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1 PURPOSE OF THE STATEMENT

Purpose

1.1 This statement relates to the publication of the draft Conduct Standard to be made in terms of
section 106(1)(a), read with sections 106(2)(b) and 108(1) of the Financial Sector Regulation
Act, 2017 (Act No. 9 of 2017) (FSRA), setting out requirements relating to the provision of a
benchmark.*

1.2  This statement is published in terms of section 98 of the FSRA which requires that, before a

regulator makes a regulatory instrument, it must publish the following documents:

(&) A draft of the regulatory instrument;

(b) a statement explaining the need for and the intended operation of the regulatory
instrument;

(c) astatement of the expected impact of the regulatory instrument; and

(d) anotice inviting submissions in relation to the regulatory instrument, stating where, how,
and by when submissions are to be made.

1.3 In fulfilment of the abovementioned requirements, the Financial Sector Conduct Authority
(FSCA) has prepared this document to explain the need for, expected impact, and intended
operation of the draft Conduct Standard — Requirements relating to the provision of a
benchmark (conduct standard).

2 STATEMENT OF NEED - POLICY CONTEXT AND PROBLEM DEFINITION

2.1 Thelack of a formal regulatory framework for the provision of a benchmark in South
Africa

2.1.1 The Statement has been prepared having collated and analysed industry responses to the
Consultation Paper that was published on 10 September 2018 to solicit specific inputs on the
expected impact of a regulatory reform for benchmarks in South Africa.?

2.1.2 In South Africa, gaps remain in the regulation, supervision and oversight in respect of the
provision of a benchmark as a financial service. Currently the South African Reserve Bank
(SARB) plays an active role in the surveillance, monitoring and governance of interest rate
reference rates, and has developed a code of conduct specifically for the Johannesburg
Interbank Average Rate (Jibar). However, it is one of many reference rates used in the
markets and an extended scope of regulation relating to the provision of benchmarks is
therefore lacking. The provision of a benchmark is currently not directly regulated in South
Africain terms of any financial sector law.

1The FSRA defines a “benchmark to mean any index—

(a) by reference to which theamountpayable under a financial instrumentor afinancial contract, or the
value of a financial instrument, is determined; or
(b) that is used to measure the performance ofan investmentfund with the purpose oftracking the return of

such index or of definingthe assetallocation ofaportfolio or of computing the performance fees.”
and “provision ofabenchmark” includes:-

(a) administering the arrangements for determining abenchmark;
(b) collecting, analysing or processing inputdatafor the purpose of determining abenchmark; and
(c) determining abenchmark throughthe application ofaformula or other method of calculation or by an

assessmentofinputdataprovidedforthat purpose;
2 Consultation Paper available at:
https://www.fsca.co.za/Regulatory%20Frameworks/Documents%20for%20Consultation/Final%20%20September%20201
8%20Benchmark%20Consultation%20Paper.pdf
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2.1.3 Further, past cases of manipulation of interest rate benchmarks such as the London Interbank
Offered Rate (LIBOR) and the Euro Interbank Offered Rate (EURIBOR), combined with
allegations of manipulation of commodity and foreign exchange benchmarks, have highlighted
the shortcomings in the regulatory framework for benchmarks in South Africa. The pricing of
many financial instruments and financial contracts depend on the accuracy and integrity of
benchmarks which can be subjectto potential risks associated with conflicts of interest, the
use of discretion and weak governance and oversight arrangements.

2.1.4 The potential manipulation of financial benchmarks has highlighted both the importance of
indices as well as their vulnerabilities. The integrity of benchmarks is critical to the pricing of
many financial instruments, such as interestrate swaps and forward rate agreements, and
commercial and non-commercial contracts. Benchmarks also play an important role in the
management of financial risk.

2.1.5 Doubts about the accuracy and integrity of indices may undermine market confidence, which
could lead to significant losses to financial customers and investors and distort the financial
markets. It is therefore essential that regulatory steps are taken to ensure the integrity of
benchmarks and oversight over the process of determining a benchmark.

2.2 International Standard Setting Bodies and International Best Practice

2.2.1 Concerns surrounding the integrity and reliability of benchmarks have prompted a number of
regulatory reforms globally. The International Organization of Securities Commissions
(IOSCO) issued the Principles for financial benchmarks (I0OSCO benchmarks principles) in
July 2013.3

2.2.2 The Financial Stability Board (FSB) has also undertaken work on globally significant interest
rate and foreign exchange benchmarks. The FSB established a working group to undertake
analysis of the foreign exchange market structure and incentives that may promote particular
types of trading activity around the benchmark fixings. The group publishedrecommendations
in September 20144 to address these adverse incentives and improve the construction of
benchmarks. Jurisdictions such as the European Union (EU) have put in place regulations for
indices to ensure that a common framework for benchmarks exists.

2.3 Need for South Africato be recognised as an equivalent jurisdiction by the EU

2.3.1 Interms of the EU’s Benchmark Regulations (BMR), non-EU benchmarks can only be used
in the EU if the benchmark is qualified under the third country regime. Although BMR came
into effecton 1 January 2018, transitional arrangements have been put in place in terms of
which third-country administrators and users of benchmarks can continue to use any non-EU
benchmarks until the end of 2023.5> Beyond that date, non-EU benchmarks will need to be
covered by either an equivalence determination or by recognition of the administrator or
endorsement of the benchmark.®

2.3.2 Inorderto apply for equivalence in terms of the BMR, the FSCA has to establish a regulatory
framework for benchmarks. The FSCA acknowledges that South African market participants
interact with more developed markets such as the EU or US and failing to adopt or implement
the proposed regulatory framework will create disparities for local market participants and
result in regulatory arbitrage. There is therefore a rather urgent need to establish such

3 hitps://www.iosco.org/library/pubd ocs/pdf/lOSCOPD415.pdf

4 hitps:/iwww.fsb.org/2014/09/r 140930/

5Thisis arevised date. Initially itwas 1 January 2022 but the EU extended the deadline date.

6 https://leur-lex.europa.eu/legal-content/EN/T XT/PDF/?uri=CELEX:32021R0168&from=EN
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regulatory framework in South Africa. As regulatory reforms for benchmarks have been
undertaken in a number of foreign jurisdictions, equivalence assessments between South
Africa and these jurisdictions’ standards will also need to be performed. Establishing a
regulatory framework for provision of a benchmark will enable the FSCA to recognise and,
where appropriate, grant approval for foreign benchmarks to be used in the Republic.
Similarly, it will also allow for the endorsement of foreigh benchmarks by locally licensed
benchmark administrators, thereby ensuring the necessary oversight and responsibility in the
use of such foreign benchmarks within the Republic.

2.4 A new mandate

2.4.1 In addition to the above, with the implementation of the Twin Peaks model of regulation, the
FSCA has been mandated through the FSRA to, amongst other things, enhance and support
efficiency and integrity of the financial markets.

2.4.2 0On1l1lDecember2019,the FSCArequestedthe Ministerof Finance to designate the provision
of a benchmark as a financial service in terms of section 3(3)(a)(iii) of the FSRA. The National
Treasury published draft Regulations to this effect for public consultation on 1 September
2021.7 The draft Regulations propose to designate the “provision of a benchmark” as a
financial service in accordance with section 3(3) of the FSRA, and to specify that the FSCA is
the responsible authority for the regulation, supervision and oversight of the financial service
of the “provision of a benchmark,” in accordance with section 3(5) of the FSRA. In terms of
section 288(1)(b) of the FSRA, which empowers regulations to provide for procedural and
administrative matters that are necessary to implement the provisions of this Act, some
specific powers and duties are provided to and imposed on the FSCA to enable the effective
regulation and supervision of the financial service of providing a benchmark.

2.4.3 Given this new mandate and the designation of the provision of a benchmark as a financial
service, coupled with the risks inherent in the benchmarks environment as discussed above
and the current misalignment with international standards pertaining to benchmarks, it is
therefore necessary that a regulatory framework for relevant benchmarks be developed that
is fit for purpose and aligns to international standards and practices, in order to ensure
efficiency and integrity in the development, use and provision of benchmarks.

3 SUMMARY OF THE DRAFT CONDUCT STANDARD
3.1 General

3.1.1 The draft Conduct Standard proposes the regulatory framework in terms of which benchmark
administrators will be supervised and whereby the provision of abenchmark will be regulated,
oncethe Regulationsinterms of section 3(3) FSRA come into effect. Interms of section 111(2)
of the FSRA, a person may not provide, as a business or part of abusiness, afinancial product
designated interms of section 2, or a financial service designated in terms of section 3, except
in accordance with a licence in terms of Chapter 8 of the FSRA. Accordingly once the
Regulation referred to in paragraph 2.4.2 takes effect, new and existing benchmark
administrators will be required to apply for a license in terms of the FSRA and evidence
compliance with the requirements in the draft Conduct standard, in order to qualify to be
licensed as such. The license application will need to comply with requirements of Chapter 8

” National Treasury on 1 September 2021 published draft Regulations designating the provision ofabenchmark as a
financial service in terms of s 3 ofthe FSRA.
http://www.treasury.gov.za/public%20comments/DraftBenchmark/2021%2008%2030%20Draft%20Benchmark%20Regula
tions%20(for%20p ublication%20for%20co mment).pdf
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of the FSRA. The FSCA may, in accordance with section 124 and in writing, determine
procedures and requirements for such license applications.

3.1.2 The draft Conduct Standard is closely aligned to the IOSCO benchmark principles aimed at
creating a level playing field amongst market participants. The main objective of the draft
Conduct Standard is to ensure the accuracy, robustness, and integrity of benchmarks and the
way benchmarks are determined. It seeks to achieve this by setting out requirements for
benchmark administrators.,

3.1.3 The draft Conduct Standard is intended to address the harm that could be caused in terms of
potential losses to financial customers and investors and distortions in the real economy, if
failures in, or doubts surrounding, the accuracy or integrity of benchmarks were to undermine
market confidence. As such, the draft Conduct Standard sets requirements to promote the
reliability of benchmark determinations, and to address benchmark governance, quality, and
accountability mechanisms.

3.2  Application of the conduct standard

The draft Conduct Standard will apply to benchmark administrators within the Republic. The draft
Conduct Standard will, however, not be applicable to specific entities outlined in the draft Conduct
Standard, such as the Reserve Bank of South Africa, a credit provider and the like.

3.3 Business Principles, Culture and Governance Requirements for Benchmark
Administrators

3.3.1 The Conduct Standard is intended to ensure that benchmark administrators will have a
suitable culture that supports ethical behaviour and that the relevant obligations be placed on
the governing body of the benchmark administrator to ensure accountability for overseeing
the establishment, implementation, subsequentreview of, and continued compliance with, the
governance arrangements. The governance arrangements are, amongst other matters,
aimed at protecting the integrity of the benchmark determination process and to avoid conflicts
of interest. These requirements include fit and proper requirements for key persons,
establishment of an oversight committee, financial soundness requirementsand requirements
relating to risk management and internal control functions. It also prescribes specific
operational requirements, requirements for governance of the oversight function and related
oversight committee, and business continuity measures.

3.3.2 The draft Conduct Standard is aimed at improving the quality of input data and methodologies
used by benchmark administrators. This is to be achieved by ensuring the proper
management of risks, complaints and conflicts of interest, through imposing specific
governance and control requirements over the benchmark determination process. These
requirements will need to be complied with at license application stage and as an ongoing
obligation for licenced benchmark administrators.

3.4 Requirements related to benchmarks

3.4.1 The draft Conduct Standard prescribes that the benchmark administrator must publish a
benchmark statement on each benchmark and each family of benchmarks that is provided for
use on its website. The benchmark statement is essentially an explanatory description of the
benchmark available to benchmark users and the public and must at a minimum to contain
the requirements prescribed in the draft Conduct Standard, including inter alia -

)] definitions for all key terms relating to the benchmark;
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(b) rationale for adopting the benchmark methodology and procedures for the review and
approval of the methodology;

(c) criteriaand procedures used to determine the benchmark;

(d) a description of the input data and the priority given to different types of input data;

(e) methodology of extrapolation and for rebalancing the constituents of a benchmark’s
index;

(f) controls and rules that govern any exercise of judgment or discretionby the benchmark
administrator or any benchmark contributors; and

(9) identification of potential limitations of the benchmark, including its operation in illiquid
or fragmented markets and the possible concentration of inputs.

The benchmark statements must be regulatory reviewed and updated when any of the
information prescribed changes.

3.4.2 The draft Conduct Standard also prescribes the necessary requirements with regard to the
cessation of a benchmark, especially the cessation of a critical benchmark. A benchmark
administrator must publish onits website, together with the benchmark statement, aprocedure
for the actions to be taken by the benchmark administrator in the event of changes to or the
cessation of a benchmark, which may be used in South Africa. There are requirements that
a benchmark administrator, as part of the procedure, must nominate one or more alternative
benchmarks that could be referenced to substitute the benchmark in the event that it materially
changes or ceases to be provided, and indicate why such benchmarks would be a suitable
alternative, to enable benchmark users to plan the actions that they would take in the event
that a benchmark materially changes or ceases to be provided.

3.5 Input data, methodology and reporting requirements

3.5.1 The draft Conduct Standard is intended to promote the quality and integrity of methodologies
by setting minimum requirements that should be addressed within a methodology, which
should be published so that users of the benchmark may understand and make their own
judgments concerning the overall credibility of aspecific benchmark. The methodology should
also addressthe need for procedures that control when material changes are planned or made
to the methodologies, as a means of alerting users of the benchmarks to these changes that
might affect their positions, financial instruments or contracts.

3.5.2 Benchmark administrators should have credible policies in place in the instance where a
benchmark ceases to exist, or users of such benchmark need to transition to another
benchmark. These policies are intended to encourage benchmark administrators and users
to plan prospectively for the possible cessation of a benchmark. These policies should also
address vulnerabilities in the submission process (e.g. conflicts of interest or improper
communication between a submitter and a benchmark administrator) by outlining the
benchmark administrator’s responsibilities to have internal controls over the collection of data
fromregulated sources.

3.5.3 The draft Conduct Standard also requires that the benchmark administrator must establish
adequate systems and effective controls to ensure the integrity of input data to be able to
identify and report to the FSCA any conduct that may involve manipulation or attempted
manipulation of a benchmark. A benchmark administrator must monitor input data and
benchmark contributors to be able to notify the FSCA and provide all relevant information
where the administrator suspects that, in relation to a benchmark, any conduct has taken
place that may involve manipulation or attempted manipulation of the benchmark.
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3.5.4 Lastly, a benchmark administrator must have policies and procedures in place for its
employees and any other natural persons, whose services are placed at its disposal or under
its control, to report to the governing body on any matter which constitutes a contravention of
the draft Conduct Standard.

3.5.5 The draft Conduct Standard aims to minimise instances where the benchmark administrator
uses false or misleading information in the course of providing a benchmark. It prohibits a
benchmark administrator from making any false, misleading or deceptive statements in the
course of arrangements for the setting of a relevant benchmark, and stipulates related
reporting requirements on benchmark administrators.

3.6  Requirements for benchmark contributors

3.6.1 The draft Conduct Standard places arequirement on the benchmark administrator to develop
a Code of Conduct to manage the relationship between the benchmark administrator and the
benchmark contributor, in respect of the submission of input data to the benchmark
administrator. The benchmark administrator will be required to be satisfy itself that benchmark
contributors adhere to the Code of Conducton a continuous basis and will need to review the
Code of Conduct annually. The benchmark administrator will have to formally assess
compliance by the benchmark contributor with the Code of Conduct at least annually. The
Conduct of Conduct must be available to the Authority and to stakeholders. The Code of
Conduct of acritical benchmark must be submitted to the FSCA for approval.

3.6.2 The draft Conduct Standard requires that when abenchmark administrator collects data from
any external source, the benchmark administrator should ensure that there are appropriate
internal controls over its data collection and transmission processes. These controls should
address the process for selecting the source, collecting the data, and protecting the integrity
and confidentiality of the data.

3.6.3 The draft Conduct Standard further requires that the Code of Conductrequires abenchmark
contributor to keep a record of all relevant information that is necessary to check the
benchmark contributor’s adherence to the code of conduct.

3.7 Requirements for different types of benchmarks

3.7.1 In line with international standards and best practices, the draft Conduct Standard stipulates
specific requirements for different types of benchmarks, such as critical benchmarks,
significant benchmarks, non-significant benchmarks, and regulated data benchmarks.

3.7.2 The FSCA may determine a benchmark to be a critical benchmark if it complies with specific
criteria, as set outin the draft Conduct Standard. When a benchmark is determined to be a
critical benchmark there are specific requirements that will find application, including explicit
disclosures to all benchmark users, and reporting obligations to the FSCA.

3.7.3 Where a benchmark administrator of a critical benchmark notifies the FSCA that it intends to
cease providing that critical benchmark, the FSCA may require the benchmark administrator
to, prior to ceasing to provide the critical benchmark, undertake an assessment of how the
critical benchmark will be transitioned appropriately to a new benchmark administrator, or will
be ceased to be provided.

3.7.4 The draft Conduct Standard prescribes proportional application of requirements for significant
benchmarks relative to non-significant benchmarks.
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3.8 Equivalence, Recognition and Endorsement of foreign benchmarks

3.8.1 In order for a benchmark or a combination of benchmarks provided by a foreign benchmark
administrator to be used in the Republic, the draft Conduct Standard prescribes that the
regulatory framework of that jurisdiction must be equivalent to the regulatory framework
established for the provision of a benchmarks in the Republic. The draft Conduct Standard
also sets out what requirements will be considered when assessing the regulatory framework
of an applicant jurisdiction against the regulatory framework of South Africa.

3.8.2 The draft Conduct Standard prescribes that, until such time as an equivalence determination
is made, a foreign benchmark administrator may apply to the FSCA for recognition and
approval for a benchmark provided by such a foreign benchmark administrator to be used in
the Republic.

3.8.3 The draft Code of Conduct further stipulates that a benchmark administrator may apply to the
FSCA for approval to endorse a benchmark or a family of benchmarks provided in a foreign
country, for use in the Republic

4 STATEMENT OF IMPACT OF THE CONDUCT STANDARD

4.1 The proposed regulatory reform is expected to:

(a) strengthen the market integrity framework surrounding benchmarks in South Africa,
minimising the risk of conflicts of interest and poor governance impairing the
robustness and reliability of benchmarks;

(b) protect South Africa’s reputation as a financial center and promote investor trust and
confidence in benchmarks and financial institutions, by aligning with applicable IOSCO
principles and peer jurisdiction regulatory changes developments; and

(©) improve access to global financial markets for South African benchmark
administrators, by making the South African regulatory framework suitable forafinding
of equivalence with foreign regulations.

4.2  Inaddition, the proposed Conduct Standard is intended to yield the following benefits:

(a) The incorporation of the IOSCO Principles for Financial Benchmarks in a regulatory
instrument would signal to global investors that our benchmark regulatory framework
is aligned to international standards, which may increase the appetite for investment
in South Africa;

(b) the implementation of a benchmark regulatory framework would enable the FSCA to
apply for and achieve the adoption of the European Commission of an equivalence
decision, in respect of South Africa’s benchmark regulatory framework;

(©) increased accuracy and integrity of benchmarks, leading to increased investor
protection and market confidence; and;

(d) increased transparency, resulting in better management of conflicts of interest and
less incentives and opportunities to manipulate benchmarks.

4.3 As the development of this conduct standard encompasses the establishment of a new
regulatory framework and the supervision over previously unregulated activities, it is to be
expected that there will be a cost implication for participants in these activities. These costs
would include compliance costs for benchmark administrators (including licensing and
governance related costs).

4.4 However, it is our view that the benefits of strengthening market confidence by promoting the
reliability of benchmark determinations, and addressing benchmark governance, quality, and
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accountability mechanisms, through the establishment of this regulatory framework,
outweighs the possible cost impact on benchmark administrators.

45  The FSCA acknowledges that this is a preliminary assessment of the potential impact of the
draft Conduct Standard and the consultation process will be utilised to obtain additional input
from effected stakeholders, in order to more accurately gauge the potential impact.
Commentators should therefore clearly identify the risks, benefits, and impacts of the draft
Conduct Standard in Section C of the comments template.

4.6 Following additional inputs on the expected impact of the Conduct Standard through this
consultation process, the draft Conduct Standard will be reviewed in the context of such
inputs, and it is likely that the FSCA will publish a second version of the Conduct Standard for
public consultation taking into account the expected impact, unlessit is evidentfromthe inputs
received that the expected impact will not be overly burdensome and the draft Conduct
Standard, in its current form, is appropriate.

5 STATEMENT OF INTENDED OPERATION OF THE CONDUCT STANDARD

5.1  The draft Conduct Standard is consistent with the objective of the FSRA, and specifically the
mandate of the FSCA, to maintain a stable financial system that works in the interests of
financial customers and supports balanced and sustainable economic growth.

5.2 The FSCA intends to make provision for transitional arrangements, whereby a person
providing a benchmark on the date on which the final Conduct Standard becomes effective
may continue to provide an existing benchmark, subject to the person submitting an
application for alicence within 6 months of the effective date. Under these circumstances, the
provision of the benchmark may continue until such time as the licence application has been
considered by the FSCA and either granted or refused. The format of such transitional
arrangements will likely take the form of a temporary exemption from being licensed per
section 111(2) of the FSRA, for person that provides a benchmark on the date that the
Conduct Standard takes effect.

5.3 The provision of abenchmark provided by a foreign benchmark administrator will be permitted
for a period of 6 months from the effective date, to allow for an orderly transition to comply
with the Conduct Standard by such foreign benchmark administrator. During this 6-month
period, aforeign benchmark administrator may apply to the FSCA for recognitionand approva
for a benchmark provided by such a foreign benchmark administrator, to be used in the
Republic. At the same time an interested party may bring an application to the FSCA to
determine that the regulatory framework of a specified foreign country is equivalent. After 6
months, Chapter 11 of the Conduct Standard will come into effect, in terms of which a
benchmark provided by a foreign benchmark administrator to be used in the Republic must
either be recognised by the FSCA, be from an equivalent jurisdiction, or be endorsed by
licenced benchmark administrator in accordance with paragraph 51 of the Conduct Standard.

5.4 It is envisaged that the draft Conduct Standard will be implemented during the first quarter of
2023, which will enable the FSCA to consider licence applications from benchmark
administrators.

5.5 Following the implementation of the draft Conduct Standard, the FSCA will assess and
evaluate the effectof the Conduct Standard on a continuous basis, as part of its’ supervisory
responsibility, to ensure that any unintended consequences of the Conduct Standard on
industry participants are suitably considered and responded to.
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