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NOTES:  
Legend:                             : New 
    

                                                : Back Office functions 
 
                                             :  Front Office asset Management functions 
 
 
                                              : Front Office Domestic Monetary Policy Execution functions 
 
 
                                              : Middle Office functions 

 

 

RATIONALE 
 

The new proposed structure has the following benefits which could be rapidly 
achieved: 
 

� Phase I represents closer (but not complete) alignment with best practice 
governance guidelines and principles issued by international regulators. 

� The proposed structure segregates all sensitive control and operations 
functions from the dealing function 

� By introducing a separate Asset Allocation Division, the new structure 
- allows the front office to concentrate all resources and expertise on beating 

one benchmark per asset class 
- Delineates more clearly the responsibilities between departments, namely 

the split of attributions of the middle-office division and Risk Management 
Department 

� The structure can be scaled up to accommodate more Customers from the 
current two which are the Foreign Reserves and the National Fund; for 
instance, the asset management unit could serve State Accumulative Pension 
Fund, the Deposit Insurance fund etc.; this would be a logical extension and 
should include the  other smaller third party government funds currently 
managed in the monetary policy execution division 

� To understand the relevance and benefits of the proposed structure, we can 
look for guidance to the large Institutional asset managers which cater to 
several institutional clients, each with its own asset and liability actuarial 
profile;   their tailoring of objectives is achieved through a formal detailed 
investment management agreement between the asset manager and each 
institutional client 

� This structure can be achieved in the short term while minimizing the 
administrative formalities – however, in order to progress to phase II, 
Presidential approval is required to create two new Departments, namely the 
back office and middle office departments.  Phase II achieves a yet stronger 
segregation between position taking functions (front office) and control and 
operations function which is clearly aligned with international best practice. 

 

In the medium to long run, the new structure positions NBK, once the required 
approval process has been completed, to be able to execute an orderly spin-off of the 
asset management function in a separate subsidiary.  This then opens a range of 
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possibilities in terms of building scale and acquiring more Customer mandates.  
Building of critical mass will facilitate the attraction and retention of a pool of talent for 
trading, portfolio management, and middle office, risk management and operational 
functions. 

 

 

3.4 Front Office 

The Front Office would be structured per asset class specialty, not by ultimate 
Customer; this is made possible by the “multi-Customer approach” described above, 
which allows the front office to concentrate all resources and expertise on beating one 
benchmark per asset class, within authorized risk limits. The carve out of asset 
classes for each Customer (i.e. how many units of its funds would be committed to a 
given asset class) would be done upstream, in discussions with the Director and 
Deputy Director of the Treasury Department and would correspond to the specific 
objectives, needs and risk profile of the relevant Customer. This would be formalised 
in an Investment Management Agreement (IMA) executed between the NBK 
(represented by its Investment Committee) and either the Managing Council of the 
NF, for the National Fund, or the Board of the NBK, for the Foreign Reserves. 

There are currently 8 employees in the Front Office, including the director.  Due to 
time zone constraints coverage and the small headcount, responsibilities are aligned 
on currency and geographic zones.  For instance, for  AUD and JPY, the same dealer 
will cover fixed income and equities except the junior dealers who concentrate on one 
type of asset only.  The only exceptions where roles are distributed according to asset 
class are money markets, foreign exchange and gold.   

 
 

The current layout of roles and responsibilities is as follows 
 

Name of employee + title Currency/instrument covered 

Daniyar (Director) JPY-FI,  JPI-EQ,  GBP-FI, GBP-EQ, Gold 

Zhangali (Deputy Director) USD-FI,  USD-EQ 

Aray (Portfolio Manager) AUD-FI,  AUD-EQ,  JPY-EQ 

Nurjan (Portfolio Manager) EUR-FI, EUR-EQ 

Anuar (Junior Portfolio Manager) EUR-FI, EUR-EQ 

Timur(Junior Portfolio Manager) USD-FI, USD-EQ 

Zhanara (Junior Portfolio Manager) JPY-FI 

Nurlan  (Junior Portfolio Manager) FX,  MONEY MARKET, GOLD 
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Further to our discussions with the Deputy Director of the Treasury department we 
conclude that four (4) new resources are required to enable the adoption of the 
division of responsibilities by asset class.  This is consistent (even on the low side) 
with the size of front office teams that we have seen in comparable asset 
management organisations. 
 
New development – opening of a representative office in London 

By the time of our November 2008 field trip to Almaty, this development had been 
approved in principle by the Board of Directors of NBK and The Treasury department 
was awaiting official signed authorization.  From thereon, the Deputy Director, Mr 
Birtanov would launch the actions necessary with the help of legal counsel Northern 
Rose to start the formalities with the Financial Services Authority (FSA) in the UK.   
Other actions to take would involve the transfer of two ex-pats from Almaty (one F.O., 
one M.O.) to initially set up the office and recruit a minimum local administrative staff.  
Precautions have to be taken to ensure that this office is not considered as entering 
into market dealing activities.  All transactions would actually be executed by the 
dealing room in Almaty. 

The current status of this project, based on discussions during our last field trip in 
March 2009 is that it is suspended, due to budgetary constraints in the midst of the 
current banking crisis.  This is understandable and we would definitely prioritize the 
maintenance of current staffing in the vital areas of the current Treasury Department 
before encouraging short term expansion.  Nevertheless, we cannot resist pointing 
out that from an opportunistic point of view, it would likely be much cheaper in the 
current depressed market conditions to set up an office in the City of London 
nowadays, and to recruit resources with financial experience. 

In any event, as an important sovereign fund, we encourage NBK to keep the opening 
of two strategic offices in its future plans, one in London and one in the Far East, 
perhaps in Hong Kong or Singapore.  These offices shall be seen as an extension of 
the current asset management unit  to enable a better monitoring and follow up of 
investments in the corresponding time zones.  This is particularly important in order to 
build upon the encouraging results that Treasury has recorded in its internal 
management, comparatively with the track record of its external managers. 

At this stage, it is not envisioned that these offices would have a wider regulatory role 
with respect to Kazakh commercial bank branches or subsidiaries abroad. However, 
the local regulators such as the FSA in the UK will undoubtedly request that a 
sufficiently senior NBK person be present in the local office at all times.   

 

3.5 External Manager Selection and Monitoring 

The external manager selection and monitoring is currently performed in the Middle 
office. We propose to leave this unchanged as this is an approach consistent with 
what can be observed in other major asset management firms in the western world.  
In addition, for reasons similar to those invoked in the asset allocation discussion 
above, we accept that given the fact that NBK is currently in a mode to decrease the 
number and scope of its external managers, it makes more sense to maintain the 
external manager selection and performance monitoring within the middle office, as is 
the case today. 
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However, should the orientation change and NBK decide to reverse the trend and 
resume hiring more external managers, we then believe that it would be a good idea 
to create this External Manager Selection and Monitoring division. This unit would be  
responsible to select external managers for all asset classes and to make 
recommendations to the Investment Committee; in the process of selecting an 
external manager, the department should obtain prior sign-off from the middle office 
and from the Risk Management Department, further to satisfactory financial and 
operational due diligence.   
 
The unit responsible for external manager’s selection is made a separate division 
within the middle office department whose main responsibilities remain: 

 
� Receipt of demands and capital allocation from the Investment Committee 
� Search of external managers and short listing process 
� Due diligence as to the manager’s investment skills and results 
� Operational due diligence 
� Obtain buy–in from middle office, back office and legal 
� Recommendation for hiring new external managers to the Internal Investment 

Committee 
� Negotiation of fees and Investment Management Agreement 
� Coordination with middle office and back office to ensure that transactions of 

the external managers are captured, settled and their performance measured 
� Regular relations with external managers to be kept abreast of any material 

change (i.e. management changes) or to seek explanations for counter 
performance, style drift etc. 

� Coordination with the Performance evaluation division 
� Recommendations to the Investment Committee to terminate a systematically 

underperforming external manager or to increase capital allocated to the 
systematic overachievers  

 
3.6 Risk Management Department and Middle Office Department 

3.6.1 General 

 
At the NBK, the Risk Management function is now the responsibility of a separate 
department, reporting directly to the Governor. Since the Risk Management 
Department scope of responsibilities exceeds asset management and Treasury 
duties, and covers all risks of the National Bank, it is logical that its reporting line be 
directly to the Governor. In addition this reporting has the added advantage, with 
respect to Treasury and Asset management matters, to reinforce the real and 
perceived level of governance and controls.  However, in our opinion, it is very 
important that the Risk Management Department also maintain a dotted line reporting 
to the Deputy Governor in connection with all matters concerning Treasury and the 
management of the National Fund, Foreign reserves and domestic monetary policy.   
 

 
3.6.2 Risk Management Department 

As we just mentioned, the scope of the Risk Management Department exceeds 
financial risks (such as market risk and counterparty credit risk) and covers the full 
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gamut of risks to which the Central Bank is exposed, including such risks as 
operational, legal and reputation risk.  For a more detailed description of those risks, 
please refer to Appendix 1. 
 
The specific responsibilities of the Risk Management Department as they pertain to 
financial risks include: 
 

• Establishes risk management policies (market,  credit, liquidity, operational) for 
recommendation to the Risk Management Committee 

• With input from M-O prepares reports for senior management and the Risk 
management committees 
– performs day to day monitoring of limits (credit and market) 
– reviews valuation of complex instruments 
– Measures Value at Risk 
– Reports breaches to Risk Management Committees 

• Value at Risk (VaR) is a commonly used risk measure whose main benefits are 
to enable comparison and aggregation of risk across diverse asset classes, in 
a consistent fashion, accounting for correlation effects; VaR is useful in 
conjunction with other traditional measures; it should also be complemented by 
stress testing in order to capture events at the extreme of the normal 
distribution; for more details on VaR, please refer to Appendix 4. 

 
� Obtain information from the relevant business units to measure, monitor, and 

report risk exposures.  
� Act as the agent for the Risk Management Committee (RMC) 
� Prepare reports detailing exposures, both in absolute and relative terms and 

presentations for monthly Risk Management Committee ("RMC") meetings 
� Recommend credit limits (issuers and counterparties) to the Deputy Governor 

and to the RMC and measure value-at-risk globally for all asset classes  
� Sign-off on systems implemented and calibrated by the Middle Office in 

conjunction with IT to calculate value-at-risk and perform stress test simulations 
� Monitor and validate trading controls, reports, systems, and value-at-risk 

assumptions  
� Receive alerts from the Middle office whenever a limit is breached (credit or 

market) and follow-up Reports policy and guidelines violations by reporting 
promptly to the Deputy Governor and at the next scheduled meeting of the RMC 

� Update Risk Management guidelines and procedures as needed. 
� Develop and propose a policy dealing with operational risk (business continuity, 

fraud risk, legal risk, reputation risk, etc.) 
 

The Director of the Risk Department reports directly to the Governor and in 
accordance with the Risk Management policies of the NBK must regularly submit 
reports to the Risk Committee of the Board.  We believe that such governance 
structure ensures a sufficient layer of checks and balance to ascertain independence 
of Risk Management and Middle Office from the Front Office.  Furthermore, the dotted 
line appearing on the organisation chart between the Director of Risk Management 
and the Deputy Governor means that the former has to also inform the latter on a 
regular and frequent basis.   
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3.6.3 Middle Office Department 

 
The middle office established by the NBK exhibits a critical mass of skills in the main 
asset classes of fixed income, equity and gold. The organisation of a Middle office 
group is not optimal if it does not set out the clarification of the division of roles and 
responsibilities between Middle Office functions and the Risk Management 
Department 
There are currently 13 employees in the Middle Office, including the director.   
The current layout of regular roles and responsibilities is summarised in the table 
below. 

 
Employee Foreign Reserves Assets National Fund Reporting Other

1 Рысбеков С.
calculation of return of € and USD invest 

subportfolios 

calculation of risks of savings subportfolio                                                                                                   
calculation of return of AUD equity savings 
subportfolio 

Quarterly reports for rating agencies and annual 
Financial Stability Report

Daily economic monitoring and daily client 
portfolio return report for internal market

2 Ли Т.
calculation of return of € and USD invest 

subportfolios

calculation of return of USD equity savings 
subportfolio 

Month: Market values for NF
Quarterly - Financial markets analysis USD
Yearly - External NF management review

Month End Market Prices for NF

3 Саржаков Ж.
                                                                                
calculation of return of invest subportfolio 

                                                                                                          
calculation of return of equity total savings 
subportfolio

Daily monitoring of current economy  
situation.            Daily client's portfolio return 
report on internal market

4 Канаева Ж. calculation of return of National Fund
Daily client's portfolio return report on 
internal market 

5 Кашкинов А. calculation of risks of liquid subportfolio 

calculation of risks of 
 - AUD  savings subportfolio                                                                 
- EUR savings subportfolio                                                                     
- GBP savings subportfolio
- JPY savings subportfolio
- USD savings subportfolio 

Monhtly: sell prices, accrued interest of fixed 
income of savings portfolio of the NF 
Annual: forecast of return and cost performance 
of monetary operations dept
Quarterly: Analysis of returns and costs of 
monetary operations department/ report on oil 
market

Daily client's portfolio return report on 
internal market

6 Бекенов К.

calculation of risks of AUD invest 
subportfolio                                                                                       
calculation of return of absolute return 
subportfolio

calculation of return of GBP equity savings 
subportfolio 
calculation of return of stabilisation portfolio

Quarterly: Financial Markets Analysis GBP
Daily client's portfolio return report on 
internal market

7 Мухамеджанов А. calculation of return of  liquid subportfolio

Management report of foreign reserves assets;  
Annual treasury department report for the 
Annual National Bank Report;                                                                                                                                                    
Annual Management report of Foreign Reserve 
Asset;                                                                                                                                                                                                                                                                                                       

Daily Provision of sell prices

8 Сартбаева А.

calculation of return of 
- USD  savings subportfolio
- EUR savings subportfolio
- GBP savings subportfolio
- JPY savings subportfolio
- AUD savings subportfolio

9 Жуманова К.

calculation of risks of  JPY invest 
subportfolio 
calculation of return of AUD invest 
subportfolio 
calculation of risks of foreign reserves 
assets

calculation of return of EUR equity savings 
subportfolio 

10 Альжанова Д.

calculation of risks of  GBP invest 
subportfolio 
calculation of return of  JPY invest 
subportfolio
calculation of credit risks of foreign reserves 
assets

calculation of credit risk of National Fund
Daily appraisal of  return of market value and 
changes of GBP equity savings subportfolio of 
National Fund

calculation of credit risks of internal market,                         
Daily client's portfolio return report on 
internal market

11 Тухтамова Г.

calculation of return of gold subportfolio                                        
calculation of risks of liquid subportfolio of 
foreign reserves assets

National Fund's structure by currency
calculation of return of JPY equity savings 
subportfolio

Daily: operations (transactions, executed during 

the day);                   
market price of equities and bonds;                                      
external and internal financial markets overview)
Quarterly: Financial Markets analysis; report on 
gold deposits

Preparion of invoice orders

12 Кенжебаева Ж.

Daily: prepartion of the orders on calculation of 
charges for custody services (NF);  classification 
of the  Gold and foreign exchange assets of 
NBK and preparation of the orders on creation of 
provisions; preparation of the order for  payment 
of invoices issued by BNY Mellon 

Quarterly preparation of information for he 
rating agencies  

13 Игсатов О.
calculation of return of  GBP invest 
subportfolio 

calculation of risks of  the stabilisation 
subportfolio

Daily: Gold Reserves Assets Report
Quarterly: Financial Market Analysis for NF
Annual NF Report

Daily client's portfolio return report on 
internal market  
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We understand that in addition to the above regular roles and responsibilities, there is 
significant additional work required by urgent ad-hoc requests by internal (NBK) and 
external (Ministry of Finance, Office of the President, State clients etc.) for research 
and reports. 
 
Furthermore, the deficiencies in current interfaces or in some cases, the lack of 
automated interfaces between Temenos, market sources and custodians result in a 
multiplication of manual manipulation of data and a very high level of operational risk. 
 

� In the recommended organisation structure, the M-O from now on would 
centralize functions of a control and operational nature which require 
independence from the dealers/portfolio managers such as: 
- day to day monitoring of limits (credit and market) 
- performing valuation of complex instruments 
- Measuring Value at Risk 
- Reporting any breach to Risk Management Department 

 
We believe, mainly for motives of qualified resource scarcity and budget constraints 
that it would not be practical or desirable to duplicate middle offices for the two main 
funds and to fragment the current set up.  Other reasons that militate in favour of a 
developing a critical mass of expertise are the need to maintain sufficient depth to 
attract serious candidates and to promote continuity, despite the high levels of 
turnover encouraged by a generally very competitive market for this type of 
profession – even if it is not necessarily the case in the current market turmoil 
conditions where the staffs of many dealing rooms, investment dealers and asset 
managers are being downsized in all the major world financial centres. This situation 
could, on the contrary, be viewed as an opportunity for NBK to recruit highly qualified 
resources for its head office and for its planned new offices in London and Asia. 
 
We recommend leveraging the existing skills to cover all asset classes for both funds. 
Further to the recent creation of the Risk Department we believe that it makes sense 
to leave it and the middle office as two separate departments, both independent from 
the front office, and complementary in their roles and responsibilities.  Such structure 
promotes  segregation of duties and avoidance of conflicts of interest with the front 
office. The responsibilities of the Middle Office entail the day to day monitoring of 
limits and measurement of market risk, as well as the monitoring of counterparty 
credit risk. 

 
 

In the implementation of the new organisation, we recommend to maintain proximity 
between the middle office and front office. It is important that the middle office 
managers be close to the front office portfolio managers and not become 
disconnected from the trading environment.   Furthermore, based on their skill set, the 
middle office managers can complement their surveillance role with a support role for 
the traders, for instance, to explain valuation and profit and loss discrepancies.  
However, it is essential that middle office managers be neutral and independent.  This 
is something that we address with this organisation structure and that should be 
reinforced by the adoption of distinct remuneration structures, as discussed in the 
following section.    
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The Middle Office is responsible for monitoring day to day application of market and 
credit risk limits and reporting any deviation to the Risk management department, 
covering activities of all asset classes and managers. Its specific responsibilities 
include:  

 
 
� Day to day monitoring of transactions and limits compliance (tracking error, 

duration, VAR, other) for all managers, either internal or external 
� Financial instruments valuation (i.e., mark-to-market) 
� Confirmation of OTC trading and hedging transactions (transactions in 

instruments listed on an organized exchange are confirmed by the back office) 
� Reporting of market risk exposure and breaches to Risk Management 

department 
� Monitoring exposure versus limits for transactions and credit exposures 
� Quantitative support to the front office for their evaluation of  strategies and 

asset allocation simulations  
� Stress testing and the regular back testing of valuation models.  

 
 
3.6.4 Back Office 

 
There are currently 11 employees in the settlements area 

Number of employees Area/Responsibility 

1 Overall management 

2 Domestic settlements 

2 National Fund 

1 Other clients 

2 Foreign Reserves 

2 Absolute return investments 

1 Liquidity fund 

 

For each of these areas, the employees concerned cover a wide range of activities: 
- Confirmations 
- Settlement and payment 
- investigations of failed settlements/payments 
- maintenance of NOSTRO and LORO accounts  
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- legal documentation for banking correspondents13 
- analysis of credit rating for banking correspondents14 

 
The current implementation of Temenos is exacting a lot of additional efforts from 
existing resources.  Furthermore, the complexity of transaction types is growing, for 
instance with the introduction of swaps trading in the domestic monetary policy 
operations.  Very long working days are the norm rather than the exception.  This 
increases significantly the likelihood of human error and of compounding errors 
induced by the new system with additional errors made while attempting to correct the 
original error. 
 
To reduce operational risk to a reasonable level and to allow specialization along the 
lines of asset classes like in the Front Office, there is a need for immediate addition of 
2 new resources. 
 
To adhere to international best practice, the Back Office (Settlements Division) should 
be part of a separate, Operations and Administration Department.  As in the case of 
the Middle Office, the centralisation of back office functions concentrates expertise 
and promotes the build up of a critical mass. This translates into an organisation with 
more depth both in terms of skills, experience and resilience in case of holidays, 
sickness, turnover, etc.  Furthermore, centralisation of all back office activities yields 
economies of scale in terms of systems such as SWIFT and interfaces with the core 
NBK systems such as Temenos.  From a technical point of view, this centralisation is 
already achieved by the NBK.  We would advocate its reinforcement from the point of 
view of segregation of duties, by moving reporting lines of the back office (See Org. 
chart Phase 2) , from the Director of the Treasury Department to a distinct Deputy 
Governor.  This would emphasize the clear segregation of settlements and payments 
duties, from front office activities. 
 
Furthermore, the personnel of the Settlements Division should benefit from a type of 
incentive remuneration different from that of the front office, ensuring that their 
remuneration is not tied to trading gains and losses in order to avoid any real or 
perceived situation of conflict of interest. 
 
 
3.6.5 Internal Audit 

 
We were encouraged to see that one of our earlier recommendations has been 
implemented with the separation of the Risk Management function from the Internal 
Audit Department.  The Internal Audit Department is now a fully separate department 
that has no operational responsibilities that could taint its judgment and put it in the 
conflicting position of being judge and party when reviewing compliance of the Risk 
Management function with its own policies and guidelines.  This is in keeping with the 
principles advocated by the Institute of Internal Auditors standards. 
 
 

                                                
13

 Under the proposed new organisation, these tasks would move to a separate Legal 
Documentation Division 
14

 Under the proposed new organisation, these tasks would be transferred to the middle office 
with the same team performing the credit analysis for issuers and counterparties 



 

                    30 
 

 
 

The Internal Audit Department has a very important role as it represents the ultimate 
layer of checks and balances which can ensure the Board of NBK that there is 
compliance of the overall asset management process in all material respects with 
approved policies. Already in line with international best practice, Internal Audit 
reports directly to the Governor of the NBK.   
 
Furthermore, it was brought to our attention that the current Audit plan program does 
not include a review of the operation and compliance of the National Fund.  Given the 
materiality of the NF operations, even if the NF is not reflected on NBK’s balance 
sheet, we would strongly advise that it be added to the scope of NBK’s Internal 
Auditors. 
 
3.6.6 Other outstanding issues 

 
Another issue that remains to be addressed in more detail is the business continuity 
plan. If all departments remain in Almaty, the proposed structure does not address 
business continuity in the event of a catastrophic event such as an earthquake. By 
business continuity we refer not only to systems but to processes and accessibility of 
premises and counterparties by key Treasury employees.  
 
 Alternative solutions would have to be sought and each analysed upon its own 
merits. (Cost, security, efficiency, rapidity of deployment etc.) 
 
In this respect, the opening of overseas offices and/or duplication of mission critical 
systems in the city of Astana would alleviate the risk of concentrating all asset 
management core activities in one city.  As an example of a sovereign wealth fund 
that survived through a major disruption by relying on its foreign investment office, we 
can cite the example of the Kuwait Investment Office (KIA) who, during the Iraqi war 
in 1990-1991 could not only operate, but participate to the war effort from its UK 
office: 

 
“During the 1990 Iraqi invasion, more than 700 oil wells were set on fire, resulting in no source of 
revenues for the next three years. During that period, the KIA spent more than 80 billion US dollars 
towards Kuwait’s liberation and subsequent reconstruction efforts. These funds were intended, and 
were used, as savings for a rainy day”.

15
  

 
 
Furthermore, the eventual opening of NBK Treasury offices abroad will need to be 
factored in the evolution of this business continuity plan (BCP) 
 
The risk management department should definitely take a leading role in the 
elaboration of such a BCP. 
 
Once established, this BCP would need to be tested regularly and updated to reflect 
any change or addition in systems, activities and processes. 

                                                
15 MR. BADER M. AL SA'AD, MANAGING DIRECTOR of KUWAIT INVESTMENT AUTHORITY  

KEY NOTE SPEECH AT THE FIRST LUXEMBOURG FOREIGN TRADE CONFERENCE “OVERVIEW ON THE 
KIA AND ISSUES RELATED TO SOVEREIGN WEALTH FUNDS” APRIL 9, 2008, 
www.kia.gov.kw/En/About_KIA/Overview_of_KIA/Documents/FINA_SPCH_LUXEMBORG_APR_9_092.pdf 
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As discussed above, the proposed structure offers flexibility and scalability.  It could 
even, with some adjustments, become the foundation for a separate Asset 
Management entity, in a similar approach as was taken for the State Accumulation 
Pension Fund.  This may help resolve some of the competitive recruitment issues, 
staff turnover and succession risks linked to the available career paths, basic 
remuneration and incentive constraints within the boundaries of the NBK 
organisation. 
 
Security of data 
 
This is an issue that we did not address in great detail during our TA.  However, in 
view of the sensitivity of trading position information and the financial and reputation 
risks that could result from data leakage or cyber intrusions we can only recommend 
to Treasury to ensure that all necessary steps (fire walls, encryption of data, 
particularly on portable media such as CDs or USB Flash keys) be provided for and 
enforced by NBK’s IT department. 
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4 Remuneration and incentives 

One issue that arose from our discussions was the need to adopt clear guidelines in 
terms of remuneration formulae which would respond to the following objectives 
 

� Attraction and retention of top talent  
� Avoidance of conflicts of interest 
� Motivation of performers 

 
There is a need for NBK to be able to pay market rates to attract top talent and 
develop an asset management team with the required level of specialized expertise, 
in a competitive market environment. However, there is a delicate balance to strike 
between the unbridled encouragement of performance and the respect of sound risk 
management principles.  It has to be further recognized, that the NBKs asset 
management staff has to compete with the best on the worldwide capital markets. 
 
Under the remuneration scheme currently applied by the NBK, there are monetary 
incentives rewarding the performance of portfolio managers for their management of 
foreign reserves.  There is no such incentive for the NF.  This could raise a conflict of 
interest issue since the same portfolio managers are responsible for both the foreign 
reserves and NF dealings and could be biased to favour the former over the latter 
fund.  We recommend adoption of a uniform performance incentive program, 
regardless of the fund concerned.  The proposed organisation structure facilitates 
this, as it links portfolio managers to asset classes rather than to specific funds as is 
the case today.  
 
To get some insight from best practice peers, we have studied two examples of 
institutions that have addressed compensation issues in similar but slightly different 
manners.  The first is the role model for the National Fund, the Central Bank of 
Norway through its investment management subsidiary, the Norges Bank Investment 
Management (NBIM).  The second is a Canadian commercial bank with profit 
objectives, the National Bank of Canada.  
 

4.1 Norges Bank Investment Management (NBIM) 

 
The Executive Board of NBIM has attempted to adopt remuneration principles 
balancing the need “to attract, develop and retain employees with preeminent and 
specialised expertise”16. They recognize the fact that it is particularly for the front 
office that salaries ought to be high compared with the average emoluments for the 
labour market in the financial sector.   
 
Furthermore, NBIM has most of its employees in Norway, where the job market is 
less competitive than in major financial centres, yet, it has a few trading employees 
based in London and New York and in addition, skilled traders are mobile and can 
very well be recruited by a foreign competitor either domestically or abroad, applying 
the salary and incentive scales from its home base. 

                                                
16

 NBIM Annual report 2006 
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For front office employees, there can be a wide variance of total remuneration for 
different individuals, as a large part of pay is variable, based on performance of 
results.  The performance segment rewards individuals who can generate excess 
returns, but is also aimed at encouraging them to take active risk, within reason.  
 
To avoid situations where the front office employee would be tempted to exceed 
his/her risk envelope, there is an upper limit for performance based pay.  In the Front 
office departments, 70 to 90 % of the variable pay is based on measurable financial 
results. 
 
To define pay levels, NBIM relies on different indicators.  First, it looks at independent 
studies carried out on the market.  Second, it looks at the (generally higher) cost of 
outsourcing asset management to outside parties.  Third, it compares the estimated 
cost of recruiting and training more junior resources, either recruited straight out of 
university or from another internal department, with the recruitment of seasoned 
traders from outside.  
 
In designing its pay and personnel policy, NBIM also takes into account the non-
monetary advantages that it offers, in comparison to private sector employers (i.e. 
more job security, health and pension benefits, work-family balance, etc.)  Likewise, 
the reputation of NBIM, the size of assets under management, the extensive 
delegation of investment authority, the quality of the signature, are all factors that help 
recruiting top talent without necessarily having to pay the highest salaries. 
 
In the support departments, middle office and back office, compensation also includes 
a performance based variable portion, albeit much lower than for front office 
employees.  Whereas for a front office employee the part of variable pay linked to 
financial results would be largely a function of the excess return generated by this 
individual and to a lesser extent by his/her immediate unit and NBIM as a whole, in 
the case of a middle or back office employee, the part of variable performance would 
be linked to the overall excess return of NBIM globally and a larger part of variable 
pay would be based on qualitative aspects.  The qualitative criteria would be related 
to how the individual contributed to the work of his/her unit, how the employee met or 
exceeded his/her personal objectives.    
 
To avoid the “revolving door” phenomenon on bonus payment date, NBIM, like many 
large asset managers, may measure the bonus based on the result of a number of 
years.  Predominantly, it is the results of the immediately completed year that would 
count in the performance pay.  However, it is possible that some of the payments for 
a very high performance year be transferred to later years. I.e. the payment would 
vest over a number of years and be available completely to the individual only after, 
say, three years.  This is a sound practice, particularly in cases where portfolio 
managers generate mark-to-market excess returns made of unrealized profits on long 
term positions.  The table below based on data from NBIMs 2006 Annual Report 
summarizes their remuneration system  
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Summary of NBIMs remuneration system 

Front office employees 

Performance based pay (actual) as a percentage 
of fixed pay 

119.8% 

Ceiling of Performance based pay as a percentage 
of fixed pay 

203.4% 

Average fixed pay of a front office employee USD143,200 

Number of employees in the Front office 
participating in performance pay 

All – 65 out of 65 

 
Other departments  

Variable pay as a percentage of fixed pay 
(estimate) 

   20 – 27% 

Average fixed pay of an employee -  other 
departments 

USD75,400 

Number of employees in other departments 66 
Number of employees – other departments with 
variable pay 

35 or 53% 

 
 

4.2 National Bank of Canada 

 
At the National Bank of Canada (NBC), the front office traders are entitled to a 
performance based pay that can in some cases represent up to ten times their fixed 
salary.  The formula for the part of the variable pay which is linked to quantifiable 
results will be based on a percentage of the risk adjusted profits (RAROC) generated 
by the front office dealer up to a set maximum percentage of the overall generated 
profit (i.e. 20%).  In other words, for a very high performer, there is a limit which would 
be the lesser of the number of times his/her fixed salary which corresponds to the 
grade (junior, senior, head trader etc.) or the maximum percentage of profits.  Also, a 
part of the variable compensation is linked to the dealer’s own book, another part is 
linked to the results of the team (i.e. equities trading desk), and a final part is 
benchmarked to the overall results of the bank.   
 
Incentive payments for front office dealers are paid twice a year.  There is a short 
term incentive payment which is paid immediately and a longer term incentive that 
can be deferred for up to a few years to be paid in deferred cash or stock options.   
 
For the back and middle offices, the incentive regime is the same as for all other 
departments of the bank (other than the financial markets department front office).  
The variable remuneration could represent up to 30% of the fixed salary of the 
employees in these departments.   
The bank creates a bonus envelope which is based on the following components: 

 
� Achievement of the target Return on Equity (ROE) 
� Achievement of the target earnings per share 
� Achievement of the targeted business unit profit before tax 
� Achievement of results on budget objectives (cost centres) 
� Achievement of qualitative objectives 
� Degree of customer satisfaction (measured by independent surveys) 
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� Depending on the level of the employee and the nature of the department 
concerned, each of the above criteria would be attributed different percentages. 

 
 

Performance of whole bank 50% Performance of Unit

Profit centre Cost Centre

ROE 40% Financial measures 35% 50%

EPS 10% Client satisfaction 15% N/A

Weight of performance criteria

50%

 
 

As part of our action plan we included advice for the implementation of the new 
remuneration, performance measurement and incentive system for Treasury front, 
middle and back offices.  This will involve discussions with human resources 
specialists of the NBK as well as further discussions with Treasury senior 
management.  

The actual implementation of changes to the compensation plan are beyond the 
scope of this TA.  However, it should be noted that such implemenation will 
necessitate close cooperation between Treasury and the Human Resources 
department of the Bank, to ensure that the objectives sought by variable 
compensation can be achieved within the constraints of the HR policies under which 
NBK must operate.  Furthermore, some changes might have to wait until the eventual 
creation of a separate asset management subsidiary with its own remuneration 
policies different from those of its owner, the NBK. 
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5 Middle Office/Risk Management IT 

5.1 System selection and implementation 

Introduction of new systems:  
 

• Temenos and DSTi are expected to reduce the operational risk and enable 
employees to concentrate on high value added tasks (analysis, research, deal 
engineering, etc.) As we will see below, this is not yet fully the case. 

 
• During our last field trip, it came to our attention that the following Temenos 

interfaces were not yet operational: 
 

- Interface with custodians (Mellon, Euro Clear): This means that none of the 
transactions performed for the National Fund and for the Foreign reserves 
are fully automated (i.e. Straight Trough Processing –“STP”- is not yet a 
reality) 

- Interface with KASE for domestic securities settlements 
- Interface for SWIFT money transfers functions only for sending payments – 

does not function yet for receiving payments  
- The interface with Bloomberg AIM is not done yet; it should be noted that 

some of the main benefits of AIM are the elimination of multiple trade entry 
and the automatic pre-trade compliance checks, to ensure that a transaction 
would not put NBK in violation of its Investment policy constraints. 

 
• The following interfaces are partially done but still involve manual work that 

should be automated in order to reduce operational risk: 
- The interface between Reuters and Temenos which feeds Temenos with FX 

rates has been semi automated.  Indeed, Reuters feeds an Excel 
Spreadsheet which is printed, initialled and sent to the Temenos team.  
Then, the Temenos team validates that the file corresponds to the paper 
print.  If this is really the case, this validation has no value added 
whatsoever.   

- We recommend that this file transfer be made fully automatic between 
Reuters and Temenos and that a routine be developed in Temenos to 
measure the variation in price from the previous download.  Above a certain 
threshold, for instance 5%, a list of exceptions would be generated for 
analysis by the middle office.  The middle office would then approve or 
refuse the input further to their verification.   

- This approach facilitates achievement of STP, reduces operational risk and 
allows the middle-office to concentrate on the most important part of their job 
– analysis. 

• Implementation work and parallel testing are putting pressure on staff since a 
few months and at least over the next six to twelve months 

• In our opinion, the current workload created by this need to operate in parallel 
the old legacy system, the manual interfaces and the T24 create a high level of 
operational risk; it would only create even more risk to reduce staff at this stage. 
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• Opportunity to develop a state of the art risk reporting  to top management 
• Not to underestimate the challenge of capturing all data and using clean data 

for risk measurement and decision purposes. 
 

The new system selected for the middle office is DSTI.  It comes in two major 
modules: the Hi Performance for performance measurement and the HiRisk for 
market risk measurement.  For a variety of reasons outside the scope of this report, 
the selection and negotiation process have been extremely long, starting at the 
beginning of 2007 and finishing at the end of 2008.  The implementation work has 
started with the development of a Project Definition Document and the attribution of 
roles between DSTi and NBK IT.  The real work is likely to accelerate starting in May 
2009 when resources from DSTi will be on site at NBK for implementation of Hi 
Performance.  Scheduled completion is for August 2009.  Only then could work start 
on the HiRisk module and the timeline has not been yet established.    
 
It is worth noting that the capacity and features of the DSTI system, both Hi 
Performance and Hi Risk are known and proven, as several asset managers 
operate the system successfully throughout the world.   
 
We would like to stress the fact that time is of the essence and that several 
improvements in the risk measurement and monitoring for both FR and NF are 
subordinated to the introduction of an adequate platform.  
 
This will be a priority item of the action plan for 2008. 

 
5.2 Potential improvements in risk measurement 

 

We observed that there is currently an assortment of different risk measures which 
are applied to both FR and NF, namely: 
 

� Tracking error 
� Duration limits 
� Concentration limits (per asset) 
� Value-at-risk (for a partial subset of asset classes) 

 
Each of the above measures has its utility; however the only one which gives a 
quick view of overall risk, taking correlations into account is VaR. 
Furthermore, to align itself on leading international best practices, NBK should 
consider adopting both active risk limits (Alpha) and passive risk limits (Beta).  
Concepts such as relative VaR and absolute VaR should be introduced and the risk 
tolerance of the sponsors expressed as a global VaR limit. 
 
Presentations on VAR and on the aforementioned secondary risk measures were 
held throughout the TA.   
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One recommendation from our earlier reports which we reiterate is that the 
proportion of the NF which should be allowed to alternative, absolute return asset 
classes such as hedge funds, real estate, private equity, should be increased, but 
with the caveat that the risks of these be well measured and understood prior to 
investing.  
 
More coaching and assistance have been provided during 2008 and early 2009 with 
respect to implementation of the new middle office performance measurement and 
risk management system.  As mentioned previously, the implementation of the new 
middle office platform is on going and scheduled for completion by August 2009 for 
the performance measurement module and on a date to confirm thereafter, for the 
risk management module.   

 
5.3 Derivative instruments 

Derivative instruments are traded by external managers and by NBK’s internal 
portfolio managers for both the FR and NF.  The use of derivatives is not extensive, 
being concentrated almost exclusively in FX forwards.  We would encourage NBK to 
pursue the development of its capacity in dealing in derivatives which can generate 
significant cost savings when applied to replication strategies (buying or selling the 
benchmark forward) or to duration adjustments for the fixed income portfolios. 
 
It is however crucial that NBK’s staff assigned to the trading of derivatives 
understand the valuation and risks of the various derivatives traded and related 
structured products, and be properly equipped to measure inherent risks. In the 
case of non linear derivative instruments such as options, measures such as VaR 
are useful but not complete.  It is necessary to evaluate risks measured by the so-
called Greek ratios, for instance to be able to estimate the impact of a move in 
volatility on the value of a derivative. 
 
In best practice institutions, derivative activity is governed by a framework outlining 
the type of permissible derivatives (NBK’s guidelines partially cover this already) 
and limits expressed in terms of notional value, maturity and « Greek » ratios and 
the model risk in evaluating complex instruments is sometimes reflected in a P&L 
reserve maintained until liquidation or expiration of the derivative instrument 
concerned. 

 
5.4 New Product Policy 

 
In their quest for added value performance, it is natural that portfolio managers will 
look at innovative structures and instruments enabling them to either generate extra 
yield or , by portfolio replication techniques (mostly using derivatives) to obtain 
exposure to an asset class at more favourable economic conditions (i.e. with less 
trading cost friction).   
 
It is always a challenge for the middle and back offices as well as the legal and 
accounting staffs to keep pace with creative and innovative portfolio managers.  
Recognizing this, « best practice » asset managers and financial institutions have 
adopted policies and/or procedures on new products.  This can be viewed as a 
mandatory check list that ensures that all concerned sectors have signed off prior to 
authorisation of transactions in a new instrument.  
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6 Conclusion  

The Technical Assistance has provided a good diagnostic review of the current 
Treasury Department Structure at the NBK.  Through extensive interactive discussion, 
coaching sessions, workshops, documentation analysis, comments and review, we 
were able to elaborate a set of recommendations that fit the evolving context of the 
NBK. 
We summarize the main recommendations per category hereunder as well as their 
status of implementation 
 
Governance: 
 
We have recommended the implementation of a new organisational structure which 
separates the asset allocation process from the day to day execution of portfolio 
management decisions. 
 
The new structure also clearly segregates dealing functions and back-office related 
functions.  Other improvements concern the transfer of Treasury related legal 
documentation activities from the back office to the division currently handling credit 
risk monitoring i.e. the middle office. 
 
The implementation of the new organisational structure, to be successful, would 
require the addition of some new positions (between 6 and 10 depending on the level 
of real automation that would be achieved once all interfaces finally function as they 
should).  During our last visit we understood that there was a very recent directive 
which would impose a 15% reduction in staff across the board in all NBK 
departments.  We respectfully submit that in our opinion, such reduction would 
increase even further the level of operational risk currently faced by Treasury, a level 
which we already consider as inadequately high. 
 
We also recommended the creation of two Board level subcommittees for which we 
provided sample mandates.  This would clearly put the NBK in the ranks of leading 
practices central bank and asset management organisations. 
 
The ramp up of the new Risk Management Department and clear delineation of its 
roles and responsibilities with the middle office is becoming urgent.  We noted that 
progress in that respect appears to have been quite slow. 
 
Furthermore, it would be paramount that the sponsors of the various funds provide 
clear targets to the asset manager.  In the case of the National Fund, clear guidelines 
should also be adopted with respect to amounts that can be withdrawn in line with the 
currently discussed proposal which would set a minimum yearly attribution linked to a 
percentage of GDP, to the part of the NF which is earmarked “reserved for future 
generations”. 
 
The incentive remuneration schemes should be analyzed and standardised between 
the various funds under management so as to eliminate any possible bias for a 
portfolio manager to devote more of his/her attention to one customer to the detriment 
of others.  The performance incentive regime should be neutral and treat all funds 
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under management on a uniform basis, thus eliminating any real or perceived conflict 
of interest.  
Systems issues: 
 
The implementation of the T24 modules concerning Treasury is apparently subject to 
several problems and issues that should be resolved as soon as feasible to reduce 
the currently high level of operational risk.  Issues to address in priority would include: 
 
– Coverage of National Fund needs (interfaces with Bloomberg - AIM, custodians etc.) 
– Finalize interface with KASE 
– Make reception of incoming SWIFT messages feasible 
– Finalize the incomplete automation of the Reuters interface for FX rates 
– Develop interfaces required between T24 and DSTi 

 

Risk Management issues: 
 

 Good progress has been made on developing risk management policies and 
procedures, as well as limits expressed in the Investment Policy.  More work has to be 
done on the refinement of policies and the attribution of roles and responsibilities with 
respect to the monitoring and escalation procedure in case of breaches.  Furthermore, 
we encourage the development of a policy on the usage of derivatives and the addition 
of specific sensitivity limits, once this activity grows in importance as it will probably do. 

 We would encourage Risk Management and the Middle Office to continue to develop 
the appropriate limits once they have more powerful systems in operation.  Effectively, 
when DSTi Hi Risk is operational, it will become possible to introduce Value at Risk 
budgeting. 

This will start by requiring from each sponsor that they express their tolerance level 
expressed in Value at Risk terms I.e. How much would we tolerate that the fund lose 
based on a 95% confidence interval in order to achieve its return objectives? Once this 
is approved and that a global VaR budget (both in relative terms – against 
benchmarks- and in absolute terms) can be allocated to Treasury who in turn would 
delegate parts of this risk budget to Portfolio managers. 
Other issues 
 
We strongly support the creation of overseas offices in major financial centres for 
Treasury.  This is an excellent way to strengthen your market intelligence, to train and 
motivate your top talent and to attract new candidates.  As your performance has 
indicated in the past few years, your internal managers have nothing to envy to most 
of the external managers that you have hired.  However, it is a good practice to retain 
some external managers to put a healthy competition upon your internal portfolio 
managers.  To combine that with a local presence in major markets should be a 
winning combination.  Local training for your Treasury staff should also continue to be 
encouraged such as attendance to conferences, registration in the local CFA institute 
(or equivalent) certification programs, courses on risk management. 
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Appendix 1 - Agenda of field trips 

 
NATIONAL BANK OF KAZAKHSTAN 

TA KAZ 4431 
 

March-April 2007 field trip 
 

Key people met: 
 

#AME POSITIO# 

 

Medet SARTBAYEV Deputy Governor 

Yuri GERASIME#KO Director, Treasury Department 

Algazy SEKE#OV Director, Pension Fund G#PF 

Zhanat BAIMUKA#OV Head of Settlements Division 

Amanov DA#IYAR Deputy Head of Dealing Division 

Jury L. DE#ISOV IT Director 

Duysenova GUYLMIRA Chief specialist Economist Risk Management 

Subdivision, Audit Department 

Aliya JUMAKOVA Analysis and Risk Division – Treasury Department 

Imir K.OSMA#OV Chief specialist economist Risk Management 

Subdivision, Audit Department 

Saule K.RAKHMETOVA Head of BIS Implementation Division 

Timur TOBATAYEV Analysis & Risk Division – Treasury Department 

Aray TURSU#OV Senior Analyst (Head of Global Equity Team) 

Chingis VALIYEV (Member of the Temenos team) 

Gulim YEGIZOVA Senior Economist Settlements Division 

Birtanov YESZHA# Deputy Director, Treasury Department 

  
Main issues discussed were: 
 

ORGANISATIONAL ISSUES 
 
o Committees and roles: 

- Board 
- Investment Committee 
- Risk Committee 

o Review governance structure for Treasury – Risk Management/Middle Office, Back office 
o Segregation of duties 
o Segregation of front offices between Reserve management and the National fund 
o Controls and effectiveness, compliance roles and responsibilities 
o Control culture 
o Profile and training of dealers, risk managers, other key resources 
o Code of Ethics 

- Personal transactions 
- Restricted list 
- Policy on gifts and entertainment 

o Remuneration schemes for profit making, control units and cost centres 
o Role of Internal Audit vs. risk management 

 
INVESTMENT AND PORTFOLIO ISSUES 
o Investment policies: compare against best practices and issue recommendations 
o Asset allocation  
o Beta replication with structural tracking error 
o Alpha value added – active management 
o Dealing procedures 
o Broker selection, commission budgets, attribution and monitoring 
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o External portfolio managers – selection process, review and monitoring 

 

PORTFOLIO VALUATION 
o Daily NAV – how and by whom? 
o Conventions and standards used for NAV (I.e. GIPS/CFA) 
o Checks and balances 
o Market sources 

 

PERFORMANCE MEASUREMENT 
o Performance measurement procedures 
o Selection of benchmarks 
o Independent division for performance measurement 
o Reporting – internal to top management and Board 
o External: yearly and/or quarterly reports (transparency) 

 

RISK MANAGEMENT POLICIES, PROCEDURES AND GUIDELINES 
o Review existing – gap analysis against international best practice 
o Market risk policy 
o External manager selection procedures 
o New product authorization 
o Performance measurement procedures and standards  
o Counterparty Credit Risk 
o Valuation Procedure 

 

IT FOR TREASURY AND RISK MANAGEMENT 
o Review RFP that led to Temenos T24 choice 
o High level overview of project plan 
o Review main functionalities of the system pertaining to Treasury and risk management  
o Review selection process for a portfolio valuation system (joint effort between middle 

office and IT) 
o Identify gaps  
o Blueprint for risk management systems 

 

OPERATIONAL AND BACK OFFICE ISSUES 
o Review of controls surrounding settlements and payments 
o Accounting issues – posting positions to general ledger 
o Accounting currency and  conversions 
o Shared infrastructure for internal, external, reserve and national fund operations in order 

to benefit from economies of scale and critical mass of skills 
o Money laundering and anti terrorism issues 

 

MANDATE EFFICIENCY ISSUES 
o Contact person 
o Availability of documents Availability of key persons for meetings: 

-  Deputy Chairman 
-  Treasury Front and Middle Offices 
-   Internal Audit 
- IT (persons responsible for Temenos, Treasury and Risk 

Management applications) 
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June 2007 field trip 
 

 
o IT:  review  new middle office system selection and Temenos advancement (Treasury 

aspects only) 
o Review vendor presentations  and attend live meeting with DSTi  

 
FRONT OFFICE 
o review + discuss March 2007 progress report and discuss new developments: 

- asset allocation 
- New front office system (POMS) 

ORGANISATIONAL STRUCTURE AND GOVERNANCE 

o discussions with Deputy Governor Sartbayev and Yuri Gerasimenko, Director Treasury 
and Monetary Operations Department 

o Meeting with Middle Office to discuss delineation of functions with Risk Management 
o Meeting with Risk Division 

 

 
December 2007 field trip 

 
 

o Meeting with Deputy Governor M. Sartbayev 
o  Mr.Y.Gerasimenko - Director, Treasury Department 
o Ms Aliya Moldabekova – Head, Middle Office Division 
o Mr J.Sarjakov – Manager, Middle Office Division 
o  Mr Adil Mukhamedjanov, Manager, Middle Office Div. 
o  Meeting with Temenos and DSti teams 
o  Coaching session on Risk Budgeting Process 
o  Meeting with Mr Timur Tobatayev, Head of Risk Management 

 and Ms Aliya Jumakova, Deputy Head of Risk Management 
o  Continuation with Risk Management Department 
o Coaching session of tracking the risk of derivatives with   “greek” ratio sub limits 
o Meeting with Mr Tleujan Jumakov, Head of Internal Monetary Operations unit 
o Meeting with Mr Aray Tursunov, Manager Front Office 
o Exit meeting with Deputy Governor M.Sartbayev and Mr.Yeszhan Birtanov - Deputy 

Director, Treasury Department 

 
 

June 2008  field trip 
 
o Update on major developments since December 2007 

- Organisation – progress in implementation of new org chart 

- Modifications in asset allocation both Foreign Reserves and National Fund 

- Performance 2007 and YTD 2008 

- Staff changes if any 

- External managers  

- Status of acquisition implementation of new Middle Office/Risk Management software 

- Changes in disclosure levels 

- Evolution of Risk Management Department 

- Follow-up on May 15th Steering committee 

 
o Presentation to Governor A. Saidenov, Deputy Governor M.Sartbayev and Director of 

Treasury Department, Yuri Gerasimenko 
 
o The technical assistance project going forward 
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- Dedicated project resource (“project champion”) 

- Human resources issues:  new org chart for segregation of duties 

- Remuneration schemes – performance measurement 

- Roles-Responsibilities-Objectives of key functions 

- NBK to  decide on location of middle office and links with risk management division 

- Revisit asset allocation policy vs. National Fund objectives  

- Revisit asset allocation policy vs. Foreign Reserves objectives 

- Define reference portfolios accordingly 

- The risk budgeting process should logically follow:  express the risk tolerance of the 

Board with respect to the reference portfolio and to the absolute risk levels. 

November 2008 field trip 
  
o Meeting with Deputy Governor M. Sartbayev – review of impact of economic and market 

crisis on implementation of recommendations 
o  Mr.Y.Gerasimenko - Director, Treasury Department 
o Review of T24 progress and timelines with respect to Treasury 
o  Walkthrough of Bloomberg POMS/AIM project with the Front Office 
o Meeting with the Back office 
o Meeting with Accounting department 
o Meeting with Risk Management department to discuss split of roles and responsibilities 

for financial risks with middle office and progress on their recruitments 
o Participation in  NBK’s DSTi task force to review Project initiation document and provide 

comments to optimize implementation plan 
o  Exit meeting with Mr Sartbayev   

 

March 2009 field trip 
 
o Meeting with Front Office to review developments 
o  Meeting with IT team to review DSTi ‘s progress and provide ideas on prototyping 

approach and on the prioritization of interfaces to develop 
o Meeting with Mr Birtanov to review performance of the NF and FR under difficult market 

conditions since November 2008 and actions taken to reduce the risk of the funds 
o Meeting with the back office to get their feedback on issues with the difficult 

implementation of Temenos 
o Review of T24 progress and timelines with respect to Treasury, discussions of 

drawbacks raised by the back office 
o Walkthrough of Bloomberg POMS/AIM project with the Front Office 
o Meeting with Risk Management department to discuss progress on the establishment of 

their department 
o Many interactions with FO, MO and Temenos Team to  finalize report 
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Appendix 2 - Risk Categories and Definitions 

 
The scope of risks faced by an institution such as the National Bank of Kazakhstan 
(NBK) encompasses the following: 
 
Strategic Risk 
 

Strategic risk is the risk of not achieving NBK’s strategic goals or business objectives. It 
is the risk that NBK will make inappropriate strategic choices, or will be unable to 
successfully implement selected business strategies or related plans. 
 
Reputational Risk 
 
Reputational risk is the risk that an activity undertaken by NBK or its representatives 
will impair its image in the community or lower public confidence and result in the 
inability to achieve its objectives.  It involves issues relating to social, health, ethical 
and environmental concerns.  
 
Investment Risk 
 
Market Risk 
 
Market risk is the risk that the value of an investment will fluctuate in an adverse way, 
due to changes in market conditions, whether those changes are caused by factors 
specific to the individual investment or factors affecting all securities traded in the 
market.  Market risk is a term which encompasses a variety of financial risks, such as 
interest rate risk, commodity risk, equity risk and foreign exchange risk.  Significant 
volatility in interest rates, commodity prices, equity values and the value of the 
Kazakhstan’s Tenge against the currencies in which the investments are held can 
significantly affect the value of NBK’s investments. 
 
Liquidity Risk 
 
Liquidity risk represents the risk that NBK becomes unable to cope with an abrupt loss 
of access to the capital markets, to redeem, in a timely and cost effective manner, its 
maturing liabilities, to disburse funds committed to investments and to meet other 
commitments as they come due. 
 
Credit (and Counterparty) Risk 
 
Credit risk is the risk of loss arising from the failure of a borrower or counterparty to fully 
honour its contractual obligations including the incapacity or unwillingness to pay the 
principal borrowed or to make interest payments when they come due.  More generally, 
credit risk can also lead to losses when debtors are downgraded by credit agencies, 
usually leading to a fall in the market value of their obligations. 
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Operational Risk 
 
Operational risk is the risk of loss arising from failures in processes, systems, 
technology, actions of personnel or unforeseen external events. 
 
Legal and Compliance 
 
The risk of negative impact to NBK as a result of failure to adhere to or comply with 
regulations, laws, international banking rules, regulatory expectations, policies or 
ethical standards.  This risk is also associated with the failure of NBK to fulfill its 
fiduciary duties to the National Fund.  Legal risk also covers the risk of lawsuits that 
may have a negative impact on NBK. 
 
Human Resources Management 
 
The risk of losses related to human resources management could result from such 
causes as inadequate or insufficient recruitment, training, performance evaluation and 
compensation system. 
 
Process Management  
 
This is the risk of losses resulting from errors, omissions or any production failure 
having an impact on processing, development, delivery or administration of services.  It 
also includes losses resulting from misunderstanding, wrong information on which 
management decisions are based, and disputes with respect to services rendered by 
external suppliers or business partners. 
 
Systems Management 
 
This is the risk of losses arising from the deficiency or unavailability of information and 
communication systems that may cause delays or interruption in operations other than 
by natural disaster causes. 
 
Theft and Fraud 
 
This is the risk arising from intentional act to defraud, to embezzle funds or to 
appropriate the assets of NBK or those of the National Fund. 
 
Disaster Risk 
 
This is the risk of losses arising from natural calamity or disaster that generally causes 
an interruption of business. 
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Appendix 3 – Details referencing the proposed 
organisation charts 

Rationale for specialized sub-committees of the Board of Directors: 

 
Our recommendation for creation of two sub-committees of the Board of Director is 
inspired by sound practices and principles that have been published by the Bank 

for International Settlements
17

 : 

 
“In a number of countries, especially those with a single board combining oversight and 

management functions, bank boards have found it beneficial to establish certain specialised 

committees to advise the board. In the interest of greater transparency and accountability, 

where such committees are established, their mandate, composition (including members who 

are considered to be independent) and working procedures should be well-defined and subject 

to disclosure. It may be useful to consider occasional rotation of membership and chairmanship 

of such committees....The Committee believes that it is appropriate and beneficial for large, 

internationally active banks to have an audit committee or equivalent structure responsible for 

similar functions... Among the other specialised committees that have become increasingly 

common are ...  Risk management committee - providing oversight of senior management’s 

activities in managing credit, market, liquidity, operational, compliance, reputational and other 

risks of the bank.” 

 

 

(1) a) – New - Investment Committee of the Board (ICB) 
 

There currently exists an internal investment committee (see 1b).  Strategic 
investment decisions such as the asset allocation for a CUSTOMER and the 
selection of a benchmark index are made at Board of Directors level, after having 
been recommended by the Investment Committee.   We would encourage the NBK 
to adopt a Committee made of a subset of the Board Directors to review these 
decisions on behalf of the Board and to be the governance body which issues the 
final approval recommendation to the full Board.  Given the size and complexity of 
the assets under management, we believe that NBK is ready for such a structure 
which is more in line with world class good governance practices 

 

This new committee reviews investment policy recommendations made by the 
internal Investment Committee of the Bank and will need to approve any 
amendment or deviation from policy prior to its submission for final approval by the 
Board of the NBK. 
Proposed Membership: 

o Chairperson: the Deputy Governor of NBK who is in charge of the Treasury 
Department 

o 2 to 4  members of the Board with knowledge of investment and asset 
allocation issues 

Frequency of meetings:  Quarterly 

                                                
17

 Source: Bank for International Settlements - Enhancing corporate governance for banking 

organisations  

February 2006 http://www.bis.org/publ/bcbs122.pdf?noframes=1 
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The mandate of the ICB is to submit recommendations to the Board of the NBK on 
determination and revision of the most important provisions of investment activity 
for all assets under management of the Treasury Department.  These provisions 
include: 
 

- Benchmark (reference) portfolios; 
- currency allocation; 
- list and volume of acceptable investment classes; 
- limits on basic parameters of risk: duration, mutability of profitability 

deviation, and other. 
- determination of type and basic parameters of investment mandates; 
- selection of external managers; 
- termination of agreements with external managers; 

 
More specifically, the ICB shall: 

 
- Establish the investment philosophy appropriate for each Customer 
- Review and approve investment policy with respect to investment objectives 

and return expectations, asset mix ranges, asset classes, risk tolerances, 
benchmarks, use of derivatives, voting rights and conflicts of interest. 

- Review and approve investment manager structure including decisions such 
as the use of active versus passive managers, use of balanced versus 
specialist managers, and number and diversification of managers. 

- Monitor investment performance of funds managed. 
- Provide direction on investment policy issues. 
- Review and approve the audited financial statements of the funds managed. 
- Receive and review yearly the actuarial valuation report from the designated 

actuary when applicable. 
- Report to the Board of Directors on significant matters and key decisions 

arising from its meetings. 

 
(1) b) – Internal Investment Committee  

 

 

This committee is already in existence. It formulates investment policy 
recommendations including asset allocation, efficient planning, strategy design, and 
control of risks and results arising from financial activity on operations with entrusted 
assets.  These recommendations are currently made directly to the Board of the NBK 

  
Current members 

- Chair: Deputy Governor of the NBK who is in charge of the Treasury Department 
- Deputy Chair: Director of Treasury Department 
- Deputy Director of Treasury Department 
- Head of Dealing Operations Division 
- Deputy Head of Dealing Operations Division 
- Head of Analysis and Risks Division 
- Head of Internal Audit Department 
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Frequency of meetings: on an as needed basis 
 

Mandate of the Committee: 
 
To submit recommendations to the Board of the NBK on determination and 
revision of the most important provisions of investment activity for all assets under 
management of the Treasury Department of the National Bank of Republic of 
Kazakhstan.  These provisions include: 
 

- Benchmark (reference) portfolios; 
- Currency allocation; 
- List and volume of acceptable investment classes; 
- Limits on basic parameters of risk: duration, mutability of profitability 

deviation, and other. 
- Determination of type and basic parameters of investment mandates; 
- Selection of external managers; 
- Termination of agreements with external managers; 

 
To review results and performance of the asset managers and report results for 
review and approval by management of National Bank. 
 
To reinforce the segregation of investment and risk related matters in Board level 
discussions, we recommend, in accordance with international best practice, to 
make the internal Investment Committee report to the Investment Committee of the 
Board at the quarterly meetings of the latter.  The internal Investment Committee 
should meet formally on a monthly basis, or more frequently if extraordinary 
market events so justify.   

 

 

(2) Risk Management Committee of the Board (RMCB) 
 

The mandate of this new committee is to ensure that policies, guidelines and 
systems are in place to manage credit, market, liquidity and operational risks at an 
acceptable level and are being adhered to. The RMCB shall assist the Board of 
Directors in fulfilling its oversight responsibilities with respect to the prudent 
management of NBK’s assets as well as the National Fund’s assets, including the 
management of all enterprise risks of the NBK.  Management reports and 
recommendations to the RMCB will come from both the Internal Risk Management 
Committee (IRMC) and from the Director Risk Management. 

 
The RMCB is also responsible for approving policy, strategy and bank-wide 
processes for NBK management of operational risk, based upon recommendations 
submitted by the Director, Risk Management Department.  It receives reports 
providing continuing assessments of the appropriateness and effectiveness of 
controls. Finally, the RMCB oversees progress of corrective actions concerning 
significant control weaknesses or emerging control issues. 
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Proposed membership:  
o The chairperson shall be a Board Director familiar enough with risk 

management (both financial and operational) and shall be another person 
than the Chairperson of the Investment Committee 

o Plus 3 members of the Board 
 

Frequency of meetings:  Quarterly 
 

 

(3) Internal risk management committee (IRMC) 
 

 Terms of reference 

 

The IRMC is responsible for establishing, monitoring and managing the credit, 
liquidity, market risk appetite and allocation of risk limits and therefore to ensure 
that returns achieved by the asset management group are attained under a 
controlled risk framework for the assets managed by NBK and for the transactions 
and exposures generated by its domestic money market operations.  
 
In fulfilling these responsibilities, the IRMC will approve policy, standards and limits 
applicable for business level management of credit, market and liquidity risk, within 
the enterprise wide policies and standards established by the RMCB. 
 
 The IRMC is also responsible for ensuring that appropriate monitoring and 
oversight is in place concerning compliance with relevant policy, standards and 
regulatory requirements. This includes monitoring of portfolios and risk 
performance, and intervention with respect to material risk issues, as required.  For 
this purpose, the IRMC will rely on the reports and recommendations made by the 
Director, Risk Management Department. 
 
Frequency of meetings: Monthly 
 
Reporting: to Risk Management Committee of the Board on a quarterly basis 
 
Proposed membership:  
 
Chairperson: Deputy Governor in charge of Treasury and Middle Office 
Director Risk Management Department (Deputy Chair) 
Director Treasury Department 
Director Middle Office, Operations and administrative department 
Deputy Director Middle Office, Operations and administrative department 

o Deputy Director Treasury Department 
o Head, Middle Office Division 
o Deputy Director, Risk Management Department 
o Director, Internal Audit Department 

 
Mandate 

 
Accountabilities include: 

o Monitoring of portfolios, risk performance and intervention with material risk 
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o Establishing policy and limits for credit, market and liquidity risk 
o Management for recommendation to the RMCB 
o Monitoring of portfolios, risk performance and intervention with material risk 

issues 
o Approval of delegation of limits & authorities 
o Approval of new material risk and strategic allocation of capital for new 

products, new businesses and new channels 
 

 
(4) Research and asset allocation division 

 

The purpose of this division is to separate the asset allocation decisions from Front 
Office Execution 
Its main responsibilities are: 

o Determine the optimal asset allocation for each Customer, currently the 
Foreign Reserves and the National Fund 

o Recommend this optimal asset allocation to the Internal Investment 
Committee (IIC) 

o Monitoring of cash inflows and outflows from Customers and redirection 
to/from the appropriate asset class 

o Based on this optimal asset allocation,  on its own research (this research 
will be at a macro level) and on additional research and analysis provided by 
the Trading Analytics and Research Division (ref. no.7), recommend to the 
IIC the benchmarks to use as reference portfolio for the various asset 
classes 

o With input from the Customers, the  middle office and front office, analysis of 
rebalancing to make to the benchmark indexes and yearly recommendation 
to Customers of any changes that should be made 
 

Most of these responsibilities are currently located in the Middle Office and we 
would confirm the new division as a formal part of the middle office Department. 

 
Benefits of establishing the Research and allocation division:  

 
o Allows to adopt an organisation per asset class within Treasury and to 

eliminate real or perceived bias of the portfolio managers in serving one or 
the other of the Foreign Reserves or National Fund 

o Favours the establishment of a critical mass of expertise within each asset 
class 

o Organisation model would be scalable to future addition of more "Customers" 
o Model can also be scaled up with respect to additional asset classes 

 

(5) Domestic Monetary Policy Execution Division 
 

At the NBK, the domestic monetary policy decisions are made by a Monetary policy 
committee based on input and analysis provided by the Research and Statistics 
Department.  This Committee is chaired by the Deputy Governor to who reports his 
Research and Statistics department. The execution of Monetary policy decisions is 

performed in the Treasury Department, which reports to a different Deputy Governor.  
We believe that this distribution of roles and responsibilities is sound as the skills set 
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required for the analysis and formulation of monetary policy are quite distinct from the 
expertise and skill sets required for execution of transactions on the open markets.   

 
On the other hand, it is important that within the Treasury Department, there exists a 
clear segregation of duties between the division executing such monetary policy 
decisions and the division performing transactions for the management of foreign 
reserves and the National Fund. This is to mitigate the risk of privileged information 
being passed on to the other front office divisions.   This is why the Domestic Monetary 
Policy Execution Division is a separate division within Treasury.  Furthermore, 
procedures and controls must ensure the existence of 
 

o A “Chinese wall” between such division and the other front office divisions 
o No dual role for the dealers handling Monetary Policy transaction execution 

(i.e. they cannot also trade on behalf of the Foreign reserves and National 
Fund 

o A physical separation of the dealing desks in distinct rooms  
 

 

(6) Fixed Income and FX division and Global Equities division 
 

At the current time, the responsibilities of portfolio managers/dealers are organised by 
currency.  A currency is not generally viewed as an asset class.  To align with best 
industry practice we recommend that specialization be aligned on asset classes.  This 
is the rationale for the creation of two separate divisions which will specialize on the two 
main asset classes currently dealt with by NBK. 
Moreover, as foreign exchange trading is in large part dictated by the interest rate 
differentials between currencies, it is viewed as logical by many large asset managers, 
to combine FX dealing with fixed income divisions. 

 

(7) Trading analytics and research division 
 

There is currently a significant amount of trading analytics, simulations and research 
performed by the middle office for the front office.  As we will see later in Note (12) it is 
recommended to split the dealing related functions and the control functions of the 
middle office.  The part related to dealing support would be transferred to this “Trading 
analytics and research division” (“TAR”).  
The TAR division  
acts as quantitative support to recommend strategies of the front office 
acts as quantitative support for asset allocation simulations on behalf of the  Research 
and  Asset Allocation division 
 
   Please note that to differentiate the research role of the TAR division from that of the 
Research and Asset Allocation division, the former involves micro level research 
leading to individual security selection (“bottom-up”) whereas the latter follows a macro 
approach (“top-down”).  
 
Alternatively to the creation of a separate division (should it be more pragmatic in the 
short term due to the limited number of resources), the individuals performing these 
roles could be integrated in each of the fixed income or global equities divisions 
according to the asset class that they cover. 
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(8) External Manager Selection and Monitoring division 

In large leading asset management firms, the external manager selection function is 
generally considered a full time job for a small team of 2-4 persons, depending on the 
number and variety of different external managers to cover. 
 
This work is currently performed within the middle office and it should remain there but 
be formalised in a small separate division.   

 
The main roles of this division would be: 

- Due diligence (both financial and operational) leading to the recommendation to 
the investment committee 

- Negotiation of the Investment Management Agreements in cooperation with the 
legal documentation division and the legal department of the NBK 

- Monitoring on an ongoing basis of the performance18 of the E.Ms 
- Reporting to the Investment Committee on performance and on any breach of 

IMA terms 
  

(9) Commodities and alternative investments – absolute return division 
 
There are currently sizeable investments in gold which would be carried out in this new 
division.  Once the internal portfolio management of alternative asset classes becomes 
more active, it could logically also be housed in this division.  As the fund continues to 
grow into new asset classes and once critical mass so justifies, this department could 
be split in more divisions according to the different skills required (i.e. hedge fund 
strategies, real estate, private equity, infrastructure etc.) 
 

(10) Back Office group and Middle Office group 
 

The rationale for establishing these two groups is to centralize all roles and functions of 
a control and operational nature in separate groups (eventually departments in phase 
2) independent from the Asset Management Group and Domestic Monetary Policy 
Execution division.  This is in order to provide a level of independence aligned with 
industry best practice and encouraged by international regulators. 
 
Furthermore, this splitting of Treasury is conducive to adopting different remuneration 
schemes for dealing related positions and for control/operations related positions. 

 

(11) Legal documentation division 
 

Given the size of assets managed by NBK and the number of contractual interactions 
with third parties it is recommended that in order to align with best practices, there be a 
formal division dedicated to legal documentation. 
 

All inter-actions with the legal department of the NBK would be coordinated through that 
division.  The main responsibilities will involve: 

 

                                                
18

 Please note that the actual performance is measured by the Middle Office (ref. no. 12) 
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- Negotiating the terms of ISDA, Securities lending and Repo agreements with 
counterparties, in coordination with concerned departments/divisions (middle, 
front, risk management, legal department)or outside counsel 

- Supporting External Manager division and coordinating the legal documentation 
work for Investment Management Agreements 

- Coordinating the legal documentation work for all types of third party 
agreements involving Treasury matters such as agreements with 
� Custodians 
� Clearing houses 
� Prime clearing brokers 
� Executing brokers 
� Data vendors 
� Systems and software providers  (in collaboration with IT) 

- Safeguarding all legal documentation 
- Coordinating (with the legal department of the NBK) the actions to take in case 

of breach of agreement 
 

(12) Control, Revaluation and  Performance Measurement Division 
 

This division will be responsible for all functions of the current middle office that require 
a high level of independence from the front office. Main responsibilities of the Middle 
Office and Performance Division include: 
 
Risk measurement, control and monitoring activities: 
Monitoring day to day application of credit limits covering activities of all asset classes 
and managers.  
Day to day monitoring of transactions and market limits compliance (tracking error, 
duration, VAR, other) for all managers, either internal or external 
Performing  financial instruments valuations (i.e., mark-to-market) 
Confirming OTC trading and hedging transactions (transactions in instruments listed on 
an organized exchange are confirmed by the back office) 
Measuring  value-at-risk  (“VaR”)for each asset class and globally 
 
 
Reporting activities linked to risk and limits control: 
 
Reporting immediately all trading and market risk exposure and breaches to Risk 
Management department 
Reporting daily the VaR to the Risk Management Department 
Preparing reports detailing exposures, both in absolute and relative terms and 
submitting such to the Risk Management Department as input for their presentations to 
monthly internal Risk Management Committee ("IRMC") meetings and quarterly Board 
Risk Management Committee (“BRMC”) meetings 
 
Support for and interaction with the Risk Management Department: 

 

- Providing recommendation to the Risk Management Department for periodic 
updates to Risk Management policies, guidelines and procedures 

- Together with Risk Management Department, effecting simulations on the 
portfolio(s) such as stress testing and the regular back-testing of the models. 

- Validating the models used by the Front Office to price derivative instruments 
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- Implementing, and calibrating the systems used to calculate value-at-risk and 
performs stress test simulations 

- Recommending credit limits (issuers and counterparties) to the Risk Management 
Department 

 

- Performance measurement and reporting: 
-  
- It is important to note that currently,  measurement of the performance of both 

internal and external portfolio managers require a considerable amount of manual 
intervention and Excel files manipulation, a situation which entails significant 
operational risk.  Recognizing this, NBK has acquired a robust performance 
measurement platform, the DSTi Hi-Performance system.  It is planned that this 
software will be fully implemented in Autumn 2009.  The key benefits sought are 
to decrease operational risk and to obtain productivity gains that will enable re-
deployment of skilled analytical resources to more value-added (and motivating) 
work such as that required in the new asset allocation division. 
 

- Measuring the performance of internal and external managers and reports in 
terms of tracking error and value added to the benchmarks and any further 
performance criteria approved by the Investment Committee. 

- Reporting performance figures on a monthly basis to Senior Management and to 
the Investment Committee 

 

(13) Risk Management Department 
 

The Risk Management Department is responsible for establishing the Market and 
Credit Risk Management policy for recommendation to the internal RMC and for issuing 
amendments or request for re-confirmation of policy on a yearly basis.  Additional 
responsibilities include: 

- Based on input from the Middle Office and its own analysis, Prepare reports 
detailing exposures, both in absolute and relative terms and presentations for 
monthly IRMC meetings 

- Developing and proposing a policy dealing with operational risk (business 
continuity, fraud risk, legal risk, reputation risk, etc.)and recommend it to the 
internal RMC for approval and yearly thereafter for any proposed amendments or 
re-confirmation 

 

(14) Risk control Division 
Receiving alerts from the Middle office whenever a limit is breached (credit or market) 
and following up if explanations are inadequate 
Reporting policy and guidelines violations to the Deputy Governor and at the next 
scheduled meeting of the RMC 
Monitoring and validating trading controls, reports, systems, and value-at-risk 
assumptions applied by the Middle Office in their day-to-day management of Treasury 
financial risks 
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Appendix 4 – A Primer on Value at Risk 

(VaR) 

 
VALUE at RISK (VaR) 
 

• Provides a measure of total value across all bank portfolios 
• Represents value that can be lost in adverse market conditions with a 

given confidence interval 
• I.e. at 2 standard deviations this would mean that out of 100 days, we 

would stand to lose the amount of the VaR or more, 2.5 days out of 100.  
• The VaR concept is based on the statistical normal distribution.  It 

assumes that returns are normally distributed. 
• One advantage of VaR is that it implicitly takes into account the 

correlations between instruments 
• One drawback of VaR is that the normal distribution assumption is 

sometimes an oversimplification and does not allow catching 
“extremes”. 
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