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Thomson, nonetheless, puts on a brave face. He says: “The
feedback I've got from South African banks is almost en bloc they
have said to me ‘we cannot afford not to be in this market, but we
will follow, we will not lead, we will not be pioneers or trailblaz-
ers, but once the markets are up and running we will certainly
follow’. So, instead, we've had to rely on the local Zambian banks.
That’s not a problem but the difficulty is it is something that’s
completely new to them, whereas the South African banks have
been clearing for 20 years.”

Yet the involvement of commercial banks is not the only inter-
national avenue open to Badex, which has also held exploratory
talks with development banks about the opportunity of under-
writing the clearing house, in addition to other clearing houses
that Dreadnought is in the process of setting up. These banks
would effectively underwrite bilateral credit guarantees for OTC
payments, creating a guarantee fund that would encourage more
international buy-in from clearing members who want to see that
the clearing house is adequately capitalised.

According to a source close to the negotiations, talks have been
held with International Finance Corporation (part of the World
Bank) and the Currency Exchange Fund (TCX), a special purpose
fund based in Amsterdam whose backers include FMO, the
Dutch development bank. The source adds Badex has yet to strike
up a similar conversation with the African Development Bank
(AfDB) but it is additionally speaking to “a consortium in South
Africa” about underwriting the clearing house.

It is understood TCX is a more likely partner than the IFC. If
TCX does become involved in developing market liquidity with
onshore transactions, allowing the marketplace to be owned and
operated locally, it will mark a departure from its previous model
of funding offshore set-ups, according to an international devel-
opment finance specialist familiar with the fund, who adds: “The
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greatest form of technology transfer is when you train up people
and they get hired away to start new firms in the local market. If
TCX is moving to an onshore model that’s a tremendously good
thing. TCX understands the diplomatic aspects of the develop-
ment institutions and has mastered the calculus of getting one or
two to commit and having the rest follow. It’s easier than bilateral
and multilateral development institutions learning how to liquefy
markets because they are not very good at that, particularly when
it comes to derivatives.”

Thomson has grand plans for Badex, which was licensed in
2012 by the Zambian government and which owns a clearing
house, the Centralised Depository Systems of Zambia, licensed
by the country’s Securities and Exchange Commission. A planned
product offering includes single stock, currency, index and bond
futures, as well as options.

But the project has been beset by delays as infrastructure was
put in place in readiness for trading, a clearing model established
and Zambian clearing members recruited. Thomson says: “The
delay was in integrating their core banking systems with their
clearing systems. With African banks, they’re on a very steep
learning curve and we have to hold their hands a lot of the way.
It’s been a question of educating them, installing software and
training up staff. Whilst there has been steady progress it’s been
slow and frustrating at times.”

Men on a mission

If anyone can face up to the challenge of establishing a derivatives
exchange on completely new ground it is Thomson, credited with
developing the Johannesburg Stock Exchange’s (JSE’s) derivatives

trading operations. He was, however, in the past accused of being
a loose cannon. In November 2011 he was sacked from the JSE as
its director of equity derivatives for trading on his own account,
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although there was never any suggestion he profited from these
actions. Rather, Thomson planned to smoke out traders operat-
ing outside of the futures market and force them onto the central
clearing book. His trades were immediately reversed but since the
plan was executed outside the purview of the JSE’s surveillance
department, he was fired for masterminding the ruse.

Thomson certainly has his work cut out for him in his new
ventures, operating in markets that largely require a standing
start. Most African countries have no derivatives markets, with
the exception of South Africa and the North African economies
of Morocco, Egypt and Tunisia, where the volume of derivatives
transactions is small but growing, according to the AfDB. Where
derivatives markets do exist they are largely in their infancy and
mostly focused on foreign-exchange derivatives contracts.

In 2011, the technical committee of the International
Organisation of Securities Commissions recommended migration
of trading on OTC derivatives products to stock exchanges on
the continent, following a request from the Financial Stability
Board to promote the practice. But the history of development
of derivatives in Africa is littered with false starts and abandoned
projects, according to the AfDB’s Guidebook on African
Commodity and Derivatives Exchanges, published in December
2013 (bir.ly/1hSgLH?). In Egypt, for example, the country’s
state-owned stock exchange in 2008 designed a strategy to create
a for-profit derivatives exchange, at an estimated cost of $40
million, with futures on its stock indexes, as well as single stock
options, to be introduced first. However, there has been no
further progress since.

In Nigeria, the launch of an exchanged-traded derivatives mar-
ket in Lagos has also suffered delays. Currently slated for launch
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in Q4 2014, Kyari Bukar, managing director and chief executive
of the country’s Central Securities Clearing System (CSCS) has
been tasked with building out a central counterparty this year
(www.risk.net/2317713). Nigeria already has an OTC derivatives
market up and running (www.risk.net/2207420).

The development of legislation to harness the power of deriva-
tives is a stumbling block encountered in many African countries.
Moreover, regulations need to be harmonised across jurisdic-
tions if cross-border trades are to take place. Currently, the only
states in Africa covered by International Swaps and Derivatives
Association netting and collateral opinions are South Africa
and Mauritius.

But the dream for many is the creation of an efficient transcon-
tinental financial infrastructure incorporating derivatives. Accord-
ing to the AfDB, the first pan-African exchange initiative, work
on which started in the early 2000s, was the Botswana-based Pan-
African Commodities and Derivatives Exchange, but the project
did not gather sufficient momentum and was discontinued. More
recently, the Africa Commodities and Futures Exchange (Acfex)
was created in 2010 and promotes itself as “the first true pan-
African, multi-asset derivatives exchange” offering, among other
products, currency, single stock and equity index futures. The
AfDB says: “Like earlier pan-African initiatives, it aims to provide
outsourced exchange services to national exchanges, permitting
them to gain access to modern technology at a radically reduced
cost. It also aims to offer brokers outsourced front-end solutions,
including through proximity servers.”

Acfex intends to use its own proprietary platform for some
trading, although AfDB says this, in general, should be avoided.
It says: “It may be difficult to convince potential international
market participants to develop the interfaces necessary to link
into a home-grown exchange software platform, whereas they may
already have the interface for global systems.”

The most resourceful pan-African initiative, meanwhile, is
Bourse Africa, a $100 million project formerly named Global
Board of Trade, based in Mauritius. Going live as an exchange in
October 2010, it trades commodity, currency and African equity
index derivatives from one common platform as well as contracts
for difference. Across all products, however, volumes are low at
10,000-12,000 lots a day on average, equivalent to $40 mil-
lion-50 million.

Bourse Africa says it is rolling out equity index futures for the
Ghana Stock Exchange Composite Index and is in discussions
with three other African exchanges to introduce US dollar-de-
nominated products. It also intends to introduce four African cur-
rency futures contracts quoted against the US dollar: rand, naira,
cedi and Kenyan shilling.

Despite the overwhelming need to deepen and expand African
capital markets in order to develop derivatives trading, Bourse
Africa’s managing director and chief executive, Rinsy Ansalam, is
bullish on prospects for the project. There is already some flow to
international markets in derivatives trading in Mauritius, he says,
and he calls for African institutions to lead the way: “We are not
really worried about liquidity because Africa is a market untapped
when it comes to the potential for derivatives. Asian and Eu-
ropean players would like to see African brokers come into the
market and then they will be ready to follow — two from Asia for
every African broker. If we can bring in banks and brokers from
South Africa, this will attract brokers from other key countries
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like Nigeria, Ghana, Kenya, Egypt — and the Casablanca Stock
Exchange. Regulators in Nigeria, Ghana and Kenya are looking at
ways to allow brokers to be part of Bourse Africa.”

Ansalam believes creating derivatives markets traded and settled
in individual African countries is not sustainable, that a viable
futures segment must be pan-African and dollar-denominated.

National initiatives

Dreadnought is also involved in helping Kenya scope out devel-
opment of a derivatives exchange where the government has plans
to allow trading in index and bond futures as well as curren-

cies, interest rates, real estate investment trusts and exchange-
traded funds.

The country has sought to improve its ability to attract equity
listings and debt securities, addressing financial market shortfalls
through legal reform. As part of this initiative, on Christmas
Eve 2013, Kenyan president Uhuru Kenyatta signed the Capital
Markets Amendment Bill into law, facilitating plans to launch
the Nairobi Securities Exchange’s (NSE’s) derivatives exchange for
the East African region. A system for trading derivatives has been
installed but the schedule for rollout is perceived by some market
participants as possibly being over-ambitious.

Dreadnought’s Thomson says: “There has been significant
progress in Kenya where the President gave the green light to go
ahead and implement the futures market and we are very involved
in that. In conjunction with the NSE we’ve been working with
them for over a year. They've got a fairly aggressive timeline but
I’'m not entirely sure it’s achievable.”

Kenyan government policy is to initially allow the introduc-
tion of cash-settled financial derivatives that do not require actual
delivery of the underlying asset at expiry of the contract. These
include currency, interest rates and single-stock futures products.
Within two years of commencement of operations a derivatives
exchange licensed by the Capital Markets Authority (CMA) will,
however, be required to work with the relevant institutions to set
up a robust warchousing framework that will facilitate introduc-
tion of futures contracts requiring delivery.

The CMA has established a licensing framework and finalised
two other sets of frameworks — one on admission of trading
participants in the futures exchange and another on governance of
contracts that addresses the issues of contract design. The CMA is
also working with the relevant authorities to create a tax environ-
ment conducive to the trading of derivatives.

Luke Ombara, the CMA’s acting director of regulatory policy
and strategy, says: “We are trying to create a situation that is not
pushed by regulators and government but an environment where
the private sector will link up with local institutions.”

The CMA is currently handling an application from the Nai-
robi Securities Exchange (NSE), which has purchased technology
from Securities & Trading Technology (STT), a South Africa-
based company specialising in the development of financial
market software solutions.

The CMA is reviewing the trading, clearing and settlement sys-
tem to be implemented by the NSE against the regulatory frame-
work to assess, among other matters, the ability to transmit client
margins at clearing levels, segregation of client funds and address
commingling of funds, as well as general risk management. It
will also test the system after it is satisfied with its specifications
and documentation. As a condition for the commencement of
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operations, the NSE will also need to come into compliance with
requirements relating to institutional capacity to implement new
business and corporate governance structures.

The NSE is required to have paid-up capital of 500 million
Kenyan shillings ($5.7 million), to be increased to 1 billion
Kenyan shillings within three years, and is also understood to
be progressing towards demutualisation. Upon satisfaction of all
regulatory requirements the NSE will be allowed to proceed with
the launch of its derivatives segment, but the CMA will continue
to consider applications by other interested parties complying
with the applicable licensing framework for derivative exchanges
which it says has benefited from extensive international bench-
marking to support the emergence of a robust derivatives market
in the country.

Thomson is also involved in setting up a third derivatives
exchange on the continent, but is not in a position to identify
where. He says: “I can’t name it but it’s quite promising. There
will be at least two, possibly three derivatives exchanges up and
running in the first half of this year.”

Pressed on the location of the third country, Thomson says:
“We would love it to be Ghana but it isn’t. Our model is to go
where we're invited and establish exchanges with local partners,
and the right partner hasnt found us in Ghana.”

Ghana has introduced a commodity clearing house that func-
tions through the trading of commodity-backed warrants in the
money markets against lines of credit established with local and
international banks. The AfDB expects that the exchange that
will eventually emerge from this process will be an independent
private stakeholder-led project, “rather than following the pattern
of development in other African countries, where governments
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"Africa is a market untapped when it comes to the
potential for derivatives. Asian and European players
would like to see African brokers come into the
market and then they will be ready to follow"Rinsy

Ansalam, Bourse Africa

become the owner of the exchange and map out its develop-
ment pathway”.

Standard Bank says Ghana is a key target from a custody point
of view and it is impressed by the direction the country is taking.
Johannesburg-based Mark Kerns, managing director of global
head investor services at Standard Bank, says: “We see a growth
in liquidity in that market. The exchange there has been very
progressive in terms of listings and considering other products,
like exchange-traded funds for example. We havent done a deep
investigation in terms of the clearing capability of that market,
but their development into the derivatives space is really just an
extension of what we've seen in terms of the progressiveness of
that market. After Kenya and Nigeria it will probably be our next
step on the African continent in terms of derivatives clearing.”

Dreadnought is very active on the continent but is certainly
not the only game in town when it comes to setting up African
derivatives exchanges, however. In Uganda, ALT Xchange (AltX)
intends to operate a securities and derivatives market to service
the East African region and to develop a pan African footprint,
providing a set of additional operating exchanges to facilitate both
trading and clearing across the continent. AlX founder Joseph
Kitamirike says broker-dealers tell him they are seeing demand
from clients for interest rate products and some futures.

'The Capital Markets Authority of Uganda granted approval for
AleX Uganda’s application to operate an exchange in March. AleX
is also planning the setup of a pan-African clearing house and set-
tlement infrastructure in conjunction with local and international
partners. Like Badex, it is speaking with international clearing
banks but has no announcements to make at this time.

AleX is using Gmex Technologies’ exchange trading platform
and will initially focus on Ugandan cash equities and bonds.
Gmex Group, whose stakeholders include Deutsche Bérse, is in
talks to acquire a strategic equity stake in the Mauritius-based
AleX Africa Group. The exchange is expected to go live in Q4
2014 and plans to introduce asset classes including financial
derivatives and commodities, as well as incorporating other
African regions. Gmex will set up a London-based routing hub to
interconnect with AltX to facilitate trading liquidity into Africa.

Overcoming barriers
Liquidity is the primary issue in developing derivatives markets
in Africa — equity cash markets investor audiences are small and
transaction costs as high as 5-6% are common. Many point to
short-selling and securities lending as key to developing liquidity
for equity derivatives but the practice is still in its infancy.
Outside South Africa, it is most advanced in Nigeria, but has
suffered delays in its introduction as regulatory components were
put in place in that country. Domestic banks Capital Bancorp,
First Bank, Stanbic IBTC and United Bank of Africa are among
those registered with the Nigerian Securities and Exchange Com-
mission as securities lending agents (SLAs). Standard Bank has
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been approved as a non-domestic SLA, while Citi is also believed
to have applied to operate.

Standard Bank’s Kerns says: “We've had numerous engagements
with the Asset Management Corporation of Nigeria [which has
acquired securities due to its role as a bank bail-out institution],
which would be one of the primary lenders.” But for securities
lending activity to grow, many African countries will need to
tackle pension fund reform. Kerns says: “This is one of issues we
are keen to work with regulators on.”

In Nigeria, pension funds are expressly prohibited from lend-
ing stock, although the Nigerian Stock Exchange is among those
lobbying for change. In Zambia and Kenya, market participants
and regulators recognise securities lending as vital to the creation
of liquidity in the derivatives market, but restrictions on pension
fund lending will still apply, although more so in Zambia than
Kenya, according to Dreadnought’s Thomson, who adds: “A lot
of these pension rules were drawn up 1015 years ago and there
hasn’t been any real demand to amend them. Those are issues we
are addressing at the moment with the Zambian regulator, which
in our experience is very open to ideas.

“We've had a good look at the rules of the exchanges [in Zam-
bia and Kenya] and we don’t see anything that prohibits securities
lending in those markets. We think the creation of a derivatives
exchange will create immediate demand for securities lending.”

Another hurdle to establishing exchange-traded derivatives mar-
kets is the technology investment required into trading platforms
and central counterparty clearing systems.

STT’s managing director Michelle Janke says: “Currently there
is a significant amount of African countries either investigating
or implementing derivative markets. STT is heavily involved
with quite a few countries, these being Kenya, Zambia, Uganda,
Tanzania, Namibia and Angola.”

However, she adds: “From an infrastructure point of view, most
of these markets have been hindered, due to the simple fact that
access being provided to international investors has been limited.
For an international investor to merely get prices from these ex-
changes is not easy and it’s even more difficult to actually trade.”

'The JSE has long harboured ambitions to extend its technol-
ogy onto other exchanges on the continent and link the trading
engines of African markets. It has partnered with the Namibian
Stock Exchange, but beyond that success has been limited. Chris
Sturgess, director of commodity derivatives at the JSE, says
further talks with other exchanges have not progressed: “We have
only linked with Namibia’s cash equity market, although we have
been in discussion with a few others.”

The greatest barrier faced though is regulatory, with the major-
ity of countries either lacking requisite rules or battling to get
them passed. According to the AfDB, problems include creat-
ing frameworks in which clearing houses are licensed by central
banks, installing oversight mechanisms that are not harmful to the
successful operation of clearing houses (such as those that are used
to set margins) and establishing segregated customer accounts
that, for the purpose of cross-border trades, are protected in the
event of bankruptcy.

Despite these challenges Sturgess believes the time has come for
derivatives in Africa to enter a new era. He says: “It’s been hap-
pening for a while, but now it’s time to pull it off, to get it going.
Slowly but surely if we can start to see more of these markets evolv-
ing there’s more scope for investors who want exposure to Africa.” m
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