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Abstract: Ensuring the economic security of the banking sector is paramount for the
sustainable development of the country’s economy. It involves regulating financial activities,
managing the money supply, and enhancing the stability of banks’ operations. While there are
various methods for assessing the financial security of banks, adherence to regulations set by the
Central Bank of the Republic of Uzbekistan is essential. Meeting these requirements helps banks
control potential risks associated with their operations. To enhance the economic security of modern
banks, the paper proposes evaluating changes in their financial stability based on indicators such as
capital adequacy, liquidity, asset volume, and profitability.
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1. INTRODUCTION

The banking system is an integral part of a country’s economic structure,
encompassing all credit institutions. It plays a crucial role in facilitating various financial
transactions and operations to meet society’s needs and generate profit. As commercial
banks worldwide introduce innovative services, ensuring the economic security of the
banking system becomes a priority for governments due to its significance in national
security and the economy.

The economic security of banking institutions hinges on their ability to prevent and
mitigate threats effectively. These threats may stem from deliberate or inadvertent actions
of individuals, competing banks, international financial institutions, or local authorities. In
the era of digitalization, intensified competition, and evolving external factors, banks must
carefully assess their financial stability and seek optimal strategies for enhancement.
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Banking crises pose significant risks to the entire sector, characterized by a domino
effect, accumulation of problematic assets, and liquidity shortages, triggering widespread
unrest such as mass deposit withdrawals and reduced interbank lending. Confidence in
banks dwindles, impacting payment volumes, financial markets, and the overall stability
of the banking system.

The availability of robust diagnostic methods for evaluating the financial security of
commercial banks, developed by domestic and foreign experts, is vital for maintaining the
sector’s sustainable operation. It is advisable to explore existing diagnostic techniques to
ensure the stability and reliability of modern banks.

2. LITERATURE REVIEW

The economic security of commercial banks refers to the measures taken to
safeguard their operations from both internal and external threats, aimed at ensuring their
stable and efficient functioning. This involves a complex interplay of factors and elements
within the internal and external environment of the bank, which can evolve over time and
impact the bank’s economic stability.

From this perspective, the concept of economic security can be interpreted in
several ways, including:
the overall state of the banking sector or the country’s economic system;
the stability of the banking sector or the economy as a whole;
the level of security and resilience of the banking sector or the economic system;

e a combination of various factors, measures, and conditions that contribute to the
development potential of banking institutions or the national economy.

Diagnostic assessments of economic entities typically rely on specific criteria, which
serve as indicators for evaluating their financial stability. Key criteria for assessing the
financial stability and reliability of modern banks include capital adequacy, liquidity
position, asset quality, liabilities, and profitability. It is crucial to understand the structure
and significance of these criteria for conducting effective analyses.

In banking practice, ensuring sufficient equity capital is considered fundamental for
maintaining the complete financial stability of commercial banks.

Economists frequently emphasize the importance and function of adequate bank
equity capital, as it forms the foundation of the bank's activities and serves as a significant
resource base. Sufficient capital not only instills trust among clients and investors but also
demonstrates the bank’s ability to meet its financial obligations to creditors and borrowers.
Trust from investors, including depositors and creditors, is crucial for maintaining
stability and financial reliability within the comprehensive banking system of Uzbekistan.

3. METHODOLOGY

The study used empirical research methods such as observation, comparison as
well as analysis, induction and deduction.

In order to assess the impact of the entire banking system on ensuring the direct
economic security of the state, it is advisable to unambiguously analyze the dynamics of
the differential indicators of banking institutions. A comprehensive analysis of the
banking sector can of course be carried out in the following steps:
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Stage 1 involves conducting a comprehensive analysis of the banking system in
Uzbekistan.

Stage 2 entails examining the performance of the banking system, with a specific
focus on the financial stability indicators of the entire sector. This analysis is conducted
annually by the regulatory authority, the Central Bank of the Republic of Uzbekistan.

4. ANALYSIS AND DISCUSSION

In Stage 1, an assessment of the banking system in Uzbekistan was conducted,
which included a review of its position within the country's overall economy.
Additionally, basic performance indicators of the comprehensive banking sector for the
years 2017-2022 were analyzed.

Table 1 data indicates that the proportion of total bank assets to GDP in Uzbekistan
ranged from 52-53% by the end of 2018-2019. However, there was a notable increase in this
indicator by the end of 2020, reaching 60.8%.

Table 1
Variation of assets of entirely commercial banks of Uzbekistan to GDP
(measured in billion soums)

The name of 01/01/2019 01/01/2020 01/01/2021 01/01/2022 01/01/2023
indicators
GDP 406,648.50 511,838.10 601,193.0 734,587.7  888,341.7
Bank assets 214,419.60 272,726.90 366,121.1 4449225  556,746.3
Asset to GDP 52.7% 53.3% 60.8% 60.6% 62.7%

ratio, percent

By the conclusion of 2021, both the GDP and total assets of all commercial banks in
Uzbekistan had increased by an average of 22% compared to the previous year. This
proportional increase was observed for both indicators. However, the distribution of bank
assets in relation to GDP remained consistent at around 60.6%. By the end of 2022, this
proportion had risen by 2.1 percentage points to reach 62.7%. This suggests that the
banking system of Uzbekistan maintains a relatively high ratio of total banking assets to
GDP.

A general analysis of the banking sector indicates positive trends by the end of
2022. Total assets across the sector grew by 25.1% compared to 2021, while the loan
portfolio expanded by 19.5%. Deposits from legal entities and individuals also increased
significantly, rising by 38.8%. Additionally, the capital of commercial banks saw a 12.2%
increase, reaching a total of 79.6 trillion soums during the comparable period in 2022.

The net profit of the entire banking sector surged to 10.0 trillion soums, marking a
2.6-fold increase from the previous year’s figures.

Moving on to Stage 2 analysis, the financial stability of the entire banking system
can be evaluated using a wide range of indicators, which can be categorized into:

e capital adequacy indicators;

e liquidity parameters;

¢ indicators reflecting the quality of liabilities;

¢ indicators reflecting the quality of assets;

e profitability parameters.
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The values of these coefficients, established by the Central Bank of Uzbekistan for
assessing the financial stability of the banking sector as a whole, are presented in Table 2

below.
Table 2
Indicators of financial stability of the entire banking system in 2020-2022
(in percentages)
The name of indicators 01/01/2021 | 01/01/2022 | 01/01/2023 | Change

Rat'lo of regulatory capital to total risk- 18.4 175 178 0.3
weighted assets
Ratio ‘of Tle'r I regulatory capital to 15.0 146 145 01
total risk-weighted assets
Ratio 9f NPL to total loans and 91 51 35 16
borrowings
Return on assets 2.2 1.3 2.5 1.2
Return on Equity 10.3 6.1 13.3 7.2
Ratio of liquid assets to total assets 15.4 18.6 21.5 29
Ratl.o' of net open foreign exchange 40 6.0 17 43
position to total capital
Ratio of 1 t -

atio of personnel expenses to non 45 434 346 88

interest expenses

Ratio of customer deposits to the total
amount of loans and borrowings 35.5 42.2 47.8 5.6
(excluding interbank ones)

Ratio of loans and borrowings for
residential real estate to the total 10.1 10.9 11.7 0.8
amount of loans and borrowings

Table 2 reveals fluctuations in key indicators of financial stability within the entire
banking sector of Uzbekistan. The ratio of banks” regulatory capital to their risk-weighted
assets increased by 0.3 percentage points to reach 17.8% by the end of 2022, meeting the
minimum requirement of 13%.

Conversely, the ratio of Tier I regulatory bank capital to total risk-weighted assets
saw a slight decline of 0.1 percentage points compared to the previous period, settling at
14.5% as of the beginning of 2023, still above the minimum requirement of 10%.

There was a notable decrease of 4.1 percentage points in the proportion of non-
performing loans (NPL) to bank regulatory capital compared to 2021, indicating a positive
trend. Additionally, the decrease in NPL as a share of the total loan portfolio of
Uzbekistan’s banks by 1.6 points signifies an improvement in the quality of assets across
the banking sector.

Return on assets (ROA) witnessed a significant decline from 2.2% in 2020 to 1.3% by
the end of 2021, indicating decreased efficiency in asset utilization. However, this figure
rebounded by 1.2 percentage points to reach 2.5% as of January 1, 2023.
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Return on equity (ROE) experienced a decline from 10.3% in 2020 to 6.1% by the
end of 2021, reflecting low profitability and disappointing returns for bank investors. By
the beginning of 2023, the ROE indicator for the entire banking sector of Uzbekistan rose
to 13.3%.

In assessing a bank’s financial security, ensuring economic security is paramount to
creating conditions for achieving optimal financial results. Compliance with established
standards enables banks to mitigate potential risks associated with their activities,
overseen by specialist analysts within each bank.

While Central banks may utilize methodologies that vary slightly from the Basel
Agreement, they often impose relatively stringent requirements. Given the understanding
of the mandatory methodology of the Central Bank of Uzbekistan, alternative methods for
diagnosing and assessing the financial position of commercial banks are explored.

The financial condition of commercial banks in Uzbekistan is assessed using the
Altman Z-score model, originally developed for non-manufacturing companies and later
adapted by Altman in 1993. This improved model excludes the indicator X5 = Sales / Total
Assets.

The formula for Altman's Z-score model for banks is as follows:

Z = 6,56X, + 3,26X, + 6,72X; + 1,05X,

Where:

X1 - Working capital / Assets (calculated as Working capital / Total assets).

X2 - Retained earnings / Assets.

X3 - Profit before tax / Assets.

X4 - Equity / Liabilities.

After calculating these indicators and applying the formula, the resulting Z-score is
interpreted as follows:

If the Z-score is equal to or less than 1.1, the position is critical, indicating a very
high risk of default.

If the Z-score is equal to or greater than 2.6, the position is unstable, although the
probability of default is low.

If the Z-score falls within the range of 1.10 to 2.6, the position is considered stable,
with a relatively low probability of default.

Table 3 presents the final reliability indicators of banks in Uzbekistan calculated
using Altman's Z-score model.

Table 3
Reliability indicators of banks in Uzbekistan using the Z-model method of
Altman as of 01/01/2022 and as of 01/01/2023

Coefficient Name of the bank
Turonbank Davr-Bank Anor-Bank PSB MKB

2021 2022 | 2021 | 2022 | 2021 2022 2021 2022 2021 2022
x1 0.15 0.11 0.14 | 0.15 0.17 0.08 0.12 0.12 0.18 0.22
x2 0.01 -0.01 | 0.01 | 0.05 0.17 -0.01 0.04 0.05 0.01 0.01
x3 0.00 -0.02 | 0.05 | 0.06 | 0.00 -0.00 0.02 0.01 0.00 0.00
x4 0.18 0.13 0.17 | 0.18 | 0.20 0.09 0.14 0.14 0.22 0.28
Z 1.27 0.75 153 | 1.78 | 1.87 0.57 1.24 1.18 1.45 1.81
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The data in Table 3 reveals that as of January 1, 2022, all analyzed banks have a Z-
score falling within the range of 1.10 to 2.6, indicating a low probability of bankruptcy. In
other words, all five banks assessed at the beginning of 2022 are deemed stable according
to the Altman model. However, by January 1, 2023, the positions of Turonbank and
Anorbank are considered critical, signifying a high risk of default. Additionally, PSB’s
situation appears precarious, nearing a critical level.

In summary, the interaction of various groups of factors underscores the
importance of employing a comprehensive set of indicators to effectively diagnose a
bank’s financial stability.

5. CONCLUSIONS

The core of economic security within the banking system lies in ensuring the
optimal utilization of banking resources while mitigating potential threats that could
jeopardize commercial banks. This involves creating favorable conditions for their stable
and efficient operations, ultimately leading to maximized profits.

For each bank, ensuring economic security entails safeguarding its economic
interests by pursuing priority goals outlined in its charter. Effective management of
economic security involves employing methods and techniques to mitigate economic
threats, thereby upholding the sovereignty and stability of the domestic economy.

Therefore, addressing economic security concerns falls within the purview of the
risk management concept, which aims to diagnose and minimize potential losses inherent
in banking activities.

A financially stable bank meets specific criteria, including adequate capitalization,
optimal liquidity, high-quality assets, profitability, and well-structured liabilities. Each
criterion plays a significant role, and neglecting any one of them could lead to a critical
situation for the bank. Hence, it is crucial to meticulously assess and justify each criterion
to ensure objective economic reasoning and enhance economic security.
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