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INTRODUCTION

METHODOLOGY FOR ASSESSING IMPLEMENTATION OF THE IOSCO
OBJECTIVES AND PRINCIPLES OF SECURITIES REGULATION

I INTRODUCTION

This Methodology is intended to provide guidance on the conduct of a self-assessment or
third party assessment of the level of implementation of the International Organization of
Securities Commission’s Objectives and Principles of Securities Regulation
(“Principles™).” IOSCO intends the Methodology to illustrate IOSCO’s interpretation of
its Principles.

This Methodology does not alter or expand the Principles.

A. Background of the Principles

The Principles set out a broad general framework for the regulation of securities,’
including the regulation of (i) securities markets, (ii) the intermediaries that operate in
those markets, (iii) the issuers of securities, and (iv) the sale of interests in, and the
management and operation of, collective investment schemes. The objectives of that
framework are:

(1) To protect investors.”
(2) To ensure fair, efficient, and transparent markets.
(3) To reduce systemic risk.

The Principles were adopted by the IOSCO President’s Committee at IOSCO’s Annual
Conference in September, 1998.° The 110 Members represented on the IOSCO

2 I0SCO Public Document No. 125, Objectives and Principles of Securities Regulation, I0SCO Presidents’
Committee (as updated, February 2003).

? As indicated in the Principles, the term “securities” should be understood to include derivatives where the
context permits. Principles, footnote 1.

* For purposes of this Methodology, in the case of derivatives markets, the term “investor” includes the
term “customer.”

> The President’s Committee’s adopted the Principles as “a valuable source of information on principles
that underlie effective securities regulation and on the tools and techniques necessary to give effect to those
principles...” The President’s Committee further found that:

just, efficient and sound domestic markets are critical components of many national economies
and that domestic securities markets are increasingly being integrated into a global market, the
Objectives and Principles encourage countries to improve the quality of their securities regulatory
systems; and the Objectives and Principles represent international consensus on sound prudential
principles and practices for the regulation of securities markets.

At the same meeting, IOSCO indicated that it welcomed the efforts of other groups to strengthen financial
markets and to improve the level of investor protection, in particular, work of the G-22 economies related
to enhancing transparency and disclosure of information, strengthening financial systems in national



INTRODUCTION

President’s Committee represent a broad spectrum of markets of various levels of
complexity and development, of different sizes, operating in different cultural and legal
environments. IOSCO resolutions, which provide content to the more broadly-stated
IOSCO Principles® and cited IOSCO reports are a valuable source of information that
should be consulted on the Principles and the tools and techniques to achieve their
implementation.” The Principles were updated as of May 2003 to cross-reference
additional IOSCO reports and resolutions to each Principle.

The IOSCO Principles are one of twelve standards and codes (including those on clearing
and settlement) highlighted by the Financial Stability Forum as key to sound financial
systems and deserving priority implementation.8 IOSCO, as the international standard
setter for securities regulation, is the expert body responsible for interpretation of the
Principles.  Further articulation of how to apply the Principles pursuant to this
Methodology also helps to effectuate the general objectives of IOSCO as expressed in its
By-Laws, in particular that securities authorities should cooperate to ensure better
regulation of the markets on the domestic and international level by establishing
standards, among other things.

The Principles have formed the basis of an IOSCO-directed, comprehensive self-
assessment exercise’ and have been used by the World Bank and the International

economies and globally. See also the Resolution of the Presidents’ Committee on Adoption of the IOSCO
Objectives and Principles of Securities Regulation (September 1998).

% The Principles were the result of an extended drafting exercise headed by the three Chairmen of the
Executive, Technical and the Emerging Markets Committees of IOSCO. In addition to the special Task
Force that concluded the drafting, there was also a consultation period between May 1998 and the final
submission of the Principles to the Committees for approval.

Principles, page 2. A full numerical list of IOSCO Resolutions and Public Documents is set out in

Annexures 1 and 2, respectively, to the Principles. IOSCO Presidents’ Committee Resolutions and IOSCO
Public Documents also are available on the IOSCO internet website at http://www.iosco.org/library/,
catalogued by reference to the month and year of their issuance. Citations to IOSCO Resolutions and Public
Documents in this Assessment Methodology include a reference both to the number of the document on the
respective lists in the Annexures to the Principles and to the month and year of their issuance.
¥ <http://www.fsforum.org/Standards/KeyStds.html.> The Financial Stability Forum (FSF) was organized
as an initiative of the Finance Ministers and Central Bank Governors of the G7 countries. It is comprised
of national authorities responsible for financial stability in significant international financial centers,
namely treasuries, central banks, and supervisory/regulatory agencies; sector-specific international
groupings of standard setters; international financial institutions charged with monitoring and fostering
implementation of standards; and committees of central bank experts concerned with market infrastructure
and functioning. Current national jurisdictions represented include Australia, Singapore, the Netherlands
and Hong Kong as well as the G7 countries. IOSCO has contributed actively to the work of the FSF, which
has urged commitment by national authorities to the implementation of 12 key standards and codes of
which the IOSCO Objectives and Principles of Securities Regulation is one.
? This exercise involved the development and completion by IOSCO Members of six surveys, as follows: a
high level survey as to the regulator’s opinion of the level of implementation of each Principle in its
jurisdiction and five more detailed surveys intended to draw information that would facilitate
documentation that the Principles in fact have been implemented related to the regulator (including
enforcement and cooperation), issuers, collective investment schemes, market intermediaries and secondary
markets. A checking exercise also was conducted through IOSCO’s regional committees led by regional
coordinators. This exercise provided feedback on the extent to which the responses of individual
jurisdictions to these surveys were clear, complete, and consistent.
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Monetary Fund (hereinafter referred to together as IFIs, or International Financial
Institutions) in the Financial Sector Assessment Program.'’ Assessors using this
Methodology should refer to the assessed jurisdiction’s responses in the self-assessment
exercise as a first step in the conduct of an assessment."!

B. Purpose of Developing an Assessment Methodology and Assessment
Measures

The IOSCO Principles were drafted at a broad conceptual level to accommodate the
differences in the laws, regulatory framework, and market structures among its Member
jurisdictions. In drafting the Principles, IOSCO concluded that it should avoid being
overly prescriptive in its requirements while, at the same time, providing sufficient
guidance as to the core elements of an essential regulatory framework for securities
activities. Because the Principles are broadly stated, experience with assessments to date
indicates that the quality of assessments would be enhanced if assessors had written
guidance from [IOSCO and a set of criteria (benchmarks) by which to assess a
jurisdiction’s implementation of each individual principle. The IOSCO Executive,
Technical and Emerging Markets Committees, endorsed the development of benchmarks
for assessing the Principles at the IOSCO Annual Conference in Istanbul in May, 2002.
Those Committees agreed that the criteria establishing the benchmarks should be as
objective as reasonably possible and should permit the assessor to assign a jurisdiction to
one of the following assessment categories:

Fully Implemented: A Principle will be considered to be Fully Implemented whenever all
assessment criteria (as specified in the benchmarks) are generally met without any
significant deficiencies.

Broadly Implemented: A Principle will be considered to be Broadly Implemented
whenever a jurisdiction’s inability to provide affirmative responses to applicable Key
Questions for a particular Principle are limited to the Questions excepted under the
Principle’s Broadly Implemented benchmark and, in the judgment of the assessor, such
exceptions do not substantially affect the overall adequacy of the regulation that the
Principle is intended to address.

Partly Implemented: A Principle will be considered to be Partly Implemented whenever
the assessment criteria specified under the Partly Implemented benchmark for that
Principle are generally met without any significant deficiencies.

Not Implemented: A Principle will be considered to be Not Implemented whenever major
shortcomings are found in adhering to the assessment criteria as specified in the Not
Implemented benchmark.

' The joint World Bank/IMF Financial Sector Assessment Program (FSAP), initiated in April 1999, seeks
to diagnose potential vulnerabilities and analyze development priorities in the financial sectors of member
countries of the IFIs.

' See footnote 9, supra
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Not Applicable: A Principle will be considered to be Not Applicable whenever it does
not apply given the nature of the securities market in the given jurisdiction and relevant
structural, legal and institutional considerations. Criteria defining this assessment
category are not indicated for every Principle.

It is understood that either “yes” or “no” answers to the Key Questions used for testing
implementation should be augmented by explanations that refine and explain the status of
implementation in the context of a particular jurisdiction with reference to the foregoing
guidance on assessment categories and that answers might be qualified to explain any
departure from a full “yes” or full “no” response.

The methodology sets out clear guidance on the Key Questions that must be answered in
the affirmative for a jurisdiction to score a Fully, Broadly or Partly Implemented rating.
Nonetheless, assessors should consider the materiality of any weaknesses and the
applicability of Key Questions to the jurisdiction when making assessments of
compliance with the Key Questions. Where the Key Questions refer to the existence of
specific powers or authorities, the judgment as to implementation will generally be
precisely specified, limited only by applicability. However, where the Key Questions
address the sufficiency of resources or the sufficiency in application of a system of
enforcement or effective achievement of specific regulatory functions, the jurisdiction
and the assessor may need to make a judgment as to the sufficiency of the program or
related resources or degree of achievement. Although the Methodology contemplates
that judgment must be applied in assigning assessment categories in these circumstances
along the spectrum between Partly and Fully Implemented, the reasons for such
judgments should be expressed by reference to the Key Questions, the assessment criteria
in the benchmarks, and the related objectives of regulation expressed in the Key Issues
and should be documented.

It is also expected that the status of implementation will be tested as of a specific point in
time, that is, the time of the assessment. Where changes are planned, the manner in which
those changes further implement the Principles, the timetable for their effectuation and
the reasonableness of the timetable should be reflected in the comments, but should not
alter the assignment of an assessment category. Where new legislation, programs or
procedures have been adopted recently and are untested in their application, the
jurisdiction may receive a Fully Implemented status only as to having in place the
necessary powers, and/or the design of necessary programs, to effectuate the affected
principle and not as to full implementation of the powers or the program designed to use
those powers.'> Additionally, failure actually to use the powers, or to apply the program,
however well designed, may also implicate an assessment of the existence of the powers.

Wherever a regulatory framework is assessed to be Broadly, Partly, or Not Implemented
with respect to a particular Principle, recommendations should be proposed for achieving

12 1f, however, the regulator’s prior program would have been Fully Implemented and the new program
would be an enhancement, the jurisdiction should have an opportunity to demonstrate this and should not
be penalized for improving its program.
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full implementation. Where a jurisdiction has adopted, but not yet implemented new
legislation or procedures, the assessor may refer to these in its recommendations.

C. Scope of This Methodology and Intended Scope of Assessments

This Methodology is intended to apply to the markets, intermediaries, and products
addressed by the Principles and to take account of the actual configuration of the markets,
the stage of their development, and participation therein. As stated in the Principles, the
words “securities markets” are used, as the context permits, to refer compendiously to the
various market sectors, including derivatives markets."” The Methodology, however, does
not apply to currency, bullion, or physical commodity markets, for example, except to the
extent that securities intermediaries deal for customers in such markets. The
Methodology also contains information on the legal framework relevant to meeting the
objectives addressed by the Principles.'*

D. The Assessment Process

1. Implementation Intended to Be a Dynamic and Constructive Process for
Regulatory Improvement

The assessment is not an end in itself. Rather, assessment should be viewed primarily as a
tool for identifying potential gaps, inconsistencies, weaknesses, and areas where further
powers or authorities may be necessary, and as a basis for framing priorities for
enhancements or reforms to existing law, rules and procedures. The methodology
specifically contemplates that the assessment process will involve a dialogue in which the
regulator will explain the details of its market structure, laws and regulatory program and
how, in view thereof, the regulator believes its regulatory program addresses the Key
Questions and Key Issues so as to meet the objectives of the Principles. In this regard,
IOSCO has made clear that the Principles are not intended to be a pure checklist.

2. Adequacy of Implementation Depends on the Level of Development and
Complexity of the Market

As the Principles make clear:

There is often no single correct approach to a regulatory issue.
Legislation and regulatory structures vary between jurisdictions and
reflect local market conditions and historical development. The particular
manner in which a jurisdiction implements the objectives and principles
described in this document must have regard to the entire domestic
context, including the relevant legal and commercial framework.”

" The Principles are not, however, specifically tailored to address all issues particular to derivatives
markets. See also Principles, Section 13.2.

' Book IT Annex 1.

" Principles, Section 2 (emphasis added). Securities law and regulation cannot exist in isolation from
other laws; there must be an appropriate and effective legal, tax and accounting framework. This may
include framework documents, such as a constitution or charter as appropriate. The assessor needs to be
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Consistently, this Methodology should not be interpreted as limiting the specific
techniques or actions that may be taken to achieve sound securities regulation, provided
that the objectives of the Principles are met. Accordingly, in order to apply this
Methodology in a manner that appropriately reflects the nature of the market situation in
the jurisdiction being assessed, it will be necessary to provide, or to obtain, a complete
and clear description of a jurisdiction’s capital markets as part of any assessment.
Markets with a single or a few issuers, that are totally domestic in nature, or that are
predominantly institutional, will pose different questions and issues as to the sufficiency
of application of the Principles, and as to the potential vulnerabilities likely to arise from
their non-application, than jurisdictions where there are substantial numbers of retail
participants, intermediaries frequently are part of complex groups, issuers are established
in other jurisdictions, or the markets have other international or cross-border components.

As stated in the Principles, the Regulator frequently should review the particular way in
which securities regulation is carried out because the markets themselves are in a
constant state of development and the content of regulation also must change if it is to
facilitate and properly regulate these evolving markets. The means to give effect to the
Principles therefore should be expected to change over time.'°

3. How to Use the Methodology

This Methodology addresses each Principle in detail. It sets out the Key Issues addressed
by each Principle, the Key Questions relevant to assessing how those Key Issues are
addressed, and Benchmarks for evaluating the level of implementation. Where necessary,
further explanatory material is provided.

The Methodology envisions that the assessor will establish bases for testing whether the
objective of the Principle is sufficiently met from two perspectives: (i) from a legal (or
design) perspective, by identifying the powers and authorities conferred on the regulator,
the relevant provisions of applicable laws, rules and regulations, and the programs or
procedures intended to implement these that form the framework of securities regulation
in the jurisdiction; and (ii) from the perspective of the exercise of those powers and
authorities in practice, by documenting or otherwise measuring, through statistics,
interviews of regulators, regulated firms, and market participants, and other methods,
how the powers and responsibilities contained in the laws, rules and regulations are
being exercised and whether enforcement of the relevant framework is effective. It is
understood that, with respect to judging the effectiveness of the framework from a legal
perspective, understanding of the basic legal structure of the jurisdiction is important,
and from an empirical perspective, the fact-finding processes need to be carefully
designed.

aware of the basic legal structure of a jurisdiction, including its civil, commercial and criminal law.
Principles, Annexure 3
' Principles, p.3.
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Where firms, products or transactions are exempted from regulatory requirements or
where the regulator has discretion to grant such exemptions, the reason the exemption is
conferred and the process by which it is conferred should be transparent, give similar
results for similarly situated persons or sets of circumstances, and be explainable in the
context of the Principles.

In assigning Benchmarks, the assessor should be aware that the Principles with respect
to the Regulator and Enforcement and Cooperation should be considered to be
applicable to all jurisdictions, whether or not they have a market. In contrast, the other
Principles that relate to regulatory functions may not apply to some jurisdictions.

For example, if a jurisdiction does not operate or permit direct access to a secondary
market, the provisions relating to secondary markets may not apply. However, even in a
jurisdiction without its own secondary market, there should be laws that permit the
jurisdiction to combat insider trading or other market misconduct originating from its
jurisdiction into other jurisdictions.

The ability to test implementation will understandably be limited by the scope of the
inquiry, the assessor’s need to rely in certain respects on statistical and anecdotal
information, and the fact that implementation will be as of a point in time and not
continuing or periodic. Generally, an assessment of the Principles assesses only the
quality of securities regulation in a jurisdiction. There may be other factors (such as the
economic and political climate) that affect consistent delivery of a fair and equitable
regulatory system.

Finally, if the assessment of the Principles is undertaken in connection with the
assessment of other standards and codes, the assessments would benefit from
coordination. To that end, Annex 2 to this Methodology provides guidance on the
relationship of the Principles to certain other of the Financial Stability Forum’s Key
Standards.” Any assessment of implementation cannot be expected to provide assurance
against a political or economic failure or the possibility that a sound regulatory
framework can be circumvented.

E. Organization of the Methodology and Annexes.

The Assessment Methodology contained in Book One [as approved by IOSCO] is divided
into two parts.:

Part I provides an introduction to the origin of the Principles, background on IOSCO’s
self-assessment process; and information on performing an assessment.

Part II provides a principle-by-principle analysis containing the following: Key Issues,
Key Questions, and Benchmarks. This analysis, organized in the same manner as the

" Book II, Annexes 2-1 through 2-4 on the concordance (relationships) of the Principles with international
standards covering anti-money laundering, governance, transparency, and clearing and settlement.
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Principles themselves, is divided into nine sections. The first four sections, covering the
Regulator, Self-Regulation, Enforcement, and Cooperation, describe the powers and role
of the regulator. The second five sections, covering Issuers, Collective Investment
Schemes, Market Intermediaries, Secondary Markets, and Clearance and Settlement,
reflect each of the five functional areas of securities regulation and are intended to
address the objectives of securities regulation in practice. Each section is preceded by an
explanatory preamble and scope setting section, which introduces and provides guidance
to understanding the section. Each individual Principle is also preceded by an explanatory
preamble.

The Annexes contained in Book Two are a compilation of related reference materials and

aids, which unless approved by IOSCO as a separate project, have not been approved by
10SCO:

Book II includes Annexes containing materials prepared for ease of reference for self-
assessors and third party assessors that describe the general legal framework desirable for
an effective securities regulatory system and related infrastructure; correlate through
concordances the provisions of the Principles and certain of the Key Standards of the
Financial Stability Forum; compare IOSCO’s self-assessment surveys with the Key
Questions in the Assessment Methodology; set out a possible action plan for how to
prioritize needed regulatory enhancements where comprehensive change is needed; and
include the separate assessment methodology for securities settlement systems developed
jointly by the Committee on Payment and Settlement Systems of the Group of Ten
Countries and IOSCO. Book II also contains a sample self-assessment report template
and Benchmark Worksheet with directions for completion [as well as a CD-ROM with
the electronic version of the template], which assessors can use to assist in completing
their assessments.
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II. PRINCIPLE-BY-PRINCIPLE ANALYSIS

A. Principles Relating to the Regulator
1. Preamble:

In this Methodology, the regulator refers to the authority or authorities responsible for
regulating, overseeing and supervising securities markets. Responsible, or competent,
authority(ies) are those with jurisdiction over each of the issues addressed in the
Principles and this Methodology under the headings: Issuers, Collective Investment
Schemes, Market Intermediaries and Secondary Markets (including clearing and
settlement) and may include other law enforcement, governmental and regulatory bodies.

The Principles do not prescribe a specific structure for the regulator.
In this Methodology, the term “regulator” is used compendiously.

There need not be a single regulator. In many jurisdictions, the desirable attributes of the
regulator set out in the Principles are in fact the shared responsibility of two or more
government or quasi-government agencies with governmental powers.'®

The Principles establish the desirable attributes of a regulator. An independent and
accountable regulator with appropriate powers and resources is essential to ensure the
achievement of the three core objectives of securities regulation. The Principles consider
the enforcement and market oversight work of the regulator and the need for close
cooperation between regulators essential to achievement of the regulatory function. The
potential role of self-regulatory organizations and the desirable attributes of such
organizations are separately addressed under Principles 6 and 7.

The regulator and the effectiveness of its actions should be assessed in the context of the
regulatory framework and the legal system of the jurisdiction being assessed. The
regulator should also be assessed taking into account the situation, and stage of
development, of the market of the assessed country (see the Introduction to this
Methodology).

Principles 1 to 5 closely interrelate with Principles 8 to 13. Therefore, evaluations of
these Principles should be consistent. For example, it should be impossible to conclude

'® The term “Regulator” in this Methodology, as the context requires, refers to all competent authorities
exercising the powers described herein. To the extent objectives or tasks are to be achieved or powers
exercised by the “regulator,” a jurisdiction should be deemed to have implemented the Principles as long as
one of the competent authorities can achieve each individual objective or task or exercise a specific power
even if the various objectives or tasks are achieved, or the various powers are exercised, by several
different law enforcement, governmental and regulatory authorities. See also Principles, Section 6 footnote
11. Where the term “regulatory counterpart” is used, it means another regulator with similar competence.
Where the term “governmental authority” is used, the power referred to may be vested in an authority other
than the securities regulator.
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that Principle 3 is fully implemented if the regulator is not endowed with comprehensive
surveillance powers as required under Principle 8.

In every case, regulators should be held accountable for issuing and implementing rules
and regulations necessary to achieve the key core objectives of securities regulation,
monitoring whether the objectives are achieved, and taking enforcement or other
appropriate action when there is a violation or lack of compliance with regulatory
requirements within the context of their own legal and regulatory framework. Regulators
also should be required to implement the regulatory framework responsibly, fairly and
effectively.

2. Scope

The assessor should obtain a comprehensive overview of a given jurisdiction’s regulatory
system. As the responsibility for securities regulation can be shared by more than one
competent authority, the assessor should obtain information that reflects each authority’s
structure, powers, scope of responsibility and operations. For example, in some
jurisdictions, market intermediaries, other than securities firms, e.g., banking or credit
institutions; insurance providers; and retirement, pension and super-annuation funds, may
engage in the securities activities listed above, but may be subject to a different
regulatory authority, for all or certain of their activities.

Where more than one authority is responsible, the assessor should obtain a description of

the division of responsibility with respect to each of the functional areas of regulation
identified above and the details of cooperative arrangements among the authorities.

10
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3. Principles 1 through 5

Principle 1 The responsibilities of the regulator should be clear and objectively
stated.

The desirable attributes of a regulator(s) include an organizational structure and powers
that permit it to achieve the basic objectives of securities regulation. In assessing this
Principle, the assessor should consider whether, and how, the legal provisions that
authorize and provide for the operation of the regulator demonstrate that the regulator can
perform its duties, according to procedures and objectives predefined by the relevant
regulatory framework. The assessor also should assess whether the arrangements in place
demonstrate the ability of the regulatory framework to create and implement a system
intended to protect investors, provide fair, efficient and transparent markets, and reduce
systemic risk.

Key Issues'’

1. Responsibilities of the regulator should be clear and objectively set out, preferably
by law.
2. Legislation should be designed to ensure that any division of responsibility among

regulators avoids gaps or inequities. Where there is a division of regulatory
responsibilities, substantially the same type of conduct generally should not be
subject to inconsistent regulatory requirements.

3. There should be effective cooperation among responsible authorities, through
appropriate channels.”

Key Questions
1. Are the regulator’s responsibilities, powers and authority:*'

a) Clearly defined and transparently set out, preferably by law, and in the
case of powers and jurisdiction, enforceable?

b) If the regulator can interpret its authority, are the criteria for interpretation
clear and transparent?

' Principles, Section 6.2.

29 1d., footnote 13. See also Principles 11 and 12.

2! Regulatory discretion may be necessary to meet regulatory objectives in a rapidly evolving market, but
how the scope of such discretion is determined and the manner of its exercise is subject to review is
relevant to the regulator’s ability to act responsibly, fairly and consistently.

11
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c) Is the interpretative process transparent enough to preclude situations in
which an abuse of discretion can occur?
2. When more than one domestic authority is responsible:

a) Does the legislation ensure that any division of responsibility avoids gaps
or inequities in regulation?

b) Is substantially the same type of conduct generally subject to consistent
regulatory requirements?

3. When more than one domestic authority is responsible:

a) Are there effective arrangements for cooperation and communication of
information between responsible authorities through appropriate channels?

b) Are responsible authorities required to cooperate and communicate in
areas of shared responsibility?

C) Are cooperation and communication occurring between responsible
authorities without significant limitations?*

Benchmarks
Fully Implemented

Requires affirmative responses to all applicable Questions except to
Questions 2 and 3, if not applicable because there is a single responsible
authority.

Broadly Implemented

Requires affirmative responses to all applicable Questions except to
Question 2(b), or to Question 3(b), provided that different responsible
authorities do not supervise the same entity, i.e., as where prudential and
conduct of business supervision of the same entity is performed by
different regulatory authorities.

Partly Implemented
Requires affirmative responses to all applicable Questions except to

Questions 1(c) and 2(b), and to Question 3(b), if more than one
responsible authority supervises the same entity.

22 Measures to protect the confidentiality of non-public information consistent with permitted uses should
not be considered significant limitations. See also Principle 12.
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Not Implemented

Inability to respond affirmatively to one or both of Questions 1(a) and 1(b)
and, if applicable, one or more of Questions 2(a), 3(a) or 3(c).

Explanatory Notes

Where the responsibilities for securities regulation are shared by more than one regulator
and there are differences in the responsibilities and powers of those regulators, the
assessment should identify each of the relevant regulatory authorities and take into
consideration whether the responsibilities and powers of the regulators taken in
combination are sufficient to address each component of the Principles and the Key
Questions and Key Issues thereunder. This will require an explanation of how powers
and responsibilities considered relevant in the Methodology are distributed and executed
in a multi-unit jurisdiction or where regulatory powers are distributed by function,
security, service or entity.

In this respect, the Principles are neutral as to whether securities regulation can be
distinguished by security, function, service, entity, and/or type of transaction. What is
important is to determine, and to consider, how regulation applies to the financial
markets, participants, intermediaries, securities and services that characterize the
jurisdiction being assessed.

Gaps should be construed to mean gaps in coverage (not in performance) of areas of the
basic elements (functions and objectives) of securities regulation (e.g., collective
investment schemes, issuers, market intermediaries, secondary markets, enforcement)
which are applicable to, and are not covered by, the system being assessed. The assessor
should draw the views of the jurisdiction being assessed regarding gaps and inequities.
More specific functional gaps or deficiencies should be treated under the specific
Principles related to each element of securities regulation. Evidence should be provided
as to how all areas addressed by the Principles are covered and, where there are divisions
of authority, effective arrangements exist for cooperation.

Where legislation does not satisfactorily address gaps or inequities and amendment is not
possible in the short-term, potential gaps or inequities may be addressed by procedures
intended to ensure the avoidance of inequities or gaps as a result of any division of
responsibilities, such as protocols or arrangements with other financial services regulators
or authorities to assure appropriate and equitable coverage of the functions and objectives
of securities regulation.

13
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Principle 2 The regulator should be operationally independent and accountable
in the exercise of its powers and functions.

Independence and accountability are inter-related. Independence means the ability to
undertake regulatory measures and to take and enforce decisions without external
(political or commercial) interference. Accountability means that, in the use of its powers
and resources, the regulator should be subject to appropriate scrutiny and review.

Key Issues
Independence®

1. The regulator should be operationally independent from external political
interference** and from commercial, or other sectoral interests, in the exercise of
its functions and powers.

2. Consultation with or approval by a government minister or other authority should
not include decision making on day-to-day technical matters.

3. In jurisdictions where particular matters of regulatory policy require consultation
with, or even approval by, a government minister or other authority, the
circumstances in which such consultation or approval is required or permitted
should be clear and the process of consultation and criteria for action sufficiently
transparent or subject to review to safeguard its integrity.

4. The regulator should have a stable source of funding sufficient to exercise its
powers and responsibilities.

5. There should be adequate legal protection for regulators and their staff acting in
the bona fide discharge of their functions and powers.

Accountability

6. The regulator should be publicly accountable in the use of its powers and
resources to ensure that the regulator maintains its integrity and credibility.

7. There should be a system permitting judicial review of final decisions of the
regulator.
8. Where accountability is through the government or some other external agency,

the confidential and commercially sensitive nature of information in the

3 Principles, Section 6.3.
* The term “interference” means a formal or informal level and method of contact that affects day-to-day
decision making and is unsusceptible to review or scrutiny.
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possession of the regulator must be respected. Safeguards should be in place to
protect such information from inappropriate use or disclosure.

Key Questions

Independence

1. Does the securities regulator have the ability to operate on a day-to-day basis
without:
a) External political interference?
b) Interference from commercial or other sectoral interests?>

2. Where particular matters of regulatory policy require consultation with, or even

approval by, a government minister or other authority:
a) Is the consultation process established by law?

b) Do the circumstances, in which consultation is required, exclude decision
making on day-to-day technical matters?

C) Are the circumstances in which such consultation or approval is required
or permitted clear and the process sufficiently transparent, or the failure to
observe procedures and the regulatory decision or outcome subject to
sufficient review, to safeguard its integrity?

3. Does the securities regulator have a stable and continuous source of funding
sufficient to meet its regulatory and operational needs?

4. Are the regulatory authority, the head and members of the governing body of the
regulatory authority, as well as its staff, accorded adequate legal protection for the
bona fide discharge of their governmental, regulatory and administrative functions
and powers?*°

5. Are the head and governing board of the regulator subject to mechanisms
intended to protect independence, such as: procedures for appointment; terms of
office; and criteria for removal?

Accountability

6. With reference to the system of accountability for the regulator’s use of its powers
and resources:

% Principle 3. Administrative actions, such as licensing or commencement of inspections or investigations
ordinarily should be particularly scrutinized for freedom from inappropriate influence.
26 Principle 5.
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a) Is the regulator accountable to the legislature or another government body
on an ongoing basis?

b) Is the regulator required to be transparent” in its way of operating and use
of resources and to make public its actions that affect users of the market
and regulated entities, excluding confidential or commercially sensitive
information?

C) Is the regulator’s receipt and use of funds subject to review or audit?

7. Are there means for natural or legal persons adversely affected by a regulator’s

decisions or exercise of administrative authority ultimately to seek review in a
court, specifically:

a) Does the regulator have to provide written reasons for its material
decisions?*®

b) Does the decision-making process for such decisions include sufficient
procedural protections to be meaningful?

c) Are affected persons permitted to make representations prior to such a
decision being taken by a regulator in appropriate cases?”’

d) Are all such decisions taken by the regulator subject to a sufficient,
independent review process, ultimately including judicial review?

8. Where accountability is through the government or some other external agency, is

confidential and commercially sensitive information subject to appropriate
safeguards to prevent inappropriate use or disclosure?

Benchmarks

Fully Implemented

Requires affirmative responses to all applicable Questions.

Broadly Implemented

Requires affirmative responses to all applicable Questions except to
Question 6(b).

%" The regulator must be accountable as a matter of law; the regulator may be considered to be “required” to
be transparent, if, as a general principle of administrative law, procedure or practice, its use of its powers
and resources generally is transparent.

% The regulator need not be required by legislation to give written reasons provided that it has formal
written procedures as to when it will do so.

¥ For example, a warning letter may not be subject to additional process.
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Partly Implemented

Requires affirmative responses to all applicable Questions except to either
Question 2(b) or 2(c), and to Questions 4, 5, 6(b) and 7(c).

Not Implemented

Inability to respond affirmatively to one or more of Questions 1(a), 1(b),
2(a), both 2(b) and 2(c), 3, 6(a), 6(c), 7(a), 7(b), 7(d) or 8.

Explanatory Notes

The balance between independence and accountability is delicate. The Principles take no
position on location of the regulator within the governmental structure. Nevertheless, in
different circumstances the safeguarding of independence must be particularly
scrutinized. Not only should the allocation of regulatory responsibilities, the framework
for accountability and procedures or other mechanisms in place to achieve independence
be considered, but also the actual operation of the relationship between the regulator and
any governmental overseer should be considered. If possible, the effect of such inter-
relationship should be reviewed in specific cases. For example, in some jurisdictions,
rules or policies may require approval by a government minister or other authority or
other important regulatory matters may require consultation with or approval by a
government minister or other authority. Also, sometimes matters are reviewed within the
government for compliance with applicable law. The circumstances in which such
consultation or approval is required or permitted should be clear and the process
sufficiently transparent or subject to review as to safeguard its integrity.

Criteria for decision-making also can insulate the process from inappropriate political
interference. For example, the ability to reverse licensing decisions at the ministerial level
without clear criteria both for the refusal to license and related decision-making process
would inappropriately infringe independence. A stable source of funding is critical
because operational independence can be compromised if funding can be curtailed by
external action. The assessor may inquire of the assessed jurisdiction as to whether the
source of funds can adversely affect their accessibility.

As this Principle tests independence, the ability to protect sensitive information passed to
other decision-making authorities should be part of the regulatory framework to prevent
undue interference with the regulatory authorities’ operations. The safeguards in place
must be part of the system.

One example of adequate legal protection for regulators acting in bona fide performance
of regulatory functions would be qualified immunity from personal liability for actions
taken in good faith within the scope of the regulator’s authority. Other arrangements may
also be possible. The adequacy and type of legal protection for regulators acting in bona
fide performance of their regulatory functions must be evaluated according to the legal
system applicable in the assessed jurisdiction.
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Formal consultation with commercial interests, including those subject to regulation, as
contemplated under Principal 4, does not impair independence.
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Principle 3 The regulator should have adequate powers, proper resources and
the capacity to perform its functions and exercise its powers.

The powers and resources of the regulator should be consistent with the size, complexity
and types of the markets that it oversees and its need to meet the functions contained in
these Principles. The assessor should determine after assessing all the Principles and the
effectiveness of the jurisdiction’s regulatory program if there is a substantial basis for
concluding that the powers, resources and capacity of the regulator are sufficient.

Key Issues™

1. The regulator should have powers of licensing, supervision, inspection,
investigation and enforcement.

2. The regulator should have adequate funding to exercise its powers and
responsibilities.
3. The level of resources should recognize the difficulty of attracting and retaining

experienced staff.
4. The regulator should ensure that its staff receives adequate, ongoing training.
Key Questions’’

1. Are the powers and authorities of the regulator sufficient, taking into account the
nature of a jurisdiction’s markets and a full assessment of these Principles to meet
the responsibilities of the regulator(s) to which they are assigned?

2. With regards to funding:

a) Does the regulator’s funding reflect the needs of the regulator in
supervising a given market, taking into account the size, complexity and
types of functions subject to its regulation, supervision or oversight?

b) Can the regulator affect the operational allocation of resources once
funded?

3% Principles, Section 6.4. See also the Key Questions on enforcement and cooperation under Principles 8,
9, 11 and 13 and Key Questions relating to regulatory powers related to Issuers, Market Intermediaries,
Collective Investment Schemes and Secondary Markets.

3! The answers to these questions should be consistent with powers and authorities discussed in other
sections.
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3. Does the level of resources recognize the difficulty of attracting and retaining
experienced and skilled staff?

4. Does the regulator ensure that its staff receives adequate ongoing training?

Benchmarks

Fully Implemented

Requires affirmative responses to all applicable Questions.

Broadly Implemented’’

Requires affirmative responses to all applicable Questions except to
Question 3.

Partly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 2(b), 3 and 4.

Not Implemented
Inability to respond affirmatively to one or both of Questions 1 and 2(a).
Explanatory Notes

The powers granted to the regulator should be commensurate to the functions committed
to the regulator. Where there is more than one regulator, the powers required for
implementation may be distributed among them. The powers granted, taken together,
should be sufficient to provide the ability to achieve implementation of the other
Principles set forth in this Methodology. The assessor may wish to review this Principle
after the full assessment is complete.

In complex markets, technology may be necessary to assure efficient discharge of
regulatory functions. An appropriate program of investor education also may assist the
regulator in carrying out its responsibilities. Investor education is assessed under
Principle 4.

The regulator should be given an opportunity to demonstrate to the assessor that its
powers and funding are adequate and, in particular, how they are deployed to achieve its
objectives and legal and regulatory responsibilities; for example, how the regulator
measures effectiveness, promptness of action, level of coverage and ability to meet its
priorities.

32 For Broadly and Partly, the availability and sufficiency of resources in fact may need to be evaluated
along the spectrum of Fully to Partly with guidance from the assessed jurisdiction.
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Turnover of staff may be an indication of inability to attract and retain qualified staff.
The assessor should inquire further about the reasons.
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Principle 4 The regulator should adopt clear and consistent regulatory
processes.

Clear, consistent, transparent procedures and processes are part of fundamental fairness
and of a framework for developing regulatory decisions and for undertaking regulatory
actions that assures accountability. Transparency policies must, however, balance the
rights of individuals to confidentiality, and regulators’ enforcement and surveillance
needs, with the objective of fair, equitable and open regulatory processes.

Key Issues>
Clear and Equitable Procedures with Consistent Application

1. In exercising its powers and discharging its functions, the regulator should adopt
processes which are:

a) Consistently applied.

b) Comprehensible.

C) Transparent to the public.
d) Fair and equitable.

2. In the formulation of policy, subject to enforcement and surveillance concerns,*
the regulator should:

a) Have a process for consultation with the public, including those who may
be affected by the policy.

b) Publicly disclose its policies in important operational areas.>
C) Have regard to the cost of compliance with regulation.
3. The regulator should observe standards of procedural fairness.

3 Principles, Section 6.5.

** Principles, footnote 14. In some operational areas and in some cases, particularly in the areas of
surveillance and enforcement, consultation and disclosure may be unnecessary or inappropriate as this may
compromise the effective implementation of policy.

3% That is policies with respect to Issuers, Collective Investment Schemes, Market Intermediaries and
Secondary Markets.
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Transparency and Confidentiality

4. Transparency practices, such as publication of reports on the outcome of
investigations or inquiries, where permitted, should be consistent with the rights
of an individual to a fair hearing and the protection of personal data, factors that
will often preclude publicity when a matter is still the subject of investigation.

Investor Education
5. Regulators should play an active role in the education of investors and other
market participants.

Key Questions

Clear and Equitable Procedures

1. Is the regulator subject to reasonable procedural rules and regulations?
2. Does the regulator:
a) Have a process for consultation with the public, or a section of the public,

including those who may be affected by the policy, for example, by
publishing proposed rules for public comment, circulating exposure drafts
or using advisory committees or informal contacts?

b) Publicly disclose and explain its policies, not including enforcement and
surveillance policies, in important operational areas, such as through
interpretations of regulatory actions, setting of standards, or issuance of
opinions stating the reasons for regulatory actions?

C) Publicly disclose changes and reasons for changes in rules or policies?
d) Have regard, in the formulation of policy, to the costs of compliance with
regulation?
e) Make all rules and regulations available to the public?®’
f) Make its rulemaking procedures readily available to the public?*®
3. In assessing procedural fairness:
a) Are there rules in place for dealing with the regulator that are intended to

ensure procedural fairness?

36 See Explanatory Note.
37 For example, on its web site or through readily accessible reports. See also Principle 1.
¥ Principle 2.
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b) Is the regulator required™ to give reasons in writing for its decisions that
affect the rights or interests of others?

C) Are all material actions of the regulator in applying its rules subject to
review?
d) Are such decisions subject to judicial review where they adversely affect

legal or natural persons?

e) Are the general criteria for granting, denying, or revoking a license made
public, and are those affected by the licensing process entitled to a hearing
with respect to the regulator’s decision to grant, deny, or revoke a license?

Transparency and Confidentiality

4. If applicable, are procedures for making reports on investigations public
consistent with the rights of individuals, including confidentiality and data
protection?

Investor Education

5. Does the regulator play an active role in promoting education in the interest of

protecting investors?
Consistent Application

6. Are the regulator’s exercise of its powers and discharge of its functions
consistently applied?

Benchmarks
Fully Implemented

Requires affirmative responses to all applicable Questions.*

Broadly Implemented

Requires affirmative responses to all applicable Questions except to
Question 2(d).

Partly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 2(b), 2(d), 2(f) and 5.

% The regulator need not be required by legislation to provide reasons, provided that it has written
procedures as to when it will do so.

“ Principle 2. If there is no power to make reports public, then there would be no need to protect
confidentiality.
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Not Implemented

Inability to respond affirmatively to one or more of Questions 1, 2(a), 2(c),
2(e), 3(a), 3(b), 3(c), 3(d), 3(e), 4 or 6.

Explanatory Notes

The assessor should establish whether there are specific laws, rules or procedures that
govern the administrative structure and whether these rules are clear, accessible and
transparent. Such rules would assist in assuring that procedures are consistently applied,
comprehensible, transparent to the public and fair and equitable.

In some operational areas, and in some cases, particularly in areas of surveillance and
enforcement, consultation and disclosure may be unnecessary or inappropriate as this
may compromise the effective implementation of regulatory policy.

There may be different levels of, or procedures for, review of different types of
regulatory actions. For example, rulemaking may be subject to different review
procedures than actions with respect to granting licenses or taking enforcement action.
This is not inconsistent with the Principles if the review procedures are transparent and
equitably applied.”!

An effective consultation process may be responsive to the need to take into account the
impact of regulation and to have regard to the costs of compliance with regulation. The
regulator should be able generally to assess the use of its resources. A regulator is not
required to conduct a specific cost/benefit analysis in order to be found to have regard for
the cost of compliance when framing regulatory policy.

Interviews with affected parties and other documentation may be necessary to confirm
whether procedures are, in fact, consistently applied, fair and equitable and the market is
open to fair competition practices.

The regulator also should be invited to explain what sort of investor education activities
or programs are promoted by the regulator within the assessed jurisdiction.

*! Principle 2, Key Question 7, supra.
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Principle 5 The staff*? of the regulator should observe the highest professional
standards including appropriate standards of confidentiality.

This Principle refers to the integrity and the means for achieving and demonstrating the
integrity of the regulatory authority and its staff. Only the highest professional standards
of conduct are appropriate to achieving the objectives of regulation.

Key Issues™®

1. The staff of the regulator should observe the highest professional standards and be
given clear guidance on matters of conduct including:

a) The avoidance of conflicts of interest (including the conditions under
which staff may trade in securities).

b) The appropriate use of information obtained in the course of the exercise
of powers and the discharge of duties.

C) The proper observance of confidentiality and secrecy provisions and the
protection of personal data.

d) The observance of procedural fairness.
2. Failure to meet standards of professional integrity should be subject to sanctions.
Key Questions
1. Are the staff of the regulator required to observe legal requirements or a "Code of

Conduct" or other written guidance, pertaining to:
a) The avoidance of conflicts of interest?

b) Restrictions on the holding or trading in securities subject to the
jurisdiction of the regulatory authority and/or requirements to disclose
financial affairs or interests?

C) Appropriate use of information obtained in the course of the exercise of
powers and the discharge of duties?

d) Observance of confidentiality and secrecy provisions and the protection of
personal data?

*2 To comply with Principles 2 and 4, Principle 5 also should be considered to apply to the head and
members of the regulatory authority.
# Principles, Section 6.6.
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e) Observance by staff of procedural fairness in performance of their
functions?
2. Are there:
a) Processes to investigate and resolve allegations of violations of the above
standards?
b) Legal or administrative sanctions for failing to adhere to these standards?
Benchmarks
Fully Implemented

Requires affirmative responses to all applicable Questions.

Broadly Implemented

Requires affirmative responses to all applicable Questions except that
there may not be active monitoring of matters under Questions 1(a) and
1(b).

Partly Implemented

Requires affirmative responses to all applicable Questions except that with
respect to Questions 1(a) through (e), there may be minor shortcomings in
observance of procedures, including no active monitoring under Questions
I(a) and 1(b).

Not Implemented

Inability to respond affirmatively to one or more of Questions 1(a), 1(b),
I(c), 1(d) or 1(e), subject to the departures from full compliance permitted
under Partly Implemented, or failure to respond affirmatively to either of
Questions 2(a) or 2(b).

Explanatory Notes

The Key Questions are intended to address requirements relating to maintenance of high
professional standards. The assessor should obtain documentation of specific procedures
and how they have been used in specific cases. The assessor should also look at
documentation of confidentiality measures and arrangements to avoid conflicts of
interest.* For example, guidance on conflicts of interest should address outside
employment and holding of other positions, among other things.

* Principle 4.
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Restrictions on trading could include, for example, pre-clearance of transactions or
restrictions on transactions above a specified threshold
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B. Principles Relating to Self-Regulation
1. Preamble

Self regulatory organizations (SROs) can be a valuable complement to the regulator in
achieving the objectives of securities regulation. Various models of self-regulation exist
and the extent to which self-regulation is used varies.*’

Typically, SROs draw on the expertise of their private sector members and, when
appropriate, augment regulatory resources by requiring observance of standards that may
go beyond government regulation, or permit quicker, more flexible responses to market
conditions.*

2. Scope

Self-regulation may be based on statutorily delegated powers and may encompass the
authority to create, amend, implement and enforce rules with respect to entities subject to
the SRO’s jurisdiction and to resolve disputes through arbitration or other means.*’

An organization should be classified as an SRO (and subject to assessment under
Principle 7) if it has been given the power or responsibility to regulate any part of the
securities market or industry.*®

3. Principles 6 and 7

Principle 6 is generally subsumed within Principle 7, and therefore an assessor should
assess these two Principles in conjunction. The assessor must identify whether any
regulatory activities are undertaken by an SRO(s). If they are not, Principles 6 and 7 are
not applicable and need not be assessed. This should be documented.

* Principles, Section 7.2.
46
Id.
“71d.
* Principle 6, Key Questions, infra.
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Principle 6 The regulatory regime should make appropriate use of self-
regulatory organizations (SROs) that exercise some direct oversight
responsibility for their respective areas of competence and to the
extent appropriate to the size and complexity of the markets.

The Principles recognize the value that a properly regulated SRO can play and set out
general recommendations for the proper authorization and oversight of SROs. However,
the use of SROs, while a policy option, is discretionary, and therefore, the absence of
SROs in a jurisdiction should have no assessment implication.

The “appropriate use” of an SRO is related to:

1. The SRO’s capacity to carry out the purposes of relevant governing laws,
regulations and SRO rules, and to enforce compliance by its members and
associated persons with those laws, regulations and rules as reflected in the SRO’s
regulatory authorization requirements and oversight program.

2. The adequacy of the regulator’s oversight.
3. The need for augmentation of regulatory resources.

“Inappropriate use” of an SRO by extension might include the exercise of SRO functions
by an unauthorized entity or without regulatory oversight, designation of private sector
institutions that demonstrate an insufficient capability to meet standards of authorization
or delegation to perform SRO functions, evidence of misuse of quasi-governmental
powers, or insufficient performance of the functions of self-regulation.

Key Issues

1. If self-regulation is used, the SRO should be subject to appropriate oversight by
the regulator.*’

Key Questions
Performance of Functions of SRO
1. Are there organizations that:

a) Establish rules of eligibility that must be satisfied in order for individuals
or firms to participate in any significant securities activity?

* As specified under Principle 7.
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b) Establish and enforce binding rules of trading or business conduct for
individuals or firms engaging in securities activities?

c) Establish disciplinary rules and/or conduct disciplinary proceedings,
which have the potential to impose enforceable fines, or other penalties, or
to bar or suspend a legal or natural person from participating in securities
activities or professional activities related to securities activities?

An affirmative response to Questions 1(a), 1(b) or 1(c) requires assessment of Principle
7.

Explanatory Notes

Use of properly overseen SROs can expand regulatory resources in complex and small
markets.”’

%% See also, Principle 3.
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Principle 7 SROs should be subject to the oversight of the regulator and should
observe standards of fairness and confidentiality when exercising
powers and delegated responsibilities.

In assessing this Principle the assessor should consider whether an SRO’s powers and
levels of oversight are consistent with its functions and responsibilities. Like a regulatory
authority, an SRO’s processes should be fair and consistent, its decisions should be
subject to regulatory review, and the protection of confidentiality, data and professional
responsibility of staff for its conduct should be similar to that expected of the regulator.
The regulator should have full authority to oversee effectively any SRO.

Key Issues
Authorization

1. As a condition of authorization, the legislation or the regulator should require an
SRO to demonstrate that it:

a) Has the capacity to carry out the purposes of relevant governing laws,
regulations and SRO rules, and to enforce compliance by its members and
associated persons subject to those laws, regulations, and rules.

b) Treats all members of the SRO and applicants for membership in a fair
and consistent manner.

C) Develops rules that are designed to set standards of behaviour for its
members and to promote investor protection.

d) Submits to the regulator its rules for review and/or approval, as the
regulator deems appropriate, and ensures that the rules of the SRO are
consistent with the public policy directives established by the regulator.

e) Cooperates with the regulator and other SROs to investigate and enforce
applicable laws and regulations.

f) Enforces its own rules and imposes appropriate sanctions for non-
compliance.
g) Assures a fair representation of members in selection of its directors and

administration of its affairs.

h) Avoids rules that may create anti-competitive situations.
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1) Avoids using the oversight role to allow any market participant unfairly to
gain advantage in the market.”’

Oversight
2. Oversight should be on-going to ensure that:

a) An SRO meets the conditions of its authorization on an ongoing basis.>

b) The government regulator retains the authority to inquire into matters
affecting investors or the market.

C) Where the powers of an SRO are inadequate to investigate, or otherwise to
address, alleged misconduct or where the SRO has a conflict of interest,
the regulator conducts any necessary investigation rather than the SRO.

d) An SRO provides information to the regulator that allows matters

requiring regulatory intervention to be identified at an early stage.™
Professional Standards

3. The SRO should adopt standards of confidentiality for its staff and standards of
procedural fairness applicable to its members comparable to those for the
regulator.”

Conflicts of Interest

4. The SRO should have procedures in place to address potential conflicts of
interest.
Key Questions

Authorization or Delegation Subject to Oversight

1. As a condition to authorization, does the legislation or the regulator require the
SRO to demonstrate that it:”

a) Has the capacity™ to carry out the purposes of governing laws, regulations
and SRO rules consistent with the responsibility delegated to the SRO, and
to enforce compliance by its members and associated persons subject to
those laws, regulations and rules?

>! Principles, Section 7.3 9 4.

>2 Principles, Section 7.3 4 1.

> Principles, Section 7.3 4 5.

>* Principles, Section 7.3 4 6.

> In the case of a newly operational SRO, the applicant should demonstrate that it has programs and
procedures in place to meet the conditions of authorization, and ongoing and effective execution of such
programs or procedures should be considered a condition of authorization.

>% Principles, Section 7.3 9 3.
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b)

d)

g)

h)

Oversight

Treats all members of the SRO, applicants for membership and similarly
situated market participants subject to its rules in a fair and consistent
manner?

Develops rules that are designed to set standards for its members and to
promote investor protection?

Submits to the regulator its rules, and any amendments thereto, for review
and/or approval, as the regulator deems appropriate, and ensures that the
rules of the SRO are consistent with the public policy directives
established by the regulator?

Cooperates with the regulator and other domestic SROs to investigate and
enforce applicable laws, regulations and rules?

Imposes appropriate sanctions for non-compliance with its own rules?

Where applicable, e.g., a mutual organization, assures a fair representation
of members in selection of its board of directors and administration of its
affairs?

Avoids rules that may create anti-competitive situations as defined in the
Explanatory Note?

Avoids using the oversight role to allow any market participant unfairly to
gain an advantage in the market?

2. Does the regulator:

a)

b)

Have in place an effective on-going oversight program of the SRO, which
may include:

1) Inspection of the SRO;

i1) Periodic reviews;

i11) Reporting requirements;

iv) Review and revocation of SRO governing instruments and rules; and

v) The monitoring of continuing compliance with the conditions of
authorization or delegation.

Retain full authority to inquire into matters affecting the investors or the
market?

Take over an SRO’s responsibilities where the powers of an SRO are

inadequate for inquiring into or addressing particular misconduct or
allegations of misconduct or where a conflict of interest necessitates it?
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Professional Standards Similar to those Expected of a Regulator

3. Does the law or regulator require the SRO to follow similar professional standards
of behavior as would be expected of a regulator:

a) On matters relating to confidentiality and procedural fairness?

b) On the appropriate use of information obtained in the course of the SRO’s
exercise of its powers and discharge of its responsibilities?

Conflicts of Interest

4. Does the law or regulator assure that potential conflicts of interest at the SRO are
avoided or resolved?

Benchmarks
Fully Implemented

Requires affirmative responses to all applicable Questions.

Broadly Implemented

Requires affirmative responses to all applicable Questions except that, in
the case of Questions 1(g) and 1(h), the regulator does not have the power
to require that the SRO:

« assures a fair representation of members in the selection of its board of
directors and the administration of its affairs; or

. avoids rules that may create anti-competitive situations;

provided that, the SRO has relevant rules and procedures and/or there is
general law that addresses these issues and there is not a record of
substantial complaint.

Partly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 1(g), 1(h) and 4, provided that in the case of Question 4, the
regulator can take over actions undertaken by the SRO where these
matters are at risk and there is no evidence of obvious abuses.

Additionally, although the SRO may not have the power to assist in
investigation of compliance with applicable laws and regulations, the
regulator requires the SRO, as a condition of authorization and on an
ongoing basis, to make all relevant information available to the regulator
in regards to Question 1(e).
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Not Implemented

Inability to demonstrate that the regulator can require an SRO to meet
standards or failure to respond affirmatively to one or more of Questions
1(a), 1(b), 1(c), 1(d), 1(f), 1(i), 2(a), 2(b), 2(c), 3(a) or 3(b) or to Questions
I(e) or 4, absent the qualifications under Partly Implemented, and/or a
finding that the exercise of SRO functions in practice occurs without
oversight or there is demonstrable evidence of abuse or insufficient
performance of SRO functions.

Explanatory Notes:

The level and extent of regulatory oversight and the types of needed powers and
protections may be affected by the structure of the self-regulatory authority. For
example, there may be more concern for conflicts of interest, or appropriate use of self-
regulatory resources, in the case of for-profit, demutualized markets. Furthermore, in
some markets, certain very specific functions are delegated to self-regulatory authorities
and others are not. Assessors must sensibly apply the benchmarks in this case, only
requiring oversight of the functions performed and not testing powers or attributes not
performed by the SRO. For example, if exchanges perform certain, but not other, SRO
functions and are not specifically designated as SROs, those functions should be tested
against Principle 7 as applicable even though the exchange is authorized under Principle
25. The assessments for Principle 25 and Principle 7 in this case should be consistent.
Reference also may be made to other relevant Principles for testing the adequacy of
performance of regulatory functions by SROs where such functions are delegated to the
SRO.

Anti-competitive situations may include situations where the SRO (i) acts in an
exclusionary, unfair, or inequitable manner when governing access to the SRO or when
taking action with respect to enforcement, or (ii) promulgates or interprets SRO rules and
procedures in a way that is not fair and equitable to similarly situated market participants.
Among other things, regulatory oversight should be directed to the SRO undertaking its
responsibilities in a way that unreasonably prevents access to the market or that
unreasonably creates barriers to entry in the business of providing investment services
that are unrelated to oversight of the market or prudential concerns.”’

SROs that are public companies also should be subject to the governance provisions
applicable to other issuers. See Principles 14 through 16.

>7 Principles, Section 5.
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C. Principles Relating to Enforcement
1. Preamble

The complex character of securities transactions and the sophistication of fraudulent
schemes require strong and rigorous enforcement of securities laws. The Principles do
not consider that what is encompassed by the term “enforcement” should be interpreted
narrowly. Instead, that term should be interpreted broadly enough to encompass powers
of surveillance and inspection, as well as investigation, such that the regulator should be
expected to have the ability, the means and a variety of measures to detect, deter, enforce,
sanction, redress and correct violations of securities laws. Principles 8, 9 and 10 are
referred to herein as the Enforcement Principles. Together they seek to determine a
regulator’s ability to monitor the entities subject to its supervision, to collect information
on a routine and ad hoc basis, and to take enforcement action to ensure that persons and
entities comply with relevant securities laws.

Reflecting a broad definition of enforcement, Principle 8 deals with the ability of the
regulator to perform ongoing supervision and to implement supervisory programs as
preventative measures and with the circumstances in, and methods by which, the
regulator may obtain information in the course of executing its responsibilities.”
Principle 9 deals with the courses of action available to the regulator where a breach of
relevant securities laws is identified. Principle 10 requires the regulator to demonstrate
how the regulatory system in place, and its own organization, provides for an effective
and credible use of its supervisory and enforcement powers. In particular, the regulator
should be able to demonstrate that there is a system to take effective investigation and
enforcement actions and that such actions, where necessary, have been undertaken to
address misconduct or abuses. An effective program, for example, could combine various
means to identify, detect, deter and sanction such misconduct. A wide range of possible
sanctions could meet the standards according to the nature of the legal system assessed.
The regulator, however, should be able to provide documentation that demonstrates that
sanctions available (whatever their nature) are effective, proportionate and dissuasive.
Sections of the Principles that address specific functions also address possible sanctions.

The assessment under these Principles requires a careful consideration of the legal system
in which the regulator operates. The Principles do not prescribe any specific model to be
followed and contemplate both civil law and common law systems. There are several
models that have been shown to be effective. These include models in which
responsibilities are shared between several government or quasi-government agencies or
in which responsibilities are shared with SROs.

Principles 8, 9 and 10 are interrelated with the specific regulatory functions and
responsibilities described under the Principles sections on Issuers, Collective Investment
Schemes, Market Intermediaries and Secondary Markets. Assessors should ensure that

¥ Principles, Section 8.3.
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there are no inconsistencies in the evaluation of Principles 8, 9 and 10 and the
assessments of the other Principles in the assessed jurisdiction.

2. Scope

Mechanisms for ensuring enforcement of securities laws should be in force in all
jurisdictions. It is not necessary, however, that the responsibility for all aspects of
enforcement of the securities law be given to a single body.

Where enforcement is undertaken by an authority other than the regulator or where
enforcement is shared between the regulator and another authority, cooperation among
such bodies is critical and the ability to act timely and effectively should be particularly
scrutinized.
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3. Principles 8 through 10

Principle 8 The regulator should have comprehensive inspection, investigation
and surveillance powers.

Reflecting a broad definition of enforcement, Principle 8 is designed to address whether a
regulator has the powers to conduct surveillance, undertake investigations, obtain
information, and take corresponding enforcement action in relation to regulated entities
to ensure that they comply with relevant securities laws. It covers the circumstances in,
and methods by which, the regulator may obtain information from those entities in the
course of its inquiries. Principle 8, in particular, addresses the regulator’s authority to
conduct ongoing oversight and supervision of regulated entities as preventative measures.

Key Issues

1. The regulator should have the power to require the provision of information in the
ordinary course of business, in response to an inquiry or as part of a reporting
cycle, or to carry out inspections of regulated market participants’ business
operations whenever it believes it necessary to ensure compliance with relevant
standards. The suspicion of a breach of law should not be necessary to enable the
regulator to conduct inspections or require information of regulated entities.>

2. The regulator should be able to require the provision of all information reasonably
needed to ensure compliance with relevant standards, including books,
documents, communications, and statements.®

3. Where regulatory enforcement responsibilities are delegated to an SRO or a third
party, these parties should be subject to disclosure and confidentiality
requirements that are as stringent as those applicable to the regulator.

Key Questions®'

1. Can the regulator inspect a regulated entity's® business operations, including its
books and records, without giving prior notice?

2. Can the regulator obtain books and records and request data or information from
regulated entities without judicial action, even in the absence of suspected
misconduct, in response to:*

%% Principles, Section 8.2 92 and footnote 21.

% TOSCO Presidents’ Committee, Resolution on Principles for Recordkeeping, Collection of Information,
Enforcement Powers and Mutual Cooperation (November 1997) (“Resolution on Recordkeeping”).

%1 Questions for Principle 8 are generally taken from the Resolution on Recordkeeping, supra, and
confirmed by IOSCO Public Document No. 126, Multilateral Memorandum of Understanding Concerning
Consultation and Cooperation and the Exchange of Information (May 2002) (the “Multilateral MOU”).

62 «“Regulated entity” includes authorized or licensed entities or persons.
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a) A particular inquiry?
b) On a routine basis?
3. Does the regulator have the power to supervise its authorized exchanges and

regulated trading systems through surveillance?

4. Does the regulator have record-keeping and record retention requirements for
regulated entities?

5. Are regulated entities required:
a) To maintain records concerning client identity?
b) To maintain records that permit tracing of funds and securities in and out
of brokerage and bank accounts related to securities transactions?
c) To put in place measures to minimize potential money laundering?®*
6. Does the regulator have the authority to determine or have access to the identity

of all customers of regulated entities?

7. Where a regulator out-sources inspection or other regulatory enforcement
authority to an SRO® or a third party:

a) Does the regulator supervise the outsourced functions of third parties?

b) Does the regulator have full access to information maintained or obtained
by the third parties?

C) Can the regulator cause changes/improvements to be made in the third
parties' processes?

d) Are these third parties subject to disclosure and confidentiality
requirements that are no less stringent than those applicable to the
regulator?

Benchmarks
Fully Implemented

Requires affirmative responses to all applicable Questions.

83 Principles, Section 8.2 92 and § 4.
54 Principles, Section 8.5 9 2.
% In the case of an SRO, the regulator should have these powers as a condition of continuing authorization.

See Principle 7.
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Broadly Implemented

Requires affirmative responses to all applicable Questions, except to
Question 7(c).

Partly Implemented

Requires affirmative responses to all applicable Questions, except to
Questions 7(c) and 7(d), or where the regulator must cooperate with other
authorities to obtain records of regulated entities, such cooperation is not
sufficiently timely.

Not Implemented

Inability to respond affirmatively to one or more of Questions 1, 2(a),
2(b), 3, 4, 5(a), 5(b), 5(c), 6, 7(a) or 7(b).

Explanatory Note
The Principles dealing with a regulator’s specific functional responsibilities with respect
to regulated entities (e.g., the Principles for Collective Investment Schemes, Market

Intermediaries and Secondary Markets) are inter-related with Principle 8 and there should
be no inconsistencies in these assessments.
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Principle 9 The regulator should have comprehensive enforcement powers.

While Principle 8 is limited to regulated entities, Principle 9 is intended to have wider
application. As in the case of powers, reflecting a broad definition of enforcement,
Principle 9 deals with courses of action open to the regulator where a breach of relevant
securities laws by any person is identified.

Key Issues

1.

The regulator or other competent authority should be provided with
comprehensive investigative and enforcement powers including the power: to
seek orders or to take action to enforce regulatory, administrative or investigative
powers; to impose effective sanctions, or to seek them; or to initiate or refer
matters to the criminal authorities.*®

The regulator or other competent authority should be able to obtain data,
information, documents, books and records and statements or testimony from any
person involved in relevant conduct or who may have information relevant to a
regulatory or enforcement inquiry/investigation.

As a general matter, these enforcement powers should not compromise private
rights of action. Private persons should be able to seek their own remedies
(including, for example, for compensation, damages or specific performance of an
obligation).”’

Where enforcement or other corrective action requires the action of more than one
regulator or other competent authority, prompt cooperation, including information
sharing between them, should be possible for investigative and enforcement
purposes.®®

Key Questions

I.

Does the regulator or other competent authority within the jurisdiction have the
investigative and enforcement power to enforce compliance with the laws and
regulations relating to securities activities?

Does the regulator or other competent authority within the jurisdiction have the
following powers:

% Principles, Section 8.3.
%7 Principles, Section 8.3 3.
88 Principles 1 and 11.
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a) Power to seek orders, to refer matters for civil proceedings or to take other
action to ensure compliance with regulatory, administrative, and
investigative powers?

b) Power to impose administrative sanctions?®
c) Power to initiate or to refer matters for criminal prosecution?
d) Power to order the suspension of trading in securities or to take other

appropriate actions?”’

3. Does the regulator or other competent authority have the investigative and
enforcement power to require from any persons involved in relevant conduct or
who may have information relevant to a regulatory or enforcement
inquiry/investigation:”'

a) Data?
b) Information?
C) Documents?

d) Records?
e) Statements or testimony?

4. Can private persons seek their own remedies for misconduct relating to the
securities laws?">

5. Where an authority other than the regulator must take enforcement or other
corrective action, can the regulator share information obtained through its
regulatory or investigation activities with that authority?

6. Where the regulator is unable to obtain information in its jurisdiction necessary to
an investigation, is there another authority that can obtain the information?

7. If yes, can that authority share the information with the regulator for the
regulator's use in investigations and proceedings?

% Principle 8, Key Questions, supra. See also the Resolution on Recordkeeping, supra.

7 Principles, footnote 24. Other actions include the imposition of trading restrictions or requirements on
individual market participants, e.g., position limits, reporting requirements, liquidation-only trading, special
margin requirements or other corrective actions. Some jurisdictions also can seek compensatory remedies.
The specific actions listed in question 2(d), and in this note, are exemplary and are not necessary to receive
a Fully Implemented assessment provided the regulator can demonstrate that available sanctions are
proportionate, dissuasive and effective.

I Resolution on Record keeping, supra, and the Multilateral MOU, supra, and subsequent Questions.

72 Such actions need not be taken directly under the securities laws, but could be under provisions within
the general law.
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Benchmarks
Fully Implemented

Requires affirmative responses to all applicable Questions and that, where
cooperation among authorities is necessary to take action, such action is
responsive to the priorities of the securities regulator and timely.

Broadly Implemented

Requires affirmative responses to all applicable Questions, except to
Question 4 or there are minor deficiencies in cooperation among
authorities.

Partly Implemented

Requires affirmative responses to all applicable questions, except to
Questions 3(e), 4 and 7 or the regulator cannot demonstrate that actions
within its power are sufficiently timely to address misconduct or abuses.

Not Implemented

Inability to withdraw or suspend a license or inability to respond
affirmatively to one or more of Question 1, 2(a), 2(b), 2(c), 2(d), 3(a),
3(b), 3(c), 3(d), 5 or 6 or demonstrated failures in cooperation
arrangements.

Explanatory Note:

The assessor must determine how the jurisdiction’s program is designed to use the
powers accorded.”” The sufficiency of the powers may depend on the ability to
demonstrate that they are exercised effectively. The scope of the investigative and
enforcement powers conferred on the regulator and/or on other authorities, including
public prosecuting authorities, depends on the conduct under investigation and the legal
system applicable in the jurisdiction. The assessor should inquire whether the system, as
such, is able effectively to detect, investigate and prosecute violations of the securities
laws.

The assessor also should inquire of the regulatory authority as to its view of the adequacy
of available sanctioning powers and powers to take corrective action.

Examples of measures used to enforce securities regulatory requirements and to deter and
sanction securities violations include: fines; disqualification; suspension and revocation
of authority to do business; injunctions or cease and desist orders, directly or through
court order; asset freezes, directly or through court order; action against securities

7 Principle 10.
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transactions by unlicensed persons or referral of such activities to the criminal
authorities;”* measures to enforce disclosure and financial reporting requirements for
issuers; measures to enforce conduct of business, capital requirements and other
prudential rules; and measures to enforce record keeping and reporting by market
intermediaries,” operators of authorized exchanges, regulated trading systems and

collective investment schemes, and other regulated securities entities.

Sanctions cited above are exemplary and not necessary to receive a Fully Implemented
assessment provided that the regulator can demonstrate that there is a spectrum of
sanctions available that are proportionate, dissuasive and effective.

™ Principles, Section 9.2 and footnote 31.

> An example of a measure to enforce reporting requirements would be the power to require an amended
financial report or disclosure statement.
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Principle 10  The regulatory system should ensure an effective and credible use of

inspection, investigation, surveillance and enforcement powers and
implementation of an effective compliance program.

While Principles 8 and 9 are intended to establish the nature and extent of the
regulator's powers, Principle 10 is designed to measure how effectively and
credibly the regulator exercises these powers. The regulator should be able to
demonstrate that an effective and credible use of inspection, surveillance, and
enforcement powers has been made and will be made in the future.

In particular, the regulator should be able to demonstrate and explain how its
powers are exercised by:

The regulatory actions undertaken in the jurisdiction and the compliance
programs in place.

The type of on-going and ad hoc monitoring activities (including on site
inspections) performed in the jurisdiction.

The investigation and enforcement actions undertaken in the jurisdiction.

The sanctions imposed with respect to misconduct detected within the
jurisdiction.

Key Issues

1.

In order to have an effective and credible enforcement system, it is not sufficient
for a regulator simply to have the statutory powers set forth in the Principles. The
regulator should be able to:

a) Detect suspected breaches of the law in an effective and timely manner.

b) Gather the relevant information necessary for investigating such potential
breaches.

c) Be able to use such information to take action where a breach of the law is
identified.

In addition, the regulator should require a compliance system to be in place for

regulated entities aimed at detecting and deterring securities law violations, which
includes:
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a) Inspections using instruments and techniques which are adequate, but
which may vary from jurisdiction to jurisdiction.
b) Other monitoring or surveillance techniques.

Key Questions

Is there evidence of an effective system in place to detect breaches, gather and use
information, promote compliance and sanction non-compliance, using surveillance,
inspection, investigation, enforcement and intervention powers, as follows:

Detecting Breaches

1. Is there an effective system of inspection in place whereby the regulator carries

. . 6
out 1nspect10ns:7

a) On a routine periodic basis?
b) Based upon a risk assessment?
C) Based upon a complaint associated with an inspected entity?
2. Is there an automatic system which identifies unusual transactions on authorized

exchanges and regulated trading systems?

3. Can the regulator demonstrate adequate mechanisms and procedures to detect and
investigate:

a) Market and/or price manipulation?

b) Insider trading?

C) Failure of compliance with other regulatory requirements, for example:
conduct of business, capital adequacy, disclosure or segregation of client

assets?”’

4. Does the regulator have an adequate system to receive and respond to investor
complaints?”®

Gathering and Using Information

5. Is there evidence, such as inspection reports and follow up action, which indicates
that the regulator is competently discharging inspection responsibilities?

7® Principles, Section 8.2 s 3 and 4.
" Principles, Section 13.6 and the Multilateral MOU, supra.
8 See Explanatory Note.
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6.

Is there evidence that the regulator is adequately addressing unusual market
activity?

Compliance System

7.

10.

1.

Does the regulator require regulated entities to have in place supervisory and
compliance procedures reasonably designed to prevent securities laws violations?

Does the regulator monitor how compliance procedures are executed and
communicated to employees of such entities?

Can the regulator take measures against or discipline or sanction intermediaries
for failure to supervise reasonably subordinate personnel whose activities violate
the securities laws?

Does the regulator require market surveillance mechanisms that permit an audit of
the execution and trading of all transactions on authorized exchanges and
regulated trading systems?”’

Does the regulator or other competent authority have an effective enforcement
program in place to enforce regulatory requirements?

Benchmarks

Fully Implemented

Requires affirmative responses to either 1(a) or 1(b) and to all other
applicable Questions provided that, in the case of an affirmative response
only to 1(b), there must be some means to identify changes in risk
priorities or status of firms potentially subject to inspection and the ability
to demonstrate effective coverage.

Broadly Implemented

Requires affirmative responses to either 1(a) or 1(b) and to all other
applicable Questions, except to Questions 2 and 8 and/or an investigation,
surveillance and enforcement system is in place but more resources need
to be committed to ensure effective management, adjustments in operation
of the system may be necessary, or certain desirable powers (see Principle
8) are necessary to augment the system to make it more effective.

7 Assessors must check whether auditing of transactions is provided for and in fact has been
performed.

48



PRINCIPLES RELATING TO ENFORCEMENT

Partly Implemented

Requires affirmative responses to either Questions 1(a) or 1(b) and to all
other applicable Questions except to Questions 2, 4, 8, 9 and 10, and the
regulator can demonstrate that it has an active enforcement and
compliance program, although there are some deficiencies in timeliness or
coverage.

Not Implemented

Inability to respond affirmatively to both Question 1(a) and 1(b) or one or
more of Questions 1(c), 3(a), 3(b), 3(c), 5, 6, 7 or 11 or inability to
demonstrate commitment of sufficient resources (from the perspective of
number and competency) to enforcement efforts and evidence of
significant enforcement problems.

Explanatory Note

In assessing this Principle, the assessor also should refer to Principles 8 and 9 with
respect to powers, Principles 11 and 13 with respect to cooperation and Principles 2 and 3
with respect to adequacy of resources, procedures and accountability of regulators.

The regulator should identify records and other material evidence that describe
enforcement activities including legislative provisions, published guidance, and
illustrative press releases covering relevant enforcement cases, complaints and
dispositions, if public.

In assessing a risk-based inspection program, the assessor should determine how
priorities are set and how they are adjusted or updated, for example, by use of review of
periodic financial reports or other mechanisms. It is sufficient that a system for the
redress of complaints under the regulatory framework be addressed through an
ombudsman, external dispute-resolution provision or other third party scheme or through
oversight of individual firm arrangements.
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D. Principles Relating to Cooperation

1. Preamble

Fraud, market manipulation, insider trading and other illegal conduct, such as the
unauthorized provision of financial services, that crosses jurisdictional boundaries can
and does occur more and more frequently in a global market aided by modern
telecommunications.

The inability to provide full and timely regulatory assistance can adversely affect efforts
towards effective securities regulation. Domestic laws should not impede international
cooperation. Effective regulation can be compromised when necessary information is
located in another jurisdiction and is not available or accessible.

Principles 11, 12 and 13 deal with the cooperation among regulators and their domestic
and foreign counterparts for investigations, enforcement and for other regulatory
purposes.” Cooperation is vital in ensuring that investigations and enforcement actions
are not impeded unnecessarily by jurisdictional boundaries. Principle 11 measures the
extent of a regulator's ability to share information. Principle 12 deals with whether the
regulator has mechanisms in place to establish when and how the regulator will share
information with its counterparts. Principle 13 relates to the types of assistance that a
regulator may provide to a counterpart.

There may be an important need to share information at a domestic level. Where there is
more than one regulator or where the securities law overlaps with the general law of a
jurisdiction, the need for domestic cooperation may extend beyond matters of
enforcement and include information relevant to authorization to act in a particular
capacity and to the reduction of systemic risk, for example, where there are divisions in
responsibility for the securities, banking and other financial sectors.”

The importance of international cooperation in investigations and inquiries into possible
breach is also apparent from some of the common characteristics of breaches of securities
law, such as shifting the proceeds of crime to foreign jurisdictions; wrongdoers fleeing to
a foreign country; routing transactions through foreign jurisdictions to disguise the
identity of parties or the flow of funds; the use of foreign accounts to hide beneficial

%0 Principles, footnote 31. Information sharing for other regulatory purposes may require, for example,
among other things: routine sharing of information on questionable activities and proven frauds;
information on any concern about an applicant in regard to licensing, authorization or eligibility
determinations; listing or registration of securities; information about the current circumstances of a license
holder or issuer; information that may be needed to minimize the adverse effects of market disruptions,
including contingency plans, contact persons and structural measures to address market disruptions; and
information on market conditions, such as actions taken by market authorities, prices, trading activities,
market data, etc.

81 Principles 1 and 3.
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ownership of securities; and the facilitation of cross-border breaches through the use of
international communications media, including the Internet.

2. Scope

The regulator should identify with whom the jurisdiction cooperates, pursuant to what
arrangements and for what purposes. For example, in some jurisdictions it may be
necessary to obtain information from another authority within the jurisdiction to bring or
to initiate an enforcement action. The regulator should be able to demonstrate the
gateways or channels through which needed information can be made available and that
those channels work when needed. Additionally, the regulator should identify the laws of
the jurisdiction, such as blocking, bank secrecy or other types of legislation or judicial
decisions, that can affect its ability to cooperate with others.
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3. Principles 11 through 13

Principle 11  The regulator should have the authority to share both public and
non-public information with domestic and foreign counterparts.

This Principle deals with the power of the regulator(s) to share public and non-public
information within its files, or available to it through inspection, without other external
process. When sharing non-public information, care must be taken by the requested
regulatory authority to assure that uses of such information are consistent with the
purpose for which it is shared and to preserve its confidentiality subject to such uses.

Key Issues®

1. A regulator should be able to share both public and non-public information with
other domestic authorities.

2. A regulator should be able to share public and non-public information with its
foreign counterparts.

3. Domestic laws should not impede international cooperation through sharing of
information for regulatory, surveillance, technical assistance, or enforcement
purposes.

Key Questions

1. For each of the regulators identified,” does the regulator have authority to share

with other domestic regulators and authorities information on:

a) Matters of investigation and enforcement?

b) Determinations in connection with authorization, licensing or approvals?
c) Surveillance?

d) Market conditions and events?

e) Client identification?

f) Regulated entities?

g) Listed companies and companies that go public? 8

¥2 Resolution on Recordkeeping, supra. See also the Multilateral MOU, supra.
% That is, the regulators which have responsibility for securities enforcement identified as part of the
assessment process.
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2. Can the regulator share the information described in Key Question 1 with other
domestic authorities without the need for external approval® such as from a
relevant government minister or attorney?

3. Does the regulator have the authority to share information with foreign
counterparts with respect to each of the matters listed in Key Question 1,
specifically:*®

a) Matters of investigation and enforcement?

b) Determinations in connection with authorization, licensing or approvals?
c) Surveillance?

d) Market conditions and events?

e) Client identification?

f) Regulated entities?
g) Listed companies and companies that go public?

4. Can the regulator share the information for enforcement and regulatory purposes
with foreign counterparts without the need for external approval,®’ such as from a
relevant government minister or attorney?

5. Can the regulator provide information to other domestic and foreign authorities on
an unsolicited basis?*®

6. Can the regulator share information with foreign counterparts even if the alleged
conduct is not such that it would constitute a breach of the laws of the regulator's
jurisdiction if conducted within that jurisdiction?*

84 Principles, Section 9.3 9s 4 and 5, Section 9.4, and footnote 42. IOSCO President’s Committee,
Resolution on International Equity Offers (September 1989); IOSCO Public Document No. 86, Guidance
on Information Sharing, IOSCO Technical Committee (March 1998). See also, Multilateral MOU, supra.

% If such approval is purely formalistic and occurs immediately, the regulator could receive a Fully
Implemented assessment even though such approval is required. For example, in some jurisdictions, the
Attorney General or similar official signs off on actions as the chief legal authority in the system. Ideally,
in domestic circumstances some sharing would be pre-approved.

% Resolution on Recordkeeping, supra. See also the Multilateral MOU, supra. This question may be
answered in the affirmative if one competent authority has the authority to share all required information,
including information originally in the possession of another competent domestic authority, with its foreign
counterpart.

7 If such approval is purely formalistic and occurs immediately, the regulator could receive a Fully
Implemented assessment even though such approval is required. See previous example.

¥ JOSCO Internal Document, Recommended Practices for Information-Sharing and Cooperation (October
2002), page 5; Multilateral MOU, supra.

¥ 10SCO Public Document No. 17, Principles of Memoranda of Understanding, 10SCO Technical
Committee (September 1991); the Multilateral MOU, supra.
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7. Where the regulator can obtain information and records identifying the person or
persons beneficially owning or controlling bank accounts related to securities and
derivatives transactions and brokerage accounts, can the regulator share that
information with domestic and foreign counterparts?”’

Benchmarks
Fully Implemented

Requires an affirmative response to all applicable Questions.

Broadly Implemented

Requires an affirmative response to all applicable Questions except to
Questions 2, 4 and 5, provided that information sharing still can occur in a
timely fashion.

Partly Implemented

Requires an affirmative response to all applicable Questions except to
Question 3(c) provided that information can be made available in specific
cases, Questions 2 and 4 if the conditions for Broadly Implemented are not
met, and Questions 5 and 7.

Not Implemented

Inability to respond affirmatively to one or more of Questions 1(a), 1(b),
1(c), 1(d), 1(e), 1(D), 1(g), 3(a), 3(b), 3(c), 3(d), 3(e), 3(f), 3(g) or 6, or
such a significant inability to act in a timely manner that the Principle
cannot be regarded as implemented.

Explanatory Notes

Notwithstanding the obligation to cooperate domestically, when information is passed
through an international channel, the uses of such information may be restricted to the
uses specified in the information sharing arrangement.

If there are bank secrecy, confidentiality or blocking statutes, the regulator should be able
to demonstrate whether there are exceptions to these statutes that allow the regulator to
obtain and share information with foreign counterparts:”" Assessors should ask whether
there have been court cases or other developments that cast doubt as to whether the
powers granted to the regulator are in fact enforceable.

The Principles recognize that the regulator can legitimately impose conditions when it
shares information, particularly non-public information, with its domestic and foreign

% Resolution on Recordkeeping, supra. See also the Multilateral MOU, supra.
°! Principles, Section 8.4 92. See also Multilateral MOU, supra.
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counterparts. Conditions might include ensuring appropriate use of the information and
ensuring the confidentiality of the information except pursuant to the uses permitted, such
as in a public enforcement action for which use the information was requested. See also
Principle 12, which addresses confidentiality safeguards more generally.

A request for assistance may be denied by a requested authority where a criminal
proceeding has already been initiated in the jurisdiction of the requested authority based
on the same facts and against the same persons, or where the same persons have already
been the subject of final punitive sanctions on the same charges by the competent
authorities of the jurisdiction of the requested authority, unless the requesting authority
can demonstrate that the relief or sanctions sought in any proceeding initiated by the
requesting authority would not be of the same nature or duplication of any relief or
sanctions obtained in the jurisdiction of the requested authority.
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Principle 12  Regulators should establish information sharing mechanisms that
set out when and how they will share both public and non-public
information with their domestic and foreign counterparts.

Memoranda of Understanding facilitate the process of information exchange by making
clear permitted uses, confidentiality arrangements, and other operational procedures
between the parties.

Key Issues’”

1. Information sharing mechanisms, whether formal or informal, should have several
characteristics:
a) Identification of the circumstances under which assistance may be sought.
b) Identification of the types of information and assistance that can be

provided.

C) Safeguards of the confidentiality of information transmitted.
d) A description of the permitted uses of the information.

2. The design of information-sharing mechanisms should take into account the

following factors:

a) Which market authority or regulator has access to and is able to provide
the information or assistance.

b) How such access can be obtained under applicable law.
c) Confidentiality and use restrictions under applicable law.
d) The form and timing of the assistance or information sharing.

e) The applicability of other arrangements, including MOUs, between such
authorities for sharing investigative and financial information.

3. Where assistance to another authority is provided through the provision of
confidential information gathered by the regulator in the exercise of its functions
or powers, particular care must be taken to ensure that the information is provided
subject to conditions which, to the extent consistent with the purpose of its
release, preserve the confidentiality of that information.

2 Principles of Memoranda of Understanding, supra. See also Principles, Section 9.4 §s 3 and 4; and
Multilateral MOU, supra.
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Key Questions

1. Does the regulator have the power, by legislation, rules or as a matter of
administrative practice, to enter into information-sharing agreements (whether
formal or informal) with other domestic authorities?

2. Does the regulator have the power, by legislation, rules or as a matter of
administrative practice, to enter into information-sharing agreements (whether
formal or informal) with foreign counterparts?

3. Has the relevant regulator developed information-sharing mechanisms to:

a) Facilitate the detection and deterrence of cross-border misconduct?
b) Assist in the discharge of licensing and surveillance responsibilities?”

4. Where warranted by the scope of cross-border activity and the ability to provide
reciprocal assistance, does the regulator actively try to establish information-
sharing arrangements with foreign regulators?

5. Are these arrangements documented in writing?

6. Does the regulator take steps to assure safeguards are in place to protect the
confidentiality of information transmitted consistent with its uses?”*

7. Can the regulator demonstrate that it shares information, where appropriate
safeguards are in place, when it is requested by another domestic authority or
foreign counterpart?

Benchmarks

Fully Implemented
Requires an affirmative response to all applicable Questions.

Broadly Implemented
Requires an affirmative response to all applicable Questions except to
Question 5.

Partly Implemented

Requires an affirmative response to all applicable Questions except to
Question 5 and that an affirmative response to one or more of Questions
3(a), 3(b) and 4 is not required if the regulator’s jurisdiction does not do

% When the person that is the subject of the inquiry is known to the requested authority.
% Principles of Memoranda of Understanding, supra. See also Multilateral MOU, supra.
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substantial cross border business and the need for information sharing is
infrequent and ad hoc.

Not Implemented

Inability to respond affirmatively to one or more of Questions 1, 2, 6 or 7
or Questions 3(a), 3(b) or 4 if the regulator’s jurisdiction does more than
an insubstantial cross border business, or there is evidence that
information cannot be, and is not being, shared in appropriate cases in a
timely manner.

Explanatory Notes

Memoranda of understanding or other documented arrangements can help to add
certainty, and in some cases, expedition, to the process of information exchange.
Nonetheless, the mere formality of an arrangement is no substitute for a close and
cooperative arrangement.

The assessor should be able to provide actual evidence of the use and usefulness of
existing arrangements for cooperation. For example, the jurisdiction should be able to
demonstrate that it can and does share information when requested to do so by another
authority. If this is not possible, then the assessor should question the efficacy of either
formal or informal arrangements. The assessment does not address whether the regulator
obtains the information directly or indirectly.”

% Resolution on Recordkeeping, supra. See also the Multilateral MOU, supra. This question may be
answered in the affirmative if one competent authority has the authority to share all required information,
including information originally in the possession of another competent domestic authority, with its foreign
counterpart.
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Principle 13  The regulatory system should allow for assistance to be provided to
foreign regulators who need to make inquiries in the discharge of
their functions and exercise of their powers.

This Principle addresses the ability of the Regulator to compel information or to provide
other assistance to a foreign regulator to obtain information that is not contained in the
requested Regulator’s files.

Key Issues’®

1. A domestic regulator should be able to provide effective assistance to foreign
regulators who need to make inquiries under their competence, with respect to
securities and derivatives matters, including bank and brokerage records and
client identification information, regardless of whether the domestic regulator has
an independent interest in the matter.

2. Assistance, including compulsory assistance, in obtaining records should be
provided to foreign regulators in securing compliance with securities and
derivatives laws.

3. Regulators should be able to provide assistance, including obtaining court orders,
to the full extent of their powers.

4. Regulators should be able to provide information on financial conglomerates
subject to their supervision.

5. Regulators should be able to provide assistance not only for use in investigations
and enforcement matters, but also for other types of inquiries, such as part of a
compliance program for the purposes of preventing illicit activities.

Key Questions

1. Is the domestic regulator able to offer effective and timely assistance to foreign
regulators in obtaining:’’

a) Contemporaneous records sufficient to reconstruct all securities and
derivatives transactions, including records of all funds and assets

% Principles of Memoranda of Understanding, supra. See also Principles, Section 9.4; and Multilateral
MOU, supra.

%7 Resolution on Recordkeeping, supra. See also the Multilateral MOU, supra. This question may be
answered in the affirmative if one competent authority has the authority to share all required information,
including information originally in the possession of another competent domestic authority, with its foreign
counterpart. See also Principle 8.

59




PRINCIPLES RELATING TO COOPERATION

b)

c)

transferred into and out of bank and brokerage accounts relating to those
transactions?

Records for securities and derivatives transactions that identify:

1) The client:

(1) Name of the account holder?
(2) Person authorized to transact business?

i1) The amount purchased or sold?
ii1) The time of the transaction?
iv) The price of the transaction?

v) The individual and the bank or broker and brokerage house that
handled the transaction?

Information located in its jurisdiction identifying persons who beneficially
own or control non-natural persons organized in its jurisdiction?”®

2. Is the domestic regulator able to offer effective and timely assistance to foreign
regulators in securing compliance with laws and regulations related to:

a) Insider dealing, market manipulation, misrepresentation of material
information and other fraudulent or manipulative practices relating to
securities and derivatives, including solicitation practices, handling of
investor funds and customer orders?

b) The registration, issuance, offer, or sale of securities and derivatives, and
reporting requirements related thereto?”’

c) Market intermediaries, including investment and trading advisers who are
required to be licensed or registered, collective investment schemes,
brokers, dealers and transfer agents?'®’

d) Markets, exchanges and clearing and settlement entities?

3. Is the domestic regulator able, according to its domestic laws and regulations, to

provide effective and timely assistance to foreign regulators regardless of whether

the domestic regulator has an independent interest in the matter

0101

% Principles, Section 9.4 9 8; Resolution on Recordkeeping, supra. See also Multilateral MOU, supra.
%1997 Resolution on Recordkeeping, supra. See also Multilateral MOU, supra.

1% principles, Section 9.4 9 8, bullet point 1.

1% Principles, Section 9.4 9 7; Principles of Memoranda of Understanding, supra; Multilateral MOU, supra.
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4. Is the domestic regulator able to offer effective and timely assistance to foreign
regulators in obtaining information on the regulatory processes'® in its
jurisdiction?'”

5. Is the domestic regulator able to offer effective and timely assistance to foreign

regulators in requiring or requesting:

a) The production of documents?
b) Taking a person’s statement or, where permissible, testimony under
oath?'™
6. Is the domestic regulator able to offer effective and timely assistance to foreign
regulators in obtaining court orders, if permitted, for example, urgent
injunctions?'®®
7. Is the domestic regulator able to provide effective and timely assistance to foreign

regulators regarding information about financial conglomerates subject to its
supervision and more precisely assistance in relation, for example, to:

a) The structure of financial conglomerates?

b) The capital requirements in conglomerate groups?

C) Investments in companies within the same group?

d) Intra-group exposures and group-wide exposures?

e) Relationships with shareholders?

f) Management responsibility and the control of regulated entities?'*
Benchmarks
Fully Implemented

Requires an affirmative response to all applicable Questions.

102 «Regulatory processes” refer to formal processes, such as licensing procedures or audit procedures
which could be relevant to enforcement.

19 Principles, Section 9.4 s 1 and 8, bullet point 5. See also Principles of Memoranda of Understanding,
supra. See also Multilateral MOU, supra.

1% principles, Section 9.4 9 8, bullet point 4. See also Multilateral MOU, supra.

195 Principles, Section 9.4 9 8, bullet point 5. The regulator should be able to compel the production of
documents.

1% principles, Section 9.5 9 2. See also Principles of Memoranda of Understanding, supra.
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Broadly Implemented

Requires affirmative responses to all Questions except that in respect to
Question 7, the regulator can only provide a few of the types of
information listed and this limitation does not affect its ability to provide
information on the entity subject to its supervision or oversight, and
provided however, that the authority takes steps to provide assistance
within its powers and such assistance is not so untimely as to be
tantamount to being denied.

Partly Implemented

Requires affirmative responses to all questions except to Questions 1(c),
5(b), 6, 7(a), 7(b), 7(c), 7(d), 7(e) and 7(f), provided, however, that the
authority takes steps to provide assistance within its powers and such
assistance is not so untimely as to be tantamount to being denied.

Not Implemented

Inability to respond affirmatively to one or more of Questions 1(a), 1(b),
2(a), 2(b), 2(c), 2(d), 3, 4 or 5(a) or assistance does not occur or is so
untimely as to be tantamount to being denied.

Explanatory Notes

With respect to injunctions or other remedies, such as asset freezes, where
permitted, it is understood that the regulator may need the assistance of another
authority. Although the power to assist in obtaining such court orders is not
required if not permitted for a Fully Implemented rating, where such assistance is
in fact permitted, the failure to cooperate could result in a Partly Implemented
rating.

The regulator should be able to demonstrate the timeliness of assistance or
cooperative effort by providing records, logs or other supporting evidence.

Derivatives are specifically identified in this section, because some jurisdictions
can share information with respect to securities, but not with respect to certain
derivatives transactions. The assessor should make this explicit when this is the
case.

In the case where there is not power to provide specific assistance, the assessor
also should inquire as to whether the regulator is making efforts to seek further
powers or taking other steps to augment its capacity to cooperate.
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E. Principles Relating to Issuers
1. Preamble

Principles 14, 15 and 16 are closely interrelated. While Principle 14 focuses primarily on
full, timely, and accurate disclosure of financial and non-financial information, these
same qualities of disclosure are essential for purposes of Principles 15 and 16. For
example, it should be impossible to conclude under Principle 15 that holders of securities
are treated in a fair and equitable manner if they are not provided with full, timely and
accurate disclosure in connection with the voting decisions and change of control
transactions addressed in that Principle. Similarly, it should be impossible to conclude
under Principle 16 that accounting and auditing standards are of a high and
internationally acceptable quality if full, timely and accurate disclosure is not reflected in
the financial statements to which such standards have been applied. It also should be
impossible to conclude that audited financial statements required in prospectuses, listing
particulars documents, and annual reports reflect full, timely and accurate disclosure
under Principles 14 or full disclosure to shareholders under Principle 15, if accounting
standards of a high and internationally acceptable quality have not been applied to such
financial statements.

As pointed out in the Principles, Section 10.2, regulation of issuers should ensure both
investor protection and a fair, orderly and efficient market. To determine whether
Principles 14, 15 and 16 are implemented in a manner that achieves these objectives, it is
also necessary to consider any inadequacies in a jurisdiction's general legal framework,
including other laws that complement securities regulation. Annex 1 indicates the laws,
such as the law of contracts and company law, which normally constitute part of the legal
framework.

Finally, an assessment of implementation of Principles 14, 15 and 16 is also essential for
purposes of assessing implementation of Principle 19 regarding collective investment
schemes.

2. Scope

Principles 14, 15 and 16 are intended to apply to issuers making “public offerings” of
securities and issuers whose securities are “publicly traded.”'”” In assessing
implementation of these Principles, however, the assessor should bear in mind that
neither of these terms is defined in the Principles.'® Accordingly, the universe of issuers
and transactions to which these three Principles apply may be expected to vary among
jurisdictions. The assessor should not attempt to substitute his or her judgment in lieu of
the law of the jurisdiction as to what constitutes a public offering, but should indicate

197 Principles, Section 10.2.
1% Principles, Section 10.2 footnote 39.
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what public offerings are covered by the law. This may affect the extent to which these
principles are applicable or may point out a regulatory gap.'®”

With respect to what constitutes “publicly traded” securities to which the Principles
should apply, the Principles relating to Secondary Markets provide useful guidance.
These Principles indicate that the concept of a secondary market is not limited to
traditional organized exchanges, but is also intended to include various regulated forms
of “off-exchange” market systems that trade equity and debt securities, as well as options
and certain derivative products. That section, however, is directed principally to
authorized exchanges and regulated trading systems as defined therein. Regulation
appropriate to a particular secondary market will depend upon the nature of the market
and its participants.''’

Bearing in mind that Principles 14, 15, and 16 set forth requirements for disclosure and
reporting primarily by corporate issuers, that the objective of these Principles is investor
protection, and that the objective of authorized exchanges and regulated trading systems
is fairness, efficiency and transparency, the assessor should determine the exchanges and
trading systems within a jurisdiction that are deemed to be exchanges and trading systems
subject to regulation under Principles 25 through 30 and which provide trading services
in corporate equity and debt securities for retail investors. Implementation of Principles
14, 15, and 16 should be assessed with respect to issuers whose securities are traded on
those authorized exchanges and regulated trading systems.

Even with this guidance, an assessor may have to exercise judgment in assessing whether
Principles 14, 15, and 16 have been implemented with respect to publicly traded
securities in a particular market. Consider the following example:

Jurisdiction A has an authorized securities exchange, being assessed under
Principles 25-30 that has 40 actively traded corporate issues. Two of these
issues are listed on the A-Level of the exchange and disclosure and
reporting of the issuers complies with the requirements of Principles 14,
15, and 16. However, the remaining 38 issues are listed on the B-Level of
the exchange and disclosure and reporting requirements of these issuers
fall substantially short of the requirements of Principles 14, 15, and 16.
The assessment should be Not Implemented.

In assessing implementation of Principles 14, 15, and 16, the assessor also should
recognize that the source of disclosure and reporting requirements will not necessarily be
limited to securities law and regulations. For example, in some jurisdictions, timely
disclosure and other requirements are imposed by marketplace listing rules. In such
circumstances, there should be appropriate oversight by the regulator.

Finally, the assessor should determine the extent to which a jurisdiction’s secondary
market and publicly traded issues are subject to, or are realistic candidates for, cross-

19 Principle 1.
"% Principles, Section 13.2.
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border listing and/or trading activity, since this may affect the importance of certain of
the Key Questions.'"!

In general, the appropriate framework for issuer regulation includes adequate company,
accounting, commercial and contract law. While the assessor should be informed about
the legal framework, in general, the specific objectives of non-securities specific law are
addressed explicitly in the Key Issues, Key Questions and Benchmarks to this section.

"1 Principle 14, Key Question 11. See also Principle 15, Key Question 6. See also Principle 16, Key
Question 10, infra.
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3. Principles 14 through 16

Principle 14  There should be full, timely and accurate disclosure of financial
results and other information that is material to investors' decisions.

This Principle requires consideration of the adequacy, accuracy and timeliness of both
financial and non-financial disclosures that are material to investors’ decisions. These
disclosures may pertain to specified transactions, periodic reports and ongoing disclosure
of and reporting of material developments. The disclosure of current and reliable
information necessary to make informed investment decisions is directly related to
investor protection and to fair, efficient and transparent markets.''? The term “issuer”
should be understood broadly to include all those who raise funds on the market.'"

Key Issues
Full Disclosure
1. The regulatory framework should ensure full, timely and accurate disclosure of

financial results and other information that is material to investors making
informed investment decisions on an ongoing basis.

2. Disclosure rules should extend to:
a) The conditions applicable to an offering of securities for public sale.
b) The content and distribution of prospectuses, listing particulars documents

or other offering documents.

C) Supplementary documents prepared in the offering.

d) Advertising in connection with the offering of securities.

e) Information about those who have a significant interest in a listed
company.

f) Information about those who seek control of a company.

g) Information material to the price, or value, of a listed security.'"*

h) Periodic reports.

"2 principles, Section 10.3.

'3 Principles, Section 10.2 9 2.

14 If there are classes of shares or other structural features that would affect share price, these should be
disclosed. This information also would include the release of price sensitive information.
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1) Shareholder voting decisions.'"’

General Disclosure

3. Specific disclosure requirements should be augmented by a general disclosure
requirement."''®

Sufficiency, Accuracy, Timeliness and Accountability for Disclosure

4. Disclosure should be comprehensive, clear, reasonably specific, accurate and
timely.
5. Regulation should ensure that proper responsibility is taken for the content of

information and, depending on the circumstances, those liable for such disclosures
may include the issuers, underwriters, promoters, directors, authorizing officers,
experts and advisers who consent to be named in the document.'"”

Derogations

6. The circumstances under which a derogation from full and timely disclosure is
permitted should be limited, and the safeguards that apply in such circumstances
should be clear.

Key Questions
Full Disclosure

1. Does the regulatory framework have clear, reasonably timely, comprehensive and
specific disclosure requirements that apply to:

a) Public offerings, including the conditions applicable to an offering of
securities for public sale, the content and distribution of prospectuses and
other offering documents (and, where relevant, short form profile or
introductory documents) and supplementary documents prepared in the
offering?'"®

b) Annual reports?
C) Other periodic reports?

d) Shareholder voting decisions?

"3 Principles, Section 10.4 9 1.

" Principles, Section 10.4 9 2.

"7 Principles, Section 10.4 9 3.

8 The term “conditions” refers to both any restrictions or stipulations with respect to an offer and the
transaction terms.
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Does the regulatory framework have sufficiently clear, comprehensive and
specific requirements that apply to:

a) Timely disclosure of events that are material to the price or value of listed
securities?' "’

b) Listing of securities?'*’

C) Advertising of public offerings outside of the prospectus?'?'

If there are derivative markets, is there disclosure of the terms of the contracts
traded, the mechanics of trading and the risks related to gearing or leverage by
market operators or intermediaries?'*

Does the regulatory framework require:'*

a) Financial information and other required disclosure in prospectuses, listing
documents, annual and other periodic reports, and, where applicable, in
connection with shareholder voting decisions, to be of sufficient timeliness
to be useful to investors?

b) Periodic information about financial position and results of operations
(which may be in summary form) to be made publicly available to
investors?

C) Appropriate measures to be taken (for example, provision of more recent

unaudited financial information) when the audited financial statements
included in a prospectus for public offerings are stale?'**

General Disclosure

In addition to specific disclosure requirements, is there a general requirement to
disclose either all material information or all information necessary to keep the
disclosures made from being misleading?'?

Sufficiency, Accuracy, Timeliness and Accountability for Disclosure

Are there measures available to the regulator (e.g., review, certification,'”
supporting documentation, sanctions) to help assure the sufficiency, accuracy and
timeliness of the required disclosures?'?’

"9 Principles, Section 10.3 and 10.4 9 2. See also Explanatory Notes regarding timeliness.
120 principles, Section 10.2 9s 1 and 2; and Section 10.4 9 1.

12! principles, Section 10.2 9 1 and Section 10.4 9 1.

122 principles, Section 10.2 footnote 40.

12 Principles, Sections 10.3 and 10.4 2.

124 Principle 14, Principles, Sections 10.3; 10.4 9 2; and 10.6 9 2.

123 Principles, Section 10.4 2™ 4.
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Does regulation ensure that proper responsibility is taken for the content of
information in disclosure documents and the timeliness of disclosure by providing
for sanctions or liability of the issuer and those responsible persons who fail to
exercise due diligence in the gathering and provision of information? (Depending
upon the circumstances, these persons may include the issuer, underwriters,
directors, authorizing officers, promoters, and experts and advisers consenting to
be named as such.)'*®

Derogations

8.

Are the circumstances where disclosures may be omitted or delayed limited to
trade secrets, similar proprietary information or other valid business purposes,
such as incomplete negotiations?'*

Where there are derogations from the objective of full and timely disclosure, is
regulation sufficient to provide for:'*’

a) Temporary suspensions of trading?

b) Restrictions on, or sanctions regarding, the trading activities of persons
with superior information?"*!

Cross-Border Matters

10. If public offerings or listings by foreign issuers are significant within the
jurisdiction, are the jurisdiction’s disclosure requirements for such offerings or
listings of equity securities by foreign issuers consistent with I0SCO’s
International Disclosure Standards for Cross-Border Offerings and Initial Listings
by Foreign Issuers?'*

Benchmarks

Fully Implemented

Requires affirmative responses to all applicable Questions. If there are no
derogations to disclosure, then Questions 8, 9(a) and 9(b) can be
considered inapplicable.

126 «“Certification” is generally used in conjunction with internal audits of financial statements; but the list is
intended to be exemplary and certification could also refer to other certifications

127 Principles, Section 10.4 last 1.

128 Principles, Section 10.4 9 4.

129 Id.

10 In the case of price sensitive information.

B! Principles, Section 10.4 9 4.

12 JOSCO Public Document No. 81, International Disclosure Standards for Cross Border Offerings and
Initial Listings by Foreign Issuers, [OSCO (September 1998).
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Broadly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 2(c), 4(c) and 8.

Partly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 1(c), 2(¢), 3, 4(c), 8 and 10.

Not Implemented

Inability to respond affirmatively to one or more of Questions 1(a), 1(b),
1(d), 2(a), 2(b), 4(a), 4(b), 5, 6, 7, 9(a) or I(b).

Explanatory Notes

With respect to a jurisdiction's disclosure framework, the Key Questions envision that the
assessor should take into consideration not only the whether the information required to
be disclosed is sufficiently clear, comprehensive, reasonably timely and specific but also
whether the disclosure is made available under circumstances that encourage investors to
use this information to make investment and voting decisions. For example, the assessor
should take into consideration whether the regulatory regime adequately addresses sales
practices, such as "touting" or advertising outside of the required disclosure documents
that may detract from investors' reliance upon the required disclosure documents.

With respect to what may constitute “timely disclosure” for purposes of Key Question
2(a), the Principles for Ongoing Disclosure and Material Development Reporting by
Listed Entities issued by the IOSCO Technical Committee provide:

The listed entity shall disclose ongoing information on a timely basis, which
could require disclosure on an:

(a) immediate basis for disclosure of material developments, where such term
could be defined as “as soon as possible” or prescribed as a maximum of
specified days (such as 2 business days, as proposed in certain
jurisdictions);"*?

These principles also indicate:

Under the general ongoing obligation approach, disclosure may be subject to
delay, to be granted in some jurisdictions by the competent authority, if:

(a) the information is confidential under legislation;

3 10SCO Public Document No. 132, Principles for Ongoing Disclosure and Material Development
Reporting by Listed Entities for Foreign Offers, IOSCO Technical Committee. (October 2002). pp. 4-5.
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(b) the information concerns an incomplete proposal or negotiations or the
disclosure of particular information is such as to prejudice the legitimate
interests of the entity's investors; in such cases the listed entity must
ensure that the information is maintained strictly confidential."**

Finally, in referring to disclosures required on a periodic basis prescribed by law or
listing rules, such as quarterly or annual reports, these principles note that “[t]he
disclosure obligation may require disclosure of relevant information on an immediate
basis even when it belongs to periodic reporting.”"*

With respect to appropriate delivery of periodic financial information in Key Question
4(b), practices vary among jurisdictions as to the frequency and timing of disclosure of
periodic financial information. An affirmative response to Key Question 4(b) is
warranted if the periodic financial information is made available on at least a semi-annual
basis.

134 Id
354,
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Principle 15  Holders of securities in a company should be treated in a fair and
equitable manner.

This Principle requires an assessment whether the basic rights of shareholders are
protected and whether shareholders within a class are treated equitably.

Principle 15 addresses many of the same issues that are covered by Principles I and II of
the Principles of Corporate Governance of the Organization for Economic Cooperation
and Development (OECD) regarding the rights and equitable treatment of shareholders,
particularly in connection with voting decisions, takeover bids, and other transactions that
may result in a change in control or that may consolidate control.'*

Generally, the assessor should evaluate the responses to the Key Questions below based
upon the jurisdiction’s requirements with respect to issuers that are organized or
incorporated within the jurisdiction. However, if foreign issuers’ public offerings or
listings within the jurisdiction are significant, Key Question 6 should be addressed.

Key Issues
Rights of Shareholders

1. The basic rights of equity shareholders are:
a) The right to document'*’ and transfer ownership.

b) The right to participate on an informed basis in voting decisions (if the
securities have voting rights).

C) The right to participate equitably in dividends and other distributions,
when, as and if declared, including distributions upon liquidation.

d) The right to pass upon changes in the terms and conditions of rights
attaching to their shares.

e) The right, as far as practicable, to have reasonable and equal opportunities
to participate in any benefits accruing to the shareholders under any
proposal under which a person would acquire a substantial interest in the
company.'**

f) The right to hold company management accountable for its actions.

136 This could include issuer bids as well as tender offers.
17 Register or perfect.
138 Principles, Section 10.5 9 4.
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g) The right to receive fair and equal treatment (in particular, treatment of
minority shareholders) in relation to the proposal.'”’
Control
2. To safeguard fair and equitable treatment of shareholders, regulation should

require disclosure of:

a) Changes in controlling interests.
b) Information necessary to informed decision-making with respect to tender
offers, take-over bids, and other transactions intended to effectuate a
change of control or that potentially may result in a change of control, or
that may consolidate control.
C) Shareholdings of directors and senior management. 140
d) Shareholdings of those persons who hold a substantial beneficial
ownership interest in a company.'*!
Key Questions
Rights of Shareholders
1. Does the regulatory framework and legal infrastructure address the rights and

equitable treatment of shareholders in connection with the following:

a)

Voting:

1) For election of directors?

i1) On corporate changes affecting the terms and conditions of their
securities?

ii1) On other fundamental corporate changes?

Timely notice of shareholder meetings?

Procedures that enable beneficial owners to give proxies or voting
instructions efficiently?

Ownership registration (in the case of registered shares) and transfer of
their shares?

Receipt of dividends and other distributions, when, as, and if declared?

Transactions involving:

139 Principles, Section 10.5 9 4.
10 See definition in the Explanatory Notes.
! Principles, Section 10.1 9 1.
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1) A takeover bid?
i1) Other change of control transactions?

g) Holding the company, its directors and senior management accountable
for their involvement or oversight resulting in violations of law?
h) Bankruptcy or insolvency of the company?'*
2. Is full disclosure of all information material to an investment or voting decision

required in connection with shareholder voting decisions generally and the

transactions referred to in Questions 1(f)(i) and 1(f)(ii) speciﬁcally‘?143
Control
3. With respect to transactions referred to in Question 1(f)(i) and 1(f)(ii), are

shareholders of the class or classes of securities affected by the proposal:

a) Given a reasonable time in which to consider the proposal?

b) Supplied with adequate information to enable them to assess the merits of
the proposal?

C) As far as practicable, given reasonable and equal opportunities to
participate in any benefits accruing to the shareholders under the proposal?

d) Given fair and equal treatment (in particular, minority security holders) in
relation to the proposal?

e) Not unfairly disadvantaged by the treatment and conduct of directors of
any party to the transaction or by the failure of the directors to act in good
faith in responding to or making recommendations with respect to the
proposal?'**

4. With respect to substantial holdings of voting securities:
a) Is information about the identity and holdings of persons who hold a

substantial (well below controlling) beneficial ownership interest in a
company required to be timely disclosed:

1) In public offering and listing particulars documents?

i1) Once the ownership threshold requiring disclosure has been reached?

2 Principles, Section 10.5 and Principles Annexure 3. This may affect the value of a listed security;
shareholders should be able to determine and to exercise their rights in the event of a liquidation or

insolvency.

13 Principles, Section 10.5.

144 Id.

74



PRINCIPLES RELATING TO ISSUERS

i11) At least annually (e.g., in the issuer's annual report)?

b) Are material changes in such ownership and other required information
required to be timely disclosed?

C) Are these disclosure requirements applicable to two or more persons
acting in concert even though their individual beneficial ownership might
not have to be disclosed?

d) Is the legal infrastructure sufficient to assure enforcement of, and
compliance with, the applicable requirements?'*

5. With respect to holdings of voting securities by directors and senior management:

a) Is information about the beneficial ownership interest and material
changes in beneficial ownership in a company required to be timely
disclosed?

b) Is such information available:

1) In public offering and listing particulars documents?
i1) At least annually (e.g., in the issuer's annual report)?
C) Is the legal infrastructure sufficient to ensure enforcement of and

Cross Border

compliance with these requirements?

6. If public offerings or listings by foreign issuers are significant within the
jurisdiction, does the jurisdiction require disclosure in foreign issuers’ offering
and listing particulars documents of any governance provisions or information
relating to the foreign issuer’s jurisdiction that may materially affect the fair and
equitable treatment of shareholders?'*®

Benchmarks

Fully Implemented

Requires affirmative responses to all applicable Questions.

13 Principles, Section 10.5 9s 1 and 2.
16 International Disclosure Standards for Cross Border Offerings and Initial Listings by Foreign Issuers,
supra, Part IX A and X A and B.
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Broadly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 1(b), 1(c) and 6.

Partly Implemented

Requires affirmative responses to all applicable Questions except to
Questions1(b), 1(c), 1(g), 1(h), 3(e), 4(a)(iii), 4(c), 5(b)(ii) and 6.

Not Implemented

Inability to respond affirmatively to one or more of Questions 1(a)(i),
1(a)(i1), 1(a)(ii1), 1(d), 1(e), 1(D)(1), 1(H(i1), 2, 3(a), 3(b), 3(c), 3(d), 4(a)(i),
4(a)(ii), 4(b), 4(d), 5(a), 5(b)(i) or 5(c).

Explanatory Notes

Concerns regarding the issues treated by this Principle often arise in connection with
potentially disparate treatment of majority and minority shareholders, or takeover bids
and other change in control transactions where shareholders' rights are affected.

Key Issue 1 sets forth the basic rights of shareholders which should be protected.
Corporate governance may be addressed by general law, authorized exchange or
regulated trading system listing rules or a code of practice as well as securities laws and
regulations.'?’

The term “directors and senior management” includes (a) the company's directors, (b)
members of the administrative, supervisory and management bodies, (c) partners with
unlimited liability, in the case of a limited partnership with share capital, and (d)
nominees to serve in any of the aforementioned positions. The persons covered by the
term “administrative, supervisory or management bodies” vary in different countries, and
for purposes of complying with the disclosure standards, will be determined by the host
country.

With respect to Key Questions 4(a)(i), 4(a)(ii), 4(a)(iii) and 4(b), practices vary among
jurisdictions regarding the threshold that constitutes substantial ownership required to be
disclosed (e.g. 5% or 10%) as well as the timeliness (e.g. 7 or 10 calendar or business
days) and frequency of disclosure and the thresholds for, and frequency and timeliness of
disclosure of, change in substantial ownership. Nevertheless, when such disclosures
involve an actual or proposed change in control transaction, it is appropriate to look to the

17 Principles, footnote 10. See also OECD’s Principles on Corporate Governance.

8 International Disclosure Standards for Cross Border Offerings and Initial Listings for Foreign
Offers, supra. Disclosure of holdings of directors and senior management in a group is sufficient in lieu of
disclosure of individual holdings, provided, however, that Key Question 4 would apply regarding separate
disclosure of substantial ownership interests of individual directors and senior management.
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Explanatory Notes under Principle 14 for guidance regarding timely disclosure in such
circumstances.

With respect to Key Questions 4(a)(i), 4(a)(i1), 4(a)(iii), 5(b)(i) and 5(b)(i1) the timeliness
of the ownership disclosure called for obviously will be affected by the timeliness of
filing and/or public availability of the document in which the information is included.
However, the assessor also should consider whether the ownership information disclosed
in such a document is as of a date reasonably close to the date of filing and/or public
availability of the document.
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Principle 16  Accounting and auditing standards should be of a high and
internationally acceptable quality.

Comprehensiveness, consistency, relevance, reliability, and comparability of financial
information are crucial to informed decision making.149

This Principle should be considered and assessed in conjunction with Principle 14, which
requires full, timely and accurate disclosure of financial information material to
investment decisions. The assessor should establish under Principle 14 whether the
financial statements required in public offering and listing particulars documents and
periodic reports are sufficient to meet the full, accurate and timely disclosure
requirement, and then assess, under Principle 16, the quality of the accounting and
auditing standards used in their preparation and verification.

Key Issues

1. High quality, internationally acceptable accounting and auditing standards are
essential to ensure the comparability and reliability of financial information for
informed decision making. Accounting standards should ensure that fundamental
information is disclosed.

2. There should be an appropriate mechanism for the setting and interpretation of
high quality accounting and auditing standards.

3. These high quality, internationally acceptable accounting and auditing standards
should be enforceable and enforced.

4. The regulatory framework should be designed to assure auditor independence.

a) Standards of independence for auditors of listed entities should be
designed to promote an environment in which the auditor is free of any
influence, interest or relationship that might impair professional judgment
or objectivity or, in the view of a reasonable investor, might impair
professional judgment or objectivity.

b) Standards of independence should identify appropriate safeguards that the
auditor should implement in order to mitigate threats to independence that
arise from permissible activities and relationships.

149 Principles, Section 10.6. Financial statements also should show the accountability of management for
the resources entrusted to them.
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In the case of listed companies, regardless of the particular legal structure in a
jurisdiction, a governance body that is in both appearance and fact independent of
management of the company being audited (e.g., shareholders or statutory or
corporate audit oversight body) should oversee the process of selection and
appointment of the external auditor.

Key Questions™"

1.

Are public companies required to include audited financial statements in:
a) Public offering and listing particulars documents?'>!
b) Publicly available annual reports?

Do the required audited financial statements include:

a) A balance sheet or statement of financial position?

b) A statement of the results of operations?

C) A statement of cash flow?

d) A statement of changes in ownership equity or comparable information

included elsewhere in the audited financial statements or footnotes?'>>

With respect to the financial statements required in public offering and listing
particulars documents and publicly available annual reports:

a) Are these required to be prepared and presented in accordance with a
comprehensive body of accounting standards?

b) Are these accounting standards of a high and internationally acceptable
quality?

Are the financial statements presented under circumstances so that they:

a) Are comprehensive?'™

b) Are understandable by investors?

c) Reflect consistent application of accounting standards?

d) Are comparable if more than one accounting period is presented?

130 principles, Section 10.6.

31 There may be some circumstances, e.g., in a CIS that has not yet raised funds and an offering of a
securitized product, where financial statements are unnecessary. In such circumstances, the regulator may
require other information deemed relevant to the terms of such offerings.

132 Principles, Section 10.6 9 1.

133 See Explanatory Notes.
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5. With respect to the audited financial statements included in public offering and
listing particulars documents and publicly available annual reports:

a) Are these required to be audited in accordance with a comprehensive body
of auditing standards?
b) Are these auditing standards of a high and internationally acceptable
quality?
6. Are there standards or requirements sufficient to ensure that the external auditor is
independent?
7. Where unaudited financial statements are used, for example, in interim reports,

and interim period financial statements in public offering and listing particulars
documents, in full or summary format, is the financial information presented in
accordance with accounting standards that are of a high and internationally
acceptable quality?

8. In regard to oversight, interpretation and independence:

a)

b)

With respect to accounting standards:

)

Does the regulatory framework provide for an organization responsible
for the establishment and timely interpretation of accounting
standards?

If yes, are the organization's processes open and transparent, and, if the
organization is independent, is the interpretation process undertaken in
cooperation with, or subject to oversight by, the regulator or another
body that acts in the public interest?

With respect to auditing standards:

i)

ii)

Does the regulatory framework provide for an organization responsible
for the establishment and timely interpretation of auditing standards?

If yes, are the organization's processes open and transparent, and, if the
organization is independent, is the interpretation process undertaken in
cooperation with, or subject to oversight by, the regulator or another
body that acts in the public interest?

With respect to the external auditor, in the case of listed companies:

i)

ii)

Is the external auditor required to be independent in both fact and
appearance of the company being audited?

Is there a governance body independent in both fact and appearance of
the management of the company (e.g., shareholders or a statutory or
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10.

corporate audit oversight body) that oversees the process of selection
and appointment of the external auditor?'**

ii1) Is prompt disclosure of information about the resignation, removal or
replacement of an external auditor required?

Is there an adequate mechanism in place for:

a) Enforcing compliance with accounting standards such as requiring
restatements of financial statements that deviate from accepted standards?

b) Enforcing compliance with auditing and auditor independence standards,
such as refusal to accept, or requiring revision of, audit reports that deviate
from required standards as to the opinion expressed or scope of the audit,
or for lack of independence?

If public offerings or listings by foreign issuers are significant within the
jurisdiction, does the regulator permit the use of high quality, internationally
acceptable accounting standards by foreign companies that wish to list or offer
securities in the country?'”

Benchmarks

Fully Implemented

Requires affirmative responses to all applicable Questions.

Broadly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 8(a)(ii), 8(b)(ii), 8(c)(iii) and 10.

Partly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 2(c), 2(d), 3(b), 4(d), 5(b), 7, 8(a)(i1), 8(b)(ii), 8(c)(iii) and 10.

'3 Principle 15, Key Issue 5, supra. See also Explanatory Notes.

'3 Principles, Section 10.6 for all Questions, and also discussion under Principle 14 regarding timeliness
and full disclosure of financial information material to investment decisions and shareholder voting
decisions. See also the IOSCO President’s Committee’s Resolution Concerning International Standards on
Auditing (The implementation of this resolution has been suspended because the international standards in
auditing to which it referred in October 1992 no longer exist. However, it has not been abrogated because
discussions with IFAC are continuing and a possibility remains that this matter can be resolved in the
foreseeable future) and the IOSCO Presidents’ Committee’s Resolution on IASC Standards (May 2000).
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Not Implemented

Inability to respond affirmatively to one or more of Questions 1(a), 1(b),

2(a), 2(b), 3(a), 4(a), 4(b), 4(c), 5(a), 6, 8(a)(i), 8(b)(i), 8(c)(), 8(c)(ii),
9(a) or 9(b).

Explanatory Notes

In order to be considered comprehensive for purposes of Key Question 4(a), the
accounting standards under which annual financial statements are prepared should require
footnotes that (a) summarize the significant accounting polices used in preparing the
financial statements, (b) include all material information required to be disclosed by such
standards, and (c¢) include any additional material information necessary to understand the
information presented in the body of the financial statements.'”® The assessor should
determine what is used in practice and whether and how any standards are enforced.

The accounting, auditing and independence standards referred to under Key Question 6
and parts of Key Question 8 need not be standards that are established or interpreted by
an organization within the jurisdiction. Some jurisdictions may wish to adopt and rely
upon standards established and/or interpreted by international or other standards-setting
organizations. In such circumstances, however, it is essential that a jurisdiction have a
regulatory framework in place that provides a mechanism to ensure effective
implementation and enforcement of these standards. A jurisdiction’s implementation and
enforcement mechanisms, including the mechanisms called for by Key Questions 9(a)
and 9(b), need not rely upon the regulator or other enforcement authorities organized
within the jurisdiction; however, if third party enforcement is utilized, it is essential that
the regulatory framework within the jurisdiction provides that the regulator or another
body that acts in the public interest is capable of overseeing the enforcement process and
ensuring that the process is binding upon companies whose securities are publicly offered
or publicly traded within the jurisdiction, and external auditors practicing within the
jurisdiction.

Standards of external auditor independence contemplated by Key Questions 6 and 8(c)(i)
should include a framework of principles, supported by a combination of prohibitions,
restrictions, other policies and procedures and disclosures, that addresses at least the
following threats to independence: self-interest, self-review, advocacy, familiarity and
intimidation. Independence should include the need to ensure appropriate rotation of the
auditor or the audit engagement team, such that senior members of a team do not remain
in key decision-making positions for an extended period."”’

With respect to Key Questions 6, 8(c)(ii) and 9(b), effective oversight of external auditors
should include mechanisms to: (a) require that the auditors have proper qualifications and

13 See IOSCO Public Document No. 141, General Principles Regarding Disclosure of Managements
Discussion and Analysis of Financial Condition and Results of Operations, IOSCO Technical Committee
(February 2003).

7 10SCO Public Document No. 133, Principles of Auditor Independence and the Role of Corporate
Governance in Monitoring an Auditor’s Independence, IOSCO Technical Committee (October 2002).
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competency before being licensed to perform audits; (b) withdraw authorization to
perform audits if proper qualifications and competency are not maintained; (c) require
that auditors are independent of the enterprises they audit, both in fact and in appearance;
and (d) provide oversight over the quality of auditing, independence and ethical
standards, as well as quality control requirements. "

18 TOSCO Public Document No. 134, Principles for Auditor Oversight, IOSCO Technical Committee
(October 2002).
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F. Principles Relating to Collective Investment Schemes
1. Preamble

Collective Investment Schemes (CIS) play an important role in modern economies,
channeling resources to the securities markets and offering investors a means to achieve
diversified exposure to investment opportunities. To the extent that investors place their
money in mutual funds and other collective investment vehicles, appropriate regulation is
increasingly important.

Proper regulation of CIS is critical to the objectives of investor protection and the
preservation of confidence in the market. CIS, like other entities raising funds on the
market, are subject to disclosure requirements.””” However, retail investors in CIS rely
upon operators of the schemes to manage their funds and to act in their best interest.
Retail investors are particularly vulnerable to misconduct by CIS operators. Regulation
should promote and ensure a high level of compliance by entities involved in CIS
operations.

Regulation should cover the competence of the fund manager; adherence to the terms of
the prospectus and other constituent documents; the proper control of investors’ funds
and the assets of the scheme, but not the wisdom of investment decisions (where these are
within the terms of the constituent documents).

Supervision should seek to ensure that the assets of a CIS are managed in the best
interests of its investors and in accordance with the objectives of a CIS. This will include
ensuring the assets are held in safekeeping on behalf of investors and having mechanisms
in place to confirm that the investments in a CIS are valued properly. Supervision of an
operator in this regard includes oversight of arrangements to ensure that investors are
exposed to a level of risk that is consistent with the fund’s objectives, as well as to ensure
that any regulatory minimum level of diversification is maintained.'®

2. Scope

Principles 17 to 20 deal specifically with CIS.

Principle 17 requires regulation to set standards for those involved in the operation of a
CIS and marketing CIS interests; Principle 18 is mainly devoted to client assets
protection; Principle 19 addresses CIS focused-disclosure requirements, while Principle
20 deals with the issues of asset valuation and pricing and redemption of units.

The above Principles are interrelated and complement each other. All of them have to be
implemented in order to ensure proper investor protection. In addition, assessment under

159 Principles 14 to 16 and Principle 19.
1% 10SCO Public Document No. 69, Principles for the Supervision of Operators of Collective Investment
Schemes, I0SCO Technical Committee (September 1997).
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Principle 19, dealing with disclosure, should be consistent with, and/or compared to, the
assessment of disclosure obligations as set forth under the Principles for issuers.'®!

The term “CIS” includes authorized open-ended funds that will redeem their units or
shares (whether on a continuous basis or periodically). It also includes closed-ended
funds whose shares or units are traded in securities markets, unit investment trusts,
contractual models and the European UCITS (Undertakings for Collective Investment in
Transferable Securities) model.'*

In some jurisdictions, closed-ended funds are not subject to special licensing or
supervisory requirements and are, instead, regulated according to the terms of relevant
exchange listing rules.'® If this is the case in the assessed jurisdiction, the situation
should be duly accounted for, and detailed explanation, and assessment, of the listing
rules applicable should be described taking into account the investor protection objectives
of the Key Issues in this section.

In many jurisdictions, the requirements relating to CIS vary according to whether the CIS
is offered to the public. In fact, most jurisdictions tend to reduce regulatory oversight in
relation to private placements. The definition of what amounts to an offer to the public
varies. The assessor should not attempt to substitute his or her judgment for what
constitutes a public offering but should indicate which offerings are included and subject
to the full panoply of requirements and how regulatory oversight is different for private
placements or non-retail offerings. The assessor should explain the differences in
treatment and assess the consequences from an investor protection viewpoint, investor
protection being the main objective of the CIS Principles.

An increasing number of schemes are marketed across jurisdictional boundaries. It is
also common for scheme promoters, managers and custodians to be located in several
different jurisdictions and not the same jurisdiction as investors to whom the scheme is
promoted.'®® Therefore, particular attention should be paid to the possible need for
international cooperation and the interrelation with Principles 11, 12, and 13 relating to
cooperation.

The assessor should determine the type and complexity of CIS in the jurisdiction, the
number of funds in existence and the types of permitted investments and level of gearing
or leverage. It is possible that a specific jurisdiction will not have its own framework for
the establishment of collective investment schemes. If a jurisdiction does not have its
own CIS regulatory framework, it may not wish to admit offerings that do not meet the
basic requirements as to legal format in these Principles.'® To the extent CIS established

1! Principles 14 to 16.

12 principles, Section 11.2 9 1.

19 Principles, Section 11.2 footnote 49

14 Principles, Section 11.10. See also Disclosures under Section E, Principles Relating to Issuers, in the
Preamble.

15 Principle 17.
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under other jurisdictions’ laws, however, may be sold, the assessor should consider
whether:

e The entity engaged in marketing should be authorized, recognized or
otherwise eligible (Principle 17);

e There are requirements concerning the public offer of CIS products
(Principles 17, 19 and 20);

e There is adequate information sharing between the jurisdictions of
establishment and the jurisdiction being assessed.

The greater the level of CIS activity in a particular jurisdiction, the more likely it is that
the principle (Principles 17 through 20) should be rated as Not Implemented rather than
Not Applicable if no requirements are applied to cross-border business.

Securities law and regulation cannot exist in isolation from the other laws of a
jurisdiction. Matters of particular importance to the legal framework in general are set out
in Book II, Annex 1, from Annexure 3 of the Principles. To determine whether Principles
17, 18, 19 and 20 are implemented in a manner that achieves their objectives, it is
therefore necessary to consider the jurisdiction’s legal framework in that regard and, in
particular, laws and regulations on insolvency (having an impact on the treatment of CIS
in default) as well as those rules on dispute resolution mechanisms or other remedies
(having an impact on investors’ ability to seek redress or compensation).
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3. Principles 17 through 20

Principle 17  The regulatory system should set standards for the eligibility and
the regulation of those who wish to market or operate a collective
investment scheme.

Eligibility criteria for operators of collective investment schemes ensure that those who
operate or market CIS are qualified to do so. This includes being experienced and
competent to operate or advise on the suitability of a CIS, and having adequate resources
and processes in place to ensure ongoing compliance.

Key Issues

Entry Criteria

1. There should be clear criteria for the eligibility'®® to operate and/or market a
collective investment scheme.

2. The approval of CIS should have regard to the possible need for international
cooperation.

Supervision and Ongoing Monitoring

3. Records of the operation of the CIS should be maintained.

4. The regulatory system should require a proper supervisory system throughout the
life of a particular CIS.

5. There should be clear powers to allow action in respect of all supervised entities

with responsibilities under the CIS.

6. Supervision should promote high standards of competence, integrity and fair
dealing.

Conflicts of Interest
7. Operators should not benefit to the unfair disadvantage of investors in a CIS.

8. Regulation should ensure that the possibility of conflicts of interest arising is
minimized and that any conflicts that do arise are properly disclosed.

1% The term “eligibility” is intended to include authorization, licensing, registration or other preconditions
to operating or marketing a CIS.
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Delegation

0. The use of delegates should not, in any way, be permitted to diminish the
effectiveness of the primary regulation of a CIS.

10. A delegate should be accountable either directly or through the delegator for
compliance with all regulatory requirements applicable to the conduct of the
principal’s business activities.'®’

Key Questions
Entry Criteria

1. Does the regulatory framework set standards for the eligibility and the regulation
for those who wish to:

a) Market a CIS?'®*

b) Operate a CIS?'®

2. Do the eligibility criteria for CIS'”” include the following:
a) Honesty and integrity of the operator?
b) Competence to carry out the functions and duties of the operator (i.e.

human and technical resources)?

c) Financial capacity?
d) Operator specific powers and duties?
e) Adequacy of internal management procedures?'’!
3. Does the approval of schemes take into account the possible need for international

cooperation in the case of CIS marketed across jurisdictions or where promoters,
managers or custodians are located in several different jurisdictions?' >

4. Are there:

17 TOSCO Public Document No. 113, Delegation of Functions, I0SCO Technical Committee. (December
2000).

1% With respect to market intermediaries that may be involved in marketing or operating a CIS, such as
brokers, dealers and investment advisors, see also Principles 21 to 24 on Market Intermediaries regarding
approaches to regulation of such intermediaries.

19 Principle 17, Principles, Sections 11.1, 11.2, 11.3, 11.4 and 11.5.

70 Includes the operator and/or the pool.

! Principles, Sections 11.3, 11.4, and 11.5.

12 Principles, Section 11.10.
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a) Effective, proportionate and dissuasive sanctions for unlicensed operation
of a CIS and/or for violation of CIS operator obligations?

b) Are these sanctions consistently applied?'”
Supervision and Ongoing Monitoring

5. Is the regulator responsible for ensuring compliance with the eligibility standard?
In particular, does the regulatory framework provide for attribution to the
regulatory authority of responsibilities and clear powers with respect to:

a) Registration or authorization of a CIS?
b) Inspections to ensure compliance by CIS operators?
C) Investigation of suspected breaches?
d) Remedial action in the event of breach or default?'”*
6. Is there ongoing monitoring of the conduct of CIS operators throughout the life of

a scheme, including continued compliance with eligibility, licensing, registration,
or authorization requirements?' "

7. Does the ongoing monitoring involve review of reports to the regulator submitted
by CIS (CIS operators, custodians, etc.) on a routine basis?'’®

8. Does the ongoing monitoring normally involve performance of on-site inspections
of entities involved in operating CIS (CIS operators, custodians, etc.)?'”’

9. Do the regulatory authorities proactively perform investigative activities'”® in
order to identify suspected breaches with respect to entities involved in the
operation of a CIS?'”’

10. Is the operator of a CIS subject to a general and continuing obligation to report to
the regulatory authority or investors, either prior to or after the event, any
information relating to material changes in its management, organization or by-
laws?'®

'3 Principles, Section 11.4.
7% Principles, Sections 11.4, 8.2, and 8.3.
'3 Principles, Section 11.4.
1: Principles, Sections 11.4, 8.2, and 8.3. For example, financial results.
Id.
'8 This means activities not prompted by complaint such as risk-based or periodic inspections, audits or
surveillance.
179 Id
'8 principles, Sections 11.3 and 11.4.

89



PRINCIPLES RELATING TO COLLECTIVE INVESTMENT SCHEMES

11.  Does the regulatory system assign clear responsibilities for maintaining records of
the operations of the scheme?'®'

Conflicts of Interest

12. Are there provisions to prohibit, restrict or disclose certain conduct likely to give
rise to conflicts of interest between a CIS and its operators or their associates or
connected parties?'

13.  Are there regulatory provisions aiming at minimizing conflict of interest

situations, to ensure that any conflicts that do arise do not adversely affect the
interests of investors?'®

14. Is the CIS required to comply with rules related to:

a) Best execution?
b) Appropriate trading and timely allocation of transactions?
C) Churning?

d) Related party transactions?

e) Underwriting arrangements?'**
Delegation
15.  Does the regulatory system provide for clear indication of circumstances under

which delegation is allowed and is there prohibition of systematic and complete
delegation of core functions of the CIS operator to the extent that there is a
transformation, gradual or otherwise, into an empty box?'*®

16.  If delegation is permitted, is the delegation done in such as way so as not to
deprive the investor of the means of identifying the company legally responsible
for the delegated functions? In particular:

a) Is the CIS operator responsible for the actions or omissions, as though
they were its own, of any party to whom it delegates a function?

181 Id.

'82 Principles, Sections 11.3 and 11.4 footnote 51. See also IOSCO Public Document No. 108, Conflicts of
Interests of CIS Operators, I0SCO Technical Committee (May 2000).

'8 Principles, Sections 11.3 and 11.4 footnote 51. See also Conflict of Interests of CIS Operators, supra.

'8 Principles, Sections 11.3 and 11.4.

185 Principles, Sections 11.3 and 11.4 footnote 52. See also Delegation of Functions, supra.
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b) Does the regulatory system require the CIS operator to retain adequate
capacity and resources and have in place suitable processes to monitor the

activity of the delegate and evaluate the performance of the delegate?'™

C) Can the CIS operator terminate the delegation and make alternative
arrangements for the performance of the delegated function where
appropriate?'®’

d) Are there requirements for disclosure to investors in relation to the

delegation arrangements and the identity of the delegates?'*®

e) Does the regulatory system address delegations which may give rise to a

conflict of interest between the delegate and the investors?'®
Benchmarks
Fully Implemented
Requires an affirmative response to all applicable Questions.
Broadly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 2(c), 9, 16(d) and 16(¢).

Partly Implemented
Requires affirmative responses to all applicable Questions except to

Questions 2(c), 3, 7, 8, 9, 10, 14(a), 14(b), 14(c), 14(d), 14(e), 15, 16(d),
16(e) and either Question 12 or 13.

Not Implemented
Inability to respond affirmatively to one or more of Questions 1(a), 1(b),
2(a), 2(b), 2(d), 2(e), 4(a), 4(b), 5(a), 5(b), 5(c), 5(d), 6, 11, 16(a), 16(b) or
16(c) and to both Questions 12 and 13.

Explanatory Notes

Consideration should be given to the ability of the regulator to perform ongoing
supervision and to take action in respect of all supervised entities with responsibilities
under the scheme for enforcement purposes and, more broadly, to ensure that the

'% The degree of monitoring would depend on the extent of the delegation, to whom the delegation was
made (e.g. to authorized intermediaries or to others) and the type of jurisdiction in which the delegate is

located.
187 Principles, Sections 11.3 and 11.4 footnote 52; Delegation of Functions, supra.
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objectives of regulation are attained. To this end, where appropriate, the assessor should
make reference to the assessment of Principles 8, 9 and 10.

Attention should also be paid to the international features of the CIS business of the
assessed jurisdiction. According to the Principles, these elements should not hinder
proper supervision and the need for possible international cooperation should be duly
taken into account by assessors; where appropriate, cross reference to the assessment of
international cooperation Principles 11, 12 and 13'*° should be made.

01 particular, as discussed under Principles, Section 9.3, see also the Preamble to this Section on CIS.
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Principle 18  The regulatory system should provide for rules governing the legal
form and structure of collective investment schemes and the
segregation and protection of client assets.

The legal form and structure of collective investment schemes varies among jurisdictions
but is important to the protection of investors as the structure affects the interests and
rights of the participants in the scheme and enables the pool of investors’ funds to be
distinguished and segregated from the assets of other entities and of the operator.

Key Issues
Legal Form/Investors’ Rights

I. The regulatory system should address the legal form of CIS and the nature of the
rights and interests of investors. Appropriate disclosure of such form and rights
should be provided to investors. Such rights should not be left to the discretion of
the CIS operator.

Separation of Assets/Safekeeping'"

2. The pool of investors’ funds should be distinguished and segregated from the
assets of other entities.

3. Effective mechanisms should be in place to protect client assets from the risk of
loss and insolvency of the operator.

4. The risk of default or breach associated with the legal form and structure chosen
for a given CIS should be disclosed to investors.

5. The regulatory framework should ensure that the above risks to investors are duly
addressed through statutes, rules or mandatory arrangements.

Key Questions

Legal Form/Investors’ Rights

1. Does the regulatory framework provide for requirements as to the legal form and
structure of CIS that delineate the interests of participants and their related
rights?'**

2. Does the regulatory framework provide that the legal form and structure of a CIS,

as well as the implications thereof for the nature of risks associated with the

P Principles for Supervision of Operators of Collective Investment Schemes Operators, supra.
192 Principle 18, Principles, Sections 11.1 and 11.5.
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scheme, be disclosed to investors in such a way that they are not dependent upon
the discretion of the CIS operator?'®”

3. Is there a regulatory authority responsible for ensuring that the form and structure
requirements are observed and evidence that the above requirements are enforced
in the assessed jurisdiction?'*

4. Does the regulatory framework provide that where changes are made to investor
rights that do not require prior approval from investors, notice is given to them
before the changes take effect?'”

5. Does the regulatory framework provide that where changes are made to investor
rights, notice is given to the relevant regulatory authority?'”°

Separation of Assets/Safekeeping

6. Does the regulatory framework require the separation and segregation of CIS
assets from the assets of the CIS operator and its managers?'”’

7. Does the regulatory framework provide for requirements governing the
safekeeping of CIS assets such as:

a) The obligation to entrust the assets to an independent third party; or

b) Special legal or regulatory safeguards in cases where custodial functions
are performed by the same legal entity responsible for investment
functions (or related entities)?'”®

8. Does the regulatory framework provide for the keeping of books and records in
relation to transactions involving CIS assets and all transactions in CIS shares or
units or interests?'”’

9. Does the regulatory framework adequately provide for audit requirements
(internal or external) in relation to the assets of a CIS?**

13 Principles, Section 11.5.

194 14,

195 14,

196 Id

7 Principle 18, Principles, Sections 11.1, 11.5, footnote 53, and 11.7, footnote 59, I0SCO Public
Document No. 60, Guidance on Custody Arrangements for Collective Investment Schemes, 10SCO
Technical Committee (September 1996); IOSCO Public Document No. 57, Client Asset Protection, IOSCO
Technical Committee (August 1996).

198 Principle 18, Principles, Sections 11.1, 11.5 footnote 53, and 11.7 footnote 59; Guidance on Custody
Arrangements for CIS, supra; Client Asset Protection, supra.

19 Principles, Sections 11.4 and 11.5.

290 principles, Sections 11.4 and 11.5 footnote 53. See also Guidance on Custody Arrangements for CIS,
supra.
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10.  Does the regulatory framework adequately provide for an orderly winding up of
CIS business, if needed?

Benchmarks
Fully Implemented

Requires affirmative responses to all applicable Questions.

Broadly Implemented

Requires affirmative responses to all applicable Questions except to
Question 4.

Partly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 4, 5 and 10.

Not Implemented

Inability to respond affirmatively to one or more of Questions 1, 2, 3, 6,
7(a), 7(b), 8 or 9.

Explanatory Notes

In evaluating safekeeping, consideration should be given by an assessor to whether the
supervisory system in the assessed jurisdiction is capable of ensuring that all CIS
investments, including cash deposits, are properly held in safekeeping.

Consideration also should be given to the ability of the system to ensure that the risks of
default or breach associated with the scheme are properly addressed. It is important that
the interests of CIS investors are duly protected not only while the CIS is a going
concern, but also when its continuity is affected by circumstances which require it to be
wound up.

The assessor should verify that the regulatory system requires the rights of investors in
CIS, or impediments to investors exercising their rights, to be clearly spelled out. The
Principles do not comprehensively address collective investment arrangements involving
derivatives, many of which are privately offered.
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Principle 19  Regulation should require disclosure, as set forth under the
principles for issuers, which is necessary to evaluate the suitability
of a collective investment scheme for a particular investor and the
value of the investor’s interest in the scheme.

This Principle aims at ensuring that matters material to the value of a collective
investment scheme are the subject of disclosure to investors and potential investors in
order to assist investors in understanding the nature of the investment vehicle and the
relationship between risk and return.

Key Issues

1. Disclosure should assist investors in understanding the nature of the investment
vehicle and the relationship between risk and return.

2. All matters material to an evaluation of the scheme and the value of an investor’s
interest should be disclosed to investors and potential investors.

3. Information should be provided on a timely basis and in an easy to understand
format, having regard to the type of investor.

4. There should be clear disclosure of investment policies.

5. Supervision should ensure that the stated investment policy or trading strategy, or
any policy required by regulation, has been followed and that any restrictions on
type or level of investment have been complied with.

Key Questions

1. Does the regulatory framework require that all matters material to an evaluation
of a CIS and the value of an investor’s interest are disclosed to investors, and
potential investors, in an easy to understand format?*"!

2. Does the regulatory framework include a general disclosure obligation to allow
investors, and potential investors, to evaluate the suitability of the CIS for that
investor or potential investor?*">

3. Does the regulatory framework specifically require that the offering documents,
or other publicly available information, include the following:

201 Principle 19; Principles, Sections 11.1, 11.6 footnote 56; IOSCO Public Document No. 59, Disclosure of
Risk, IOSCO Technical Committee (September 1996); and IOSCO Public Document No. 130,
Performance Presentation Standards for Collective Investment Schemes, IOSCO Technical Committee
(July 2002).

292 principle 19; Principles, Sections 11.1, 11.6 and 10.4.
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a) The date of issuance of the offering document?
b) Information concerning the legal constitution of the CIS?

C) The rights of investors in the CIS?

d) Information on the operator and its principals?

e) Information on the methodology of asset valuation?

f) Procedures for purchase, redemption and pricing of units?
g) Relevant, audited financial information concerning the CIS?
h) Information on the custodian (if any)?

1) The investment policy(ies) of the CIS?
1 Information on the risks involved in achieving the investment objectives?

k) The appointment of any external administrator or investment managers or
advisers who have a significant and independent role in relation to the CIS
(including delegates)?

1) Fees and charges in relation to the CIS?*?

Does the regulatory authority have the power to hold back, or intervene, in an
offering? For example, are there regulatory actions available in the event that the
information is inaccurate, misleading or false, or does not satisfy the
filing/approval requirements?*"*

Does the regulatory framework cover advertising material outside of the offering
documents, in particular does it prohibit false or misleading advertising?*"

Does the regulatory framework require that the offering documents be kept up to
date to take account of any material changes affecting the CIS??*°

Does the regulatory framework require a report to be prepared in respect of a
CIS’s activities either on an annual, semi-annual or other periodic basis?*"’

Does the regulatory framework require the timely distribution of periodic
reports?208

203 Principles 19 and 20. See also Principles, Sections 11.1, 11.5, 11.6, 11.8, 11.9 and 10.4.
2% Principles, Sections 11.4 and 10.4.
295 principle 19, Principles, Sections 11.1, 11.6, 10.2 and 10.4.

206 1d.
207 1d.

2% principle 19, Principles, Sections 11.1, 11.6, 10.2 and 10.4. See also Explanatory Note.
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9. Does the regulatory framework require that the accounts of a CIS be prepared in
accordance with high quality, internationally acceptable accounting standards?*"’

Benchmarks
Fully Implemented

Requires affirmative responses to all applicable Questions.

Broadly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 5 and 8.

Partly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 3(b), 3(h), 5, 8 and 9.

Not Implemented.

Inability to respond affirmatively to one or more of Questions 1, 2, 3(a),
3(c), 3(d), 3(e), 3(h), 3(g), 3(1), 3()), 3(k), 3(1), 4, 6 or 7.

Explanatory Notes

The assessor should cross reference to assessment under Principles 14 to 16 as
appropriate. CIS normally target retail investors; therefore, particular attention should be
paid to assure the regulatory framework is structured to prevent investors being misled by
inappropriate presentation of elements such as risks associated with the investment
policies and trading strategies of the scheme, reference to past performance, and fees and
other charges that may be levied under the scheme. The information should be provided
in an easy to understand format. Proper consideration should be given by the assessor to
the retail nature of CIS business.

299 principle 19, Principles, Sections 11.1, 11.6, 11.8, 10.2 and 10.4.
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Principle 20  Regulation should ensure that there is a proper and disclosed basis
for asset valuation and the pricing and the redemption of units in a
collective investment scheme

Proper valuation of collective investment scheme assets is critical to ensure investor
confidence in CIS as a reliable and robust investment vehicle and for proper investor
protection, especially in cases where a market price is unavailable. The regulatory
framework should permit the responsible authority to ensure compliance with the
relevant rules.

Key Issues
Asset Valuation

1. Regulation should ensure that all of the property of a CIS is fairly and accurately
valued and that the net asset value (NAV) of the scheme is correctly calculated.
The interests of the investor are generally better protected by the use of value
based reporting”'® wherever reliable market or fair values can be determined.*"!

2. CIS should be valued regularly at specified intervals.

3. Information about asset value and pricing should allow the investor to assess
performance over time.

4. Valuation methods should be applied consistently unless change is desirable in
the interest of investors.

Pricing and Redemption Issues

5. Regulation should enable investors to redeem units upon a basis that is made clear
in the constituent documents.

6. Incoming, continuing and outgoing investors should be treated equitably, such
that purchases and redemptions of CIS interests are effected in a non-
discriminatory manner.

7. Regulation should ensure that rights of suspension protect the interests of
investors rather than the interests of the operator.

8. Regulators should be kept informed of any suspension of redemption rights.

219 Value-based reporting is understood as marking financial assets to market or using market prices
(values) where these are available and reliable.
! principles, Section 11.8 9 1.
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Key Questions

Asset Valuation

4.

Are there specific regulatory requirements in respect of the valuation of CIS
assets?”'?

Are there regulatory requirements that the net asset value of assets be calculated:
a) On a regular basis?

b) In accordance with high-quality, accepted accounting standards used on a
consistent basis?*">

Are there specific regulatory requirements in respect of the fair valuation of assets
where market prices are not available?*'*

Are independent auditors required to check the valuations of CIS assets?*'

Pricing and Redemption of Interests

5.

Are there specific regulatory requirements in respect of the pricing upon
redemption or subscription of interests in a CIS?*'°

Does regulation ensure that the valuations made are fair and reliable?*'’

Does regulation require the price of the CIS be disclosed or published on a regular
basis to investors or prospective investors?*'®

Are there regulatory requirements, rules of practice, and/or rules addressing
pricing errors? Are the relevant regulatory authorities able to enforce these
rules?*"”

Does the regulatory framework address the general or specific circumstances in
which there may be suspension or deferral of routine valuation and pricing or of
regular redemption?”*’

212 principles, Section 11.8. See also Principles for the Supervision of Operators of Collective Investment
Schemes, supra. In addition, there should be some arrangement for valuing illiquid holdings if any. See
also Key Issue 3.

213 Id.
214 Id

13 Principles, Section 11.4.
216 principles, Section 11.9.
27 Principles, Section 11.8.

218 1d.
219 1d.

220 principles, Section 11.9.
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10. Does the regulatory authority have the power to ensure compliance with the rules
applicable to asset valuation and pricing? Is there evidence as to actions taken by

the relevant regulatory authority in this area?**'
11. Does the regulatory framework require that the regulator:
a) Be kept informed of any suspension or deferral of redemption rights?
b) Have the power to take action, to demand, delay or stop the suspension or
deferral of redemption rights?**
Benchmarks
Fully Implemented

Requires affirmative responses to all applicable Questions.

Broadly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 3, 8 and 11(b).

Partly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 3, 4, 8, 10 and 11(b).

Not Implemented

Inability to respond affirmatively to one or more of Questions 1, 2(a),
2(b), 5,6,7,9 or 11(a).

Explanatory Notes

The calculation of the net asset value (NAV) of a CIS is extremely important, as the
NAV?** reflects the price which an investor pays when investing in a CIS (subject to any
additional up-front charges) and the price an investor will receive (subject to any
additional exit charges) should a holding be liquidated. Assessors should pay proper
attention to the calculation modalities and to the timing and the frequency of publication
of NAV. Assessors also should evaluate whether the supervision of the CIS confirms that
the operator has systems in place to ensure that calculations of the NAV are correct at
each valuation point.

221 principles, Section 11.4.

222 principles, Section 11.4 and 11.9.

23 NAV is calculated by dividing the total value of the investments in a CIS by the number of units in
issue, plus or minus adjustments for accrued fees, expenses and other liabilities.
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The type and frequency of valuation may depend on the availability and timing of
redemption rights, the types of interests that may be held within a CIS, and the permitted
legal structure of a CIS.

The right to redeem units is a key feature of open-ended funds. The assessor should
evaluate whether the rules in place are sufficient to prevent fees or charges payable by an
investor in the case of redemption from being conceived so as to prevent investors from
exercising their rights. Assessors should take into account that rights of suspension not be
exerted in ways that impair the protection of investors’ interests and that regulators are
able to enforce decisions aimed at protecting investors’ interests. In the case of closed-
end funds, assessors may consider how regularly such funds are priced.
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G. Principles Relating to Market Intermediaries
1. Preamble

Regulation of the various types of intermediaries should address entry criteria, capital and
prudential requirements, conduct of business, ongoing supervision and discipline of
entrants, and the consequences of default and financial failure.”* In particular, regulation
should aim to provide for:

« Proper ongoing supervision with respect to market intermediaries.

o The right to inspect the books, records and business operations of a market
intermediary.**’

« A full range of investigatory powers and enforcement remedies available to the
regulator or other competent authority in cases of suspected or actual breaches of
regulatory requirements.

« A fair and expeditious process leading to discipline and, if necessary, suspension or
withdrawal®*® of a license.

o« The existence of an efficient and effective mechanism to address investor
complaints.**’

Principles 21 to 24 deal with market intermediaries. Principle 21 addresses authorization
and the standards for authorization; Principle 22 addresses ongoing monitoring and the
initial and ongoing capital requirements and prudential standards for intermediaries;
Principle 23 addresses other operational standards for market intermediaries and
standards for conduct of business to protect the interests of customers and for proper
management of risks; and Principle 24 addresses procedures for minimizing the
consequences to customers and markets of the failure of a market intermediary. These
Principles should be assessed in conjunction with each other. In assessing the Principles,
generally, it should be understood that there are two main approaches to the setting of
capital adequacy standards for securities firms. A “net capital” approach is used in the
United States, Canada, Japan and some other non-EU jurisdictions. The purpose of the
net capital approach is, among other things, to protect customers and creditors by
requiring broker-dealers to maintain sufficient liquid assets to allow the orderly self-
liquidation of financially distressed broker-dealers. The other main approach is
incorporated in the EU’s Capital Adequacy Directive, which is based on the amendment

% Principles, Section 12.2 9 2.

2 Inspection power should be available to a regulator to ensure compliance with all relevant requirements,
even in the absence of a suspected breach of conduct. There must be complementary requirements for the
maintenance of comprehensive records. See also Principle 8.

26 The term “withdrawal” would include revocation.

227 Principles, Section 12.7.
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to the Basel Capital Accord to incorporate market risks.”® The emphasis in this approach

is on ensuring the capital solvency of firms. The two approaches differ somewhat in their
objectives, but their practical effects overlap to a significant extent. There may be other
equivalent approaches that address the performance standards of the Principles.”?’

There are also different approaches to assessing the risks posed to securities firms by
affiliated entities. One approach (used in the United States) is to require the regulated
entity, the registered broker-dealer, to provide extensive “risk assessment” information to
the regulator concerning its material affiliates. A number of other jurisdictions have
regulatory authority over such affiliates and may require the affiliates to provide
information to them directly. The EU generally requires securities firms to provide
capital adequacy information on a consolidated basis and to meet capital requirements at
the consolidated group level as well as at the level of individual regulated entities. The
assessment criteria recognize that other approaches may be employed.

Assessors should assess each country’s capital adequacy standards by reference to that
country’s approach, including calculation and what constitutes good capital.

Oversight of market intermediaries should be directed to the areas where capital, client
money, and public confidence may most be put at risk including: ethical attitude;
incompetence or poor risk management (which may lead to a failure of due execution, a
failure to obtain due settlement or a failure to provide adequate advice); breach of duty
(which may lead to misappropriation of client funds or property, the misuse of client
instructions for the intermediary’s own trading purposes, i.e., “front running” or trading
ahead of customers, manipulation and other trading irregularities, or fraud on the part of
the intermediary or its employees); conflicts of interest and the insolvency of an
intermediary (which may result in loss of client money, securities or trading
opportunities, and may reduce confidence in the market in which the intermediary
participates). 2

2. Scope

“Market intermediaries” generally include those who are in the business of managing
individual portfolios, executing orders and dealing in, or distributing, securities.**'

28 Amendment to the capital accord to incorporate market risks, Basel Committee on Banking Supervision
(January 1996). See also Council Directive 93/6/EEC of 15 March 1993 on the capital adequacy of
investments firms and credit institutions, OJ L 141 11.06.1993 p.1. See also Directive 98/31/EC of the
European Parliament and of the Council of 22 June 1998 amending Council Directive 93/6/EEC on the
capital adequacy of investment firms and credit institutions, OJ L 204 21.07.1998 p.13. See also Directive
98/33/EC of the European Parliament and of the Council of 22 June 1998 amending Article 12 of Council
Directive 77/780/EEC on the taking up and pursuit of the business of credit institutions, Articles 2, 5, 6, 7,
8 of and Annexes II and III to Council Directive 89/647/EEC on a solvency ratio for credit institutions and
Article 2 of and Annex II to Council Directive 93/6/EEC on the capital adequacy of investment firms and
credit institutions, OJ L 204 21.07.1998 p.29.

229 principle 21, Key Issues 6 and 7, infra, regarding investment advisers.

230 principles, Section 12.2 9 3.

31 Principles, Section 12.2 9 1. The distribution of securities generally includes solicitation.
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“Investment advisers” are those principally engaged in the business of advising others

regarding the value of securities or the advisability of investing in, purchasing or selling
L 2232

securities.

Three types of investment adviser are identified:
1. Investment advisers that deal on behalf of customers.

2. Investment advisers that do not deal on behalf of customers, but are permitted to have
custody of client assets.

3. Investment advisers who neither deal on behalf of customers nor hold or have custody
of customer assets nor manage portfolios, but who offer only advisory services
without offering other investment services.”

The scope of these Principles applies differently to each type of adviser. Advisers that
deal on behalf of customers should meet the capital and operational controls applicable to
other market intermediaries.>* If advisers hold customer assets, they should meet
requirements for protection of client assets. Those in the third category may not need to
be licensed.”> In regulating the activities of investment advisers, the regulator may elect
to put emphasis on the substantive licensing criteria and the capital and other
requirements recommended for the regulation of market intermediaries. Alternatively,
the regulator may opt for a disclosure-based regime designed to permit potential advisory
clients to make an informed choice of advisers.”’® The assessor should keep these
distinctions in mind in applying the Principles in this section.

To the extent that this section calls for an assessment of the ongoing operations of
intermediaries consistent with the Principles, the assessor should be certain that any
conclusions reached are consistent with those contained in Principles 8, 9 and 10 related
to enforcement and inspection powers and implementation of such powers.

2 Principles, Section 12.8 q 1.

3 Principles, Section 12.8 9 2.

234 Id.

35 Where an investment adviser is offering advice through market intermediaries that are adequately
licensed according to the Principles, separate licensing of the investment adviser may not be required.
Principles, Section 12.8 95. See also the footnotes to Principle 21.

36 principles, Section 12.8 4 3.
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3. Principles 21 through 24

Principle 21  Regulation should provide for minimum entry standards for market
intermediaries.

The supervision of market intermediaries should reduce the risk of loss to investors
caused by incompetent, negligent or illegal behavior and/or inadequate capital. Minimum
entry standards are an important means to regulate market intermediaries.”’

Key Issues

. .23
Authorization

1. The authorization, licensing®’ or registration of market intermediaries should set
minimum standards of entry that make clear the basis for authorization and
standards that should be met on an ongoing basis. Such standards should include:

a) An initial minimum capital requirement as set forth in Principle 22.

b) A comprehensive assessment of the applicant and all those who are in a
position directly or indirectly to control or materially influence the
applicant. In this regard, regulation should determine whether participation
in the market by an intermediary should be based upon a demonstration of
appropriate knowledge, resources, skills and ethical attitude (including a
consideration of past conduct).**’

C) A requirement that the entry standards be consistently applied.**!
Authorization Authority

2. The licensing authority should have the power to: **

a) Refuse licensing of an intermediary, subject only to administrative or
judicial review, if authorization requirements have not been met.

7 Principles, Section 12.3 4 1.

¥ Principles, Section 12.3.

% In some jurisdictions authorization or registration is used instead of licensing. The term “license”
should be understood to refer also to authorization and registration. See footnote 66 of the Principles.

%9 Many jurisdictions set out detailed criteria relating to education, training, experience and the so-called
“fitness and properness” of an applicant. These criteria are intended to protect the investor. Principles,
Section 12.3 footnote 67.

2! principles, Section 12.3 9 6. See also Principle 4.

42 Principles, Section 12.3 s 3 and 4.
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3.

b) Withdraw, suspend or condition a license or authorization where a change
in control or other change results in a failure to meet relevant
requirements.

Where licensing is the responsibility of a self-regulatory organization, the process
should be subject to appropriate oversight by the regulator.”*’

Ongoing Requirements

4.

Periodic updating of relevant information and reporting of material changes in
circumstances affecting the conditions of licensing should be required. For
example, changes in control or material influence should be required to be made
known to the regulator to aim to ensure that its assessment of the intermediary
remains valid.***

The regulator should aim to ensure that the public has access to relevant
information concerning the licensee or authorized intermediary; such as, the
identity of senior management and those authorized to act in the name of the
intermediary; the category of license held; its current status and the scope of
authorized activities.**

Investment Advisers

6.

Investment advisers that deal on behalf of customers or that are permitted to have
custody of client assets should be licensed.**°

In regulating the activities of investment advisers, the regulator may elect to place
emphasis on the substantive licensing criteria and the capital and other
requirements recommended for regulation of other market intermediaries.
Alternatively, the regulator may use a disclosure-based regime designed to permit
potential advisory clients to make an informed choice of advisers subject to the
activities performed by the investment adviser. The regulatory scheme should
include the following requirements based on the type of adviser.”*’

a) If an investment adviser deals on behalf of customers, the capital and other
operational controls applicable to other market intermediaries also should
apply to the adviser.

b) If the adviser does not deal, but is permitted to have custody of client

assets, regulation should provide for the protection of client assets,
including segregation and periodic or risk-based inspections (either by the
regulator or an independent third party).

¥ Principles, Section 12.3 § 6. See also Principle 7.
24 Principles, Section 12.3 §s 6 and 7.

% Principles, Section 12.3 q 8.

246 principles, Section 12.3 9 1.

7 Principles, Section 12.8 s 2 and 3.
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8. At a minimum, however, the regulatory scheme selected for investment advisers

should contain the following elements as applicable:

a)

b)

d)

f)

248

A licensing regime that is sufficient to establish authorization to act as an
investment adviser and to ensure access by the public to an up-to-date list
of authorized advisers.

Bars against the licensing of persons who have violated securities or
similar financial laws or criminal statutes during a specific time period
preceding their application.

Record keeping requirements.

Clear and detailed requirements setting out the disclosures to be made by
the adviser to potential clients, including: descriptions of the adviser’s
educational qualifications, relevant industry experience, disciplinary
history (if any), investment strategies, fee structure and other client
charges, potential conflicts of interest, and past investment performance (if
relevant) that is updated periodically and as material changes occur.

Rules and procedures designed to prevent guarantees’ of future
investment performance and misuse of client assets, and to prevent or
address potential conflicts of interest.”"

: 251
Inspection and enforcement powers.

0. There are investment advisers who neither deal on behalf of clients nor hold or
have custody of client assets nor manage portfolios but who only offer advisory
services without other investment services. In this case, separate licensing of the
investment adviser may not be strictly required. It may be sufficient if the market
intermediaries on whose services the advisers advise are adequately licensed

according to the Principles.

252

Key Questions

Authorization

1. Does the jurisdiction require that, as a condition of operating a securities business,

the market intermediaries (as defined above) be licensed

?253

% Principles, Section 12.8 § 4.

¥ This does not refer to principal protected or guaranteed specified minimum rate of return plans for
which appropriate disclosures are made.

29 principle 21, Key Issue 8. It may not be possible to prevent or resolve all potential conflicts but conflicts
should be avoided and if not resolvable, at least disclosed.

! principles, Section 12.8 § 4.

2 principles, Section 12.8 §s 3 and 5.

253 Principles, Section 12.3.
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2. Are there minimum standards or criteria that all applicants for licensing must

meet before a license is granted (or denied)

2% and that are clear and publicly

available which:

a) Are fair and equitable for similarly situated intermediaries?

b) Are consistently applied?

C) Include an initial capital requirement, as applicable?**

d) Include a comprehensive assessment of the applicant and all those in a
position to control or materially influence the applicant that addresses
“ethical attitude,” including past conduct, and appropriate proficiency
requirements,”® such as, industry knowledge, skill and experience?

e) Include an assessment of the sufficiency of internal controls and risk
management and supervisory systems in place, including relevant written
policies and procedures?

Authority of Regulator
3. Does the relevant authority have the power to:*’

a) Refuse licensing, subject only to administrative or judicial review, if
authorization requirements have not been met?

b) Withdraw, suspend or condition a license where a change in control or
other change results in a failure to meet relevant requirements on an
ongoing basis?**®

C) Take effective steps to prevent the employment of persons (or seek the

removal of persons) who have committed securities violations or who are
otherwise unsuitable from continuing to engage in intermediary activities,
even if these persons are not separately licensed intermediaries if they can
have a material influence on the firm?*”

% In some jurisdictions the criteria are stated for denying or disqualifying potential applicants.
3 Principle 22 and associated Explanatory Notes.

236 Such requirements would not be applied to shareholders for example.

37 Principles, Section 12.3.

258 principle 4.

9 Compare Principle 8.
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4. Where licensing is the responsibility of a self-regulatory organization, is the
process subject to appropriate oversight by the regulator?*®’

Ongoing Requirements

5. Are market intermediaries required to update periodically relevant information
with respect to their license and to report immediately to the regulator (or
licensing authority) material changes in the circumstances affecting the conditions
of the license?”®!

6. Is the following relevant information about licensed intermediaries available to
the public:*%

a) The existence of a license, its category and status?

b) The scope of permitted activities or identity of senior management and
names of other individuals authorized to act in the name of the
intermediary?

7. Does the regulator routinely monitor, investigate and enforce securities laws and
regulations affecting intermediary activities?**

Investment Advisers

8. Does the regulatory scheme for investment advisers require that:***

a) If an investment adviser deals on behalf of customers, the capital and other
operational controls applicable to other market intermediaries also should
apply to the adviser?

b) If the adviser does not deal, but is permitted to have custody of client

assets, regulation provides for the protection of client assets, including
segregation and periodic or risk-based inspections (either by the regulator
or an independent third party)?

C) In the case of both (a) and (b), as well as advisers who manage client
portfolios without dealing on behalf of clients or holding client assets,
does regulation include:

1) Record-keeping requirements?

260 principles, Section 12.3. See also Principle 7.

1 T1d. There should be regular information provided to the regulator that indicates the market
intermediary’s ongoing activities. In addition, where there is a change in the market intermediary’s staff,
activities or environment that would have a material effect on its ability to perform its role, this should be
reported to the regulator in a timely fashion.

262 Principles, Section 12.3.

263 Principles, Section 12.7. See also Principles 8, 9 and 10.

264 Principles, Section 12.8.
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i)

iii)

Benchmarks?

Fully Implemented

Clear and detailed requirements setting out the disclosures to be
made by the adviser to potential clients, including: descriptions of
the adviser’s educational qualifications, relevant industry
experience, disciplinary history (if any), investment strategies, fee
structure and other client charges, potential conflicts of interest,
and past investment performance (if relevant)?

Rules and procedures designed to prevent guarantees of future
investment performance, misuse of client assets, and potential
conflicts of interest?**

Requires affirmative responses to all applicable Questions.

Broadly Implemented

Requires affirmative responses to all applicable Questions except to

Question 6(b).

Partly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 2(b), 2(e), 3(c), 6(b), 7 and 8(c)(iii) and the absence of
circumstances where the criteria for licensing and refusal of licenses are
subjective and capable of being applied differently to similarly situated

intermediaries.

Not Implemented

Inability to respond affirmatively to one or more of Questions 1, 2(a),
2(c), 2(d), 3(a), 3(b), 4, 5, 6(a), 8(a), 8(b), 8(c)(i) or 8(c)(ii), to the extent

applicable.

Explanatory Notes

Some jurisdictions may license*®’ persons who operate a CIS as CIS operators; other
jurisdictions may license CIS operators as investment advisers. This characterization,

263 principle 21, Key Issue 8.

2% In the case of investment advisers, affirmative answers are only required to those Questions applicable
to the category of adviser(s) permitted in the jurisdiction. This does not refer to principal protected or
guaranteed specified minimum rate of return plans for which appropriate disclosures are made.

7 In some jurisdictions authorization or registration is used instead of licensing. The term “license”
should be understood to refer also to authorization and registration. See footnote 66 of the Principles.
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however, should be without prejudice to the assessment under Principles 17 through 20
that should be performed according to the assessment criteria for those Principles.

Recognition of another licensing regime in connection with access to domestic customers
by a foreign intermediary subject to relevant conditions is contemplated as being a
licensing or authorization program under the assessment benchmarks, provided that the
criteria used are transparent, clear, consistently applied and address the objectives of the
Principles. Where individuals or entities are licensed, registered or authorized in more
than one capacity, assessors must assure what criteria are applied to each category.
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Principle 22 There should be initial and ongoing capital and other prudential

requirements for market intermediaries that reflect the risks that
the intermediaries undertake.

Establishment of an adequate initial and ongoing capital standard increases the protection
of investors and the integrity of financial systems. A firm should be required to ensure
that it maintains adequate financial resources to meet its business commitments and to
withstand the risks to which its business is subject. Risk may result from the activities of
unlicensed and off-balance sheet affiliates; regulation should consider the need for

information about the activities of these affiliates.

268

Capital adequacy standards foster confidence in the financial markets and investor
protection.

Key Issues

1.

There should be an initial capital requirement for relevant market intermediaries
as a condition of authorization. This requirement should be based on a capital
adequacy test that addresses the risks to such firms judged by reference to the
nature and amount of the business expected to be undertaken.”®

There should be an ongoing capital requirement directly related to the nature of
the risks and the amount of business actually undertaken by a market
intermediary. The capital requirement should be maintained by the intermediary
and subject to timely periodic reporting to the regulator or competent SRO. This
should involve a combination of regular reporting and one-off trigger-based, early
warning reporting when the threshold levels for minimum capital are
approached.”””

Capital adequacy standards should be designed to allow a market intermediary to
absorb some losses and continue to operate, particularly in the event of large,
adverse market moves, and to achieve an environment in which it could wind
down its business over a relatively short period without loss to its customers or
the customers of other firms and without disrupting the orderly functioning of the
financial markets.*”’

An intermediary should be subject to:

a) Independent audits of its financial condition.

268 Principles, Section 12.3 9 6. See also Principles, Section 12.4 footnotes 70, 71, 74.
269 principles, Section 12.4 q 4.

270 principles, Section 12.3. See also Principles, Section 12.4 9 2.

7! Principles, Section 12.4 4 2.
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b) Periodic and for cause examinations by a regulator or an SRO that is
subject to regulatory oversight.?”?

5. The regulator should have specific authority to impose restrictions on an
intermediary’s regulated business activities and more stringent capital monitoring
and/or reporting requirements if an intermediary’s capital deteriorates or when it
falls below minimum requirements.?”?

6. Any exposure of a market intermediary to significant risks arising from the
activities of other entities in its group(s) should be addressed. Consideration
should be given as to the need for information about the activities of unlicensed
and off balance sheet affiliates.”*

Key Questions

1. Are there initial and ongoing minimum capital requirements for relevant market
intermediaries??”
2. Are the capital adequacy requirements structured to result in capital addressed to

the full range of risks to which market intermediaries are subject, e.g., market,
credit, liquidity, operational, and legal, including reputational, risks?*’®

3. Are capital adequacy requirements sensitive to the quantum of risks undertaken;
that is, does required capital increase as risk increases, e.g., in the event of large
market moves?*’’

4. Are capital standards sufficient to allow an intermediary to absorb some losses
and to wind down its business over a relatively short period without loss to its
customers or disrupting the orderly functioning of the markets?*’”®

272 Principles, Section 12.5 4 2.

B For example, when it is determined that an intermediary is in danger of not being able to fulfill its
obligations towards its customers, the market or its creditors, or it is determined that the intermediary’s
financial condition is deteriorating although still above minimum requirements. Assessors should note that
although this is a regulatory requirement, in the first instance, the responsibility for managing risks rests
with the firm. See also Principle 23 and Principles, Section 12.6 9 3.

2 10SCO Public Document No. 14, Capital requirements for multinational securities firms, 10SCO
Technical Committee (November 1990). See also IOSCO Public Document 116. Multi-Disciplinary
Working Groups on Enhanced Disclosure: Joint report of the Basel Committee on Banking Supervision, the
Committee on the Global Financial System of the G-10 Central Banks, the International Association of
Insurance Supervisors and 1I0SCO (April 2001). See also IOSCO Public Document No. 122 Risk
management practices and regulatory capital: A cross-sectoral comparison, Joint Forum on Financial
Conglomerates (November 2001).

> Principles, Section 12.4.

276 Principles, Section 12.4, footnote 65. An example of reputational risk is marketplace concern about an
intermediary’s solvency that may affect its ability to access credit facilities and/or to clear and settle
transactions with counterparties.

277 Principles, Section 12.4.

78 Principles, Section 12.3.
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10.

Are relevant market intermediaries required to maintain records such that capital
levels can be readily determined at any time?*"’

Are the detail, format, frequency and timeliness of reporting to the regulator
and/or the SRO sufficient to reveal a significant deterioration in the capital
adequacy position of market intermediaries?”™’

Is the financial position of the intermediary subject to audit by independent
auditors to provide additional assurance that the financial position reflects the risk
that the intermediary undertakes? **'

Does the regulator:**
a) Regularly review market intermediaries’ capital levels?
b) Take appropriate action when these reviews indicate material deficiencies?

Does the regulator have specific authority to impose restrictions on an
intermediary’s regulated business activities and more stringent capital monitoring
and/or reporting requirements if an intermediary’s capital deteriorates so as to
endanger its capacity to fulfill its obligations or when it falls below minimum
requirements? Is there evidence that the regulator exercises this authority?***

Does the capital framework address risks from outside the regulated entity, for
example from unlicensed affiliates or from off-balance sheet risks?***

Benchmarks

Fully Implemented

Requires affirmative responses to all applicable Questions.

Broadly Implemented

Requires affirmative responses to all applicable Questions except to
Question 10.

Partly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 6, 9 and 10.

2 Principles, Section 12.3.

280 Id.
281 1d.

22 1d. See also Principles, Section 12.6.
28 Principles, Section 12.6.
% Principles, Section 12.4.
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Not Implemented

Inability to respond affirmatively to one or more of Questions 1, 2, 3, 4, 5,
7, 8(a) or &(b).

Explanatory Notes:

Some market intermediaries act in such a way that their activity is of lower risk. Where
the market intermediary merely introduces accounts, is an inter-dealer broker with no
principal at risk, or operates on a matched book (counterparty basis), it may be
appropriate to set capital requirements at a level lower than the level applicable to
intermedziga;ries that carry customer assets or take principal positions for their own
account.

Capital adequacy requirements may explicitly refer to a particular risk, but be set at a
level that in practice covers other risks as well. The assessor should inquire about the
method of minimum capital determination being used and the types of intermediaries in
the jurisdiction to which it applies, taking into account that more than one method or
technique of computing capital or capital requirements is permitted under the
Principles.”® For an overview of alternative approaches to capital adequacy, see the
preamble to this section on Intermediaries.

% Principles, Section 12.4 9 3.

26 For greater detail on the specified risks, IOSCO Public Document No. 77, Methodologies for
Determining ~ Minimum  Capital — Standards  for  Internationally  Active  Securities  Firms
Which Permit the Use of Models Under Prescribed Conditions, IOSCO Technical Committee (May 1998).
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Principle 23  Market intermediaries should be required to comply with standards
for internal organization and operational conduct that aim to
protect the interests of clients, ensure proper management of risk,
and under which management of the intermediary accepts primary
responsibility for these matters.

Market intermediaries should conduct their businesses in a way that protects the interests
of their clients and helps preserve the integrity of the market. Regulation should require
that market intermediaries have in place appropriate internal polices and procedures for
observance of securities laws and appropriate internal controls and risk management
systems. It is not practicable for the regulator to oversee adherence to those internal
procedures on a day-to-day basis. Senior management of the market intermediary must
bear primary responsibility for adherence to internal procedures and must understand the
firm’s business, its internal control procedures and environment, and its policies on the
assumption of risk.”®’

Instances of operational breach can occur despite the existence of internal procedures
designed to prevent misconduct or negligence. Regulation should not be expected to
remove risk from the market place but should aim to ensure that there is proper
management of that risk.”*®

Key Issues
Management and Supervision

1. The management of a market intermediary should bear primary responsibility for
ensuring the maintenance of appropriate standards of conduct and adherence to
proper procedures by the whole firm.*** This includes ensuring that the firm is
structured appropriately and has an adequate internal structure and controls, given
the types of business in which it engages to ensure investor protection and the
management of risks.

a) Senior management must ensure adherence to internal procedures on a
day-to-day basis. They must understand the nature of the firm’s business,
its internal control procedures and policies on the assumption of risk, and
clearly understand the extent of their own authority and responsibilities.*”

%7 Principles, Section 12.5 §s 1 and 2.
2% Principles, Section 12.5 9 3.

2% Principles, Section 12.5 4 2.

20 4.
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b) Information must be timely and readily accessible to senior management
and such information should be subject to procedures intended to maintain
its security, availability, reliability and integrity.”!

Periodic evaluation of risk management processes within a regulated entity is
appropriate. This should be conducted by someone of sufficient autonomy so as
not to compromise the evaluation. SROs and third parties, such as external
auditors, may be used to assist in this process.***

Protection of Customers

3. The intermediary should have an efficient and effective mechanism for the
resolution of investor complaints.””

4. Market intermediaries should conduct themselves in a way that protects the
interest of their clients and helps to preserve the integrity of the market.
Fundamental principles include:**

a) A firm should observe high standards of integrity and fair dealing.

b) A firm should act with due care and diligence in the best interests of its
customers and the integrity of the market.

C) A firm should observe high standards of market conduct.””

d) A firm should not place its interests above those of its customers and
should give similarly situated treatment to similarly situated customers.

e) A firm should comply with any law, code or standard relevant to securities
regulation as it applies to the firm.

5. With regards to an intermediary’s conduct with customers, the following are to be
considered as important components: >
a) The customer should be able to obtain a written contract of engagement or

account agreement or a written form of the general and specific conditions
of doing business through the intermediary.”’

291 I d

%2 Principles, Section 12.5 bullet point 6 on Market Practices.

% Principles, Section 12.7 9 2, see also Principle 8 and the related Explanatory Note.

%4 Principles, Section 12.5 §s 6 and 8.

% Principles, Section 12.7.

2% Principles, Section 12.5 9 4 and associated bullet points. See also discussion under Principle 21
regarding how these standards should apply to certain types of investment advisers.

7 The “writings” necessary to evidence the contract may be governed by the contract law of the
jurisdiction and may include electronic transmissions.
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b)

d)

A firm should seek from its customers any information about their
circumstances and investment objectives relevant to the services to be
provided.

Where the activities of an intermediary extend to giving specific advice,
the advice should be given upon an understanding of the needs and
circumstances of the customer, a matter generally encompassed in the rule
of conduct that the intermediary must “know your client.”*®

The firm should make adequate disclosure to its customers in a
comprehensible and timely way so that the customer can make an
informed investment decision. It may be necessary for regulation to
require a particular form of disclosure where products carry risk that may
not be readily apparent to the retail customer.””

A firm should promptly, and at suitable intervals, provide each customer
with a full and fair report of the value and composition of the customers’
account or portfolio including, as appropriate, an account of transactions
and balances and any associated fees and commissions.*”

Where an intermediary has control of, or is otherwise responsible for, assets
belonging to a customer which it is required to safeguard, it should arrange proper
protection for them (for example, segregation and identification of those assets) in

accordance with its responsibility.

301

Internal Controls

7.

The details of the appropriate internal organization of a firm will vary according
to the size of the firm, the nature of its business and the risks it undertakes With
regards to an intermediary’s internal organization, the regulatory framework

should require the following to be considere

a)

b)

302
d:

Compliance with all applicable legal and regulatory requirements, as well
as, with the firm’s own internal policies and procedures should be
monitored by a separate compliance function that reports directly to senior
management in a structure that makes it independent from operational
divisions.

Maintenance of effective policies and operational procedures and controls
in relation to the firm’s day-to-day business, including clear policies
covering the circumstances in which proprietary trading is permitted, and

% In this context, the “know your customer” principle relates to suitability of investment recommendations
and disclosure obligations. It should be distinguished from obligations relating to client identification
imposed to prevent money laundering.

2% Principles, Section 12.5 bullet point 4 on Information About Costumers.

3% principles, Section 12.5 § 4, bullet points on Terms of Engagement and Information for Customers.

391 principles, Section 12.5 bullet point 5 on Customer Assets.

392 Principles, Section 12.5 § 4.
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procedures to ensure the integrity, security, availability, reliability and
thoroughness of all information.**®

C) Evaluation of the “effectiveness” of those operational procedures and
controls in the light of whether they serve reasonably to ensure:

1) An effective exchange of information between the firm and its clients,
including required disclosures of information to clients.

i1) The integrity of the firm’s dealing practices, including the treatment of
all clients in a fair, honest and professional manner.

iil) The safeguarding of both the firm’s and its clients’ assets against
unauthorized use or disposition.

iv) The maintenance of proper accounting and other applicable records,
and the reliability of the information.

v) Compliance with all relevant legal and regulatory requirements.

vi) Appropriate segregation of key duties and functions, particularly those
duties and functions which, when performed by the same individual,
may result in undetected errors or may be susceptible to abuses which
expose the firm or its clients to inappropriate risks. ***

d) Avoidance of any conflict of interest arising between its interests and
those of its customers. Where the potential for conflicts arise, a firm
should ensure fair treatment of all its customers by proper disclosure,
internal rules of confidentiality or declining to act where conflict cannot
be avoided. **°

Key Questions

Management and Supervision

1. Is an intermediary required to have:
a) An appropriate management and organization structure?
b) Adequate® internal controls?

3% Principles, Section 12.5 bullet point 7 on Operational Controls and Proprietary Trading.

3% Principles, Section 12.5 bullet point 8 on Operational Controls, subsections (a) through (f).

395 principles, Section 12.5 bullet point 9 on Conflicts of Interest.

3% The notion of adequacy should take into account the size of the firm, the nature of its business and the
types and amount of risks it undertakes.
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c) Senior management that is required to bear primary responsibility for
ensuring the maintenance of appropriate standards of conduct and
adherence to proper procedures by the whole firm?*"’

Is an intermediary required to cause an independent,’® periodic evaluation of its

internal controls and risk management processes to be performed? Where the
firm elects an evaluation performed by an independent auditor, is that auditor
required to report material breakdowns in controls to senior management and to
the regulator?’”’

Customer Protection

3.

Is the intermediary required to provide for an efficient and effective mechanism
for the resolution of investor complaints?310

If an intermediary has control of, or is otherwise responsible for, assets belonging
to a customer which it is required to safeguard, are there regulations that require
proper protection for them (for example, segregation and identification of those
assets) by the intermediary? Do these measures facilitate the transfer of positions;
assist in the orderly winding up in the event of financial insolvency and otherwise
provide protection from misuse by the intermediary?°"!

Is an intermediary required to obtain and retain basic information from a customer
about concerns and issues involving investment objectives relevant to the service
to be provided?*'?

Is an intermediary required to “know its customer” before providing specific
advice to a customer?’ "

Can a customer obtain an agreement or contract or a written form of the general
and specific business conditions that sets forth the terms on which the customer
will be dealing?’"*

Is an intermediary required to provide general or specific disclosures to customers
of information needed to make a balanced and informed investment decision?’'

397 principles, Section 12.5 9 2.

3% This evaluation should be performed by someone of sufficient autonomy so as not to compromise the
evaluation.

3% Principles, Section 12.5 9 2.

319 principles, Section 12.7.

! Principles, Section 12.5 § 4 bullet point on Customer Assets.

312 principles, Section 12.5 § 4 bullet point on Information about Customers.

313 1d.

34 Principles, Section 12.5 § 4 bullet point on Terms of Engagement.
313 Principles, Section 12.5 4 4 bullet point on Information for Customers.
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0. Is an intermediary required to provide a customer with a full and fair statement of
account (and information regarding remuneration received by the intermediary for
services provided to the customer)?*'®

Internal Controls

10.  Is the intermediary required to have a person or group of persons responsible for
monitoring its compliance with legal and regulatory requirements as well as with
its internal policies and procedures?’'’

11. Is an intermediary required to create and maintain adequate and reliable books

and records, including accounting records? Is the intermediary required to
maintain those books and records in a way that allows full supervision by the
regulator?*'®

12. Is an intermediary required to establish and maintain appropriate systems of
customer protection, risk management and internal and operational controls,
including policies, procedures, and controls relating to all aspects of its business

. 319
intended reasonably to ensure:

a) An effective exchange of information between the firm and its clients,
including required disclosures of information to clients?

b) The integrity of the firm’s dealing practices, including the treatment of all
clients in a fair, honest and professional manner?

C) The safeguarding of both the firm’s and its clients’ assets against
unauthorized use or disposition?

d) The maintenance of proper accounting and other applicable records and
the reliability of the information?

e) Compliance with all relevant legal and regulatory requirements?

f) Appropriate segregation of key duties and functions, particularly those
duties and functions which, when performed by the same individual, may
result in undetected errors or may be susceptible to abuses which expose
the firm or its clients to inappropriate risks?

316 principles, Section 12.5 § 4 bullet point on Terms of Engagement.

7 Principles, Section 12.5 4 4 bullet point on Market Practice.

1% Principles, Section 12.5 9 4 bullet point on Operational Controls.

319 1d. Reference should be made to Principle 23, Key Issue 7. The structure of a firm’s control systems can
be expected to vary based on the size of the firm and the nature of its business. These controls address
prudential issues, risk management and conduct of business rules or treatment of customers, in particular
that the firm act with due care and diligence in the best interests of its customers and the markets, and
observe high standards of fair dealing.
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13.  Is an intermediary required:**

a) To endeavor to avoid a conflict of interests arising between its interests
and those of its customers or between its customers?

b) Where the potential for conflicts arise, to have mechanisms in place to
ensure fair treatment of all its customers such as proper disclosure, internal
rules of confidentiality, declining to act where conflict cannot be avoided?

Benchmarks
Fully Implemented

Requires affirmative responses to all applicable Questions.
Broadly Implemented

Requires affirmative responses to all applicable Questions except to
Question 3.

Partly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 2, 3, 6, 7, 12(a), 12(b), 12(c), 12(d), 12(f) and either 13(a) or
13(b).

Not-Implemented

Inability to respond affirmatively to one or more of Questions 1(a), 1(b),
1(c), 4,5,8,9,10, 11, 12(e) or to both 13(a) and 13(b).

Explanatory Notes:

Treatment of customer funds also may be relevant to adequacy of capital as addressed in
Principle 22.

What constitutes adequate disclosure by an intermediary may depend on the type of
services being offered. For example, the disclosures required of a pure order taker would
be different from those of a full service broker also providing investment advice.

The measures that could be taken in response to Key Question 4 are intended to: provide
protection from defalcation; facilitate the transfer of positions in the event of firm failure
or market disruption; prevent the use of client funds for proprietary trading or the
financing of an intermediary’s operations; and assist in the orderly winding up upon the
insolvency of an individual firm. In evaluating Key Questions 5, 6 and 8 through 13, the
assessor should consider whether there is evidence that the regulator has programs to aim
to ensure that the intermediary observes these requirements in practice.

320 principles, Section 12.5 § 4 bullet point on Conflicts of Interest.
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Principle 24  There should be a procedure for dealing with the failure of a market
intermediary in order to minimize damage and loss to investors and
to contain systemic risk.

The failure of a market intermediary can have a negative impact on customers and
counterparties and may have systemic consequences. The regulator must have a clear and
flexible plan in place to deal with the eventuality of failure by market intermediaries. The
regulator should attempt to minimize damage and loss to the investor. This may involve
restraining conduct of the market intermediary and/or its principals, directing the
management of assets and providing information to the market as necessary. Where
applicable, the regulator should have appropriate arrangements in place with other
relevant regulators.

Key Issues>!

1. The regulator should have a clear plan for dealing with the eventuality of failure
by market intermediaries. The circumstances of financial failure are unpredictable
so the plan should be flexible.’*

2. The regulator should attempt to minimize damage and loss to the investor caused
by the failure of an intermediary. A combination of actions to restrain conduct, to
aim to ensure that assets are properly managed, and to provide information to the
market may be necessary.>

3. Depending upon the prevailing domestic bank regulatory model, it may also be
necessary to cooperate with banking regulators, and if the domestic arrangements
require it, insolvency authorities. As a minimum position, the regulator should

have identified contact persons’>* at other relevant domestic and foreign
regulators.’”

Key Questions

1. Does the regulator have clear plans for dealing with the eventuality of a firm’s

failure, including a combination of activities to restrain conduct, to ensure assets
are properly managed and to provide information to the market as necessary?**°

2! Principles, Section 12.6

322 Principles, Section 12.6 q 1.

323 Principles, Section 12.6 4 2.

324 See Explanatory Note to Principle 12.
325 Principles, Section 12.6 4 3.

326 principles, Section 12.6 4 1.
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2. Are there early warning systems or other mechanisms in place to give the
regulator notice of a potential default by a market intermediary and time to

address the problem and to take corrective actions

0327

3. Does the regulator have the power to take appropriate actions: In particular, can

., 328
1t:

a)

b)

d)

Restrict activities by the intermediary with a view to minimizing damage
and loss to investors?

Require the intermediary to take specific actions, for example, moving
client accounts to another intermediary?

Request appointment of a monitor, receiver, curator or other administrator
or, in the absence of such power, can the regulator apply to the relevant
authorities to take possession or control of the assets held by the
intermediary or by a third party on behalf of the intermediary?

Require that relevant information concerning a firm’s failure (i.e. a firm’s
trading status) be disclosed to the market?

Apply other available measures intended to minimize customer,
counterparty and systemic risk in the event of intermediary failure, such as
customer and settlement insurance schemes or guarantee funds?

4. Do the regulator’s processes and procedures for addressing financial disruption
include communication and cooperation with other regulators, both domestic and
foreign, where appropriate, and is there evidence that contact arrangements are in

place and that such cooperation occurs

Benchmarks

?329

Fully Implemented

Requires affirmative responses to all applicable Questions.

Broadly Implemented

Requires affirmative responses to all applicable Questions except to Questions
3(d) and 3(e).

Partly Implemented

Requires affirmative responses to all applicable Questions except to Questions
3(b), 3(c), 3(d) and 3(e).

327 Principles, Section 12.4 2. See also Principles, Section 12.6 9 1.
328 Principles, Section 12.6 9 2.
329 Principles, Section 12.6 3.
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Not Implemented
Inability to respond affirmatively to one or more of Questions 1, 2, 3(a) or 4.
Explanatory Note:

In assessing the adequacy of the regulatory regime to protect customer assets in the
possession of failed or failing intermediaries, in addition to consideration of the adequacy
of capital and other prudential regulations, including segregation if applicable, it is
appropriate to consider the availability and adequacy of insurance and/or compensation
schemes designed to protect customers' funds and securities in the event of an
intermediaries' insolvency, as well as settlement assurance schemes or other
arrangements that may minimize counterparty and systemic risk.

The assessor should indicate what combination of arrangements is available and how they
are intended to mitigate risk.

Assessments of Principle 24 should be consistent with any findings related to risk
management practices under Principles 29 and 30.
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H. Principles Relating to the Secondary Markets
1. Preamble

Regulators in all jurisdictions acknowledge that investors want fair, efficient and
transparent secondary markets. The Principles under this section are intended to promote
these objectives.”’ The fairness of the markets is closely linked to investor protection
and to the prevention of improper trading practices.*®!

Principles 25 through 29 examine how a jurisdiction’s overall regulatory structure
ensures the integrity of regulated markets.

Principles 25 and 26 examine the general requirements for authorization of exchanges
and trading systems and their on-going supervision. Specifically, Principle 25 examines
the criteria that are required when an exchange or trading system is initially authorized in
a jurisdiction. Principle 26, on the other hand, examines the procedures by which the
regulator is assured of the on-going compliance by an authorized exchange or regulated
trading system with the relevant conditions thought necessary as pre-requisites to
authorization.

Principles 27, 28 and 29 focus on specific regulatory objectives that are intended to
promote market integrity. Principle 27 focuses on the extent to which the regulatory
structure promotes transparency (defined in terms of the availability of pre-trade and
post-trade information). Principle 28 focuses on the regulations and mechanisms that
prohibit, detect and deter manipulative, fraudulent, and deceptive conduct or other market
abuses. Finally, Principle 29 focuses on the mechanisms in place to ensure the proper
management of large exposures, defaults and market disruptions.

2. Scope
Prerequisites to Assessment — Market Structure and Authority

Authorized exchanges and regulated trading systems, that is, market systems that bring
together multiple buyers and sellers in a manner that results in completed transactions or
trades, are the main focus of this assessment.”*> The operation of some exchanges and
trading systems is performed by the markets and systems themselves. In others, it is
undertaken by a separate entity that acts as the operator. In this section, the terms
“authorized exchange” and “regulated trading system” should be understood to include
both of these types of exchanges and trading systems.**

3% J0SCO Public Document No. 90, Supervisory Framework for Markets, I0SCO Technical Committee
(May 1999).

3! Principles, Section 4.2.2 9 2.

332 Principles, Section 13.2.

333 References to “operator” herein should be understood to include the authorized exchange or regulated
trading system and vice versa.
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Nonetheless, in this section on Secondary Markets, the term “markets” should be
understood in its widest sense, including facilities and services relevant to equity and debt
securities, and to options and other derivative products. The appropriate level of
regulation will depend upon the characteristics of the market in question, including: the
structure of the market and the sophistication of its participants; rights of access; types of
products traded; the degree of integration with other markets; the extent of cross-border
business; the impact of technological developments; and the ability of the operators to
fulfill any self-regulatory and risk management role under the powers and authority
granted by law.

Because regulation may differ according to market structure, market participant or
product, information about such differences and the rationale for such differences is an
important component of any assessment. For example, the Principles do not specify
particular regulatory methodologies. In most cases the Principles may be implemented
by legislation, administrative rules, advisories, guidelines or procedures, market rules,
equitable principles of trade or best practices, or professional market codes of conduct,
agreed market conventions or, for electronic markets, integrated into the algorithm;
provided, however, that whatever method of implementation is chosen is enforceable to
the extent necessary to achieve its objectives and takes into account the Benchmarks.

Accordingly, in order to accurately assess regulatory structure, assessors must understand
the market structure, including clearing and settlement arrangements, types of
participants and international linkages (both foreign and domestic). The Introduction to
this Assessment Methodology provides further guidance regarding the effect of market
structure on the approach to undertaking an assessment.

The Principles also recognize that “in some cases it will be appropriate that a trading
system should be largely exempt from direct regulation...” but will require approval from
the relevant regulator after proper consideration by the regulator of the type of approval
(or exemption) necessary.”* If this is the case, the criteria should be transparent,
accessible and consistently applied.**

For example, in many jurisdictions, the authorization or recognition process and relevant
requirements for electronic trading systems sponsored by foreign operators may differ
from the process for fully domestic systems.”*® Similarly, some jurisdictions may provide
tiered levels of regulation for markets depending upon the type of product traded and

334 Principles, Section 13.3. See also IOSCO Public Document No. 90, Supervisory Framework for
Markets, IOSCO Technical Committee (May 1999).

333 For example, exemption from some requirements for trading systems with limited trading volumes may
be appropriate. Also, in many jurisdictions, the trading markets for sovereign (and in some cases, sub-
sovereign) debt securities are not subject to regulation, or subject to more limited regulation, than the
trading markets for corporate securities.

3¢ Principles, Section 5, on the Regulatory Environment. There should, however, be no unnecessary
barriers to entry and exit from markets and products. In some cases, these may be caused by laws not
subject to the control of regulators, such as fiscal or other general laws. See Annex 1 in Book II or
Principles, Annexure 3. For example, however, access criteria can be based on mutual recognition,
additional disclosure or other requirements.
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sophistication of the participants. Still other jurisdictions regulate alternative trading
systems as brokers and apply regulation consistent with that for market intermediaries
under these Principles coupled with certain rules on transparency, insider trading and
market abuse prohibitions. Such flexibility in regulation is consistent with the Principles.
Differences related to the type of service provided, product traded and participants in the
market are generally accepted bases for drawing appropriate regulatory distinctions.**’

Confidence in the rule of law, the enforceability of contracts and the adequacy of
commercial and insolvency law are critical to the effective regulation of secondary
markets, so to the extent gaps exist these should be identified in the assessment.*”®
Assessors should also take into account the adequacy of related clearing and settlement
arrangements either as the result of separate assessment under the CPSS/IOSCO
Recommendations for Clearing and Settlement Systems or by reference to Principle 30 in
the case of dervatives markets.

37 Supervisory Framework for Markets, supra, Section IV. A., Alternative Trading Systems.
338
Annex 1.
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3. Principles 25 through 29

Principle 25  The establishment of trading systems including securities exchanges
should be subject to regulatory authorization and oversight.

The regulator’s authorization of exchanges and trading systems and of trading rules helps
to ensure fair and orderly markets.>*” The fairness of markets is closely linked to investor
protection and, in particular, by the prevention of improper trading practices, to
confidence in the markets. Market structures should not unduly favor some market users
over others.

Regulation should aim to ensure that investors are given fair access to market facilities
and market or price information. Regulation should promote market practices and
structures that ensure fair treatment of orders and a price formation process that is
reliable.’*

Key Issues™*!

Criteria for authorization

Exchanges or Trading Systems Subject to Regulation

1. Regulation should assess the initial and ongoing propriety and competence of the
operator of an exchange or trading system as a secondary market. The operator
should be accountable to the regulator and, when assuming principal, settlement,
guarantee or performance risk, should comply with prudential and other
requirements designed to reduce the risk of non-completion of transactions.

Supervision

2. The regulator should assess the reliability of all the arrangements made by the
operator for the monitoring, surveillance and supervision of the exchange or
trading system and its members or participants to ensure fairness, efficiency,
transparency and investor protection, as well as compliance with securities

339 Assessors should refer to the following IOSCO reports for background: I0SCO Public Document No.
42, Report on Issues in the Regulation of Cross-Border Proprietary Screen-Based Trading Systems,
IOSCO Technical Committee (October 1994). See also IOSCO Public Document No. 6, Screen-Based
Trading Systems for Derivative Products, IOSCO Technical Committee (June 1990). See also IOSCO
Public Document No. 111, Principles for the Oversight of Screen-Based Trading Systems for Derivatives
Products - Reviews and Additions, IOSCO Technical Committee (October 2000). See also IOSCO Public
Document No. 83, Securities Activity on the Internet, IOSCO Technical Committee (September 1998) and
IOSCO Public Document No. 120, Securities Activity on the Internet II, IOSCO Technical Committee
(June 2001).

0 principles, Section 4.2 9 2.

31 Unless otherwise noted, all Key Issues for this Principle are derived from the prescriptive statements in
Principles, Section 13.3.
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legislation. There must be mechanisms in place to identify and address disorderly
trading conditions and to ensure that contravening conduct, when detected, will be
dealt with.

Products and Participants

3.

The regulator should, as a minimum requirement, be informed of the types of
securities and products to be traded on the exchange or trading system, and should
review/approve the rules governing the trading of the product, where applicable.
In doing so, the market and/or the regulator should:

a) Consider product design principles, where applicable, listing
requirements®** and trading conditions.

b) Ensure that access to the system or exchange is fair and objective, and
oversee the related admission criteria and procedures.

Execution Procedures

4.

The order execution rules should be disclosed to the regulator and to market
participants, and should be applied fairly to all participants.** The exchange or
trading system’s order routing procedures also should be clearly disclosed to the
regulator and to market participants, applied fairly and should not be inconsistent
with relevant securities regulation (e.g., client precedence or prohibition of front
running or trading ahead of customers).***

Trading Information

5.

6.

Information on completed transactions, trading information and rules and
operating procedures should be available, and the regulator should verify that it is
provided on an equitable basis to all similarly situated market participants.

a) Any categorization of participants, for the purpose of access to pre-trade
information, should be made on a reasonable basis.

b) Any differential access to such information should not unfairly
disadvantage specific categories of participants.

Full trade documentation and an audit trail should be available to the regulator.

342 Gee Section E on Issuers, Book 1.
33 Principles, Section 13.3 bullet point 7 on Trade Execution.
3 Principles, Section 13.3 bullet point 6 on Routing of Orders.
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Key Questions
Exchanges or Trading Systems, Subject to Regulation
1. Does the establishment of an exchange or trading system®* require authorization?

2. Are there criteria for the authorization®*® of exchange and trading system
operators that:

a) Require analysis and authorization of the market by a competent
authority?
b) Seek evidence of operational or other competence of the operator of an

exchange or trading system as a secondary market?**’

C) Require the operator of an exchange or trading system that assumes
principal, settlement, guarantee or performance risk to comply with
prudential and other requirements designed to reduce the risk of non-
completion of transactions (e.g., mandatory margin assessment and
collection, capital or financial resources, member contributions, guaranty
fund, credit or position limits)?

d) Permit the regulator to impose ongoing conditions (as appropriate) on the
operator of an authorized exchange or regulated trading system, such as
the obligation to establish rules, policies and procedures to prevent
fraudulent behavior, treat all members or participants fairly, and have the
capacity to carry out the market’s and the competent authority’s

obligations?***
Supervision 349
3. Does regulation require an assessment of:
a) The reliability of all arrangements made by the operator for the

monitoring, surveillance and supervision of an exchange or trading system
and its members or participants to ensure fairness, efficiency, transparency

5 To the extent a trading system is treated as a broker the applicable requirements under these Principles
would be those related to market intermediaries, coupled with any transparency, insider trading or market
abuse requirements.

6 The term “authorization” should be interpreted to include “licensed,” “granted authority to do
investment business” or “recognition.”

**7 Principles, Section 13.3.

¥ JOSCO Public Document No. 90, Supervisory Framework for Markets, I0SCO Technical Committee
(May 1999) states at page 7: “Through the authorization process, the regulator retains an important
enforcement tool: the ability to prohibit or place restrictions upon operations.” This is implicit in the
concept of being “accountable”.

9 1d., pages 8 and 9.
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and investor protection, as well as compliance with securities
legislation?**

b) The market’s dispute resolution and appeal procedures or arrangements as
appropriate, its technical systems standards and procedures related to
operational failure, information on its record keeping system, reports of
suspected breaches of law, arrangements for holding client funds and
securities, if applicable, and information on how trades are cleared and
settled?

C) The mechanisms that must be in place to identify and address disorderly
trading conditions and to deal with any contravening conduct that is
detected,®' including details of procedures for trading halts,”** other
trading limitations and assistance available to the regulator in
circumstances of potential trading disruption on the system?*>>

Securities and Market Participants

4. With respect to securities and market participants:
a) Is the regulator informed of the types of securities to be traded and does it
approve the rules governing the admission of the securities to trading or
listing?*™*

b) Where applicable, does the regulator or the market take product design®
and trading conditions into account in order to admit a product for

trading?*>

C) Does the regulatory framework provide for fair access™ to the exchange
or trading system through oversight of the related rules for
participation?*>®

39 principles, Section 13.3.

31 Principles, Section 13.3 bullet point 9 on Supervision of System and Participants by the Operator.

32 See Indexation: Securities Indices and Index Derivatives. (February 2003). pp. 28-29: “More aggressive
surveillance can be applied to supplement the design characteristics inherent in non-diversified indices...”
353 Principles, Section 13.3 on Trading Disruptions.

334 Principles, Section 13.3.

3% Securities may be subject to rules or requirements for admission to public trading. Principles, Section
13.3 bullet point 3 on Admission of Products to Trading. See also IOSCO Public Document No. 85, The
Application of the Tokyo Communiqué to Exchange-Traded Financial Derivatives Contracts (September
1998). In the case of derivatives, “Contract design rules for derivatives markets should be viewed as a
complement to an appropriate surveillance system. In general, contract design standards are intended to
assure that contracts are not readily susceptible to manipulation, that the delivery and/or settlement
mechanism is reliable, and (for derivative products) that the prices of the underlying and the derivative
converge at expiration and, as a consequence, can serve a valid risk management function.” See also
Section E, Principles Relating to Issuers.

336 principles, Section 13.3, bullet point 3 on Admission of Products to Trading.

337 Principles, Section 13.3, bullet point 4 on Admission of Participants to Trading System. For example,
with respect to access to electronic systems for derivative products, do rules ensure that: response time is
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Fairness of Order Execution Procedures
5. With respect to fairness of order execution procedures:

a) Are order routing procedures clearly disclosed, applied fairly and not
inconsistent with relevant securities regulation (e.g., requirements with
respect to precedence of client orders and prohibition of front-running or
trading ahead of customers)?”>’

b) Are execution rules disclosed to the regulator and to market participants,
and consistently applied to all participants?*®

C) Where applicable, does the regulator review the trade matching or
execution algorithm of automated trading systems for fairness?*°'

Operational Information
6. With respect to trading information:

a) Do similarly situated market participants have equitable access to market
rules and operating procedures?*®

b) Are there adequate arrangements for transparency‘?363

C) Are adequate records (i.e., audit trails) available to reconstruct trading
activity within a reasonable time?

d) Is the system capable of disclosing the types of information that it is
designed to make available, and, conversely, of providing safeguards to

equivalent for all system participants; all similarly situated system users have an equal ability to connect
and to maintain the connection to the system; all equivalent “inputs” (e.g., volume and order type) by
system users are treated fairly and equally; and access by links or interfaces with other systems (e.g.,
clearing systems, order routing systems, quotation vendors) are equitable? See also the discussion of
Principle 3 in IOSCO Public Document No. 4, Screen-Based Trading Systems for Derivative Products,
10SCO Technical Committee (June 1990). These are illustrative “best practices” developed in the context
of regulated trading systems for derivative products and are not intended to limit or define practices for
regulated trading systems for other securities products.

¥ Principles, Section 13.3.

% Principles, Section 13.3. Regulatory issues may depend on whether orders are transmitted to an
organized regulated market or to other regulated trade execution and matching systems. See also the
discussion in paragraphs 67-73 of IOSCO Public Document No. 42, Issues in the Regulation of Cross-
Border Proprietary Screen-Based Trading Systems, IOSCO Technical Committee (October 1994).

369 Principles, Section 13.3.

3! Screen-Based Trading Systems for Derivative Products.

362 principles, Section 13.3.

363 Principle 27.
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preserve the confidentiality of other information, the disclosure of which
is not intended?”**

Benchmarks
Fully Implemented

Requires affirmative responses to all applicable Questions.
Broadly Implemented

Requires affirmative responses to all applicable Questions except to
Question 3(b) in so far as it pertains to dispute resolution or applicable
appellate procedures, and to Questions 4(b) and 5(c).

Partly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 2(d), 4(b), 5(b), 5(c) and 6(b) and Question 3(b) as otherwise
permitted under “Broadly Implemented.”

Not Implemented

Inability to respond affirmatively to one or more of Questions 1, 2(a),
2(b), 2(c), 3(a), 3(b) subject to the departures set forth in “Broadly
Implemented” above, 3(c) 4(a), 4(c), 5(a), 6(a), 6(c) or 6(d).

Explanatory Notes

Some jurisdictions use a combination of intermediary and market regulation for trading
systems. The assessor should determine how to apply the benchmarks when such
combinations of regulatory programs are used. For example, some trading systems,
dealer-type systems or systems with direct retail customer access, may be regulated under
intermediary principles, subject to adequate transparency arrangements and market abuse
prohibitions and surveillance. This observation also applies to Principles 26 and 27.

A regulator may recognize an exchange or trading system established in another
jurisdiction based on the equivalence or comparability of the regulation applicable to the
market in its domestic jurisdiction consistent with these Principles. In cases of multiple
markets, the assessor will be required to form a judgment about the criteria applied by the
regulator having due regard to the volume of trading and turnover and the related
importance of the market.

Assessors should consider a Principle to be Not Applicable whenever it does not apply
given the nature of the securities market in the given jurisdiction (where there is no

364 Principles, Section 13.3, bullet point 5 on Provision of Trading Information. See also the discussion of
Principle 2 in Screen-Based Trading Systems for Derivative Products, supra.
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operating exchange or trading system established or operating within the jurisdiction) and
relevant structural, legal and institutional considerations. In such a case, the reason for
the determination should be documented.
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Principle 26  There should be ongoing regulatory supervision of exchanges and
trading systems, which should aim to ensure that the integrity of
trading is maintained through fair and equitable rules that strike an
appropriate balance between the demands of different market
participants.

Orderly smooth functioning markets promote investor confidence. Accordingly, there
should be ongoing supervision of the markets.*®’

Key Issues ®

1. The regulator must remain satisfied that the conditions thought to be necessary
pre-requisites of authorization remain in place during operation.

2. Amendments to the rules of the authorized exchange or regulated trading system
should be provided to, or approved by, the regulator.

3. Authorization of the authorized exchange or regulated trading system should be
re-examined, or withdrawn, when it is determined that the system is unable to
comply with the conditions of its authorization or with securities law or

regulation.
Key Questions
1. Does the regulatory system include:

a) A program whereby the regulator or an SRO, subject to oversight by the
regulator, monitors day-to-day trading activity on the exchange or trading
system (through a market surveillance program), monitors conduct of
market intermediaries (through examinations of business operations) and
collects and analyzes the information gathered through these activities?*®’

b) Regulatory oversight mechanisms to verify compliance by the exchange or
trading system with its statutory or administrative responsibilities,
particularly as they relate to the integrity of the markets, market
survei}égnce, the monitoring of risks, and the ability to respond to such
risks?

3% Supervisory Framework for Markets, supra, at page 3.

3% principles, Section 13.4.

387 Supervisory F. ramework for Markets, supra, at page 9.

368 Such information can be provided through formal mechanisms, such as written reports and inspections,
or through informal mechanisms such as regular meetings. Supervisory Framework for Markets, supra, at
page 9.
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C) Provides the regulator with adequate access to all pre-trade and post-trade
information available to market participants?

2. Does the regulatory framework require that amendments to the rules of the
exchange or trading system must be provided to, or approved by, the regulator?*®

3. When the regulator determines that the exchange or trading system is unable to
comply with the conditions of its approval, or with securities law or regulation, is
there a mechanism that permits the regulator’”° to:

a) Re-examine the exchange or trading system and impose a range of actions,
such as restrictions or conditions on the market operator?

b) Withdraw the exchange or trading system’s authorization?
Benchmarks
Fully Implemented

Requires affirmative responses to all applicable Questions.
Broadly Implemented

Requires affirmative responses to all applicable Questions except to
Question 3(a).

Partly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 2 and 3(a).

Not Implemented

Inability to respond affirmatively to one more of Questions 1(a), 1(b), 1(c)
or 3(b).

Explanatory Notes

Question 3(a) gives more content to the phrase “reexamine the market’s authorization.”
“Since license revocation is such a serious disciplinary action, in many cases market
operators will not believe it would ever be used and therefore it may not be an effective
deterrent. The regulator also should have the clear power to impose an escalating range of
disciplinary actions, such as conditions or restrictions on the market operator. While
imposition of these restrictions should be subject to some procedural fairness conditions,
the process must not be so slow or cumbersome as to prevent regulators acting swiftly

3% Principles, Section 13.4.
370 Id
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and effectively when required.”’" If not, the regulator should be invited to discuss how

revocation authority can be used to buttress its ability to use moral suasion to achieve
corrective action.

3 Supervisory Framework for Markets, supra, at page 7.
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Principle 27  Regulation should promote transparency of trading.

Transparency may be defined as the degree to which information about trading (both for
pre-trade and post-trade information) is made publicly available on a real-time basis.
Pre-trade information concerns the posting of firm bids and offers, in both quote and
order-driven markets, as a means to enable intermediaries and investors to know, with
some degree of certainty, whether, and at what, prices they can deal. Post-trade
information is related to the prices and volume of all individual transactions actually
concluded.’”

Market transparency is generally regarded as central to both the fairness and efficiency of
a market, and in particular to its liquidity and quality of price-formation. The wide
availability of information on bids and offers is a central factor in ensuring price
discovery and in strengthening users’ confidence that they will be able to trade at fair
prices. This confidence should, in turn, increase the incentive of buyers and sellers to
participate, facilitate liquidity and stimulate competitive pricing.

Information in respect to the volumes and prices of completed trades enables market
participants and their customers not only to take into account the most recent information
on volumes and prices but also to monitor the quality of executions they have obtained
compared with other market users.

In general, the more complete and more widely available trading information is, the more
efficient the price discovery process should be, and the greater the public’s confidence in
its fairness. However, establishing market transparency standards is not straightforward,
as the interest of individual market participants and their customers in transparency levels
varies. Regulators need to assess the appropriate level of transparency of any particular
market structure with considerable care.’”

Key Issues

1. Ensuring timely access to information is a key to the regulation of secondary
market trading. Timely access to relevant information about secondary market
trading allows investors to assess the terms on which they can trade, and the
quality of the execution that they receive, and thereby to look after their own

372 Principles, Sections 4.2.2 and 13.5 4 1. For purposes of the Principles, transparency has largely been
addressed from the perspective of equity markets with material retail involvement.

3 10SCO Public Document No. 124, Transparency and Market Fragmentation, 10SCO Technical
Committee (2001), at pages 4-5.
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interests, and also reduces the potential for manipulative or other unfair trading
practices.’”

2. Information on completed transactions should be provided on an equitable basis
to all participants.

3. Where a market operator permits some derogation from the objective of real time
transparency, the conditions should be clearly defined and the market authority
(being either, or both, the exchange operator and the regulator) should have access
to the complete information to be able to assess the need for derogation and, if
necessary, to prescribe alternatives.

Key Questions
1. Does the regulatory framework include:
a) Requirements or arrangements for providing pre-trade (e.g., posting of

bids and offers) and post-trade (e.g., last sale price and volume of
transaction) information to market participants on a timely basis?

b) Requirements or arrangements that information on completed transactions
be provided on an equitable basis to all participants?®”

2. Where an authorized exchange or trading system’s operator permits derogation
from the objective of real-time transparency, are:

a) The conditions clearly defined?

b) Does the operator and/or the regulator have access to the complete
information to be able to assess the need for derogation and if necessary,
to prescribe alternatives?

Benchmarks
Fully Implemented

Requires affirmative responses to all applicable Questions.

Broadly Implemented

Requires affirmative responses to all applicable Questions except that with
respect to Question 1(a), pre-trade information and information on

™ Discussed in I0SCO Public Document No. 27, Transparency on Secondary Markets: A synthesis of the
10SCO Debate, I0SCO Technical Committee (December 1992), in Sections 3 and 4 on the content of
information.

375 Equitable access supports price formation but does not necessarily mean equal access for all classes of
customers.
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completed trades in a primarily institutional trading market are not
available on a timely basis.

Partly Implemented

Requires affirmative responses to all applicable Questions except to
Question 1(a) as specified above and Question 1(b) post-trade information
is not available on an equitable basis to all participants in an institutional
market.

Not Implemented

Inability to respond affirmatively to one or more of Questions 1(a), 1(b),
2(a) or 2(b), if applicable, subject to the departures permitted above or
post trade information on concluded transactions is not available either on
a timely or on an equitable basis in a market accessible to retail investors.

Explanatory Notes

The degree of transparency of a market can be measured as a deviation from a real-time
standard. However, there is no single standard of “timeliness.” Most exchanges and
regulatory systems provide for a certain degree of deviation from a real-time standard,
such as, permitting some degree of opaqueness of quote information for block
transactions, adopting different definitions of “real-time,” adopting a ‘“promptness”
standard that varies from several minutes to a longer time, allowing exceptions to real-
time based on the size of the trade, type of trade (dealer mediated rather than auction
market) or type of dealer. Indeed, each type of market microstructure delivers market
fairness, efficiency and transparency in slightly different ways.

Any derogation to the general requirements relating to post-trade transparency should be
explained. Reasonable derogations should not prompt the assignment of the jurisdiction
to a lower assessment category but should be documented. For markets whose
participants are largely institutional investors, derogations to post-trade transparency
requirements may be appropriate for large orders that expose intermediaries to risk and
could affect the integrity of the price formation process, liquidity, or the orderly conduct
of the market.

In the end, the final approach to transparency — and the degree of timeliness — is a policy
decision, taken at the level of each individual country, on how to weigh the conflicting
interests of the different market players (small investors, institutions, intermediaries and
exchanges).”’® The regulator should provide information as to the basis for these
decisions and as to how they meet the objectives stated in the Key Issues.

In practice, except for wholesale and certain over-the-counter transaction venues, most
markets seek to have post-trade price reporting and publication as close as possible to

378 Transparency on Secondary Markets: A synthesis of the IOSCO Debate, supra, at pages 23-24 and 30.
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real-time. Assessments are focused on regulated/organized markets, but any assessment
must consider the prevailing structure of markets within the jurisdiction when addressing
transparency.
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Principle 28  Regulation should be designed to detect and deter manipulation and
other unfair trading practices.

Market manipulation, misleading conduct, insider trading and other fraudulent or
deceptive conduct may distort the price discovery system, distort prices and unfairly
disadvantage investors.””’

Such conduct should be addressed by direct surveillance, inspection, reporting, product
design requirements, position limits, settlement price rules or market halts complemented
by vigorous enforcement of the law and trading rules.’”®

An effective market oversight program should have a mechanism for monitoring
compliance with the securities laws, regulations and market rules, operational
competence requirements, and market standards.

Key Issues

1. The regulation of trading in secondary markets should prohibit market
manipulation, misleading conduct, insider trading and other fraudulent or
deceptive conduct and apply adequate, proportionate and dissuasive sanctions.””

2. The regulator should ensure that there are in place arrangements for the
continuous monitoring of trading. These arrangements should trigger inquiry
whenever unusual and potentially improper trading occurs.*™

3. Regulation should cover cross-market conduct where, for example, the price of an
equity product could be manipulated through the trading of options, warrants or
other derivative products.*®’

4. There must be adequate information sharing between relevant regulatory
authorities, sufficient to ensure effective enforcement.**

377 Principles, Section 13.6 9 1. See also IOSCO Public Document No. 103, Investigating and Prosecuting
Market Manipulation, IOSCO Technical Committee (May 2000).

37 Principles, Section 13.6 9 2. See also The Application of the Tokyo Communiqué to Exchange-Traded
Financial Derivatives Contracts, supra.

37 Principles, Section 13.6 § 1. See also Investigating and Prosecuting Market Manipulation, supra. See
also Principle 9 and Principle 10.

3% principles, Section 13.6 4 3.

31 Principles, Section 13.6 s 4 and 5.

382 Principles, Section 13.6 9 6. See also Indexation: Securities Indices and Index Derivatives. (February
2003). pp. 35-40 regarding enhanced inter-market and cross-border cooperation.
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Key Questions

1.

Does the regulatory system prohibit the following with respect to securities

admitted to trading on authorized exchanges and regulated trading systems:

a) Market or price manipulation?

b) Misleading information?

C) Insider trading?

d) Front running?

e) Other fraudulent or deceptive conduct and market abuses?

Does the regulatory approach to detect and deter such conduct include an

effective and appropriate combination of:

a) Direct surveillance, inspection, reporting, such as, for example, securities
listing or product design requirements (where applicable), position limits,
audit trail requirements, quotation display rules, order handling rules,
settlement price rules or market halts complemented by enforcement of the

law and trading rules?
b) Effective, proportionate and dissuasive sanctions for violations?*®’

Are there arrangements in place for:

a) The continuous collection and analysis of information concerning trading
activities?
b) Providing the results of such analysis to market and regulatory officials in

a position to take remedial action if necessary?

C) Monitoring the conduct of market intermediaries participating in the
market?

d) Triggering further inquiry as to suspicious transactions or patterns of
trading?

If there is potential for domestic cross-market trading, are there inspection,
assistance and information-sharing requirements or arrangements in place to

monitor and/or address domestic cross-market trading abuses?

If there are foreign linkages, substantial foreign participation, or cross listings, are
there cooperation arrangements with relevant foreign regulators and/or markets

that address manipulation or other abusive trading practices?

3% Compare to requirements under Principles 8, 9 and 10.
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Benchmarks
Fully Implemented

Requires affirmative responses to all applicable Questions.

Broadly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 4 and 5, provided that there is not substantial cross-border or
cross-market activity and cooperation in fact occurs.

Partly Implemented

Requires affirmative responses to all applicable Questions except that if
Questions 4 and 5 are applicable, there is evidence of cross-market and
cross-border cooperation and information sharing, although no formal
arrangements for cooperation may be in place.

Not Implemented

Inability to respond affirmatively to one or more of Questions 1(a), 1(b),
1(c), 1(d), 1(e), 2(a), 2(b), 3(a), 3(b), 3(c) or 3(d) or if Questions 4 or 5 are
applicable, there is no evidence of cross-border cooperation whether or not
there are formal arrangements for cooperation in place.

Explanatory Notes

Essential elements of monitoring compliance include: (1) monitoring the day-to-day
trading activity in the markets (through a market surveillance program); (2) monitoring
the conduct of market intermediaries (through examinations of business operations); and
(3) collecting and analyzing information gathered from these activities.>** Techniques
may differ for securities and derivatives markets. The regulator should be invited to
explain how its approach operates to detect, deter and sanction misconduct.

The following are examples of some of the cases when cross-market surveillance
information is relevant: When the underlying interest is traded in a jurisdiction other than
the one where a derivative instrument is traded, or where identical financial products are
traded in two jurisdictions, there may be increased potential for fraud or manipulation
because of the difficulty of a regulator in one jurisdiction to monitor market activity
directly or to conduct complete investigations of market activities in another
jurisdiction.”™

3 Supervisory Framework for Markets, supra, at page 9. See also Principles, Section 13.
35 Supervisory Framework for Markets, supra, at page 6.
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The regulator can make use of an exchange or trading system surveillance system
provided that it has its own capacity to analyze and use the information directly to deter
and detect market misconduct. This means that the regulator should have its own
capacity to sort the information obtained from an exchange system.
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Principle 29  Regulation should aim to ensure the proper management of large
exposures, default risk and market disruption.

Risk taking is essential to an active market and regulation should not unnecessarily stifle
legitimate risk taking. Rather, regulators should promote and allow for the effective
management of risk and ensure that capital and other prudential requirements are
sufficient to address appropriate risk taking, allow the absorption of some losses and
check excessive risk taking. An efficient and properly structured clearing and settlement
process that is supervised and uses effective risk management tools is essential.”*® The
legal system also must support effective and legally secure arrangements for default
handling. This is a matter that extends beyond securities law to the insolvency provisions
of a jurisdiction. Insolvency law must support isolating risk, and retaining and applying
margin previously paid into the system, notwithstanding a default or commencement of
an administration or bankruptcy proceeding.

Instability may result from events that occur in another jurisdiction or occur across

several jurisdictions, so regulators’ responses to market disruptions should seek to

facilitate stability domestically and globally through cooperation and information
. 387

sharing.

Key Issues
Monitoring of Large Positions
Market authorities®®® should:

1. Have mechanisms to monitor open positions or credit exposures on unsettled
trades that are sufficiently large to pose a risk to the market or to a clearing firm
(i.e., large exposures)*® and for this purpose:

a) Establish trigger levels appropriate to their markets and continuously
monitor the size of positions on their markets.*”

3% principle 30. See also Annex 6 on the Assessment Methodology for Securities Settlement Systems.

37 Principles, Section 4.2.3.

% The term “market authority” is used, for purposes of large exposures, to refer to the authority in a
jurisdiction that has statutory or regulatory powers with respect to the exercise of certain regulatory
functions over a market. The relevant market authority, depending on the jurisdiction, may be a regulatory
body, a self-regulatory organization, and/or the market itself. IOSCO Public Document No. 49, Report on
Cooperation Between Market Authorities and Default Procedures, 10SCO Technical Committee
(March 1996), at page 2.

3% For these purposes Large Exposures may be construed to be open unsettled positions; open short
positions, margined positions, options and other derivatives. Principles, Section 13.7 4 1, 2nd sentence.
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2.

b) Have access to information, if needed, on the size and beneficial
ownership of positions held by direct customers of market
intermediaries.>’

C) Have authority to take appropriate action where a direct market participant

does not make requested market information available to the market
authority.**?

d) Have the power to take appropriate action, such as requiring the market
participant to reduce exposures, increase margin, or deposit additional
collateral.*”

Promote mechanisms that facilitate the sharing of information on large exposures
through appropriate channels.”*

Default Procedures — Transparency and Effectiveness

3. Market authorities should make relevant information concerning market default
procedures available to market participants.*”’

4. Regulators should ensure that the procedures relating to defaults, and permitted
corrective actions, are effective and transparent.™®

5. Market authorities for related products (cash or derivative) should consult with
each other, as soon as practicable, with a view to minimizing the adverse effects
of market disruptions.*”’

Key Questions

Monitoring of Large Positions

1.

Does the market authority have a mechanism in place that is intended to monitor
and evaluate continuously the risk of open positions or credit exposures that are
sufficiently large to expose a risk to the market or to a clearing firm that includes:

a) Qualitative or quantitative trigger levels appropriate to the market for the
purpose of identifying large exposures, continuous monitoring and an
evaluative process?’

3% Principles, Section 13.7 9 3, Ist sentence. The assessor should request empirical evidence of an
evaluative procedure before concluding that there is effective ongoing monitoring. See also Report on
Cooperation between Market Authorities and Default Procedures, supra, at page 3 9§ 6.

31 Principles, Section 13.7 § 3, 2nd sentence.

%2 Principles, Section 13.7 § 4.

3% Principles, Section 13.7 9 3, 3rd sentence.

3% Principles, Section 13.7 9 2.

3% Principles, Section 13.7 9 5.

3% Principles, Section 13.7 9 6.

397 Principles, Section 13.7 9 7.
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b) Access to information, if needed, on the size and beneficial ownership of
positions held by direct customers of market intermediaries?**’

c) The power to take appropriate action against a market participant that does
not provide relevant information needed to evaluate an exposure (e.g.,
require liquidation of positions, increase margin requirements and/or
revoke trading privileges)?*"”

d) The general power to take appropriate action, such as to compel market
participants carrying or controlling large positions to reduce their
exposures or to post increased margin? 401

2. Do arrangements, whether formal or informal, exist to enable markets and
regulators to share information on large exposures of common market participants
or on related products with regulators and markets:

a) In the domestic jurisdiction?
b) In other relevant jurisdictions?*%*
Default Procedures — Transparency and Effectiveness

3. Does a market authority make its default procedures available to market
participants, including specifically information concerning:

a) The general circumstances in which action may be taken?
b) Who may take it?
C) The scope of actions which may be taken?*"®

4. Do default procedures and/or national law permit markets and/or the clearing and
settlement system(s) promptly to isolate the problem of a failing firm by
addressing its open proprietary positions and positions it holds on behalf of
customers or otherwise protect customer funds and assets from an intermediary’s
default under national law?***

3% Principles, Section 13.7 4 1. See also Report on Cooperation Between Market Authorities and Default
Procedures, supra, at page 3 Y 4.

3% Principles, Section 13.7 § 4.

9 principles, Section 13.7 9 2. See also Report on Cooperation Between Market Authorities and Default
Procedures, supra, at page 4 9 8.

0 Principles, Section 13.7 9 5.

42 Report on Cooperation Between Market Authorities and Default Procedures, supra, at page 4 9 8
regarding the promotion of formal/informal mechanisms. See also Report on Trading Halts and Market
Closures. (October 2002). pp. 23-24.

493 1d, for a template or list of information that should be available to market participants as to market
default procedures regarding futures and options transactions.

44 10SCO Principles, Section 4.2 9 3.
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5. Is there a mechanism by which market authorities for related products can consult
with each other in order to minimize the adverse effects of market disruptions?

Benchmarks
Fully Implemented

Requires affirmative responses to all applicable Questions taking into
account that the combination of mechanisms enumerated in Question 4
available in the jurisdiction are sufficient to reduce the impact of any
failure and in particular to isolate risk to the failing institution.*"

Broadly Implemented

Requires affirmative responses to all applicable Questions subject to an
evaluation of the mechanisms in Question 4 and except to Questions 1(a),
3(a) and 5, provided that other measures are in place to address cross-
market risks.**®

Partly Implemented

Requires affirmative responses to all applicable Questions except to
Questions 1(a) subject to departures permitted for Partly,1(b), 1(c), 2 (b),
3(a) and 5.

Not Implemented

Inability to respond affirmatively to one or more of Questions 1(d), 2(a) if
applicable, 3(b), 3(c) or 4 or bankruptcy or other relevant national law is
uncertain or does not support isolation of risk to the failing firm and
effective management of a disruption.

Explanatory Note

The insolvency system should support effective management of a firm’s failure or market
disruption. The regulator should identify any concerns with respect to applicable
bankruptcy law.

For example, the following mechanisms can be relevant to addressing a financial failure
or market disruption, however, other mechanisms also may be adequate if the objectives
of isolating risk and protecting funds from being taken to cover the intermediary’s default
are achieved.

95 Pprinciples Section 4.2.3 Also, responses to market disruption should seek to facilitate stability
domestically and globally through cooperation and information sharing.

496 Exception reporting based on a surveillance program is consistent with the monitoring contemplated by
Key Question 1(a).
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« National insolvency laws that specifically accommodate market default procedures.
« Central bank guarantees.

« The use of the defaulting firm’s proprietary funds and assets to meet its obligations to
market counterparties.

« The transfer or liquidation of customer positions at the defaulting firm under market
rules without interference from bankruptcy law.*"’

« The transfer of customer funds and assets, or use of a guarantee system.

o Where customer positions or funds are to be transferred, arrangements for
distinguishing firm and customer positions, deposits and accruals.

Assessments of Principle 29 should take account of any wvulnerabilities in risk
management identified with respect to Principle 30 and there should be close
communication as to any findings under this Principle and those relating to clearing and
settlement.

71 iquidation is acceptable as in cases where the nature of the position makes transfer impracticable, or in
cases where a customer may not have completed the documentation necessary for the transfer or the
applicable regulation does not allow for transfers. See also Report on Cooperation Between Market
Authorities and Default Procedures, supra, 46 (3). The market, however, should not be required to
maintain open unsettled transactions once a direct participant has defaulted.
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L Principles Relating to Clearing and Settlement
1. Preamble

Principle 30 evidences IOSCO’s conclusion that adequate clearing and settlement
systems are essential to fair, efficient and transparent markets and the reduction of
systemic risk. Clearance and settlement issues, therefore, are a critical component of the
overall assessment of secondary markets regulation.

In assessing implementation of this Principle, it is important to take into consideration the
role of the regulator, as discussed in Principles 1 through 5 and 8, particularly as it relates
to the regulator's oversight and inspection powers regarding clearing and settlement
activities. It is also important to consider Principle 24 regarding failure of market
intermediaries and Principle 29 regarding regulatory measures to ensure the proper
management of large exposures, default risk and market disruption. Both of these
Principles are relevant to the reduction of systemic risk in clearing and settlement
activities. Any conclusions regarding exposure to systemic risk under these Principles
should be consistent with the risk analysis contemplated under Principle 30 and any
assessment completed by an assessor of the CPSS/IOSCO Recommendations for
Securities Settlement Systems and the associated assessment methodology. Such
conclusions should also take into account any related assessment of the payment system
in the assessed jurisdiction.

In performing a self-assessment, a jurisdiction should take into account the structure of
the market in applying the guidance provided herein. If different assessors are assigned
to assess securities regulation generally, and securities and settlement systems
specifically, it is essential that they remain in close communication throughout the
assessment process and that they share their respective work products in order to ensure
consistency.

2. Scope

The clearing and settlement of transactions in securities, including futures and other
derivatives of various types, involves a broad array of services and activities, such as
trade matching services, trade confirmation services, distribution of cash flows, central
counterparty arrangements, services related to the issuance of settlement instructions,
processing of settlements of securities and funds, and custodian and other services. The
nature, attributes and organization of these services and activities may vary depending on
the type of security or other financial instrument or contract that is the subject of the
transaction being cleared and settled.

Clearing and settlement systems may differ structurally in accordance with the market or
combination of markets and instruments covered. Principle 30 is intended to apply to all
material securities clearing and settlement activities in a jurisdiction, regardless of the
type of instrument being cleared and settled. Consequently, included within its scope are
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clearing and settlement arrangements for equities, government bonds, corporate bonds,
options and futures.

3. Principle 30

Principle 30  Systems for clearing and settlement of securities transactions should
be subject to regulatory oversight, and designed to ensure that they
are fair, effective and efficient and that they reduce systemic risk.

In November 2001, subsequent to the adoption of the Principles, the IOSCO Technical
Committee and the Committee on Payment and Settlement Systems (CPSS/IOSCO Task
Force) issued Recommendations for Securities Settlement Systems (RSSS). The
CPSS/IOSCO Task Force also has adopted a comprehensive assessment methodology for
purposes of assessing implementation of the Task Force's Recommendations by IOSCO
member jurisdictions, a copy of which is included in Annex 6 of Book II of this
Methodology. The CPSS/IOSCO Recommendations and assessment methodology should
be viewed as a more detailed articulation of Principle 30 that should be applied to address
any issues in such Recommendations that are also covered by Principle 30.*®

Accordingly, a separate set of clearing and settlement Key Questions and benchmarks for
Principle 30 is not included in this Methodology. Any self-assessment or third party
assessment of a securities clearing and settlement system within a jurisdiction should be
made using the CPSS/IOSCO assessment methodology included in Annex 6 and
incorporated herein by reference. An assessor should use all applicable Key Issues, Key
Questions and related benchmarks in the CPSS/IOSCO assessment methodology.

The assessment should take into account the peculiar structure of the market assessed.
There are jurisdictions where an authorized exchange or regulated trading system deals in
securities as well as derivatives products where those instruments are cleared on the same
system and there are jurisdictions where there are specialized trading and/or clearing
systems for derivatives products. The CPSS/IOSCO securities settlement assessment
methodology explicitly recognizes that where derivatives are settled through a central
counterparty that also acts as a central counterparty for securities, the assessment may
need to address the central counterparty’s treatment of derivatives risks. In such a case
the CPSS/IOSCO methodology may not cover all the Key Issues envisaged under
Principle 30.*

Table 1 includes a list of Key Issues that are comprehended by Principle 30 and cross
references these to the corresponding Key Questions in the CPSS/IOSCO assessment
methodology. Any assessment of clearing and settlement for those markets, which trade

%8 The concordance included in Annex 2-4 of Part II indicates the CPSS/IOSCO Recommendations that
correspond to Principles, Sections 13.8 through 13.11.3 and where there are additional issues referred to in
Principle 30.

499 See the Concordance in Annex 2-4.
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derivatives as well as securities, should encompass clearing and settlement of derivatives
as well as securities if the derivatives risks are material (ie., of economic significance) to
an overall assessment. The CPSS/IOSCO assessment methodology should be used for
such purposes and, where securities and derivatives are cleared on one system, that
assessment methodology may be sufficient. An assessor nonetheless may note any
additional risks, taking into account the Concordance and the Key Questions below.

However, where derivatives traded on an authorized exchange or regulated trading
system are cleared through a separate system,*'® the assessor should use the Table below
and the additional questions, which may not be exhaustive.

Table I
Key Issues under Principle 30 with cross references to corresponding
Key Questions in the CPSS/IOSCO Assessment Methodology

Principle 30 Key Issues*'!

CPSS/IOSCO Key Questions*'?

1. The rules and operating procedures
governing the clearing and settlement systems
should be available to market participants.

Recommendation 1, Key Questions 1 and 4
Recommendation 17, Key Questions 1-4

2. There should be direct supervision of
clearing and settlement systems and their
operators.

Recommendation 10, Key Question 2
Recommendation 12, Key Question 3
Recommendation 18, Key Questions 1-3

3. Regulators of clearing and settlement
organizations should require a framework that
permits them to ensure the accountability of
such systems, to monitor and, if possible, detect
and foresee and to prevent or mitigate problems
associated with clearance and settlement.
Regulators should be empowered to issue

Recommendation 1, Key Questions 2(ii) and 3
Recommendation 3, Key Question 3
Recommendation 4, Key Questions 2-4
Recommendation 7, Key Question 1
Recommendation 8, Key Question 3
Recommendation 9, Key Questions 1-3
Recommendation 11, Key Questions 1-4

1% This is due, in part, to the fact that the work of the CPSS/IOSCO Task Force is ongoing. For example,
paragraph 2.3 of the CPSS/IOSCO assessment methodology indicates: "Even if all securities traded in a
country are settled through the same SSS, derivatives may be settled through a separate system. Exchange-
traded derivatives are nearly always cleared and settled through a CCP [central counterparty], which may
be organized as a department of the exchange or as a separate legal entity. Where it is a separate legal
entity, that entity may act as CCP for multiple derivatives exchanges and possibly also for securities trades.
The RSSS were not designed to be applied to derivatives and do not address comprehensively the risks they
face or the risk management procedures they typically employ. Nonetheless, many of the
recommendations, notably those on CCPs, legal framework, operational reliability, governance, access,
transparency, and regulation and oversight, are relevant to clearance and settlement of exchange-traded
derivatives. Where derivatives are settled through a CCP that also acts as counterparty to securities trades,
the assessment of the SSS for those securities may need to address the CCP’s management of risks with
respect to those derivatives transactions. This is especially the case if collateral requirements and financial
support arrangements apply to portfolios that include both securities and derivatives. But the
recommendations need not be applied to exchange-traded derivatives that are cleared and settled by a
separate CCP. In the future, international standards that would be applicable to CCPs for both securities
and derivatives may need to be developed." In February 2003, the IOSCO Technical Committee
authorized the Task Force to develop standards for CCPs that will apply to both securities and derivatives
transactions.

41 Principles, Sections 13.9-13.11.3
412 The CPSS/IOSCO Recommendations and Key Questions are in Annex 6, Part II.
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directions which the clearing and settlement
systems or their operators must satisfy.

Recommendation 12, Key Question 1, last
sentence Recommendation 18, Key Question 3
Recommendation 19, Key Questions 1-3

4. The operation of clearing and settlement
services should be subject to inspection and
periodic review by the regulator. The clearing
and settlement organizations should be required
to report to the regulator and may be required to
submit to periodic and, if necessary, special
audits and examinations.

Recommendation 3, Key Question 3
Recommendation 5, Key Question 3
Recommendation 10, Key Question 2
Recommendation 12, Key Questions 1-2
Recommendation 18, Key Questions 1-3

5. The arrangements for clearing and settlement
systems should provide for the expeditious
verification and settlement of a trade, finality by
the end of the settlement period, delivery versus
payment between direct participants and
reduction of market risk, credit risk, funding
liquidity and operational risk consistent with
international standards.

Recommendation 2, Key Questions 1-3
Recommendation 3, Key Questions 1-4
Recommendation 4, Key Questions 1-4
Recommendation 5, Key Questions 1-3
Recommendation 8, Key Questions 1-3
Recommendation 9, Key Questions 1-3
Recommendation 10, Key Questions 1-4
Recommendation 16, Key Question 1
Recommendation 19, Key Questions 1-3

6. There should be procedures to identify and
monitor risks on an on-going basis, including
risks posed by clearing participants.

Recommendation 3, Key Question 3
Recommendation 4, Key Questions 3-4
Recommendation 5, Key Question 3
Recommendation 9, Key Questions 1, 2 and 3
Recommendation 10; Key Questions 1-2
Recommendation 11, Key Questions 1-3
Recommendation 12, Key Question 2
Recommendation 19, Key Questions 1 and 3

7. Derivatives settlement systems should be
symmetric to avoid liquidity risk. Pays and
collects should be handled contemporaneously.

No directly corresponding provision

8. Margin and other requirements should be
designed so that sufficient funding is available
to cover likely trading exposures (both as to
extent and duration) to avoid gridlock. The
adequacy of margin and other requirements
should periodically be reviewed by competent
market authorities.

Recommendation 3, Key Question 3
Recommendation 4, Key Question 3
Recommendation 9, Key Questions 1 and 2
Recommendation 12, Key Question 1

Key Questions not designed to address all
margin issues pertaining to derivatives, such as
futures

9. Appropriate protections should be in place to
prevent undue risks related to actual handling of
securities and deliveries, including short sales
and stock loans of the underlying securities.

Recommendation 1, Key Questions 2(ii)(c) and
(e) Recommendation 4, Key Question 3
Recommendation 5, Key Questions 1-3
Recommendation 6, Key Question 1
Recommendation 7, Key Questions 1-2
Recommendation 8, Key Questions 1 and 3
Recommendation 9, Key Questions 1 and 2
Recommendation 12, Key Question 1
Recommendation 19. Key Questions 1-3

10. The legal frameworks should assure access
to collateral, timing of self-assessment, legality
of netting and novation, settlement finality,
delivery versus payment, liquidity of
arrangements and reduction of risk consistent
with international standards and the complexity
of the relevant clearing systems.

Recommendation 1, Key Questions 2-4
Recommendation 4, Key Questions 2-3
Recommendation 5, Key Question 1
Recommendation 8, Key Question 3
Recommendation 10, Key Question 2
Recommendation 12, Key Question 1
Recommendation 18, Key Question 3
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As reflected both in Table I and in the concordance in Annex 2-4, there is at least one
Key Issue (7) relating to clearance and settlement of derivatives transactions under
Principle 30 that is not addressed specifically in the CPSS/IOSCO Recommendations or
assessment methodology. Settlement of derivatives transactions on regulated or
authorized exchange markets normally involves daily (or more frequent) cash settlement
of profits and losses, in which case the settlement systems should be symmetric to avoid
liquidity risk, and pays and collects should be handled contemporaneously.*"” Similarly,
cash settlement of derivatives transactions has enabled settlement in most derivatives
markets to occur at T+1 or less while T+3 remains the norm for settlement in many
securities markets. There are other Principle 30 Key Issues, such as Key Issue 8 relating
to margin, for which the corresponding Key Questions in the CPSS/IOSCO Methodology
are not intended to apply primarily to clearance and settlement of derivatives
transactions, such as futures transactions. Therefore, the current CPSS/IOSCO
methodology is not exhaustive. For example, futures markets generally use CCPs to
clear and settle transactions. CPSS/IOSCO has acknowledged that risk management
measures must be tailored to the risk of such systems and that the CPSS/IOSCO
methodology does not comprehensively treat CCPs.*'* The IOSCO Principles also are
primarily directed at authorized exchanges and regulated trading systems. They have not
been designed, nor has this Principle 30 been designed to address comprehensively the
risks related to clearing over-the-counter derivatives products

Other questions also may arise that are unique to derivatives clearing and settlement.
Pending further guidance from the CPSS/IOSCO Task Force, the assessor should consult
the discussion under Principles, Section 13.11 as well as other relevant IOSCO reports.*'
In addition to the CPSS/IOSCO guidance cited in Table I, issues similar to those
addressed in Key Issues 3, ond sentence, 4, 5, 6 and 8 are treated under Principle 29. An
assessor also should bear in mind that certain risk monitoring and control issues relevant
to clearance and settlement systems for derivatives transactions, such as margining
(Principles, Section 13.11.1) and short selling and securities lending (Principles, Section
13.11.3), are also addressed in the methodology for Principle 29.

For purposes of assessing a derivatives' clearing and settlement system or any clearing
and settlement system of which derivatives risk is a component or clearing is handled
through a central counterparty, the following questions also should be considered:

13 Principles, Section 13.11 95.

414 See I0SCO/CPSS Recommendation 4, and note 2 supra, indicating that the IOSCO Technical
Committee in February 2003 authorized the Task Force to develop standards for CCPs that will apply to
both securities and derivatives transactions.

5 E.g., information regarding Key Issues 3, 2™ sentence, 5, 6 and 8 may be found in: Report on
Cooperation between Market Authorities and Default Procedures, supra; I0OSCO Public Document No. 50,
Report on Margin, 1OSCO Technical Committee, March 1996; IOSCO Public Document No. 22,
Coordination Between Cash and Derivative Markets — Contract Design of Derivative Products on Stock
Indices and Measures to Minimize Market Disruption, October 1992; and IOSCO Public Document No. 96,
Securities Lending Transactions: Market Development and Implications, Joint Report by the I0SCO
Technical Committee and the Committee on Payment and Settlement Systems of the Bank for International
Settlements, July 1999.
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1. Are settlement systems for derivatives symmetric, that is, are pays and collects
handled fairly contemporaneously subject to collateral requirements?

2. Are margin or other requirements designed so that sufficient funding is available
to cover likely trading exposures? Are margin requirements periodically
reviewed as to adequacy by the competent authorities?

3. Are the arrangements for addressing the risk of handling delivery of securities,
including short sales and loans of underlying or relevant securities sufficient?

With respect to evaluating the treatment of gains and losses on positions cleared through
a derivatives clearing system:

e Payment flows in the context of derivatives settlement systems may occur in the
context of settlement variations where gains or losses on futures positions are
resolved, and in the context of margining requirements. Payment flows as a result
of settlement variation obligations should be perfectly symmetric such that the
settlement losses of clearing members can be applied against the settlement gains
of other clearing members contemporaneously.

e A symmetric system involves the computation of settlement variation gains and
losses, and generation of payment calls on the clearing members obliged to pay on
their positions. Simultaneously, clearing members entitled to receive payment on
their positions have their accounts credited by the same amounts. By doing so, the
clearing house need not assume any principal risk.

It is recognized that the settlement of margin calls relates to margin requirements on
clearing members which may change under different market conditions or as the result of
different levels of exposure. In a more volatile market, margin calls may result in a net
inflow of funds for the clearing house unless open interest declines. In such cases, pays
and collects (for withdrawals of excess margin and inflows for additional margins
required) in regard to margin calls which are effected contemporaneously will reduce (but
are unlikely to eliminate) liquidity risks.

It is also possible for the settlement of settlement variation and margin calls payment
flows to be combined. In this case, excess margin collateral, for example, could be
applied against any settlement variation losses. This has the effect of netting opposite
payment flows from settlement variation and margin calls, thereby reducing liquidity
requirements. Settlement variation and margin calls instructions in such cases could be
combined.

Rather than benchmarking Principle 30 separately, if an IOSCO assessor has a specific
question about vulnerabilities not addressed by the CPSS/IOSCO methodology, the
assessor should communicate that to the assessed jurisdiction by comment and also to
any settlement assessor. If answers to the Key Questions noted here are not in the
affirmative, any assessment also should identify and explain resulting vulnerabilities as a
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comment. In so doing, the regulator should be encouraged to describe how its system
takes into account the complexity of the system(s) being addressed.”

416 Cf. Principles, Section 13.11.1. For example, cross margining arrangements, linkage arrangements,
clearing of over-the-counter products, cross-border clearing, et cetera. If a derivatives clearing system is

separate from the trading system, for example, there should be arrangements for prompt transmission to
clearing and oversight of settlement pricing.
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