“Market Takes a Breather, While the Currency Stabilises”
Ahmed Tabaqchali, June 8", 2023

The market took a breather after a great three-month run from the January lows, during which it, as measured by
the Rabee Securities RSISX USD Index, was up 43.8%. For the month the market was down 8.7% and up 24.9%
for the year. Its technical picture continues to be positive, with the pullback taking the index back to its three-year
up-trending channel (first chart below). The macroeconomic fundamentals discussed here last year argue that this
uptrend will likely remain in force; however, its upward slope might moderate or even go sideways as it consolidates
its gains before its next move higher. Supporting the consolidation thesis is the technical picture of the Rabee
Securities RSISX 1QD Index, the Iragi Dinar (IQD) version of the Rabee Securities RSISX USD Index, which
reflects a multi-month consolidation pattern (second chart below).

The fundamental underpinnings for the market’s next move would come from the conclusion of parliament’s
review of the 2023 budget proposal and its passage into law, expected in the next few weeks. The expansionary
budget, after coming into force, would result in meaningful liquidity injections into the economy as a consequence
of the oversized role of the government's spending in the economy — which acts as an efficient and direct
transmission mechanism of oil revenues into the real economy. Ultimately, this liquidity injection will feed into
corporate profits, which in turn will provide the impetus for the market's next move.
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Meanwhile, following months of upheaval the currency is showing tentative signs of stabilisation, with the premium
of the parallel market rate over the official rate of the IQD versus the USD trying to settle at around 13% versus
the peak of around 20% and the recent low of about 7% (green line in the lower half of the chart below). At the
same time, volumes in the Central Bank of Iraq’s (CBI)’s daily USD-IQD transactions (upper half of chart below)
continued to recover from the lows reached in November— which were brought about by the CBI’s introduction of
new procedural requirements to those for its provisioning of USD for cross-border fund transfers (*). Supporting
this stabilisation is the combination of measures by the government and the CBI, to create demand for the IQD,
and for furthering the adoption of banking in the economy — both of which have been increasingly gaining traction.

Volumes in CBI’s USD-IQD Transactions versus the USD/IQD Exchange Rate

m USD Sales: Transfers (Sm)
m USD Sales: Cash (Sm)
300
250
200
150
100
50 W
0
1,800 26%
’ —— Parallel Market Exchange Rate
—— Effective Official Exchange Rate
1,700 — Effective Delta (RHS) 22%
1,600 18%
1,500 14%
1,400 10%
1,300 6%
1,200 2%
1,100 -2%

oG @(ﬂ S\>\\'{) ‘—;?’Q& ‘\040')' 3q}(\\’c’ \\g}\’c’ @\Wﬂ’
(Sonrce: Central Bank of Irag until 7" February 2023, Baghdad FX exchange houses from 8" February 2023, AFC Research, daily
data as of 8' June 2023)

The current 13% premium of the parallel market exchange rate over the official exchange rate is a consequence of
the informal sector’s continued demand for USD that is not met at the official exchange rate through the banking
system. Furthermore, it’s too high versus the 1-2% levels that are consistent with a balanced supply-demand
dynamic (green line in the lower half of chart above). As such, the 13% premium puts these informal companies at
a significant competitive disadvantage versus those companies operating formally — accessing USD at the official



exchange rate through the banking system. Consequently, providing the economic incentive for the informal
companies to transfer to formality and to access the banking sector for the first time, which should drive the
premium lower in tandem with the transfer to formality. However, the still high degrees of informality, cash, and
the dollarization in economic activities mean that these developments will continue to unfold over time.

These incentives, and the high transparency levels demanded by the CBI’s procedural requirements introduced in
mid-November 2022, have benefited the higher-quality banks whose infrastructure is able to deal with the inflow of
new clients and the subsequently increased volume of cross-border transactions. These developments are
accelerating: (1) the shift away from informality that dominates the bulk of economic activities; and (2) the adoption
of banking away from the dominance of cash as both a store of value and a means of economic exchange — a
process that is positive for the investment thesis for the banking sector in Iraq as discussed here in “Banks & the
Iraq Investment Thesis” in February 2022.

Notes

* Background to currency upheaval: As written here two months ago, the CBI, as part of an ongoing process of
encouraging the move towards the adoption of banking and away from the informality that dominates economic
activity, implemented in mid-November 2022 new procedural requirements to those for its provisioning of USD
for importers. These procedural requirements would bring the country's cross-border fund transfers in-line with
global standards, which require a high level of transparency. However, they represent a seismic shift to the country's
cash-dominated economy, in which large informal sectors drive the bulk of economic activity. As such, the
introduction of the new procedural requitements immediately affected the volumes of the CBI's daily USD-1QD
transactions for cross-border fund transfers, which led to a supply-demand mismatch and consequently to a
depreciation in the market price of the IQD versus the USD, and with that currency upheavals as discussed here
over the last few months.
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