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EXECUTIVE SUMMARY

Background

A three-year arrangement under the PRGF, in an amount equivalent to SDR 80.45 million (50 percent
of quota) was approved on July 2, 2001.

Performance under the program

Economic and financial performance was satisfactory, and all quantitative performance criteria
were met. Implementation of structural reforms was somewhat slower than programmed and the
authorities are requesting waivers for nonobservance of three structural performance criteria for
end-September 2001 and the continuous performance criterion on the stock of external arrears
(now cleared). The adoption of regulations on the oil fund budget was done on time. The
policies called for in the structural performance criteria on the revised law on the Chamber
of Accounts, the removal of Azerbaijan National Bank (ANB) deposits from the International
Bank, and the adoption of a reform program for the Customs Committee were implemented
with delay.

Real GDP growth was 9 percent, slightly above the program target, and end-year inflation was
1.3 percent. The external current account deficit was broadly unchanged from 2000, at about
2.3 percent of GDP. Reserve money grew slower than programmed, and the manat depreciated
by 4.2 percent against the U.S. dollar.

Fiscal policy was tighter than programmed, with a consolidated government surplus of 1.5 percent
of GDP, compared with a program deficit target of 0.5 percent of GDP.

Medium term prospects and outlook for 2002

Azerbaijan’s medium-term prospects remain uncertain, due to uncertainties in both oil prices and
energy scctor investments. Delays in these major energy sector investment plans would have a
significant impact on Azerbaijan’s balance of payments and growth prospects.

For 2002, real GDP growth is projected at 8.5 percent, while the CP1 is likely to increase by
3 percent. Because of lower oil prices, the external current account deficit is expected to be
5 percent of GDP worse than originally programmed.

The 2002 budget projects a consolidated gavernment deficit of 0.1 percent of GDP, and provides
for adequate provisioning of utility consumption, increased social expenditures, and some of
the implicit subsidies related to previous preferential tariffs. SOCAR will be granted a tax
credit for the value of unpaid fuel deliveries to Azenergy and Azerigaz, and this tax credit and
SOCAR subsidy will be included in the quarterly reports on budget gxecution.

The government has adopted a comprehensive reform program in the energy sector,
including measures to enhance payments discipline, improve the efficiency of the utility
companies, accelerate privatization, unify domestic and world oil prices; and review and adjust
utility tariffs.
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I. INTRODUCTION

1. Article IV consultation discussions, and discussions on the first review under
Azerbaijan’s PRGF arrangement, were held in Baku during December 6-19, 2001 ! Earlier
missions (in August and November 2001) had focused on the 2002 budget and the
government’s energy sector reform plan.”

2. The Executive Board completed Azerbaijan’s 2000 Article [V consultation on

August 1, 2000 (EBM/00/79). Directors commended the authorities on macroeconomic policy
adjustments that had helped reduce the impact of external shocks on output, while maintaining
financial stability. Directors noted, however, that growth had been concentrated in oil and oil-
related sectors, and urged the authorities to accelerate structural reforms so as to assure
sustained and broad-based growth, leading to a significant reduction in poverty. The last
Board discussion on Azerbaijan (July 2, 2001) led to the approval of the PRGF arrangement,
and the first disbursement thercunder, in an amount of SDR 8.05 million (Appendix I).} At
that timne, the Directors commended the authorities on the continuing strong economic
performance, including the acceleration of structural reforms since the expiration of
Azerbaijan's previous PRGF/EFF arrangement. While welcoming the authorities’
commitment to tackle the quasi-fiscal subsidies in the energy sector, Directors emphasized the
importance of adopting a comprehensive program in this area, to underpin the economic
stability already achieved and to facilitate a broadening of economic growth.

3.  Inthe attached letter of intent (LOT) to the Managing Director, dated February 6, 2002
(Attachment I), the authorities discuss their performance under the PRGF arrangement to date
and their planned economic policies for 2002, and propose performance criteria, indicative
targets and benchmarks for end-March and end-June, as well as quantitative performance
criteria and indicative targets for end-September and end-December 2002. Azerbaijan
continues to avail itself of the transitional arrangements of Article XIV. However, the

! The mission consisted of Mr. Wakeman-Linn (head), Messrs. Abdoun and van Selm (EU2),
 Ms. Aturupane (PDR), Mr. Danninger (FAD), Mr. Surin (interpreter, BLS) and Ms. Manapsal
(staff assistant, EU2). The mission was assisted by Mr. Mered, the Fund resident
representative, as well as by Mr, Khan, the Fund resident treasury advisor, and Mr. Barrand,
the Fund resident tax administration advisor. The mission met with the President, Prime
Minister, National Bank Governor, Minister of Finance, Minister of Economic Development,
other senior officials, and representatives of the diplomatic community. Mr. Siegenthaler
(Assistant to the Executive Director) participated in several meetings with the authorities.

2 In addition to the people noted above, the August mission included Mr. Wolfson (ICM) and
M. Fletcher (FAD), while the November mission included Mr. Symansky (FAD).

3 Relations with the World Bank are set out in Appendix IL



-5 .

authorities have indicated their intention to accept the obligations of Article VIIL, sections 2, 3,
and 4.

I1. RECENT DEVELOPMENTS AND PROGRAM IMPLEMENTATION

4, Economic developments in 2001 were in line with program projections. Despite
the shocks to the international economy, and the resulting reduction in oil prices, real GDP
growth was an estimated 9.0 percent, exceeding the program target of 8.5 percent, with
substantial growth occurring in virtually all sectors of the economy (Table 1).

5. Financial policies were somewhat tighter than programmed. All quantitative
performance criteria for end-September 2001 were met (Table 2). Notwithstanding the
greater-than-projected increase in net international reserves of the Azerbaijan National Bank
(ANB), reserve money grew somewhat slower than programmed and broad money growth was
broadly in line with program targets (Tables 3 and 4).> Howevet, dollarization continued, as
foreign currency deposits increased to over 42 percent of total broad money, up from 37.5
percent at end-2000.° As a result, total broad money grew faster than programmed (Figure 1).

4 Discussions continue on minor issues that ned to be resolved before Azerbaijan can accept
the obligations of Article VIIL.

5 There have been a number of changes in the monetary accounts since the approval of
Azerbaijan’s PRGF arrangement, including a previously anticipated reclassification of
accounts to more correctly capture net credit to government; the revocation of Agroprom’s
banking license, and the resulting removal of its foans from bank credit and the ANB’s claims
on Agroprom from credit to banks; and the removal of oil fund deposits from the monetary
survey. The “program” figures cited in the tables for this paper are the original Board-
approved figures, adjusted for these accounting changes. Appendix II provides a detailed
explanation of the derivation of these adjusted program figures.

§ The staff and the authorities are both uncertain about how to explain the continually
increasing level of dollarization, particularly in light of the macroeconomic stability of recent
years, the relatively healthy reserve position of the central bank, and the modest and fairly
steady rate of depreciation of the manat in the last two years. However, it is suspected that it
may be related to the large and growing role of oil—a dollarized industry——in Azerbaijan’s
economy. The staff will continue to examine this issue with the authorities. It should also be
noted that, because of a lack of information on cash foreign exchange in circulation, the
dollarization figures cited above may not accurately reflect the trends in total foreign exchange
holdings as a share of broad money.
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Figure 1. Azerbaijan: Monetary Developments, 2001
(12-month percent change, end of period)
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6. The ANB continued its policy of managed float of the manat, intervening on both
sides of the market, as necessary, to smooth out temporary fluctuations in the exchange rate,
but not resisting persistent exchange rate pressures. This led to a 4.2 percent depreciation of
the nominal exchange rate, and a slight real depreciation (Figure 2) in 2001.

7. Fiscal policy was similarly tighter than programmed, with a consolidated
government surplus of 1.5 percent of GDP, compared to a program deficit target of
0.5 percent of GDP (Tables 5 and 6). This surplus occurred despite a modest shortfall in
revenues (0.7 percent of GDP, Figure 3), due in part to the abandonment of negotiated tax
targets for large state-owned enterprises, and was necessitated by a shortfall in several
financing items (a delay in the World Bank SAC-II, lower than projected privatization
proceeds and treasury bill sales, and slower than anticipated disbursal of foreign project
loans). The authorities responded to this shortfall in financing by reducing foreign-financed
capital expenditures and constraining wages (largely through a postponement of a planned
wage increase) and expenditures on goods and services (Figure 4). Despite these shortfalls, for
the year the government avoided accumulating arrears on non-utility expenditures, and thus
appears to have adhered to the end-December indicative ceiling on such arrears.®

¥ As noted in the LOI (paragraph 2), the end-June indicative ceiling on non-utility arrears was
exceeded by a modest amount (manat 74 billion}; by end-September this had been reduced to
manat 8 billion, and by end-October it had been eliminated.
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Figure 2. Azerbaijan: Exchange Rate Developments, 1997-2001
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Figure 4. Azerbaijan: Current and Capital Expenditures, 2001
(Annual Percentage Change)
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8. As a result of the tighter-than-programmed financial policies, inflation was
slightly lower than programmed, with an end-period consumer price inflation rate of
1.3 percent, compared to the program target of 2.5 percent.

9. The external current account deficit was broadly unchanged from 2009, at an
estimated 2.3 percent of GDP (Table 7). This smaller-than-programmed deficit was due to
lower non-oil imports. This in turn was the result of the tight financial policies, strong
agricultural production—which reduced food imports—and the fact that the 2000 import total
included substantial, one-time imports.” While the improvement in the overall balance of
payments, relative to projections, was somewhat less than for the cutrent account—largely due
to lower-than-projected public sector borrowing—the increase in gross reserves of the ANB
was nonetheless US$49 million more than programmed.

10.  Azerbaijan became in violation of the continuous performance criterion on the
stock of external arrears on October 1, 2001, as a US$1.7 million government loan due to
Uzbekistan on that date was not paid, pending resolution of a related debt for goods delivered
by Azerbaijan to Uzbekistan. The Azeri authorities have since paid all but US$520,000 of the
outstanding amount. This balance is equal to the value of the goods previously delivered by an

? In 2000, imports included two aircraft (US$130 million), as well as a vessel (US$32 million)
for repair and re-export. Excluding these items, 2001 non-oil imports grew about 5 percent.
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Azeri enterprise to Uzbekistan, the value of which (according to the original contract) was to
be applied to the state debt of Azerbaijan to Uzbekistan. The Azeri authorities thus consider
this debt paid in full, while the Uzbeks have not yet agreed to this view. The staff has urged

the authorities to resolve this issue as quickly as possible.’

11.  Azerbaijan has continued to make substantial progress on structural reforms. All
four policy actions subject to structural performance criteria, as well as those subject to
benchmarks for end-September 2001, have been fulfilled, albeit in some cases more
slowly than programmed (Box 1). The adoption of regulations on the oil fund budget was
done by the end-September deadline. Through the combination of a presidential decree and a
memorandum of understanding between the Ministry of Finance and the Oil Fund, the
authorities have adopted procedures that ensure the preparation, execution, audit and reporting
of a consolidated fiscal position.

12. A revised law on the Chamber of Accounts-—designed in close cooperation with the
staffs of the World Bank and the Fund—was approved by parliament in December 2001,
However, delays in the preparation of this law led to its being submitted to parliament in
November, after the end-September date specified in the performance criterion.

13.  Similarly, the ANB has removed all deposits from the International Bank and
adopted a regulation prohibiting such deposits in the future.!! However, there was a delay in
the elimination of two small accounts in Iranian rials. While the value of such deposits was
reduced from about US$65 million at end-2000 to less than the equivalent of US$2,000 by
end-September, the failure to eliminate these accounts by that date (they were subsequently
closed in October) was a technical violation of the performance criterion.

14.  Finally, delays beyond the control of the authorities prevented them from
implementing the final structural performance criterion—adoption of a comprehensive
reform program for the Customs Committee—by end-September, as called for in the
program, The reform program was to be based on the results of an independent external
evaluation of the Committee; the first tender to select the company to conduct this evaluation
closed with only one bidder. Since Azeri law requires a minimum of three bids for a tender to
be valid, the tender had to be rerun, and the winner of the tender was chosen in early October
2001. The draft report was delivered to the authorities, and shared with the Fund staff in mid-
January. Based on that report, and following consultations with Fund staff, the authorities
have now adopted a comprehensive reform program for the Customs Committee, as described
in the LOI (paragraph 9).

1 For program purposes, this amount is treated as in dispute, and not as arrears,

‘1 T the context of amending the Central Bank Law in 2002, the authorities intend to include a
provision that will prohibit the ANB from holding deposits in institutions that it regulates.
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15.  Two structural benchmarks were implemented on time: the adoption of regulations
for the implementation of the new tax code, and the inclusion in the draft 2002 budget of
adequate funding for the Chamber of Accounts. While the authorities had not adopted a
comprehensive program to strengthen financial discipline in the energy sector by end
September (the final structural benchmark), they have, as explained below, now adopted a
strong and comprehensive reform program in this area.

Box 1. Structural Performance Criteria and Benchmarks

End-September 2001 _
Reform measure Status Comments
A, Structural Performance Criteria
Adoption ofa program of reform for the | Done The external evaluation of the Customs
Customs Committee Committee was delayed due to unavoidable

probleras in technical preparation; therefore,
the end-September deadline was not met. A
reform program was adopted in January 2002.

Termination of the practice of ANB Done The end-September deadline was not met, as
holding deposits at commercial banks delays ocourred in the withdrawal of a
remaining balance of UUS$2,000; this balance
was withdrawn in late October.

Submission to Parliament of a revised law | Done The end-September deadline for submitting
on the Chamber of Accounts the law to Parliament was not met, The
revised law was approved by Parliament in
early December. '

Adoption of regulations for the annual Done
0il Fund budget

B. Structural Benchmarks

Adoption of a comprehensive program to | Done The end-September deadline was not met.
strengthen financial discipline in the The program was adopted in January 2002.
energy sector

Approval and publication of all Done

regulations necessary for the
implementation of the new tax code

Inclusion in the 2002 budget of adequate | Done
funding for the Chamber of Accounts
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16.  Structural reforms continue in other areas as well. In the banking sector, building
on the results of the diagnostic study of commercial banks, the ANB has strengthened its
banking supervision efforts, including through the closure of five banks, the announcement
of an increase in the minimum capital requirement (from US$2 million to US$2.5 million),"
the strict enforcement of prudential standards, and the close monitoring of troubled banks. A.
revised Law on Banks is being prepared, in consuitation with MAE and LEG, and is expected
16 be submitted to parliament in the first quarter of 2002. The ANB has continued to improve
the operations of the payments system, is making progress on the design of an improved
small-value payments system, and has substantially strengthened its internal operations,
including in particular its accounting and audit departments. 13 Finally, the ANB, in
cooperation with MAE, has conducted a study of factors inhibiting competition in the banking
sector. In the coming months, in consultation with the Fund and World Bank staffs, the
authorities will develop an action plan to address these factors. As a first step, the ANB has
increased the ceiling on the foreign share of banking sector capital, from 30 to 50 percent of
the total, and will consider eliminating the ceiling entirely by the end of 2002.

17. With regard to structural reforms in the fiscal area, the government has made
significant progress in addressing the recommendations in the 2000 Report on the
Observance of Standards and Codes (ROSC) (Supplement 1), A revised Budget Systems
Law has been prepared, in close consultation with the staffs of the World Bank and the Fund,
which will greatly increase the level of detail in the budget, as well as the information
provided to parliament and the public. They have also continued progress on computerization .
of the treasury system. As part of the effort to streamline the budget system, starting January 1,
2002, the Disability and Employment Funds have been merged with the Social Protection
Fund, and their transactions will be executed by the treasury., Work has continued on the
development of a Medium Term Expenditure Framework (MTEF), and the authorities have
decided that, starting in 2003, all capital expenditures by the state and oil fund budgets must
come from a govemment-approved Public Investment Program (PIP). Work on the
preparation of a PIP has begun, with the assistance of the World Bank.

18.  There has been continued progress in tax administration, including through the
strengthening of the Large Taxpayer Unit and increased reliance on no-contact filing. Most
important, the government has succeeded in moving away from negotiated tax payments for
large state-enterprises (except for the state oil company, SOCAR, for reasons discussed
below), and now requires all taxpayers to pay taxes based on their legal liabilities.

12 The staff had been expecting a more substantial increase in the capital requirement, in
support of the ANB’s goal of encouraging consolidation in the banking sector.

1A safeguards assessment of the ANB is underway. A Stage One report was approved by
management on December 14, 2001. Based on the preliminary findings of that report, an on-
site assessment was conducted from January 7-18, 2002, A number of minor safeguards issues
were identified and discussed with the authorities.



-12 -

19.  Finally, progress continues in other areas, including efforts to enhance
governance. Important reforms initiated in 2001 include the strengthening of the organization
and authority of the Chamber of Accounts, the passage of an improved procurement law, the
development of an anti-corruption law, which includes a requirement for asset and income
declaration by government officials (and which has passed the first reading in parliament), and
accelerated progress in privatization (notably the signing of a long-term management contract
for the Baku electricity distribution network). In many of these areas, the authorities have
worked in close cooperation with the World Bank.

20.  Azerbaijan continues to provide the Fund staff with timely and broadly accurate
economic statistics, While problems remain with these statistics (Appendix 1V), the
authorities are working to strengthen them, and the staff is satisfied that the existing statistics
provide a satisfactory basis for assessing economic developments in Azerbaijan. Provision of
data to the Fund on international reserves, foreign currency liquidity and external debt falls
short of the detail in the Special Data Dissemination Standard (SDDS) benchmarks
established for surveillance purposes.

ITI. PoLICY DISCUSSIONS
A. Macroeconomic Framework

21.  The staff and authorities agreed there was a need to adjust the program’s
envisioned macroeconomic framewaork for 2002, in light of the much lower oil price
forecasts compared to those anticipated at the time the three-year PRGF arrangement was
originally approved.'* However, given the strong macroeconormnic performance in 2001, with
significant growth across all sectors, and the anticipated acceleration in oil sector investments
in 2002, it was agreed that real GDP growth for 2002 was likely to be unchanged from the
original program projections, and would again be broad-based."

22.  Price developments are subject to two contradictory pressures. On the one hand,
the substantial decline in oil prices is projected to lead to a decline in the GDP deflator of 3
percent. With regard to consumer prices, however, planned adjustments in the domestic price
of energy products (discussed below) mean that the CPI is likely to increase somewhat faster
than originally targeted for 2002; thus the staff and authorities have agreed on a target for
consumer price inflation of 3 percent.

4 The projections assume an average price of oil of US$19 per barrel for 2002, consistent
with the World Economic Outlook (WEO) forecast at the time of program review discussions,
compared to US$24.40 at the time of the original program approval. For 2003-05, the
projections assume a price of US$20 per barrel, reflecting the latest WEO forecasts.

13 The structural content of the program is described in Box 2.
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23.  Investment prospects are largely unchanged from original projections. Two of the
three major energy sector investments—the Baku-Tbilisi-Ceyhan (BTC) main oil export
pipeline, and the first phase of full field development of the Azeri-Chirag-Guneshli (ACG} oil
fields—are proceeding largely as anticipated, and major investments are expected during
2002-04. The third project—the Shah Deniz gas field and associated export pipeline—has
been delayed by difficulties in reaching certain agreements, most notably a fransit agreement
with Georgia. The most important agreements have now been reached.

Box 2. Structural Conditionality Streamlining Assessment

1. Coverage of Structural Conditionality in the Program
Structural Conditionality for end-March 2002 covers the following:

« fiscal policy, through a structural benchmark on the new Budget Systems Law. The conditionality is relevant
Jor the fiscal objectives of the program,

s banking sector, through a performance criterion and a structural benchmark. The conditionality is critical to
safeguard the integrity of the banking system and to establish a level playing field in the banking sector;

o trade policy, through a structural performance criterion. Further liberalization of the trade regime is essential
for the balanced development of Azerbaijan’s economy;

s energy sector, through a prior action and a structural performance criterion. Arrears and nonpayments in the
domestic energy sector pose a serious potential threat to medium-term macroeconomic stabifity;

s governance issues, through a prior action on both the Chamber of Accounts and the Customs Committee, and
a structural benchmark on the Customs Committee. Making Azerbaijan’s supreme audit institution
operational is a central element of the effort to improve governance, as is the reform program for the
Customs Committee.

2. Status of Structural Conditionality from Earlier Programs

Azerbaijan’s previous Fund program expired in March 2000 without completion of the final review, because six
key structural measures were not implemented. The six measures were. (1) completion of an external audit of
SOCAR, (2} approval of the new Tax Code, (3) adoption of a new privatization program, (4) adoption of the
Civil Service Law, (5) submitting a plan on the restructuring of the Cabinet of Ministers, and (6) merging three
state-owned banks. All these measures were fully implemented at the time of Board approval of the current
program, in July 2001. All structural performance criteria and benchmarks under the current program for end-
September 2001 have also been implemented — see Box 1.

3. Structural Areas Covered by Bank Lending and Conditionality

The World Bank is currently identifying a reform program and the corresponding policy measures that could be
part of a structural adjustment credit to be approved in the first quarter of 2002, The credif components being
identified include reforms in the (i) public sector; (i) social sectors; (iii) financial sector; (iv) eliminating the
quasi-fiscal deficit in the wtilities sectors; (v) industrial privatization; and (vi} privatization and regulatory
reform in the utilities sectors. Key policy measures will be selected as prior actions before presenting the
proposed credit to the Board. The EBRD plays an important vole 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 privatization. The
World Bank takes the lead on this issue.
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24,  The balance of payments projections have changed due to two major factors. The first
is the decline in oil prices, which will contribute to an almost 26 percent deterioration in
Azerbaijan’s terms of trade in 2002. The second important, but less significant, factor is the
lower-than-anticipated imports in 2001, '> which led to lower import forecasts. Overall, the
current account deficit is thus expected to be US$285 million, or 5 percent of GDP, worse
than originally projected. Roughly one third of this is due to higher oil imports, which will be
financed by the investors. Most of the rest will be directly offset by lower capital repatriation
by oil companies, leading to a projected US$103 million decline in the balance of payments,
most of which will be reflected in 2 lower build up of oil fund assets.

25.  Azerbaijan’s medium-term prospects remain highly uncertain, due to both oil
prices and energy sector investments. While the degree of uncertainty related to those
_investments has eased in the last 9 months, substantial delays—particularly of the Shah Deniz
investment plans—cannot be ruled out. Such delays would have significant impacts on
Azerbaijan’s balance of payments and growth prospects. Further declines in the price of oil
could complicate fiscal policy, as each US$1 decline in the price of a barrel of oil costs the
state budget an estimated 170 billion manat, or 0.5 percent of GDP, in revenue.

B. Fiscal Policy

26.  Discussions on fiscal issues focused on revenue projections and planned tax policy
changes, utility consumption by budgetary organizations, the explicit incorporation into the
2002 budget of subsidies for utility consumers (to replace abolished preferential tariffs), and
the incorporation into the 2002 budget of the implicit subsidies previously provided to the
utility companies (Azerenergy and Azerigas) by the SOCAR.

27.  Overall, these policies are expected tolead to a general government deficit
(excluding the oil fund) of 2.7 percent of GDP, compared to 3.4 percent of GDP in the
original program, and a consolidated government deficit of 0.1 percent of GDP. The major
source of financing for the general govemment deficit (almost two-thirds of the total) will be
external project loans, Other major sources of financing will be a planned disbursement from
the World Bank’s SAC and privatization proceeds (each about 0.5 percent of GDP), with
modest treasury bill financing anticipated.

Revenues

28.  The authorities proposed a wide range of tax policy changes for 2002. The staff
supported plans to reduce the payroll tax rate from 33 to 29 percent (previously, the combined
tax on wages, including the income tax, could reach as high as 63 percent). Understanding was
also reached on reducing the number of brackets and the rates for the income tax, paid for by

'* The original projections for 2001 imports did not adjust for the one-time imports.
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the elimination of a deduction for large families. Finally, understandings were reached on the
elimination of the opportunity to deduct investments from company profits twice.'®

29.  The authorities had contemplated a more substantial reduction in income tax
rates, as well as a reduction in the enterprise profit tax. The staff urged caution, however,
particularly in light of the fact that data constraints limit the aunthorities’ ability to estimate the
impact of tax policy changes on revenue projections. In the end, the authorities agreed with the
need for caution and will carefully consider additional tax reductions in 2003. Also, the
authorities reduced the VAT threshold by about two thirds, against staff advice on this issue,
as they felt the government was losing substantial revenue due to the high threshold. The staff
is not persuaded that they will generate additional revenue from this reform, and continue to
urge the authorities to undo this tax policy change.

30,  Based on these new tax policies, the mission held extensive discussions on the revenue
forecasts for 2002. With regard to taxes from SOCAR (oil revenues), a careful evaluation
of the company’s cash flow prospects, in light of the new oil price projections, shows that the
company will not be in a position to pay its tax labilities in full in cash.'” Nonetheless, a
reduction in non-essential expenditures (in part related to the privatization of selected non-
core activities), as well as the full-year effects of the scheme to replace fuel oil with natural
gas in electricity production—thereby freeing up oil for exports—means SOCAR should be
able to pay about manat 340 billion more in taxes in 2002 than in 2001.

31.  Non-oil revenue is expected to increase by 1.4 percent of GDP, as the combination
of GDP growth (nominal non-oil GDP is projected to grow 9 percent), the revenue impact of
the energy sector investments, the full-year effect of imposing VAT on the destination basis,
and the revised depreciation rules are expected to lead to a significant increase in revenues.

Expenditures

32.  Expenditure policy changes in 2002 have been largely driven by four factors: the
need to ensure that budgetary organizations pay in full for their utility consumption; the
incorporation into the budget of some of the previously implicit subsidies related to
preferential utility, gas and transport tariffs; the desire to increase expenditures on health,
education and social protection; and continuation of the policy of decompressing the
government wage scale.

16 Prior to this, all investments were eligible for 100 percent expensing, and some were also
eligible for depreciation (despite the fact that they had already been expensed). The new
system eliminates expensing, while allowing accelerated depreciation for some investments.

17 The major reason is that SOCAR will be delivering natural gas and fuel oil to the utilities
worth roughly manat 1.7 trillion, but will receive virtually no payment in return. This issue is
addressed in the context of discussions on the implicit subsidies, below.
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33.  Prior to 2002, budgetary organizations have routinely run arrears on utility
consumption. In the 2002 budget, a substantial (manat 53 billion) increase was made in
allocations for utility consumption by budgetary organizations. This new allocation would
have fully covered utility consumption in 2001. In addition, a presidential decree calls for the
termination of service to budgetary organizations that attempt to consume beyond approved
limits, and holds heads of such organizations responsible for any over-consumption.

34.  Also prior to 2002, many consumers benefitted from half-price or free gas,
electricity and transport. Effective January 1, 2002, all such preferential tariffs have
been eliminated. For needy consumers (orphans, refugees, internally displaced persons
(IDPs), and pensioners), the equivalent subsidy will be provided explicitly through the budget;
this measure will cost 144 billion manat. In addition, as all uniformed personnel had
previously been entitled to free transport throughout the country, the elimination of these
benefits has been combined with an offsetting increase in their wages.

35,  Third, consistent with their commitments in the Interim Poverty Reduction
Strategy Paper (I-PRSP), the government has increased expenditures on education,
health and social protection. Combined budgeted expenditures in these three categories have
increased by roughly 0.7 percent of GDP relative to 2001, Finally, the continuation of the
policy of decompressing the civil service wage scale, plus the effect of the increased wages for
uniformed personnel discussed above, will result in wage increases in 2002 totaling some
manat 354 billion.

36.  In addition to these state budget expenditures, the ofl fund will begin significant
capital expenditures in 2002. (In 2001, oil fund expenditures were limited to operational
expenditures and a very modest amount—Jess than 0.1 percent of GDP—of capital
expenditures.) Roughly manat 150 billion will be spent by the oil fund to construct houses and
improve agricultural and other infrastructure facilities for refugees and IDPs.

Incorporation Into the Budget of the SOCAR Subsidies to Azerenergy and Azerigas

37, In their original Memorandum of Economic and Financial Policies (MEFP), the
authorities indicated their intention to terminate the practice of asking SOCAR to
provide fuel to Azerenergy and Azerigas without payment. Instead, they would explicitly
include any subsidies to be provided to Azerenergy and Azerigas in the state budget, starting
in 2002 (EBS/01/91, Attachment ITI, paragraph 14). However, in discussions on the 2002
budget, the authorities were reluctant to adopt this reform measure.

38.  The authorities had essentially two concerns. First, they feared that if the budget
explicitly subsidized the energy consumption of Azerenergy and Azerigas, it would
create a moral hazard problem, sending 2 signal to consumers that they need not pay their
atility bills, since the government was covering the cost. Second, they were reluctant to cover
the full costs of these companies, as they feared that a significant portion of those costs '
reflected waste, inefficiency, and theft..
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39.  The staff argued that, if this reform were part of a comprehensive program to enhance
financial discipline in the energy sector, rather than reducing the incentive for consumers to
pay, it would give the government a strong argument for enforcing such payments. Under the
system prevailing through 2001, no one appears to pay for the fuel costs of Azerenergy and
Azerigas. In reality, however, the staff noted that the budget was already bearing the
burden of these subsidies: since SOCAR was not paid by the utilities, SOCAR in tumn could
not pay its full legal tax liabilities. The value of these implicit subsidies in 2001 was roughly
equal to the shortfall in SOCAR’s tax payments.

40.  If the government explicitly incorporated these subsidies into the budget, and
SOCAR were to pay its full legal tax liabilities, it would be clear to everyone how much
the government was paying to subsidize utility consumption.”® The government could then
argue that people should pay their utility bills, since this would reduce the needed subsidies
and free government revenue for other, more vital, expenditures. With regard to waste and
theft, the staff noted that these costs were also already being borne by the budget; making
them explicit would increase the pressure to reduce such unnecessary costs.

41.  The authorities agreed to these arguments, in the context of a comprehensive
energy sector reform program (discussed below), but proposed a phased scheme. In 2002,
while these subsidies will not be explicitly included in the approved state budget, they will be
handled as detailed in the LOI, paragraph 11 and Box 3. A presidential decres to this effect
has been issued, and the government has publicly acknowledged the implicit subsidy for 2000
and 2001 and the projected subsidy for 2002. Adhering to these commitments throughout
2002 will be a structural performance criterion (LOL, paragraph 14).

Ofl Fund

42.  Now that the asset management and budget rules for the oil fund have been adopted,
the staff and authorities have agreed it is time to turn attention to two additional issues. First,
while the rules for the oil fund require that its expenditures come from a government-
approved MTEF and PIP, the government has not yet produced such documents. The
governmient aims to produce them for the first time in 2002, in consultation with the staffs of
the World Bank and the Fund, and to ensure that they are meaningful, prioritized documents.

43. Second, it is now time to make decisions about how the oil fund fits into the
government’s medium-term development plans. The staff urged the authorities to begin
thinking about rules for determining the level and composition of spending from the oil fund
over time, to ensure that the oil fund expenditures fit into a coherent consolidated budget that
contributes to the government’s medium term development objectives. While the authorities
indicated a willingness to address these questions, they were not yet prepared to engage the
staff in a meaningful discussion of the issues involved. Discussions on these issues, as well as

% The implicit subsidies in this form in 2001, for example, were more than 6 times actual
health expenditures, and almost double actual education expenditures.
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the importance of eventually formally integrating the state and oil fund budgets, will continue
in the coming months.*

Box 3. Integration of SOCAR’s Quasi-Fiscal Activities Into the State Budget

A key provision of the government’s comprehensive energy sector reform plan is the integration of
SOCAR’s quasi-fiscal activities into the statc budget. However, given the size of these subsidies, it is
impossible simply to have the budget cover them in cash. As a result, in cooperation with FAD, the
government has adopted a gradual plan for the incorporation of these subsidies into the budget.

In 2002 the government will assess through on-site monitoring the utilities’ energy use and their ability
to pay for inputs. The unpaid energy inputs will be declared a subsidy at the end of each quarter, with
SOCAR granted a tax credit for this subsidy, and the subsidy and tax credit will be included in
quarterly public reports on budget execution. Beginning in 2003 the government will formally
incorporate the energy subsidy into the state budget.

Initially, the energy subsidy and associated tax credit will be executed via a non-cash book-entry
scheme: the government will record the value of unpaid energy input as a subsidy and simultaneously
credit SOCAR with a tax payment for the same amount. In 2002, to avoid an impact on the cash budget,
the tax credit would only apply toward SOCAR’s tax debt and that part of its current obligations that
SOCAR is not expected to pay in cash.

As the government’s energy sector financial discipline scheme takes hold, this should lead to increased
collections by the utilities and thus increased cash payments by them to SOCAR. The size of the
subsidy will decline, and SOCAR will be able to pay its full tax obligation in cash.

C. Monetary and Exchange Rate Policies and Financial Sector Reform

44.  The staff and authorities agreed that the thrust of monetary policy has been
sound in recent years, and that there is no need for a change in the basic direction of
policy. The ANB will continue to target a low level of consumer price inflation, while aiming
to ensure adequate holdings of foreign exchange reserves. Gross reserve coverage declined
less than programmed in 2001, and remains at a relatively comfortable 4.8 months of 2002
non-oil imports. The staff agreed with the authorities that a further decline in reserve coverage

2 The importance of developing a medium-term strategy for the use of oil fund assets was
made clear by a recent policy discussion. The authorities raised the possibility of using oil

" fund assets to pay for SOCAR’s share of BTC equity investments in 2002-04 (an estimated
US$170 million). The staff, while acknowledging the importance of ensuring financing for
BTC, argued that the government should not be investing in commerciai activities. In addition,
diversion of oil fund assets to finance oil sector investments would undermine its stated
purpose of enhancing the development of the non-energy sectors of the economy. The
authorities eventually concurred with the staff on this issue, and are working with the staff to
find an alternative way for SOCAR to finance its share of BTC.



-19 -

in 2002 would be appropriate, but in light of the continuing uncertainties in the country’s
medium- to long-term balance of payments prospects, any such decline should be modest.
Therefore, agreement was reached on a target of increasing gross reserves by US$24 million,
leading to a projected 4.5 months’ reserve coverage at end-2002. Combined with the
inflation target and real GDP projection for 2002, as well as the shared belief that
velocity of manat broad money is likely to be broadly unchanged in 2002, this will leave
room for a modest expansion of credit, as credit to the economy will grow by slightly more
than nominal GDP. '

45.  Inlight of the fairly steady rate of depreciation of the manat in recent years, the
staff engaged the authorities in a discussion and review of the nature of exchange rate
policy, seeking to determine whether the ANB was in fact following a policy of a managed
floating exchange rate, or whether they were implementing an unannounced crawling peg
policy. The authorities explained that they intervene in the foreign exchange market to offset
temporary exchange rate pressures, but do not persistently intervene on one side of the market
to offset more fundamental pressures. This was confirmed by a review of the ANB’s
interventions in the last two years, which show repeated interventions on both sides of the
market, but no sustained intervention on either side. In light of this evidence that the market is
in fact determining the exchange rate, and the earlier-noted modest rate of real depreciation in
2001, it is the staff’s assessment that the level of the nominal exchange rate is broadly
appropriate at this time. There is no indication that competitiveness in the non-energy sector
has been adversely affected by the exchange rate policy. However, there is a need to consider
how exchange rate policy should evolve in the coming years, as both expenditures from the oil
fund and total oil sector revenues are expected to increase substantially. The authorities
reiterated their intention to accept the obligations of Article VIII, sections 2, 3, and 4, and are
working with the staff on revised procedures for issuance of tax clearance certificates (the one
potential restriction identified by Legal and MAE in their review of Azerbaijan’s exchange
rate policies}.

46.  While progress continues on banking sector reforms (LOIL, paragraphs 5 and 6),
there has been a lack of progress in efforts to privatize the remaining shares of
International Bank (TBA). The staff noted that it would be impossible to develop a truly
competitive banking system in Azerbaijan while the government has a stake in this dominant
bank. Progress on rehabilitating United Universal Bank (the other state-owned bank),
however, has been more encouraging, with the Ministry of Finance finally completing the
recapitalization of the bank, strict controls placed on the bank by the ANB pending further
strengthening of the bank’s capacity, and international consultants recently hired to assist in
this process. The authorities agreed that adoption of timetables for full privatization of IBA
and preparation for privatization of United Universal Bank, in consultation with the staffs of
the Fund and World Bank, should be a structural performance criterion for end-March 2002.

47.  The ANB expressed concern over the level of dollarization of the Azeri economy
and noted its intention to address this problem. Effective December 18, 2001, the ANB has
begun requiring that all payments made in Azerbaijan be in manats. One additional measure
they are considering is to introduce restrictions on the importation of foreign currency. The
staff noted that this would not be an appropriate economic policy, and would lead to divergent
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cash and non-cash exchange rates. The staff explained that many countries have struggled to
reverse dollarization, to little effect. Tt was agreed the staff would prepare a review of the
experiences of other countries that have combated dollarization, on the basis of which we
would seek to reach understandings on appropriate policy responses.

48.  Azerbaijan has taken tough measures to eliminate funding sources for
international crime, including terrorism, and to prevent money laundering. These
measures include two presidential decrees in implementation of UN resolutions 1073 and
1373, and instructions by the ANB to commercial banks to strengthen control on account
transactions and to report any suspicious transactions. The ANB has provided banks with a list
of suspected terrorists and criminal organizations, and has instructed them to put under strict
supervision all transactions that could be initiated by any of the listed. The ANB has also
distributed a summary of the " Wolfsberg Principles” to prevent money laundering and
recommended that banks incorporate these principles in their internal procedures.

D. Energy Sector Financial Discipline

49, The staff and authorities held extensive discussions, over several missions and in
conjunction with the staffs of the World Bank and EBRD, on the nature of a reform
program to enhance financial discipline in the energy sector.”’ While this program was to
be adopted by end-September 2001 (a structural benchmark), delays in initiating its
preparation, and the complicated nature of any truly comprehensive program, resulted in the
program finally being adopted only in January 2002.

50.  The program (LOI, paragraph 11) is comprehensive and ambitious, and is
supported by both the staffs of the Fund and the World Bank. It includes measures to
enhance payments by budgetary organizations, state-owned enterprises and households;
improve the efficiency of the utility companies as well as the larger energy-consuming state-
owned enterprises; accelerate privatization in the sector; unify domestic and world market
energy prices; and review, and adjust as necessary, utility tariffs. important components of this
reform program have already been adopted (LOL, paragraph 12), and development ofa
timetable for unifying domestic and world market prices (export prices in the case of oil, and
import prices in the case of natural gas) for energy products is a proposed structural
benchmark for end-March 2002. However, both the authorities and the staff recognize that this
must be a long-term effort: improving efficiency, combating the culture of non-payment
prevailing in the sector, and eventually eliminating subsidies worth one quarter of GDP cannot
be done in months, but only in years. Nonetheless, the time-bound action plan the authorities
have adopted is designed to produce significant resuits already in 2002.

20 The staff estimates the quasi-fiscal subsidies in the energy sector, at world market prices, at
roughly equal to 25 percent of GDP in 2000 (the last year for which full data are available).
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E. External Sector Policies

51.  Aczerbaijan continues to have a generally liberal trade policy, and the government has
reiterated its commitment to further liberalize trade. Consistent with their commitments in the
original MEFP, the government has committed to adopt by end-March 2002 a timetable for
the gradual reduction of the number of specific import tariffs, as well as the weighted average
tariff (a proposed structural performance criterion). In addition, in an effort to accelerate the
process of WTO accession, the authorities have arranged for a WTO accession advisor to the
Minister of Economic Development. Third, during 2002, subject to improvements in
administrative capacity at the Customs Comumittee, the government will contemplate replacing
the ban on scrap metal exports with an export licensing scheme (LOI, paragraph 10).

F. Poverty Reduction Strategy Paper

52.  The aunthorities are making satisfactory progress in the preparation of a Poverty
Reduction Strategy Paper (PRSP), building on the interim version submitted to Fund and
World Bank managements in June 2001, Sixteen sectoral working groups, including
representation from government, parliament and NGOs, have been established and have
prepared draft sectoral policy notes. On the basis of these notes, the government intends to
organize a series of public discussions prior to the preparation of a full draft of the PRSP. The
full PRSP will then be the subject of a national seminar. The government aims to complete the
PRSP by July 2002. The staff believes there may be a need to extend this timetable somewhat,
in order to ensure an effective participatory process.

IV. BALANCE OF PAYMENTS AND CAPACITY TO REPAY

53.  The medium-term balance of payments projections assumes the most recent WEO
projections for oil prices, as noted above, and full development of the BTC, ACG and Shah
Deniz projects. The current account deficit is expected to increase from 23 percent of GDP in
2002 to an average of 31 percent in 2003-2004 before declining to 18 percent in 2005, with
these deficits largely financed by foreign investment in the oil sector. The financing gap for
the period 2004-2005 is projected to average about $98 million per year. However, these
projections depend critically on oil price assumptions (an increase of US$1 per barrel, for a
year, would reduce the projected financing gap for that year by about US$36 million) and
developments with regard to the major oil and gas sector projects.

54.  Azerbaijan’s external financing needs in 2002 (Table 8) will be covered by the
proposed disbursements from the Fund (US$42 million) and World Bank (US$30 million in
balance of payments financing), as well as bilateral support, including from Germany and the
United States (following the suspension of the prohibition of U.S. financial support to the
government of Azerbaijan). In 2003, anticipated disbursements from the Fund and World
Bank, as well as bilateral donors, are also expected to close the financing gap. Residual
projected financing gaps in 2004 and 2005 will need to be addressed in the future.

55.  Azerbaijan has had no difficulties in repaying the Fund, and the staff expects that
to continue to be the case (Table 9). With the exception of the dispute with Uzbekistan,
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Azerbaijan has a good record of honoring its external obligations,? Its external debt ratio is
moderate (at about 22 percent of GDP in 2001) and its debt service obligations are around 5
percent of exports of goods and services. Obligations to the Fund are projected to peak in
2003, at less than 4 percent of exports of goods and services, or 10 percent of gross reserves.

V. PROGRAM MONITORING

56.  Measures to be implemented prior to the completion of the review, as well as the
structural performance criteria and benchmarks for end-March 2002, are listed in Table
10 and described in the LOL Quantitative performance criteria for end-March and end-
September 2002, as well as indicative targets for end-JTune and end-December 2002, are
specified in the LOL, Table 1. The updated disbursement schedule is presented in Table 11.

57.  Asnoted above, three end-September 2001 structural performance criteria and one
structural benchmark were missed, in part due to delays by the authorities. These delays can
largely be attributed to coordination problems—the failure of anyone in the government to
monitor commitments, and progress toward their implementation, on a timely basis. To
prevent a recurrence of such problems, the authorities have adopted procedures for the
monitoring of reforms and program commitments (LOIL, paragraph 13).

V1. TECHNICAL ASSISTANCE CONSULTATIONS

58.  Technical Consultation discussions indicated that technical assistance (TA)
provided by the Fund has generally been well received and successfully implemented, An
assessment of recent technical assistance from the Fund and future TA needs was discussed
with the authorities and modified in the view of the authorities’ comments (Appendix V). The
authorities were especially appreciative of the work done by resident advisors on the creation
of a single treasury account and the development of a Government Financial Management
Information System for the treasury, on tax administration, and on banking supervision and
restructuring. The intensive technical assistance that helped in the introduction of a Real Time
Gross Settlements System for high value payments in early 2001 was also much appreciated.

59.  Looking forward, the authorities stressed the need for continued technical assistance to
develop the government’s capacity in the fiscal and monetary areas. In the fiscal area, support
was requested to further develop the treasury’s Government Financial Management
Information System and to strengthen the auditing capacity of the Ministry of Taxes. In the
monetary field, the authorities requested TA to develop the new Banking Systems Law, and an

# The outstanding debt to Turkmenistan remains in dispute despite the Azeri authorities’
efforts to reach a resolution. As a result, there is still no agreement on the principal, a
repayment schedule or interest obligations with regard to this debt.

2 As explained in the LOI, net credit to government will be measured excluding any unspent
funds that have been transferred to the treasury from the oil fund.
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action plan to improve competition in the banking sector, and to help develop the small
payments system. The authorities also requested further technical assistance in strengthening
macroeconornic statistics, including a resident national accounts statistics advisor. A mission
that will assess the quality of all macroeconomic statistics is scheduled for April 2002.

VH. STAFF APPRAISAL

60.  Program implementation to date has been strong, notwithstanding delays that led
to the need for several waivers. Financial policies continue to be consistent with
macroeconomic stability, and the authorities have adapted well to the changing interational
environment. The accelerated pace of structural reforms, which began well before the
approval of the PRGF arrangement, continues. The continuation of macroeconomic stability,
structural reforms and enhanced governance should stimulate growth and job creation in the
non-oil sectors of the economy in the coming months and years, and thereby contribute to the
government’s poverty reduction goals. :

61.  The staff believes the anthorities’ fiscal stance remains appropriate in light of the
macroeconomic prospects for the country. However, there will be a need to carefully
monitor revenue developments, and to be prepared to adjust the budget if developments—
particularly those related to the oil sector—should turn out less positive than currently
expected. The staff urges the authorities to strengthen revenue forecasts and the operations of
the treasury bill market, which should both contribute to improved expenditure management
and avoidance in the future of pension or other arrears. In addition, it will be important for the
authorities to strengthen efforts to develop a solid MTEF and PIP, both to support the
preparation of a meaningful PRSP and to ensure oil fund revenues are used to support the
government’s poverty reduction strategy.

62.  The most crucial part of the government’s reform plan is the program to enhance
financial discipline in the energy sector. Given the size of the quasi-fiscal subsidies in the
sector, it will be impossible to enhance the efficiency of the economy, and accelerate job
creation in a sustainable fashion, without substantially enhancing payments discipline. In that
context, the staff welcomes both the comprehensive program the government has adopted and
the significant initial steps already taken. Acknowledgement of the subsidies being provided
to Azerenergy and Azerigas, and their inclusion in the reports on budget execution—this
action will increase reported revenues and expenditures each by more than 20 percent—is a
bold and important move, which should help create support for other elements of this reform
program. In addition, the authorities’ planned public awareness program will also help
develop this necessary support.

63. The staff believes now is the time to develop a careful, and detailed, plan for
incorporating the oil fund into the government’s overall medium-term development
strategy. The staff welcomes the progress made in 2001 on the asset management and
investment rules, as well as on the careful integration of the planning, execution and
monitoring of the oil fund and state budgets in the context of a truly consolidated budget.
However, the recent debate over the possible use of oil fund assets to finance commercial
-pipeline developments emphasizes the risks of having a pool of funds available, without clear
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guidelines regarding the legitimate use of those funds—both in terms of what they can be
spent on and of the timing of any such expenditures. The staff urges the authorities to develop
such guidelines during the course of 2002, in consultation with the Fund and World Bank.

64,  The staff is encouraged by the reforms in the banking sector, but is concerned
about the lack of progress in privatizing the remaining state-owned banks. While good
progress is being made in rehabilitating United Universal Bank—with technical and financial
assistance from the World Bank—there remains much to do before the bank will be able to
operate as an effective commercial bank. It will be important for the management of United
Universal to make effective use of the international advisors being provided to them. Now that
the bank has received its final capital injection, the staff urges the ANB to ensure that
prudential requirements are enforced on United Universal, just like any other bank. The
process of privatizing of IBA appears to have come to a temporary halt, for reasons that are
unclear. The staff urges the authorities to move quickly to sell the remaining government stake
in [BA to fit and proper investors. Without such a step, it will be impossible to create a
competitive banking system that can support the development of a diverse economy.

65.  The staff believes the exchange rate of the manat is appropriate, as is the exchange
rate policy being followed by the ANB. The on-site safeguard assessment report is being
prepared as required under the Safeguards Policy, but since staff has not yet obtained the
authorities' formal comments on the report, the assessment will not be completed by the time
of the Executive Board's consideration of the first program review. Nevertheless, the staff
proposes to complete the review, given the limited risks of misuse and misreporting identified
during the on-site assessment and the authorities' commitment to addressing the identified
weaknesses. Staff expects that the assessment will be completed by early March.

66.  The staff is satisfied that the existing economic statistics provide 2 satisfactory basis
for analyzing economic developments in Azerbaijan. Nonetheless, there is a need to
strengthen the statistical system, and the staff urges the authorities to continue their efforts in
this regard, in cooperation with the staff of the Fund.

67.  The staff is encouraged by the progress on improving governance in 2001 and
urges the authorities to accelerate that progress in 2002, The staffing, funding and
expansion of the authority of the Chamber of Accounts (the supreme audit institution,
reporting to parliament); passage of an improved procurement law; commitment to public
reporting and auditing of the activities of the oil fund; and improvements in tax administration
have contributed to enhancing governance in Azerbaijan. In 2002, it will be important to build
on those efforts, and to extend the efforts to improving governance in the Customs
Committee, in the context of the recently approved reform program, It will also be important
to adhere to the rules regarding oil fund expenditures.

68.  The risks to program implementation are largely the same as noted at the time
the program was originally approved, although the staff believes those risks have been
somewhat reduced, First, while there remain risks related to the major energy sector projects,
progress in recent months significantly reduces those risks. Also, the fact that the program is
now built on much lower oil price projections reduces the risk related to possible future
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movements in oil prices. Second, while the concern about the ability of the government to
make decisions and implement reforms in a timely fashion has been proven justified by
events, the staff is hopeful that the new procedures for monitoring the implementation of
program commitments will reduce this risk in the future.

69. Overall, the staff continues to believe the program has good prospects for success.
The authorities are requesting waivers of one continuous and three structural performance
criteria; the staff supports these requests, since all policies subject to performance criteria have
been implemented and the delays did not jeopardize achievement of the program’s objectives,
Given the authorities’ strong track record in implementing sound financial policies, the
impressive track record of structural reforms in the last two years, and the solid performance
to date under the PRGF arrangement, the staff recommends completion of the first review
under the PRGF arrangement.

70.  The staff proposes that Azerbaijan remain on an annual Article IV consultation cycle.
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Table 1. Azerbajjan: Selected Economic and Financial Indicators, 2000-2005
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Of which : credit to the economy 15 54 58 60 6.1 74
Manat broad money (average, annual changes) 83 9.5 2.2 102 1.2 17.1
Foreign curtency depasits (as a mtio to broad money) k] 407 aas 43.0 407 409
Tncome velocity of manat broad money 3/ L4 LL.B L3 129 TR} 114
Baxternal seatoc {in 15 doikars)
Expons fo.b, 83,1 12,5 18 4.7 <24 16t =06 3.5
Of which - oil sector 99.5 15.9 15.2 =140 248 122 -2l 383
Tmports fo.b. 74 205 -54 20 4l.1 72 -3 -l
O whieh : oil sector 247 922 129 8.5 2913 685 %5 -159
Baport volumes 13.5 229 ELY] 4.4 38 1.7 0.6 375
Tmpart volumes 29 12,3 EN 100 84 15 =23 2.8
Terms of tade e -l4.4 -128 8 -258 5.4 2.0 -13
Hea! effactive exchange rate (= deprec.) -10.5

{Tn percent of GDP)

Busic ratios

Groasg fixed investment 17.4 321 k10| 433 47.3 594 534 46.8
Cansolidated government 0.8 9 21 27 28 EX] 36 17
Private sector 167 292 230 406 445 563 458 412
Of which: oil sector 1L2 158" 15.6 6.4 09 41.2 3335 %9
Grogs domestic savings 19.6 307 134 298 268 79.3 73 28
Groas national savings 151 260 288 6.1 PR 26.1 2540 2580
Consoiidated govermnment -0l 27 18 16 28 32 34 38
Private sector 154 234 5.0 234 210 29 -1 252

Cansolidated gevernment fnance
Revenue 21.2 2112 214 pry| PR 213 234 238
Total expenditure 209 227 20.0 ns 217 11 27 216
Overall fiscal deficit ’ 0.6 -0.8 1.8 03 -0.1 02 &1 0.2

General government finance

Azvenus 184 187 177 15.0 204 W00 20.5 W0
Tatal expenditure 05 7 199 5 132 026 2l il4
Overall fiscal deficit -5 -35 222 BE) -2.7 -6 -1.6 -L4
External sector
Current account (- defeit) 14 <&l =23 =173 -23.4 -3313 <284 -17.8
Poretgn direct investment {net) a4 5.3 6.1 170 2.5 333 271 168
External debt outstanding 2 243 218 piA 244 FEP) 2.9 200
External debt eervice ratio (inginding TMF) 4/ 4.3 54 £3 62 71 B2 6.8 4.5
Gioss official externsl reserves 680 £76 72% 717 743 789 3lo 270
Nominal GDP (i manat billian) 23568 26,457 26,494 28,731, 77,887 314691 35425 40773
Nominal GDP 5269 5770 4692 6238 5,840 6,637 1412 8439
Nominal GDP per eapita (in US dollarz) 652 708 699 760 Tl 802 3 LOlG

Sources: Azeri authoritics and stafl estimates and projections. .
|/ Bacluding the nereased revenuss and expenditures from bringing SOCAR's quas-fiscal activities on-budget for 2002, High demestic investment, growth in 2003-200
Targely reflects projected investments from Oil Fund resources
2/ Tn percant of beginning of the year maney stock, unless otherwise specified. For 2001 and 2002, the program column presents the adjusted program targets
as cakulated in Appendix ITT, Tables | and 2.
37 Tn terms of noneil GDP.
4/ Tn percent of exports of goods and services.



Table 2. Azerh.aijan: Quantitative Performance Criteria and Benchmarks for the PRGF, April 1 2001~ December 31, 2002

Stock Cumulalive Changes from January ¢, 2001
Dee. 2000 200} 2002
March Juge Sept. _ Deed _ March2/ | Jumed! Sepl)/ Deo ¥
Prog. Adi. EsL Prog. Act. Act Adj. Prog. Act, Act. Adj. Prog. Esl. Prog. Rev. Prap Revised progeam
{In biltions of manats, unless otherwise specified)
Quantitstive performance criteria and beachmarks
Net international reserves of the ANB {in TIS§ mitfinn) Ja4 144 -9 1 5 4 2 9 byl 25 B3 30 81 100 108 115
Met domeatic asseis of the ANB 197 199 -251 -106 -191 -288 -03 -601 -503 59 -37% -58 -4 -156 -348 -332
HNet credit 1o the pencral government from the ANB 1/ -az 20 -69 -17 42 -39 ] -237 -229 -9 72 -19 -147 i 02 -109
Qverall cansolidated fiseal deficit, excluding Ol fund revenucs -563 -821 =221 -43¢ -359 436 668 222 -397 -1,027 -592 -1,247 -197  -1,095 <R3 1,510
New Norconcessional Extemal Debt Contracted or Guaranieed by the
e Lidated Gov or the ANR {excluding the IMF)
Less than onc year's maturity . ] 0 a 0 0 L] 0 L] L} 1 4 ¢ o 4] 1]
Medium- and jong-term debl, kess than five year a 0 [ Li] 0 1] a ] [H] [ 0 o i} i)
Other long-term debt {matarity five and mare yrany) [ 40 o 0 69 0 ] 2 0 100 20 10 &0 8
Continunns perfarmance crllerion
Stock of OQutstanding Nonreschedulable External Arrears of the
Consolidated Govemnment and the ANB 0 2] b} [H L] 13 a L] o a 2 0 -2 & o o
Tudieative targets
Stock of ANB's manat reserve moncy 1,542 1,542 -1t 19 ~120 <120 62 =37 -37 153 138 178 53 23 219 313
Stock of non wtility cxpenditure arears laled after D her 38,1999 26 26 &0 30 124 124 50 58 58 30 50 5e 50 ElU 50 30

I Frem June 2001 onwards, this includes the claims related 1o the seiilement of the Agoprom deht, which amaunted 1o manat 304 billion as against a programmed amounl of manat 258 billion.
2 The revised program targets arc the proposed indicalive targets for end-December 2001, end-lune 2002 and end-December 2002, and per criteris and indi

d-M

ive targels for

h 2002 and end-September 2002,
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Table 3.

Azerbaijan:  Monctary Survey, 2000-2003 1/2f

2000 2001 22 2003
March Jine Sept. Dec. March June Sept.

Act Act Adj.Y At Act. Ad. ¥ Prog. Adi. Act, Prog. Adi. ¥/ AcL Prog. Adi. 3/ Est. Frog Adi. M Rav. Prog, Rev.prog Prog AdG.3/ Rev.Prog  Rev.Prog.

Net foreign assels 1,623 1,631 1,627 1,633 1,744 1,698 1,781 2151 1,926 2,161 1,958 2147 2,241 2,384 2,205 2,336 2,705

Mel intematinnal reserves of the ANB (convertibic) 1,569 1,569 1,496 1.4% 1,576 1,605 1.582 2411 1,688 1,975 1,709 1,957 2,045 2,079 1,946 2011 2471

Net forcign assets of commercial hanks {convertibic) 52 60 127 135 853 92 . 195 141 235 w7 245 192 197 206 255 2% 215

Other 2 2 q 4 4 2 4 -1 4 -l 4 -1 -1 -l 4 -1 -1

‘Net domestic assels 983 935 B33 8535 B899 714 952 627 1,044 Hi2 1102 850 968 1,008 1,252 1,049 1,362

Domestic credit 2,230 1,781 2,215 1.712 2,660 2,059 2,144 1,54¢ 1,202 2,178 2,263 2,158 22715 2315 2414 2354 2,633

Net claims on gencral govemiment 17 87 -7 63 429 386 4652 185 440 403 448 32% 388 i 474 330 416

et ¢lnims on central povernment 601 671 539 £10 80 932 1,18 87 959 950 1,007 BER 934 217 1,033 936 062

Pre-2000 oll banus deposils -5d1 -541 -546 -546 -546 -346 546 546 -546 -546 -546 -546 -546 -546 -546 -546 -546

Other claims {net) 42 -2 o o -5 ] 2 -56 -14 [ -14 0 0 L1} -1 ¢ o

Credit to the economy 4/ 2,213 1,624 2242 1,649 1,631 1,673 1,682 1,755 1,762 L775 1815 1836 1,887 1,944 1940 1.964 2,217

Onher items (net) -1,247 -156 -1,351 -857 -1,16! -1,285 -1,161 -1,513 -1161 ~1276 1,161 -1,308 -1,307 -1,306 -1,161 -1,304 ~1,271

Broad mency 2,606 2,586 2,511 2,490 2,644 2472 2,763 2,778 2,967 3,063 3,059 2,998 3,208 3,291 3458 3,385 4. 068

Manat brasd mancy 1,628 1,608 1,504 1,484 1579 1,474 1,639 1,604 1,758 1765 1,785 1,695 1,847 Lo §972 2,006 2,411

Currency vutside banks 1,330 1,330 1,233 1,213 1,265 1,250 1,299 1,318 1,373 1,451 1,394 1,373 1,496 1,537 1,548 1,615 1,832

Manat depeosits 278 258 n 251 i]2 204 A4 286 385 114 EL' 322 351 384 424 401 579

Eoreign currency deposits 978 978 1,007 1,006 1,065 999 1,124 1,173 1,209 1,298 1.274 1,303 1,362 1,312 1486 1379 1,657

{Changes in percent of beginning of year moncy stock, unless otherwise specificd; quarterly changes cumulative) 4/

Net foreign assets 1.5 0.2 a2 4.4 256 58 2001 114 20,5 il -0.4 27 3R 9.4 56 16.8

Net domweslic assets 156 38 3.9 -2 ~1.0 11 -12.7 33 =20 21 -1.7 1.2 34 71 4.7 4.1

Domestic credil 163 0.2 a1 13.5 135 167 8.9 19.0 18.1 21 R 3z 13 7.1 5.6 8.1

Credil 1o the economy -1.9 1.1 1.0 a3 13 232 5.1 54 5.8 i8 20 17 5.3 .0 6.1 74

Bread money (percentage change) 271 -39 3.7 2.2 -44 69 1.5 14.7 18.5 ERY -2 48 75 15.5 105 20.2

Average broad money (percentage change) 183 202 218 69 95 14.7 153 117 15.6

Manat broad money (percentage change) 1.1 -16 -1.7 -1.8 23 20 £.3 9.3 28 16 -4.0 4.6 83 122 13,7 2072

Currency a3 & ratio ko bipad money 518 49.1 49.5 478 0.6 470 474 46.3 47.4 45.6 458 46.6 46,7 438 414 45.0

Furtign currency depesits as a ratie io bmad money 375 40.1 40.4 403 di3.4 40,7 423 40.7 424 416 415 42.4 41.7 438 40.7 40.7
Memorandum {tems:

Gross international official reserves {1S$ millions) L] 6RO 645 645 648 651 453 744 676 125 GRG EAL 733 43 n7 44 789

Nel imernational efficial reserves (USS millions) 344 344 325 325 342 348 33 437 366 429 371 42% 444 451 423 45§ 536

Velocity of annval manat broad money 5/ 15.2 152 §5.6 156 15.4 148 143

Reserve money {guarterly chunges cnsnmlative) 29.0 2.0 152 =152 -4.0 ~14.5 =20 0.0 3.5 1.6 1.7 4.5 52 15 123 i0.2 182

Sources: Azerbaijan National Hank; and Fund staff estimates.

1 As of Jure 2001, the accounts are hased en the program excghange rate of 4606 manat per doliar and 1.26 dollar per SDR.
ded by STA and 24
3/ These tarpers ate the adfusied actual and program targels as cakoslated in Appendix 111, Tables | 2nd 2.
4/ For 2001, the ge changes are celcufated using the Actual Adjusted 2000 data a9 a base,

5f Welocity is defined as nominal GDF divided by 2verage broad money.

2/ The accounts are based on the new classification of

i3

d by the autharities, and de not include the O Fund.
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Table 4, Azerbaijan: Summary Accounts of the Azerbaijan National Bank 2000-2003 1/ 2/

{In. billions of mapats}
2000 2001 2002 2003
March June Sept. Dex. Merch June Sept D,
At Act, Adj. A, Act, Adj. Prog. Adj. 5/ Acl Prog. Adj. 3/ Act Prog. AdLW Est Prog Adi.3/  Rev. Prog. Rev. prag Prog. Adi. 3 Rev.Frop.  Rev. Prog.
et i ional reserves (3 ible} 1,569 1,569 £.496 1,496 1,576 1,605 1,582 2,011 1,668 1,975 1,710 1,957 2,045 2,079 1,946 211 2,471
Gross internationsl reserves {convertible) 3,102 3,102 297 2970 2983 2,999 3009 3426 312 3339 3,132 3,365 Ry 3,424 A2 3,452 3,636
Foreign liabilities (convertible) SE53 -153 1474 -14M JLA0E -1,395  -1427 <1415 <1425 A6 -1422 -LAOB <1329 <146 -1355 1340 -L16S
Wet domestic assets 199 139 -2 -51 15 93 147 -402 142 1RO 152 -H2 -157 -149 107 -133 -£33
Domestc credil 612 612 458 438 1561 370 itz ] &4 597 241 GOR 180 261 269 563 2435 7
Met clasins gn general government 50 -50 =159 -15% 198 172 215 -22 (L3 142 195 67 139 122 129 106 gl
Net claims on central povermment 452 452 ki 387 T4 ne 61 524 T4l 2] 141 613 685 69 675 652 628
Pre -2000 ol bonus depasits 541 -5 -546 -546 -56 546 -5dg -546 -548 -546 -S40 546 % 1 -546 -546 -546 -546
{laims on banks T04 o 617 687 363 197 388 .13 402 10 413 113 123 147 434 175 191
Other #ems {ret) -411 -413 -511 =514 -456 -462 456 -A66 -435 413 «456 422 Erall 419 -456 E1H 406
Hiserve ey 1,767 L7267 1,499 1499 1,681 1,512 1,120 1,609 1,529 1,795 1,861 1,714 1,838 1,930 2,654 1,978 2,338
Of which * ckcluding reserves refated o the ol fund's Joposils 1,642 1,642 1,499 1,49% 1,681 1,512 1,730 1,609 1,826 1,795 1,857 1,714 1,888 1930 2,050 1,978 2,338
Manat teserve mooey 1,542 1,542 1431 1,431 1,561 1412 1,603 1505 1,695 1,681 1,720 1,525 1,774 1,321 t,R92 1,855 2,211
Currency in cisculation 1,420 1420 1,314 1314 1,348 1318 1,366 1396 1,444 1,534 1,466 1,442 1,572 1,615 1,628 1,697 1,487
Bank resérves 122 122 17 1 213 105 237 L9 251 147 254 183 202 p2ik) 263 158 KAL)
Reserves i forgign currenciss 73 rx] 65 [ (113 B 122 493 130 107 117 8% L7 101 158 & 120
Other depasits 2 2 4 4 4 1l 4 5 4 1 4 7 7 T 4 1 7

Sources: Azeri suthorities and staff estimales and projections.

1 As of June 2001, the accounts are based on the program sxchange rate of 4506 manats per 1FS dotlar and 126 US dollars pex SDR.

2/ These accounts are based on the new classifieation of monctary accounts recommended hy STA and adopted by the authorities, and do not include the 01 Funit

3/ These targets ure the adjusted progs

lcutatrd in Appendix TIT, Tables t and 2.
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~ Table 5. Azerbaijan : Consolidated Government Operations, 2001-2003

{In billicns of manats)
2001 2002 2003

Budget Program  Proj, Q1 Q2 Q3 Q4 Vaar Program Rev. Frog 2/

Ravized Program Program  Dudget Rev.Prog2/
Total reveniie and grants 5954 5,886 5678 1439 1,548 1,625 1,567 6,362 6,538 6,520 4,942 7370
Total revenne 59016 5,842 5,650 1,439 1,548 1,628 1378 6,314 6,451 5,491 6,892 7.281
Tax vevernie 3,969 3,502 1,910 1,043 1L1H 1,208 1,264 4,372 4,648 4,048 4,997 3,179
Income tax 1,206 1,091 1,06 283 ol 3% 125 1,287 1,230 i,230 1,566 1,455
[ndividnal income tax #40 315 445 112 130 138 A0 813 530 530 744 578
Enterprise profits tax ' 566 316 6i6 161 172 182 186 674 700 700 822 377
Gf which: oil sector 3 262 7 250 307 375
Saogial security contributions 587 587 582 L4 147 17% 178 817 643 643 599 T16
Valke sdded wx (VAT) 1,008 1,183 1,275 373 415 408 435 13158 1,635 1,635 1,517 1,570
L whick : on petroleum produeis 1R 479 3l 340 a1 615
Excies taxes 530 i arn 3R] 122 128 x| 0o 495 455 LA] 541
Taxes an international trade 468 589 475 j0:°] 122 124 138 647 452 492 872 47§
Other taxes 170 LB0 138 22 4 5 54 195 153 153 208 174
Nomiax revenue 1,945 1,540 1,740 356 4 420 58173 1,942 1,243 1,843 1,804 2,142
Qf which: O Fund revenues 1/ o 857 977 215 218 203 237 35% BE( 480 a 1,025
expmbudgetary 1i5 21 215 45 54 55 3 26 33 235 263 167
Tolal grants {curreat) 44 44 28 0 [ 4 1 48 47 B9 51 85
Tatal expendinirs 6,156 5,016 5,256 1429 1,628 1,623 1,540 5,460 8577 6,619 2,126 1,323
Current expenditure 4921 4927 4313 . LITY L3 1,328 1,667 5315 5,458 5,501 5,859 5947
Primary current expenditure 4,793 4,805 4,350 1,146 1,304 1,306 1,630 5,124 5,343 5,386 5748 5,815
Wages and salaties 1.0 L 1,148 38 418 136 430 1,414 1.502 £,502 1,59 1,598
Goods and serviees 1,365 1185 1,206 02 368 38 427 1,522 1,435 1,435 1,588 1,616
Transfers o howseholds 1,609 1,700 1,671 468 437 56 553 1,372 1,973 1,372 2,084 3,102
Of which so¢ial prateation 1336 1,250 1350 1% 42 an 404 1,506 1,457 1,457 1,668 1,592
Subsidiea [154] 110 110 1% 18 40 2] 88 114 156 iR 14
Ofl Fund {oprrting expendituses) ] o 1] 1 1 1 1 0 3 3 0 3
Other 33 Ny 256 4] k3 % 135 318 317 317 347 153
Of witich ; extrabudgetary 205 27 205 a7 61 B4 3 46 35 2315 263 267
Intereat {22 122 120 27 29 rx) 36 1ki 113 15 i 132
domestic 3 k1l ¥ 19 & & L] 27 % % a2 38
exiernal H L)} 95 17 3 H) i 84 36 86 79 o
Current balance (deficit=-) - 1,033 955 1,168 266 215 98 300 1,037 1,080 1,080 1,084 1,474
Invesimient expenditura and net lending 1,233 1,08% 185 256 153 295 273 1,125 L1e 1,119 1,268 1,316
Domeaficalty-financed 345 345 s 138 128 159 167 418 390 590 323 758
Foreign-financed 889 741 471 121 167 134 105 709 530 529 a4 £18
Statistical discraprancy 0 a -1 ¢ o 2 0 ] 8 o i 6
Conasolidated government deficit, cash basis -202 =¥ 355 10 -0 3 27 98 40 Bi ~184 43
Exchuding Ol Fund {general government) L9 L,027 -530 -187 -259 .187 At 967 <764 ~764 535 522
Excluding forsign project loans 687 613 856 1l 87 138 113 611 490 490 60 665
Financmg 202 116 -385 -10 74 -4 427 98 40 19 184 0
Domeatio (net} -826 -T40 -857 ~164 -9 -132 2124 -876 =399 -559 -B25 912
Banking system 3/ 53 ] 62 .81 66 17 19 13 4 13 76 26
Qf which:Treasory bilis 50 8 0 -2 ] 16 - 35 34 . 50
Qil Fond -1,047 S530 <1,050 =176 -179 -i71 -158 1,089 -725 -725 1,041 -1,108
Nonbank ssater 10 1 . 5 5 5 5 0 0 20 0 4
Privatizacions and other sale of agsels 200 e 101 20 n 50 50 240 150 130 140 150
Other 64 -1% 5] =31 [ M o 1} -3 -H 0 a
External {net) 1,028 70 481 255 %13 126 97 974 635 619 1,010 933
Loans 1,0T 911 514 281 173 153 [aX] 1,040 TH 720 1,675 1,001
Project loane 388 142 489 137 k] 153 HE 740 576 576 s 618
01l bornuses 2 n 25 o 0 0 o 30 o 0 230 218
World Bank SAC 160 138 i} 143 0 o 0 100 143 143 ica 143
Amortizaton due w41 43 =13 25 -15 =24 -15 66 -80 80 66 &8

Change i external srrears 1 -1 o 0 ] 0 -1
Financing gap 0 0 8 0 0 0 1] [ il Q 1 48

Sources; Azeri awthorities and staff estimates and projections.

1/ Inchades profit oil, acreage fees, and incame gared on Gil Fund assets. Of] boruses also sater i the Off Fund, bt thess are treated as a financing item,
2/ Exciudes quasi-fiscal energy sector revenies and expenditures. Revenue and expenditire inclade 42 billion manat from a grant by Germary which was signed after

the budget for 2002 was passed.

3/ For 2001, projections 4o nat account far the Agraprom debt operation which has been settled through issuance of ong-term bands for on amount of manat 304 billion.
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Table 6. Azerbaijan: Selected Fiscal Indicators, 2000-2003

(In percent of GDP, unless otherwise specified)

2000 2001 2002 20603
Act. 1/ Program Proj. Program Budget Rev. Prog Projection 2/
Tatal revenue and grants 21.2 222 214 22.1 234 236 233
Total revenue ’ 20.8 221 21.3 220 233 233 230
Of which : tax revenue 14,5 14.8 14.8 15.2 16.7 l8.7 16.3
nontax revenue 63 7.3 6.6 6.8 6.6 6.6 6.6
Of which : oil revenue 7.5 8.7 8.9 7.9 2.4 9.4 9.5
nonoil revenue 13.3 13.4 124 141 13.% 138 13.5
Nongil revenue (percent of nonoil GDF) 177 17.8 16.3 18.2 17.2 17.2 17.0
Total grants {curcent) 0.5 0.2 0.1 0.2 0.2 0.3 0.3
Total expenditure 20.9 27 200 223 236 237 231

Pritnary expenditure 20.5 22.3 19.5 izl 232 233 227

Primary current expenditure 174 182 16.6 18.2 19.2 19.3 18.3
Of which : wage bill 4.6 50 4.3 49 54 3.4 5.0
goods and services 4.8 5.2 4.6 5.3 51 5.1 5.1
transfers 6.7 6.4 6.3 6.5 7.1 7.1 6.7
Domestically financed investrnent and net lending 13 1.3 1.2 L4 2.1 21 2.4
Foreign-financed investment 1.7 238 1.8 25 18 L8 20
Interest on public debt 04 0.5 0.5 0.4 0.4 0.4 04
Wages/ primary expenditure (in percentage} 26.5 273 26.1 27.1 28.1 279 27.5
Transfers / primary expenditure (in percentage) 383 154 38.1 358 36.9 36.6 36.7
Wages/ non-oil revenue (in percentage) 34.9 37.1 349 34.8 38.8 383 37.4
Transfers / nonoii revenue {in percentage) 504 48.0 50.8 46,1 50.9 509 49.9
. Expenditure in education and health 47 4.8 4.8 5.1 4.8 4.3 5.1
Education 38 18 L8 40 3.9 39 4.0
Healith : 0.9 1.0 1.0 1.1 1.0 i0 11
Military expenditure 2.1 20 1.9 20 22 22 22
Current expenditure 17.8 18.6 17.0 18.6 196 19.7 6.8
Investment expenditure 3.0 4.1 30 3.9 4.0 40 43
Current balance (+ =surplus) 3.4 3.6 44 3.6 39 9 4.5
Primary balance (+ =surplus) ' 03 00 19 0.0 0.3 9.3 0.6
Primary balance, excluding oil- {(+ =surplus} 18 -8.7 7.0 -7.8 9.1 9.1 8.9
Primary balance (excl. externally financed investment) 1.4 2.8 3.7 25 2.2 2.2 2.5
Consolidated government deficit, cash basis 0.6 0.5 L5 -0.3 0.1 -0.1 0.2
Excluding Oil Fund (general government) 3.5 -39 2.2 =34 2.7 -7 2.6
Excluding foreign project Joans 10 23 32 21 1.8 1.8 21
Non-oil balance 2.2 9.2 15 -8.2 9.5 9.3
Memorandum items:

Total external assistance, excluding IMF 36 34 1.8 3.6 26 26 13
Project finanging 17 28 1.8 5 2.1 21 2.0
Program financing 1.9 0.6 0.t L1 0.5 0.5 12
Financing gap 00 0.0 0.0 0.0 0.0 0.0 0.2

Sources: Azeri authorities and staff estimates and projections.

1/ Differences to board approved estimates from June 2001 are due to the change to the new classification of monetary accounts and revised figures

for non-oil revenue in 2000.

2/ Excludes quasi-fiscal energy sector revenues and expenditures. Revenue and expenditure include 42 billion manat from a grant by Germany which

was signed after the budget for 2002 was passed.
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Table 7. Azerbaijan: Balance of Payments, 2000-2005

(In milliona of U.5 dollars)

2000 ) 2001 2002 2003 2004 2005
Bst. Q) +Q2 Q3 Q4 Year Program Rev. prog Projections
Act. Proj, Proj.  Progam  Proj.
Exports, f.o.b. 1,877 980 41% 427 2,i2) 2,025 2,022 1,593 1,753 1,743 2,345
Of which: oil and other products 1,598 825 563 375 1,863 1,824 1,732 1,372 1512 1,480 2,062
ather 1/ 279 04 55 52 259 20l 290 221 241 262 283
Impoits, fo.b, -1,539 551 414 2392 -1,854 1,457 -2,243 2,055 L2613 -A,605 2,563
Qf which: oil sector -147 -A0 40 66 282 -186 -359 ~63]1 -1,087 -993 -315 .
cther I/ 1393 4590 374 326 <1871 L2810 -G8 1403 SIS 1612 4728
Trade balance 338 329 205 35 2567 568 . -121 -462 ~360 -863 -219
Services (net} <215 -186 98 -133 -352 438 -625 -737 0 -1,137 0 -1 070 979
Exports 260 1 84 44 292 275 317 255 309 39 a5
Tmporte -485 =313 -142 218 -ha4 2713 =342 1,033 L1446 21,399 21,330
Of which: oil sectar -154 =129 -105 =131} =260 =365 =502 632 973 905 =787
Tncome . -110 -182 =109 -54 367 -338 -329 =259 264 -22] =376
Investrnent income (net} 237 -140 -83 =25 =281 -243 -242 -7 =172 -130 -286
ofw profit of oil consortivm <293 =162 -89 =42 358 293 =335 -219 -240 -23] 404
Compensation of employess -47 18 -2 -12 -43 =50 45 -51 -55 -57 58
Interest on public debt {including Fund) -6 -16 ] -16 -41 -37 42 3] =36 33 -32
Transfers (net) 73 31 14 i6 160 T © 98 54 52 49 49
Private 11 2 1] 4 29 15 2 18 16 1& 16
Publie 62 23 14 13 . 71 55 66 9 7 33 31
Curtant account balance -f24 -8 30 -156 <351 -134 -1,078 -1,364  -2,209  -2,]06  -1,525
Met direct investment il 12 127 212 314 351 1,109 1307 2,291 2,061 1,485
Qil companies c«16 -31 10] 173 1131 243 233 1,191 2,172 1,541 1,362
contracted 454 260 257 266 741 783 1,471 1,628 2,613 2,365 2,088
capital repateiation =569 -291 -lal -43 607 -545 -587 437 -491 -474 <176
bonus 100 0 5 1] 7 5 50 0 50 50 50
Other 133 43 26 % 153 108 176 116 119 120 123
Public sector capital 239 59 10 i9 166 g7 152 131 104 80 16
Medium Long-tetm borrowing 257 17 17 34 17 125 209 186 166 135 124
Budget support 0 [ )] 1 0 Y a 30 30 o 1
Otirer long-term loans 257 7 17 35 217 128 209 158 136 135 124
Scheduled amortization -18 -18 =7 -17 -51 41 -57 -55 -63 -55 48
Crther (inctuding shart term capital) 102 5] 41 -23 100 il 100 107 100 100 ico
Capita) account balance 460 122 179 208 580 508 1,361 1,545 1,494 2,241 1,661
Brrats and omissions -56 ] -43 1] -16 52 ¢ [y 0 @ 1]
Orverzll balance 281 105 166 32 213 323 284 18} 286 136 136
Finaneing =281 -j05 -186 -52 =264 =323 =317 -18: =250 -150 =278
Change in net foreign assets of NBA (increese -} -39 [ -3% 3 235 =78 -89 =10 <78 55 -101
Wet credit from the Fund v <22 4 -16 -1% -34 48 -5 =38 -34 -4]
Dishursements/purchases 0 0 10 )] 4 10 0 42 32 16 1]
Repaymentg/repurchases =52 22 -6 -16 -39 44 43 -48 70 -51 -4}
Change In gross official teserves (increase -} -7 28 -93 19 4 45 41 24 -40 <21 -60
Chaige in other foreign lisbilities (increase +) o 0 0 0 0 ] 0 9 o o 0
Change in arrears (decreass -} ] o 0 0.2 0 0.2 ¢ «0.2 ¢ [ 4
Change in oil fand assets (- increase) 147 -84 <78 53 202 217 239 152 212 -135 -377
Adjustment (Oil Fund required reserves) 2/ 25 =27 o i 27 27 0 [} @ 4 0
Finencingp 3/ ' ] o 0 0 50 o 44 ] 5 55 142
Memorandurn items:
Current account deficit (in percent of GDF) .
Tncluding oi sector imparts 24 23 0.6 23 61 23 <173 234 333 284 179
Exciuding oil seetor imparts 14 150 9.0 7.0 i3 1.0 -0.3 -1.6 -1 <28 13
Ciross official reserves {UUSS millions) 630 676 125 7 745 789 3] K70
Giross official reserves (in months of imports o.i.£} 3.8 2.5 1.8 2.3 2 24 .3 3.0
Gross official reserves (in months of non-oil fmports c.i.f) .50 38 4.3 a7 4ASs 4.3 43 4.1
Gross official reserves / broad money 12 1.0 1. 0.3 1.0 09
Ol fund assets 270 472 487 710 638 851 986 1,163
WEQO oil price {US$ per bamel) 283 o 272 24.3 44 i8.5 20.0 200 10,0

Sources: Azeri authorities end staff estimates and projestions,
1/ Non-oil impocts and expors in 2000 include one-aff imports of two Bagings (around USS130 min) and 2 vesye] (U$832 min), and a one-off export of a vessel (US330 min).
2/ This carrects for the required teserves beld st the ANB agamst the deposits of the Oil Fund, prior to 2001 when the Fund's resources were transtemred to the ANB from a commercial bank,
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Table 8. Azerbaijan: External Financing Needs and Sources
(In millions of US dollars)

1999 2000 2001 2002 2003 2004 2005

Gross financing needs §76.8 447.5 4810 11,6426 2,593.8B 2,367.0 1,850.7
Current account deficit (incl. official transfers) 588.2 110.1 1205 1,358.2 22045 2,103.0 11,5235
Debt amortization 13.7 18.1 414 55.0 62.6 55.1 47.8
Medium and long-term debt 13.7 18.1 414 55.0 6.6 551 47.8
Short term debt - - - - - - -
Gross reserve accumulation (+ increase) 2239 7.0 453 244 40.0 20.8 59.7
Qil Fund accunmlation (+ increase) 235 2465 2168 1516 2122 135.0 177.1
IMF repurchases and repayments, and charges 27.5 65.8 570 53.3 74.6 53.1 42.5
Gross financing sonrces 876.8 4475 481.0 11,6426 2,593.8 2367.0 1,850.7
Foreign direct investment (net) 510.1 1193 3512 1,3073 2,291.0 2,061.1 148438
Debt financing 2282 25638 128.8 186.0 166.4 135.2 124.0
IMF purchases 109.8 - 10.0 42.4 323 16.2 -
Other flows 28.7 71.4 9.0 106.8 99.6 100.0 160.0
Financing gap - - -- - 4.5 54.5 141.8

Sources: Azerbaijan authorities; and Fund staff estimates and projections.
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Table 9: Azerbaijan : Capacity to Repay the Fund, 1999-2005

(In millions of SDR's)
1999 2000 2001 2002 2003 2004 2005
Projections
Outstanding use of Fund credit 296.7 257.7 2304 226.3 196.1 168.7 136.1
IMF obligations 20.1 49.6 45.8 425 594 42.3 339
Purchases and Disbursements 80.3 0.0 8.1 338 257 129 0.0
Repurchases and Repayments 11.7 39.0 35.3 378 36,0 40.3 326
Charges 2.4 10.6 10.4 4,7 34 2.0 1.3
Qutstanding vse of Fund credit
as a ratio of
Exports of goods and services 316 16.0 12.8 15.5 123 10.6 6.6
External public debt 42.1 29.2 23.6 205 18.6 13.5 104
Gross official reserves 60.3 503 40.6 39.0 322 270 203
GDP 8.9 6.5 52 50 38 3.0 2.1
Quota 184.4 160,1 143.2 140.7 1219 104.8 84,6
Debt service obligations to IMF
as a ratio of
Exports of goods and services 2.1 11 235 2.9 7 2.6 1.6
External public debt 29 56 4,7 30 5.0 3.4 2.6
Gross official reserves 4.1 9.7 8.1 7.3 9.8 6.8 5.1
~GDP i 0.6 1.3 1.1 1.0 i3 0.8 6
Quota 12.5 30.8 28.4 26.4 369 26.3 21.0
Memorandum item:
guota {million SDR) 160.9 160._9 160.9 160.9 160.9 160.9 160.9

Source; Staff estimates and projections.
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Table 10. Azerbaijan: Prior Actions for the Completion of the First Review,
and Structural Performance Criteria and Benchmarks
for end-March 2002

Prior Action
. Adoption of a program of reform of the Customs Committee, based on the report of

the internationally reputable firm hired to evaluate the Committee, and in
consultation with the Fund staff.

. Submission to parliament of a revised law on the Chamber of Accounts, giving this
organization the authority to audit all government bodies, including all budgetary and
and extra-budgetary funds.

. Issue a decree indicating that subsidies to Azerenergy and Azerigas will be included '

in the 2003 state budget, and that in 2002 these subsidies will be included in quarterly
public reports on the execution of the consolidated government budget.

Structural Performance Criteria

» Adoption of a timetable for the unification of domestic and export prices for natural
gas, oil and oil products.

. Adoption, in consultation with Fund staff, of a timetable for the gradual reduction of
the number of specific tariffs and the weighted average tariff, consistent with the
commitments in the MEFP.

) Adoption of a timetable for the full privatization of the International Bank, and a
timetable for the preparation of the United Universal Joint Stock Bank for
privatization.

Structural Benchmarks

. Submission to Parliament of the new Banking System Law.

. Submission to Parliament of a new Budget Systems Law that is consistent with best

International practices.

» Adoption of a concrete timetable for the implementation, in 2002, of all short term
elements of the Customs Committee reform program.
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Table 11. Azerbaijan: Review and Phasing of Disbursements Under the Proposed PRGF

Arrangement
(In millions of SDRs)
Date of Disbursement Conditions Disbursement

July 2, 2001 Disbursed upon Board approval of the 8.05
PRGF arrangement

On or after October 15, 2001 | Completion of the first review; end- 8.05
September 2001 performance criteria

On or after April 15, 2002 Completion of the second review; end- 12.87
March 2002 performance criteria

On or after October 15, 2002 Completion of the third review; end- 12.87
September 2002 performance criteria

On or after April 15, 2003 Approval of the fourth review; end-March 12.87

: 2003 performance criteria

On or after October 15, 2003 Completion of the fifth review; end- 12.87
September 2003 performance criteria

On or after April 15, 2004 Completion of final review; end-March o 12.87

2004 performance criteria
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Azérbaij an: Fund Relations
As of November 30, 2001

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

2. General Resources Account: SDR Million % Quota
Quota 160.90 100.0
Fund Holdings of Currency - 306.24 190.3
Reserve position in Fund 0.01 0.0
3, SDR Department: SDR Million % Allocation
Holdings 0.59 N/A
4. Qutstanding Purchases and Loans: SDR Miilion % Quota
Extended arrangements 52.46 326
Contingency and Compensatory 56.32 350
Systemic Transformation 36.56 22.7
PRGF arrangements 89.95 559
5. Financial Arrangements:
Approval Expiration Amount Approved  Amount Drawn
Tvpe Date Date (SDR Million) (SDR Million)
PRGF 07/06/2001  07/05/2004 80.45 8.05
EFF 12/20/1996  03/19/2000 58.50 53.24
ESAF/PRGF 12/20/1996  03/19/2060 93.60 81.90

6. Projected Obligations to Fund:
(SDR million; based on existing use of resources and present holdings of SDRs):

Overdue Forthcoming
11/30/2001 2001 2002 2003 2004 2003
Principal 0.4 37.8 56.0 40.3 32.6
Charges/Interest 02 43 3.1 19 12
Total 0.6 42.1 59.1 42.2 33.8
7. Safeguards assessment

Under the Fund’s safeguards assessment policy, the Azerbaijan National Bank is subject to a
full Stage One safeguards assessment with respect to the PRGF that was approved on July 6,
2001, which is scheduled to expire on July 5, 2004. A Stage One safeguards assessment of
the Azerbaijan National Bank was completed on December 14, 2001. Based on the
preliminary findings of that report, an on-site assessment was conducted from January 7-18,
2002. The mission identified a number of relatively minor safeguards issues. The safeguards
assessment report is in the process of being finalized and will be completed before the second
review of the PRGF arrangement in June 2002.



-18 - APPENDIX I

. 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 countries whose exchange rate
regimes are managed floats.

9. Article IV Consultation

The 2000 Article IV consultation with Azerbaijan was concluded on August 1, 2000.
10.  ROSCs |

A fiscal transparency ROSC module was prepared by FAD (SM/00/278, 12/12/01).
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
Aktitrk, 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
August 2000, and then through May 2001. Mr. B.K.Chaturvedi has been replaced by

Mr. A. Khan whose assignment is from May 2001 to March 2002. A technical long-term
adviser for tax administration, Mr. Mark Zariski, was stationed in Baku from April 1995 until
April 1996. A new advisor on tax administration, Mr. Peter Barrand, has been stationed in
Baku since January 2001, and his assignment has recently been extended to November 2002.
Mr. Isaac Svartsman was resident advisor in the ANB for bank supervision and restructuring
from September 1998 to April 2001.



-39

Azerbaijan: Technical Assistance 1995-2002

APPENDIX ]

Area of Assistance

Fund Dept. Mission Dates
FAD Social safety net February 1995
MAE Central bank operations March 1995
FAD . Tax administration April 1995

- STA Balance of payments statistics April 1995
STA Monetary statistics May 1995
MAE Central bank operations October 1995
FAD - Treasury project inspection December 1995
FAD Tax administration project inspection December 1995
FAD Tax policy February 1996
STA Ralance of payments statistics March 1996
MAE Central bank operations and banking sector reform July/August 1996
FAD Treasury project inspection September 1996
FAD Expenditure policy October 1996
FAD Treasury project inspection December 1996
STA Monetary statistics December 1996
MAE Foreign exchange management January 1997
MAE Financial market development January 1997
FAD Tax administration January 1997
MAE Multitopic mission March 1997
STA Balance of payments statistics April 1997
MAE Bank restructuring and payments systems May 1997
FAD Tax administration August 1997
LEG Tax code legislation September 1997
MAE Multitopic mission QOctober 1997
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./Apnl 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
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Fund Dept. Area of Assistance Mission Dates

STA National accounts and GDDS November 2000

STA Money 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

Source: International Monetary Fund.
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Azerbaijan: Relations with the World Bank

Azerbaijan became a member of the IBRD in September 1992 and of the International
Development Association in late March 1995.

The current Bank assistance strategy focuses on four main areas: (i) establishment of a
palicy and institutional framework conducive to efficient and equitable private sector led
sustainable growth; (ii) enhancement of competitiveness in critical economic sectors,
largely in agriculture; (iii) alleviating poverty; and (iv) resettlement and rehabilitation of
Internally Displaced Persons (IDPs). In addition to the above, environment was identified
as an urgent issue that the Bank should address. A Country Assistance Strategy was last
issued on November 29, 1999 for FY00-02; the next Country Assistance Strategy for
FY03-05 is planned for October 2002.

As of December 31, 2001, the Association has committed US$461.6 million for 16
operations, of which US$256.1 million has been disbursed: Petroleum Technical
Assistance (US$20.8 million, approved April 1995); Baku Water Supply (US$61 million,
approved June 1995); Institution Building Technical Assistance (US$18 million,
approved July 1995); Rehabilitation Loan (US$65 million, August 1995); Gas
Rehabilitation (US$20.2 million, September 1996); Farm Privatization (US$14.7 million,
January 1997); Structural Adjustment Credit {US$70 million, July 1997 and US$7
million, March 1999); Urgent Environment Investment (US$20 million, June 1998); Pilot
Reconstruction (US$20 million, July 1998 and US$10 million, June 1999), Education
Reform (US$5 million, May 1999), Cultural Heritage Preservation (US$7.5 million, May
1999); Agriculture Development and Credit (US$30 million, June 1999);
Irrigation/Drainage (US$42 million, June 22, 2000); Financial Sector Technical
Assistance (US$5.4 million, June 2001); Health Reform (US$S million, fune 2001) and
Highway (US$40 million, June 2001). Due for Board approval this fiscal year 2002 is a
Institutional Building Technical Assistance I1 (US$16.8 million) as well a supplemental
credit for Baku Water Supply (US$12.9 million). A Structural Adjustment Credit II
(US$60 million) is underway and planned for Board presentation in the second half of
fiscal year 2002.

The following economic and sector work has also been undertaken: a Country Economic
Memorandum in September 1993; an energy sector review in December 1993, studies on
the agriculture and financial sectors in July and October 1995, to determine sectoral
performance, prospects and constraints; a poverty assessment in February 1996; a
National Environmental Action Plan was finalized in cooperation with the government in
December 1997; a credit worthiness analysis was made in February 1998 and an energy
sector update was completed in June 1998. For 1999, a Public Sector Strategy paper was
completed and a Public Sector Reform Workshop was held in March 1999. Work on
trade support initiated in FY98 was completed in June 1999, as were informal notes on
pension reform (June 1999) and infrastructure privatization {April 1999). For 2000,
besides a report on Water and Wastewater, a multi-country paper on Caspian Oil and Gas
was presented at the Annual Meetings 2000 in Prague — follow-up efforts continue in
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2002. In addition, a Rural Sector and Infrastructure Report and the Country Economic
Memorandum were completed in 2001, Advisory services continue to be provided to the
financial and private sectors, including on Environmental Permitting, and Electricity. Due
to be completed in June 2002 are the Poverty Assessment, the Country Financial
Accountability Assessment and the Country Procurement Assessment Report. The Bank
and the IMF assisted the Government in the preparation of an Interim Poverty Reduction

Strategy Paper (IPRSP), which was presented in July 2001 - the full PRSP is planned for
~  September 2002.
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REVISION OF MONETARY DATA

Since the approval of the three-year PRGF arrangement and the issuance of the Staff Report
(EBS/01/91) in June 2001, Azerbaijan’s monetary statistics have undergone significant
accounting changes, necessitated by four main developments: the reclassification of some
monetary accounts, the removal of the Oil Fund and Agroprom Bank from the monetary
survey as of June 2001, and the revision of the amount of Agroprom Bank’s debt to the ANB
that was to be taken over by the government. The purpose of this appendix is to present these
changes and to demonstrate their cumulative impact on the monetary aggregates, in order to
facilitate the reading of the monetary tables, and in particular the comparison between
program targets and actual results. These changes are presented in the attached Appendix III-
Table 1(Summary accounts of the ANB) and Appendix III-Table 2 (Monetary survey).

A. Reclassification of Some Monetary Accounts

In November/December 2000, an STA mission conducted a thorough analysis of
Azerbaijan's monetary statistics and found some methodological weaknesses in the
compilation of monetary statistics, in the form of misclassifications of various monetary
accounts.' Almost all the monetary aggregates were modestly affected by these
misclassifications, including net domestic assets (NDA) of the ANB, the ANB's net credit to
the general government, total net credit to the general government by the banking system,
total credit to the economy, broad money and the net external position of the commercial
banks. On the fiscal side, the estimation of the overall deficit was also affected, as this
aggregate is defined from the financing side, and hence was affected via the net credit to the
general government by the banking system. To redress these weaknesses, the STA mission
recommended a new classification of monetary accounts that was adopted by the authorities.’

! This issue was noted in EBS/01/91(Para. 43). The necessary reclassification of the accounts
was discussed with the authorities and understanding was reached that program performance
would be assessed on the basis of the new classification of monetary accounts. The staff has
done a thorough analysis of the purchases made under the old program and concluded that
these misclassifications did not resuit in any case of misreporting.

® These misclassifications include, inter- alia, several government accounts with the ANB
and commercial banks, which were previously treated as other liabilities (in other items net,
OIN), and are now incorporated into the government’s net position vis-a-vis the ANB and the
commercial banks, respectively; some commercial banks' gross claims on the general
government which were mistakenly treated as claims on the private sector, and have been
reclassified as claims on general government; and government foreign currency deposits
which were previously included in broad money, and are now part of the government’s net
financial position vis a vis the banking system.
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Tables 1b and 2b compare the program targets as approved by the Executive Board, (first
column) and the adjusted program numbers based on the new classification of monetary
accounts (second column). The adjusted data have been estimated on the basis of the March
2001 monetary accounts under the new classification, and derived by using the flows of the
monetary program. For example, in Table 1.b., the program target for net credit to the general
government for end-September 2001 was 166 billion, corresponding to a cumulative increase
of manat 328 billion since April 1, 2001; and the adjusted program target is manat 169
billion, corresponding to an identical flow during the same period. In Table 2.b, credit to the
gconomy was programmed to reach manat 2,452 billion in September 2001 (manat +32
billion); and the adjusted program target is manat 2,274 billion as against manat 2,242 billion
at end-March 2001 (+manat 32 billion).

B. The Removal of the Qil Fund

At the time of program approval, the Oil Fund was part of the monetary survey, mainly for
transparency reasons but also for practical reasons because all the Fund's resources were
managed by the ANB and appeared in its balance sheet; the ANB’s balance sheet was, to
that effect, the main source of information regarding the Oil Fund assets. However, starting
in August 2001, following the enactment of the regulations on the Oil Fund's asset
management, the Management of the Oil Fund took over the responsibility of managing and
investing the oil fund assets, and established its own periodic reporting on the Fund’s
financial situation. In view of this new situation and the fact that the Oil Fund has no
monetary impact, the staff has decided to remove it from the monetary survey and the
summary accounts of the ANB; in these last two tables, the Oil Fund was treated as part of
foreign assets on the asset side and as government deposits on the liability side.

Tables 1.c and 2.c compare program targets and the adjusted program targets taking into
account the cumnulative effect of the new classification and the removal of the Qil Fund from
the monetary framework starting in June 2001, Compared with 1.b and 2.b, the affected
aggregates are the net foreign assets of the ANB and the net foreign assets of the banking
system, which previously comprised also the oil fund assets; and the net domestic assets of
the ANB and the net domestic assets of the banking system, which no longer comprise the
0il Fund's deposits. '

C. The Removal of the Agroprom Bank

The removal of Agroprom Bank from the monetary survey dates back to May 2001 and
followed the withdrawal of the bank's banking license, and the transformation of Agroprom
into a nonbank financial institution.’ The summary accounts of the bank at the time of the
removal of its license could be summarized as follows (in manat billion): net foreign assets

3 At the time of the preparation of the board documents, Agroprom’s summary accounts
were not available, which is why the withdrawal of Agroprom’s banking license could not be
reflected in the monetary program. ' o
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{-8); net domestic assets (+28), including net claifns on general government (-70), credit to
the economy (+596) and other items net (-498); and deposits, essentially in foreign currency,
(+20).

Tables 1.d and 2.d compare program targets and the adjusted program targets taking into
account the cumulative effect of the new classification and the removal of the Oil Fund and
Agroprom Bank from the monetary framework. While the removal of Agroprom has not
affected the summary accounts of the ANB (Table 1.d)*, it has affected all the aggregates of
the monetary survey. In order to make the adjusted program targets and actual results
comparable and to have the flows in the adjusted program equate to those in the program, the
end-March 2001 data, which is the base for the adjusted program targets, were adjusted by
removing the Agroprom aggregates.

D. The Revision of Agroprom's Debt to the ANB.

Following the withdrawal of Agroprom's banking license, the ANB and the Ministry of
finance (MOF) signed a convention transferring Agroprom's debt to the ANB to the
government. This convention was reflected in the monetary survey (and in the program
targets) in the form of an increase in the ANB's claims on general government by manat 258
billion, the provisional estimate of the debt, and a decline by an equivalent amount in the
ANB's claims on banks. In August 2001 (after the approval of the PRGF arrangement), and
following an exhaustive census and a detailed study of all the loans that would qualify for
this operation, the ANB and the MOF agreed to revise upward the amount of this debt by
manat 46 billion to manat 304 billion.

Tables 1. and 2. compare program targets and the adjusted program targets taking into
account the cumulative effect of the new classification, the removal of the Oil Fund and
Agroprom Bank, and the upward revision of Agroprom Bank's debt taken over by the
government. Compared with 1.d and 2.d, the affected aggregates are (in manat billion): pet
claims on general government (+46), and claims on banks (- 46) for the summary accounts of
the ANB; and net claims on general government (+46) and other items net (-46) for the
monetary survey.

E. The Total Impact of the Revisions

The attached Tables 1.f and 2.f. summarize the total impact of the revisions described above
on the monetary data, and compare for each quarter of the period December 2000-December
2001, the program targets, the adjusted program targets and the actual results.

* Agroprom's debt vis a vis the ANB has been transferred to the government, see section D.
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Table 1. Azerbaijan: Summary Accounts of the Azerbaijan National Bank, 2000-02

{In bHlions of manats)
2000 2001
Det. March June Sept.  Dec.
Bst. : Program
1.a, Program

Net fareign essets 1,570 3,056 3324 3524 3879
et intemationa reserves (convernible) 1,570 1,510 1,589 1,585 1701
Qil Fuad Invastnent 4] 1,547 1,735 1922 2,178
MNet domsstic assets 197 -1,558 1,643 -1,794 2,050
Net claims an consolidated government -2 -LN%  -1,588 -1,762  -2,032
et ¢laims on general govemment -92 -162 149 166 146

Oil Fund deposits 0 -1,547 1,735 1,828 -2,I78
Cleims on banks 701 617 409 434 448
Other iterns {net) -411 ~466 455 466 -456
Reserve money 1,767 1,499 {681 1,729 L 820

1.b. Incorporating the effect of the reclassification of the government accounis

2000 2001
Dec March Junz Sent, Dec,
Prog. Adj,  Prog. Adj. Prog. Al Prog. Adj. Prog. Adj,
Met foreign assets 1,570 1,569 3,036 5,044 31324 3314 3.524 3511 3,879 3,866
Net international reserves 1,570 1,569 1510 1456 1,583  1.576 1,595 1,582 1,701 1,688
Oil Fund Tnvesmment 0 0 1547 1,547 1,735 LS 1,928 1,929 2,178 2,178
Net domestic assels 157 199 -1,558 -1,544 1643 1,629 -1,794 -1,761  -2,050 -2036
‘Net ¢lairas on consolidated government 92 80 -L,709  -1,706 41,586 -1,583 -1,762  -L760 2,032 -2,029
Wet claims on general govemment -92 50 162 -15% 143 152 166 169 146 149
Qil Fund deposits ] 0 3,547 -1,547 735 735 -1928 -1,928 2178 L2178
Claims on banks 01 701 617 617 409 409 434 434 448 448
Qther items {net) -411 413 468 -456 465 -456 -466 ~456 465 436
Regerve money ! 1,767 1767 1499 1,499 1,681 1681 1,729 1,729 1829 1,829
Le. Incorporating the reclasalfication effect and excluding lﬁe Oil Fund
Net foreign assets 1,570 1,569 2036 1496 3324 1,578 3,524 1,582 33879 1,688
Net domestic assets 197 199 1,358 3 -1,643 105 -1,7%4 147 -2,050 142
L. Incorporating the reclasslfleation effect, and excluding the Oil Fund and Agraprom bank; same as l.c as the
removal of Agroprom hag no effects on the ANB.
1.e. Incorporatiag the reclassiflcation effect, excinding the Oii Fund and Agropram bank, 2od adjusting lor the agroprom debt to the ANB
Net domestic assets 187 198 -1,558 3 -1,643 105 1,74 147 -2,050 142
Net clatms on censolidatsd gyvermment 92 S0 -1,709 =159 -1,586 138 -1,762 218 2,092 195
Qfw; Net claims on general government -162 80 -162 ~159 149 198 166 215 146 195
Claisms on banks 701 TH 517 61?7 409 363 434 388 448 402
L[, Incorparating all effects
2000 2001
Dec tatch June
Prog.  Actk Adj. Act Prag. Act. Adj. Aot Prog. Prog. Adi Art. Prog, At AcL
Net foreign asgets 1,570 1,569 1,569 3,086 1496 1,49 3,324 1,576 1,605 3,524 2,011 1.975
Net domestic assety 197 199 19 -1,558 3 3 1,642 108 53 -1.794 402 -180
Net elaims on consalidared government 92 80 90 -1,709 158 L1359 1,586 - 198 172 -1,762 12 142
Ovw: Net claims on general government 92 -850 50 -162 -159 159 149 198 172 166 22 142
Claims on banks i 701 701 617 617 617 409 363 197 434 13 101
Other items {net) 411 413 -413 ~466 -456 -436 466 -456 -462 -466 -466 -423
Reserve money 1,762 1767 1,747 1,499  145%  1,48% 1,681 1,681 1,512 1,729 1,609 1,755
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Tabie 2. Azerbaijan: Monetary Survey, 2000-01
{In billions of manats)

2000 2001
Dec.  March June Sepl. Dec,
Est. Est. Frogrem
1.4, Program
Net foreign assets 2,893 3227 3,524 3754 4,149
Of which : ANB 1,570 1510 1,589  1,59% 1701
Commercial banks 1,321 168 198 228 268
Qil Fund ¢ 1347 1,735 1928 2,178
Net domestic assets 163 -577 -721 -B31 -L.022
Net claims on consolidated govemmont -1,353  -[,729 1,597 1758 2,029
Net claims on peneral government -116 -183 138 171 143
0il Fund deposits -1,237  .1,547 1,735 1928 2,178
Credit to the economy 2367 2428 2401 2452 2533
Other items (net) -1,177  -1,268  -1,526  -1,526  .1.526
Broad maoney 3,730 2,650 2,804 2,923 3,127
Manat broad money 1,661 1,549 1,641 1,704 1,823
Foreign curmrency depasits Loy L1102 L1800 1219 1,304
1014.4
2.b. Incorporating the effect ol the reclassiflcztion of the government sccounts
2000 2001
Bec Merch June Sept. Dec,
Prog. Adj. Prog. Act. Adj Prog. Prog. Adj. Prog. Prog. Ad). Prog. Prog. Adj.
Net Soreign nssets 2893 LB6O 3,227 3,174 3,524 3471 3,754 3,701 4145 4,097
8Fwhich : ANB 1,570 1,569 1,510 1496 1,589 1,576 1,593 1,582 1,701 1.688
Commercial banks 1321 1,289 163 127 198 157 228 187 268 27
il Fund ] 0 1547 1,57 L73S 5735 1,928 1928 4,178 2178
Net domastic assets -1583 -254 577 664 721 808 -231 418 -1,022  -1,109
Net cleims on consolidated government -1383 -1220 -1,929 1554 1,597 1422 L7538 -13B3 -2,008 1,834
Net zlaims on generzl govemment 116 17 -182 -7 138 3 I 346 148 n
Qil Fund depasits -1,237 1,237 -1,547  -1,547 1,735 -1,735 -192B 1928 -2,178 2,178
Credit to the econory 2367 2213 2420 2247 2401 2,223 24s5r 1174 2,533 2355
Orher items (net) A,177 1247 1,268 -1351 41,526 1609 .1526 -1,609 1,526 1,609
Broad money 2730 2606 2,650 2,511 2,804 2,664 2523 2,784 3,127 2968
Manat broad money 1,661 1,628 1,54% 1,504 1,643 1,599 1,704 1,659 1,823 1,778
Forzign currency deposits £,069 978  L102  LOOYT 1,160 Lees 1,21 1,124 1304 1,210
2.c. Incorporating the reclassification effect and excluding the Oil Fund
Net foreign assets 2,893 1,623 3,227 1,627 3524 1,737 3,74 1,773 4140 1,91%
Of which : Commercial banks 1,324 52 168 127 198 157 228 187 268 227
Met dotnestic assets -163 983 -577 881 -721 927 =831 1610 1,022 1,069
2.d. Incorparating the recalssifiention effeet, and excluding the Ol Fund and Agroprom bank
Net foreign assets 2893 1631 3227 1,835 3,524 1,744 3,734 1,781 4,149 1,926
Net domesuc asssts -163 983 -577 855 =721 399 -831 982 -l,022 1,040
Net claims on cansalidated governmen: -1,353 87 1,729 63 -1,597 383 1,758 416  -2,029 394
Qiwr; Net claime on general government 116 37 -182 63 138 383 17 416 143 394
Credit to the economy 2367  i,624 2,420 1,649 2401 1,631 2452 1482 2,53 1,762
Other jtams (net) -1177 756 -1,268 857 1526 L0115 -1,526 0 L1150 -1,5326 0 -L1LS
Broad maney 2,730 2,586 2,650 2,490 2804 2,543 2923 2,763  3,i27 2967
2.e Incarporating the rectassification eifect, excludiog the Qi Fund and Agroprom bank, und adjustlng for the agroprom debt to the ANB
Net domestic assets CL63 983 =577 855 -121 859 -B3t 982 -1.022 1,040
O/w: Net claims on general govemment 116 87 -182 63 i38 420 17t 452 148 440
Offer ftems {net) LIT? -756  -1,268 -857  -1,526 -Li6L -1,526 -L161 1,526  -1,161
2.f. Incorporating all effects
2000 2001
Dsc March June Sept. Diuc.
Prog. ActAd). Act,  Prog.  Actad), Agt Preg. Prog. Adj. Act. Prog. Prog. Adi Act.  Prag, Prog. Adi. Act,
Net foreign assets 2,893 1831 1,623 3227 1,635 1,627 3,524 1,744 1658 3,754 1,781 2,181 4,149 1926 2,161
Cf which: ANB 1,570 1,369 1,569  LIl10 1,496 1,496 1,589 1,576 1,605 1,595 1,382 2011 1,701 1,688 1,975
Commerzial banks 1,321 60 52 168 135 127 138 185 92 228 195 141 263 235 137
et domestic assets +163 955 983 577 853 883 =721 859 74 -831 982 637 -1,022 1,040 502
Domestic ceedit 1014 1,711 2230 691 1,712 2,233 808 2,060 2,059 634 2,143 1,940 503 2,202 2,178
Neat claims on consolidated govemment -1,353 87 17 -1,72% a3 -7 -1,597 428 386 -1,758 452 i85 -2,029 440 403
C/w: Netelaims on generai govemment <118 37 17 .18 63 e 138 429 386 m 452 185 148 440 403
Credit to the econamy 2,367 1,624 2213 2.420 1,649 2,41 2400 1,631 1673 2,452 1,682 1,755 2,533 1,762 1,773
Other items (net) -1177 <756 1,247 -1,268 «857  -1,351 1,526 -L,060  -1,285 1526 -LL61 L33 L1526 1,161 1,276
Broad money 2,730 2,586 2606 2650 2490 2511 2,804 2,643 2472 2923 2763 2,778 3,137 2,967 3,063
Manat broad money 1,660 1,608 1,628 1549 1,484 1,504 1,643 1579 1474 1,704 1,639 1,604 1,823 1,758 1,765
Foreign currency deposits 1,065 978 978  LI0: 1,006 1007 1,160 1,065 999 1,219 1,126 1175 1304 1,209 1,298
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Azerbaijan: Statistical Issues

Several major issues need to be addressed in the areas of balance of payments, national
accounts, and consumer and producer prices. In this connection, extensive technical
assistance has already been provided by the Fund (five STA missions since November 2000).
It will be important for the authorities to persevere with the implementation of the
recommendations derived from this assistance.

Government finance statistics

The Treasury system has significantly improved with the assistance of an FAD resident
advisor, and commitment accounting, introduced from January 1, 1999, is working well. A
verification system has also been in place since end-2000. Nonetheless, more work is needed
on data on public sector employment and wages.

Money and banking statistics

An end-2000 STA mission conducted a thorough review of the monetary statistics produced
by the Azerbaijan National Bank (ANB), following the full migration to a 3-digit chart of
accounts for the ANB and the infroduction of a new 4-digit chart of accounts for other
depository corporations. The mission also developed new reporting forms to be submitted
monthly in an electronic format to STA, and made recommendations to improve the
presentation of the analytical balance sheet of theANB. The authorities were in agreement
with the mission's recommendations and are now reporting to the Fund on a regular basis.
Additional technical assistance in monetary statistics and general statistical organization
matters will be provided after the new 4-digit chart of accounts of the ANB becomes fully
operational.

External sector statistics

Weaknesses in the balance of payments compilation include: (i) the fact that valuation
changes of foreign assets and liabilities of the banks and the foreign exchange component of
reserve assets are not taken into account in compiling the transactions data; (ii) the fact that
the components of gross reserves are not adequately identified; (iii) compilation of
nonguaranteed external debt and international investment position data; (iv) poor data on
migrants' transfers; and (v) poor information on non-oil sector foreign direct investments and
other capital flows. An STA mission provided assistance on balance of payments and
external debt statistics in March-April 2001.

National accounts

An STA mission visited Baku in February 2001 to address the serious weaknesses in
Azerbaijan’s national accounts, including most notably a substantial underestimation of the
contribution of the oil sector. The authorities have made significant progress in correcting
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this underestimation since then. However, for several economic activities the source data
remain weak and the compilation methodology is inaccurate.

Price statistics

Good progress has been made towards developing a producer price index (PPI). Three STA
missions were undertaken since November 1999 to assist the authorities in developing the
PPIL. The last of these missions, in February 2001, assisted the authorities in making the final
preparations for the calculations and publication of the index. The authorities have started to
publish a PPI for the first time in 2001,

A November 1999 STA mission reported major weaknesses in the Consumer Price Index
(CPI). The mission reported that specific attention should be paid to the basket of goods and
services used and the procedures for updating the weights. The February 2001 price statistics
mission made a start in helping the authorities to prepare a new CPI. However, the new
household budget survey, on which the new CPI will be based, has not been completed yet.



Table 1. Azerbaijan: Core Statistical Indicators

{As of January 10, 2002)
Exchange { International | Central Bank [Reserve/ Base| Broad Interest | Consumer } Exports/ E:;ir:t Go?;:;ﬁiﬂ | Gop Extcmal Pubi%c
Rates Reserves |Balance Sheet] Money Money Rates |Price Index| Imports Balance Balance Debt/debt service
Date of latest observation | End-Dec. | End-Dec. End-Dec. End-Dec. | End-Dec. | End-Dec. | End-Dec. | Q3 2601 Q3 2001 3 2001 | End-Nov. . Q3 2001
IDate received Jan.8 Jan.8 Jan.8 Jan.B Jan 8 Jan.B Jan.? Dec.5 Dec.5 Dec.5 Dec.15 Oct. 26
Frequency of data D 2] D D D w M M Q Qv M Q
Frequency of reporting D D D D D w M M Q Q M Q
Source of data A A A A A A A A A A A A
Maode of reporting C C C C C C C C C C C v
Confidentiality U 19} U u U u u U u U U B
IFrequency of publication D M M M M w M M Q Q M Q

1/ Deficit calculated from data on financing.

Explanation of abbreviations:

Fregquency of dala, reporting and publication: D-daily, W-weekly, M-monthly, Q-quarterly.

Source of data: A-direct reporting by Centra! Bank, Ministry of Finance, or other official agency.

Mode of reporting: C-electronic mail or facsimile; V-staff visits, )
Confidentiality. U-unrestricted use; B-for use of the Staff and the Executive Board prior to publication.

_Og_
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AZERBAIJAN: TECHNICAL CONSULTATION NOTE

1. This note summarizes technical assistance (TA) provided to Azerbaijan by the Fund
for the past two to three years. Over this period, Azerbaijan has received assistance from the
Fiscal Affairs, Monetary and Exchange Affairs, Statistics, Legal, and the Technology and
General Services Departments. It also covers future TA needs.

1. FiSCAL AFFAIRS DEPARTMENT (FAD)

2. The Fiscal Affairs Department has recently provided technical assistance to
Azerbaijan in many areas, including public expenditure management, fiscal transparency, tax
administration, customs administration, and public expenditure policy. FAD resident advisors
are currently installed in the areas of tax administration and treasury computerization.

A. Public Expenditure Management and the Treasury

3. Over the past four years, Azerbaijan has received significant assistance in
implementing and expanding the treasury with the aid of a resident treasury advisor. Initially,
this TA focused on creating a single treasury account, which the central treasury has been
operating since 1998. Subsequently, the resident advisor focused on expanding treasury
coverage and reporting procedures, improving commitment accounting and financial
planning, improving the budget classification, improving the quality of financial planning,
strengthening commitment controls, and establishing registration of verification. In March
2001, a new treasury advisor began a 9-month assignment that focuses on development of a
Government Financial Management Information System (GFMIS) for the treasury. The
authorities have stressed the need for continuing TA in this area.

4, Treasury operations and control have improved markedly in the last several years as a
direct result of FAD assistance. The implementation of the single treasury account and
expenditure controls has significantly reduced budgetary arrears and improved financial
planning. Assuming the successful completion of the current treasury advisor’s assignment, a
second assignment should begin sometime in early 2002 and is expected to cover the
transition from the pilot phase to full implementation of the GFMIS project.

B. Fiscal Transparency

5. A mission in February 2000 assisted the authorities in performing an assessment of
fiscal transparency, a Report on the Observance of Standards and Codes (ROSC). The Report
noted the need to publish reports on the execution of the budget on a more regular basis,
enhance the information and analysis provided in the budget, ensure the transparency of Oil
Fund operations, strengthen the credibility and capacity of the external audit function,
rationalize and simplify regulation of the private sector, and make relations between the
government and public sector enterprises more transparent by quantifying, reporting, and
eventually eliminating quasi-fiscal activities.
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6. As part of a reform program supported by a Poverty Reduction and Growth Facility
(PRGF) arrangement approved July 2, 2001, the authorities are taking steps to address some
of the issues noted in the ROSC. Specifically, they have adopted regulations on management
of the Oil Fund’s assets, committed to published audits of the Oil Fund and to run all
nonoperational expenditures of the Oil Fund through the state treasury, established a supreme
audit authority, removed some regulatory responsibilities from state-owned enterprises, and
committed to making quasi-fiscal utility subsidies explicit in the 2002 budget. An FAD
mission visited Baku in August 2001 to provide recommendations on a new organic budget
law, which is intended to codify many of the budgetary and transparency reforms. The
authorities have requested additional TA in implementing the new budget systems law.

C. Tax Administration

7. Following a December 1998 mission on tax administration and in response to the
authotities’ request for additional technical assistance, FAD assigned a peripatetic expert to
Azerbaijan to follow up on the mission’s recommendations and to provide additional
technical advice. The expert focused, in particular, on three main areas: (1) changes to the
Tax Code which were needed to clarify taxpayers’ rights and obligations and to ensure that
the tax administration could appropriately carry out its work; (2) reforms in basic tax
administration procedures (e.g., taxpayer registration, filing and payment procedures, audit,
enforced collection, and taxpayer services); and (3) implementation of modern tax
administration procedures in the large taxpayer unit. Based on progress made as a result of
this TA, FAD approved the assignment of a long-term tax administration advisor to follow up
on these issues starting July 2000. This assignment was recently extended to September 2002.
The advisor will help the authorities to broaden self-assessment, modernize filing and
payments procedures, improve audit and enforcement capacity, strengthen the Large
Taxpayer Unit, and improve taxpayer services. The Ministry of Tax has indicated to be
especially interested in utilizing this TA to strengthen internal and taxpayer auditing
capacities.

8. An assessment of technical assistance to Azerbaijan in tax administration during the
past two to three years must take into account the fact that the tax administration at the start
of reform program had a weak structure and was under-resourced. Moreover, the tax
administration faced the task of implementing a new tax code, with tax officials having
received relatively little training in the contents of the new code and with weak understanding
of the new code’s provisions. Against this background, progress has been positive, but slow.
Efforts are still required in a number of critical areas, and substantial progress will need to be
made in the last quarter of 2001 if FAD is to continue its assistance to the tax administration.

D. Customs Administration

9. Over the past several years, FAD has provided advice on customs administration on
several occasions. On the request of the authorities, an April 2000 FAD mission conducted a
diagnosis of the State Customs Committee (SCC)’s organization and procedures and
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prepared a plan of action for its reform and modernization. A June 2001 FAD mission
concluded that significant progress made in implementing the recommendations of the April
2000 mission in recent months, including (1) the adoption of a new tariff nomenclature;

(2) the adoption of a presidential decree reducing the scope and clarifying the procedures for
the granting of exemptions; (3) the adoption of a new structure for the organization of the
SCC; (4) the introduction of a code of conduct; (5) the completion of the first phase of a
project to link customs offices by wide area network; and (6) the adoption of a law on
customs brokers. Specific measures have also been initiated to promote integrity among staff
and improve transparency of procedures. On the other hand, the mission reiterated and
updated in its aide-mémoire a number of key recommendations of the FAD April 2000
mission including (1) the appointment of a committee to coordinate reforms; (2) the
establishment of a tariff and trade policy committee to deal with the tariff reform; (3) a
further review of the scope of exemptions, in particular for those under the Oil Production
Sharing Agreements; (4) the streamlining of procedures for reliable traders; and (5) the
development of a computer system with function capabilities including valuation checks.

10.  In the context of Azerbaijan’s new PRGF, it was agreed to issue a tender for an
external evaluation of the SCC’s organization and procedures. The June 2001 FAD mission
helped the authorities in preparing the tender and terms of reference for this evaluation. Once
the evaluation of the SCC has been completed by the selected company, it is understood that
the government will prepare a reform action plan to be implemented in the context of the
PRGEF-supported program.

11.  The recent move made by the SCC to accelerate the customs reform process and the
acceptance of an independent evaluation of its organization and procedures should be
interpreted as positive signs of a commitment to reform. The authorities have indicated that
they expect further FAD technical assistance to help draw up an updated action plan based on
the results of the evaluation.

E. Public Expenditure Policy

12.  In August 2000, an FAD mission visited Azerbaijan to provide advice on continuing
public expenditure reforms. The main recommendations of the report were to (1) streamline
the government sector and decompress wage scales, (2) improve the targeting of social
assistance, particularly in the energy sector, (3) reduce the number of staff in the education
sector and spend the savings in the sector on goods and services and wage increases, (4)
provide more funding for basic health care, and (5) improve management and evaluation of
capital spending projects.

'13.  In general, progress on public expenditure efficiency was slow, but most of the
recommendations in the August 2000 report have now been implemented. Improvements
have been made in some areas, including the implementation of a new civil service law that
decompresses some wages and increased budgeting for health expenditures. Nonetheless,
significantly more effort is needed in this area.
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II. MONETARY AND EXCHANGE AFFAIRS DEPARTMENT (MAE)

14.  Inrecent years, MAE has provided technical assistance through a mix of short- and
long-term expert visits, staff visits, and multi-topic missions in the areas of systemic bank
restructuring and banking supervision, banking legislation, payments systems reform, and
monetary and exchange operations. Technical assistance in bank restructuring, bank
supervision, and payment system reform has been closely coordinated with the World Bank.
At the authorities’ request, MAE and the World Bank assisted in developing a strategy for
systemic banking restructuring in late 1999. Substantial progress has been made in carrying
out the strategy, but these achievements will need to be consolidated through further
structural reforms contemplated under the new Fund program and will require continued
technical assistance. In conjunction with the recent internal reorganization of the Azerbaijan
National Bank (ANB), MAE has also been providing assistance in central bank accounting
standards and policies and internal auditing.

A. Banking Restructuring

15.  From September 1998 through April 2001, advice in this area was provided by a
resident advisor in bank supervision and bank restructuring, and supported by advice from
headquarters and several MAE missions. A major accomplishment was the development of a
comprehensive strategy aimed at the restructuring of the state banks, the private banking
system and strengthening the prudential framework for banking in the areas of supervision,
payments, accounting, and the underlying legal framework. Substantial progress has been
made in implementing the strategy, although important elements remain to be completed.

-16. A new peripatetic advisor on banking supervision and restructuring began work in
August 2001. He is to advise on any remaining outstanding restructuring issues as needed and
to assist in coordinating the work of World Bank and other experts in this area. Under the
work plan developed, he is also assisting in a study of impediments to efficiency and
competition in the banking system and the development of a plan to reduce the impediments
identified. The ANB has stressed the importance of continued TA 1 in this area in 2002,

B. Banking Supervision

17.  With the assistance of the resident advisor, 12 new or revised supervisory regulations
were developed. The advisor also helped develop a new bank reporting form, consistent with
international accounting standards, and tenders will soon be requested for software to
computerize the off-site reporting process. The development of the new reporting system was
also intensively utilized as a training tool for both off-site and on-site supervisors. In
addition, he advised on the development of a bank rating system and on the integration and
reorganization of the supervisory function, including the expansion and upgradmg of staff
through outside recruitment under an improved salary structure.

18.  Continued assistance will be needed from the new peripatetic advisor to further refine
work in these areas, assist in implementing fully new regulations, and provide training to
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reinforce current skills in techniques for off-site analysis and on-site inspection. The work
program for the new advisor (which contemplates visits on roughly a quarterly basis through
end-2002) also calls for assistance in further developing capacity for resolving problem banks
through training and the development of a manual and procedures for this purpose. The work
program includes assistance in conducting a Basel core principles self-assessment and in
developing an ongoing intemal training program.

C. Legal Assistance

19.  Advice on revising the current commercial and central banking laws was provided in
the context of an April 1999 MAE mission. However, after further review, the authorities
opted to draft a completely new commercial banking Jaw, on which work is currently
underway with the assistance of TA jointly supported by MAE and the Legal Department. A
major thrust of the new law will be to strengthen the framework for corrective action and
bank resolution. The authorities are committed to sending the new draft law to Parliament
during its current session and have stressed the importance of continued TA in developing the
law. Recently, an MAE expert assessed the legal and regulatory framework for the new
payment system and concluded that the framework was currently adequate. Once the new
banking law has been passed by Parliament, the authorities will contemplate revising the
central banking law and are likely to request assistance for this project.

D. Payment System

~20.  Since May 1997, a payments expert has visited Azerbaijan on roughly a quarterly
basis. With his assistance, a long-term payments system strategy was developed and adopted,
accounts of banks with branch networks were consolidated, a Real Time Gross Settlements
(RTGS) system was implemented (in eatly 2001}, and a service bureau arrangement was
developed to integrate into the RTGS system some smaller banks that do not possess the
necessary SWIFT technology. The implementation of the RTGS is considered to be an
important accomplishment that is expected to substantially reduce operating costs and
improve liquidity management of commercial banks. It should also reinforce recent efforts to
improve government cash management.

21.  Two additional visits are contemplated for this expert to assist in completing work on
the planning and procurement of an electronic low value payment system, which would
handle both card-based and bulk payments, He will also advise on refining the RTGS
operation, implementing RTGS interfaces to the new general ledger accounting system, on
matters related to the joint ANB/Treasury Department payment system initiative and possibly
on implementing a check clearing process. Since the low value payment system project has
been expanded from its original conception, follow-up assistance will likely be needed

in 2002. The authorities agree that additional TA in this area will be needed in 2002.
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E. Accounting

22.  Inthe context of a major intemal reorganization of the ANB, an MAE expert advised
on carrying out fundamental changes in the functions and procedures of the Accounting and
Reporting Department (ARD). As a result, the ARD has moved from being merely a -
department for recording and consolidating central bank transactions to assuming full
responsibility for determination of ANB accounting policy and procedures. Beginning

in 2001, another MAE peripatetic expert has been providing advice on improvements in new
accounting standards applying to financial institutions to bring them into conformity with
international accounting standards, strengthening of ANB accounting procedures, and the
development of a modern central bank budgetary system. The development of new
accounting standards and procedures applying to financial institutions will be an important
step in producing more reliable information on the soundness of commercial banks. Progress
in ANB accounting has been excellent, in large part due to the hard work of the accounting
staff, and the support of senior management. Two more visits are scheduled through

early 2002, but additional support in this area is likely to be needed in 2002. This assessment
is shared by the authorities.

F. Internal Auditing

23.  In October 2000, an MAE mission assisted in developing an action plan for making
the newly established Internal Auditing Department functional. An MAE expert began
peripatetic visits in January 2001. Advice has been provided in developing an internal audit
charter; annua! work plan, internal questionnaire and audit program in support of audit
methodology; and in revising the audits procedures manual. Training has also been provided
in auditing strategies, policies, and procedures. While progress was initially slow because of
the complete lack of familiarity with, and in-house expertise in, auditing, the ANB staff are
become more comfortable with intemnational audit practices, and progress is accelerating.
IMF staff and the ANB agree that follow-up assistance will be required in 2002, especially to
provide training in specific auditing methodologies and to develop an ongoing training
program.

G. Monetary and Foreign Exchange Operations

24, An April 1999 MAE mission provided advice on improving the functioning of the
foreign exchange market and ANB intervention policies, upgrading the design of the
relatively limited monetary instruments in use, and strengthening ANB/Treasury coordination
to improve the functioning of the treasury bill market. While advice in these areas has been
implemented and technical improvements have been made in the treasury bill market, market
development has been slow because of the Ministry of Finance’s concerns about the interest
costs on these instruments and the current absence of large treasury financing needs. A

June 2001 MAE mission examined issues related to the market’s further development.
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25.  With progress on systemic bank restructuring under way, the authorities are now
turning their attention to improving the framework and instruments for monetary and
exchange policies and developing financial markets. In this context, a request has already
been made for a resident advisor to assist in developing ANB capacity in macroeconomic and
monetary analysis and forecasting, an issue that will be revisited in detail by the next MAE
mission. Additional assistance will also be required in further improving monetary

~ instruments and the operating framework for monetary and exchange policy.

IHl. STATISTICS DEPARTMENT (STA)
A. Balance of Payments Statistics

26.  Over the period 1995-2001, IMF technical assistance in the area of the balance of
payments statistics was provided to the ANB during five balance of payments statistics
missions. The missions guided the ANB in its substantial efforts to implement the
recommendations of the fifth edition of the Balance of Payments Manual (BPMS5), with the
result that quarterly balance of payments statements are now published regularly in the BPMJ
format on a timely basis, and anhual international investment position (IIP) data will be
published in the September 2001 issue of International Financial Statistics (IF'S). ANB staff
have a thorough knowledge of the BPM5 methodology, and have largely implemented the
BPMS5 recommendations, with the exception of the methodology used for direct investment
income associated with large investments in the oil sector.

27.  All data sources used to compile the balance of payments and IIP data were examined
in detail and it was found that, with the exception of those for foreign direct investment in the
oil sector, workers remittances, and compensation of employees, the data sources were
generally acceptable, although further improvements are required. The areas of greatest need
for improvement are (i) identifying goods for processing in the custom statistics, (i1)
augmenting the coverage of transactions in the oil sector, (iii} developing data on migrants’
transfers, workers remittances, and compensation of employees, (iv) improving the
methodology for compiling external debt, (v) excluding valuation changes from the
calculation of transactions in the foreign financial assets of commercial banks, (vi) further
development of the International Transactions Reporting System, (vii) improving the quality
of the ITP data, and (viii) improving the data on shuttle trade.

B. Real Sector Statistics

28.  During the last three years, Azerbaijan has received 6 technical assistance missions in
real sector statistics—three in price statistics, two in national accounts statistics, and one in
national accounts and GDDS. The two national accounts statistics missions, conducted in
1999 and 2000, assessed the development of source data, reviewed compilation procedures
for annual and sub-annual national accounts, developed a medium-term program for
improvement of national accounts estimates and prepared a broad-based quality assessment
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of national accounts estimates. The mission provided specific guidance on issues related to
the undervaluation of output in the crude petroleum and gas industry, improvement of
estimates of unrecorded activities, valuation adjustment of inventories, and implementation
of new activity classification. However, for several economic activities, the source data
remain weak. In addition, there continue to be weaknesses in the national accounts
calculation methodology, especially in the deflators. The authorities have requested further
technical assistance in national accounts statistics, including a resident national accounts
advisor.

29.  The price statistics missions provided technical assistance in developing a producer
price index (PPI) and in revising the consumer price index (CPI). For the new PP, the
missions assisted State Statistics Committee (SSC) staff in the selection of a new sample of
enterprises, provided detailed instructions and assistance in the selection of products and
specifications for pricing, assisted in the redesign of the of data collection forms, and
corrected problems that arose in the weights for the index. The authorities started to publish
the new PPI in 2001. The missions also evaluated the CPI {price collection procedures,
weights tabulation, sampling of items and outlets, etc.} and assisted the SSC in developing a
plan for carrying out a short-term project for the development of 2 new CPL The SSC
expressed interest in obtaining further technical assistance from the Fund on the PPI and the
CPL

C. Monetary and Financial Statistics

30.  In November-December 2000, a monetary and financial statistics mission conducted a
thorough review of Azerbaijan’s monetary statistics, following the full migration to a 3-digit
chart of accounts for the ANB and the introduction of a new 4-digit chart of accounts for
other depository corporations. The mission found some methodological weaknesses in the
compilation of monetary statistics which affect several monetary and fiscal aggregates. The
mission developed new report forms for the ANB and other depository corporations that
conform to the methodology of the Fund’s Monetary and Financial Statistics Manual
(MFSM), and made recommendations to improve the presentation of the analytical accounts
of the ANB. The authorities agreed with the mission’s recommendations and are now
reporting to the Fund on a regular monthly basis. Additional technical assistance in monetary
statistics will be provided after the new 4-digit chart of accounts of the ANB becomes fully
operational. '

D. Report on the Observance of Standards and Codes (ROSC)

31. A mission to prepare the ROSC data module, which will include a quality assessment
of all macroeconomic statistics, is on the mission schedule for April 2002,



-59 - APPENDIX V

IV. LEGAL DEPARTMENT (LEG)
A. Fiscal and Tax issues

32.  Beginning in September 1997, LEG assisted the tax authorities of Azerbaijan in
drafting the Tax Code, which was enacted in 2000. The enacted Tax Code is comprehensive
and includes tax administration provisions as well as normative provisions dealing with all
the taxes imposed in Azerbaijan, including income and profit taxes and VAT, The enacted
Tax Code basically follows LEG’s suggestions. In September 2000, assistance in drafting the
implementing regulations for the Tax Code was provided. This TA has not been very
effective, as some important recommendations were not followed by the authorities. LEG has
not been engaged in further TA on taxation since then, except for some minor comments on
interpretation issues relating to the Tax Code, which were communicated through FAD’s
local expert.

B. Banking Issues

33.  Since early 2001, LEG has been assisting the ANB in the drafting of a new banking
law, in close consultation with MAE. A draft banking law, based on the banking laws of
Western European countries and the banking Directives of the European Union, has been
prepared. At the request of the ANB, LEG has also prepared a draft of alternative bank
insolvency provisions in the banking law that would replace the general insolvency law that
currently applies to banks. There are currently ongoing discussions with the ANB on these
two drafts, with a view to consolidating them into one law. It is expected that LEG will
continue to provide follow-up assistance to the ANB and other government agencies during
the process of converting the draft banking law into text which is consistent with the legal
practice of Azerbaijan. It is also possible that ANB will request LEG’s assistance to explain
the draft banking law to the Azerbaijan parliament.

V. TECHNOLOGY AND GENERAL SERVICES DEPARTMENT (TGS)

34.  InMarch and September 1998 TGS staff and an external consultant assisted the
National Bark in Baku in the implementation of the Book Entry System for initiating the
securities depository and the primary issue auction of government securities in the National
Bank. The Book Entry System was one component of an overall payment system reforms
project coordinated by MAE staff. A third mission was conducted to Baku in December 1998
to assist in the final customization and implementation of the Book Entry System in the
National Bank. TGS has not had any missions to Azerbaijan since 1998 and none are
anticipated.
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This note provides an update on developments in data dissemination and fiscal transparency
and reviews the status of recommendations in the November 2000 “Report on the
Observance of Standards and Codes ~ Fiscal Transparency Module”, For a description of the
suggested reform measures together with institutions and practices refer to the original
report.’ The authorities have accepted to undertake a comprehensive ROSC exercise and a
mission led by the Statistics Department will visit Baku in April 2002.

A. Fiscal Transparency

A new budget systems law currently under review by the government addresses
shortcomings in transparency and accountability of the budget document and budget
preparation process. The new law has been drafted in close co]laboratlon with the Fiscal
Affairs department during a technical assistance mission in August 2001.° Its adoption by
parliament is a structural benchmark for March 2002 under the current program.

In November 2001 parliament approved a revised law on the Chamber of Accounts
giving it the authority to audit all government bodies including the Oil Fund. Adequate
funds have been approved in the budget for 2002 to enable an effective establishment of its
operations. A work program for 2002 has been developed in collaboration with experts from
the World Bank.

! The original report “Azerbaijan Republic - Report on Observance of Standards and Codes-
Fiscal Transparency Module” was issued in December 2000 as SM/00/278.

? Developing a Budget Systems, October 2001, P. Desai and B.K. Chaturverdi.



The proposed adoptien of a comprehensive energy sector reform plan marks an
important step towards a clearer separation between the public and the private sector.
The authorities have agreed to publicly acknowledge the quasi-fiscal activities in the energy
sector. Planned reforms will reduce large inefficiencies which have been created through a
system of non-payments for utility services. Further efforts will however be needed to
disentangle public and private activities in other areas, including by completing the process
of removing regulatory functions from state-owned enterprises.

B. Data Dissemination and Reporting

In June 2001 the government of Azerbaijan subscribed to the General Data Dissemination
Standard (GDDS). The Ministry of Finance continues to produce monthly, quarterly and
annual reports of fiscal operations on a GFS-based classification. Extrabudgetary funds such
as the Oil Fund funds have also begun to provide regular reports. Beginning 2002
transactions of the social protection fund will be executed through the single treasury account
which will further enhance its transparency.

Staff commentary

The imminent adoption of a new budget systems law and the strengthening of the supreme
auditing body represent significant reform measures in fiscal transparency. An important
remaining weakness in budget transparency is the lack of realistic budget estimates. Reforms
would entail the introduction of a systematic revenue forecasting process and improved
gxpenditure management methods. Finally, long term sustainable fiscal policies need to be
developed in the context of a medium term expenditure framework.
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IMF Concludes 2001 Article IV Consultation with the Azerbaijan Republic

On February 20, 2002, the Executive Board of the International Monetary Fund (IMF) concluded
the Article IV consultation with the Azerbaijan Republic.

Background

On July 2, 2001, the Executive Board approved a new three-year program under the Poverty
Reduction and Growth Facility, in an amount equivalent to SDR 80.45 million (50 percent of
quota). The first semi-annual loan under this program was disbursed in July 2001 (see Press
Release No. 01/33).

Azerbaijan’s 2001 economic performance was strong. Real GDP growth is estimated at

9 percent, exceeding the 8.5 percent program target for the year. Both the oil and the non-oil
sector, including agriculture, experienced strong growth. Consumer price inflation for the year
ending December was 1.3 percent, below the 2001 inflation target in the program of 2.5
percent.

Financial policies remain on track, with money and credit growth somewhat faster than
programmed and net international reserves of the Azerbaijan National Bank (ANB) well above
program targets. The fiscal deficit was well within program ceilings, notwithstanding a shortfall in
revenues. Revenue from state owned enterprises declined due to the switch from pre-
negotiated tax targets to payments according to the tax code. Expenditures were adjusted by

" Under Atrticle 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.

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



reducing expenditures on goods and services and domestically financed investments relative to
budget projections.

Throughout 2001, the exchange rate of the manat continued its gradual nominal depreciation.
The current account registered a slight deficit in the first half of 2001, compared with a small
programmed surplus, as larger than projected service imports more than offset the better than
programmed trade balance. Net direct investment increased sharply in the second half of 2001
and is projected to increase further over the medium term, as major energy sector projects are
being developed.

On the structural front, reforms continued across a wide range of activities. Progress was made
in spelling out rules for Oil Fund asset management and spending. The Customs Committee
has been evaluated by an external auditor, and the government has agreed on a reform
program on the basis of this evaluation. Steps that were taken to make the Chamber of
Accounts operational included appointing a head, submitting a revised law on the Chamber of
Accounts to parliament, and inclusion in the 2002 budget of adequate funding for this institution.
The ANB eliminated its deposits at the International Bank of Azerbaijan (IBA), thus contributing
to the creation of a level playing field in the banking sector. Other important reforms in this
sector in 2001 included the revocation of Agroprom’s banking license and the adoption of
operating principles for the state-owned United Universal Joint Stock Bank.

Combating arrears and non-payments in the domestic energy sector is a key focus of
Azerbaijan’s economic reform program. In the second half of 2001, a long-term management
contract for the Baku Electricity Distribution Network was signed, and the authorities decided to
eliminate all preferential consumer tariffs for electricity, gas heating, and transportation effective
January 2002. In February 2002, the government adopted a comprehensive plan to strengthen
financial discipline in the energy sector. An important element in this plan is the decision to
include subsidies to the utility companies in the 2003 budget, and to include these subsidies in
quarterly public reports on the execution of the consolidated government budget throughout
2002. The plan also contains a commitment to gradually eliminate the spread between domestic
and export prices for oil.

Executive Board Assessment

Executive Directors commended the authorities for Azerbaijan’s continued strong economic
performance in 2001, and noted that, despite the slowdown in the international economy and
the reduction in oil prices, real GDP growth has been sustained at a high level. The authorities’
economic policies contributed to low inflation and a positive consolidated government budget
balance. Directors felt that the prospects for broad-based economic growth and low inflation are
encouraging. However, in light of the continuing uncertain prospects in the energy sector,
Directors stressed that economic diversification over the medium term should remain a crucial
policy objective of the authorities in order to sustain a lasting reduction in poverty.

Directors agreed that the authorities’ fiscal stance for 2002, which is somewhat tighter than
originally envisaged, remains appropriate in the present circumstances. Nevertheless, they



advised the authorities to carefully monitor revenue developments, and to be prepared to adjust
the budget if developments—particularly those related to the oil sector—turn out to be less
positive than currently expected. They also urged the authorities to take steps to improve
revenue collections and expenditure management, and welcomed the increase in the share of
expenditures going to education, health and social protection.

Directors welcomed the adoption of a comprehensive plan to strengthen financial discipline in
the energy sector, noting that failure to reduce the large quasi-fiscal subsidies in this sector
would threaten both the economic stability already achieved as well as the further broadening of
economic growth. Directors were particularly encouraged by the decision to incorporate into the
state budget the subsidies provided by the State Oil Company of the Azerbaijan Republic
(SOCAR) to the utility companies, which they consider a crucial step toward fiscal transparency
and enhanced financial discipline. Directors emphasized the importance of the authorities’
commitment to develop a timetable for the gradual elimination of the spread between domestic
and export prices for natural gas, crude oil and oil products.

Directors were encouraged by the adoption of regulations and procedures to ensure the
integrated planning, execution and monitoring of the oil fund and state budgets in the context of
a consolidated budget. Directors urged the authorities to develop a prioritized Medium Term
Expenditure Framework and Public Investment Program to guide the utilization of oil fund
assets, stressing that the oil fund, if used wisely, can make a crucial contribution to combating
poverty in Azerbaijan.

Directors considered that monetary policy should continue to target a low rate of inflation, and
that the exchange rate should remain market-determined. They welcomed the ongoing efforts to
strengthen the banking system, including through improved banking supervision and raising the
share of foreign banks, and the progress in the rehabilitation of the state-owned United
Universal Bank. They encouraged the authorities to complete the privatization of the IBA in
order to create a competitive banking system in Azerbaijan. Directors praised the measures the
authorities have taken to eliminate funding sources for international crime and to prevent money
laundering.

Directors commended the authorities for the progress made in improving governance in 2001,
with the expansion of the authority of the Chamber of Accounts, the passage of an improved
procurement law, and the commitment to public reporting and auditing of the activities of the oil
fund. Directors also welcomed the completion of the external evaluation of the Customs
Committee and the adoption of a reform program on the basis of that evaluation, and
encouraged the authorities to move forcefully with its implementation.

Directors noted the progress made in the preparation of the Poverty Reduction Strategy Paper,
and urged the authorities to make every effort to develop a high-quality poverty reduction
strategy in a fully participatory manner.

Directors stressed the need to improve macroeconomic and social data. They welcomed the
steps that the authorities have taken in this regard in recent years, and urged them to continue



their efforts to strengthen the statistical system and to ensure the timely dissemination of
statistics. Directors welcomed the authorities’ intention to accept the obligations of Article VI,
Sections 2, 3, and 4.

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 policies; and (ii) following
policy discussions in the Executive Board at the decision of the Board. The Staff Report for the 2001
Article IV Consultation with Azerbaijan is also available.




Azerbaijan:

Selected Economic Indicators

1997

1998

1999 2000 2001

Staff Est.

GDP (in billions of manats)

Real GDP

Consumer price inflation (average)
Nominal manat wage (average)

Exports of goods (US$ million)
Imports of goods (US$ million)

Current account balance (US$ million)
Current account balance (in percent of GDP)

Consolidated Government (percent of GDP)

Total revenue

Total expenditure (including net lending)

Fiscal balance (- deficit)

Manat reserve money, end of period
Manat broad money, end of period

Exchange rate (manat/US$, end of period)
Exchange rate (manat/US$, period average)

15,791
5.8

3.7
58.5

808
1,375
-916
-23.1

19.1
20.8
-1.6

35.6
292

3,888

26,494
9.0

1.5
26.4

2,025
1,457
-134
-2.3

214
20.0
1.5

9.0
9.8

4,775

(Percentage change, unless otherwise
indicated)
17,203 18,875 23,565
10.0 7.4 11.1

-0.8 -8.5 1.8
18.9 95 20.2
678 1,025 1,877
1,724 1,433 1,539
-1,364 -600 -124
-30.7 -13.1 2.4
19.6 185 212
23.7 236 209
-3.9 -4.7 -0.6
-22.3 209 221
-10.6 5.3 11.1
3,890 4,378 4,565
3,869 4,126 4,472

3,985

4,655

Source: Azerbaijan State Committee on Statistics, Azerbaijan National Bank, Ministry of Finance;

and IMF staff estimates.



Statement by Roberto F. Cippa, Executive Director for the Azerbaijan Republic
February 260, 2002

My authorities would like to express their gratitude for the very constructive role the Fund
staff has been playing in the formulation of macroeconomic policies in Azerbaijan over the
last few years. For this review in particular, the good cooperation between the staff and the
authorities has resulted in a comprehensive package of measures which will be instrumental
in pushing forward the transition process of the Azeri economy. This is especially true in the
energy sector, where the authorities have adopted a thorough reform program aimed at
improving financial discipline. During the discussions about this reform program, the staff
made clear what its objectives should be. At the same time, the staff kept an open mind as to
how these objectives could be reached. This commendable approach allowed the authorities
to come up with their own measures in order to reach these objectives. The result is an
ambitious but realistic reform program with an exemplary degree of ownership.

Macroeconomic developments in 2001 were very positive with economic growth higher and
inflation lower than projected. In terms of policy performance and program implementation,
the authorities’ record over the review period has been very encouraging. The waivers the
authorities are requesting are due to relatively minor breaches of performance criteria which
have been swiftly corrected.

Fiscal policy and Energy Sector

With regard to fiscal policy in 2001, the stance was more restrictive than programmed. The
authorities reacted to a modest revenue shortfall by promptly reducing expenditure, avoiding
accumulating arrears. For 2002, the authorities have taken a number of important decisions in
the fiscal area. Most importantly, they have formulated a program to enhance the financial
discipline in the energy sector which has the potential to positively affect Azerbaijan’s
economy in a major way. While it is true that the energy sector program was expected to be
formulated by end-September 2001, the complexity of the undertaking was probably
underestimated at the outset. In any case, the delay until January this year gave the
authorities the necessary (ime 1o deline, in close cooperation with the staffs of the Fund and
the World Bank, measures which are both adequate and realistic,

The urgency of this program lies in the fact that a lot of resources in the energy sector are lost
due to inefficiencies and wrong incentives. In order to show the magnitude of the problem to
the Azeri people, the government has decided to publish the amount of the implicit state
subsidy to the energy sector during the two last years, as well as the projected subsidy for this
year, Starting in the first quarter of 2002, the quarterly reports on the consolidated
government budget will contain the amount of the subsidy which is provided by the State Oil
Company (SOCAR) to Azerenergy and Azerigas. In return, SOCAR will be granted tax
credits in the same amount. From 2003 onward, the subsidies will be formally incorporated
into the state budget. With these measures, the government intends to demonstrate to the
public that the current subsidies to utility consumption are too heavy a burden for the state.



Pointing to their opportunity cost, the government will then be in a reasonably strong
position to implement the ambitious reform program to enhance financial discipline in the
energy sector.

Beside the inclusion of subsidies in the budget reports and, eventually, the budget itself, the
energy sector program contains a wide number of measures, detailed in the Letter of Intent.
Overall, these measures are designed to generate higher payments by budgetary
organizations, state-owned enterprises and households, to make utility producing and
consuming companies more efficient, to speed up privatization in the energy sector, and to
gradually unify domestic with world market energy prices.

Monetary and Exchange Rate Policies

Monetary policy has been sound in Azerbaijan for the last several years. Over the review
period, monetary developments have been well in line with the program and all quantitative
performance criteria for end-September 2001 were met. With respect to the exchange rate,
the ANB is intending to continue its policy of managed floating. The authorities are aware
that, over the medium term, there is a need to consider the exchange rate policy in view of
the expected increase both in oil fund expenditures as well as in o1l sector revenues.

Structural Policy

As pointed out by the staft, the track record of structural reform in the last two years has been
impressive. All measures subject to performance criteria have now been implemented and
strong progress is continuing in a number of areas. In the banking sector, measures are being
taken based on diagnostic studies of commercial banks done last year. In particular, five
banks were closed, and both the minimum capital requirement and the limit on foreign
ownership of domestic banks have been increased. The authorities are committed to
eliminate the current limit of foreign ownership at the end of 2002. Furthermore, the new
Banking Systems Law will be submitted to parliament shortly. Regarding the technical
violation of a performance criterion due to delays in the elimination of deposits in non-
convertible currencies from the International Bank, it has to be noted that the amounts were
very small and that the accounts were closed shortly after the deadiine.

The authorities recognize the importance of advancing good governance. They therefore took
a number of decisions such as strengthening the Chamber of Accounts, passing an improved
procurement law, developing an anti-corruption law and accelerating the privatization
process. In this respect, the non-observance of the performance criterion on adopting the
revised law on the Chamber of Accounts was minor in our view. This law was submitted to
parliament just a few weeks later than envisaged and contains all the crucial elements.
Moreover, the draft 2002 budget includes adequate funds that will enable the Chamber of
Accounts to implement its new responsibilities quickly. In the area of tax administration, it is
important to note that the government has abolished the practice of negotiating tax payments
for large state-enterprises and that all taxpayers arc now required to pay taxes based on their
legal obligations.



Regarding the Customs Committee, the delay was due to factors beyond the authoriues’
control, Since the Azeri law requires at least three bidders for a tender to be valid, the tender
had to be rerun in order to obtain enough bids. However, the evaluation has now been
completed and based on it a Customs Committee reform program has been adopted in
January. Crucial elements of this program include better data collection and control, revenue
enhancement, trade facilitation, and greater accountability and efficiency of customs
administration.

Technical Assistance Consuliations

Technical assistance (TA) provided by the Fund has generally been well received and
successfully implemented. The authorities would like to express their gratitude for the
professional and efficient TA Azerbaijan has been receiving from the Fund. They particularly
appreciate the efforts of the resident advisors in the Treasury of the Ministry of Finance and
the ANB as well as the technical long-term advisor for tax administration. Based on an
assessment of their needs, the authorities believe that continuous TA will be most productive
in the areas of fiscal and monetary policy capacity building. Furthermore, my authorities look
forward to the mission scheduled for April which will assess the quality of macroeconomic
statistics. Being mindful of the need of improvements in this area, they hope that the Fund
would satisfy the request for a resident national accounts statistics advisor.

My authorities recognize that some of the delays occurring in program implementation were
due to a lack of a systematic monitoring of the overall reform efforts. They have therefore
decided that representatives of the relevant government agencies will meet on a monthly
basis to review the implementation progress under the program. Based on this meetings,
monthly reports on program implementation will be prepared for consideration by the Prime
Minister.

To conclude, let me stress again that Azerbaijan has made significant economic progress
during the review period. Despite some implementation delays, the program is on track and
risks have been reduced. My authorities are grateful to the Fund for contributing to this
success and look forward to continuing the fruitful cooperation.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

