The Role of Securities Regulators and Regulatory Bodies

1.
Introduction.

This presentation is made in a global context and is not intended to reflect the policies or positions of the Guyana Securities Counsel.

The majority of this presentation is essentially an extract and summary of parts of a paper entitled “Objectives and Principles of Securities Regulation” authored by the International Organisation of Securities Commissions in May of 2003.

The overriding objectives of the securities regulator are the protection of the investor; ensuring that the markets are fair, efficient and transparent; and, the reduction, as far as possible, of systemic risk.

From these objectives are derived approximately 30 principles, some of which I will state:

Some of the principles related to the Regulator are:


1. They should have clearly and objectively stated responsibilities;

2. The Regulator should have operational independence and accountability in the exercise of its powers and functions;


3.  They should adopt clear and consistent regulatory processes;


4. They should observe the highest professional standards including appropriate standards of confidentiality.

With regard to the principles related to Self-Regulation:


1. A valuable component of the regulatory regime is the Self-Regulatory Organisation, which is the role of GASCI in our local context. It is a principle of self-regulation that appropriate use be made of SROs who will exercise some direct oversight responsibility for their respective areas of competence;


2. The SROs are subject to the oversight of the regulator, which would be the GSC in our context, and should exercise standards of fairness and confidentiality in measure equal to the regulator.

The principles for the enforcement of securities regulations include:


1. The powers of the regulator should include comprehensive inspection, investigatory and surveillance powers;


2. The regulator should be able to enforce its regulations;


3. The system of regulation should ensure that the powers of inspection, investigation, surveillance and enforcement can be effectively and credibly used to ensure compliance.

Principles for cooperation in regulation are:


1. Authority should be vested in the regulator to permit it to share both public and non-public information with domestic and foreign counterparts;


2. Information sharing mechanisms should be established by Regulators to clearly define the circumstances in which public and non-public information will be shared with domestic and foreign counterparts;

The principles related to issuers of securities are:


1. There must be full, timely and accurate disclosure of financial results and other information that will assist the investor in making decisions;


2. Investors holding securities in a company should be treated in a fair and equitable manner;


3. Accounting and auditing standards should be of internationally acceptable quality.

Principles related to Collective Investment Schemes include:


1. The setting of standards for the eligibility and regulation of marketers of collective investment schemes by the Regulator;


2. The rules governing the legal form and structure of collective investment schemes should be provided by the regulatory system to provide for the segregation and protection of client assets;


3. Levels of disclosure, similar to those required by issuers, should be required by the Regulator;


4. The basis for the valuation, asset pricing and redemption of units in the collective investment scheme should be available.

Principles for Market Intermediaries include:


1. There should be minimum entry standards provided by regulation;


2. There should be initial and ongoing capital and other prudential requirements for market intermediaries that reflect the risk that the intermediaries undertake;


3. Possible failure of a market intermediary should be anticipated and dealt with by regulation designed to minimise damage and loss to the investor, and to contain systemic risk.

Principles for the Secondary Market include regulation for the supervision of exchanges and trading systems which should ensure that the integrity of trading is maintained through fair and equitable rules which attempt to strike a balance between the demands of market participants.

2.
Discussion on the objectives of securities regulations.

It is difficult to completely separate the objectives as they are closely related and overlap. However, I will attempt to distinguish where possible.

2.1
The protection of Investors.

No leap of logic is required to conclude that investors have to be protected from being mislead or manipulated or from fraudulent practices including insider trading and misuse of client assets.

One key aspect of investor protection is information. As long as the investor has access to material information which is as full and accurate as the Regulator can ensure, then the investor can better assess the potential risks and rewards of their investment and protect their interests.

It is the task of the Regulator to ensure that only duly licensed or authorised persons are to be permitted to present themselves to the public as providing investment services. These may be market intermediaries or the operators of the exchange. Initial and ongoing capital requirements imposed upon those licensed holders by the Regulator should be designed to achieve an environment in which a securities firm can meet the current demands of its counter parties and, if necessary, wind down its business without loss to its customers.

It is the task of the Regulator to set minimum standards for market participants in order to achieve a level of investor protection. The market intermediaries should be able to refer to rules of business conduct which ensure that investors will be treated in a just and equitable manner.

Unfortunately, because of the nature of securities markets, involving complex issues and transactions, the relatively uninformed or uneducated investor is particularly vulnerable. Even those investors with experience and knowledge of the exchange can be take advantage of by intermediaries’ misconduct. It need not be said that breaches of the law must be quickly and emphatically addressed.

2.2
Ensuring that Markets are Fair, Efficient and Transparent.

The issue of fairness in the market is inextricable wound up with protection of the investor. The laws, regulations and rules which ensure that the investor is protected also tend to ensure that the market is fair.

However, investor information is also a substantial part of the fairness and transparency of the market. The degree and speed that information is transmitted and propagated through the market defines the transparency of the market. The ideal situation is one where both pre-trade and post-trade information is made available to the public as the transactions occur. As the Americans like to say “in real time”.

It is the unenviable task of the Regulator to ensure that there are regulations for the protection of the investor and to ensure fairness while at the same time ensuring that there is efficient and transparent dissemination of information.

2.3
Reduction of Systemic Risk.

No amount of regulation or oversight can guarantee against the possibility of financial failure of a market intermediary. However, regulation can and should aim to reduce the risk of failure. Where such failure does occur, it is the role of the Regulator to seek to reduce the impact of that failure and to attempt to isolate the risk solely to the failing institution.

Market intermediaries should be subject to adequate and ongoing capital requirements along with any other prudential requirements as may be necessary. The ideal situation, insofar as there can be any “ideal” in the case of a failure, in the case of a failure of an intermediary should be the ability to wind down the business without loss to the customers and counterparties and without systemic damage.

Risk taking is an essential and unavoidable aspect of an active market and along with the aforementioned tasks of the Regulator is the overriding concern that legitimate risk taking should not be stifled. Effective management and appropriate checking of excessive risk taking along with prudential requirements as to capital should be ensured in order to address the absorption of some losses. An essential aspect of the reduction of risk is an efficient and accurate clearing and settlement process that is properly supervised.

3.
The Regulatory Environment.

If I did not say it before, I will say it now. The task of the Regulator is not an easy one. Above all else the Regulator should facilitate capital formation and economic growth. While it is crucial that the Regulator achieve the three core objectives that I have just dealt with; that is, the Protection of Investors, Ensuring that the market is Fair, Efficient and Transparent and the Reduction of Systemic Risk; it is also of paramount importance that there be no inappropriate regulation which imposes an unjustified burden on the market and thereby inhibit market growth and development.

3.1
Some general attributes of effective regulation include:


1. There should be no unnecessary barriers to entry and exit from markets and products;


2. The market should be open to the widest range of participants who meet the specified entry requirements;


3. The impact of potential regulations should be carefully considered by the Regulator when formulating policy;


4. The regulatory burden should be equally imposed on all who make a particular financial commitment.

Assisting the Regulator must be an appropriate and effective legal, tax and accounting framework within which the securities market can operate.

4
At the beginning of this paper I adverted to 30 principles which are derived from the three objectives of regulation. I should like now to give some detail of a few of those principles.

4.1
The issue of clear responsibility with regard to the Regulator.

For the Regulator to act in a fair and effective manner, and as importantly, to be seen to act in a fair and effective manner:


1. There must be a clear definition of the regulator’s responsibility, preferably set out by law;


2. There must be strong cooperation among responsible authorities; and,


3. The Regulator and its staff must be protected by law when acting in the bona fide discharge of its functions and powers.

4.2
Clear and concise Regulatory Processes.

The impression of unfairness or lack of transparency is often directly attributable to a lack of clarity in the regulatory processes. It is, therefore, important that in the exercise of its powers it adopts processes which are:


1. Consistently applied;


2. Comprehensible


3. Transparent to the public; and,


4. Fair and equitable.

4.3
The role of the SRO.

The self regulatory organisation is usually tasked with one or more areas of administration over which they will exercise a degree of oversight under the framework of regulations of the securities industry. The SRO is separate and distinct from the government regulator although the Regulator will exercise an oversight and authorisation function.

In Guyana the stock exchange is operated and administered by GASCI which is an SRO.

Some of the benefits of self regulation include the requirement of ethical standards which may go beyond government regulations and the depth of knowledge and expertise regarding market operations and practices available to the SRO is often greater than that available to the Government Regulator. The SRO will also have a greater degree of flexibility and the ability to respond more quickly.

4.3.1
Oversight.

In the case of SROs the Regulator has to continually ensure that operations are carried out in the public interest and results in fair and consistent enforcement of the regulations and applicable laws.

4.4
Enforcement of Securities Regulations.

The nature of securities markets make fertile soil for sophisticated fraudulent schemes and the market therefore requires strong and rigorous enforcement of securities laws. As a matter of necessity the Regulator should have both the regulatory and investigative power and the mechanisms to execute those functions.

These powers might include:


1. Investigative powers to obtain data, information and records from persons involved in the relevant conduct or who may have information relevant to an inquiry;


2. Power to take action to ensure compliance with regulations;


3. Power to impose sanctions and/or seek orders from the courts;


4. Power to initiate or refer matters for criminal prosecution;


5. Power to suspend trading in securities or take other appropriate action.

4.5
The regulation of issuers.

The term “issuer” taken at its broadest includes all those who raise funds on the market. Regulation of the issuers is necessary to offer the investor protection and a fair and efficient market. The Regulator is tasked with ensuring that the investor is provided with the information necessary to make informed investment decisions on an ongoing basis.

Disclosure rules should extend to:


1. The conditions applicable to an offering of securities for public sale;


2. The content and distribution of prospectuses or other offering document;


3. Supplementary documents prepare in the offering;


4. Information about those who have a significant interest in a listed company;


5. Information material to the price or value of a listed company;


6. Periodic reports; and,


7. Shareholder voting decisions.

This is by no means a complete list, and the Regulator, in its discretion or upon its regulations may require much more disclosure.

4.6
Market Intermediaries. 

The term “market intermediary” is usually used to refer to those who are in the business of managing individual portfolios, executing orders, dealing in or distributing securities and providing information relevant to the trading of securities.

The market intermediary has a close relationship with the investor with whose protection the Regulator is primarily tasked. As a consequence a large portion of the regulation of a securities industry is directed at the market intermediary.

Regulations address entry criteria, capital and prudential requirements, ongoing supervision and discipline of entrants, and the consequences of default and failure.

4.6.1
Capital Adequacy.

The Regulator determines the capital adequacy standards for the market intermediaries in an effort to foster confidence in the financial markets and these standards should be designed to allow a firm to absorb some losses, particularly in the event of large adverse market moves. Capital standards ought to be designed to provide supervisory authorities with time to intervene to accomplish the objective wind down in the event of failure.

4.6.2
Failure of an intermediary.

If an intermediary fails, the consequences can be systemic. It is the part of the Regulator’s function to plan for this eventuality. Any such plan has to attempt to minimise damage and loss to the investor and to protect the market for systemic failure. Plans for failure have to take into account the framework of laws.

5.
Conclusion.

My intention in selecting the aspects of the Role of the Regulator upon which I have touched was to attempt to demonstrate both the crucial nature of the regulator’s job and the complexity of that job. And yet, what I have presented is a most superficial look at this essential function. I have referred to and summarised a document called the “Objectives and Principles of Securities Regulation” authored by the International Organisation of Securities Commissions in May of 2003. If you are interested in a deeper look at the objectives of the Securities Regulator please contact us at GASCI and we will organise to let you have a copy.

Thank you.
