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Abstract

This paper analyzes Kazakhstan’s practice of introducing prudential liquidity ratios
(LCR and NSFR) recommended by the Basel Committee on Banking Supervision (BCBS).
It reviews the compliance of Kazakhstan’s ratios with the Basel standards, evaluates the
effect of alternative interpretations, discusses the meaningfullness and effectiveness of the
standards to reflect funding risks and improve market practices of liquidity management,
their interaction with other standards and conditionality of the regulatory and competitive
environment.
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1. Preamble

In this paper, we undertake the analysis of a new regime of bank liquidity regulation
introduced in line with recommendations from the Basel Committee on Banking
Supervision (BCBS) and its interaction with other financial stability frameworks such as
the capital requirement and lending of last resort (LLRS).

Liquidity ratios are designed to improve the ability of supervised banks to perform
their functions in the face of liquidity shocks caused by unforeseen withdrawals and other
forms of fund outflows. Many banks, despite their capital adequacy, turned out to be unable
to absorb liquidity shocks, with the risk of transferring the shock to bank customers and
escalating a local shock into a systemic liquidity crisis with all that it entails. In these
circumstances, central banks are forced to provide liquidity quickly and abundantly,
without a risk of discriminating banks based on their level of capital adequacy.

The new Basel liquidity ratios are aimed at improving the quality of liquidity
management in supervised banks and strengthening their ability to absorb liquidity shocks
on their own. Liquidity ratios are positioned as ancillary requirements supplementing
capital adequacy requirements. Unlike capital adequacy requirements, which are difficult
to monitor due to information asymmetry in assessing the quality of the loan portfolio,
liquidity requirements are relatively easy to monitor. In addition, in the presence of market
discipline and in the absence of government support programs for banks, a bank’s ability
to maintain an adequate balance of liquid assets is a strong signal of the quality of a bank’s
loan portfolio and thus helps overcome information asymmetries.

One of the systemic risks historically inherent in the banking sector of Kazakhstan
Is the instability of funding sources, their short-term nature, concentration and dependence
on the quasi-public sector, which, for their part, can trigger the realization of liquidity risk.
Despite the systemic liquidity surplus, the idiosyncratic liquidity risk inherent in individual
banks is significant due to the risks of outflow of customer resources because of a limited
ability of banks to replace existing funding sources.

Based on these liquidity risks, we assessed how adequately the new LCR and NSFR
liquidity standards assess the stability of funding taking into account the specifics of the
domestic deposit market, as well as the risks of outflows given volatility of the funding
base. In sections 2 and 3, we described the introduction of new liquidity standards in
Kazakhstan, identified shortcomings in the current procedure for calculating liquidity
ratios, and recalculated liquidity ratios taking into account requirements that consider the
specifics of Kazakhstan’s banking sector. In Section 4, we examined volatility of funding
for individual banks in the event of idiosyncratic risk associated with the depositor flight
as well as the LLR facility, and in addition, we proposed measures to apply an alternative
approach to the LCR calculation in the face of a shortage of stable funding. In Section 5,
we analyzed the risks of wholesale funding and concentration risks, including the
assessment of consequences of an outflow of funds from the bank’s five largest depositors.



2. New Regime of Bank Liquidity Regulation

After the 2008 global financial crisis, in order to strengthen bank sustainability to
liquidity risk in the short- and medium term, the Basel Committee on Banking Supervision
(BCBS) designed two new liquidity standards:

- Liquidity Coverage Ratio (LCR), which shows whether high-quality liquid assets
are adequate to cover short-term liabilities over a 30-day horizon;

- Net Stable Funding Ratio (NSFR), which reflects adequacy and stability of funds
attracted by a bank over one-year horizon. The NSFR assesses the amount of stable sources
of funding based on liquidity of available assets and the probability of searching for
resources to meet contingent liabilities (BCBS, 2013).

The LCR ratio is based on the principle of liquidity management and control through
the formation of a liquidity buffer sufficient to cover a 30-day outflow, premised on the
behavioral data of clients during periods of stress. The NSFR also lies on the core of
assessing the adequacy of available stable funding based on the behavioral principle.

As recommended by the BCBS, the implementation of LCR has been phased in from
2015, reaching a threshold of 1.0 by 2019. The start of NSFR implementation into the
supervisory practice was planned for a later date without a phased adaptation of banks’
balance sheets to this standard.

In Kazakhstan’s practice, since mid-2016, the LCR has been calculated in a test
mode with the introduction into mandatory supervision from September 2018 at 0.5 by
increasing the threshold on a step-by-step basis to 1.0 by 2022.

The NSFR ratio was adapted and implemented in Kazakhstan later than the LCR.
Starting from 2018, banks have furnished the regulator with the results of NSFR
calculations in a test mode on a monthly basis with a view to assess liquidity risk. The
NSFR equal to 1.0 was introduced into the perimeter of prudential regulation from 2019.

In Kazakhstan, the liquidity regulation was carried out before the implementation of
LCR and NSFR as part of prudential requirements to liquidity ratios calculated as the ratio
of average monthly highly liquid assets of a bank and its average monthly liabilities
depending on their maturity and currency. However, the meaningfulness of these ratios
was distorted because when they were calculated, the deposit maturities were included
according to the contractual terms. The actual deposit holding terms were in practice much
shorter compared to the contractual terms, as the maturities of term deposits offered by
banks allowed withdrawals at any time without a penalty (the NBK’s Financial Stability
Report for 2015-2017, 2018-2H 2019). Considering that 80% or more of the banks’
funding base consist of customer deposits, which gradually replaced the debt funding after
the 2008 crisis, liquidity ratios calculated based on their contractual terms were
uninformative in terms of liquidity risk management.

One of the distinguishing features of new prudential liquidity ratios should have been
taking into consideration the terms of deposit maturities that discourage early withdrawal.
In addition, new liquidity standards should have taken into account the historical volatility
of the funding base and risks inherent in Kazakhstani banks.

In 2018, the NBK has initiated a set of measures aimed at developing and advancing
the sustainable forms of funding including the introduction of differentiated cap interest
rates of the KDIF (Deposit Insurance Fund) on retail deposits depending on the presence
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of terms and conditions discouraging early deposit withdrawals as well as the introduction
of savings deposits where a loss of interest and mandatory 30-day pre-notification is
provided for in case of early withdrawal. However, the algorithm of LCR and NSFR
calculation based on the most recent changes has not been revised (See Section 3).

3. Deposit Stability and Calculation of New Liquidity Ratios

The Basel standards recommend a minimum amount of assets to determine and
maintain such liquidity level by banks that would not exclude liquidity risk but would
reduce the likelihood of a systemic crisis. Thus, each supervisory authority should design
its prudential requirements to liquidity based on specifics of the banking system whereby
ensuring transparency of parameters and clarity of their definition (BCBS, 2013).

The effectiveness and meaningfulness of LCR and NSFR in relation to liquidity risk
directly depends on the metrics established on the basis of judgments about the behavior
of investors in a crisis, as well as the ability of the regulator and financial institutions to
divide this behavior into stable or unstable (Blundell-Wignall and Atkinson, 2010).

The importance of correct and reasonable recording of customer deposits in
assessing liquidity risks from the standpoint of soundness and stability of Kazakhstani
banks is extremely high since over the past ten years customer deposits have become the
main source of their funding, having increased from 57% at the beginning of 2010 to 81%
in 2021.

The analysis of prudential requirements to LCR and NSFR implemented in
Kazakhstan showed that one of the factors that reduce their meaningfulness is the
overestimation of stability of retail deposits and the calculation of corresponding outflows
on such deposits.

In particular, according to Kazakhstani requirements, when calculating LCR and
NSFR, all retail deposits within the insured amount and regardless of the presence of early
withdrawal provisions are classified as stable with a low outflow rate of 5%, and the rest
are recognized as less stable with a 10% ratio.

At the same time, according to the BCBS recommendations, the presence of
insurance is not a sufficient condition for classifying deposits as stable funding.
Classification of deposits as stable funds requires consideration of other criteria, such as
the existence of early withdrawal provisions (loss of interest, 30-days pre-notification), or
the existence of established relationships that make withdrawals extremely unlikely (for
example, transaction accounts to which wages and income are regularly credited and other
transactions are conducted). At the same time, other easily withdrawable deposits,
according to the BCBS recommendations, should be classified as less stable deposits with
a higher outflow rate. In a number of countries (for example, the EU countries, Russia,
etc.), in order to classify deposits as stable funds, in addition to the presence of insurance,
similar conditions must be met. Besides, according to the regulatory requirements of these
countries, the factor that increases the risk of deposit outflow is the possibility of remote
access and management of the deposit via the Internet. Such deposits are not classified as
stable deposits and have a higher run-off factor.

In Kazakhstan, before the 4™ quarter of 2018, classification of deposits as term
deposits and non-term deposits was quite nominal since the possibility of early withdrawal

7



of term deposits without any limitations and penalties made them equal with demand
deposits and current accounts. In this regard, at the end of 2018, the definition of deposit
“term structure” was introduced within the framework of the KDIF’s cap rates. With the
introduction of the new deposit classification mechanism, only 1% of retail deposits could
actually be classified as stable according to the BCBS definition. In calculating the LCR,
48% of retail deposits are classified as stable deposits, which also include non-term
deposits within the insured amount (Figure 1), while term deposits that meet the definition
of “stable” according to the Basel and savings deposits that are completely excluded from
outflows account for only 12%. As a result, LCR and NSFR do not fully reflect liquidity
and funding risk.
Figure 1. “Stable” and “less stable” retail deposits according to Kazakhstan’s definition of the
LCR and under the BCBS standard.
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Note: “Term deposits” by the KDIF ’s definition mean deposits that have a penalty for early withdrawal not lower than the
minimum set by the KDIF. Since the penalty for early withdrawal on savings deposits prescribed in the Civil Code exceeds the
minimum amount, the savings deposits fall under the definition of term deposits. Deposits of Otbassy Bank as an integral part
of the accumulation and saving contract including the bank’s obligation to provide a loan at a rate below the market as well
as other deposits subsidized by the government are excluded from the statistics on retail deposits.

To take into account the term structure of deposits, we assessed the change in LCR
and NSFR when rationalizing the prudential requirements for calculating these ratios.
Thus, we have divided retail deposits into stable and less stable deposits according to the
BCBS recommendations and based on specifics of the domestic deposit market.

In calculation of LCR and NSFR, the volumes of stable and less stable deposits
included in the amount of cash outflow and available stable funding were adjusted. The
adjustment was made on the basis of KDIF data on retail deposits based on their
classification into deposits that comply with maturity requirements and deposits that do
not comply with maturity requirements according to the KDIF’s Methodology*.

As a result, a net cash outflow across the system increased by 3% only from 7.3
trillion tenge to 7.5 trillion tenge, thus slightly reducing the LCR ratio by 52 basis points
(Figure 2). The volume of available stable funding in the system decreased by 1% from
20.4 trillion tenge to 20.3 trillion tenge while the NSFR went down by 12 basis points only.

4 The Methodology for Determining and Setting a Maximum Interest Rate on New Deposits of Individuals approved by the Board Decision
of the “Kazakhstan Deposit Insurance Fund” JSC of July 12, 2018 No.12
8



It is worth mentioning that the 10% run-off factor on unstable deposits applied in
the adjustment is the minimum ratio recommended by the BCBS. The BCBS allows
supervisors to use ratios higher than those recommended, based on the historical volatility
of deposits in a given jurisdiction. At the same time, in Kazakhstan’s practice, the outflow
of retail and corporate deposits during realization of the idiosyncratic risk of individual
banks reached up to 1/3 of the deposit base (See Section 4).

Figure 2. The available liquidity buffer enables banks to meet the LCR and NSFR ratios, even

with consideration to adjustments of the volumes of stable and less stable deposits included in
their calculation
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Data Source: bank statements, the authors’ estimate

Therefore, bank liquidity surplus allows all banks to comply with the existing LCR
and NSFR ratios in accounting for deposit maturities under the international practices.
Accounting for maturity of retail deposits, in addition to the existing accounting for the
presence of guarantees, will require the introduction of a regulatory definition of maturity
into the standard, similar to the definition used in the KDIF accession agreement.

The effect on the ratios and on the amount of required liquid assets is small compared
to the losses that the banking system may incur because of the distorting effect of the ratio.
In particular, tying the LCR only to the stipulation of deposit insurance without taking into
account the economic characteristics of funding distorts motivation and pricing in the
funding market, pushes banks towards less efficient ways of managing liquidity risk, and
creates an unreasonably high premium between deposits.

Taking into account the term structure of deposits will bring the Kazakhstani LCR
ratio closer to the Basel recommendations not only in form, but also in spirit and intentions
of the implementators. The use of an explicit definition of the term structure in the
Kazakhstani LCR ratio will allow the banking system to attract funding with more efficient
combinations of risks and funding costs.

The most optimal period for such reform in liquidity ratios is the period of significant
liquidity surplus that has been observed in the banking system of Kazakhstan for the fifth
year already but which will inevitably decrease in the medium term. An undoubted
advantage of such solution will be an increase in the meaningfulness and effectiveness of
the implemented liquidity standards with minimal costs.



4. Liquidity Risks and the Lender of Last Resort Facility

Liquidity performance indicators improve the ability of the banking sector to absorb
economic and financial shocks that reduce confidence in the banking system. However,
during a period of stress, it is quite normal for a bank to use high-quality liquid assets to
meet obligations on realized outflows.

The liquidity coverage ratio is an essential part of the Basel 11l framework, which
encourages the supervised banks to hold enough liquidity so as not to turn central banks
into “lenders of first resort”. The interplay between the liquidity coverage ratio and the
central bank’s emergency liquidity arrangements is critical to properly understand, assess,
and effectively manage liquidity risk, since the central bank lending is the only reliable
form of liquidity in times of stress. Thus, in the moments of idiosyncratic shock to an
individual bank, the important function of the central bank as a lender of last resort
becomes relevant.

In Kazakhstan’s practice, during realization of the idiosyncratic risk of individual
banks the outflow of retail and corporate deposits reached up to 1/3 of the deposit base. An
example of exposure to a depositor flight is a “bank run” case: massive deposit withdrawals
of depositors of three banks in February 2014 in response to false messages in instant
messengers about their financial insolvency. For banks, the consequence of SMS attacks
was the withdrawal of term deposits of more than 400 billion tenge by individuals in the
last ten days of February, which amounted to about 50% of all retail term deposits at these
banks (Figure 3).

Figure 3. About 50% of retail term deposits had been withdrawn by depositors of the three banks
that suffered from the SMS-attack
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It should be noted that 30-day changes in the volume of term deposits of these banks
during previous three years rarely exceeded 5% in either direction. The standard deviation
for this sample was 1.8% (Figure 4), which is much less than the run-off factor (5%)
recommended by the Basel for “stable” retail deposits and applied in Kazakhstan.
However, these statistics are not informative as an indicator of liquidity risks because the
distribution is fat-tailed. Thus, by end-February 2014, a net outflow of retail term deposits
during 30 days accounted for 27% (Figures 3 and 4). This case also showed that being in
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compliance with the liquidity ratio is not sufficient to ensure that a bank can cope with
bank runs on its own.

Figure 4. A 30-day change in deposits of three banks
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Note: The logarithm of change in deposits (the total deposit base and term deposits of individuals in the tenge) compared to
the same day of the preceding month. Calculated based on the daily data in cumulative balance sheet of the three banks suffered
from the bank run in 2014.

Data Source: bank statements, the authors’ estimate

For the banking sector of Kazakhstan, one of the most important systemic risks on
the funding side is a high concentration and dependence on the quasi-public sector.
Deposits of large state-owned companies are comparable in scale to securities issues and
other wholesale funding instruments but unlike wholesale funding, corporate investors in
Kazakhstan have the right of early withdrawal enshrined in the Civil Code of the Republic
of Kazakhstan.

In general, without regard to Kazakhstani circumstances, short-term wholesale
funding is less stable in times of crisis compared to retail deposits. Yorulmazer (2008), in
his analysis of Northern Rock, makes a point that banks which were more relying on
wholesale financing suffered large losses as they adjusted to the financial shock. Shin
(2008), reviewing the Northern Rock’s annual report for 2007, noted a high refinancing
risk caused by the high proportion of short-term unsecured securities, loans and term
deposits. The outflow from the bank was caused by the refusal of large creditors to
refinance the bank. The key sign of instability here is the short duration of funding, not its
concentration.

Taking the case of the SMS attack against three Kazakhstani banks in 2014, along
with the outflow of retail term deposits, these banks faced the problem associated with an
outflow of large wholesale funding. At the time of attack, the share of 25 largest bank
creditors in three banks as a whole was 66% of corporate deposits. Notably, deposits of
state-owned companies (the quasi-government sector, or QGS) accounted for 54% of all
corporate deposits and 93% of the QGS’s funds were placed on term deposits.

Despite the availability of early redemption rights in respect of corporate term
deposits, the QGS deposits with these banks were decreasing gradually and with a delay
(unlike retail deposits) to 38% by mid-2014 (Figure 5). This reduced the liquidity of banks
and weakened their ability to carry out day-to-day operations. By that time, the outflow of
QGS funds had reached such a scale that the problem acquired an additional dimension
extending beyond the plane of economic policy and prudential regulation. Starting from
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the third quarter of 2014, the QGS began to increase the amount of funds at these banks.
By end-2014, the share of QGS deposits in the corporate deposit portfolio of these banks
not only restored but also went up to 68%!

Figure 5. The share of QGS deposits before and after the 2014 attack
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Notes: Deposits of government authorities, QGS entities, and the UAPF are included into QGS deposits
Data Source: bank statements, the authors’ estimate

It should also be noted that at the time of the panic, almost 100% of government
securities in bank portfolios were encumbered with repo transactions, and the channels for
obtaining liquidity were exhausted. Thus, banks did not have the opportunity to obtain
LLRs from the National Bank secured by HQLA, and the mechanism for providing LLRs
secured by non-marketable assets in the form of a loan portfolio during the specified period
was not envisaged by law. The regulatory framework for such a mechanism was created in
2019 only. However, in order to prevent the risk of contagion and the episode turning into
a systemic panic, the National Bank, regardless of credit risks, provided the required
emergency liquidity in the form of special-purpose loans to those banks. This allowed
banks to fulfill obligations to their customers, stop liquidity risk and avoid loss of solvency.

It is generally accepted that large banks are more protected in terms of a dramatic
outflow of customer funds due to the wide base of customer current accounts, which, as a
rule, reduces sensitivity to resource instability. However, the lack of diversity in the
sources of the resource base (customer deposits accounted for 73% of liabilities of the three
banks) and limited opportunities to raise liquidity in the money markets did not allow the
three banks to take up and absorb the shock on their own without an external support.
Banks managed to restore the volume of their retail deposit base to the pre-shock level only
by the end of 2014.

Without emergency liquidity from the National Bank and the government support in
the form of injecting the QGS funds, the drop in volumes of high-quality liquid assets of
these banks would have been more dramatic (Figure 6).

12



Figure 6. The share of HQLA in assets of the three banks after the SMS-attack decreased to 6%
and the banks would not have been able to meet their existing obligations without the government
support
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Data Source: bank statements, the authors’ estimate.

Thus, despite the stable situation with systemic liquidity, one of the systemic risks
historically inherent in the banking sector of Kazakhstan is the lack of stable funding
sources. According to the BCBS recommendations on the liquidity coverage ratio — LCR
31, “Alternative Liquidity Approaches” (BCBS, 2019), in jurisdictions with a shortage of
stable funding sources, contractual committed liquidity facilities from the relevant central
bank for a fee can act as an asset taken into account when calculating LCR. This approach
is used by the Bank of Russia, which enables to use irrevocable credit facilities opened by
the Bank of Russia as assets when calculating the LCR ratio.

It is worth mentioning that in order to reduce the credit risk of the National Bank
and the risks of irresponsible behavior of banks in the event of providing emergency
liquidity, the LLR mechanism was revised and streamlined based on the best international
practices of central banks and the IMF’s recommendations. In particular, since 2019,
legislative provisions have been introduced envisaging that the National Bank will extend
LLRs only to solvent banks experiencing temporary liquidity problems, on market
conditions, for a short period (up to 3 months) and only against the pledge of assets. To
expand the ability of banks to attract emergency liquidity under the LLR mechanism, real
estate and loan portfolio of banks that meet certain criteria and have passed the preliminary
collateral preposition procedure have been included into the list of eligible collateral.

Non-marketable assets that have passed the procedure of collateral preposition with
the regulator are a full-fledged and independent source of liquidity, which can be included
in high-quality liquid assets when calculating LCR. Moreover, this approach is set forth in
the BCBS recommendations as an alternative approach for jurisdictions with a shortage of
stable funding sources.
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Despite the existing significant liquidity surplus associated with lower lending
growth due to a shortage of good quality borrowers, in the medium term, as lending
intensifies, LCR requirements to maintain a high level of HQLA may put pressure on
banks’ balance sheets and earnings. The emergency liquidity facility secured by the loan
portfolio enables to provide a much larger amount of liquidity than is possible, or
advisable, for a second-tier bank to hold all the time. Despite the fact that the regulatory
framework for this mechanism was developed in 2019, its full implementation requires
that banks themselves should preposition the loan portfolio. For the regulator’s part, this
mechanism can be stimulated by introducing an alternative approach to the LCR
calculation.

5. Risks from the Concentration of Funding

Under the new liquidity standards, the BCBS recommends higher outflow rates for
wholesale funding compared to retail deposits. Thus, for unsecured wholesale financing
attracted from non-financial corporations, government agencies, central banks,
development institutions, the run-off factor is set at 40%. In the event if deposits attracted
from such organizations are covered by a deposit insurance scheme or other government
guarantee, then the outflow rate is set at 20%.

In Kazakhstan, taking into account high concentration risks, a differentiated
approach has been established regarding the run-off factor for corporate wholesale funding
depending on the amount of attracted funding: (1) 60% for large funds, which is higher
than the values recommended by the BCBS; (2) and for other corporate funds, the run-off
factor is 40%.

In Kazakhstan, the problem of reliance on large wholesale funding is quite
pronounced and carries both the liquidity risk and funding risk at the same time.

Despite the fact that at the systemic level, the reliance of the banking sector on the
largest corporate lenders has been gradually decreasing over the past 10 years (from 47%
in 2010 to 30% in 2021), however, in half of Kazakhstani banks, the concentration of the
largest creditors in liabilities is significant and exceeds 39% (Figure 7.A). Along with that,

a large-scale wholesale funding is attracted mainly in the form of deposits (Figure 7.B).
Figure 7.
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Notes: Figure 4 shows the dynamics in the ratio of liabilities of each bank to 25 largest corporate creditors and total liabilities
of the bank distributed by quartiles. Figure B presents the dynamics in the share of deposits in liabilities of each bank to 25
largest corporate creditors distributed by quartiles.

Source: banks’ statements

A significant concentration of large deposits in the wholesale funding of banks
considerably increases their liquidity risks. To assess the impact of withdrawals of funds
by large depositors on liquidity ratios, an analysis of withdrawals of funds by the top 5
depositors of banks was performed, which showed a violation of the LCR ratio at 13 banks
in the implementation of this scenario. At the same time, three banks do not have enough
HQLA to cover such outflow (Figure 8)

A similar calculation was made in respect of NSFR. The outflow of the five largest
depositors will have a significant impact on the level of available stable funding and,
accordingly, on the NSFR. In particular, eight banks will violate NSFR if five large
depositors leave. It should be noted that historically in Kazakhstan, when a bank’s
condition deteriorates, the largest depositors are the first to leave (Figure 9).

Figure 8. LCR in case of outflow of the top 5 bank depositors
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Figure 9. NSFR in case of outflow of the top 5 bank depositors
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The performed sensitivity test for deposit concentration risk shows that the HQLA
reserve of individual banks will not be enough to cover losses of the five largest depositors
in the banking system. Alongside with that, the majority of banks have violation of
liquidity ratios, which indicates high risks of concentration on the funding side.

This analysis also points to the necessity of implementing an alternative approach to
the LCR calculation and accelerating the full implementation of the collateral preposition
mechanism, since, as practice shows, the largest depositors are among the first to withdraw
funds from deposits.

6. Discussion

Regulatory requirements do not exist in a vacuum. Therefore, their effectiveness and
usefulness cannot be assessed in isolation from other requirements and from the
competitive and regulatory environment. In this regard, liquidity requirements are part of
a system of regulatory requirements and financial stability frameworks such as deposit
insurance, emergency liquidity provision and other forms of government support. The
relationship and interaction between them are complex. As a result, deviation from the best
practice in one aspect of regulation can significantly change the role and contribution of
the liquidity ratio to the stability and functionality of the banking system.

For example, liquidity requirements are complementary to capital adequacy
requirements. Hoerova et al (2018) argue that liquidity regulation would not be necessary
if it were not for the problem of control over capital adequacy compliance and the regulator
could reliably distinguish illiquid from insolvent banks. However, in practice, the regulator
does not have perfect information: its view of the actual capital of the supervised bank is
distorted and is heavily relying on the quality of bank reporting, vigilance of supervision
and the integrity and commitment of an independent auditor.

The emergency liquidity facility may lead to inadvertent bailouts of insolvent banks
and create moral hazards. Under these conditions, liquidity requirements enable to ensure
that banks have their own liquidity buffers and, to a certain extent, reduce dependence on
the LLR as well as reduce certain distortions of government liquidity support. In addition,
one of the advantages of new liquidity requirements, according to Hoerova et al (2018), is
their lower verification cost compared to capital adequacy requirements.

In this regard, there is another illustrative example of conditionality of the beneficial
effect of a regulatory standard. Thus, when the government support is provided to a bank,
with systematic violations and deviations from the best practice of resolving unsound
banks, with any other form of eroding market discipline that allows an unsound bank to
maintain the required liquidity balance from external sources, the correlation between
abundant liquidity and long-term stability weakens dramatically. In this case, the liquidity
ratio loses its value as a signal of the bank’s solvency.

These sentiments also reflect in the BCBS standards. So, the BCBS and its Board®
consistently emphasized that the interaction between the liquidity ratio and the emergency
liquidity facilitys from the central bank is critical for the correct understanding, assessment

5 The Group of Central Bank Governors and Heads of Supervision, or GHOS). According to the Charter, the BCBS is accountable to GHOS;
the GHOS signs off the main decisions made by the BCBS, approves the Charter and amendments thereto, and sets out the general area of
focus, appoints the BCBS Chair from its ranks.
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and effective management of liquidity risks, since in cases of stress, the only reliable form
of liquidity is the central bank credit.

7. Conclusion

In this paper, we carry out a review of the new regime of bank liquidity regulation,
including the assessment of compliance of ratios implemented in Kazakhstan with the
Basel 11l standards and the international practice. The most essential difference between
Kazakhstan’s interpretation of LCR and that recommended by the BCBS is the absence of
accounting for maturity and other significant characteristics of funding.

Accounting for maturity of retail deposits, in addition to the existing accounting for
the presence of retail deposit insurance, will require the introduction of a regulatory
definition of maturity in the standard, similar to the definition used by the KDIF capping
mechanism.

The results of review showed that accounting for the term structure of deposits will
increase the denominator and reduce the LCR. The effect on the ratio and on the amount
of required liquid assets is relatively small compared to losses incurred by the banking
system because of the distorting effect of the standard. In particular, tying the LCR only to
the stipulation of retail deposit insurance without taking into account the economic
characteristics of funding distorts the motivation and pricing in the funding market, pushes
banks towards less efficient ways of managing liquidity risk, and creates an unreasonably
high premium between deposits. In particular, the LCR in Kazakhstan has become one of
the factors in the apperance of a wide spread between the rates on savings and term
deposits.

In addition, accounting for the term structure of deposits will bring the LCR ratio in
Kazakhstan closer to the BCBS recommendations not only in form, but also to the stated
intentions of the implementators. The use of an explicit definition of maturity in
Kazakhstan’s LCR liquidity ratio will allow the banking system to attract funding that finds
more effective combinations of risks and the cost of funding.

The most optimal period for such reform in terms of liquidity ratios is the period of
abundant liquidity, which the banking system of Kazakhstan has been experiencing for the
fifth year already but which will inevitably end in the medium term.

In addition, the results of analysis of behavioral data of depositors during realization
of the idiosyncratic risk associated with the flight of depositors showed a rapid liquidity
depletion at banks. Liquidity ratios cannot completely eliminate the effects of shocks, and
in such cases the emergency liquidity facility provides a much greater level of protection
against both the risk of outflows from an individual bank and the system. The HQLA
shortage in these scenarios showed the need for a full-fledged launch of the mechanism for
preposition of non-marketable assets that can serve as collateral for provision of LLRs on
market conditions, thus reducing the risks of bank abuse. To encourage the development
of this mechanism, we proposed the use of an alternative approach to the LCR calculation.

A more effective and more appropriate way to reduce the risk of outflow is to further
develop mechanisms for providing emergency liquidity based on the preposition of illiquid
assets. The regulatory framework for this mechanism was developed in 2019, but its full
implementation requires the preposition of the loan portfolio by banks themselves. This
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approach was also supported by the group of heads of central banks and bank supervisors,
who recommended that the BCBS make further effort in analysing and accounting for the
interaction of liquidity standards and frameworks for the provision of liquidity from the
central bank. As a result, in 2019, the BCBS developed and adopted an alternative approach
to the LCR calculation for countries with a shortage of stable funds.
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Annex

Benchmarking of the BCBS standard and Kazakhstan’s practice of LCR implementation

Table 1. High quality liquid assets

Basel

| Kazakhstan

Level 1 high quality liquid assets

assumed or countries of bank origin (if a sovereign bank has a risk
weighting different from 0%)

foreign central banks have a credit risk weighting above 0
(zero)%

Cash 100% Cash on hand 100%
Rese_rve_s at the CB prowd_ed that the bank may withdraw them if 100% Deposits at the National Bank 100%
the liquidity position deteriorates

Claims on the Government of Kazakhstan, National Bank,
Marketable securities issued (backed) by sovereigns, central mcludklhng secur_mesl guz?(ranteed” by the_ _Govfernment of
banks, governments, Bank for International Settlements, IMF, Ka_za stan, Nat_lona Bank as we as securities of a corporate
ECB, European Commission, international development banks entity engaged in repurchase of ret_a|l mortgage loans where
subjéct 1o all of the foIIowing’con ditions: ’ 100% of shares are owned by the National Bank;
(i) securities have 0% risk ratio under the Standardized Approach claims on folre(;gn central_ governments darl;d f]?relgn central banks,
of the Basel 11 framework: on IFls, including securities guaranteed by foreign governments
(ii) are traded in large and’ active reno markets or monev markets 100% and foreign central banks, securities of IFIs in public float on | 100%
that are characterizegd by a low concF:entration rate: y international stock exchanges specified in the List of trade
(iii) are a reliable source of liquidity in the markets (repo or sale) :g:t?:lze[;er% ﬁ?gxliﬁedrebﬁirlgrfggfst-lonal stock  exchanges and
even in a distressed market environment; g Ving requirel ) . 0 .
(iv) issuers of securities are not banks or companies providing . kthey ?]n.a classified as the first group of assets with a 0% credit
financial services. FISK Welg thg,_ . . . . . -

are not liabilities of financial organizations or their affiliated

entities.
Sovereign debt obligations or central bank obligations issued in the E)Ifr:qmgfoge];i:?:%r; caeenr:(r)?rl]%z\tlggnmetnht: iﬁ?rgﬁgtraéfb?:sﬁr:n
the national currency of the countries where the liquidity risk was . P . y g
100% country, in the event if claims on foreign central governments and | 100%

Level 2 high-quality liquid assets (maximum 40% of total HQLA)

Level 2A HQLA
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Securities issued by governments, central banks, development
banks subject to all of the following conditions:

(i) risk ratio under the Standardized Approach of the Basel 1l
framework is 20%;

(ii) are traded in large and active repo markets or money markets
that are characterized by a low concentration rate;

Claims on the Ministry of Information and Social
Development of Kazakhstan (MISD RK), including government
securities issued by the MISD RK with a risk weighting of 20%;

Claims on foreign central governments and foreign central
banks, on foreign local authorities, IFIs, meeting the following
requirements:

(iii) are a reliable source of liquidity in the markets (repo or sale) | 85% having the credit risk weiahting of 20%: 85%
even in a distressed market environment: decline in the price of % gh g 'f fi i

securities by not more than 10% or not more than 10 pp of the over the récent ten years, there were no facts of impairment
discount during a 30-day period: expressed in the reduction of market value by 10% or more

(iv) issuers of securities are not banks or companies providing durmr? any 30 calelr]dg.rl_dgys; f 1 ial — hei
financial services ff'IF ey are not liabilities of financial organizations or their

- Asset-backed bonds rated AA- and higher affiliated entities.

Corporate debt securities subject to all of the following ities issued b fi o] . .
conditions: hSe;:urzltlfes” issued by non-financial organizations meeting

(i) issuers of securities are not banks, their affiliated entities or each of the foflowing requirements: .

companies providing financial services; (1) have a long-term rating of at least AA- assigned by

(ii) rated AA- and higher: ' Standard & Poor’s or a similar rating of another rating agency;

(iii) are traded in large and active repo markets or money markets | 85% (2) are In publn_: float on mternathnal stock ex_changes 85%
that are characterized by a low concentration rate; and §peC|f|e_d in the List of trade organizers recognized by

(iv) are a reliable source of liquidity in the markets (repo or sale) |nter(rée;t|%r\1/aelrstt%zk fgggﬁtn%z% ears. there were no facts of

even in a distressed market environment: decline in the price of LN . years, 0

securities by not more than 10% or not more than 10 pp of the impairment expressed in the reduction of market value by 10% or
discount during a 30-day period more during any 30 calendar days.

Level 2B HQLA (maximum 15% of total HQLA)

Mortgage-backed securities subject to all of the following Mortgage-backed securities other than financial derivatives
conditions: and subordinated debt that are not liabilities of financial

(i) securities and the underlying asset have not been created by organizations or their affiliated entities, meeting the following

the bank itself or its affiliated entities; requirements:

(i) rated AA- and higher; 75% (1) have a long-term rating of at least AA- assigned by | 85%

(iii) are traded in large and active repo markets or money markets
that are characterized by a low concentration rate;

(iv) are a reliable source of liquidity in the markets (repo or sale)
even in a distressed market environment: decline in the price of

Standard & Poor’s or a similar rating of another rating agency;

(2) are in public float on international stock exchanges
specified in the List of trade organizers recognized by
international stock exchanges;
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securities by not more than 20% or not more than 20 pp of the
discount in a period of significant liquidity stress;

(v) a pool of underlying assets is limited by a mortgage and
cannot contain structured products;

(vi) mortgage loans with full right of foreclosure and maximum
LTV of 80% on average at disbursement serve as the underlying
asset;

(vii) in case of securitization, an issuer retain its share in
securitized assets

(3) over the recent ten years, there were no facts of
impairment expressed in the reduction of market value by 10% or
more during any 30 calendar days.

Corporate debt securities subject to all of the following
conditions:

Rated from BBB- to A+

(1) issuers of securities are not banks, their affiliated entities or
companies providing financial services;

(i1) a long-term credit rating from BBB- to A+;

(i) are traded in large and active repo markets or money markets
that are characterized by a low concentration rate;

(iv) are a reliable source of liquidity in the markets (repo or sale)
even in a distressed market environment: decline in the price of
securities by not more than 20% or not more than 20 pp of the
discount in a period of significant liquidity stress.

50%

Common stock subject to all of the following conditions:

(i) issuers of securities are not banks, their affiliated entities or
companies providing financial services;

(ii) are traded on the stock exchange and have a centralized
clearing;

(iii) denominated in the national currency of the issuer’s country
or in the currency of the country where there is a risk to the bank’s
liquidity;

(iv) are traded in large and active repo markets or money markets
that are characterized by a low concentration rate;

(v) are a reliable source of liquidity in the markets (repo or sale)
even in a distressed market environment: decline in the price of

50%
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securities by not more than 40% or not more than 40 pp of the
discount during 30 days in a period of significant liquidity stress

Table 2. Cash Outflow

Basel

Kazakhstan

Retail deposits®

included into lines 1 and 2 of this table

Stable deposits 5% Stable deposits 5%
deposits covered within the framework of deposit insurance insured retail deposits in the amount prescribed by the

system’, there is a long-standing relationship of depositors with Law on mandatory deposit insurance
a bank, thus making a deposit withdrawal highly unlikely;

Less stable deposits 10% Less stable deposits 10%
- deposits not protected by a deposit insurance scheme retail deposits that are not subject to insurance or are
- large deposits insurable in the amount of excess over the level prescribed
- deposits of wealthy depositors by the Law on mandatory deposit insurance
- easily withdrawable deposits
- foreign currency deposits

Other cash outflows on liabilities to individuals not 100%

Note: if, under the terms and conditions of a deposit, a depositor
has no right to withdraw deposits during a 30-day LCR horizon
or early deposit withdrawal will result in a penalty, then such
deposit will not be included in the overall expected cash outflow.
If, however, a depositor is allowed to withdraw such deposits
without the application of respective penalty or despite the
paragraph which says that the depositor has no legal right to
withdraw such monies, then the entire category of these monies
must be regarded as demand deposits (i.e. irrespective of the

remaining maturity, the deposit repayment rates specified in

In case of a possibility of early withdrawal of term deposits
of individuals, such liabilities are included in the LCR
calculation in full irrespective of their maturity.

6 The Board Resolution No. 170 has a requirement whereby if early withdrawal of retail term deposits is possible, such liabilities are included in the calculation of the ratio in full
irrespective of their maturity. However, in preparing the data for the LCR reporting and deposit reports submitted to the KDIF it appears that banks divide their existing retail deposit

base proceeding from the criteria of insurance coverage of such deposits by the KDIF, while not taking into consideration the possibility of early withdrawal.
" The existence of deposit insurance is not sufficient for a deposit to be classified as stable.
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paragraphs 74-81 (stable and less stable deposits) will be
applied to the deposits).

Funding received from SMEs: 5-10% Deposits placed by non-financial organizations that are 10%

- a total amount received from one SME client is less than one SMEs where the total volume does not exceed the

million euro; equivalent of one million US dollars

- without the right of early withdrawal

Unsecured wholesale funding

Operational deposits (clearing, custodial accounts) 25% Deposits related to clearing, custody, and liquidity 25%
management activities

Unsecured wholesale funding provided by non-financial | 20% - | Deposits of non-financial organizations, the Government | 40%

corporations and government authorities, central banks, | 40% of the Republic of Kazakhstan, National Bank, local

multilateral development banks

This category includes all deposits and other types of unsecured
financing from non-financial corporate clients (which do not
refer to the category of small business clients), sovereigns,
central banks, multilateral development banks.

The run-off factor is set at 20%, if deposits of non-financial
corporate clients, government authorities, central banks, and
development banks are covered by a deposit insurance scheme
or a government guarantee. Otherwise, the run-off factor is set
at 40%.

Non-financial corporations are entities whose principal activities
are the production of market goods and non-financial services.
Non-financial corporations include the following legal entities:
legally constituted corporations, branches of non-resident
enterprises, quasi-corporations, notional resident units owning
land, and resident non-profit institutions that are
market producers of goods or non-financial services.
(https://www.bis.org/statistics/glossary.htm?&selection=279&s
cope=Statistics&c=a&base=term )

executive authorities of the Republic of Kazakhstan,
international financial institutions, foreign central banks,
local executive authorities of foreign countries
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https://www.bis.org/statistics/glossary.htm?&selection=279&scope=Statistics&c=a&base=term
https://www.bis.org/statistics/glossary.htm?&selection=279&scope=Statistics&c=a&base=term

Deposits of non-financial organizations (a group of non- | 60%
financial organizations when one legal entity is a large
participant in another legal entity, and the amount of
liabilities of each of the legal entities exceeds 0.5 (zero
point five) per cent of the bank’s equity), in the amount
exceeding 5 (five) per cent of the bank’s liabilities
Unsecured wholesale funding received from other entities 100% Liabilities to other corporate entities including liabilities | 100%
on issued securities
Secured funding
Liabilities secured by level 1 high quality liquid assets 0%
Liabilities secured by level 1 HQLA or by central banks 0% Liabilities to the Government of the Republic of | 0%
Kazakhstan and the National Bank
Liabilities secured by level 2 HQLA 15% Liabilities secured by level 2 HQLA 15%
Liabilities secured by national sovereigns, development banks 25%
that are not secured with level 1 or 2A HQLA, with risk ratio of Liabilities to MISD RK, IFls, with a risk weighting of not
20% or less. 25% more than 20%, secured by assets that are not level one and
Liabilities secured with mortgage-backed securities included level two high quality liquid assets
with level 2B HQLA
Liabilities secured with other level 2B HQLA 50%
Other secured liabilities 100% Other secured liabilities 100%
Additional requirements to cash outflows
Cash outflow on financial derivatives 100%
Liquidity needs related to downgrade triggers embedded in | 100% Increased liquidity needs on contingent liabilities, 100%
financing transactions, derivatives and other contracts financial derivatives transactions and other operations in
full amount in case if a bank is downgraded by 1 (one), 2
(two) or 3 (three) notch downgrade versus the current
bank rating
Liquidity needs related to the potential for valuation changes on | 20% Increased liquidity needs in revaluation of collateral 20%

posted collateral securing derivative and other transactions

(except level one high quality liquid assets) on financial
derivatives and other operations
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Liquidity needs related to excess non-segregated collateral held | 100% The amount of excess collateral held by the bank in 100%
by the bank that could contractually be recalled at any time by connection with maintaining the position on financial
the counterparty because the collateral is in excess of the derivatives, which can be recalled at any time
counterparty’s current collateral requirements
Liquidity needs related to contractually required collateral on | 100% Increased liquidity needs on operations that provide for | 100%
transactions for which the counterparty has not yet demanded the collateral to be posted by the bank upon the counterparty’s
collateral be posted demand according to the contractual terms and conditions
if such collateral has not been posted
Liquidity needs related to contracts that allow collateral | 100% Increased liquidity needs related to the possibility of | 100%
substitution to non-HQLA assets collateral to non-HQLA assets
Liquidity needs related to market valuation changes on The Increased liquidity needs in case of market valuation The
derivative or other transactions largest | changes on financial derivative or other transactions largest
30-day 30-day
net net
outflow outflow
during during
the the
precedin precedin
g 24 g 24
months months
Expected outflow on asset-backed securities covered by bonds | 100% Outflow on securities issued by the bank and secured by | 100%
and other structured financing instruments the receipt of monies on assets and maturing during the
calendar month following the date of the liquidity
coverage ratio calculation (including on mortgage-backed
securities)
Outflow on securities secured by the receipt of monies on | 100%
assets and issued by special purpose entities of the bank
(including financial derivatives providing for the holder’s
right to require an early repurchase in full or in part),
maturing during the calendar month following the date of
the liquidity coverage ratio calculation
Credit and liquidity facilities:
with repayment date of up to 30 days 100%
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an unused portion of credit facilities to retail clients and | 5% an unused portion of credit facilities and liquidity | 5%
SMEs facilities provided to individuals and SMEs
an unused portion of liquidity facilities to non-financial | 10% an unused portion of credit facilities provided to | 10%
corporations, central banks, private enterprises and non-financial organizations, to the Government of
development banks Kazakhstan, National Bank, MISD RK and IFIs
an unused portion of liquidity facilities to non-financial | 30% an unused portion of liquidity facilities provided to | 30%
corporations, private enterprises non-financial organizations, the Government of
Kazakhstan, National Bank, MISD RK and IFIs
an unused portion of guaranteed credit facilities and | 40% an unused portion of credit facilities and liquidity | 40%
liquidity facilities provided to banks facilities provided to other banks
an unused portion of credit facilities to other financial | 40% an unused portion of credit facilities provided to | 40%
institutions  including securities firms, insurance non-bank financial organizations
companies, and beneficiaries
an unused portion of liquidity facilities to other financial | 100% an unused portion of liquidity facilities provided to | 100%
institutions  including securities firms, insurance other non-bank financial organizations
companies, and beneficiaries
Credit facilities and liquidity facilities to other entities 100% an unused portion of credit facilities and liquidity | 100%
facilities provided to other corporate entities
(including special purpose entities of a bank)
Contractual obligations to provide funding within 30 days. 100%
An expected outflow on contingent liabilities related to trade | 5%  or | Liabilities related to export and import financing of goods | 5%
finance instruments less and services (on guarantees and sureties, letters of credit
related to factoring and forfeiting)
Liabilities on guarantees and sureties, letters of credit not | 10%
related to export and import financing of goods and
services
Other cash outflows provided for by contracts 100% Other cash outflows on liabilities 100%
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