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31 May 2012

Our Ref:  	
Your Ref: FM48/11

THE COMMITTEE SECRETARY 
STANDING COMMITTEE ON FINANCE
PARLIAMENT OF THE REBUBLIC OF SOUTH AFRICA

ATTENTION: MR ALLAN WICOMB

Dear Sir,

RE: SUBMISSIONS  FINANCIAL MARKETS BILL

We refer to the above matter.

We thank you for allowing us to be part of this noble exercise which is necessary to transform our financial markets.

Our contribution is as follows;

BACKGROUND

Our consulting firm specializes in commercial advisory. Founded in 2008, we have grown from strength to strength offering quality commercial advisory services locally, in the SADC region, Sub –Saharan Africa and the United Arab Emirates. Our keen interest is in the area of transactions and banking and capital markets law. We are currently in the process of bidding for an equally important project in a SADC country wherein the World Bank has furnished funding to revisit the securities law there. We are grateful of this opportunity to present our submissions to the Standing Committee on Finance and we believe this exposure will also assist us in getting relevance in reforming this important area of the law.

SECURITIES REGULATORY FRAMEWORK IN THE REPUBLIC OF SOUTH AFRICA

The current regulatory framework governing financial markets in the Republic of South Africa is currently mainly through the Securities Act No 36 of 2004.The purpose of the Act is; ‘To consolidate and amend the laws relating to the regulation and control of exchanges and securities trading, the regulation and control of central securities depositories and the custody and administration of securities, and the prohibition of insider trading; to provide for the licensing of a clearing house and the approval of nominees; to provide for a code of conduct for authorized users; and to provide for matters connected therewith’, 

The Financial Markets Bill seek; ‘To provide for the regulation of financial markets; to license and regulate exchanges, central securities depositories, clearing houses and trade repositories; to regulate and control securities trading and the custody and administration of securities; to prohibit insider trading, and other market abuses; to provide for the approval of nominees; to provide for codes of conduct; to replace the Securities Services Act, 2004, as amended by the Financial Services Laws General Amendment Act, 2008, so as to align this Act with international standards; and to provide for matters connected therewith’,

THE NEED FOR REFORM

The definition of the term 'financial market' has traditionally included the banking, financial and insurance segments. The bounds dividing institutions, instruments and markets were previously clear-cut, so that further distinctions were drawn within the different classes of intermediaries (with banks specialized in short or medium/long term maturities, functional/commercial operations, deposits and investments; financial intermediaries handling broker-dealer negotiations, asset management and advisory functions, and, insurance companies dealing in life and other insurance policies. Financial markets have been used as an economic space wherein operators of various kinds -- banks, financial intermediaries, mutual funds, insurance companies and pension funds -- offer financial instruments and services. 

There is therefore a great need to properly regulate such markets. A primary objective of financial market regulation is the pursuit of macroeconomic and microeconomic stability. Safeguarding of the stability of the system translates into macro controls over the financial exchanges, clearing houses and securities settlement systems. Measures pertaining to the micro stability of the intermediaries can be subdivided into two categories i.e. general rules on the stability of all business enterprises and entrepreneurial activities, such as the legally required amount of capital, borrowing limits and integrity requirements; and more specific rules due to the special nature of financial intermediation, such as risk based capital ratios, limits to portfolio investments and the regulation of off-balance activities. 

A second objective of financial regulation is transparency in the market and in intermediaries and investor protection. The evolution of financial markets has been particularly significant in the last decades with regard to intermediaries, capital markets and financial instruments. Structural changes have mainly involved the more traditional financial operators in banking, but have also involved investment firms and insurance companies. A number of countries (the United States, the United Kingdom, Australia and Japan) are in fact presently radically changing their regulatory systems.

There are several supervisory models traditionally used in the regulation of financial markets. These are; 

Institutional supervision.

In the more traditional "institutional approach" (also known as "sectional" or "by subjects" or "by markets"), supervision is performed over each single category of financial operator (or over each single segment of the financial market) and is assigned to a distinct agency for the entire complex of activities.

Supervision by objectives.

The supervisory model by objectives (or by finalities) postulates that all intermediaries and markets be subjected to the control of more than one authority, each single authority being responsible for one objective of regulation regardless of both the legal form of the intermediaries and of the functions or activities they perform.

Functional Supervision.

The third regulatory model is the so-called "functional supervision”, or supervision “by activity". It considers as "given" the economic functions performed in the financial system. Unlike other lines of thought regarding supervisory activities, this approach does not postulate that existing institutions, whether operative13 or regulatory, must necessarily continue to exist as such, in terms of both their structure and role.

Single-regulator supervision.

The single-regulator supervisory model is based on just one control authority, separated from the central bank, and with responsibility over all markets and intermediaries regardless of whether in the banking, financial or insurance sector. This authority would be concerned with all the objectives of regulation (stability, transparency and investor protection, maybe competition).

After the global financial crisis of 2009-2010 and the recent Eurozone crisis, regulatory authorities have now been treating financial markets with caution and close scrutiny. We however need to learn from these catastrophies and see how we will align our own financial markets to the banking sector as both are interconnected. A good example (though part of the Eurozone Crisis) is the Italian Financial System.

As already mentioned, banking, securities and insurance segments are becoming increasingly integrated in terms of markets, intermediaries and financial instruments. The boundaries separating banking, securities and insurance activities are in fact on their way out in most developed financial systems because of the strong process of technological, geographical and functional integration among these three sectors; and as a consequence of the de-specialization of the intermediaries. 

REGULATORY ARRANGEMENTS IN THE ITALIAN FINANCIAL SYSTEM - INTEGRATION AMONG INTERMEDIARIES, MARKETS AND INSTRUMENTS


In the case of Italy, the processes of integration within the financial market have come about in a rather articulated fashion. As regards the intermediaries, ownership integration has been accentuated, coming about mainly through the transfer of capital shares among institutions, or among controlling and controlled firms. Another form of integration among intermediaries may be detected in the transformation of their legal status, even when continuing to perform basically the same intermediation activities as
before. This occurred in particular with investment firms (SIM) which have been legally transformed into banks, even though they have not as their primary objective the issue of deposits or the provision of loans. The reasons for this "arbitrage" among legally diverse forms are multiple: access to credit of last resort and to the interbank liquidity market; possibility of directly managing customers’ liquidity; concerns about a sounder image; differing modalities for crisis management; different regulatory costs and different supervisory authorities to have to deal with.

As regards the markets, considerable integration has taken place between the banking/insurance markets and the securities markets. This occurred by virtue of the issue and quotation on either the Stock Exchange or other markets of securities (equities and bonds) of both banks and insurance companies. The Italian financial market is thus experiencing a progressive coincidence between issuers and financial intermediaries. This feature is likely to develop even further. These intermediaries have in fact become, with the "privatization" process of the Stock Exchange and of the MTS (the Wholesale Government Bonds Market), owners and managers in the same regulated financial markets, which have been transformed into corporations. Recently, some banks have also started to manage directly alternative trading systems as the TLX.

As regards the integration among financial instruments, we observe that many of these, while keeping their legal status, have rapidly changed their economic function. This is due to both exogenous factors -- such as fiscal considerations, or different regulations applied to similar financial tools – and to endogenous factors -- such as the different behavior of sellers and buyers (in particular to certificates of deposit and bonds issued by banks and to certain types of life insurance policies).

The role of insurance companies as financial intermediaries is also constantly increasingly. This development is closely linked to contracts involving life insurance and capitalization, whose services are directly tied to investment funds or to stock exchange or other financial indices (so-called unit-linked or index linked contracts).  Nowadays, the inclusion of the life insurance segment among those activities subject to financial regulation is something accepted in the major financial systems. Over the last few years, market changes have actually lessened the distinctiveness of some schemes of life insurance compared to other financial products. In the English system, for instance, long-term life insurance contracts are included in the notion of investment (financial instruments) as provided by the Financial Services Act of 1986. 

This law and its implementing rules regulate the selling of long-term business (life and pensions). Insurance companies have the same treatment of unit trusts in terms of their selling activity. The recent establishment of the FSA will further reduce the distinctiveness of insurance companies by applying a common regulation to all financial institutions. In the U.S. system, variable annuities and variable life insurance contracts whose yield is tied to “separate accounts” fall under the Investment Company Act of 1940, which provides the general guidelines relative to investment activities, reinvestment, and the buying and selling of financial securities. Besides, as contract owners assume certain investment risks under variable contracts, the contracts are securities under the Securities Act of 1933. In Italy, on the contrary, insurance companies are excluded from the set of rules that apply to banks and to other financial intermediaries. The exemption from such rules derives from the fact that life insurance policies are not considered financial instruments and that insurance companies are not authorized to perform investment services. Although there is an increasing tendency to
Recognize the high degree of contiguity between certain insurance products and typical financial products, the regulatory differences in the Italian system remain significant. 

The Italian case study therefore shows symbiotic harmony between banks, insurance companies, depositories and other players in the financial system. It is therefore paramount that the South African financial services sector is closely aligned so as to give effect to an effective financial markets regime.




SOUTH AFRICA

While the South African Financial Markets regime is currently regulated under the Securities Services Act, there is market segmentation in so far as the financial system is concerned. There is differentiation between the regulation of banks (mainly under the Banks Act), Insurance Companies and securities. There is a plethora of legislation that is not interlinked in ensuring that these crucial players in the Financial System are in perfect equilibrium. The proposed Financial Markets Bill seek to regulate members of clearing houses (sections 75 & 76); prevent market abuse such as insider trading (section 80 and 84), self regulation (sections 59 – 73) and licensing. It would be ideal to align issues such as licensing to already existing measures governing licensing of financial sector institutions such as banks and insurance companies. There are currently several licensing authorities such as FAIS, FICA, Insurance Ombudsman, Banking Ombudsman, Licensing of Compliance Officers, various licenses under the Banks Act etc. The Bill has to be aligned with the already existing licensing procedures in place in a similar model. The regulation of Financial Markets in South Africa does not have to be isolated from the rest of the financial services sector as such is part of the financial sector especially banking. Most of the securities transactions are done through banks when they mature and yield hence the Banks Act and the Financial Markets Bill should be closely aligned so that we do not face problems of systemic risk or asset bubbles. We have learnt from the global crisis as well as the Eurozone crisis so those experiences should always assist us in crafting the Financial Markets that we want.

CONCLUSION

The regulation of our financial markets should be premised on regulatory objectives that are based on stability, transparency and proper behaviour and competition. Institutions regulated by the Financial Markets Bill should also inter alia include mutual banks, investment firms, Investment Funds or in addition to the definition of a bank, define it as a Bank in terms of the Banks Act as the definition of a bank in the Bank’s Act includes a Mutual Bank. Institutions which are excluded by the definition of financial institution in the Act, 

financial institution’’ means—

any pension fund organisation registered in terms of the Pension Funds Act, 1956 (Act No. 24 of 1956), or any person referred to in section 13B of that Act administering the securities of such a pension fund or the disposition of benefits provided for in the rules of such a pension fund;

 any friendly society registered in terms of the Friendly Societies Act, 1956
(Act No. 25 of 1956), or any person in charge of the management of the affairs
of such a society;

(c) 	any collective investment scheme as defined in section 1 of the Collective
Investment Schemes Control Act, 2002 (Act No. 45 of 2002), or any manager or nominee in relation to such a scheme;

(d) 	any long-term or short-term insurer registered as such under the Long-term Insurance Act, 1998 (Act No. 52 of 1998), or the Short-term Insurance Act, 1998 (Act No. 53 of 1998), respectively; and

(e) 	a bank;


Thank You,


FELIX MAJONI
BACHELOR OF LAWS (UZ)
MASTER OF LAWS (UNISA)
	

