CDSC — Central Depository and
Settlement Corporation

CPMI-IOSCO PFMI Disclosure Framework

May 2020

'@ m THOMAS
| & MURRAY

CENTRAL DEPOSITORY & SETTLEMENT CORPORATION
Tel: +254 (020) 2912000 | Email: corporate@cdsckenya.com | Web: www.cdsckenya.com

Nation Center, 10th Floor, Kimathi Street
P.O. Box 3464 — 00100 GPO, Nairobi Kenya




T

N

MURRAY

HOMAS

Table of Contents

About this ASSESSMENT FXEICISC.uueviuiuiiririririeieieieitietrtrtr ettt ettt sttt ettt st bebebesene 4
ADOUL CIDISC ittt ettt ettt b b bt es et ettt senene 5
Principle 1: Le@al DASIS ....vciiiiiiiiiiiiicciii e 7
Principle 2: GOVEINANCE. ....ciiiiiieiiiieie et 16
Principle 3: Framework for the Comprehensive Management of Risks ......cccccccvviiiiiviicivinicininnen. 25
Principle 4: Credit RiSK. ... s 32
Principle 5: Collateral.........coviiiiiiiiiiiiiiiic e 32
Principle 01 MAar@iil....c.ccuiuiiiiiiiiiiiciiciie s 33
Principle 7: Tiquidity RISK.....cooiiiiiiiiiiiiiiiiiiiccc s 33
Principle 8: Settlement FINAIItY .....c.cooviviiiiiiiiiicc s 45
Principle 9: Money SettleMent .......ccceiiiiiiiiiiiiiiii e 48
Principle 10: Physical SECULIHES .....c.ccviiiiiiiiiiiiiiiiiiiiii e 54
Principle 11: Central Securities DepPOSItOLIES.......cvuiiiiiiiiiiiiiiiiiciiiii e 54
Principle 12: Exchange-of-value Settlement SYStem ........cccvvieiiiiciiiniciiicieiicececesscieienes 58
Principle 13: Participant-default Rules and Procedufes .........ccccoviiiviviiiiiniiininiciiiicceicceens 61
Principle 14: Segregation and POrtability........cccovciiiiiiniiiiiiiiiiciiicice e 65
Principle 15: General Business RiSKS ........cccociiiiiiniiiiiiiiicicccc s 65
Principle 16: Custody and Investment RISKS ........cccoiiiviiiiiiiiiiiiciicccccecenes 71
Principle 17: Operational RisK .......ccccviiiiiiiiiiiiiiiiiiiicee s 75
Principle 18: Access and participation FEQUITEMENTS ......vvuuiiueriiiieuriieereiieeseisieresssesesssssessssssesssssns 90
Principle 19: Tiered ParticIPAtion .........cccuiiiiiriiiiiiniiiiieiiieices e sssasans 94
Principle 20: FIMI LINKS ....cvuiiiiiiiiiiciiiicicie et sses s sassns 94
Principle 21: Efficiency and EffeCtiVeness ......oouiiiiiiiiiiniieiiciniicccsiccesscesssesssssessssnens 95
Principle 22: Communication Procedures and Standards..........cococcuviiiiviniiinniinniiniceicceen 97
Principle 23: Disclosure of Rules, Key Procedures and Market Data ..o, 99
Principle 24: Disclosure of Market Data by Trade RepoSItories ........ccvuviiiciviiuciriiiciviicriiienienens 106

Copyright © Thomas Murray Limited




m THOMAS
MURRAY

Tables Index

Table 1: Average 3-day Rolling EXPOSULES......cccccuiiiiiiiiiiiiiiiiiciiieicitni et 37
Table 2: Distribution of Securities (Dematetialised/PhySsical) ........cceviernerrieinieirierieeeeseseees 55
Table 3: Value of Trades Conducted on a DVP Basis ......ccccccviiiininiiiiiiiiiiicicsccceeicenes 60
Table 4: Value of Settled Trades in Local Cutfency UNitS......ccoeevririiccerereininniniicceierereineneneseeeeenes 60
Table 5: CDSC Liquid Reserves HOIAINGS ......cccciiiiiiiiiiiiiiiiiiiciccie s 68
Table 6: Internal/EXterNal AUAIt TSSUES .e.veuverereeeeeeeieeeeee oot teeeeteeeeeeteeteeeeeeeeseeseeesesseeeeseeseessessenessensens 80
Table 7: CDSC’s DR Readiness Test Programme ..o 87
Table 8: Financial Licensing REQUITEMENTS ......uvucviiiiuiiiiiiriiiiiiiiiiieiiciesicie e snaes 92
Table 9: Areas/relevant aspects covered by CDSC's rules and procedutes.......ceeeeucrncencereeneeeiennenns 101
Table 10: Availability of Key DOCUMENTAION ...vviiriririiiiicicieieiiiniiccicicie e 102
Table 11: Main Distribution Channels .........ccoiiiiiiiiiiiiiiicceeeeese e 103
Table 12: Documentation Available 0n OPErations .........cocceuiieriinieiiinierniieinnieeicesseesssssesenans 104

Copyright © Thomas Murray Limited




m THOMAS
MURRAY

About this Assessment Exercise

The Central Depository and Settlement Corporation Limited (CDSC) commissioned Thomas Murray

to assist in the CPMI-IOSCO self-assessment of the Principles for Financial Market Infrastructures
(PFMIs) as part of Kenya’s efforts to comply with mandates set by G-20 authorities. Thomas Murray,
as an independent capital markets expert, conducted an analysis of CDSC’s practices and arrangements

in the context of the assessment methodology defined by CPMI-IOSCO.

The approach taken by Thomas Murray is based on its well-established methodology designed to
assess CSD risk in the context of best global practices. The Thomas Murray methodology has been
employed to assess 140 CSDs worldwide for the last 20 years. The approach used also relies heavily

on its experience conducting CSD public risk assessments since 2006.

CDSC’s assessment consisted of three stages: data collection, an onsite due diligence visit and remote
analysis. During the first stage CDSC completed a questionnaire designed by Thomas Murray to
efficiently gather all the relevant information on CDSC. This included copies of the legal framework

governing CDSC’s operations and any other supporting material needed for the assessment.

The data was analysed, and a preliminary report was generated prior to conducting the due diligence
visit in October 2019. During this visit, Thomas Murray held discussions with all of CDSC’s internal
departments, market participants, the stock exchange, the regulator and the external auditor. The third
stage consisted of analysis of the data collected in the first two parts of the assessment. The findings

from this process are documented in this paper.

This document follows the structure of the PEMIs as published by CPMI-IOSCO. Accordingly, there
is a section for each Principle. Each section contains a summary of the Principle, which is a high-level

description of CDSC’s arrangements in the context of the topic addressed in that Principle.

The main component of each section is a complete analysis of the respective applicable Key
Considerations, which includes a description of CDSC’s arrangements in accordance with each
applicable Key Consideration. CDSC have also been provided with an assessment of the degree of
observance, the relative weight within the Principle and an independent gap analysis. The latter reflects
the shortcomings or issues that prevent CDSC from completely observing the Key Consideration.
Thomas Murray has provided sufficient explanation of why there is a gap, and where possible,
included an example of best market practice. Additional recommendations aimed at helping CDSC
prioritise the gaps found in each Key Consideration were provided in relation to the potential negative
impact (in terms of loss and damage to the market, CDSC, participants and CDSC’s shareholders) of
an event taking place due to the gap identified and the urgency to address that gap. The intention of
this stage is to assist CDSC in efficiently allocating priorities on the gaps identified in this report.
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About CDSC

The Central Depository & Settlement Corporation Limited (CDSC) is a limited liability Company,

operating on a for-profit basis, incorporated in March 1999 under the Companies Act and commenced
operations in November 2004. CDSC operates under the provisions of the Companies Act, the
Central Depositories Act 2000 and the Central Depositories (Regulation of Central Depositories)
Rules 2004.

CDSC is one of two CSDs in the market, the other being the Central Bank of Kenya (CBK) which
provides custody services for government securities. CDSC is the CSD responsible for providing
central clearing, settlement and depository services in respect of equities and corporate bond
transactions carried out at the Nairobi Stock Exchange (NSE). The Kenyan market does not operate
a formal OTC segment. CDSC provides a centralised system for the transfer and registration of
securities in electronic form, with no physical securities held under CDSC’s custody. The
dematerialisation of equities and corporate bonds quoted on the NSE was completed in November

2013 and November 2014 respectively.

CDSC is 50% owned by the Capital Markets Challenge Fund Ltd, 22.5% by the NSE, 18% by the
Association of Kenya Stockbrokers Nominees Ltd, 7% by the CMA Investor Compensation Fund
and 2.5% by the Uganda Securities Exchange.

CDSC implemented a new core Central Depository System, developed by Perago Financial Systems
Enablers Limited, in October 2019. The new CDSC system is interfaced with the RTGS system
(KEPSS) of the CBK for the purposes of securities and funds transfer on a DVP settlement basis. A
T+3 settlement cycle, operating under BIS Model 2 is in place, whereby cash entitlements are netted
at the Central Depository Agent (CDA) level and transferred directly between the accounts of
designated settlement banks at the CBK. Securities are transferred on a gross basis directly between
client accounts at the CDSC once, and only once, confirmation of cash settlement has been received
from the CBK.

CDSC operates 2 daily settlement batches at 11.00am and 1.30pm each day, with cash and securities
movements being processed on a fully automated, near-simultaneous basis. The new CDSC system is
SWIFT-enabled, but presently CDSC does not use SWIFT for communications with infrastructure
entities or participants. Settlement messaging between CDSC and CBK is conducted over a secure
VPN link.

Client securities are held in CDSC under CDA nominee names followed by designated account
numbers. By law, the securities of clients must be segregated from any proprietary securities of CDAs.

Both omnibus and segregated client account structures are permitted. In practice, client accounts tend
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to be in segregated form, however, based upon the account naming convention, CDSC are not aware

of the underlying client details attached to each account.

CDSC has no direct links in place with foreign FMIs.
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Principle 1: Legal basis

\An FEMI should have a well-founded, clear, transparent, and enforceable legal basis for each material aspect of its activities in

all relevant jurisdictions.

Principle Summary

The key legal concepts for the capital markets are reasonably well embedded in Kenyan national law
and regulation, but in some cases the coverage is vague and open to interpretation. The key concepts
that are clear in law and supported in the local regulation include rights and interests in financial
instruments, netting, safekeeping, immobilisation, dematerialisation and segregation. However, the
key concepts that are partially covered, include finality, delivery-versus-payment, free-of-payment, and
default procedures. It must be mentioned that in many of these cases, as detailed further in Key

Consideration 1, there are still legal gaps.

The Capital Markets Authority (CMA) reviews for approval all CDSC rules, investing them with
legitimacy; and market consultations are conducted for rule changes. CDSC makes available through
its website the relevant laws and regulations for its activities. CDSC also advises participants

electronically for any change in the pertinent regulation and resolutions.

CDSC’s business is almost entirely based in Kenya, and therefore only the Kenyan legal and regulatory
framework is pertinent. However, CDSC has never requested the view and/or analysis from an
independent party regarding the enforceability of its rules, processes and procedures in the jurisdiction
that applies to them. Nevertheless, CDSC has a high degree of confidence that its rules, procedures

and contracts, related to its operations, are enforceable.
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Key Consideration 1.1:

The legal basis should provide a high degree of certainty for each material aspect of an FMIs activities in all relevant

urisdictions.

Description

Kenyan legislation provides some basis and legal certainty for material aspects that concern the
activities of CDSC, with most key concepts either being solely covered or supported by the Central
Depositories Act of 2000 and Capital Markets Regulation, or in the CDSC Rules which hold full legal
backing in accordance with section 5A of the Central Depositories Act. However, there are a few gaps

and vagaries within the legal framework that need to be addressed.

The establishment of CDSC as a joint-stock company, overseen by the Capital Markets Authority
(CMA), is defined under Central Depositories Act 2000.

The following key concepts have been defined in the national law or regulation:
Finality

Finality and irrevocability of securities transactions is defined in Rule 70 of the Central Depositories
Rules 2011, as follows:

e Upon completion and settlement of the eligible securities and Settlement payment therefor
title to the securities shall transfer on settlement date and the transaction shall be final and

irrevocable.

Although finality is included in the rules, some ambiguities exist over the exact timing of finality on
settlement date (explained further in Principle 8 on Finality). The NSE trading rules stipulate the
circumstances under which a trade may be cancelled, however, irrevocability of securities transactions
is not clearly defined in law or CDSC rules, nor is a reference provided in the NSE Trading Rules

definitions.

Finality and irrevocability of cash payments is defined in Section 9 (2) and (3) of the National Payment
System Act, 2011 as follows:
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e A settlement that has been affected by payment of money or by means of an entry to the credit
of the account maintained by a settlement system participant in the Central Bank settlement

system or a designated payment system shall be final and irrevocable.

e An entry to or payment out of the account of a designated payment system participant to settle
a payment or settlement obligation in a designated payment system shall be final and

irrevocable.

This is also reinforced by the Kenya Electronic Payment and Settlement System (KEPSS) rules 6 as

below:

e Payment instructions in KEPSS are deemed to be final and irrevocable once the sending
participant’s account is debited and the receiving participant is credited with the amount

specified in the payment instruction.
Rights and Interest in Financial Instruments

Section 20 of the Central Depositories Act, 2000 clarifies that the central depository or its nominee
company shall not be deemed to have an interest in relation to the book-entry securities which are

registered in its name; and that it shall be deemed to be a bare trustee.

The rights and obligations of securities holders are defined within the Depositary rules. Section 15 of

the depository rules state rights to the securities as:

e Seccurities deposited into the Central Depository shall be held in custody by the Central
Depository in trust for the beneficial holders.

e A transfer of securities into the Central Depository by a depositor shall not convey any

transferor’s beneficial interests over the securities deposited.

e The beneficial owner shall be entitled to all rights and benefits and be subjected to all liabilities
in respect of his/her secutities held by the Central Depository.

Further, the rights on securities are set out in clause 37 of the Central Depositories Act, 2000. It
stipulates that a depositor of any book entry security whose name appears in the record of depositors
shall be entitled to all rights, benefits, powers and privileges and be subject to all liabilities, duties and
obligations in respect of, or arising from such security (whether conferred or imposed by the
Companies Act, or such other written law or the deed of establishment or the memorandum or articles
of association of the issuer, or otherwise) as if he were a member or debenture holder registered in
the appropriate register, as the case may be, maintained by the issuer of such security, pursuant to the

said Act or any other written law.

Clearing:
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Legal grounds for CDSC to conduct clearing of bilateral operations can be found in the Central
Depositories Act, Section 59 (B). The Act states that the depository may conduct clearing and
settlement of securities contracts and making adjustments of a contractual obligation arising out of a

securities contract.
Safekeeping:

Section 8(c)(i) of Central Depositories Act indicates that a central depository shall ensure adequate
measures to prevent and mitigate fraud or any other system manipulation mechanisms. The Act
further states that it ensures safe custody of certificates and other documents deposited with the
central depository; guard against falsification of records or accounts required to be kept or maintained
under the Act and ensures a proper and efficient system for tracing, verification, inspection,
identification and recording of all transactions with the central depository. Section 18 of the same Act
establishes, that a central depository may, by notice, prescribe a date following which no member of

a securities exchange may receive a certificate representing an eligible security merely for safe custody.
Immobilisation

The legal grounds for immobilisation are set in Section 13 of the Central Depositories Act which
states that a securities exchange may, from time to time, after consultation with a central depository,
prescribe that any security listed or quoted or proposed to be listed or quoted on the securities
exchange be immobilised by depositing such security with the central depository. Section 17, under

the same Act stipulates further provisions on immobilised securities as follows:

e No person shall, after the immobilisation date, trade any eligible security on a securities

exchange unless such security has been deposited with a central depository

e An eligible security may, at any time after the immobilisation date, be deposited by a depositor
with the central depository subject to such additional fees, if any, as may be imposed under
the CDS rules.

Dematerialisation

The concept of dematerialised securities is clearly defined in the Central Depositories Act. Section 24
provides the legal grounds for the existence, circulation and acknowledgment of dematerialised (non-
documentary form) securities. Section 24 sets out the provisions for dematerialisation of securities.
Section 25 of the same act stipulates that on or after the dematerialisation date, every issuer of a

security prescribed as a dematerialised security shall:

e surrender the physical register of members or debenture holders, as the case may be, to the

central depository; and
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e provide information to the central depository of any member or debenture holder who

appears in the appropriate register as a holder of a certificate not already immobilised by the
central depository. Further, section 5 of the Central Depository Procedures describes the

procedures to be complied with by the issuer with respect to dematerialisation
Delivery versus payment

Delivery-versus-Payment (DVP) and Free-of-Payment (FOP) arrangements are not defined directly
in the law. However, Rule 68 of the Central Depositories Rules makes provisions for DVP as the
settlement mode. According to the rule, upon settlement of a transaction, the transferor’s securities
mode account is debited with the eligible securities being the object of the transactions and the CDA’s
settlement account is credited with the corresponding payment. Simultaneously, the transferee’s
securities account is credited with the securities being the object of the transactions and the CDA’s

settlement account is debited with the corresponding payment.
Free of payment

FOP transactions are referred to as Private Transactions in the Capital Markets Act. Rules 31 and 32
in the Central Depository rules restrict FOP trades without the prior approval of the regulator. The
rules stipulate that transfers of eligible securities between custodians as well as between custodians
and their clients where there is no change in beneficial ownership, donations, hereditary transfers
(subject to relevant approval), sales on attachment, foreclosures on execution, pledges, free deliveries,
loans and other dispositions of eligible securities shall be effected within the CDSC through CDAs
with prior approval of the Authority pursuant to Section 31 of The Capital Markets Act.

Netting

Netting is only applicable for cash settlement within Kenya. The concept of netting is defined in the
National Payment System Act, 2011 as the determination of the net payment obligations between two
or more settlement system participants within a payment clearing house or the determination of the
net settlement obligations between two or more National Payment System participants within a
settlement system. This is also incorporated in Rule 69 of the Central Depositories Rules, 2011 and
backed by section 10 of KEPSS Rules and Procedures.

Segregation

Section 31 and 32 of Capital Markets (Conduct of Business) (Market Intermediaries) Regulations, 2011
dictates that all securities and other property held or received by a market intermediary on behalf of a
client in connection with its regulated activity shall be segregated and accounted for separately.
Furthermore, a market intermediary shall keep such books and accounts as are necessary to show all
its dealings with a client’s securities and other property held or received by it on behalf of a client; and

distinguish securities and other property it holds or has received on behalf of each client from its own
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securities and property and other securities and property held or received by the market intermediary.

Rule 15 (1) of the Central Depositories Rules, 2011 stipulates that Securities deposited into the Central
Depository shall be held in custody by the Central Depository in trust for the beneficial holders. Also
Rule 22 of the Central Depositories Rules, 2011 requires CDAs to segregate their client accounts from
the accounts in which they hold beneficial ownership of securities. Section 38 of the Central
Depositories Act also covers segregation by restricting central depository to purchase, acquire, or
otherwise deal in, book-entry securities as principal other than for such purpose and in such manner

as may be permitted by the Authority under CMA rules made under this Act.
Default procedures

Although Section 5A, 5B, 5C and 5D of Central Depositories Act lays down the process and
responsibilities of CDSC in case of default of a CDA, the legal framework does not protect assets in
case of default of its custodian bank. The legislation relating to the insolvency of natural persons and
incorporated, and unincorporated bodies is covered by the Insolvency Act, 2015, however, the type
of legal grounds that CDSC has to enjoy to enforce its interest or ownership rights in assets held in

custody in case of the default of a custodian are not explicitly covered and are lacking in detail.

Protection of creditors’ interests in the liquidation process is not covered in the Insolvency Act, 2015
and there does not appear to be any legal protection of CDSC’s assets held with banks, in the event
of insolvency of said bank. In the event of a bank’s failure, Kenya Deposit Insurance Corporation
(KDIC) is mandated to provide deposit insurance coverage of up to KES 100,000 to each depositor
of a member institution. The insurance covers all types of deposit accounts. However, protected
payment is restricted to one depositor per institution. Where a depositor has more than one account
in an institution, the accounts are consolidated for settlement as one claim subject to the maximum
protected limit of KES 100,000. All seven custodian banks are the members of KDIC.

Key Consideration 1.2:

An FMI should have rules, procedures, and contracts that are clear, understandable, and consistent with relevant laws

and regulations.
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Description

CDSC’s internal rules, procedures and contracts are deemed to be clear and consistent with local
legislation and regulation. Section 5A of the Central Depositories Act establishes that the depository

must provide rules covering for:

a) registration or transfer of securities;

b) settlement of transactions involving securities;

c) the proper regulation and efficient operation of the clearing facility which it operates;

d) its default process;

e) the establishment of a settlement guarantee fund;

f) the qualifications for appointment of central depository agents;

@) the proper regulation and supervision of its agents;

h) the exclusion from participation as central depository agents of persons who are not fit and
propet;

1) the expulsion, suspension or disciplining of a central depository agent;

j) the carrying on of the business of a central depository having regard to the interests and
protection of the investing public, and;

k) such other matters as the Authority may direct.

In addition, section 6 of the same act states that any changes to CSD rules, require the approval of
CDSC’s Board of Directors and must be submitted to the CMA for approval. The CMA will, within
thirty days of receipt of a notice, notify the central depository of its decision regarding any proposed
amendments, and where it does not approve the same, shall specify the reason for its decision.
Furthermore, the CMA may, after consultation with the central depository, amend the CDSC rules by
written notice, specifying the amendments and the dates on which such amendments will come into

force.

CDSC has stated that changes made to its rules and by-laws could take, on average, six months, as the
authorities need to sign off on any changes but there is nothing in the regulation or policies that
stipulates such a term. The actual speed of changes will depend on the degtree of importance/utgency

attached to the change that is going to be introduced.

CDSC rules are reviewed by the depository every time changes in regulation are introduced or when
market participants make recommendations about particular aspects during their onsite inspections

or on ad-hoc basis.

Procedures, including estimated timelines and responsible persons from the Legal Department, for

the preparation and review of contracts, agreements, SLAs, rules, regulations, policies and procedures
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are stipulated within the CDSC Legal Department Policies and Procedure Manual. However, CDSC

has not requested independent legal opinion on the enforceability of its rules, procedures and

contracts.

Key Consideration 1.3:

\An FMI should be able to articulate the legal basis for its activities to relevant anthorities, participants, and, where relevant,

participants’ customers, in a clear and understandable way.

Description

CDSC has indicated that it articulates the legal grounds for its activities via direct circulars to relevant
participants. The CSD also advises its participants of any changes or adaptations to the legal basis or

the rulebook through announcements on the website, emails to members and press releases.

CDSC has a “Legal Framework” section on their website which is divided into four sub-sections:
Legal and Regulatory Framework, Rules and Procedures, Central Depository Act and CDA

Requirements. All the information is available in English.

e Regulatory Framework: This section contains the introduction of legal framework and lays

down the basis of CSD operations in Kenya.

e Rules and Procedures: This section contains CSDC’s Rules, Guarantee Fund Rules, CDS

Operational Procedures and notices issued by the depository.

e Central Depository Act: In this section of the website, a pdf copy of Central Depository Act

is available to download.

e CDA Requirements: CDA Application Form and CDA Compliance Policy documents are

available in this section of the website.

Prior to implementing changes to CDSC procedures, these are announced and discussed with market
participants. Occasionally, public consultation is conducted, although this is not the general rule for
all changes. However, CDSC seems to be pro-active in socialising its projects to market participants

through round tables and similar mechanisms.
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Nevertheless, some participants have expressed concerns in relation to changes / amendments and

have asked for rules, procedures and contracts to be clarified accordingly.

Key Consideration 1.4:

\An FMI should have rules, procedures, and contracts that are enforceable in all relevant jurisdictions. There should be a high
degree of certainty that actions taken by the EMI under such rules and procedures will not be voided, reversed, or subject to
stays.

Description

CDSC does not have any active contracts with FMIs in jurisdictions outside Kenya.

Key Consideration 1.5:

\An FMI conducting business in multiple jurisdictions should identify and mitigate the risks arising from any potential

conflict of laws across jurisdictions.

Description

CDSC does not operate in multiple jurisdictions.
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Principle 2: Governance

\An FMI should have governance arrangements that are clear and transparent, promote the safety and efficiency of the FMI,
and support the stability of the broader financial system, other relevant public interest considerations, and the objectives of

relevant stakeholders.

Principle Summary

CDSC’s governance arrangements are defined in their Articles of Association (AoA) and the Board
Charter. The governing rules and regulations are documented in the Capital Markets Act, the Central
Depositories Act, and the Capital Markets (Corporate Governance) (Market Intermediaries)

regulations, 2011.

CDSC has a stringent Board Charter in place. The document outlines the roles and responsibilities of
the Board of Directors, the criteria for prospective Board members, and the relevant rules and
procedures in the case of a conflict of interest. The management charter contains the roles and
responsibilities of the management team which has representation from every department. The Board
assesses management annually via an appraisal process which involves key performance indicators

(KPIs) for each department head.

There is a comprehensive Enterprise Risk Management Framework containing the definition,
categorisation and analysis of eighteen potential risks that may affect CDSC. It also contains a risk-
tolerance policy and explains CDSC’s tolerance position against various specific categories, including
guarantee fund liquidity, asset commitment risk and general business risk. There is further clarification
on risk appetite in the CDSC Risk Appetite Statement, which also contains both a general risk

adversity statement and appetites for specific risks.

CDSC’s four committees are detailed in the Company Secretarial; Legal, Risk and Compliance
Department Policies and Procedures Manual, and aim to support the Board on various issues under

their respective remits. Ad hoc committees are also put together for specific projects.
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Key Consideration 2.1:

\An FMI should have objectives that place a high priority on the safety and efficiency of the FNI and explicitly support

financial stability and other relevant public interest considerations.

Description

The purpose and objectives of the company are laid out in CDSC’s Articles of Association, of March
1999. Article 3 provides the objectives for which the company was established, stipulating that CDSC
should ‘provide central clearing, settlement and depository services for securities whether held in
electronic form or otherwise and to provide all services which may reasonably be provided by a central
depository system’. The AoA proceed to elaborate on the mechanisms that CDSC might employ to

achieve these objectives.

The Central Depositories Act, 2000 (section 59D) stipulates that the CMA may revoke a licence

granted to a central depository if it ‘is operating in a manner detrimental to the public interest’.

The CDSC Board Charter stipulates that the composition of the Board shall reflect the percentage of
shareholding of the Parties except in the case of the Uganda Stock Exchange (USE) and the Dar Es
Salaam Stock Exchange (DSE — Tanzania) (no longer a part owner) and shall be based upon the

respective share subscription of the Parties to the Company.

CDSC receives feedback from participants via informal meetings and through CDA Questionnaires,
where it asks about areas of concern in dealing with CDSC. However, this is the only question of the

twenty included that focuses on feedback regarding CDSC.

There is a Risk Appetite Statement in place which mentions financial tolerance levels in relation to
different risk types and the investment policy. Inside the Enterprise Risk Management (ERM)
framework there is also a mention of a low risk approach to investment. KPIs and KRIs are in place
for specific key risks and activities including ICT, Legal, Settlement, Financial and Operational,

however, there is no explicitly documented companywide financial stability objective in place.
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Key Consideration 2.2:

\An FMI should have documented governance arrangements that provide clear and direct lines of responsibility and
acconntability. These arrangements should be disclosed to owners, relevant anthorities, participants, and, at a more general

level, the public.

Description

CDSC is governed by the Capital Markets Act, the Central Depositories Act and, at a more general
level, the CMA. The Capital Markets (Corporate Governance) (Market Intermediaries) regulations,
2011 sets out stringent requirements for Board composition, roles of Board members, roles of the
board committees and board meetings. The regulations also have rules on conflicts of interest; misuse
of position; misuse of information; integrity of records and transactions; confidentiality; fair and

equitable treatment and insider loans.

CDSC also has an in-depth Board Charter in place which details similar requirements, namely: board
composition; roles and responsibilities; powers of the board; meetings; and potential conflicts of

interest.

The ERM Framework states in section 12.2.2 that risks which are identified as ‘high’ or ‘medium’ are
escalated to the Board for action and guidance. The framework also states that the investment policy
requires that funds are invested in tier-1 commercial banks or treasury bills and that no single
institution should hold more than 20% of investments without Board approval, and that any more
general deviation from the investment policy is approved by the Finance Committee. Board approval
is also required for various company changes, for example, new business strategies and initiatives have
to be supported with business cases documenting operational and financial viability, which in turn
have to be approved by the board for implementation. The Board reviews the status of

implementation of CDSC’s strategy at least on an annual basis.

The board has four standing committees (finance and staff; audit and risk; business conduct; and
technology) and ad hoc committees to aid various projects. However, little information is publicly
available on CDSC committees including the members, the roles and responsibilities of each

committee and meeting details (this final point is also applicable to the overall board)

CDSC’s organisational structure and the relationship between the Board of Directors, the CEO and

each internal department is documented via a high-level schematic, however, this does not include
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relationships and reporting lines with CDSC’s board committees and is not available on the CSD

website.

The Capital Markets (Corporate Governance) (Market Intermediaries) regulations, 2011 state in
section 15(2)(b) that the shareholders of a market intermediary shall ensure that the board, through
general meetings and related forums, is constantly held accountable and responsible for the efficient

and effective governance of the market intermediary.

CDSC is held accountable by CMA. The Central Depositories Act, 2000 states that no person shall
establish, maintain or hold himself out as maintaining a central depository except with the prior written
approval of the Capital Markets Authority, and that a company incorporated under the Companies
Act which proposes to operate a central depository shall apply to the Authority in writing to be

licensed as such.

Key Consideration 2.3:

The roles and responsibilities of an EMI's board of directors (or equivalent) should be clearly specified, and there should be
documented procedures for its functioning, including procedures to identify, address, and manage member conflicts of interest.

The board should review both its overall performance and the performance of its individnal board members regularly.

Description

The roles and responsibilities of CDSC’s Board of Directors are present in the Board Charter, 2014.
It contains guidelines for both individual directors and the board. The Chairman is elected every three
years by the Directors from among their body, can serve a maximum of two terms and is not eligible
for re-election until the expiry of two successful terms. The Chairman’s responsibilities are cleatly
stated in the Charter and include providing independent guidance to the Board of CDSC and chairing
both Board and Annual General meetings.

Criteria for prospective Board members is present in 3.3.6 of the Charter but it is only stated that the

process for appointments should be ‘formal and transparent’.

Board meetings are held a minimum of four times per year (every quarter), with additional ‘special’

meetings to be organised as necessary. Any member of the Board can request an item is added to the
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agenda, which will be set, in consultation with the Chief Executive and Company Secretary, by the

Chairman.

Section 6 of the Charter states that directors must disclose to the board, fully and immediately, any
real or potential conflict of interest, direct or indirect, which they may have. Section 4.5 also states
that a conflict of interest register must be kept and maintained, where any conflicts of interest declared
by directors are recorded. The Charter documents options to be considered in the case that a conflict
of interest arises, namely: refraining from voting, refraining from discussion and in the case that the

conflict is more substantial, exclusion from that portion of the meeting.

The Board is reviewed externally every year, currently by The Institute of Certified Public Secretaries
of Kenya. All directors present on the Board must rate the other directors’ performance as part of this

process. An annual board performance review is made publicly available via the CDSC website.

Key Consideration 2.4:

The board should contain suitable members with the appropriate skills and incentives to fulfil its multiple roles. This typicall)

requires the inclusion of non-executive board menber(s).

Description

According to the AoA, the board must comprise of not less than three but not more than eleven
directors. There are currently nine members but only five (a simple majority) are needed to make a

decision.

The definition of an independent director is stated in section 2 of The Capital Markets (Corporate
Governance) (Market Intermediaries) Regulations, 2011. The Regulations also state in section 3.(1)(b)
that at least one third of the Board must be made up of independent and non-executive directors. The
positions of chief executive officer (CEO) and chairman of the board are not held by the same person.
More than 80% of the Board is currently made up of non-executive members, and more than 30% by

independent members.

The presence of independent directors is complemented by the involvement of several executive
members. Executive members bring insight on day-to-day operations of CDSC, but they do not

account for a controlling majority of the Board. This ensures the collective judgement remains
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balanced. This point is emphasised by the representation of participants, shareholders and other

infrastructure on the board.

The board contains members with an advanced level of expertise in finance; economics; I'T systems;
communications and risk management, but a low level of expertise in human resources; domestic law
and regulation; and international law and regulation. It is stated in section 3.3.6 of the Board Charter
that appointments to the Board are considered based on criteria to demonstrate their adequacy,

including: crisis management skills and financial and capital markets literacy.

CDSC provides both a fixed monetary remuneration per meeting and a bonus to Board members to

ensure they can be retained, with the bonus paid between 20% and 29.9% of fixed remuneration.

Key Consideration 2.5:

The roles and responsibilities of management should be clearly specified. An FMI’s management should have the appropriate
experience, a mix of skills, and the integrity necessary to discharge their responsibilities for the operation and risk
management of the FMI.

Description

The roles and responsibilities of CDSC’s management team are clearly defined in the Management
Charter. The Charter clearly outlines the responsibility and whom each role reports to for the
following: CEO, Head of Legal, Compliance & Company Secretary, Head of Information
Communication and Technology (ICT), Internal Audit Manager, Risk Manager, Head of Finance and
Administration, Head of Operations and the Head of Human Resource and Corporate Affairs.

All departments within the organisation are represented in the management team which the Chief
Executive leads. Management decisions reached in team meetings are communicated via the respective
heads of departments and/or the Chief Executive’s Office. Matters pertaining to policy making and
amendments are deliberated on by the management team before presentation to the relevant
committee. There is also an annual strategy review in August which the heads of each department

must attend.

Team members are part of the Management Team for as long as they serve as a head of department.

It is stated in the Charter that adequate staffing as per the approved organisation structure must be
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observed at all times to ensure departments have enough resources to propetrly distribute the workload

and achieve set objectives.

A variety of different channels are used for communication, including internal memos, emails, chat

engines, telephone calls and a short messaging system.

Each departmental head is responsible for defining their departmental resource requirements. The
budget, approved by the Head of Finance, is communicated to management within 5 days of Board

Approval.

The CDSC Board assesses senior management annually via an appraisal process. All managers are
assessed individually via KPIs and the CEO is assessed by the Chairman of the Finance Committee.
The KPIs for management cover; strategic objectives, strategies, specific activities and metrics are

stipulated in order to quantify performance.

There are in-depth job descriptions for all management roles containing the various required
qualifications for each. However, the experience, skills and knowledge requirements could be better
detailed.

The HR Policy Manual states in section 5 that the Finance and Staff Committee shall be responsible
for the recruitment of all heads of department and managers in consultation with the Chief Executive
and will make up the interview panel for such recruitments. The manual also documents the
management appraisal process which includes goal setting, progressive feedback and an annual review.
Section 11.2.2 states that managers must have: full participation in the performance appraisal process;
review quarterly and annually work plans for direct reports; establish individual goals in consultation
with individual staff; support and develop staff; provide an enabling environment for staff to Excel;
and ensure poor performance is identified and dealt with consistently. There is also a training needs
assessment with documented procedures to identify company gaps and future skill requirements

which is approved by the Finance and Staff Committee.

Key Consideration 2.6:

The board should establish a clear, documented risk-management framework that includes the FNIs risk-tolerance policy,
assigns responsibilities and accountability for risk decisions, and addresses decision making in crises and emergencies.
Governance arrangements should ensure that the risk-management and internal control functions have sufficient authority,

independence, resources, and access to the board.
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Description

CDSC launched its Enterprise Risk Management Framework 2.0 in March 2019 which contains well
documented procedures. It includes the risk management process, risk management tools and

techniques and policy administration.

Section 7 contains a comprehensive categorisation and definition of 18 potential risks that could
present themselves to CDSC, and the appendices contain analysis of these risks. For example,
mitigation of political risk includes CDSC having insurance against several potential loss scenarios,
including property sabotage and terrorism. Each risk also has key risk indicators to monitor the

emergence of the respective risk.

The document contains a risk-tolerance policy and explains CDSC’s tolerance position against various
specific categories, including guarantee fund liquidity, asset commitment risk and general business

risk.

There is further clarification on its risk appetite in the CDSC Risk Appetite Statement, which contains
both a general risk adversity statement and appetites for specific risk categories. The Board are
responsible for determining and approving the risk strategies and appetite. In addition, the risks
enumerated in the risk registers are supported with a risk appetite statement, tolerance and a key risk
indicator. Where the risk exposure exceeds the appetite, the risk owner must provide risk mitigation
action plans to bring the risk to within CDSC’s specified appetite. Management are responsible for
implementing approved risk strategies and designing policies to identify, measure and mitigate the
risks in accordance with the set appetite. CDSC has a low risk appetite and tolerance towards the
guarantee fund and the statement contains steps to ensure this is adhered to. The Risk Appetite

Statement itself is reviewed annually together with the review of CDSC’s strategy risks.

In section 5.0 of the ERM Framework, it is stated that the policy shall be reviewed every two years,
however, an immediate review of the policy would be done if there is a material change in CDSC
systems and processes, ofr; the organisation undergoes a major change in strategy or ownership

structure. The review of the policy is initiated and coordinated by the Officer in charge of risk.

CDSC’s committees are detailed in the Company Secretarial; Legal, Risk and Compliance Department
Policies and Procedures Manual; and each committee has its own Terms of Reference Charter. The
Business Conduct Committee is established under Rule 42 of the CDSC Rules and is mandated to
recommend the adoption of a risk management policy to the Board of Directors, monitor the
operations relating to risk management issues (including ensuring the enforcement of the risk

management policy at all levels of the organisation) and monitor the operations relating to the
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guarantee fund. They must also hear complaints from CDAs claiming to be adversely affected by a
CDSC decision.

The Audit and Risk Committee is mandated to fulfil its oversight responsibilities, including: the
integrity of the company’s financial statements and financial reporting process; the compliance of
CDSC with legal and regulatory requirements including disclosure controls and procedures; and

assessing and managing CDSC’s risk issues.

There is also a Technology committee which overseas technology matters and a Finance and Staff

Committee responsible for oversight of finance and procurement, as well as some staff matters.

Key Consideration 2.7:

The board should ensure that the FMI’s design, rules, overall strategy, and major decisions reflect appropriately the legitimate
interests of its direct and indirect participants and other relevant stakeholders. Major decisions should be clearly disclosed to

relevant stakeholders and, where there is a broad market impact, the public.

Description

CDSC gathers the views and interests of participants (direct and indirect) and stakeholders through
public consultations, informal channels and user groups, although there are no standing CDSC user
groups that meet on a periodic basis, only those that are set up for specific projects. Views of CDSC

can also be expressed through the CDA questionnaire, but only in the final question in section E.

CDSC and the CMA both state it is official procedure for changes to Rules and Fees to require
consultation prior to regulatory approval. Such major decisions are disclosed during general meetings,
via newsletters/emails, on the website, via physical mail and through the local media. However, it has
been noted that although major decisions and rule changes are provided to market participants, the
level of decisions provided publicly is lower placing much of the burden of sharing market information

on the participants themselves.
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\An FMI should have a sound risk-management framework for comprebensively managing legal, credit, liguidity, operational,

and other risks.

Principle Summary

CDSC has a comprehensive and documented Enterprise Risk Management framework in place. The
ERM framework stipulates the methods by which risk is identified, monitored and managed and
covers all departments. CDSC has appointed a designated risk officer to develop the risk model.

The CSD has identified the risks it is exposed to by performing internal and external audits, analysing
processes and procedures, and through feedback received from participants. CDSC has an Audit and
Risk committee comprising of board members, which is assisted by reporting from the management
team and the risk department. Risks are split by department and every department has a risk champion
who is responsible for identifying the risks associated with their department. On an annual basis, every
department is required to prepare or review the risk register and include significant risks, preventive
measures to reduce risk occurrence, KRIs for each risk identified and the risk appetite and tolerance
for each identified risk. Additionally, the CSD is subject to ad-hoc checks by the CMA.

CDSC has a risk register in place dedicated specifically to risks posed by CDSC to other entities, as
well as numerous risks borne by CDSC from third parties embedded within departmental risk
registers. The channels for monitoring third party risk compliance and information could be enhanced.
CDSC does not have a detailed incentives scheme in place that would encourage participants and their

customers to monitor and manage the risks they pose to the CSD.

CDSC has identified scenarios that could prevent the entity from providing its services and has a
business continuity plan (BCP) in place, which is tested regularly. However, the CSD does not have

formal contingency procedures for its recovery or orderly wind-down.
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Key Consideration 3.1:

An FMI should have risk-management policies, procedures, and systems that enable it to identify, measure, monitor, and
manage the range of risks that arise in or are borne by the FMI. Risk-management frameworks should be subject to periodic

review.

Description

CDSC has a comprehensive and documented ERM framework in place. CDSC has identified the

following risks as relevant risks borne by the entity:
e General business risk
e Strategy execution risk
e Operational risk
e Financial risk
e Credit risk
e Liquidity risk
e Custody risk
e Investment risk
e Legal / Regulatory risk
e Compliance risk
e Systemic risk
e Information and communication technology risk
e Agency risk
e Reputational risk

e Investment risk
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e Workplace health & safety risk
e Settlement and depository risk

e Other risk

The Financial Market Infrastructure (FMI) has clear lines of responsibilities to identify and assess the
above risks. These are identified by performing internal and external audits, analysing processes and
procedures, review of issues log maintained by ICT, client relations, whistle blowers and customer
care centre, business impact analysis, seminars, matters raised by regulators and any feedback received

from participants.

CDSC uses a risk register and risk matrix to manage risks and the associated controls. All identified
risks and related controls are split by department and are in place for each department. On an annual

basis, every department is required to prepare or review the risk register and include:
e foreseeable significant risks;
e rating of likelithood and consequence of each risk occurring;

e preventive measures to reduce risk occurrence,
e KRIs for each risk identified; and

e the risk appetite and tolerance for each identified risk.

The risk exposures are reviewed every month and signed off by the risk manager. With the
implementation of the new system, there is an increased level of automation with regard to the control
process, however, many of the controls are still manual in nature. CDSC advised that there is a

proposal to acquire a new risk management system in 2020.

Every department has a dedicated risk champion who identifies the risks associated with their
department and identifies each risk as High, Medium and Low based upon the likelihood and
consequence of each risk occurring. The respective head of each department and the risk officer sign

off the operational risk controls. These are reviewed by the Board annually.

The ERM framework sets clear objectives in terms of managing risk, as well as a series of mechanisms
to pro-actively monitor risk. Defined Risk Impact Criteria for all risk categories is included in the
ERM Framework, with impact levels being established and categorised in 5 levels from insignificant

to catastrophic.

CDSC staff are required to report all incidents that have occurred in their respective departments to
the risk department. Monthly reporting is undertaken for each department to the Board and

Management. Quarterly reporting is required on the overall management of risks and key risk issues
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to the Risk Committee of the Board of Directors. The reports contain recommendations, follow up

of recommendations and progress status. CDSC has penalties in place for failure to implement the

recommendations within the agreed timeframe.

The ERM document clearly outlines the duties and functions of the Board of Directors, the Risk
Committee of the Board, Management team, the risk officer, departmental champions and all

employees.

All CDSC staff are trained on a regular basis on the risk management process and its application. At
the end of the year-end review, each employee’s training needs are identified, and a budget is set aside

for internal and external trainings.

The internal audit team follows a risk-based approach and all critical and non-critical processes are
audited every year. The audit plan includes planning, fieldwork, reporting and a follow up process.
The Central Depositories Act, section 33 requires CDSC to appoint an external auditor at the end of
every financial year to conduct an independent operational audit. The scope of the external audit is
detailed in the engagement letter. The external auditors engage with the concerned department when
conducting the audit. At the end of the audit programme, an exit meeting is held between the internal
auditor and the heads of departments to discuss the recommendations, receive clarifications and set a
timeline to implement the recommendations. The recommendations are also sent to the CDSC Board
and followed up every quarter. A copy of the report detailing the operational capabilities of the CDSC

system and its functionalities must be submitted to the regulator within 90 days.

CDSC has general insurance policies in place for various insurable risks including crime and civil

liability, directors’ and officers’ liability, business interruption, property sabotage and terrorism etc.
) Y, ption, property g

Key Consideration 3.2:

\An FMI should provide incentives to participants and, where relevant, their customers to manage and contain the risks they
pose to the FMI.

Description

Participants are notified of key risk related information through circulars, CDSC website (partially)
and in contracts. The CDSC website is updated with the latest Central Depository Rules, Operational

Copyright © Thomas Murray Limited




THOMAS
MURRAY

Procedures and Guarantee Fund Procedures, however, provides little in the way of risk-related

information.

Before any change is proposed, CDSC conducts a socialisation session with its participants. These are
then issued to the public and market infrastructures for public consultation before submitting the
same to the regulator for approval. Training is provided to all participants before a change is

implemented.

CDSC does not provide any kind of positive incentives to ensure that participants manage and contain
the risks they pose to the CSD. Some negative incentives are in place, which include penalties and
temporary suspension of licences for participants in case of non-fulfilment of securities settlement
obligations. The premium added to securities purchased through the buy-in board, which is passed
onto the defaulting party also acts as an incentive for CDAs to ensure securities positions are in place

prior to settlement deadlines.

CDSC conducts some basic participant monitoring using its annual CDA questionnaire and receives
annual financial reports from participants. CDSC Rules stipulate some basic membership criteria,
however, they are predominantly reliant on the criteria set by the market regulators to be licensed to
operate within the market. In addition to this, CDSC is heavily reliant on the market regulators for

ongoing market participant monitoring processes.
goimng gp

Key Consideration 3.3:

An FMI should regularly review the material risks it bears from and poses to other entities (such as other FMLs, settlement
banks, liguidity providers, and service providers) as a result of interdependencies and develop appropriate risk-management

tools to address these risks.

Description

CDSC has identified various risks that it bears from and poses to other market entities, which are
monitored daily through market data (financial indicators, balances and risk exposures) and participant
feedback through mostly informal channels. A dedicated risk register focused on the risks CDSC poses
to other identities including Account holders, CDAs, CBK, Issuers, Kenyan Revenue Authority

(KRA), NSE, Settlement Banks and system vendors is in place covering a variety of risk categories.
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Risks posed to CDSC from other entities have also been identified and are embedded within the

various departmental risk registers. Monitoring of third-party risk adherence primarily focuses on
checks on whether participants have fulfilled ongoing settlement obligations and their debit exposures

in relation to their guarantee fund contributions.

The CDSC settlement officers assess the level of the guarantee fund daily to ensure that the fund will
be sufficient to cover the settlement obligation in case a CDA defaults. The testing scenarios are
detailed in the CDSC Guarantee Fund Rules. These results are presented to the management team

and the Board on a monthly and quarterly basis respectively.

Under the tripartite agreement between CDSC, CDAs and the settlement banks, settlement banks are
obligated to cover any cash shortfalls of defaulting CDAs as part of the settlement process. However,

CDSC does not have documented procedures in place in the event of a settlement bank default.

As part of the CDSC finance investment policy, CDSC assets are held with Tier 1 commercial banks
in accordance with specified concentration ratios detailed in the plan. However, CDSC does not
conduct any additional monitoring of the financial soundness and non-financial criteria of these

commercial banks as part of its investment policy.

CDSC uses redundant networks in place where possible to mitigate the operational risk emerging from

exposure to communication (internet) providers and power (electricity) providers.

CDSC assesses the effectiveness of these measures by considering feedback from the regulator and
participants, internal and external audit reviews, key performance indicators (KPIs), surveys, whistle
blowers etc. The regulator performs ad-hoc checks of the CSD and the CSD is required to submit
copies of its audit reports to the regulator.

CDSC has general insurance policies in place for various insurable risks including crime and civil

liability, directors and officer’s liability, business interruption, property sabotage and terrorism etc.

Key Consideration 3.4:

An FMI should identify scenarios that may potentially prevent it from being able to provide its critical operations and services
as an on-going concern and assess the effectiveness of a full range of options for recovery and orderly wind-down. An FMI
should prepare appropriate plans for its recovery or orderly wind-down based on the results of the assessment. Where
applicable, an FMI should also provide relevant anthorities with the information needed for purposes of resolution planning.
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Description

CDSC has identified scenarios that can affect it from providing its core services as part of its
documented Disaster Recovery and Business Continuity Plans. These are prolonged power outages,
IT infrastructure failure, man-made calamities such as civil unrest, terrorist attacks, natural calamities

and epidemics. Further, the FMI has categorised the risks in 2 levels based on their severity.

CDSC has a detailed and documented operational reliability plan in place and include IT security
arrangements and checks, systems review, I'T contingency plans, monitoring and testing. CDSC has
established a down-time tolerance threshold is 0.5% of total operating hours. Over the last 12 months,
the FMI’s systems up-time was 99.7% of operating hours. The RPO and RTO are documented in the

service level agreement and service charter.

The ERM framework sets clear objectives in terms of managing the general business risk, as well as a
series of mechanisms to pro-actively monitor it. These include careful oversight of the overall business
strategy in the context of the organisation’s annual budget, its balance sheet, its profit and loss
statement and cash flow. The monitoring also includes ensuring that minimum regulatory capital
levels, and a six-month operational expenses reserve are met at all times. CDSC is well capitalised and

has healthy financial assets in cash reserves.

CDSC does not have documented plans in place for its recovery or orderly wind-down, although the
CSD representatives advised that the entity is very well capitalised, and the possibility of winding down
is very remote. In the event the CSD must wind down its operations, there is no plan in place that
details how CDSC will continue to provide its critical operations and services or manage / transfer
client assets to another entity. The CDSC Board advised that in case capital infusion is required, the
shareholders can be called upon as per the shareholders agreement. However, the shareholders are
not obliged to provide any additional capital, so this re-capitalisation process cannot be fully relied

upon.

CDSC is required to share the recovery and wind-down plans with the regulator, however, currently

CDSC only shares the BCP and DR plans. These plans are reviewed every three years.

Copyright © Thomas Murray Limited




m THOMAS
MURRAY

Principle 4: Credit Risk

An FMI should effectively measure, monitor, and manage its credit exposure to participants and those arising from its
payment, clearing, and settlement processes. An FMI should maintain sufficient financial resources to cover its credit
exposure to each participant fully with a high degree of confidence. In addition, a CCP that is involved in activities with a
more-complex: risk profile or that is systemically important in multiple jurisdictions should maintain additional financial
resources sufficient to cover a wide range of potential stress scenarios that should include, but not be limited to, the default of
the two largest participants and their affiliates that would potentially canse the largest aggregate credit excposures to the CCP
in extreme but plansible market conditions. All other CCPs should maintain, at a minimum, total financial resources
sufficient to cover the defanlt of the one participant and its affiliates that wonld potentially cause the largest aggregate credit
exposures to the CCP in extreme but plausible market conditions.

Principle Summary

CDSC does not manage cash funds from participants at any stage. As a result, Principle 4 on credit

risk does not apply to the Central Depository.

Principle 5: Collateral

\An FMI that requires collateral to manage its or its participants’ credit excposure should accept collateral with low credit,
liguidity, and market risks. An FMI should also set and enforce appropriately conservative haircuts and concentration

imits.

Principle Summary

CDSC does not manage collateral from its participants. As a result, Principle 5 on collateral does not

apply to the Central Depository.
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Principle 6: Margin

A CCP should cover its credit exiposures to its participants for all products through an effective margin system that is risk-

based and regularly reviewed.

Principle Summary

This principle only applies to an FMI which is a central counterparty. As a result, Principle 6 on margin
does not apply to the Central Depository.

Principle 7: Liquidity Risk

\An FMI should effectively measure, monitor, and manage its liquidity risk. An FMI should maintain sufficient liquid
resources in all relevant currencies to effect same-day and, where appropriate, intraday and multiday settlement of payment
obligations with a high degree of confidence under a wide range of potential stress scenarios that shounld include, but not be
limited to, the defanlt of the participant and its affiliates that would generate the largest aggregate liguidity obligation for the

NI in extreme but plansible market conditions.

Principle Summary

CDSC only settles securities transactions in local currency (KES) through a BIS Model 2 DVP
settlement cycle over 2 daily settlement batches. CDSC operates a Settlement Guarantee Fund, which
is governed under the provisions of the CDSC Rules with supporting process and requirements
stipulated within the CDSC Operating Procedures, the CDSC Enterprise Risk Management
Framework, the Guarantee Fund Rules, the Guarantee Fund Procedures and the Guarantee Fund

Stress Testing methodology. CDA contributions consist of a fixed amount of KES 5 million plus a
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risk-based contribution of 20% of each CDA’s average three-day rolling net debit obligations over the

previous 12 months.

CDSC has relatively strong documentation and control measures in place in relation to the size of the
fund, although some gaps exist with regard to the calculation of debit exposures. The fund appears to
be of sufficient size in relation to average market conditions and a number of stress scenarios have

been identified and tested to ensure that the fund could cope with various unexpected events.

A guarantee fund investment policy is in place, which stipulates concentration limits and eligible
investments, but does not make enough use of the Central Bank as a safe and extremely liquid
safekeeping facility. CBK is used in determining the banks that are eligible to hold guarantee fund
assets, but CDSC does not have a framework in place to perform due diligence, set any additional

minimum requirements or conduct an ongoing review process of the chosen banks.

RKey Consideration 7.1:

\An FMI should have a robust framework to manage its liquidity risks from its participants, settlement banfks, nostro

agents, custodian banks, liquidity providers, and other entities.

Description

Cash settlement on SD is conducted directly between the accounts of designated settlement banks

and, although initiating the process, CDSC does not hold any settlement funds at any point.

CDSC operates a settlement guarantee fund, which has been established in accordance with section
60B and is managed in accordance with section 60C of the Central Depositories Act 2000. The Central
Depositories Act states that the Fund shall consist of a variable risk-based contribution, to be
determined by the central depository, in consultation with the Authority, and payable by CDAs who
are involved in settlement. Contribution requirements are stipulated in the CDSC Guarantee Fund
Procedures and include a fixed cash contribution of KES 5 million plus an additional contribution of
20% of the average 3-day rolling debit (buy) obligation over the past 12 months per CDA. Some

penalties and other market levies are also added to the guarantee fund.
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CDSC only settle in local currency (KES) and the potential sources of liquidity risk, from which the

guarantee fund will be utilised are only in relation to failing debit (buy) obligations. The fund will be
used to reimburse a settlement bank in the event of a CDA failing to fund its account with its
settlement bank by SD+1, or as a result of a shortage of funds on SD of a settlement bank, having
not received the required funding from their CDAs. The fund works on a defaulter pays — survivor
pays model whereby the contribution of the defaulting party will be used first, followed by non-
defaulting parties’ contributions. If the full size of the fund is insufficient CDSC will use its own

reserves to complete reimbursement.

Each CDA is assigned a settlement limit, with the calculation of said limit being described in the
CDSC Guarantee Fund Procedures. Additionally, these procedures include the requirement for CDAs
to provide additional cash contributions to the fund by 12.00pm the following day should they exceed
their settlement limit. Daily penalties will be issued to CDAs who fail to provide the extra
contributions, but aside from that, there are no mechanisms in place to prevent CDAs from building

up excessively large debit exposures.

Designated CDSC settlement officers conduct daily assessments of the sufficiency of the guarantee
fund in meeting the net settlement obligations of CDAs, as specified in section 14.2 of the Enterprise
Risk Management Framework. The daily check is against the Largest CDA net debit exposure, the
total net debit obligations of all CDAs and the largest settlement bank exposure.

Quarterly, point-in-time stress testing is conducted on the sufficiency of the guarantee fund and
includes identification and measurement of various potential risk exposures along with stress testing
scenarios. These are detailed within the Guarantee Fund Stress Testing Methodology, with stress
testing reports issued on a quarterly basis. The full guarantee fund framework is reviewed on an annual

basis by the CDSC risk and operations departments and is approved by the Board of Directors.

The Guarantee Fund Stress Testing methodology has specified scenario testing involving the default
of the largest CDA and the largest settlement bank, however, the Guarantee Fund Procedures only
detail the processes to be followed in the event of a CDA funding shortage. There are no detailed
procedures for dealing with the default of a settlement bank, who often act as CDAs as well. The
CDSC, CDA, Settlement Bank Tripartite agreement (Section 6¢) stipulates that a settlement bank will
complete payment on behalf of its CDAs if the CDA does not provide the funds, however, no
mechanisms or procedures are in place to ensure that a settlement bank has these funds available if
required. It is assumed that, should a settlement bank be short of funds, the guarantee fund will make

good the payment, but this process is not detailed within the CDSC procedures.

It should be noted that the guarantee fund testing and settlement limit calculations are currently only

based on equities transactions and do not include corporate bonds.
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RKey Consideration 7.2:

An FMI should have effective operational and analytical tools to identify, measure, and monitor its settlement and funding
flows on an ongoing and timely basis, including its use of intraday liquidity.

Description

CDSC provide CDAs with reports at the end of each day detailing any shortages of securities balances
prior to SD and the system will automatically remove any trades from the settlement batch on the
morning of SD should there still be a securities shortage. If securities are not in place prior to the 2™
daily settlement batch, the buy-in process will be initiated. This process ensures that trades will not be

sent for settlement in the event of a shortage of securities.

CDSC have no access to monitor the cash accounts of CDAs or settlement banks to ensure that
sufficient funds are available and are reliant on settlement banks informing CDSC of any CDA cash
shortages by 10.15am on SD. Upon receipt of this information, CDSC will ensure that the related
securities will be posted to a separate CDSC account during the settlement batch and will not be
released until the settlement bank confirms receipt of funds from the CDA. Should the CDA not fund
the Settlement Bank by SD+1 (T+4) then CDSC will use the guarantee fund to reimburse the
Settlement Bank on T+5. This means that settlement banks are exposed to 2 days of cash deficits in
the event of CDA funding shortages.

The Tripartite agreement and the daily guarantee fund monitoring helps ensure that non-defaulting
CDAs will receive funds on SD and that the guarantee fund is of sufficient size to ensure settlement

banks are reimbursed by T+5.

Settlement banks have access to the CBK intraday liquidity facility, however, details of how the facility
can be accessed and the scenarios under which it can be used have not been provided. CDAs and

CDSC are not able to access this facility.
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RKey Consideration 7.3:

\A payment system or SSS, including one employing a DINS' mechanism, should maintain sufficient liguid resources in all
relevant currencies to effect same-day settlement, and where appropriate intraday or multiday settlement, of payment
obligations with a high degree of confidence under a wide range of potential stress scenarios that should include, but not be
limited to, the defanlt of the participant and its affiliates that would generate the largest aggregate payment obligation in

exctreme but plausible marfket conditions.

Description

CDSC operate two daily settlement batches to help ensure settlement occurs on contractual settlement
date and, as mentioned previously in this principle, has mechanisms in place to ensure that settlement
occurs on SD in the event of a CDA cash shortage. In accordance with the documented CDSC Risk
Appetite Statement and CDSC’s Risk Management framework, the guarantee fund must ensure that
it holds adequate liquid resources to meet the fund settlement obligation of the CDA with the largest
3-days payment obligation.

For the period 1 January 2019 — 31 October 2019, CDSC’s daily guarantee fund exposure testing
showed that there were 5 occasions whereby the 3-Day debit exposures of all CDAs combined were
above the level of the guarantee fund (equating to 2.4% of the trading days during 2019). There were
no days, during which the largest CDA exposure or the largest Settlement Bank exposure were greater
than the value of the guarantee fund. Throughout the year 2019 (1 January to 31 October), the average

3-day rolling exposures as a percentage of the Guarantee Fund are as follows:

Table 1: Average 3-Day Rolling Exposures

Largest CDA Exposure 23.71%
All CDA Exposure 44.81%
Largest Settlement Bank Exposure 24.80%
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This indicates that in practice, the CDSC guarantee fund is of sufficient size to cover the default of all

CDAs in almost all cases under normal market conditions.

As noted in KC 1, the guarantee fund requirements and testing are currently only based upon equities
related obligations and do not include corporate bonds. For the same time period in 2019, corporate
bond net debit obligations have only accounted for approximately 1% of the total net debit obligations
of all CDAs throughout the year. However, this can be slightly misleading as corporate bonds were
only traded on 27 of the 210 trading days during 2019 and some larger exposures were noted on these
days. The largest 3 individual days’ trading of corporate Bonds during the year gave net debit exposures
of 50.45%, 39.15% and 38.21% of the value of the total guarantee fund on each given day. The largest
3 day rolling net debit exposure relating to corporate bond trading during 2019 was valued at 69.68%
of the total value of the guarantee fund, which presents a large, unaccounted for risk in the event of a
CDA default.

Quarterly stress testing of the fund is carried out following provisions within the documented
guarantee fund methodology. Data collection and analysis for the testing is conducted manually,
meaning that CDSC are currently unable to conduct more frequent stress testing. During the most
recent 2 stress tests it was observed that the fund would be sufficient to cover the default of all CDAs.
However, due to very high levels of concentration between the two largest CDAs (67% of transaction
value processed through Standard Chartered during 2019), the contributions of these CDAs would

not have covered their own default and significant loss sharing would be experienced.

Four additional scenario tests are conducted during stress testing of the fund to compare against
historical peak and percentage losses over all securities and those held by CDAs. In each scenario, the

full size of the fund was sufficient to cover total losses.

RKey Consideration 7.4:

A CCP should maintain sufficient liquid resources in all relevant currencies to settle securities-related payments, mafke
required variation margin payments, and meet other payment obligations on time with a high degree of confidence under a
wide range of potential stress scenarios that should include, but not be limited to, the defanlt of the participant and its
affiliates that would generate the largest aggregate payment obligation to the CCP in extreme but plausible market conditions.
In addition, a CCP that is involved in activities with a more-complex risk profile or that is systemically important in

multiple jurisdictions should consider maintaining additional liquidity resonrces sufficient to cover a wider range of potential
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stress scenarios that should include, but not be limited to, the defanlt of the two participants and their affiliates that wonld
enerate the largest aggregate payment obligation to the CCP in extreme but plansible market conditions.

Description

This key consideration does not apply to CDSC as it is not a CCP.

RKey Consideration 7.5:

For the purpose of meeting its minimum liguid resource requirement, an FMI’s gualifying liguid resources in each currency
include cash at the central bank of issue and at creditworthy commercial banks, committed lines of credit, committed foreign
excchange swaps, and committed repos, as well as highly marketable collateral held in custody and investments that are readil
available and convertible into cash with prearranged and highly reliable funding arrangements, even in extreme but plausible
market conditions. 1f an FMI has access to routine credit at the central bank of issue, the EMI may count such access as
part of the minimum requirement to the extent it has collateral that is eligible for pledging to (or for conducting other

appropriate forms of transactions with) the relevant central bank. All such resources should be available when needed.

Description

A CDSC Guarantee Fund Investment Policy is in place, detailing the risk tolerance, return target,
eligible investment assets, concentration limits and other restrictions and requirements. The
investment policy is reviewed by the fund administrator at least every two years. CDAs may only

provide cash contributions to the guarantee fund, which can be invested in the following instruments:

e Government securities
e Tier 1 commercial bank deposits (fixed and call)
e Commercial papers

e Other money market instruments as approved by the finance committee
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Concentration limits are in place, whereby exposure to a single financial institution will be limited to

20% of the fund’s assets. The fund administrator may invest up to 40% of the fund’s assets in Treasury

bills subject to approval by the Finance Committee.

As of 30 September 2019, 83.29% of the guarantee fund assets were held with 5 commercial banks,
as fixed deposits and in current accounts, the remaining 16.71% being held as Central Bank T-Bills. It
has been advised that bank, fixed deposits can be liquidated within 24 hours with no penalties and T-
Bills can be liquidated on T+1 indicating that accessing the funds would not cause a significant
problem, but if same day payment was required, e.g. in the event of a settlement bank default, it is not

clear exactly how quickly funds could be utilised.

CDSC does not have access to any central bank liquidity facilities either on an intraday or overnight

basis.

Banks, including some of the more active market participants, assume the role of CDA and settlement
bank, as well as holding a portion of the CDSC guarantee fund as fixed deposits. It is unclear as to
the level of protection of the guarantee fund assets, should one of these banks default or go into
insolvency. This may exacerbate any issues whereby the fund may be required to cover debit
obligations of said bank, however, any assets of the fund, held with the bank may be either temporarily

or permanently unavailable, thus reducing the ability of the fund to cover the default.

RKey Consideration 7.6:

An FEMI may supplement its qualifying liquid resonrces with other forms of liguid resources. If the FMI does so, then these
liquid resources should be in the form of assets that are likely to be saleable or acceptable as collateral for lines of credit,
swaps, or repos on an ad hoc basis following a default, even if this cannot be reliably prearranged or guaranteed in extreme
market conditions. Even if an EMI does not have access to routine central bank credit, it should still take account of what
collateral is typically accepted by the relevant central bank, as such assets may be more likely to be liguid in stressed
circumstances. An FMI should not assume the avatlability of emergency central bank credit as a part of its liquidity plan.

Description

Key Consideration 7.6 does not apply to CDSC as it has no access to additional liquidity facilities such

as committed lines of credit.
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RKey Consideration 7.7:

An FMI should obtain a high degree of confidence, through rigorous due diligence, that each provider of its minimum
required qualifying liquid resources, whether a participant of the EMI or an external party, has sufficient information to
understand and to manage its associated liguidity risks, and that it has the capacity to perform as required under its
commitment. Where relevant to assessing a liquidity provider’s performance reliability with respect to a particular currency, a
liquidity provider’s potential access to credit from the central bank of issue may be taken into account. An FMI shonld

regularly test its procedures for accessing its liguid resources at a liquidity provider.

Description

CDSC Guarantee Fund Investment Policy stipulates that guarantee fund contributions may be held
with Tier 1 banks, as fixed or call deposits as well as in Government Securities which are safekept with
the CBK. The CBK determines the criteria for banks to be classed as Tier 1, which includes value of
assets and financial requirements. This provides some assurance to CDSC that these banks are
sufficiently robust and low-risk, however, CDSC does not conduct any additional testing or analysis

on these banks and their ability to liquidate funds in good time.

The Investment Policy also stipulates that up to 40% of the guarantee fund assets can be held in
Treasury Bills, however, presently only 16.71% of the fund’s contributions are held in CBK T-Bills
and no funds are held in an account with the CBK. Therefore, there is no requirement to hold any

guarantee fund contributions at all in government securities, which are seen as virtually risk-free assets.

Key Consideration 7.8:

An FMI with access to central bank accounts, payment services, or securities services should use these services, where

practical, to enhance its management of liquidity risk.
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Description

CDSC does not hold accounts with the Central Bank for settlement purposes or to hold guarantee
fund contributions. CBK provides an intraday liquidity facility, which is available to settlement banks,
although CDSC does not have access to this facility.

RKey Consideration 7.9:

An FMI should determine the amount and regularly test the sufficiency of its liguid resonrces through rigorous stress testing.
An FMI should have clear procedures to report the results of its stress tests to appropriate decision matkers at the FMI and
to use these results to evaluate the adequacy of and adjust its liguidity risk-management framework. In conducting stress
testing, an FIVI should consider a wide range of relevant scenarios. Scenarios should include relevant peak historic price
volatilities, shifts in other market factors such as price determinants and yield curves, multiple defanlts over various time
borizons, simultaneous pressures in funding and asset markets, and a spectrum of forward-looking stress scenarios in a
variety of extreme but plausible market conditions. Scenarios should also take into acconnt the design and operation of the
EMI, include all entities that might pose material liquidity risks to the FVI (such as settlement banks, nostro agents,
custodian banks, liguidity providers, and linked FMIs), and where appropriate, cover a multiday period. In all cases, an
M should document its supporting rationale for, and should have appropriate governance arrangements relating to, the

amount and form of total liguid resources it maintains.

Description

As mentioned previously in Principle 7, CDSC conducts daily testing of the size against the 3-day
rolling net debit exposure of the largest CDA and the total exposure of all CDAs. However, this test
only includes the exposures relating to the equity market and does not include bond trades, which,
although a small proportion of market activity, have been shown to significantly distort the figures on
occasion. The results of the daily tests are presented to senior management monthly and the Board

on a quarterly basis.

A quarterly, point-in-time stress test is conducted by the risk department, which tests the size and
composition of the fund against various scenarios. Detailed test reports are compiled and reported to

the Business Conduct Committee and the Board of Directors. A documented guarantee fund stress
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testing methodology is in place, which is supported by the guarantee fund procedures and the risk

management framework and is reviewed on an annual basis.

The stress testing methodology has identified the following guarantee fund risk exposures:

e Credit Risk

e Market (Price) Risk
e Liquidity Risk

e Wrong-way Risk

e Legal Risk

e Operational Risk

Each risk has been defined in the methodology and detailed risk measurement criteria and modelling
is in place, using a 99% confidence interval. Several testing scenarios have been identified and are

conducted in the quarterly tests. These include:

e Credit Risk
0 2 Member Default Scenarios
o 4 Market Stress Scenarios
e Liquidity
o Inability to liquidate 20% of the GF Funds invested with commercial banks
o Non-performance / insolvency of a settlement bank with the highest debit fund
settlement obligation
e Reverse Stress Tests
o Increasing default scenarios
o Increasing market shock scenarios
o Simultaneous increased default and market shock scenarios
e CDA default knock-on analysis
e Concentration analysis
o Collateral contributed by the CDAs
o Value of transactions settled by CDAs

o Value of transactions settled through settlement banks

Due to the manual nature of compiling the data and conducting the testing, CDSC are not currently

able to carry out more frequent testing than on a quarterly basis.
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Key Consideration 7.10:

\An FMI should establish explicit rules and procedures that enable the FMI to effect same-day and, where appropriate,
intraday and multiday settlement of payment obligations on time following any individual or combined default among its
participants. These rules and procedures should address unforeseen and potentially uncovered liguidity shortfalls and shonld
aint to avoid umwinding, revoking, or delaying the same-day settlement of payment obligations. These rules and procedures
should also indicate the FMI’s process to replenish any liguidity resources it may employ during a stress event, so that it can

continue to operate in a safe and sound manner.

Description

The tripartite agreement between CDSC, CDAs and Settlement Banks stipulates that settlement banks
agree to fund the positions of any CDA’s who have not provided sufficient funding prior to
settlement. This helps to ensure same-day settlement and that non-defaulting sellers will receive funds

on contractual settlement date.

The use of the fund and the mechanisms to replenish the fund are detailed within the CDSC
Operational Procedures, the Guarantee Fund Rules and the Guarantee Fund Procedures, however,
the process for utilising and replenishing the fund in the event of a settlement bank cash shortage
have not been stipulated. In the event of a shortage of funds by a buying CDA, CDSC has documented
procedures in place to move securities from the relevant seller’s accounts and allocate them to a
guarantee fund account, where they will be held until the defaulting buyer reimburses their settlement
bank, or alternatively, will be liquidated if the CDA does not reimburse their settlement bank. In this
event, the proceeds of the sale, plus penalties issued on the defaulting party to account for any price

risk, will be used to replenish the fund.

A transaction will only be cancelled in the event of a securities shortage and the inability to source

securities through the buy-in procedure.
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Principle 8: Settlement Finality

\An FMI should provide clear and certain final settlement, at a mininum by the end of the value date. Where necessary or
preferable, an FMI should provide final settlement intraday or in real time.

Principle Summary

The concept of finality is defined within CDSC Rules, but slight ambiguities in relation to the exact
timing exist within the wording. Payment finality is clear and concise within the CBK KEPSS Rules
as the moment the payer has been debited and the receiver has been credited with the contracted
amount. The introduction of an intraday advice or report detailing settled transactions would assist in
alleviating any potential issues that may arise through finality disputes. Processes and timings
surrounding settlement are clearly stipulated within the CDSC Operational Procedures, aside from the

discrepancy relating to irrevocability of rejected transactions.

Key Consideration 8.1:

An FEMIs rules and procedures should clearly define the point at which settlement is final.

Description

The concept of finality is defined within section 70 of the CDSC Rules, which stipulates “Upon
completion and settlement of the eligible securities and settlement payment therefor title to the
securities shall transfer on settlement date and the transaction shall be final and irrevocable”. CDSC
Rules hold full legal backing in accordance with section 5A of the Central Depositories Act of 2000,
which provides additional certainty in the event of any disputes. However, the definition itself of
finality within the CDSC Rules is imprecise on the exact timing and as a result may be interpreted as
securities settlement not being considered final before the end of day on settlement date. Section 58

of the CDSC Rules states that the Central Depository shall maintain and continuously update a register
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of existing depositors by security and the net balance of their holdings, but the rules, and

accompanying rules and regulation, are silent on the timing of registration.
panying gu > g g

Finality of payment is clearly stated within Section 6 of the CBK — KEPSS Rules and Procedures,
detailing that “Payment instructions in KEPSS are deemed to be final and irrevocable once the sending
participant’s account is debited and the receiving participant is credited with the amount specified in
the payment instruction”. This definition is clear on the timing, value and location of finality of cash

payments.

CDSC does not have any linkages in place with entities in other jurisdictions for settlement purposes.

Key Consideration 8.2:

An FEMI should complete final settlement no later than the end of the value date, and preferably intraday or in real time, to
reduce settlement risk. An LV'PS or S8 should consider adopting RTGS' or multiple-batch processing during the
settlement day.

Description

The CDSC Operational Procedures 2012 (Amended October 2019) defines the flow of assets and
timings for cash and securities funding and settlement. The procedures are publicly available and
stipulate the methods of communication between the interfaced systems of CDSC and the CBK’s
RTGS system (KEPSS) and the deadlines established for the exchange of assets between CDASs’

accounts.

CDSC operate two daily settlement batches at around 11.00am and 1.30pm, during which, book-entry
transfer of securities is conducted following the receipt of confirmation from the CBK that net funds
transfers through the CBK RTGS system has been completed. The settlement of funds is initiated by
an automated message sent by CDSC to the CBK triggered at 10.30am (1% batch) and 1.00pm (2™
batch), which feeds directly into KEPSS and transfers funds between designated settlement banks. An
automated response is sent back to CDSC, which then triggers the securities movements between the
CDA accounts without the need for manual intervention. The operation of 2 settlement batches helps
ensure that any transactions that were unable to be settled in the first batch can be recycled to the
second batch, although in practice, this has so far only needed to have been used to settle linked buy

and sell transactions with the same settlement date.
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Completed daily transaction details are reported to participants via end-of-day reports through their

direct linkages into the CDSC system, although this is not stipulated within the CDSC Operational
Procedures, which confirms that statements of accounts will be made available on a monthly basis or
on an interim basis (unspecified) upon request and upon payment of the prescribed fee. A report is
initiated at 12.30pm and sent to settlement banks prior to the second settlement batch, which includes
settlements outstanding after the first batch but does not specifically state the trades that have settled

successfully in the first batch. No other intraday settlement confirmations are sent.

So far, CDSC has not needed to defer final settlement to the following business day due to

circumstances not contemplated within its procedures.

Key Consideration 8.3:

An FMI should clearly define the point after which unsettled payments, transfer instructions, or other obligations may not be
revoked by a participant.

Description

The NSE Trading Rules for Equities clearly stipulates the instances under which a transaction may be
cancelled as confirmed to be fraudulent or if the transaction may result in other than the transparent,
fair and orderly trading of the affected securities. Both instances require the approval of the authority.
As a result, trades are irrevocable upon trading in the sense they cannot be cancelled, aside from in
these circumstances. However, the CDSC Rules do not reference irrevocability clearly, nor do they

reference the cancellation specifications in the NSE rules.

Section 6.3 of the CDSC Operational Procedures stipulates that Custodian Banks have until 3.00pm
on T+2 to negatively affirm trades and any trade not rejected by this time shall be deemed to be
accepted, clearly implying that irrevocability of trade obligations is at 3.00pm on T+2 for non-rejected

trades.

Inconsistencies in the CDSC Operational Procedures have been noted in relation to irrevocability
timings for rejected trades. Section 6.3.6 stipulates that if a trade is not allocated by 8.00am on T+3,
the trade shall be dealt with in accordance with procedures 7.6 or 7.8. Sections 7.6.3 and 7.8.4 state
the arrangements to take place should rejected buy or sell trades not be allocated by the CDA by
9.00am on T+3. The procedures clearly state that following this deadline the trade shall be allocated
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to the CDA to be settled along with their other obligations and, if required, the settlement guarantee

fund or buy-in process will be utilised.

Principle 9: Money Settlement

\An FMI should conduct its money settlements in central bank money where practical and available. If central bank money is
not used, an FIVIL should miinimise and strictly control the credit and liquidity risk arising from the use of commercial bank

money.

Principle Summary

CDSC conducts settlement in local currency only between the accounts of designated settlement
banks at the Central Bank through the CBK’s RTGS system. Finality of cash payments is clearly
stipulated within the KEPSS Rules and Procedures, and all cash funding and settlement timings are
detailed within the CDSC Operational Procedures.

Key Consideration 9.1:

\An FEMI should conduct its money settlements in central bank money, where practical and available, to avoid credit and

liquidity risks.

Description

Securities settlement activities are conducted in local currency only, the Kenyan Shilling (KES). The
process is conducted directly between the accounts of designated settlement banks at the CBK via the
CBK’s RTGS system. Each CDA is required to appoint a settlement bank who, as part of the Tripartite
agreement between CDSC, the CDA and the settlement bank, agree to fund the positions of any

CDA’s who have not provided sufficient funding prior to settlement. As a result, settlement banks
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can be exposed to their CDAs. This is mitigated through the use of the CBK intraday liquidity facility,

which is only available to settlement banks, and the settlement guarantee fund in the event of a

settlement bank cash shortage on settlement date.

Funds transfers are initiated solely by CDSC through a settlement report sent directly from CDSC to
CBK prior to each daily settlement batch. Brokers do not have direct access to the cash accounts of

investors.

Key Consideration 9.2:

If central bank money is not used, an FNI should conduct its money settlements using a settlement asset with little or no

credit or liquidity risk.

Description

This key consideration does not apply to CDSC as it only conducts settlement activities in Central

Bank money.

Key Consideration 9.3:

If an EMI settles in commercial bank money, it should monitor, manage, and limit its credit and liguidity risks arising from
the commercial settlement banks. In particular, an FMI should establish and monitor adberence to strict criteria for its
settlement banks that take account of, among other things, their regulation and supervision, creditworthiness, capitalisation,
access to liguidity, and operational reliability. An FMI should also monitor and manage the concentration of credit and

liquidity exposures to its commercial settlement banfks.

Copyright © Thomas Murray Limited




m THOMAS
MURRAY

Description

This key consideration does not apply to CDSC as it only conducts settlement activities in Central

Bank money.

Key Consideration 9.4:

If an EMI conducts money settlements on its own books, it should minimise and strictly control its credit and liquidity risks.

Description

This key consideration does not apply to CDSC as it does not conduct money settlements on its own
books.

Key Consideration 9.5:

An FMIs legal agreements with any settlement banks should state clearly when transfers on the books of individual
settlement banks are expected to occur, that transfers are fo be final when effected, and that funds received should be
transferable as soon as possible, at a minimum by the end of the day and ideally intraday, in order to enable the FMI and its
participants to manage credit and liguidity risks.

Description

According to Section 6 of the CBK — KEPSS Rules and Procedures, “Payment instructions in KEPSS
are deemed to be final and irrevocable once the sending participant’s account is debited and the
receiving participant is credited with the amount specified in the payment instruction”. The funds are

immediately available and ready to be used by the receiving bank in accordance with its internal
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procedures or agreements with the CDAs. The tripartite agreement and CDSC operational procedures

stipulate the final deadlines for cash settlement to occur between settlement banks at the CBK.

Principle 10: Physical Securities

An FMI should clearly state its obligations with respect to the delivery of physical instruments or commodities and should

identify, monitor, and manage the risks associated with such physical deliveries.

Principle Summary

Principle 10 does not apply to CDSC as all securities are held in dematerialised form.

Principle 11: Central Securities Depositories

\A CSD should have appropriate rules and procedures to help ensure the integrity of securities issues and minimise and
manage the risks associated with the safekeeping and transfer of securities. A CSD should maintain securities in an

immobilised or dematerialised form for their transfer by book entry.

Principle Summary

As the sole equities and corporate bond central securities depository in Kenya, CSDC provides
settlement and safekeeping services. It offers omnibus and beneficial owner accounts, which by law
and under CDSC rules must be segregated between proprietary and third-party assets. CDSC has rules,
procedures, and controls, including a daily reconciliation process of book-entry securities to safeguard
the rights of securities issuers and holders. Under CDSC rules, there are no circumstances under which

a securities account can be overdrawn.

Equities and corporate debt instruments are held in dematerialised form at CDSC. The CDSC rules

include provisions to protect assets against custody risk which also appear to be consistent with the
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legal framework. Under the Central Depositories Act, CDSC is liable to a depositor for any loss,
damage or liability suffered or incurred by a depositor in respect of any disappearance, loss or
destruction of any certificate deposited by the depositor with the central depository or such agent due
to any wilful act, omission, neglect or default on the part of the central depository or its central

depository agent.

Rey Consideration 11.1:

A CSD should have appropriate rules, procedures, and controls, including robust accounting practices, to safeguard the rights
of securities issuers and holders, prevent the unauthorised creation or deletion of securities, and conduct periodic and at least

daily reconciliation of securities issues it maintains.

Description

CDSC acts as central securities depository in Kenya, holding eligible securities in fully dem