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NOTE A485C

Explanatory notes to the proposed amendments to the JSE Derivatives Rules to accommodate the FAIS Act

1. Derivatives members are referred to Notice A398 or Notice F442 dated 2 March 2004 entitled “The application of the Financial Advisory and Intermediary Services Act to JSE members” for a general explanation of the impact of the FAIS Act on JSE Derivative member firms.  The important points in those notices which have an impact on the JSE Derivatives Rules are the following:

1.1. JSE derivatives members are exempt from compliance with the FAIS Act to the extent that the activities which they conduct which fall within the scope of the FAIS Act are regulated under the Financial Markets Control Act (“FMCA”);

1.2. to the extent that a member’s activities fall within the scope of the FAIS Act but outside of the scope of FMCA, and particularly the rules issued by the JSE in terms of FMCA, the member will have to obtain a licence from the Financial Services Board to operate as a financial services provider (“FSP”) in respect of such activities;

1.3. to minimise the adverse consequences of dual regulation of members by the JSE and the Financial Services Board, the JSE has decided to extend the scope of its regulation of member firms’ activities beyond instruments listed on the JSE to incorporate all financial products included in the definition of “investments” in section 5 of FMCA;

1.4. although the JSE will regulate JSE derivatives members’ activities in listed bonds, this will only apply to investments in bonds by a JSE derivatives member who is not a BESA member.  Bond transactions on BESA by a JSE derivatives member who is also a BESA member will continue to be regulated by BESA;

1.5. the FAIS Act provides for the regulation of “advice” provided to clients by FSPs.  In order to give effect to the exemption afforded to JSE members, the JSE rules will have to make provision for the regulation of such advice; and

1.6. in order to broadly give effect to the exemption in the FAIS Act for JSE members and to avoid any material regulatory gaps, a number of key requirements in the FAIS Act which are not adequately covered in the JSE rules will need to be incorporated in the rules.

2. In determining the most appropriate way of dealing with the issues referred to in 1.5 and 1.6 above regarding the inclusion of certain aspects of the FAIS Act in the JSE rules, we have recognised that the FAIS Act regulates the activities of a broad spectrum of financial intermediaries, and that many of the provisions of the FAIS Act are either not relevant to JSE members or need to be applied in a different manner to that contemplated in the FAIS Act.

3. In recognition of the differences between the activities of a JSE member and those of most FSPs, and the fact that JSE members operate in a licensed exchange environment, we believe that those principles in the FAIS Act which need to be incorporated in the JSE rules to give effect to the exemption for members and to avoid material regulatory gaps need to be applied in a manner which is relevant to an exchange member.  In order to achieve this, we believe that the provisions of the Securities Services Bill (“SSB”) are in most instances more appropriate for JSE members than the specific provisions of the FAIS Act.

4. The principles in the SSB are materially the same as the equivalent principles in the FAIS Act which would be relevant to a financial intermediary performing the functions of an exchange member.  However, the application of those principles and the wording in the SSB is more appropriate for JSE members.

5. Therefore, the changes that we are proposing to the JSE Derivatives Rules to accommodate the FAIS Act are, in many instances, sourced from the provisions of the SSB rather than the provisions of the FAIS Act.  However, we have not only considered the SSB as a source for our proposed amendments.  In certain instances, we have been guided by the provisions of the rules issued by the Financial Services Authority in the United Kingdom, and in other instances we have formulated our own requirements.  However, in those instances where we have not only used the SSB as the source for the relevant amendment, the requirements which we have formulated are at least equivalent to those in the SSB.

6. In order to assist members to understand the proposed amendments to the JSE Derivatives Rules attached hereto, we have compiled the following notes in respect of those changes which we believe may require some explanation:

Section 2 – Definitions

Many of the new definitions have been introduced simply because the relevant terms are used in the rule amendments which are consequential to the introduction of the FAIS Act.  However, the following definitions warrant specific mention:

“advertisement” – substantially the same definition as that contained in the FAIS Act, with minor changes to make it applicable to a JSE member;

“advice” – substantially the same definition as that contained in section 1 (1) of the FAIS Act, together with the exclusions in section 1 (3) of that Act, with certain changes to make it applicable to a JSE member;

“client” – extends the definition to incorporate the other investments which the JSE will regulate in terms of the rules;

“other investments” – defines the other investments which the JSE will regulate.  These instruments fall within the definition of “investments” in section 5 of FMCA.

Section 7 – Trading 

7.20.4.3
Consequential amendment to the introduction of rule 16.10.5 relating to the requirement to maintain a record of client orders for at least six months.  Members should note that these records no longer have to be in writing and therefore records maintained in voice recorded format are acceptable.

Section 15 – Management of Investments

Section 15 previously only provided for the JSE’s authority for a derivatives member to manage investments in listed financial instruments.  This section has now been extended to include authorisation by the JSE for a derivatives member to manage “other investments”.

15.10 Authority to manage investments in listed financial instruments 

The main change to this rule deals with the issue of the respective responsibilities of the JSE and the FSB for the regulation of investment management activities of JSE derivatives members.  Certain derivatives members are investment managers registered as such with the FSB in terms of section 5 of FMCA, and their investment management activities, including their activities in relation to listed financial instruments, are regulated by the FSB and not the JSE.  In terms of the FAIS Act, those investment managers will become licensed financial services providers and will continue to be regulated by the FSB.

The management of investments may also be undertaken by financial services providers who may not have undertaken this activity in the past but may do so in future, but whose business activities are not predominantly related to investment management, such as banks.  These entities may also be JSE derivatives members and under the FAIS Act their investment management activities will also be regulated by the FSB rather than the JSE.

The JSE rules need to recognise the arrangement whereby the FSB regulates the investment management activities of certain derivatives members and this is dealt with in the amendment to rule 15.10.  The determination as to whether a particular member’s investment management activities are to be regulated in terms of the JSE rules or in terms of the FAIS Act is based on the extent of the member’s activities as a JSE derivatives member and, if applicable, as an equities member, in relation to their other intermediary services activities or their banking activities.

If the member’s activities on the derivatives market and, if applicable, equities market, as a member of those markets, collectively comprises the majority of their total intermediary services activities, their investment management activities in listed financial instruments will be subject to the JSE rules.  However, if the majority of a member’s intermediary services activities are not undertaken as a member of the JSE, their investment management activities in relation to listed financial instruments will be subject to the FAIS Act and those activities will be regulated by the FSB.  The latter situation should apply to all FSB-registered investment managers who are currently JSE derivatives members, given that the majority of their business activities are unlikely to be conducted as JSE members.

Whilst the intermediary services provided by a bank in respect of financial products, as defined, are unlikely to predominantly relate to activities as a JSE derivatives member, in the event that the majority of a bank’s intermediary services in respect of financial products do in fact relate to their activities as a derivatives member, rule 15.10 provides that the bank’s investment management activities in relation to listed financial instruments will still be subject to the FAIS Act rather than the JSE rules.  This provision avoids the business conduct of a bank in relation to client activities being subject to regulation by three regulatory bodies, being the SA Reserve Bank, the FSB and the JSE.
15.30
Management and Advice in respect of other investments

This new section provides for the JSE’s regulation of “other investments”.

15.30.1 to 
These rules enable the JSE Surveillance Division to identify which 

15.30.5
members it needs to regulate in respect of their activities in other 
investments and to determine the scope of those members’ activities in 
such investments. The notification to the Director: Surveillance of the 
member’s intention to engage in activity relating to other investments is 
only an initial notification prior to commencing such activity. It is not 
required before each transaction.

15.30.6 As other investments have a different risk profile to financial instruments 
listed on the JSE, this rule requires members to specifically consider 
clients’ needs and objectives before making such investments.

15.30.7 States that the client must provide a written mandate to the member 
authorising the member to invest in other investments.

15.30.8 This rule sets out the custody and record keeping requirements in respect 
of other investments for which the member is accountable to its clients, 
incorporating the principles of segregation of client assets from those of 
the member, the maintenance of proper accounting records and the 
regular balancing of such records with the records of the relevant 
custodians.

15.30.9 Requires members to maintain effective internal controls to safeguard 
other investments.

15.30.10 s

15.30.11 This rule is the equivalent of rule 15.10 which deals with investment management activities in respect of listed financial instruments.  The principle is that if a derivatives member is a bank or an entity whose intermediary services in respect of financial products, as defined, do not predominantly relate to activities as a JSE member, the JSE will not regulate the member’s investment management activities in respect of other investments.  Those activities will instead be regulated by the FSB in terms of the FAIS Act.

15.30.12 States that activity in listed bonds as a member of BESA will still be subject to the rules of BESA rather than the JSE rules.

Old 15.30A Deleted as a client who obtains a discretionary FSP licence is thereby authorised to undertake the management of investments on behalf of other clients.

15.35 
Management of Foreign Investments

This new rule caters for the requirements in the FAIS Code of Conduct relating to foreign financial products.

15.40
Trading with a discretionary financial services provider

A consequential amendment as a result of the FAIS Act amending section 17 (1) (lB) of FMCA to refer to FSPs rather than investment managers.

Old 15.40 
Reporting to clients


Replaced with new 15.50
 

15.50 
Client statements 


The draft Code of Conduct to be issued in terms of the SSB contains provisions relating to the frequency of distribution of client statements and the content of such statements, as does the Code of Conduct for FSPs issued in terms of the FAIS Act.  As the distribution of client statements is a key control in promoting investor protection and is an important element in meeting the information needs of clients, we felt that it would be appropriate to incorporate similar provisions in the JSE rules.

15.50.1 
The requirement for a derivatives member to issue a statement to a client on a monthly basis is felt to be appropriate in respect of open positions in derivative instruments, due to the material changes that can occur in the value of derivatives positions over a relatively short period of time, and is similar to the requirement in the FSA rules regarding client statements reflecting open derivatives positions.

15.50.2 
Substantially the same as the provisions in the draft SSB Code of Conduct

15.50.3 
The FAIS Code of Conduct does not specifically require the information contained in this rule to be included in a client statement but instead requires certain of the information to be provided to the client on request.  The draft SSB Code of Conduct and the FSA rules are more prescriptive regarding the content of client statements and we are of the view that these requirements are more appropriate in meeting the information needs of clients.  Therefore Rule 15.50.3 contains all of the information which the draft SSB Code of Conduct requires members to include in their client statements, which incorporates most of the information required to be included in client statements in terms of the FSA rules.

15.50.4 
This rule provides for the required information to be reflected in separate statements if the member chooses to do so, such as an account statement and a portfolio valuation statement.

Old 15.50
Additional duties of the investment manager

Deleted as these provisions have been incorporated in the Code of Conduct in section 16.

Section 16 – Ethics and Conduct

Both the draft SSB and the FAIS Act make provision for a Code of Conduct.  We are of the view that the draft Code of Conduct to the SSB is more appropriate in its content for JSE members than the FAIS Code of Conduct.

The provisions relating to Conduct in the old rule 16.10 and the provisions of the old rule 15.50 reflect certain of the principles in the draft Code of Conduct to the SSB.  Therefore we have used these as the basis for developing a Code of Conduct for JSE derivatives members in new rule 16.10 and have incorporated the other relevant principles in the draft Code of Conduct to the SSB which are not reflected in the old rules.

The notes below relate to those provisions in the new rule 16.10 which were not contained in the old rule 16.10 or the old rule 15.50.

16.10.1.1
Contained in the draft SSB Code of Conduct.  

16.10.1.5 
Consistent with the provision in the Code of Conduct in the equities rules.

16.10.1.6 
Consistent with the provision in the Code of Conduct in the equities rules.

16.10.2.3
Contained in the draft SSB Code of Conduct.  

16.10.2.4 
Contained in the draft SSB Code of Conduct.

16.10.3 
The provisions relating to the furnishing of advice are contained in the draft SSB Code of Conduct.  We have extended these principles to incorporate the exercise of discretion by a member in managing a client’s investments.

16.10.4 
Contained in the draft SSB Code of Conduct 

16.10.5 
Substantially the same as the draft SSB Code of Conduct, except that we have reduced the period for which records of client instructions have to be kept from five years to six months, as we felt that is was unreasonable to require members to maintain such records for a longer period, particularly if the member retains the records in voice recorded format.

16.10.6 
Contained in the draft SSB Code of Conduct 

16.10.7 Contained in the draft SSB Code of Conduct

16.10.8 Consistent with the provision in the Code of Conduct in the equities rules.

16.10.9 Consistent with the provision in the Code of Conduct in the equities rules and incorporating provisions in the draft SSB Code of Conduct.

16.10.10  Consistent with the provision in the Code of Conduct in the equities rules.

16.10.11 Consistent with the provision in the Code of Conduct in the equities rules.

16.20
Advertising by derivatives members 

The old rule 16.20.1 has been replaced by new rules 16.20.1 and 16.20.2 in order to incorporate the relevant provisions contained in the draft SSB Code of Conduct.
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