustors

Ceilings will be adjusted by the full amount of any deviation from the programmed level of
the actual financing for the BTC pipeline project plus actual foreign financing of capital
projects and foreign loans contracted by the consolidated government for on-lending
purposes. A shortfall of financing will result in a downward adjustment of the ceiling.
Higher-than-programmed financing will result in an upward adjustment. Cumulative
programmed financing is manat 437 billion Q1, manat 801 billion Q2, manat 1,034 billion
Q3, manat 1,307 billion Q4.

Ceilings will be adjusted downward by 50 percent of any shortfall in the programmed
disbursements of World Bank loans for balance of payments support {¢.g. the Public Sector
Reform Adjustment Credit). Cumulative programmed disbursements are manat 0 billion Q1
(indicative), manat 0 billion Q2, manat 151 billion Q3, manat 151 billicn Q4.

2, Indicative Target: Ceiling on the Stock of Unpaid Bills of the State Budget and
the Social Protection Fund accumuiated after December 31, 2002

(In billions of manats)

Stock of Unpaid Bills
of the State Budget and
the Social Protection Fund
Stock at December 31, 2002 -36
March 31, 2003 0
June 30, 2003 ' 0
September 30, 2003 0
December 31, 2003 0
Definition

The ceiling applies to all unpaid bills of the state budget and the Social Protection Fund
accumulated after December 31, 2002 (in excess of manat 50 billion). Arrears are defined as
expenditures that have been budgeted for, have been verified (the good or the bill has
arrived), and have not been paid. Expenditure arrears include all arrears except pension
arrears to working pensioners.
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3. Ceilings on the Stock of Net Credit from the ANB to the General Government

(In billions of manats)

Stock of net credit
from thie ANB
Stock at December 31, 2002 154
March 31, 2003 326
June 30, 2003 311
September 30, 2003 148
December 31, 2003 93

Adjustors

These limits will be adjusted downward (or upward) by 50 percent of the amount by which
actual net foreign financing of the general government exceeds (or falls short of) the net
amounts programmed from the following sources: (i) the amortization of general government
debt to foreign institutions and households, based on the stock of foreign debt outstanding as
of December 31, 2002, including loans for budgetary or on-lending purposes, but excluding
payments (o the Fund and payrents on government guaranteed loans to cover defaults by
entities outside the general government. Ceilings will be adjusted upwards by 50 percent for
any shortfalls of disbursements of World Bank loans for balance of payments support (¢.g.
the Structural Adjustment Credit), irrespective of their deposit at the ANB or elsewhere and
adjusted downwards by 100 percent for disbursements in excess of programmed levels. The
ceiling will be adjusted downward (or upward) in the amount by which the programmed
SOCAR revenue differential on account of oil price movements fall short (exceed) of the
actual SOCAR revenue differential.

Cumulative net foreign financing from these sources is programmed to be manat -29 billion
at end-2003 Q1, manat -47 billion at end-Q2, manat 74 biflion at end-Q3, manat 53 billion at

end-Q4.
Definitions

Net credit from the ANB to the general government is defined as all claims (including
securities, but excluding all bonds issued in 2001 by the government in settlement of ANB's
¢laims on Agroprom) of the ANB on the general government less all deposits of the general
government with the ANB, including counterpart deposits of loans received from the World
Bank and from other official creditors, and proceeds from the privatization of state property.
As indicated above, the general government is defined as the consolidated government
¢xcluding the SOFAZ. Net Credit to Government will also include any claims of the ANB on
the general government related to accounts currently under review by the staff and

authorities.
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IL. Targets for Money Aggregates

1. Ceilings on the Stock of Net Domestic Assets of the ANB

(In billions of manats}

Ceilings
Stock at December 31, 2002 -85
March 31, 2003 105
June 30, 2003 111
September 30, 2003 -27
December 31, 2003 -28

Adjustors

ATTACHMENT 1
ANNEX

The ceilings relative to programmed amounts will be adjusted in exactly the same manner as

the ceilings for net credit from the ANB to general government.

Definitions

Net domestic assets of the ANB are defined as: (i) reserve money (comprising currency in
circulation, required reserves, and balances on banks correspondent accounts at the ANB)
plus certificates issued by the ANB plus depaosits of nongavernment nonbanks with the

ANB minus; (ii) net international reserves in convertible currencies of the ANB (as defined
in I.2 below) plus net assets on the ANB's correspondent accounts with central banks in
nonconvertible currencies. Thus defined, the ANB's net domestic assets consist of ANB net
credit to the consolidated government (including counterpart deposits)’, claims on domestic
banks, claims on domestic enterprises and households, and other net assets,

2. Floors Under the Stocks of Net International Reserves of the ANB

(In billions of manats)

Floors

Stock at December 31, 2002 462
March 31, 2003 380

June 30, 2003 406

September 306, 2003 468

December 31, 2003 513

! For a definition of consolidated government, see Section L.1.
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Adjustors

The ceilings relative to programmed amounts will be adjusted in exactly the same manner as
the ceilings for net credit from the ANB to general government.
Definitions

Total net international reserves of the ANB are defined as the difference between total
gross international reserves assets of the ANB and total official reserve liabilities of the
ANB. Gross international reserve assets are defined as in the Balance of Payments Manual,
5" edition. Total Gross international reserve assets of the ANB include ANB's holdings of
monetary gold, holdings of SDRs, any reserve position in the Fund, holdings of foreign
exchange in convertible currencies in the form of cash or deposits with nonresident banks
that are readily available. Also included are holdings of foreign currency-denominated
securities issued by governments or central banks of OECD member states. Excluded are
capital subscriptions in international financial institutions, non-liquid asscts of the ANB
(beyond one year to maturity), as well as pledged or encumbered assets and claims on
residents. Official gold holdings shall be valued at TJS$[250] per troy ounce. Heldings of
SDRs and other reserve position in the Fund will be valued at a constant exchange rate of
SDR 1: manat 5,804, Other reserve balances will be valued at a constant exchange rate of
US$1:manat 4,606. Gross international reserve assets exclude the ANB's net forward
position, defined as the difference between the face value of foreign currency denominated
ANB off balance sheet claims on nonresidents and foreign currency obligations to both
residents and nonresidents. Official reserve liabilities of the ANB are defined as outstanding
Fund purchases, and liabilities of the ANB to nonresidents with an original maturity of up to
and including one year. Reserve liabilities to the Fund will be valued at a constant exchange
rate of SDR 1: manat 5,804. Other reserves will be valued at a constant exchange rate of
US$1: manat 4,606.

3. Indicative Limits on the Stock of Manat Reserve Money of the ANB
(In billions of manats)

Limits

Stock at December 31, 2002 1,866
March 31, 2003 1,704

June 30, 2003 1,817

September 30, 2003 1,953

December 31, 2003 2,139

Definition

Manat reserve money of the ANB is defined as the sum of currency issue, required reserves
in manats, balances on commercial banks' correspondent accounts with the ANB and other
manat liabilities of the ANB to domestic banks.
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II1. Ceilings on External Debt and External Payments Arrears
New Nonconcessional External Debt Contracted or Guaranteed by the Consolidated
Government or the ANB (excluding the Fund)
(In millions of U.S. dollars)

Maturity of one to less than five years:

Limits
Stock at December 31, 2002 0
March 31, 2003 0
June 30, 2003 0
September 30, 2003 0
December 31, 2003 0
Maturity of five years or more loans:
Stock at December 31, 2002 0
March 31, 2003 20
June 30, 2003 40
September 30, 2003 60
December 31, 2003 80

Definition

Nonconcessional external debt with original maturity of at least one year, contracted or
guaranteed by the consolidated government or the ANB, excluding the Fund.

This performance criterion applies not only to debt as defined in point No. 9 of the
Guidelines on Performance Criteria with Respect to Foreign Debt (Decision No. 12274-
(00/85), August 24, 2000) but also to commitments contracted or guaranteed for which value
has not been received. The definition of debt set forth in No. 9 of the guidelines reads as
follows: “(a) For the purpose of this guideline, the term “debt” will be understood to mean a
current, i.e., not contingent, liability, created under a contractual arrangement through the
provision of value in the form of assets (including currency) or services, and which requires
the obligor to make one or more payments in the form of assets (including currency) or
services, at some future point(s) in time; these payments will discharge the principal and/or
interest liabilities incurred under the contract. Debts can take a number of forms, the primary
ones being as follows: (i) loans, i.e., advances of money to obligor by the lender made on the
basis of an undertaking that the obligor will repay the funds in the future (including deposits,
bonds, debentures, commercial loans and buyers’ credits) and temporary exchanges of assets
that are equivalent to fully collateralized loans under which the obligor is required to repay
the funds, and usually pay interest, by repurchasing the coltateral from the buyer in the future
(such as repurchase agreements and official swap arrangements); (ii) suppliers’ credits, i.e.,
contracts where the supplier permits the obligor to defer payments until some time after the
date on which the goods are delivered or services are provided; and (iii1) leases, i.¢.,
arrangements under which property is provided which the lessee has the right to use for one
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or more specified period(s) of time that are usually shorter than the total expected service life
of the property, while the lessor retains the title to the property. For the purpose of the
guideline, the debt is the present value (at the inception of the lease) of all lease payments
expected to be made during the period of the agreement excluding those payments that cover
the operation, repair or maintenance of the property. (b) Under the definition of debt set out
in point 9(a) above, arrears, penalties, and judicially awarded damages arising from the
failure to make payment under a contractual obligation that constitutes debt are debt. Failure
to make payment on an obligation that is not considered debt under this definition (e.g.,
payment on delivery) will not give rise to debt.”

Debt rescheduling and restructuring are excluded from the borrowing limits. In determining
the level of concessionality of these obligations, the definition of concessional borrowing
shall apply. Concessional borrowing is defined as having a grant element of 35 percent or
more. For loans with a maturity of at least 15 years, the 10-year average commercial interest
reference rates (CITRRs) published by the OECD should be used as the discount rate for
assessing the level of concessionality, while the 6-month average CIRRs should be used for
loans with shorter maturities. To both the 10-year and the 6-month averages, the following
margins for differing repayment periods should be added: 0.75 percent for repayment periods
of less than 15 years; 1 percent for 15-19 years; 1.15 percent for 20-29 years; and

1.25 percent for 30 years or more.

Stock of Short-term External Debt, Contracted or Guaranteed by the Consolidated
Government® or the ANB
(In millions of U.S. dollars)

Limits
Stock at December 31, 2002 0
March 31, 2003 0
June 30, 2003 0
September 30, 2003 0
December 31, 2003 0

Definition

Short-term external debt is defined as debt contracted or guaranteed by the consolidated
government or the ANB with contractual maturity of less than one year, excluding normal
import-related credits,

? For a definition of consolidated government, see Section 1.1.
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Outstanding Nonreschedulable External Payments Arrears
(In millions of U.S. dollars)

Limits

Stock at December 31, 2002 0
March 31, 2003 0

June 30, 2003 0

September 30, 2003 0

December 31, 2003 0

Definition

The stock of nonreschedulable external payments arrears is defined as the external debt
service obligations (principal and interest) of the consolidated government’ and the ANB,
including for government guaranteed loans, to multilateral and bilateral creditors, that have
not been paid at the time they are due, excluding arrears on external debt service obligations
pending the conclusion of debt rescheduling operations. '

3 For a definition of consolidated government, see Section L.1.



INTERNATIONAL MONETARY FUND
AZERBAIJAN REPUBLIC

Staff Report for fhe 2003 Article IV Consultation, Second Review Under the
Poverty Reduction and Growth Facility, and Requests for Waivers of Performance
Criteria, Extension of Arrangement and Rephasing of Purchases

Supplemental Information
Prepared by European II and Policy Development and Review Departments
Approved by Oleh Havrylyshyn and Martin Fetherston
May 9, 2003
I. RECENT ECONOMIC DEVELOPMENTS

1. Economic developments in recent months were broadly consistent with program
targets. Real GDP grew an estimated 7.9 percent in the first quarter of 2003 relative to the
same period last year. Inflation remains low, with 12-month CPI inflation of 2.3 percent at
end-March, down from 3.3 percent at end-2002. As expected, reserve money balances felt at
end-March relative to the end-2002 stock, due to seasonal factors, although the decline was
less than assumed under the program. Similarly, net international reserves (NIR) of the ANB

fell somewhat less than expected.'

2. Consistent with two key commitments under the program, SOCAR paid more in taxes
in the first quarter than had been assumed in the state budget, with payments reportedly based
on actual tax obligations rather than negotiated tax targets, and the Ministry of Finance has
saved this higher-than-budgeted tax revenue as a cushion against possible future lower
SOCAR tax obligations. Continuing the efforis to improve the business environment, a new
presidential decree further streamlines the licensing process for business activities requiring
licenses, and a Council of Businessmen has been created and charged with preparing
additional proposals for the improvement of the business environment,

! While actual end-March NIR is higher than the unadjusted indicative target under the
proposed program, insufficient information is available at this time on the disbursement of
foreign financed capital spending and actual taxes due by SOCAR during the first quarter
of 2003 to enable the staff to calculate the adjusted target. Thus staff is not yet in a position
to judge performance against the NIR target, as well as most other end-March indicative

targets.



3. Unusually heavy rains this spring resulted in serious flooding in three regions of
southern Azerbaijan, with some 4,000 households reportedly affected. The government has
requested assistance from the World Bank in dealing with the impact of the flood, and may
also solicit assistance from other UN organizations. It is too early to determine the impact on
agricultural output or GDP more generally, or on the state budget.

II. IMPLEMENTATION OF PRIOR ACTIONS

4. There were four prior actions for the completion of the second review under the
PRGF, as specified in paragraph 55 of the LOI and labeled (i) to (iv). All have now been
implemented, as described below and summarized in Table 1,

5. Draft amendments to the Budget Systems Law were submitted for Parliament’s
consideration on April 17, 2003. Consistent with the understandings under the program (prior
action (1)), these amendments call for parliamentary approval of the deficit and expenditure
ceilings of the consolidated budget, require that all expenditures in the consolidated budget
(except for expenditures on the management of the oil fund and its assets) be executed by the
treasury and that all capital expenditures be part of the State Investment Program, assign
responsibility for the preparation of the consolidated budget to the Ministry of Finance,
ensure that extra-budgetary funds do not make portfolio investments in domestic commercial
activities or issue loans or loan guarantees, and require that the State Oil Fund (SOFAZ)
holds equity position only through highly rated professional portfolio managers in
international markets. These amendments have already been approved by the Economic
Commiittee of parliament, and are expected to be considered by the full parliament shortly.

6. A presidential decree and a presidential resolution were issued on April 17, 2003
regarding the privatization, respectively, of International Bank of Azerbaijan (IBA) and BUS
Bank. The decree on IBA instructed the Ministry of Economic Development (MOED) to
hold negotiations with the EBRD for the sale of 20 percent of the state-owned shares in IBA
during the summer of 2003, including signing a Memorandum of Understanding with the
EBRD on this issue by May 30, 2003, and to sell by end-2004 the remaining portion of state-
owned shares in IBA through cash auctions. In a separate letter, the MOED has committed to
announcing the tender for these remaining shares no later than end-2003. The resolution on
BUS Bank instructed MOED to submit by July 1, 2003 for presidential approval a plan of
action that would ensure all measures for the preparation of BUS Bank for privatization are
completed by end-2003, and that the privatization of BUS Bank be completed by end-2004.

7. A streamlined mechanism calling for the provision of quarterly tax credits to SOCAR
and subsidies to Azerenergy and Azerigas within 30 days of the end of each quarter was
approved on April 15 2003, in a joint decision of the ministers of finance, economic
development, and fuel and energy and the president of SOCAR (prior action (iii)).

8. A Cabinet of Minister’s decree was issued on April 19, 2003, as called for in prior
action (iv), instructing all central, regional, and local government bodies to take urgent



measures to ensure timely payments by all state-owned companies of their State Pension

Fund contributions.

9. Nothing in this supplement changes the thrust of the staff appraisal, as detailed in

EBS/03/57.

Table 1. Prior Actions for the Completion of the Second Review under the PRGF

Policy Action

Status

(i) Submit to Parliament amendments to Budget
System Law (as specified in paragraph 55 of LOI)
(ii) Adopt privatization timetables for International
Bank (IBA) and United Universal Joint Stock Bank
(paragraph 37 of LOI)

(iti) Adopt procedures for allocation of tax credits and
subsidies for unpaid fuel consumed by utilities, in
consultation with Fund staff (paragraph 10 of LOI)

(iv) Issue a Cabinet of Ministers decree instructing
timely payment of pension contributions by state-
owned enterprises (paragraph 34 of LOI)

Done. Amendments submitted to Parliament on
April 17, 2003

Done. A presidential decree and a presidential
resolution were issued on April 17, 2003

Dong. Streamlined procedures approved on
April 15, 2003

Done. Cabinet of Ministers dectee issued on
April 19, 2003
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IMF Concludes 2003 Article IV Consultation with the Azerbaijan
Republic

On May 14, 2003, the Executive Board of the International Monetary Fund (IMF) concluded
the Article IV consultation with the Azerbaijan Republic.!

Background

Azerbaijan’s economic performance remains strong, owing to both a favorable extemal
environment and prudent macroeconomic policies. Driven by a strong growth in oil-related
foreign direct investments and associated spillover effects, real GDP grew 10.6 percent in
2002. Inflation remains low, with the 12-month CPI inflation at 3.3 percent as of end-2002.
The gross international reserves of the National Bank of Azerbaijan (ANB) amounted to
about US$720 million at end-2002, providing for 4 months of non-oil import coverage, and
the deposits of the State Oil Fund of Azerbaijan (SOFAZ) grew to nearly US$700 million by
year-end. The sanctioning of the Baku-Thilisi-Ceyhan (BTC) oil pipeline, and of the
associated full field development of the Azeri-Chirag-Guneshi oil field in 2002, will
contribute to a sharp boost in foreign direct investments (FDI) through 2005, and in il and
gas exports thereafter.

The stance of fiscal policy remained prudent in 2002. Tax revenue collection increased by
about 1 percent of GDP in 2002 relative to 2001, while nontax revenue and grants as a
share of GDP remained broadly unchanged. increases in expenditures during 2002
exceeded the improvement in revenue collection, largely due to investment spending,
including on the BTC pipeline. This resulted in a modest increase in the non-oil deficit

! Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with
members, usually every year. A staff team visits the country, collects economic and financial
information, and discusses with officials the country's economic developments and policies. On
return to headquarters, the staff prepares a report, which forms the basis for discussion by the
Executive Board. At the conclusion of the discussion, the Managing Director, as Chairman of
the Board, summarizes the views of Executive Directors, and this summary is transmitted to the
country's authorities. This PIN summarizes the views of the Executive Board as expressed
during the Executive Board discussion based on the staff report.

Washington, D.C. 20431 « Telephone 202-623-7100 « Fax 202-623-6772 « www.imf.org



relative to 2001. The non-cil deficit, however, remained below the sustainabie level,
consistent with the authorities’ intentions to very gradually increase their use of oil revenue.

There was a modest increase in real monetary aggregates during 2002, almost entirely due
to foreign currency deposit growth. Reflecting the growth in deposits, bank credit to the
economy grew by about 17 percent in 2002 (foliowing 12 percent growth in 2001). Nominal
interest rates continued to decline during 2002, but spreads between deposit and lending
interest rates remain high at nearly 10 percentage points.

The nominal exchange rate of manat vis-a-vis the US dollar has remained fairly stable, with
the ANB intervening in the foreign exchange market largely to smooth temporary
fluctuations around a modestly depreciating trend. The real effective exchange rate
depreciated by over 8 percent during 2002, following a depreciation of about 6 percent in
2001, continuing a trend that has been ongoing since mid-1999, thus supporting the
competitiveness of the Azeri economy.

Azerbaijan’'s extemal position improved further during 2002. Qil sector exports grew

11 percent during the year, iargely due to higher oil prices relative to 2001, and non-oil
exports grew by about 25 percent, led by agricultural and chemical products exports. While
the current account deteriorated compared to 2001, this reflected a surge in oil-sector
related imports, which were more than financed by higher net FDI. Public and publicly
guaranteed external debt remained unchanged during 2002, at about 23 percent of GDP.

Structural reforms continued throughout 2002, and the authorities accelerated
implementation of key reforms towards late-2002. Significant progress has been made in
enhancing financial discipline in the energy sector, with quasi-fiscal subsidies in the energy
sector reduced from over 22 percent in 2000 to about 11 percent in 2002. In addition, the
domestic prices of natural gas, crude oil and oil products have been unified with estimated
long-term world market prices, except for kerosene and diesel fuel due to social concerns.
The authorities are committed to bring the prices for these two products to world market
levels in 2004, as they develop a safety net to protect vulnerable elements of the society.
The authorities have also made significant progress on a number of governance issues.
The reforms in tax and customs administrations continued during 2002—including a 40
percent reduction in the number of tax officials, combined with a significant increase of
salary for remaining staff—and the number of businesses requiring licenses was reduced
by about 85 percent during the year. During 2002 there were some modest tax reforms,
consisting of small reductions in the payroll and profit tax rates, as well as several
measures aimed at broadening the tax base. The Poverty Reduction Strategy Paper that
was approved in early 2003 is well-designed and based on broad consultative process. Its
effective implementation should contribute greatly to reducing poverty in Azerbaijan.

Executive Board Assessment

Executive Directors commended the authorities for Azerbaijan's continued strong
macroeconomic performance during 2002, reflected in double-digit and broad-based GDP
growth, maintenance of inflation at a single-digit level, stability in the foreign exchange
market, and an increase in international reserves. Directors noted that, while a favorable



external environment had contributed to this positive outcome, the prudent financial
policies adopted by the authorities and—despite some delays—progress in structurai
reforms had played an important role. {n particular, they welcomed the actions taken to
develop infrastructure for the effective management of the country’s oil wealth and improve
the transparency of this process.

Directors noted, however, that despite these impressive macrceconomic achievements,
poverty remains pervasive in Azarbaijan and the economy is heavily dependent on the ol
sector. They stressed that, to consolidate macroeconomic gains, strengthen the basis for
sustained and diversified economic growth, and alleviate poverty, the authorities should
develop a medium- and long-term strategy for the use of the expected boom in oil
revenues and for putting the energy sector on a sound financial footing, and should
continue the aggressive implementation of structural reforms.

Directors agreed that monetary and exchange rate policies remain appropriate, and should
continue to aim at maintaining low inflation while preserving the competitiveness of the
economy. They observed, howsver, that the planned increase in oil fund spending for 2003
and over the medium-term, as well as the expected strong increase in oil-related foreign
direct investment flows during 2003-2005, will present challenges for the Azerbaijan
National Bank {ANB) as it seeks to sterilize the resulting increase in liquidity and maintain
the competitiveness of the economy. In that context, Directors supported the ANB’s plan to
increase the range of monetary policy instruments, including the issuance of ANB bills.
Nevertheless, in view of the present limited scope for open market operations, Directors
stressed that fiscal policy remains the key tool for macroeconomic management, and
encouraged the authorities to strengthen policy coordination between the Ministry of
Finance and the ANB as planned.

Directors noted that the prudent fiscal policy adopted by the authorities has been vital to
maintaining low inflation and keeping public and publicly-guaranteed debt at moderate
levels. They welcomed the focus on the non-oil deficit for assessing the overaii fiscal policy
stance, Directors agreed that, in view of pressing needs for infrastructure and social
spending, the moderate increase in the non-oil deficit in 2003 is appropriate, and also
consistent with a long-term strategy of conserving a significant share of oil revenues for
future generations. They encouraged the authorities to save any higher-than-budgeted oil
revenue in 2003 to provide a cushion against possible future declines in oil prices.

Directors were encouraged by the authorities’ plans to strengthen fiscal management and
improve the tax system. In this context, they welcomed the recent passage of the draft
amendments to the Budget Systems Law, which will ensure closer integration of the state
and oil fund budgets into a comprehensive budget and improve accountability. Directors
also welcomed the authorities’ commitment to reunify enterprise profit tax rates in 2004,
and to broaden the tax base including through a significant reduction in VAT exemptions.
They expressed concern, however, that the planned introduction of special economic
zones (SEZs) could undermine tax and customs administrations reforms and lead to a
significant erosion of the tax base. Directors urged the authorities to carefully reconsider
the introduction of SEZs, and in any event, to limit tax incentives to standard exemptions of
indirect taxes related only to exports.



Directors underscored that financial discipline in the energy sector remains key to
macroeconomic stability and economic efficiency in Azerbaijan. They commended the
authorities for the energy sector reforms introduced in recent years, including steps to
make energy subsidies explicit in the 2000 budget, which have contributed to a significant
reduction in explicit and implicit energy subsidies. They were also encouraged by the
recent unification of nearly all domestic energy prices with estimated long-run world market
prices. Directors, noted, however, that energy-related subsidies remain considerable and
urged the authorities to continue energy sector reforms, including by further increasing
collections for utility services, and accelerating the restructuring of the State Qil Company
of Azerbaijan Republic and the utility companies. They also encouraged the authorities to
introduce in 2004 a mechanism for adjusting domestic energy prices regularly to keep them
broadly in line with world market prices, while mitigating any adverse impact on the most
vulnerable groups.

Directors noted the ongoing reforms in the banking sector, but expressed concem at the
slow progress in privatization of the International Bank of Azerbaijan and BUS Bank.
Directors welcomed the recent presidential decrees establishing timetables for their
privatization and instructing the government to accelerate efforts to privatize these two
banks. Directors also urged the authorities to accelerate other financial sector structural
reforms to help deepen financial intermediation, including adoption of a new Banking
System Law, strengthened enforcement of the bankruptcy law, improved regulations
related to the use of collateral, and enhanced competition in the banking sector including
through increasing the participation of foreign banks and tendering for govermment banking
services.

Directors encouraged the authorities to continue efforts to improve govemance, which they
considered crucial to improve the investment climate and prospects for private sector-led
growth. in this connection, Directars noted that the creation of the oil fund has contributed
to a significant improvement in the transparency of the use of oil revenues. They were also
encouraged by continued reform in tax and customs administrations, and the significant
reduction in the number of businesses requiring licenses.

Directors commended the authorities for the broad participatory process in preparing
Azerbaijan’s State Programme on Poverty Reduction and Economic Development, which
provides a comprehensive development strategy for poverty alleviation. They stressed that
to ensure a successful implementation of this strategy, the sequencing for priority actions
needs to be closely linked with annual budgets through the Medium Term Expenditure
Framework and Public Investment Program. In this context, Directors encouraged the
authorities to continue institutional capacity building within the government for strategy
formulation, implementation, monitoring and evaluation, and resource management.

Directors welcomed the quality and timeliness of the data provided by the Azeri authorities,
while urging them to address the remaining weaknesses as summarized in the recently
published data module of the Report on the Ohservance of Standards and Codes, with a
view to eventual participation in the Special Data Dissemination Standard.



Public Information Notices (PINs) are issued, (i) at the request of a member country, following the
conclusion of the Article IV consultation for countries seeking to make known the views of the IMF to the
public. This action is intended to strengthen IMF surveillance over the economic policies of member
countries by increasing the transparency of the IMF's assessment of these poiicies; and (ii) following
policy discussions in the Executive Board at the decision of the Board.




Azerbaijan: Selected Economic Indicators

1998 1999 2000 2001

2002
Prel. Est.

Real economy
Real GDP
CPI {(end-of-period)

Consolidated Government
Total revenue 1/
Total expenditures (including net iending) 1/
Fiscal balance 2/

Money and Credit
Manat reserve money
Manat broad money
Banking sector credit to the economy
Income velocity of average manat broad money 3/

Balance of Payments
Current account balance (-, deficit)
External public debt 4/
Gross international reserves
In millions of US$, end of period
In months of nonoil sector imports of GNFS

Exchange Rate

End-of-period level (Manat/US$)
Real effective exchange rate (-, depreciation)

(Changes in percent)

10.0 74 111 9.9
-76 -05 2.2 1.3

(In percent of GDP)
186 185 212 215
23.8 236 208 203
-3.9 -47 -08 0.9
{Changes in percent)
-223 209 221 9.0
-10.6 53 1141 7.8
6.7 42 -16 -17.5
7.8 7.8 1.7 6.8
{In percent of GDP)

-30.7 -131 -36 -09
114 210 222 222

449 673 680 725
3.5 4.7 4.9 4.5

3,890 4378 4,565 4775
149 -58 968 -641

10.6

28.0
28.3
-0.5

11.0
15.5
16.7

6.2

<126
228

721
4.0

4,893
-8.3

Sources: Azeri authorities; and IMF staff estimates,

1/ Revenue and expenditure in 2002 include the estimated value of SOCAR's unpaid energy deliveries to

the utilities (5.4 percent of GDP).

2/ This definition of the general government balance treats revenue from privatization as a financing item
and is measured from below-the-line financing which includes the statistical discrepancy.

3/ In terms of nonoil GDP.

4/ Includes government and government guaranteed external debt only.
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IMF Approves US$18 Million PRGF Disbursement to the Azerbaijan Republic
and Requests for Waivers of Performance Criteria and Extension of
Arrangement

The Executive Board of the International Monetary Fund (IMF) has completed the second
review of the Azerbaijan Republic’s performance under a Poverty Reduction and Growth Facility
(PRGF) arrangement. Completion of the review will enable the Azerbaijan Republic to draw an
amount equivalent to SDR 12.87 million (about US$18 million) from the IMF immediately,
which will bring total disbursements thus far under the arrangement to SDR 28.97 million (about
US$41 million). Access authorized under the PRGF arrangement (see News Brief No, 01/53)
amounts to the equivalent of SDR 80.45 million (about US$113 million).

In completing the review on May 14, 2003, the Executive Board granted waivers in respect of
the Azerbaijan Republic's non-observance of three performance criteria pertaining respectively to
the adoption of timetables for the unification of domestic and world prices for oil, oil products
and natural gas, the full privatization of the International Bank, and the preparation of United
Universal Joint Stock Bank for privatization, as well as quarterly granting to the State Oil
Company of the Azerbaijan Republic of tax credits. The reforms ultimately undertaken by the
authorities in connection with certain performance criteria went beyond what was specified in
the performance criteria ~ e.g., unifying domestic and world market energy prices, rather than
merely adopting a timetable for their unification—and the related delays did not jeopardize
achievement of the program’s objectives.

The commitment period of the three-year PRGF arrangement approved for the Azerbaijan
Republic on July 6, 2001 has been extended through March 31, 2005,

The Poverty Reduction and Growth Facility is the IMF's concessional facility for low-income
countries. PRGF-supported programs are based on country-owned poverty reduction strategies
adopted in a participatory process invelving civil society and development partners, and
articulated in a Poverty Reduction Strategy Paper (PRSP). This is intended to ensure that each
PRGF-supported program is consistent with a comprehensive framework for macroeconomic,
structural, and social policies, to foster growth and reduce poverty. PRGF loans carry an annual
interest rate of 0.5 percent, and are repayable over 10 years with a 5 Y%-year grace period on
principal payments.

Washington, D.C. 20431 « Teloephone 202-623-7100 « Fax 202-623-6772 » www.imf.org



Following the Executive Board discussion, Eduardo Aninat, Deputy Managing Dircctor and Acting
Chair, said:

“Azerbaijan’s macroeconomic performance in recent years, with strong, broad-based economic
growth and low inflation, has been impressive. However, poverty remains widespread and the
economy is heavily dependent on oil-sector revenue. To enhance prospects for sustained growth
in the non-oil sectors and to make further progress in alleviating poverty, the authorities will
need to develop a strategy for the use of oil wealth. Combined with the aggressive
implementation of structural reforms, this will be a critical part of the authorities” overall
development strategy as outlined in their recently approved State Programme on Poverty
Reduction and Economic Development (PRSP).

“I'he authorities’ preparation of a full PRSP with broad participation from civil society is
commendable, and the broad policy priorities outlined in the PRSP are consistent with the multi-
dimensional nature of poverty alleviation. It will now be important to ensure that the targeted
reforms are implemented on a timely basis, and that the strategy is adjusted in response to
changing economic conditions and experience gained during the reform process. To help ensure
steady progress toward the PRSP objectives, the authorities are encouraged to enhance their
project evaluation capacity, gradually increase capital expenditures, improve the effectiveness of
health and education spending, and build a social safety net to support reforms in the energy
sector.

“The authorities’ commitment to monetary and fiscal policies consistent with macroeconomic
stability is laudable, and exchange rate policy remains appropriate for the challenges facing
Azerbaijan. In view of pressing needs for infrastructure and social spending, the moderate
increase in the non-oil fiscal deficit in 2003 is appropriate, and is consistent with a long-term
strategy of conserving a large share of oil revenue for future generations. The authorities are
encouraged to save any higher-than-budgeted oil revenues to provide a cushion against possible
future declines in oil prices.

“The authorities” decision to focus their attention on the non-oil deficit as the proper measure of
fiscal stimulus provided to the economy is appropriate, in view of the volatility of oil prices. In
addition, the recent passage of the draft amendments to the Budget Systems Law is welcome,
and should help ensure closer integration of the oil fund and state budgets into a comprehensive
budget.

“The efforts to enhance energy sector financial discipline have led to a substantial reduction in
explicit and implicit subsidies. These subsidies remain considcrable, however, and the authorities
are encouraged to press ahead with their planned energy sector reforms, including by adopting a
mechanism for adjusting energy prices that would ensure domestic energy prices remain broadly
in line with world market prices.

“The recent reforms in the banking system, particularly the strengthening of banking supervision
and the introduction of large and small-value payments systems, are encouraging, However, slow
progress in privatizing remaining state-owned banks has prevented the development of a truly



competitive banking sector in Azerbaijan, and the authorities are encouraged to accelerate their
privatization.

“With regard to other structural reforms, the commitment to reunify the enterprise profit tax in
the context of the 2004 budget is welcome. In addition, progress in governance reforms is
encouraging, as the authorities have sought to ensure transparency in the use of oil revenues,
significantly reduced the number of businesses requiring licenses, improved tax and customs
administrations, and taken measures to eliminate funding sources for international terrorism and
to prevent money laundering. The authorities should carefully reexamine their plans to establish
special economic zones, as they could undermine governance reforms and lead to significant
revenue losses,” Mr. Aninat said.



Statement by Fritz Zurbriigg, Executive Director for Azerbaijan Republic
May 14, 2003

My authorities would like to express their appreciation for the work of the staff team and for
the consistently high quality of its advice. As the staff report notes, there have been
differences of views between the authorities and staff on some issues in the area of structural
reforms over the last year. However, the continuous and constructive engagement of both
sides has allowed for these outstanding questions to be resolved. The delay in concluding the
second review, while certainly regrettable, has provided the government with more time to
agree on and build support for the necessary reform measures. I believe that the authorities
have used this time well, pushing through several difficult measures and laying the basis for
further reforms.

Macroeconomic performance in 2002 has been very good and program implementation
continues to be strong. The fact that all quantitative performance criteria were met,
notwithstanding the absence of program reviews, underscores the strong ownership that
exists in terms of pursuing sound macroeconomic policies. It is also important to note that the
macro-framework is closely linked and consistent with the objectives and policies in
Azerbaijan’s Poverty Reduction Strategy Paper (PRSP).

Fiscal Policy

Fiscal policy has been in line with program objectives, 1 think the discussion with staff on
focusing on the “non-oil deficit” for assessing the fiscal policy stance has been very useful.
My authorities have taken on board staff’s recommendations. Given the importance of the
question on managing oil wealth in Azerbaijan, staff’s focus in the Selected Issues Paper is
very welcome. The concept of a “sustainable non-oil deficit” provides a helpful benchmark
for both the authorities and other parties to better assess how the country is faring in its
cfforts to save part of the oil wealth for future generations. It is reassuring that even under the
most conservative scenario, the calculated sustainable deficit ceiling would be above the
currently envisaged deficit for 2003.

Regarding the State Oil Fund of Azerbaijan (SOFAZ), it is fair to say that the way it is
managed has received substantial praise from various sides. My authorities believe that, on
substance, the oil fund rules have been adhered to and that since its creation, SOFAZ has
greatly improved the transparency of managing Azerbaijan’s oil resources. While they
continue to believe that the existing rules are sound, the authorities have agreed to
additionally anchor the most important of these rules in the Budget Systems Law. Respective
amendments to the law have been submitted to parliament as a prior action and their actual
adoption will be a structural performance criterion for the third review.

A critical achievement in the fiscal area has been to complete the process of subjecting all
taxpayers to the tax legislation. In practice, this means that all state-owned enterprises are
now paying calculated rather than negotiated taxes. Introducing this principle has been
particularly difficult with regard to the state oil company SOCAR, since it used to provide
quasi-fiscal subsidies to utility companies which were basically netted out with its tax
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obligations. Contrary to the past, SOCAR’s tax payments will now depend on the oil price
and the Ministry of Finance will save any payments in excess of the budgeted amounts. In
this respect, the results of the first quarter 2003 reported in the staff supplement are very
encouraging.

Further on the revenue side, regional and sectoral variations in the enterprise profit tax rate
have been introduced in order to support particular regions and sectors. My authorities
acknowledge, however, that tax differentiation is not the ideal instrument to reach this goal
due to its potential for distortions. They are thus willing to consider replacing the tax
variations by a more effective and comprehensive program for regional development,
consistent with the PRSP and with the help of technical assistance from the Fund and the
Bank.

Monetary and Financial Sector Reforms

Over the last few years, inflation has remained low despite substantial growth rates. The
National Bank (ANB) will continue to implement a monetary policy aimed at domestic price
stability while at the same time allowing the market to determine the path of the exchange
rate. Concerning the financial sector, a review has been undertaken to identify inhibitors of
competitiveness. The review has pointed to the dominance of the state-owned banks as one
such inhibitor. The authorities will therefore move aggressively to privatize the two banks in
question during 2004. Eliminating the ceiling on foreign bank participation in the banking
system will also help to increase competition. The second issue identified in the review
related to problems in enforcing the bankruptcy law, inadequate regulations of the use of
collateral and the limited use of International Accounting Standards (IAS) outside the
banking system. The issues of bankruptcy and use of collateral will be addressed with the
assistance of the World Bank. Regarding TAS, the government has launched a comprehensive
program for its accelerated introduction.

Structural Reforms

Regarding the record of structural reforms, the staff report qualifies it as “generally
impressive”. Indeed, the changes and measures undertaken over the last few year have been
remarkable not only compared to the regional standard. While the measures might not always
have been implemented according to the program timetable, they were eventually
implemented. In view of the political sensitivity of many of these measures, this is a major
achievement. Making the previously implicit subsidies to Azerenergy and Azerigas visible by
publishing the amounts and including them in the consolidated budget has been a step of
great importance. For the first time, the Azeri public is made aware of the magnitude of the
problem. This will likely increase the pressure to reduce and, eventually, eliminate the
subsidies.

Another major structural achievement has been the unification of domestic and world market
energy prices. Although my authorities are requesting a waiver for the performance criterion
relating to the timetable for price unification, it is important to stress that in early February
they effectively unified prices. Therefore, they have done significantly more than required
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under the program. Together with the elimination of the quasi-fiscal subsidies, this measure
will be crucial to strengthen financial discipline in the energy sector. The recently initiated
restructuring of SOCAR will be another important element in this regard.

My authorities recognize that making transparent the subsidies in the energy sector is just the
first step on the way to actually reducing them. Given the impact such a reduction will have
on both individual and corporate consumers by significantly raising prices, the authorities
deserve credit for being committed to tackle this difficult issue regardless of the upcoming
elections. The authorities have started to take measures in order to make sure that all
budgetary organizations as well as state-owned enterprises pay in full for their actual utility
consumption. This will constitute a major break with the past, allowing to enhance efficiency
and reduce energy consumption. Azerbaijan has sought the assistance of the World Bank in
reviewing the utility tariff structure with the aim of coming up with a new system that would
eventually cover the costs of providing these services. The authorities are also working with
the Bank on the crucial issue of designing a mechanism that will mitigate the impact of price
increases on the most vulnerable groups.

The authorities take seriously the need to improve both governance and the business climate.
To this end, they have made significant progress in strengthening the customs and tax
administration systems. In particular, the reform program for the State Customs Committee
has been implemented aggressively while the Ministry of Taxes has been downsized by

40 percent. Regarding the business environment, red tape has been reduced dramatically in
terms of licensing requirements. Finally, anti-corruption legislation is expected to be passed
by parliament this year, providing a legal definition of corruption and introducing specific
anti-corruption measures.

Poverty Reduction Strategy Paper

The State Program for Poverty Reduction and Economic Developments (PRSP) has been
formally adopted in February this year. The government’s dedicated PRSP website has a
wealth of detailed information on the process and its outcomes. I am happy to note staff’s
assessment that the strategy is well defined, genuinely owned and, if effectively
implemented, should contribute greatly to poverty reduction. Indeed, the PRSP is based on a
broad participatory process involving all branches of the government, the parliament, civil
society, the private sector and donors. This has been a valuable experience which is likely to
encourage future broad and open discussions.

Furthermore, international financial institutions have been actively invelved throughout the
preparation of the strategy, helping to keep the process within the macroeconomic
framework. I believe it is important to note that the PRSP is clearly linked with the
government’s policy commitments under the program and that it is fully consistent with the
2003 budget. The strategy is also sufficiently operational, allowing its use in defining the
future path of the current and any subsequent Fund-supported program.

Finally, I can confirm that, like with previous Article IV and Use-of-Fund-Resources staff
reports, the authorities are happy to publish today’s set of documents.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

