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7. Self-Regulation’®

7.1.  Principles for Self-Regulation

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.

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.

7.2. TheRole of SROs

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. The
common characteristics of SROs, in most jurisdictions are a separation from the government
regulator (although government oversight and authorization generally exists), and the
participation of business, industry and, if appropriate, investors in the operations of the SRO.

There can be substantial benefits from self-regulation:

e« SROs may require the observance of ethical standards which go beyond government
regulations;

e SROs may offer considerable depth and expertise regarding market operations and practices,
and may be able to respond more quickly and flexibly than the government authority to
changing market conditions.

SROs should undertake those regulatory responsibilities which they have incentives to perform
most efficiently. The actions of SROs will often be limited by applicable contracts and rules.

7.3.  Awthorization and Oversight

The regulator should require an SRO to meet appropriate standards before allowing the
organization to exercise its authority. Oversight of the SRO should be ongoing.

Moreover, once the SRO is operating, the regulator should assure jtself that the exercise of this
power is in the public interest, and results in fair and consistent enforcement of applicable
securities laws, regulations and appropriate SRO rules.

JOSCO Public Document No. 53, Legal and Regulatory Framework for Exchange Traded Derivatives,
108CO Emerging Markets Commitiee, June 1996 at pp. 6-9 and Principles of Effective Marker
Oversight, Council of Securities Regulators of 1the Americas, May 1995 al
hitp:/Awww.cvm.gov.br/ingl/inter/cosra/inter.asp.

T See generally, 10SCO Public Document No. 110, Mode! for Effective Self-Regularion, 10SCO SRO
Consultative Commitiee, May 2000.
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The effectiveness of an SRO may be compromised due to conflicts of interest. The regulator
should monitor and address the potential that may arise for conflict of interest. The regulator must
ensure that no conflict of interest arises because of the SRO’s access to valuable information
about market participants (whether or not they are members of the SRO itself). The risk of
conflict arising may be acute when the SRO is responsible both for the supervision of its
members and the regulation of a market sector. '®

As a condition to authorization, the legislation or the regulator should require an SRO to:

« have the capacity to carry out the purposes of goveming Jaws, regulations and SRO rules, and
to enforce compliance by its members and associated persons with those laws, regulations,
and rules;

» treat all members of the SRO and applicants for membership in a fair and consistent manner;

= develop rules that are designed to set standards of behavior for its members and to promote
investor’ protection;

s submit to the regulator its rules for review and/or approval as the regulator deems
appropriate, and ensure that the rules of the SRO are consistent with the public policy
directives established by the regulator;

» cooperate with the regulator and other SROs to investigate and enforce applicable laws and
regulations;

« enforce its own rules and impose appropriate sanctions for non-compliance;

» assure a fair representation of members in selection of its directors and administration of its
affairs;

o avoid rules that may create uncompetitive situations; and

» avoid using the oversight role to allow any market participant unfairly to gain advantage in
the market.

Regardless of the extent to which self-regulation is used, the government regulator should retain
the authority to inquire into matters affecting investors or the market. Where the powers of an
SRO are inadequate for inquiring into or addressing particular misconduct or where a conflict of
interest necessitates it, the regulator should take over the responsibility for an inquiry from an
SRO. It is important, therefore, to ensure that the information provided by the SRO to the
regulator allows these matters to be identified at an early stage.

SRO’s should follow similar professional standards of behavior on matters such as confidentiality
and procedural fairness as would be expected of the regulator.”?

" Principles of Effective Market Oversight, Council of Securities Regulators of the Americas, May 1995

at http:/fwww.cvm.gov.brfingl/inter/cosra/inter.asp; 10SCO Public Document No. 119, Jssues Paper
on Exchange Demutualization, 10SCO Technical Commitiee, June 2001.

SROs are generally non-governmental agencies and so will not always be subject to the same
standards as apply to a government agency.



