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N GLossARY

AIFC

Astana International Financial Center

AFSA

Astana Financial Services Authority

ARDFM

Agency of Regulation and Development of Financial Markets

ATM

Average Term-to-Maturity

AUM

Asset Under Management

CB

Commercial Bank

CCpP

Central Counterparty

DMS

Debt Management Strategy

EM

Emerging Market

ESG

Environmental, Social & Governance

ETF

Exchange-Traded Fund

EU

European Union

FM

Frontier Market

FSB

Financial Stability Board

FX

Foreign Exchange

GFC

Global Financial Crisis

IAIS

International Association of Insurance Supervisors

ICMA

International Capital Market Association

IFI

International Finance Institutions

|IOPS

International Organization of Pension Supervisors

IOSCO

International Organization of Securities Commissions

IPO

Initial Public Offering

IRS

Interest Rate Swap

KASE

Kazakhstan Stock Exchange

KCSD

Kazakhstan Central Securities Depository

KDIF

Kazakhstan Deposit Insurance Fund

KNF

Kazakhstan National Fund

MPC

Monetary Policy Committee

NBK

National Bank of Kazakhstan

OMO

Open Market Operations

OTC

Over the Counter

SESS

State Educational Savings System

SOE

State-Owned Enterprise

SESS

State Educational Savings System

TCI

TONIA Compounded Index

TONIA

Tenge OverNight Index Average

TSA

Treasury Single Account

UAPF

Unified Accumulative Pension Fund
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) EXECUTIVE SUMMARY!

The foundation for capital market development in Kazakhstan is solid, yet supply and demand
side issues restrict the deepening of the capital market. The macroeconomic conditions are
conducive, despite the high inflation rate and dollarization of the deposits. The Financial Market
Infrastructure (FMI), including the payment, clearing, and settlement systems and the depository, is
solid and robust. In addition, Kazakhstan Stock Exchange (KASE) offers a Central Counterparty (CCP)
clearing in all market segments. The Ministry of Finance (MoF) and the National Bank of Kazakhstan
(NBK) have established a yield curve of up to 15 years; however, the short end of the yield curve should
be better anchored. The institutional investor base is extremely thin beyond the Unified Accumulative
Pension Fund (UAPF), while the supply side is dominated by government and quasi-government
issuers, crowding out the private sector and distorting market pricing.

The capital market development is constrained by the absence of a robust institutional investor
base. The UAPF assets are by far the largest within the domestic institutional investor base; however,
the assets are managed under very conservative investment policies. The life insurance market has
demonstrated fast growth in recent years; however, this comes from a low base, and thus the
aggregate size of the market overall is still very small, accounting for less than 1 percent of the GDP.
The State Educational Savings System (SESS) seems to have a good potential to give an additional
boost to the life insurance industry. The asset management industry remains underdeveloped due to
low demand by investors, high interest rate environment, and lack of diverse instruments in the equity
market. There is a steep increase in participation of retail investors, but it is mostly sporadic demand
from profit-seeking investors.

The annual guarantee for pension funds managed by private asset managers constrains
investment policies. The annual guarantee and consequently, the potential risk of using the asset
managers’ capital for compensation significantly constrain the risk-taking and diversification
capacities. Therefore, asset managers avoid equity investments and prefer government and quasi-
government bonds. The small size of the funds managed by private asset managers further constrains
portfolio diversification. The proposed reform to enable pension fund members to transfer up to 50
percent of their savings to private fund managers may address the size issue; however, the increasing
size of the managed portfolio further increases the risk on the asset managers’ capital arising from
the underlying annual guarantee.

Kazakhstan aspires to the Emerging Market (EM) upgrade of the stock market and EM global
bond index inclusion of its local currency sovereign bonds. Kazakhstan is currently classified as
Frontier Market (FM) by both FTSE Russell and Morgan Stanley Capital International (MSCI) and is
looking forward to being upgraded to EM category. However, the stock market capitalization
compared to GDP is at par with other frontier markets, and the stock market turnover ratio is

' This Technical Note has been prepared by Zsolt Bango (WB Senior Financial Sector Specialist) and Yaewon Yoon
(WB Senior Financial Sector Specialist).
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substantially lower than its peers. Foreign investors' participation remains marginal in all market
segments, although it has been increasing recently in the government bond markets. The secondary
market liquidity needs to improve significantly to attract more active foreign investors' participation.
The risk of delayed EM upgrade and global bond index inclusion is not negligible due to the shallow
liquidity and limited participation of foreign investors.

The money markets remain illiquid beyond the one-day segment, which constrains the
reliability of the short end of the yield curve. Further to the introduction of CCP by KASE, the repo
and foreign exchange (FX) swap markets' liquidity have improved significantly; yet, it is limited to the
very short segment only. NBK supports the yield curve through regular Open Market Operations
(OMO), including 7-day deposit auctions and 28-day NBK notes issuance. However, the shortest
instruments issued by the MoF are the 12-month Treasury Bills, leaving the yield curve unsupported
in-between. The regular issuance of 3-month and 6-month T-Bills would be desirable, which could
also contribute towards a more efficient benchmark government bond issuance.

Public debt management is not guided by a Debt Management Strategy (DMS), and MoF lacks
a well-defined, consistent, and predictable benchmark issuance policy. The Concept of Public
Finance Management of Kazakhstan until 2030 sets debt management targets; however, without
introducing a model and explaining the cost and risk preferences. A DMS could help better determine
the appropriate borrowing mix required to minimize cost at a given level of risk of the debt portfolio.
As for the domestic government bond issuance, MoF has not selected standard tenors for the issuance
of benchmark bonds. Instead, MoF regularly issues new instruments across the entire yield curve,
starting from 1-year tenor to 15-year. This issuance strategy does not support the benchmark building
in key, standard tenors and contributes to the fragmentation of the government bond portfolio. While
MoF has already built three benchmark bonds that meet the entry requirements of the JP Morgan
Global Bond Index (the most widely benchmarked global, local currency bond index), the incomplete
refinancing risk management toolkit, including the absence of liability management operations and
issuance of short-term T-Bills, constrains MoF to consolidate the issuance into a fewer number of
benchmark instruments.

The corporate bond market is largely dominated by quasi-government bond issuers, potentially
crowding out private sector issuers and distorting the fair price discovery. The legal framework
and trading platform for corporate bonds are well established in accordance with the Securities
Market Law and KASE rules. Nonetheless, the corporate bond market of Kazakhstan remains small
relative to its peer countries. The market is dominated by fully state-owned or subsidiaries of state-
owned entities accounting for 79.4 percent of total issuance between 2018 and 2022. The demand
from the corporate sector is satisfied by the excess liquidity in banks and the abundance of
government subsidies. Due to the comfortable liquidity positions of the commercial banks (CBs), the
spread between bank loans and corporate bonds expanded to over 350 basis points in 2022, making
the corporate bond market a less attractive source of funding. Within the framework of the Financial
Sector Development Concept until 2030, the authorities have initiated actions to improve the
functioning of the corporate bond markets. They aim to gradually reduce direct state funding,
including by decreasing state subsidies. It is yet to see how impactful these actions will be.
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Despite Kazakhstan’'s aspiration to be upgraded to EM by MSCI and FTSE Russell, the stock
market capitalization and turnover remain aligned with that of the Frontier Markets. Overall
growth rate of the market capitalization of the Kazakhstan stock market has been plateau. The total
number of equity issuers at KASE has also remained static with an overall decline in the last 5 years.
The number of delistings exceeded that of new listings, resulting in a decrease of issuers on the market
and ultimately reducing investment opportunities. The recent Initial Public Offering (IPO) of
KasMunayGas attracted great interest and actual investment by domestic investors but the
consistency of interest is difficult to measure and the impact on increasing liquidity has been limited.
Based on the successful IPO of KasMunayGas, there are multiple state-owned enterprises in the
pipeline that are being deliberated as the next IPO. A strong series of IPOs into the market can attract
liquidity from both local and foreign investors.

The issuance of labeled bonds, including green bonds, has been increasing, led by International
Finance Institutions (IFls). Kazakhstan is a highly carbon-intense economy; consequently, the
country faces a considerable transition risk in the coming decade. The volume of investment necessary
for a green transition requires significant involvement of private investors. Implementing
Environmental, Social, and Governance (ESG) principles in the financial markets and developing the
green bond or green finance market is a top priority of the authorities. Following the adoption of the
new Environmental Code that introduced the concept of green finance in 2021, a green taxonomy has
also been developed. 11 labeled bond issuances of aggregated more than KZT 150 billion were already
completed by the end of March 2023, led by IFls, notably the Asian Development Bank. MoF is yet to
enter the green bond market.

The derivatives market is undeveloped in Kazakhstan. The FX swap market is liquid in the one-day
segment; however, FX swaps are primarily used for liquidity management purposes. The cross-
currency swap and interest rate swap (IRS) markets are non-existent. The future and forward markets
are characterized by sporadic trades without meaningful activity and liquidity. Considering the large
unhedged FX positions of domestic institutional investors, the development of the currency swap
market is very much desirable. Due to the limited availability and diversification of local currency
instruments, institutional investors have built portfolios with large foreign currency denominated
assets that are left unhedged. On the positive side, authorities have developed the framework for
securities lending and covered short selling that could support the secondary market liquidity in each
market segment.
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Recommendations

Recommendation Responsible Time
authority

Investor base

Replace annual guarantee for pension funds with capital
guarantee at retirement or at the first transfer of pension assets ARDFM, NBK, UAPF MT
to another private management company

Analyze the possibility and carefully assess the potential ARDFM
complexity of using funds from the National Fund for Children MT
within the framework of the State Educational Savings System

Assess the associated risk of JP Morgan GBI inclusion and FTSE

KASE, MoF, NBK
Russell & MSCI EM upgrade 0 ST

Assess the introduction of incentives, such as conditional tax
benefits or exemption of trading fee for individual investors to
utilize mutual funds for risk diversification and long-term
investment

ARDFM MT

Monitor the asset structure and inherent risk exposure of mutual

funds ARDFM ST

Adopt principle of suitability and periodic assessment of risk
profile of individual investors to promote awareness on the risks ARDFM ST
of direct investment and responsible financial decisions

Money market

Strengthen the short end of the yield curve by the regular

issuance of 3- and 6-month T-Bills MoF MT

Promote the consistent use of TONIA compound indices, MoF
align METIKAM's coupon convention with the wider market KASE, MoF, NBK ST
practice

Government bond market

Finalize and publish a Medium-Term Debt Management MoF

ST
Strategy

Design a predictable and consistent benchmark issuance

MoF T
program by selecting standard benchmark tenors © >

Introduce liability management operations (buyback & switch) MoF MT

Evaluate gradual implementation of the primary dealer system

. . . MOF, NBK MT
through an interim pilot program
Consider the issuance of a sovereign green bond MOF MT
Corporate bond market
Establish an integrated one-stop portal for corporate filings and ARDFM MT
disclosure for efficient access to information
Promote corporate governance practices in line with ARDFM MT
international standards
Conduct feasibility analysis on developing an alternative credit ARDFM MT

guarantee mechanism utilizing investment funds to support
lower-rated corporate bonds
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Recommendation Responsible Time
authority
Equity market
Create a diversified pipeline of IPOs on quasi-government ARDFM, KASE, MoF | ST-MT
companies for steady supply
Consider the establishment and utilization of a one-stop ARDFM, KASE MT

advisory service for companies to gain preliminary information
on the IPO requirements and procedures to assist potential
companies to prepare for listings

Promote the development of Exchange-Traded Funds (ETFs) to ARDFM

: y . ) . ST
incentivize longer-term intermediated savings
Derivatives market
Promote the development of IRS and longer-term cross- ARDFM, NBK LT
currency swap market supported by ISDA agreement

Support the development of securities lending ARDFM MT

Short-term (ST): 6-12 months, Medium-term (MT): 12-36 months. Long-term (LT): 3 years and beyond

N NTRODUCTION
1. Well-developed local capital markets are important in many ways for a sustainable

economic development. Capital markets can play a strong role in economic growth, contribute to
job creation, and support financial stability. Efficient capital markets can provide financing for the state
and the private sector by offering access to domestic and international financial resources. The primary
function of capital markets is, therefore, to facilitate the link between various types of investors
(domestic savers including domestic institutional pension funds, insurance companies, commercial
banks, and domestic retail and foreign investors) and different issuers (mainly large- and medium-
sized real sector companies, the financial sector, and governments). Developed capital markets
provide a range of investible assets for domestic institutional investors, facilitate the diversification of
the investor base, and enable issuers to raise funds, often at lower costs, from various non-bank
sources.

2. Capital market development requires that certain fundamental pre-conditions be in
place. While macro conditions are conducive in Kazakhstan, key enabling conditions constrain the
potential of capital market development in Kazakhstan. The key challenges in terms of the enabling
environment are centered around two areas: (i) a thin domestic institutional investor base beyond the
pension fund, which follows a very conservative investment policy; and (ii) the absence of suitable
private sector companies that are ready and able to enter the debt and equity capital markets. Overall,
continuing efforts to strengthen macro-financial fundamentals, build trust in tenge, and improve the
reliability of short-term reference rates and the sovereign yield curve should remain priorities in
strengthening the pre-conditions for capital market development. A more robust and solid yield curve
is required to facilitate the development of the corporate bond market in the longer term.
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3. The Agency of Regulation and Development of Financial Markets (ARDFM) is authorized
to regulate activities on the capital markets. ARDFM has been operating since January 2020, taking
over the regulatory and supervisory functions from the NBK. ARDFM is defined as the assignee of the
rights and obligations of the NBK with regard to the transferred functions and powers. ARDFM
regulates, controls, and supervises the financial market and financial organizations, including non-
bank financial institutions such as insurance companies and investment fund managers.

4. The FMI is solid and robust, including Central Counterparty clearing in all market
segments. FMI plays a critical role in the financial system and the broader economy. FMIs that
facilitate the clearing, settlement, and recording of monetary and other financial transactions can
strengthen the markets they serve and play a significant role in fostering financial stability. NBK
operates a Real Time Gross Settlement System (RTGS). The Central Securities Depository (KCSD), which
is 64 percent owned by NBK, is the sole depository and registrar for securities denominated in KZT
and issued under the law of Kazakhstan. KCSD is the authorized depository of NBK, MoF, and local
executive authorities of Kazakhstan.

5. KCSD has established correspondent relations (inter-depository links) with international
depositories. KCSD opened a nominee account in the international securities depositories including
Euroclear Bank in 2012 and Clearstream in 2013. In 2018, the KCSD and Clearstream implemented the
possibility of making payments on government bonds in the Clearstream system using the Free of
Payment type. In 2020, the international settlement line between the KCSD and Clearstream has been
improved to the Delivery versus Payment type for government securities of the Republic of
Kazakhstan. Currently, the CSD is conducting similar work to expand cooperation with the
international depository Euroclear Bank.

6. There are two licensed stock exchanges in Kazakhstan, KASE and Astana International
Exchange (AIX). AlX operates under the Astana International Finance Center (AIFC) jurisdiction. KASE
is the main platform for trading domestic capital market instruments. KASE carries out its activities on
the basis of the ARDFM license in accordance with the legislation of the Republic of Kazakhstan on
the securities market. Local currency government securities, quasi-government securities, and
corporate securities, including bonds and equities, are listed on KASE. In addition, KASE provides a
platform for the money market, and derivatives. KASE offers CCP clearing in all market segments.
Companies listed on KASE are primarily domestic companies and traded in KZT.

7. AIFC is a relatively new participant of the capital market landscape of Kazakhstan. AIFC
was established in 2018 and considered the Dubai International Financial Center the main example of
its role and operation. AIFC's primary role and objective is to help diversify the economy of Kazakhstan
and attract foreign investments to the country. Under AIFC, an independent jurisdiction has been
created with its own legislation based on English common law. One of the key areas of AIFC's
development is capital markets, which is demonstrated by the establishment of AlX, AIX Central
Securities Depository (AIX CSD), and Astana Financial Services Authority (AFSA). Considering the
existence of two regulators (ARDFM and AFSA), two stock exchanges (KASE and AlX), and two CSDs
(KCSD and AIX CSD), the segmentation of the capital markets and the regulatory arbitrage might be
concerns of the authorities. However, AFSA, AlX, and AIX CSD operate under a different jurisdiction
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(English common law); therefore, as long as AIFC follows its main objective of attracting foreign
investors to Kazakhstan's capital markets, the risk of segmentation remains limited and well-managed.

8. This technical note focuses on the assessment of capital market development in
Kazakhstan under its jurisdiction. A diagnostic of AIFC capital markets is not the objective of this
note. The first section reviews the current macroeconomic context of the capital market development.
The following sections identify the main challenges of the investor base development, and the current
arrangements and developmental issues of the different market segments, including the money
markets, government bond market, corporate bond and equity markets, and derivatives.

MACROECONOMIC CONTEXT:

9. Despite challenges from decreased oil production and supply-chain issues ties with
Russia, Kazakhstan recorded 3.2 percent GDP growth in 2022. Lower oil production and supply
chain issues slowed the economic growth down from 4.1 percent in 2021 to 3.2 percent last year.
Growth was driven by non-oil exports and investment growth of 7.9 percent, while consumer demand
weakened due to declining real incomes. As inflation soared in 2022, real incomes of the population
contracted by 1 percent.

10. The current account recorded a surplus of USD 8.5 billion in 2022, boosted by a robust
export recovery. This was a significant reversal from the USD 2.5 billion deficit in 2021. The substantial
increase in global oil prices was pivotal in boosting the values of merchandise export and improving
the trade balance. The exports of goods rose by 30.9 percent, mainly due to higher oil prices, while
imports rose by only 19.7 percent. Despite the deficit in primary income balance owing to repatriation
of earnings from the mining sector, solid trade surplus growth led to a current account surplus.

Figure 1. Current account balance (as a percentage of the GDP)

6.0%
4.0%

2.0% .

0.0% fr—
-2.0% .

-4.0%

-6.0%

-8.0%

m2019 m2020 2021 m2022 m2023f 2024f

Source: NBK, World Bank

2 References: World Bank Group 2023: Europe and Central Asia Macro Poverty Outlook
World Bank Group 2023: Kazakhstan Economic Update, Spring 2023, Economic Recovery During Challenging Times
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11. Inflation has soared to levels not seen since the late 1990s, largely driven by a sharp rise
in food prices and wage increases across various sectors. As of January 2023, the inflation rate
stood at 20.7 percent year-on-year, a significant increase from the 8.7 percent reported in February
2022 when Russia’s invasion of Ukraine began. The likely causes of a spike in inflation include sizeable
minimum wage adjustments, riot-induced salary increases across sectors, and the increase in the
import prices exacerbated by the KZT depreciation (7 percent against the USD in 2022).

12. The increased volatility of KZT exchange rate has created additional complications for
the NBK in ensuring price stability, especially in the aftermath of the sanctions imposed on
Russia. As the pressure on the KZT exchange rate increased in 2022, NBK scaled up its presence in
the market by selling foreign currency from both its own reserves and the assets of the Kazakhstan
National Fund (KNF)3. NBK has sold approximately USD 1.5 billion from its international reserves to
mitigate short-term exchange rate volatility. Although NBK sold its reserves, the level of FX reserves
increased by 2 percent in 2022, due to the current account surplus.

13. Despite the declining level of dollarization, the high share of FX deposits constrains
capital market development. Since its peak in 20154 dollarization has declined; however, the share
of FX deposits has stabilized at approximately 30 percent®. The high level of dollarization reduces the
effectiveness of the monetary policy, since the change in the base rate has a limited impact on saving
and investment decisions as well as on inflation due to a relatively low money supply in tenge, which
is influenced by the monetary policy instruments.®

14. Kazakhstan’s financial sector is bank-dominated with a small to moderate domestic
institutional investor base. The banking sector account for 78 percent of the financial sector assets
as of December 20227. The banking sector consists of 21 commercial banks (called second-tier banks),
of which 12 are affiliated to foreign banks, 2 are wholly state-owned, and the remaining banks are
locally owned. The total assets of the Kazakhstani banking system accounted for 44 percent of the
GDP (as of November 2022) and are concentrated in the six largest banks, representing 72 percent of
the sector assets.

15. Geopolitics and the potential secondary effects of sanctions on Russia remain an
important risk, that may also affect the capital market development. Kazakhstan has established
regular consultation mechanism with the United States and the EU to prevent the country from
possible secondary sanctions.

3 The Kazakhstan National Fund is a sovereign wealth fund of Kazakhstan operated by NBK. It was established in
2000 to manage revenues from the oil and natural gas more effectively.

4 The share of FX denominated liabilities to total liabilities peaked at 61.3 percent in 2015.
> The average share of FX deposits was 35.3 percent in 2022, while the end of 2022 figure stood at 31.6 percent.
6 Reference: Monetary Policy Strategy 2030

7 The share would rise to 86 percent if total assets of the Kazakhstan Development Bank, a first-tier development
institution, were accounted for.

11
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16. Kazakhstan’s sovereign credit ratings are in investment grade category by the three
major global credit rating agencies. The latest move was announced by S&P at the beginning of
March 2023, when Kazakhstan's outlook was improved from negative to stable. The key factors
supporting Kazakhstan's investment grade ratings are the solid fiscal and external balance sheets of
the country’s economy.

Table 1. Sovereign credit ratings of Kazakhstan as of April 2023

Moody’s S&P FITCH
Rating Baa2 BBB- BBB
Outlook Stable Stable Stable
Date 08/11/2021 03/03/2023 12/02/2022

Source: Credit Rating Agencies

INVESTOR BASE

17. A large and diversified investor base is critical to support demand and liquidity for
different types of capital markets products. A diversified group of investors formed by domestic
retail, institutional investors (e.g., pension funds, mutual funds, and insurance companies), banks and
foreign investors, reduces the risk of one side markets and supports demand and liquidity in capital
markets through distinct economic and investment sentiment cycles.®

A. Current Arrangements

18. The composition and the conservative investment policies of the domestic institutional
investor base remain the most important demand side constraints for capital market
development in Kazakhstan. Although the life insurance market has demonstrated fast growth in
recent years, this comes from a very low base, and thus the aggregate size of the market overall is still
small. The asset management industry remains underdeveloped due to low demand by investors, high
interest rate environment, and lack of diverse instruments in the equity market. The UAPF assets are
by far the largest within the domestic institutional investor base, accounting for 17.27 percent of the
GDP at the end of 2021. However, 99.8 percent of the assets are managed by the NBK under a very
conservative investment policy.

8 Strong theoretical arguments have been made linking the growth in pension fund assets and capital market
development - which in turn acts to increase sources of long-term financing and thereby economic growth. See
Karam et al (2010) https://www.imf.org/external/pubs/ft/wp/2010/wp10297.pdf Davis and Hu (2008)
https://bura.brunel.ac.uk/bitstream/2438/8277/2/Fulltext.pdf

12
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Table 2. Size of institutional investors (as a percentage of GDP)

Year Life insurance Non-life Insurance Mutual fund Pension fund

premiums insurance companies’ assets assets
premiums assets

2017 0.11% 0.55% 1.43% 1.89% 14.60%

2018 0.13% 0.55% 1.43% 1.74% 14.57%

2019 0.13% 0.54% 1.50% 1.80% 15.72%

2020 0.13% 0.56% 1.58% 2.06% 17.33%

2021 0.14% 0.57% 1.64% 2.06% 17.27%

Source: WB FinStats

Figure 2. Asset Under Management as of January 2023 (KZT million)

Insurance [ 1,531,697
Investment companies ] 337,590
Clients of investment companies [l 612,554
Broker-dealers 36,260

Private pension funds 9,126

UAPF | — 14,631,000

4,000,000 8,000,000 12,000,000 16,000,000

Source: ARDFM, NBK

19. The size of the insurance companies’ overall assets has been growing constantly;
however, life insurance premiums account for only 0.35 percent of the GDP at the end of 2021.
As of January 1, 2023, the insurance sector is represented by 26 insurance companies, including 9
life insurance and 17 non-life (general) insurance. The share of the life insurance increased significantly
in the last five years, growing from 30 percent at the end of 2017 to 44 percent by the end of 2022.
Life insurance is represented by two companies in the top 5 at the end of 2022. Despite the decent
growth of the industry (more than 3 times larger life insurance in 2022 than 5 years earlier), the life
insurance industry remains nascent, with an aggregated volume of assets at KZT 919.5 billion at the
end of 2022.

13
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Figure 3. Size and growth of insurance companies’ assets (KZT million)
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20. Savings products are dominant in the life insurance industry. Life insurance consists of
compulsory insurance by employees to protect their labor in case of accidents when performing their
work and compulsory travel insurance, and voluntary life insurance dominated by savings products,
which account for 75 percent of the industry’s assets. These products are typically offered with a
guaranteed return. Most contracts have short- to medium-term duration, typically between 3 and 5
years. On the other hand, unit-linked life insurance (offering market returns without guarantees) is
underdeveloped; only one life insurance company currently offers this product.

21. A new product, life insurance, within the framework of the State Educational Savings
System (SESS), was introduced in 2022. Until April 1, 2023, 65 SESS contract were signed with a
total insurance premium of KZT 6,778,000. The objective of the product is to promote savings for
higher education combined with a life insurance element. This is also a guaranteed return product.
Insurance companies need to guarantee at least a 5 percent annual return. The government will
provide a yearly subsidy of an additional 5 percent. Children in priority categories® are eligible for an
additional 2 percent annual subsidy, i.e., altogether 7 percent from the state.

22. Tax incentives are conducive to the development of the life insurance industry. The Tax
Code provides three types of benefits for life insurance, including pension annuity insurance.

e Remuneration on the invested assets is not subject to taxation at the source of the
payment.

e Individuals' contributions to pension annuity insurance as well as the payouts of the
pension annuity contracts are not considered income of the individuals.

e Operation of the asset management companies investing contributions to the pension
annuity insurance is exempt from value-added tax.

9 Priority category includes orphans and children without parental care up to 23 years of age, disabled people, children
from large families (four or more minors), and children from families with an average income per capita below the cost
of the food basket.
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23. Pension funds are by far the largest institutional investors in Kazakhstan. Kazakhstan's
pension system is operated by the UAPF JSC. Kazakhstan operates a multi-pillar pension model
established in 1998 based on the Chilean pension system model. It is a defined contribution, fully
funded pension scheme with individual pension savings accounts. The scheme includes a mandatory
fully funded pillar and a voluntary fully funded pillar; however, the share of the latter is negligible. The
aggregated value of the pension assets investment portfolio stood at KZT 14,631 billion on January
1%, 2023, accounting for approximately 15 percent'® of the GDP. Pension funds’ contribution to the
GDP is larger than the non-OECD average, and comparable with many OECD peer countries.

Figure 4. Size of pension fund assets in selected OECD and non-OECD countries (as a percentage of
GDP)
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24. The asset management for pensions went through multiple reforms over the last 20

years. In the first 15 years, funds were distributed among multiple funds managed by a variable
number of asset managers (between 2 and 8). The funds suffered massive losses during the Global
Financial Crisis (GFC), and they struggled to recover from it in the following years. Finally, a unified
pension fund, the UAPF, was established in 2013 by merging all pension assets and liabilities of the
private pension funds. Another reform, implemented in 2021, enabled pension fund members either
to withdraw up to 20 percent of their accumulated savings above a certain threshold' for specific
purposes, limited to housing or healthcare, or to transfer this amount to private pension fund
managers. It has been noted that fund members have preferred the withdrawal option over the
transfer to private fund managers.

0 Based on the estimated nominal GDP at the end of 2022.

" The threshold is calculated based on a formula that is largely determined by the age of the pension fund member.
The older the pension fund member, the higher the threshold to secure meaningful savings by the time of
retirement.
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Table 3. Early withdrawal of pension savings in the first two years (KZT billion, %)

2021 2022 Total
Housing 2,490.8 (95.3%) 720.6 (78.6%) 3,211.4 (90.9%)
Health 123.4 (4.7%) 196.4 (21.4%) 319.8 (9.1%)
Total 2,614.2 917.0 3,531.2
Source: UAPF
25. 5 private asset management companies have been selected to provide alternative fund

management options for pension fund members. The fifth company started its operation only in
December 2022. The size of the funds attracted so far is marginal, less than 0.1 percent of the
aggregated value of the pension assets investment portfolio.

26. In order to increase pension funds’ contribution to the capital market development, the
government is considering additional regulatory changes. The pension assets managed by NBK,
which account for 99.9 percent of the total assets of UAPF, are managed under a very risk-averse
investment policy. Government securities issued by Kazakhstan or foreign countries and bonds issued
by IFls account for 78 percent of the portfolio. The rest of the portfolio is largely dominated by quasi-
government bonds (such as those issued by Kazakhstan Sustainability Fund, the largest non-
government bond issuer, 100 percent owned by NBK) or invested in top-rated foreign securities. A
recent proposal intends to facilitate subsidiaries of foreign asset managers with high credit ratings to
manage pension assets. Furthermore, another proposal would give pension fund members the right
to transfer up to 50 percent of their savings to private asset management companies.

27. Private pension fund managers are expected to follow more diverse and less
conservative investment policies; however, the annual guarantee constrains their risk-taking
capacities. The pension regulation requires private asset managers of the pension fund to achieve at
least 70 percent of the average performance of the 5 private fund managers. In case of
underperformance, the fund managers are required to use their own capital to compensate the
pension fund. Considering the size of the capital of the asset managers, this is an effective constrain
on their risk-taking capacities; consequently, they just slightly diversify away from government and
quasi-government bonds. An international comparison demonstrates that the pension funds’
investments are very risk averse in Kazakhstan; only 6.5 percent invested in equities, while the OECD
average was 30.6 percent in 2021.
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Figure 5. Allocation of assets in retirement savings plans in selected asset

investment vehicles, 2021 or the latest year available
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28. The tiny size of the pension portfolios managed by private asset managers also

constrains diversification; however, the risk of compensation may become an even larger
impediment in the case of more sizable portfolios. The current size of the privately managed
pension portfolios gives little room for diversification. The composition of the existing investment
portfolios also demonstrates this very well. However, even if the new regulation manages to trigger
transfers from the NBK portfolio to private asset management companies, this transfer entails the risk
of compensation from their own capital remains.
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Figure 6. The structure of the pension assets portfolio by managing company
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29. In addition to the pension fund, NBK manages an aggregated KZT 3.6 trillion assets of
8 other funds or public institutions. The list includes the State Social Insurance Fund, Kazakhstan
Deposit Insurance Fund (as of April 1, 2023, the KDIF reserve is KZT 931 billion), Kazakhstan Interbank
Settlement Center, Banking Service Bureau, National Investment Corporation, Unified Accumulative
Pension Fund (own assets), Health Insurance Fund, Kazakhstan Sustainability Fund. NBK plans to hand
over the fund management role of these assets to private asset managers to promote the liquidity of
the capital markets. However, these funds are invested under a conservative investment policy by
nature, therefore, it is highly unlikely that the private fund managers will shift to riskier investments.
Transferring these funds from NBK may contribute to the liquidity of the government bond market
and money markets; all the same, they are unlikely to promote the liquidity of the corporate securities
market.

30. The asset management industry continues to be a weak player in the capital market. The
experience of negative performance during the GFC has created mistrust towards mutual funds as an
alternative investment. The reluctance to invest in mid-to long-term collective investment products,
coupled with high inflation rates, is pushing investors to seek short-term financial products. Unlike
the UAPF, insurance companies, and investment portfolio companies, the growth rate of total assets
under management for clients of investment portfolio management companies shows extreme
volatility, which reflects the drastic changes in demand by investors. As a result, asset management
companies are unable to build a diverse portfolio with long-term performance goals, which is essential
in providing liquidity to the capital market.
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Figure 7. Growth rate of assets under management (percentage)
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31. The unification of all private pension funds to the UAPF in 2013 resulted in direct
reduction of assets for private asset management companies. Following the pension reform, the
accumulated pension assets amounted to KZT 3,731.9 billion or around 12 percent of GDB at the end
of 2013, On the other hand, assets under management by private asset management companies,
including client assets, remain at a relatively small amount of KZT 950 billion at the end of 2022. Asset
management companies contribute a mere 6.2% of total assets under management, compared to the
84.55% held by the UAPF. The reduction in the size of assets available for investment has significantly
reduced room for asset allocation and effective fund management.

Figure 8. Distribution of total assets under management (KZT million as of December 2022)
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12 Financial System Stability Assessment report, August 2014
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32. The difference in the absolute value of assets under management creates an imbalance
in the supply of investment funds to the equity market. The asset management industry is
investing actively into non-state securities, up to 63.1 percent of total assets under management,
compared to the UAPF, which holds only 22.2 percent of total assets in non-state securities.
Nonetheless, the discrepancy in the total value of the funds available for investment between asset
management companies and the UAPF creates a distortion in the contribution of each entity in the
capital market. In other words, despite the high investment ratio of asset management companies in
non-state securities market, the actual investment amount of KZT 600 billion is less than a quarter of
the actual investment amount of the UAPF. Nonetheless, the investment strategy focused on non-
state securities can be beneficial to spurring the liquidity conditions in the equity market if supported
by the growth of the total investment portfolio.

Figure 9. Distribution of investment portfolio as of January 1%, 2023 (KZT million)
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33. The role of mutual funds as collective investment mechanisms and liquidity provider is

underdeveloped. Collective investment schemes, or mutual funds, are set up to successfully invest
pooled assets for the primary benefit of investors. Moreover, mutual funds are a great source of
liquidity in the market as the pooled assets allow asset managers to invest in the capital market.
However, as mentioned earlier, investors’ confidence level persists to be low due to the negative
experience of the past. During the period assessed, the size of mutual fund assets compared to GDP
has not changed recently, showing an incremental increase from 1.7 percent in 2018 to 2.1 percent in
2021. This is an exceptionally slow growth compared to other markets in the region where the average
growth was by 130 basis points.
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Figure 10. Mutual Fund Assets over GDP (percentage)
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34. The current structure of mutual funds is greatly driven by investors’ demand for foreign
currency. Out of the 24 mutual funds listed at KASE, 10 funds were quoted in USD, yet 94.1 percent
of the total investment portfolio is invested in foreign currency denominated assets. In other words,
78.6 percent of total assets held by listed mutual funds are in foreign currency, mainly USD. It has
been observed that the highly dollarized asset holding is driven by the demand of the market, a
balloon effect caused by the limit on interest rates of foreign currency deposits. Such large
concentration in foreign currency denominated securities can create unwarranted pressure on the FX
market.

Figure 11. Asset Structure of Investment Funds
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35. Effective use of mutual funds can create liquidity in the market while benefiting the

financial consumers. The pool of funds managed by professionals with in-depth knowledge of the
market can boost liquidity and contribute to appropriate market valuations. Another major role of
asset management is to execute investment strategies on behalf of investors, while investors must be
able to select the desired level of risks and potential rewards according to their needs. Such a
mechanism can ensure that the interests of financial consumers are well protected and managed in
the best conditions.
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36. Foreign investors’ participation in Kazakhstan's capital markets is not restricted. Foreign
investors can get access to the KASE, the main trading platform in each market segment, through i)
remote membership; ii) direct market access; or iii) local brokerage companies. KASE also facilitates
the membership for foreign brokerage companies as well as participants of the AIFC who have a
license for brokerage and dealer activities from AFSA. Tax legislation provides equal conditions for
foreign and local investors.

37 Foreign investors increased their activities in the last one year, however, remaining at a
moderate level and largely concentrated in government bonds and NBK notes. Investments of
non-residents in government securities increased by 21%, to KZT 461 billion over the period of July
2022 and March 2023; however, this is still just slightly more than 3 percent of the outstanding KZT
denominated government securities. In the first week of April, the volume of investments of non-
residents in NBK notes increased from KZT 109.4 billion to KZT 136.4 billion (KZT 27 billion),
accounting for 5 percent of the outstanding volume.™

38. Despite the aspiration for an EM upgrade by MSCI'* and FTSE Russell, foreign investors’
participation in the equity and corporate bond market remains marginal. Authorities are working
on achieving an EM upgrade by FTSE Russell and MSCI. The country is already close to meeting the
quantitative requirements, including market capitalization and liquidity (free float). The remaining
issues are expected to be addressed with the steady supply of diversified IPOs discussed in more detail
in the equity market development section. However, the low participation of foreign investors in both
the corporate bond and equity market, as demonstrated by the charts below, may further delay the
upgrade.

Figure 12. Equity Market's investor Figure 13. Non-residents in CB market (2022)
composition (2022)
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13 https://kapital.kz/finance/114838/vysokaya-bazovaya-stavka-i-zamedleniye-inflyatsii-stimuliruyut-spros-na-

tengovyye-aktivy.html

4 Morgan Stanley Capital International (MSCI) is a global provider of equity, fixed income, real estate indices. MSCI
EMs index is a widely used benchmark for EM investors.
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39. Participation of individual investors in the corporate bond and equity markets has been
increasing in recent years. Trading volume dropped to lows at the onset of the COVID-19 pandemic,
however, the introduction of digital financial services has contributed to the gradual increase of
trading volume by individual investors. Total trading volume by individual investors increased by more
than double between 2020 and 2022, increasing from KZT 140 billion to KZT 352.7 billion. Unlike in
the past when individual investors opted to rely on broker service or place funds in savings accounts,
they are now actively managing their investment options. The adoption of trading platforms and
fintech solutions created mechanisms for individuals to gain direct access to the market. Individual
investors are utilizing the various services provided by brokerage companies and investment platforms
to obtain easy and inexpensive access to real-time market information, analytic programs, and
electronic trading.

Figure 14. Trading volume of individual investors and institutional investors (KZT million)
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40. Individual investors are not only expanding in trading volume but also investment

instruments. Before 2020, individual investors were mostly investing directly in the stock market or
utilizing investment funds as indirect participation. However, recent figures show that investments are
flowing into all categories of the capital market, including corporate bonds and government securities.
Investments in corporate bonds escalated significantly in 2021 and 2022, where trading volume was
KZT 9,463 million and KZT 25,866 million, respectively. The high interest rates offered by corporate
bonds are inducing individual investors to take up riskier products in their portfolios. In addition, the
young generation is more active in using fintech technologies to access the capital markets directly,
but they are looking at opportunities primarily in the international markets investing in popular global
shares.
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Figure 15. Trading volume of individual investors by asset category (KZT million)
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41. The number of new account openings hit a record high of 340,798 accounts in 2022. The
KasMunayGas IPO, completed in December 2022, created great momentum in the market and
generated a large number of new account openings. The number of new account opening and active
accounts have been on a rising trend since 2019, supported by the rise of online trading applications.
It has been noted across markets that there was also a general increase of individual investor interest
in the stock market during periods of lockdown. The increase of account openings through computer
or mobile devices has the potential to reinforce self-directed trades, which can prompt inexperienced
investors to take on risk beyond capacity'. The onboarding phase'® requires proper due diligence by
the financial institution to mitigate risks related to suitability, disclosure, know-your-customer, and
fraud. Moreover, direct investment based on weak financial knowledge has potential risk of losing
trust and withdrawing from the capital market when faced with capital loss.

42. Although the number of account-opening of individuals have been increasing at a high
rate, the number of all active accounts has dropped recently. The number of account-opening of
individuals and total number of individual investor accounts at year-end reached 340,789 and 547,767
in 2022, reflecting the high penetration of investment accounts. However, the number of active
accounts with average of 12 or more transactions on yearly basis has declined from 11,739 in 2021 to
8,357 in 2022. The nation-wide promotion of the KasMunayGas IPO contributed to the increase in
account openings, but also the bundling of accounts opened by banks with brokerage licenses
contributed to the opening of new accounts with new and existing customers. It has been noted that
in some cases, trading accounts were promoted as an additional service to bank customers.

15 Retail market conduct task force final report, March 2023, I0SCO
16 "Customer onboarding is the process of seeking financial consumers and bringing them on to the firm'’s business.”
Report on Retail Disctribution and Digitalisation, IOSCO, Oct 2022
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Figure 16. Recent trend of account openings and active accounts of individuals
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B. Pending issues and recommendations

43, The annual guarantee for pension funds managed by private asset managers should be
replaced with a capital guarantee at retirement or at the first transfer of pension assets to
another private management company. The annual guarantee and consequently, the potential risk
of using the asset managers’ capital for compensation significantly constrain their risk-taking and
diversification capacities. It is therefore recommended that the annual guarantee be extended so that
the minimum return (capital guarantee) is met on the accumulated savings at retirement. Extending
the period of the guarantee allows the pension funds to adopt a longer-term investment horizon
(which should allow for higher-investment returns as funds can take advantage of any illiquidity
premium) while still offering protection to pension fund members and maintaining their confidence
in the system. An OECD Working Paper reveals that the lifetime guarantee is affordable and
successfully implemented in a number of countries (such a Germany and Armenia)."’

44, The authorities are concerned about applying a capital guarantee only at retirement due
to the pension fund members’ option to switch management companies. The OECD Working
Paper, mentioned in the previous paragraph, presents a couple of examples of how countries can
address the issue of transferring pension assets to another private management company. In the case
of Germany, Switzerland, and Slovenia, the guarantee is applied at retirement and when members
switch plans (fund manager). However, if the latter is available at all changes, it would create an

7 OECD Working Papers on Finance, Insurance and Private Pensions No. 11. The Role of Guarantees in Defined
Contribution Pensions. OECD 2011 Web resource: https://www.oecd-ilibrary.org/docserver/5kg52k5b0v9s-
en.pdf?expires=1637181716&id=id&accname=guest&8checksum=9299CE500F35E8970A1D5DA67 13DA9D4
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incentive for the members to activate the guarantee at times of negative returns by switching
providers, which may prevent fund managers from riskier investment strategies. Consequently, the
recommendation is to trigger the guarantee only at the first switch of plans (the case of Germany's).

45, The current profile of the savings life insurance products reduces the risk-taking
capacity of the asset managers. Life insurance asset managers are constrained by the short- to
medium duration of the life insurance policies and the large share of the guaranteed return products.
As a result, insurance companies’ participation in the equity market is negligible. Other than fixed-
income instruments account for less than 5 percent of the portfolio. Government bonds, IFl bonds,
and quasi-government bonds are the main instruments in the insurance companies portfolios. KZT
denominated non-government bonds accounted for 39 percent of the assets in December 2022,
however, majority of these instruments are issued by state-owned, quasi government issuers.

Figure 17. Investment portfolio of insurance companies as of December 2022

1%

= FX GB
39% m Other

IFI bonds
= FX non-GB
= KZT non-GB

KZT GB

Source: ARDFM

46. Proposals to merge the SESS with the National Fund for Children should be carefully
assessed to avoid undesired complexity. Based on a recent presidential decision announced on
September 1%, 2022, an additional program called National Fund for Children will be launched in 2024.
Under the program, a special savings account will be opened for all children under 18. The plan is to
allocate 50 percent of the annual investment return of the KNF to these accounts until children reach
the age of 18, without the option of early withdrawal. Beneficiaries of the program will be able to use
the accumulated funds to buy their first home or take high education. There are proposals to combine

'8 Instead of the annual capital guarantee, the authorities are also considering introducing a minimum return linked to
market benchmarks. The mission team did not have a chance to learn about this plan in detail during the mission,
however, brief information was shared afterward. Based on that slide, the team sees the risk of encouraging portfolio
managers to invest a significant share of their portfolios in foreign assets, since the planned benchmark calculation
allocates 60 and 70 percent weights to MSCI and Bloomberg stock indices for moderate and risky portfolios,
respectively.
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the program with the SESS, which may create a very complex, structured product, mainly because
SESS is a KZT denominated program. At the same time, the National Fund for Children will receive
contributions in foreign currency. To maintain the attractiveness of the SESS, decision-makers should
analyze the possibility and carefully assess the potential complexity of using funds from the National
Fund within the framework of the SESS.

47. The risks associated with the EM upgrade by FTSE Russell and MSCI should be carefully
assessed, particularly with regard to capital inflows and outflows. Kazakhstan is currently
classified by both MSCI and FTSE Russell as a Frontier Market (FM) and included in their FM indices.
Authorities expect that Kazakhstan will be a candidate for an upgrade to EM status by both index
providers. When a decision is made to upgrade a country, both FTSE Russell and MSCI seek to make
the change as predictable and smooth as possible for market users. In relation to the impact of the
arrival of these funds, the net inflow will need to find local currency in order to make investment
purchases. The market participants should be well prepared, supported by estimations on the
expected flows to manage the inflow and outflow in an orderly manner. Furthermore, if the share of
the country in the EM indices remains very small, there might be a risk that investors could replicate
the index without buying Kazakhstani stocks. Therefore, it is recommended that authorities conduct
an assessment of potential risks for Kazakhstan when upgraded to EM status.

48. Balanced development of collective investment schemes can build liquidity for the
equity market as well as provide diverse investment opportunities to individual investors. The
pooling of funds allows individual investors to benefit from portfolio management expertise, liquidity,
diversification of investment, and risk reduction. The introduction of online trading platforms has
reduced the barrier to the equity market, but it can also encourage impulsive trading. Providing
incentives for individual investors to utilize collective investment schemes or mutual funds should be
considered to promote risk diversification and long-term investment.

49. The current heavy concentration of foreign currency denominated assets of mutual
funds should be monitored closely. Although driven by investors' demand, the high dollarization of
assets is open to currency risks if the foreign currency market becomes volatile. The mutual funds will
lose value if the tenge appreciates, which in turn can negatively affect the already fragile credibility of
asset management companies. The aggregate size of the mutual funds is not expected to impact the
foreign currency market greatly, but regulators should closely monitor the asset structure and quality
of the funds as well as market conduct to safeguard financial consumers.

50. Increased awareness of the risks of direct investment and veracity of information is
necessary to encourage responsible financial decisions. As the capital market continues to evolve
and develop, individual investors face challenges in navigating through complex products and
investment opportunities amidst rapidly changing market situations. The vast amount of information
in both online and offline spheres can be overwhelming, and investors are susceptible to making
biased decisions influenced by emotions and experiences. Regulators should require financial
institutions, especially brokers and financial advisors, to ensure compliance in marketing of products
to avoid mis-selling and mis-labelling that can cause harm to individual investors.
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Y MONEY MARKET

51. Money markets are an important building block for the capital markets. An efficient
money market improves the effectiveness of the monetary policy, enhancing a country’s economic
potential, and is crucial for commercial banks’ smooth liquidity management operations. Well-
functioning money markets, among others: (i) enhance the effectiveness of liquidity management
tools of the central bank and commercial banks; (ii) enable market makers to finance their government
securities portfolios by using securities as collateral, which eventually supports them in carrying out
market making activities and thereby enhance market liquidity; and (iii) provide price references for
the short-end of the yield curve and the creation of products such as floating rate bonds and hedging
tools (e.g., derivatives, particularly interest rate swaps) that further facilitate the development of capital
markets.

C. Current Arrangements

52. The NBK implements the monetary policy within the inflation targeting regime. The
main objective of NBK’'s monetary policy is to ensure price stability. Since August 2015, the monetary
policy is based on an inflation targeting framework with a floating exchange rate. In March 2021, NBK
adopted its Monetary Policy Strategy 2030, which aims to lower inflation to 5 percent over the
medium terms, and implement a fully-fledged inflation targeting regime by 2030.

Figure 18. Implementation of the fully-fledged inflation targeting regime
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53. To achieve the target, NBK builds its monetary policy instruments by focusing on the
interest rate policy. The key monetary policy instrument is the base rate, which stands at 16.75
percent as of March 2023. The Monetary Policy Committee (MPC), which was established in January
2021, is the main decision-making body of NBK on monetary policy issues. The MPC sets the base

19 https://www.nationalbank.kz/en/page/osnovnye-napravleniya-dkp
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rate and interest rates on the main monetary policy operations and makes other key monetary policy
decisions.

54. NBK applies different policy instruments to support the implementation of monetary
policy and facilitate monetary policy transmission via the key policy rate. NBK operates with an
interest rate corridor of 200 basis points between 1-day reverse repo standing facilities (currently
17.75 percent) and deposit standing facilities (currently 15.75 percent), with the interest rate on reverse
repos determined by the key rate plus 100 bps while on deposits equal to the key rate minus 100 bps.

55. NBK manages interbank liquidity through OMO, standing facilities, and minimum
reserve requirements. OMO tools and available standing facilities are summarized in Table 4. below.
With regard to the reserve requirements, a different level is applied depending on the type of reserve
obligations as follows.

e Short-term KZT liabilities: 2 percent
e Long-term KZT liabilities: O percent
e Short-term FX liabilities: 3 percent
e Long-term FX liabilities: 1 percent

Table 4. NBK’'s OMOs and Standing Facilities

Type of Frequency of
Purpose . Instrument Collateral .
instrument operation
KASE currency swap usb Upon request by CBs | 1 day
Standing
o facilities KASE reverse repo Government Upon request by CBs | 1 day
Liquidity
. . bonds
provision ; ;

NBK auction for the Lombard list As needed 7
purchase of securities days
with the reverse sale

Open . .
NBK Notes auction In accordance with 28
Market
. the pre-announced days
Operations
schedule
NBK Deposit auction Daily 7
Liquidity days
withdrawal KASE FX swap usD Upon request by CBs | 1 day
Standing KASE Direct Repo Government | Upon request by CBs | 1 day
facilities bonds
NBK Deposits Uncollateralized | Upon request by CBs | 1 day

Source; NBK%?

20 Web reference: https://www.nationalbank.kz/en/page/sistema-instrumentov-denezhno-kreditnoy-politiki-nbk-
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56. Kazakhstan’s interbank market has been characterized by structural excess liquidity
since the second half of 2016. The main instruments to mop up the excess liquidity by NBK are the
7-day deposit and 28-day NBK notes auctions. Deposit auctions are held daily, while NBK Notes are
issued based on a pre-announced schedule. For the second quarter of 2023, NBK has announced
issuance on a biweekly frequency. NBK used to issue 3-month and 6-month notes until Q2 2022;
however, 28-day notes have remained the only available instruments since then. Non-resident
investors are eligible to buy NBK notes, which is not a common practice in other countries. Their share
has been increasing recently but remains low, around 5 percent of the outstanding volume. The level
of excess liquidity in the banking system declined in the last two years; however, it still fluctuates
between KZT 3,000 and 4,000 billion.

Figure 19. Open position of NBK’s operation from January 2021
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57. The repo and FX swap markets are the most liquid segments of the money markets. Both
markets are concentrated on the KASE due to the availability of CCP clearing and settlement
introduced by KASE. A Global Master Repurchase Agreement (GMRA) does not support the trading;
however, market participants consider the CCP arrangements robust enough to trade in the repo
market without GMRA actively.

58. The one-day repo market is very active; however, beyond that, the repo market liquidity
disappears. KASE facilitates two types of repos, one-day auto-repos with a basket of government
securities or quasi-government securities and negotiated repos. The vast majority of the repo deals
are conducted in the form of auto-repo with a basket of government securities. According to the KASE
statistics, one-day repo accounts for 85 percent of the repo trading volume on average. NBK carries
out standing facility operations using overnight repo on KASE, which explains the dominance of the
overnight repos. The repo market trading volume increased significantly particularly in the last two
years, exceeding USD 1.5 billion average daily volume in 2022.
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Figure 20. KASE repo market turnover (USD billion)
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59. FX swaps are considered primarily for liquidity management purposes in Kazakhstan.
KASE is the main platform for FX swaps. The FX swap market is currently represented by USDKZT (1
day, 2 days, 7 days, 1 month, 3 months, 6 months, and 1 year), RUBKZT (1 and 2 days), EURKZT (1 and
2 days), CNYKZT (1 and 2 days). Since it is a liquidity management tool, the FX swap market is
dominated mainly by short-term transactions. USDKZT instruments are the most liquid ones. 1-day
USDKZT transactions accounted for 75.1 percent of the FX swap market in 2022. 2-day USDKZT and
RUBKZT accounted for 21.1 and 3.1 percent of the market, respectively. Consequently, more than 99
percent of the FX swap market is concentrated in the 1- and 2-day tenors.

Figure 21. FX swap trading volume on KASE (USD billion)
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60. KASE calculates and publishes the Tenge OverNight Index Average (TONIA) and TONIA
Compound (TCI) indices on a daily basis to provide short-term reference rates to the market.
TONIA is calculated at the end of each business day as the weighted average of the 1-day repo
transactions with a basket of government securities?'. Five percent of transactions with the lowest and
highest interest rates are excluded from the calculation. The minimum volume of the repo transactions

21 The new TONIA methodology was introduced on December 28, 2020. It was designed by a working group of money
market participants including the European Bank for Reconstruction and Development (EBRD).
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is KZT 100 million to be included in the calculation. If there is insufficient data for the calculation,
TONIA is defined as the sum of the value of the NBK base rate and the average spread of TONIA to
this rate for the previous five days. The new TONIA methodology follows the international trend to
enhance the sustainability and transparency of the local benchmark interest rate®.

D. Pending issues and recommendations

61. Due to the lack of liquidity beyond the one-day money market transactions, CBs rely
heavily on NBK’s monetary policy instruments in their liquidity management. The two most
liquid market segments of the money markets, the repo and FX swap markets, are heavily
concentrated in the very short segment. 85 percent of the repo trades are 1-day transactions, while
more than 95 percent of the FX swaps have a term of no longer than 2 days. In the absence of liquidity
in the longer than 1- and 2-day market segments, CBs actively place their access liquidity in NBK
notes. However, NBK stopped issuing longer than 1-month notes in 2022, while MoF has not started
issuing T-Bills for shorter than 1-year maturity. Consequently, the next available liquidity management
instrument is the 1-year government securities.

62. The Treasury Bill (T-Bill) market is usually an important segment of the money markets;
however, this is not the case in Kazakhstan. MoF issues only 12-month T-Bills; however, not even
regularly. The domestic government securities portfolio includes only two outstanding T-Bills as of
March 1%, 2023. The annual issuance calendar indicates seven 12-month T-Bill auctions for 2023.

63. MoF regularly reopens government bonds in the less than 1-year maturity segment,
adversely affecting the benchmark bond concept and not supporting liquidity management.
The motivation behind this practice is to provide short-term instruments to the investors. However,
this practice adversely affects the benchmark bonds program because MoF cannot build a large
enough size in the original issuance period if they need to increase the outstanding volume further
close to the maturity date when benchmark bonds are supposed to be repurchased rather than
reopened. Furthermore, the liquidity of these bonds tends to deteriorate in the short-term segment,
particularly when the net price includes a significant discount or premium due to the changed interest
rate environment, which also reduces the use of these instruments as repo collateral. MoF should
consider abandoning this practice and replacing short-term bond issuances with regular 3- and 6-
month T-Bill auctions.

64. Introduction and regular issuance of 3- and 6-month T-Bills could support improving
the benchmark issuance program by providing additional instruments to manage the
refinancing risk. By issuing short-term T-Bills, MoF could expand its toolkit to manage the refinancing
risk. 3- and 6-month T-Bills could help smoothen the redemption profile by spreading the refinancing

22 International indices with similar methodology: (i) SOFR (Secured Overnight Financing Rate) — implemented by the
FED NY; (ii) SONIA (Sterling Overnight Index Average) — implemented by the Bank of England; (iii) TONA (Tokyo
Overnight Average Rate) — Implemented by the Bank of Japan; (iv) SARON (Swiss Average Rate Overnight) —
implemented by the SIX Swiss Exchange; and (v) €STR (Euro Short Term Rate) — implemented by the European Central
Bank.
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of the large benchmark bonds over a longer period. This could also support investors planning their
reinvestment by offering alternative instruments for the reinvestment period. Furthermore, CBs can
also improve their liquidity management with the help of T-Bills. The implementation should be
consulted with commercial banks and other domestic investors to ensure the appropriate design and
size of the T-Bill issuance program.

65. In the absence of instruments and trading activity between 1 and 12 months, the
reliability of the yield curve is questionable in this segment. The price discovery is not supported
by regular money market trading or primary market issuances; consequently, this segment of the yield
curve is artificially created by using interpolation. The proposed introduction of 3- and 6-month T-Bill
could support the price discovery in this segment and would help better anchor the short end of the
yield curve.

66. There is no consistent practice of using TONIA compound rates as reference rates in
financial market transactions. KASE calculates and publishes TONIA compound rates for 1 month,
3 months and 6 months tenors. TONIA compounded rates are calculated every calendar day based
on TCl values. The calculation uses a window equal to the actual number of calendar days during the
period under consideration. Based on the historical TONIA index, the compound indices are calculated
using backward-looking term rate compounding methodology. When issuing TONIA-linked bonds,
MoF uses the backward-looking TONIA compound rates as reference rates and updates the coupon
every day in line with the actual TCl average. This approach seems to be different from the wider
market practice, including bonds issued by IFls, where the coupon is either set at the beginning or at
the end of the period based on the actual TCl average. Furthermore, the daily changes of the expected
coupon payment adversely affect the secondary market liquidity of these instruments. Applying
different conventions to the same type of instruments is confusing and may constrain the
development of this market segment. In coordination with the private sector stakeholders, including
the investor community, MoF should consider abandoning its current practice of changing the coupon
daily during the period and align the coupon setting with the wider market practice.

2 GOVERNMENT BOND MARKET

67. The government bond market is an important pillar for the development of capital
markets. A solid government bond market: (i) provides a robust yield curve and price references for
the valuation of investment portfolios and for the development of private sector products such as
corporate bonds and structured securities (e.g., mortgage-backed securities); (ii) enhances the
availability of instruments to support liquidity management by different market participants, including
via repo transactions; and (iii) facilitates the implementation of monetary policy.

E. Current Arrangements

68. Kazakhstan public debt consists of the central government debt, the debt of NBK, and
the debt of local executive bodies. The aggregate size of the public debt stood at KZT 25,317.69
billion (USD 54.72 billion). The Public Debt/GDP ratio slightly declined in the last three years from 24.9
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percent in 2020 to 23 percent in 2022. The central government debt is by far the largest, accounting
for 87 percent of the public debt. Local currency domestic borrowing is the main source of financing
for the ventral budget. The share of the domestic debt within the central government debt was 64
percent at the end of 2022.

Figure 22. Composition of public debt as Figure 23. Currency composition of central
of December 2022 government debt as of December 2022
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Source: MoF

69. Public debt management is guided by the Concept of Public Finance Management of
Kazakhstan until 2030. The document covers the broader public finance management, including,
among others, the public debt management policy (Section 5.5.). With regard to the fiscal targets, the
concept aims to reduce the budget deficit below 2 percent of the GDP by 2023, while the non-oil
deficit is expected to go down below 5 percent of the GDP. The document limits the level of public
debt (32 percent of the GDP) and central government debt (27.5 percent of the GDP). The public debt
and the debt of the quasi-government sector cannot exceed 53.2 percent of the GDP; within that, the
size of the quasi-government debt must remain below 21.2 percent of the GDP. The concept sets
domestic market development as a key priority, including continued efforts to improve the reliability
of the domestic government securities yield curve.

70. Tenge denominated fixed-rated government bond issuance is the primary mean of
domestic funding. Government securities accounted for 99.9 percent of the domestic federal debt
at the end of 2022. MoF can currently issue one-year Treasury Bills (MEKKAM), medium-term fixed-
rated government bonds between one and five years (MEOKAM), long-term fixed-rated government
bonds between 5 and 15 years (MEUKAM), long-term inflation-linked bonds (MEUZHKAM), and
floating rate bonds linked to the 6-month TONIA compound index (METIKAM). The role of the
inflation-linked and TONIA-linked instruments is marginal, accounting for 5.6 and 5.9 percent of the
domestic government securities portfolio, respectively. Funds managed by NBK, including the pension
fund, are the main buyers of these two instruments.
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Figure 24. Composition of the domestic government securities portfolio as of March 1%, 2023
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71. MoF has shifted the focus of the issuance to the middle segment of the yield curve;
however, longer than 5-year fixed-rated instruments still dominate the portfolio. The share of
the originally longer than 5-year instruments exceeds 75 percent of the outstanding government
securities. However, only 43 percent (KZT 6.3 trillion) of these instruments have longer than 5-year
remaining term-to-maturity; thus, the actual share of the longer than 5 year bonds was 45 percent
(KZT 6.7 trillion) as of March 1, 2023. According to the annual issuance calendar for 2023, the issuance
in the longer than 5-year segment will account for 54 percent of the gross government securities
issuance. As a result of this strategy, the Average Term-to-Maturity (ATM) of the domestic portfolio
has declined in recent years; however, it remains above 6 years. The average service rate (cost) has
increased for both the domestic and external portfolios since 2020.

Figure 25. Average cost (%) and ATM (years) of the domestic and external debts
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72. MoF develops and publishes an annual issuance calendar for the domestic market. The

annual calendar is available on the MoF and KASE websites. The calendar includes the auction dates,
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the planned instrument (including the ISIN% code if available), and an indicative amount of the
planned issuance. In addition, a monthly calendar is also published, including updates for the
upcoming month.

73. MoF has successfully built three benchmark bonds exceeding USD 1 billion equivalent
outstanding amount by each of them. These instruments, maturing in 2030, 2034, and 2035 meet
the minimum requirement for inclusion in the J.P. Morgan GBI EM index, which is a priority goal of
the MoF. However, other prerequisites for the inclusion are yet to be met, particularly with regard to
the secondary market liquidity and foreign investors’ participation. In addition to the three benchmark
bonds, MoF regularly reopens other fixed-rated instruments across the yield curve to improve the
liquidity of these bonds and reduce the fragmentation of the portfolio. It is a stated objective to issue
as few new instruments as possible, and only in case of strong necessity. Nevertheless, the outstanding
amount of those instruments significantly lags behind that of the benchmark bonds. While the average
outstanding volume of the three benchmark bonds is KZT 552 billion, the average size of the rest of
the fixed-rated instruments remains slightly below KZT 190 billion.

Figure 26. Outstanding volumes of KZT denominated fixed-rated government bonds (as of
March 2023)
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74. MoF currently does not conduct liability management operations to manage the

refinancing risk of the benchmark bonds. The legal and regulatory framework supports liability
management operations (such as buyback or switch); however, MoF has not established a framework
for these transactions yet. MoF sees the reopening as an alternative to the switch transactions;
however, the benchmark building is just one of the several objectives of the switch operations. Another

23 |nternational Securities Identification Number
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concern of the MoF is when the net price of the source bond?* is above par, which would increase the
nominal level of the debt, i.e., they need to issue more new debt than they can retire.

75. UAPF is by far the largest investor of the KZT denominated government securities. Due
to its risk-averse investment policy, UAPF keeps dominating the government securities market. Its
share in the domestic government securities portfolio has stayed around 50 percent in recent years.
The share of domestic commercial banks declined in the last 5 years from 31.1 percent in 2018 to 23.8
percent in 2022. The share of non-residents increased from 0.63 percent to 3.23 percent in 2021;
however, after the domestic events in January and the war in Ukraine, they reduced their participation
in 2022. The current level of foreign investors’' participation (between 1 and 2 percent) in the
government securities market does not justify the aspiration for the JP Morgan GBI EM inclusion.

Figure 27. Composition of the investor base between 2018 and 2022 (left) and at the end of
2022 (right)
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76. The secondary market liquidity has been improving recently but remains at a moderate

level. The main venue for secondary market trading is KASE. According to the KASE statistics, the
aggregate secondary market turnover conducted on the stock exchange exceeded USD 4 billion
equivalent in 2022. This figure is twice as much as it was in the previous year. However, this is only
12.5 percent of the outstanding government securities at the end of 2022; consequently, the annual
turnover ratio is only 0.13. Foreign investors have increased their activities in 2022; however, the

24 Source bond is the bond that is repurchased through the switch operations.
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investor base is largely dominated by the UAPF, which is an end investor by nature, and its contribution
to the secondary market liquidity is negligible.

Figure 28. KASE secondary market trading volume of government securities (USD million)
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F. Pending issues and Recommendations

77. Kazakhstan does not have a formal public debt management strategy. A DMS helps
determine the appropriate borrowing mix required to minimize cost at a given level of risk of the debt
portfolio. It should also provide an indication to the financial market about the borrowing plan, which,
in turn, helps to ensure the efficient allocation of financial resources. Implementing a DMS helps the
government manage risk exposures arising from its debt portfolio, reduces macro-financial risks,
reinforces fiscal policy, and supports local currency bond market development. There have been
internal works on developing a DMS; however, MoF has not published a formal DMS yet. The Concept
of Public Finance Management of Kazakhstan until 2030 sets debt management targets; however,
without introducing a model and explaining the cost and risk preferences. It is recommended that
MoF finalize and publish a DMS, which should be revisited and updated annually.

78. The actual implementation of the annual issuance calendar does not support
predictability. The publication of the annual issuance calendar is supposed to support the
predictability of the issuance and, consequently, the investors’ planning for the year. However, MoF
deviated significantly from the plans in the last two years, particularly in 2021, and towards the end of
the year®® in both years. The published issuance calendar for 2023 also raises a few doubts, particularly
with regard to the distribution of the issuance across the year. According to the plans, 87 percent of
the gross issuance is planned to be completed by the end of July, leaving very few auctions and small
issuances for the last 5 months of 2023. Considering the issuance profile of the two years, when 42

2> The annual deviation was 24 percent in 2021 and 4.4 percent in 2022
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and 45 percent of the gross issuance was completed in the same period, this seems to be an
improbable scenario.

Figure 29. Issuance calendar for 2023

Source: MoF

Figure 30. Implementation of the issuance plans in 2021 and 2022

Jan Feb Mar Apr May  June July Aug Sep Oct Nov Dec Total

Plan 682 606 476 233 498 345 760 208 387 552 455 41 5243
2021 Actual 682 606 531 252 516 434 770 248 405 569 1239 250 6502
Deviation 0 0 55 19 18 89 10 40 18 17 784 209 1259
Plan 390 491 475 595 461 1183 1269 1089 509 746 885 1406 9499
2022 Actual 391 474 431 594 506 1259 131 1108 461 671 613 1264 9083
Deviation 1 -17 -44 -1 45 76 42 19 -48 -15 -272 -142 -416

Source: KASE?®, authors’ calculation

79. Despite the successful construction of three benchmark bonds, MoF lacks a well-defined
and consistent benchmark bond issuance program. MoF has not selected standard tenors for the
issuance of benchmark bonds. Instead, MoF regularly issues new instruments across the entire yield
curve, starting from 1-year tenor to 15-year. This issuance strategy does not support the benchmark
building in key, standard tenors, for instance, in 3-, 5-, and 10-year; in fact, it contributes to the
fragmentation of the government bond portfolio. As a result of this issuance strategy, the government
securities portfolio consists of 67 fixed-rated instruments, 39 inflation-linked bonds, and 5 TONIA-
linked bonds as of March 1%, 2023. Furthermore, MoF often issues bonds belonging to the same
maturity range in the same month or even on the same day, creating competition on the same
maturity. The monthly auction calendar published for March 2023 is a good example, when 6- and 7-
year bonds and 9-, 10-, and 11-year bonds are offered on the same day. MoF could significantly
improve the consistency and predictability of the benchmark issuance program by selecting standard

26 https://kase.kz/files/presentations/en/01 01 23 GZB en.pdf
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benchmark tenors and setting a realistic benchmark target size that is aligned with the refinancing
risk management capacities.

Figure 31. Competing issuances in the same maturity ranges in the issuance plan for March
2023

Term Placement volume, KT b

years 4 2 3 4 5 6 7 8 9 0 11 12 14 lotal

01032023 40,0
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15032023

22052025 40,0
lotal 400 40,0 400

Source: KASE

80. The increasing refinancing risk created by the well-defined benchmark issuance strategy
could be mitigated by liability management operations and regular T-Bill issuance. Liability
management operations, including buybacks and/ or switches, are efficient tools to manage
refinancing risk by reducing the outstanding amounts of the bonds close to maturity. Furthermore,
buybacks and switches allow the issuer to increase the issuance of benchmark bonds beyond what
would otherwise have been possible. An OECD survey? illustrates that most of the OECD countries
conduct buybacks or switches or both. As discussed in the money market section, the regular issuance
of short-term T-Bills could further enhance the efficiency of the refinancing risk management by
spreading the refinancing need over an extended period.

27 Buyback and Exchange Operations: Policies, Procedures and Practices among OECD Public Debt Managers, 2012.
https://www.oecd-ilibrary.org/finance-and-investment/buyback-and-exchange-operations 5k92v18rh80v-en
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Figure 32. Use of exchanges and buybacks in OECD countries

Bond Bond Bond Bond
Exchange Buyback Exchange Buyback
1 Australia 18 Japan o
2 Austria 19 Korea NA NA
3 Belgium o 20 Luxembourg o .
4 Canada 21  Mexico
5 Chile o © 22 Netherlands
6 Czech Rep. o 23  New Zealand
7 Denmark 24 Norway
8 Estonia o o 25 Poland
9 Finland o o 26 Portugal
10 France 27 Slovak Rep.
11 Germany 28 Slovenia
12 Greece o 29 Spain
13 Hungary 30 Sweden L]
14 Iceland 31 Switzerland @
15 Ireland 32 Turkey
16 Israel 33 UK
17 Italy 34 USA
: Conducts buyback/switches
. : Do not conduct

NA  : Not Available
Source: 2012 Survey on Buyback and Switches by OECD Public Debt Managers

81. Kazakhstan does not have a primary dealer system. Currently, every member of the KASE
can participate directly in the government securities auctions while the secondary market trading is
not supported by a formal market making framework. NBK and MoF have started negotiations with
market participants about establishing a primary dealer system. A primary dealer system is a powerful
tool to enhance liquidity and improve intermediation if certain preconditions are met?®. However, if
these preconditions are not in place, a primary dealer system will not add value to the market
functioning, while it may increase the cost of many market players and create the risk of collusion by
limiting the competition in the primary market. While in Kazakhstan several preconditions seem to be
in place, there are still gaps that may constrain the efficient functioning of a primary dealer system.
The most important gaps are i) the inconsistent and not-well-defined benchmark issuance, ii) the
highly fragmented government securities portfolio, and iii) the insufficient level of secondary market
liquidity. Considering these gaps, it is recommended that MoF and NBK evaluate the option of
gradually implementing the primary dealer system through an interim pilot program. In the pilot
program, MoF can select only a few benchmark bonds for market making (for example, the three
largest and most liquid instruments) before requiring quotations across the entire yield curve.

82. The legal and regulatory framework for green or labeled bond issuances is in place;
however, MoF is yet to conduct a demonstrative green bond transaction. Kazakhstan is a highly
carbon-intense economy; consequently, the country faces a considerable transition risk in the coming

28 More details on the preconditions and the good practices of the primary dealers system are elaborated in a World
Bank Background Note on Primary Dealer Systems: https://documents.worldbank.org/en/publication/documents-
reports/documentdetail/433671467988906089/primary-dealer-systems-draft-background-note x
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decade. The Ministry of National Economy estimates that USD 229 billion will be needed to achieve
carbon neutrality between 2021 and 2030 and another USD 648 billion between 2031 and 2060. This
volume of investment will require significant involvement of private investors. Implementing ESG
principles in the financial markets and developing the green bond or green finance market is a top
priority of the authorities. The new Environmental Code came into effect in July 2021, introducing the
concept of green finance. A green taxonomy has been developed by the Ministry of Ecology, Geology,
and Natural Resources®. 11 labeled bond issuances of aggregated more than KZT 150 billion were
already completed until the end of March 2023, led by IFls, notably the Asian Development Bank. MoF
is yet to enter the green bond market, which could demonstrate the functioning legal and regulatory
framework well and provide a price reference for the quasi-government and private sector issuers.

N CORPORATE BOND AND EQUITY MARKETS

83. Public markets for corporate securities play an important role in providing companies
with access to equity capital and debt funding. A well-developed local currency corporate bond
market supports financial stability and growth, complements bank financing for firms, enhances the
pool of investable assets for different investor groups, and supports the development of long-term
investments in strategic areas such as infrastructure and housing. A sound and developed equity
market enhances the capacity of firms to raise capital, strengthen their balance-sheet, and alleviate
risks of heavy reliance on debt financing.

G. Corporate Bond Market

84. The legal framework and trading platform for corporate bonds are well established in
accordance with the Securities Market Law and KASE rules. Issuers can list corporate bonds to
either the ‘main board’ or ‘alternative board’ in accordance with the fulfillment of the required criteria.
In the last 3 years, over 99% of corporate bonds were listed and traded on the main board, led by
large companies with strong sales volume and financial statements3® On the other hand, listings on
the "alternative board’, which is intended for small and medium companies, have been significantly
smaller in both size and growth rate.

29 Resolution No. 996 of the Government of Kazakhstan, December 2021.

30 Main board listing criteria include issuers with terms not less than 3 years, balance sheet currency not less than 2.5
million times the monthly calculation index (MCI, sales volume not less than 3 million times the MCI, and credit rating
not lower than BB- according to international scale.
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Figure 33. Corporate bond capitalization by market type (KZT billion)

16,000 800
584
12,000 600
400
5,000 14567 15303 1433
10,593 11,544 194
4,000 200 135 83 97
0 0
2018 2019 2020 2021 2022 2018 2019 2020 2021 2022
Main Board Alternative Board
Source: KASE
85. Nonetheless, the corporate bond market of Kazakhstan still remains small relative to its

peer countries, particularly when quasi-government bond issuers are disregarded. The size of
the outstanding domestic private debt securities relative to the GDP is much larger in Turkey, Romania,
and Czech Republic.

Figure 34. Outstanding domestic private debt securities in 2021 (percentage to GDP)
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86. The corporate bond market is largely dominated by quasi-government entities,
followed by financial institutions. Between 2018 and 2022, fully state-owned or subsidiaries of
state-owned entities accounted for 79.4 percent of total issuance. Special purpose entities established
to facilitate economic development and implement state policy, including Baiterek Venture Fund,
Kazakhstan Sustainability Fund, and Industry Development Fund, are the major issuers of the tenge
denominated corporate bond market. In 2022, 9 out of 20 issuers were quasi-government companies,
representing 94.3 percent of the total capital raised in the corporate bond market. These are followed
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by financial institutions and a handful of non-financial entities, raising the average amount of KZT 7.7
billion. Such dominance of quasi-government issuers has the potential to distort the fair price
discovery function of the market as well as decrease the funding capacity of private companies by
crowding out demand.

Figure 35. Issuers of the main market (KZT billion)
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87. The demand from the corporate sector is largely satisfied by the excess liquidity in banks

and the abundance of government subsidies. This is more evident in the short-term funds, where
bank lending is concentrated on loans up to 1 year, followed by 3-year loans, with declining loan
amount in longer terms®. The largest issuance segment of corporate bonds is between 1 to 3 years,
reflecting a preference for longer than 1-year funding. However, funding through the corporate bond
market remains more expensive than using bank loans under current circumstances. In 2022, the gap
between yields expanded to over 350 basis points, and up to 712 basis points for bonds with maturity
between 3 to 5 years, making the corporate market a less attractive source of funding.

Figure 36. Bank loans and corporate bonds (KZT billion, %)
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Source: KASE

88. A credit guarantee scheme is in place to support debt financing of SMEs; nonetheless,
the actual benefit is questionable. Under the framework of the National Project for the
Development of Entrepreneurship for 2021-2025, rules for guaranteeing bonds issued by business
entities were implemented. The guarantee is provided by the Entrepreneurship Development Fund
"DAMU" to small and mid-sized business entities operating in over 14 priority sectors of the economy,
which is specified in the rules. Guarantees are carried out on bonds issued to finance the
implementation of new or existing projects aimed at expanding production. The guarantee is
provided up to 50% of the total volume of the bond issuance to replace the collateral of the secured
bond issuance. The guarantee should not exceed five billion KZT and can be provided for up to five-
year tenors.

89. The various obligations embedded in the guarantee reduce the accessibility of the
scheme, resulting in zero issuance. In order to obtain a guarantee, the potential issuer must apply
to KASE or AIFC for a preliminary opinion, which is based on meeting the listing criteria, then to
DAMU. The issuer also needs to provide collateral for at least 50% of the volume of the expected
bond issuance. Moreover, once the guarantee is obtained, the issuer must exhibit an increase in the
average number of jobs by 10 percent after 2 financial years from the date of decision by DAMU. The
number of conditions and requirements involved is lessening the accessibility of credit guarantee
scheme for SMEs. There has been only 1 application to DAMU for the credit guarantee, and zero
issuance of corporate bonds under this guarantee scheme.

90. Credit rating is not required for all public issuances; nevertheless, all issuers are required
to submit financial statements audited by an audit organization recognized by KASE. KASE
recognizes a total of 24 audit organizations for the purpose of audit or review of financial statements
of securities issuers. However, it has been noted that small and mid-sized companies are reluctant to
disclose financial statements for audit purposes, and the resistance to 3™ party analysis of financial
issues. The importance of corporate governance and transparency is not limited to the company or
capital market itself but extends to the overall economy and can be promoted as a general basis of
doing business. In addition, companies seeking to issue corporate bonds are also held back due to
lack of credibility, which also functions in line with corporate governance and transparency issues,
pushing the cost of capital beyond feasible rates.

H. Equity Market

91. The overall growth rate of the market capitalization of the Kazakhstan stock market
has plateaued. Excluding the surge observed in 2021, the market capitalization has been growing at
an average rate of 11% in the observed period. In parallel with the corporate bond market, the equity
market is categorized under ‘main board’ and ‘alternative board’, where the main board is aimed for
larger companies and the alternative board is intended for small to mid-size companies. The equity
market shows a more striking contrast to the access to capital where market capitalization of the
alternative board is less than 5 percent of total market capitalization and dropping to 2 percent at the
beginning of January 2023.

45



KAZAKHSTAN

Figure 37. Market Capitalization at end of year and GDP Growth (KZT billion)
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92. The total number of equity issuers at KASE peaked in 2020 but has declined

subsequently with an overall decline in the last 5 years. The number of delistings exceeded that of
new listings, resulting in a decrease in issuers on the market and ultimately reducing investment
opportunities. The main reason for the delisting is cited to be the lifting of tax exemptions provided
to listed companies. Tax incentives are provided on dividend payouts of listed companies that are
actively traded in the market, therefore, companies with little or sporadic trading volume are eligible
for voluntary delisting. Another reason for the decline is the delisting of Russian companies, most
likely prompted by geopolitical reasons, where 9 out of the total 10 delistings took place in 2022 and
2023.

Table 5. Number of equity issuers at KASE

2018 2019 2020 2021 2022 March 2023
Total issuer 87 89 91 90 87 83
Source: KASE
93. The government and KASE are working towards attracting more local investors to the

equity market. The recent IPO of KasMunayGas attracted great interest and actual investment by
domestic investors, but the consistency of interest is difficult to measure, and the impact on increasing
liquidity has been limited. Based on the successful IPO of KasMunayGas, there are multiple state-
owned enterprises in the pipeline that are being deliberated as the next IPO, which is expected to
bring in liquidity from both local and foreign investors. However, the increase in account openings
and the risk appetite of individual investors should be approached with care so that the equity market
retains credibility and integrity.

94. Backed by the demand of investors, a specialized market for the purpose of trading

foreign securities has been developed at KASE. The rally of stock markets around the world incited
demand for investment in global stocks, and a total of 46 instruments were introduced to KASE Global
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market between 2018 and 2022. The shares are not listed on the regular market but held by the
brokers’ books, and KASE has the right to accept the foreign securities as collateral. This scheme is
especially attractive to the young generation who are more active in using fintech technologies to
access the capital markets directly, and they are looking at opportunities primarily in the international
markets investing in popular global shares.

95. Despite efforts to spur trading and liquidity, market capitalization and market turnover
remain in the lower end compared to other markets in the region. Kazakhstan is currently in the
MCSI Frontier Markets category and is looking forward to escalating to the Emerging Markets
category. The stock market capitalization compared to GDP is at par with other frontier markets, but
the stock market turnover ratio is substantially lower than its peers. The average stock market
capitalization over GDP of EMs in the region is 37.3 percent, and the average stock market turnover
ratio is 19.9 percent. Meanwhile, the average stock market capitalization over GDP of frontier markets
in the region is 23.8 percent, and the average stock market turnover ratio is 7.9 percent. Currently,
the same figures for Kazakhstan stand at 19.1 percent and 5.1 percent, respectively.

Figure 38. Comparison with MCSI Emerging Markets and Frontier Markets in 2021
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96. Disclosure information of listed companies is provided through both the KASE website

and the digital depository of financial statements of the MoF based on the requirements of
each platform. The depository of financial statements is used in the Republic of Kazakhstan to
disclose periodic reports and information about corporate events in relation to all issuers of securities,
while the disclosure obligation to the Exchange applies only to listed companies for which separate
requirements are applied. KASE provides information on investment products traded, yet the
information provided is incomplete or absent. For example, the prospectus of corporate bonds cannot
be found and essential information such as periodic reports of stock issuers are unavailable. On the
other hand, the digital platform of the MoF provides financial information of issuers, mostly
companies, and lacks information regarding mutual funds and other non-corporate issuers. Due to
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such discrepancy in data provided by both platforms, investors are unable to gather effectively gather
information, requiring investors to search and check both sites when trying to attain information for
investment decisions.

I Pending issues and recommendations

97. Institutional investors are heavily underrepresented in the equity market, whereas
individual investors are increasing trading volume. Individuals and brokers/dealers represent the
largest investor groups in the equity market. Individual investors accounted up to 51.2 percent of
total trading volume in the equity market in 2022, almost double fold of the 26.7 percent recorded in
2021. Most institutional investors invest mainly into corporate bonds. Moreover, pension funds,
which are the main provider of liquidity to the securities market, have moved away from the corporate
bond and stock market. The trading volume of corporate bonds fell from 189 KZT billion to 29.3 KZT
billion in 2022, while the trading volume of state securities increased from 402.6 KZT billion to 2,474.6
KZT billion in the same period.

Figure 39. Trading volume of corporate bond and equity by investors (KZT billion)
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98. The increase in total investment by foreign investors is led by increased position in

corporate bonds and state securities. The trading volume of stocks has plummeted from 280.9 KZT
billion in 2018 to a mere 100 KZT billion in 2022. Nonetheless, foreign investors still account for 19.0
percent of the total trading volume of the stock market. The stagnant growth of investment options,
lack of hedging methods, and low turnover ratio of the stock market are dampening the appetite of
foreign investors.
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Figure 40. Trading volume by foreign investors (KZT billion)
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99. A stronger demand side would be crucial to support the development of the corporate
bond and equity markets. Replacement of the annual guarantee for the pension funds, with capital
guarantee at retirement, could be a powerful tool to enable pension fund managers to increase
allocation to equity and longer-term fixed income instruments. A less conservative investment policy
for the public pension fund, including the ability to invest in shares, could further boost the demand
side in these market segments. The development of unit-linked insurance savings products is also
expected to increase insurance companies’ stock and corporate bond market activities.

100. The development of a transparent and robust supply side is also important to deepening
the capital market. The current listings at KASE are concentrated in the ‘main board’ which is for
larger companies with robust financial flow, sales, and rating of “BB-" and above, which are favorable
conditions for investment. Following the IPO of KazMunayGas in 2022, a number of state-owned
companies are under consideration to be listed on KASE. These IPOs should be carried out in a timely
manner to provide continuous momentum to the equity market. In addition, building a steady and
diversified pipeline of IPOs or SPOs can contribute to attracting global investors as well as sufficing
the needs of local asset management companies.

101.  Alternative credit guarantee mechanisms can be considered to support towards lower-
rated corporate bonds through investment vehicles. A credit guarantee program could operate on
an individual bond or a portfolio basis. In the latter case, the credit guarantee could be provided to
investment funds?' that invest in lower-rated corporate bonds. Provision on a portfolio basis has many
advantages, such as i) it allows to achieve scale faster than when a guarantee is provided on a bond-
by-bond basis; ii) it provides more flexibility in designing the structure. The guarantee could be

31 A recent example of such type of structure is the guarantee developed by the authorities in Colombia to be provided
to SME bond funds, as a key element to promote the continue provision of financing to the real sector during the
recovery phase of the pandemic.
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implemented via an existing development finance institution or a new facility. In order to attract lower-
rated potential issuers to the corporate bond market, it is recommended that authorities consider
conducting a feasibility analysis on developing an alternative credit guarantee facility for corporate
bond funds primarily targeting sub-investment grade rating issuers.

102. Good practices of corporate governance should be encouraged for sustainable
businesses. When making investment decisions, global investors are keen on the role of the board
and internal governance structures in place to protect shareholders’ rights, regardless of the
underlying asset type. Good practices of corporate governance ensure transparent and accountable
management, accurate disclosure of corporate information, and control of risks. Implementing these
practices early on not only creates value for companies but can also facilitate access to capital by
boosting investor confidence in making long-term decisions.

103.  Authorities should consider the establishment and utilization of market advisor system
to assist firms to prepare for listings. The alternative market has been established separately at
KASE with listing requirements tailored to SMEs. However, the alternative board corresponds to a
mere 2 percent of total market capital as of January 2023. The alternative board has market
capitalization of KZT 417 billion, whereas the market capitalization of the main board stands at KZT
20,747 billion. It has been noted that the main impediment faced by SMEs in accessing the capital
market for financing include fear of losing ownership, relatively high regulatory costs and inexperience
with capital markets. A market advisor system to facilitate the listing of SMEs can provide advice and
recommendations to privately held small businesses on listing requirements, processes, and other
issues related to access to the capital market.

104. The development of exchange-traded funds (ETF) could help authorities incentivize
longer-term intermediated savings on the equity market. Currently, ETFs are still at an early stage
of development. The assets managed by ETFs accounted for only 1.5 percent of the investment funds
at the end of 2020. Within that, that share of equities just slightly exceeded 20 percent. From the
perspective of the rapidly growing brokerage accounts and direct individual investments, ETFs can
mitigate the investors' short-term risk and offer a lower cost fund management given their passive
nature. Furthermore, the development of the ETF industry could further improve the liquidity of the
equity markets.

105.  Efficient disclosure regimes play an important role in facilitating investors on both local
and global levels as the basis of investment strategy. 10SCO3 notes that “there should be full,
accurate and timely disclosure of financial results, risk and other information material to investors’
decisions.” Moreover, disclosure of reliable and timely information on an ongoing basis is crucial after
the listing of securities. It has been observed throughout various jurisdictions to operate a dedicated
platform that allows filing and access to information for all stakeholders, including investors, issuers
and regulators. For example, EDGAR (www.sec.gov/edgar), and KAP (www.kap.org.tr) are public
disclosure platforms operated by the US Securities and Exchange Commission and Turkey Capital

32 |0SCO Objectives and Principles of Securities Regulation, May 2017.
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Markets Board to allow all stakeholders to have access to correct, fair, and complete information about
companies and investment tools that traded in the capital market.

106.  The establishment of an integrated one-stop portal for disclosure purposes can facilitate
the information needs of investors. KASE's website and the digital platform of the MoF are useful
sources of information for market practitioners. Yet, a centralized portal dedicated to disclosure
information could increase transparency related to corporate bond issuance and other capital markets
products involving investment opportunities and legal regulations for both domestic and international
investors. It could also be the main web-based portal for issuers looking to address the authorities'
requirements. The one-stop portal can also contribute to financial education by introducing capital
market products and knowledge materials placed on the website.

DERIVATIVES MARKET

107.  Derivative markets, especially FX and interest rate derivatives, can provide efficient risk
management tools for investors and companies to mitigate financial risks. With the use of
derivatives, issuers have access to alternative sources of funding (e.g.,, domestic versus foreign
currency; fixed versus floating rate instruments). Large and frequent issuers can diversify their funding
profile while investors can extend their investment profile towards a wider range of instruments
providing liquidity for riskier assets as well.

J. Current Arrangements

108. KASE facilitates the trading of index, equity, and currency futures; however, the actual
trading volumes are shallow. In fact, in 2022, only one instrument, the ruble future, was traded, with
an aggregated volume of USD 16.8 million. There was no trading activity in the other instruments at
all. Looking back to the last five years, only 12 derivatives transactions were conducted on KASE. As
discussed in the money market section, FX swaps are considered instruments for liquidity
management purposes. Although that market is very liquid in the 1- and 2-day segments, there is no
trading activity beyond that.

Table 6. KASE derivatives trading volume

2022 RU-1.23 5 7,866,000,000 16,795,390 1,000,000
2021 Us-8.21 1 849,600 2,004 2

HSBK-8.21 2 64,575 152 4

KX-8.21 2 9,286 21 3
2020 F_USDKZT200622 1 405,000 1,003 1,000
2019 F_USDKZT190826 1 387,550,000 1,001,938 1,000,000
2018 - - = = =

Source: KASE
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109. To support the development of the derivatives market, KASE has launched a new trading
and clearing system called Spectra. The system supports the trading of all types of instruments
mentioned in the previous paragraph. Furthermore, it provides a built-in margin system for the
participants facilitating the use of their own risk management processes. Nevertheless, these
technological improvements have not managed to promote a more active derivatives market.

110.  The over-the-counter (OTC) derivatives market is similarly undeveloped. There are three
types of FX swaps (USD/KZT, EUR/KZT, and RUB/KZT) and two types of forwards (USD/KZT, RUB/KZT)
traded on the OTC markets. The OTC FX swap market used to be a vibrant segment; however, since
the introduction of the CCP on the KASE, the FX swap market has primarily moved to the stock
exchange. The USD/KZT OTC FX swap trading volume declined from USD 3.7 billion in 2021 to USD
222 million in 2022. There was no trading activity on the OTC market in seven months of 2022. The FX
forward trading is sporadic, at a meager volume. There was no trade at all in 2022 in this market
segment.

K. Pending issues and recommendations

111.  The cross-currency swap market beyond one year and the IRS market are non-existent
in Kazakhstan. As discussed previously, the swap market liquidity disappears beyond 2 days, while
IRS has not been developed at all. Legal uncertainties might be the main factors constraining the
development of the swap market in Kazakhstan. The insolvency framework is relatively new, and there
were uncertainties among the potential derivative market participants if close-out netting
arrangements were enforceable until recently. In addition, the corporate demand is absent, therefore
banks are not interested in developing this market segment. However, authorities expect that the
recently approved Netting Law supported by Resolution No. 77 will help promote the swap market
development.

112.  Considering the large unhedged FX positions of domestic institutional investors, the
development of the currency swap market is very much desirable. Due to the limited availability
and diversification of local currency instruments, institutional investors have built large foreign
currency asset portfolios. For example, 31.9 percent of the pension funds’ assets are invested abroad
without foreign currency hedging. Mutual funds collect investments in KZT, while 79 percent of their
securities portfolio is denominated in foreign currency. Since KZT has been traditionally depreciating
against the major currencies, investors are not concerned about the FX risk; however, this is not a one-
way street. The improved legal framework can promote the use of ISDA33 agreements that could give
an impetus to the swap market development. Authorities should make more efforts to address the
significant currency mismatch in the investors’ portfolios.

33 International Swaps and Derivatives Association
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Figure 41. Composition of mutual funds’ assets
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113.  Short selling and securities lending transactions are not prohibited under certain
conditions. Short selling is only possible if the transaction is conducted through CCP for other than
T+0, and an incoming transaction is already in place to cover the short sale. Recent changes in the
legal framework enable brokerage companies to facilitate securities lending between client accounts.
Securities lending transactions must be collateralized, covering at least 100 percent of the transaction
value. An active securities lending market is supportive of market development through improved
liquidity. Furthermore, securities lending gives market makers more confidence, reducing their costs
as they do not need to build large inventories to meet the requirements. Participating in securities
lending as a lender also benefits institutional investors, such as pension funds, as they can earn extra
income on their otherwise static portfolios. It is therefore recommended that authorities support and
promote 3 the development of securities lending across different market segments, including
institutional investors.

34 Designing appropriate solutions would require deeper assessment of the securities lending market, which is beyond
the scope of the FSAP. Two potential actions can be, however, mentioned, that could be supportive: i) awareness
campaigns, capacity building events for institutional investors on the use and benefits of securities lending; ii) backstop
securities lending facility offered by MoF or NBK to the future primary dealers to support their market making.
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