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In this Policy Statement we report on the main issues arising from Consultation Paper 13/5** (Review
of the client assets regime for investment business) and publish the final rules.

Please send any comments or enquiries to:

Jane Moore, Andrea Ferguson and John David Thiede
Client Assets and Wholesale Conduct Department
Markets Division

Financial Conduct Authority

25 The North Colonnade

Canary Wharf

London E14 5HS

Telephone: 020 7066 1000
Email: ps14-9@fca.org.uk

You can download this Policy Statement from our website: www.fca.org.uk.



cp12_38@fca.org.uk
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Abbreviations used in this paper

AFMs authorised fund managers

AIF alternative investment fund

CADD client assets disclosure document

CASS Client Assets sourcebook

CASS RP CASS resolution pack

CccpP a central counterparty authorised or recognised under EMIR
CFTC US Commodities Futures Trading Commission

CF10a CASS operational oversight function

client assets

for the purposes of this PS, collectively both custody assets and client money

client money

for the purposes of this PS, any money belonging to a client which a firm holds under
the client money rules in CASS 7

CMAR client money and asset return

COBS Conduct of Business sourcebook

COLL Collective Investment Schemes sourcebook

CcpP consultation paper

the CP CP13/5: Review of the client assets regime for investment business

custody assets

for the purposes of this PS, any asset belonging to a client which a firm holds in
accordance with the custody rules in CASS 6

DvP delivery versus payment
Regulation (EU) No 648/2012 on OTC derivatives, central counterparties and trade
EMIR ate ' ade
repositories, commonly referred to as the ‘European Markets Infrastructure Regulation
ESMA European Securities Markets Authority
FCA Financial Conduct Authority (previously known as the FSA)

Financial Conduct Authority
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FRC Financial Reporting Council

FSA Financial Services Authority

FSCS Financial Services Compensation Scheme

FUND Investment Funds sourcebook

HMRC HM Revenue & Customs

HMT HM Treasury
an individual client account maintained by a firm at a CCP for a client in respect of

ICA which the CCP has agreed with the firm to provide individual client segregation in
accordance with EMIR

IMRO Investment Management Regulatory Organisation

10SCO International Organization of Securities Commissions

IP insolvency practitioner

ISA individual savings accounts operated under the ISA Regulations

IT information technology

LBIE Lehman Brothers International (Europe)

MIFID European Parliament and Council Directive on markets in financial instruments (No.

2004/39/EC)

MiFID implementing
Directive

Commission Directive No. 2006/73/EC implementing Directive 2004/39/EC of the
European Parliament and of the Council as regards organisational requirements and
operating conditions for investment firms and defined terms for the purposes of that
Directive

MLRs the Money Laundering Regulations 2007
mn million
MPSA mandatory prudent segregation amount
an omnibus client account maintained by a firm at a CCP for more than one client
OCA in respect of which the CCP has agreed with the firm to provide omnibus client
segregation in accordance with EMIR
Part 1 the part of the instruments in Appendix 1 that enter into force on 1 July 2014
Part 2 the part of the instruments in Appendix 1 that enter into force on 1 December 2014
Part 3 the part of the instruments in Appendix 1 that enter into force on 1 June 2015
4 June 2014 Financial Conduct Authority



Review of the client assets regime for investment business PS14/9
PRA Prudential Regulation Authority
PS policy statement
this PS this policy statement, PS14/9
RAO Financial Services and Markets Act 2000 (Regulated Activities) Order 2001
SAR Special Administration Regime for Investment Banks
SAR Review Independent review of the SAR led by Peter Bloxham
SFA Securities and Futures Authority
SIPP self-invested personal pension scheme
SUP Supervision sourcebook
TTCA title transfer collateral arrangement
us United States
uTD unbreakable term deposit
1 As amended, original version available at: http:/Awww.legislation.gov.uk/uksi/2001/544/contents/made.
Financial Conduct Authority June 2014 5
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1.

Overview

1.1

1.2

1.3

1.4

Introduction

In our consultation paper CP13/5: Review of the client assets regime for investment business?

('the CP’) we proposed changes to the rules in the Client Assets sourcebook ('CASS’) to
address specific risks, to clarify the requirements firms must comply with and to enhance our
client assets regime to achieve better results for consumers and increase confidence in financial
markets.

This policy statement (‘this PS’) summarises the feedback we received to the CP and our
response and includes final rules.

Who does this affect?

This PS makes changes to the rules in CASS. These affect all firms that are subject to CASS
because they conduct investment business and hold client money, custody assets, collateral
and/or mandates in relation to that investment business (or rely on an exemption contained
within CASS). This includes loan-based crowdfunding firms who recently became subject to
the client money rules in CASS 7 through the changes published in PS14/43,

This PS will also be of interest to:

e Auditors in relation to providing annual auditors’ client assets reports and other reports
related to the alternative approach to client money segregation and non-standard methods
of internal client money reconciliation;

e Third-party providers who provide back office functions that firms use for their client
assets operations;

e Market infrastructure firms, including central counterparties, exchanges and other
intermediaries with whom firms may place client assets;

e Banks with whom firms deposit client money;

e Custodians and other third parties who may hold client assets in a client transaction
account for a firm subject to CASS; and

CP13/5 (July 2013), available at: www.fca.org.uk/your-fca/documents/consultation-papers/cp13-5.

PS14/4: The FCA's regulatory approach to crowdfunding over the internet, and the promotion of non-readily realisable securities by
other media — feedback to CP13/13 and final rules (March 2014), available at:
www.fca.org.uk/your-fca/documents/consultation-papers/cp13-5.
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* Insolvency practitioners and their advisers that would be responsible for distributing
client assets if a firm that holds client assets enters into insolvency proceedings.

1.5 This PS will not apply to general insurance intermediaries that only hold client money in

accordance with CASS 5 or debt management firms that only hold, or will only hold, client
money in accordance with CASS 11.

Is this of interest to consumers?

1.6 Our new rules will affect any consumers who conduct investment business with firms as the
rules are designed to ensure that investment firms better protect client money and custody
assets (together ‘client assets’) while responsible for them. In particular, consumers will
receive enhanced information from firms about how firms hold their money and assets and the
impact those arrangements could have on the protections available to them under our client
assets rules.

Context

1.7  The client assets regime supports our objectives by requiring firms to adequately protect client
assets when they are responsible for them.

1.8 Protecting client assets is fundamental to consumers’ rights and the trust they place in firms
that are often acting as their agents, fiduciaries and/or counterparties; it is at the heart of
ensuring a well-functioning and robust marketplace.

1.9 We increased our focus on client assets protection following the failure of Lehman Brothers
International (Europe) ('LBIE’). We did this by creating the Client Assets Unit (bringing together
specialist risk, supervision and policy functions) and making various improvements to the
client assets regime, such as enhancements to auditor reporting, reintroduction of the Client
Money and Asset Return (CMAR’) and the creation of the CASS operational oversight function
('CF10a’).

1.10 Following recent firm failures, the client assets rules have come under scrutiny and the UK has
been subject to some criticism about the length of time it takes for client assets to be returned
after a firm's failure. As set out in the CP, following the conclusion of the LBIE Supreme Court
client money case in 2012, we conducted a comprehensive review of the client assets rules
for investment firms and consulted on changes to the custody rules, client money rules and
client money distribution rules in the CP. These proposed changes aimed to address issues
coming out of lessons learnt from recent insolvencies, feedback from firms, observations by our
Client Assets Unit and lengthy discussions with various industry professionals, including trade
associations and auditors.

111 We are now making rules that will improve the protection of client money and custody assets
held by investment firms.

112  We are not at this time proceeding with the main proposals we consulted on around our client
money distribution rules. This is because of various reasons (discussed below®): in summary,
we received significant feedback from respondents on various potential problems if the

4 At para. 3.7.
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1.13

114

1.15

‘Speed Proposal’ set out in the CP were introduced; and second, any change we make to our
client money distribution rules will need to work with the recommendations, if implemented,
published in the final report of the independent review the government commissioned of the
Investment Bank Special Administration Regulations 2011 ('SAR’).

As discussed below?®, we are going to keep our client money distribution rules under review and
we intend to further consult on the topic later this year. We believe changes to the underlying
legislative framework for the client assets regime and the SAR will secure further improvements
in the speed of return of client assets.

Review of the Special Administration Regime

After the CP’s consultation period ended, HM Treasury (HMT') published the final report of
an independent review it commissioned of the SAR’. This report contained a large number
of recommendations, which we will work with HMT to explore. We consider that some of
the recommendations could, if implemented, achieve better results for clients by accelerating
the process for distributing client assets and reducing costs. These include introducing a bar
date for the processing client money claims®, facilitating transfers of client relationships and
positions®, allocating costs of distributing client assets t0'°, and covering shortfalls with'", the
general estate and exploring methods to speed-up reaching determinations of legal issues on
the interpretation of SAR and CASS in an insolvency.'

We believe a number of the recommendations made by the independent reviewer are likely to
be facilitated in part by the changes to the client asset regime made in this PS. This includes, in
particular, the behavioural recommendations' made around good recordkeeping', enhanced
reporting to clients', improved understanding around our client assets regime (the protections
it affords and its limitations)'® and increased clarity around certain intra-group relationships'’.
Also included in this PS are changes that might support the general recommendations made
around facilitating transfers.'®

See generally Investment Bank Special Administration Regulations 2011 (SI 2011/245), available at:
www.legislation.gov.uk/uksi/2011/245/pdfs/uksi_20110245_en.pdf.

At para. 3.9.

See P. Bloxham, Final review of the Investment Bank Special Administration Regulations 2011 (January 2014)(hereinafter ‘SAR
independent review’), available at:
www.gov.uk/government/uploads/system/uploads/attachment_data/file/271040/PU1560_SAR.pdf.

Ibid. Chapter 8, Section B, Bar Date reforms, pp. 39 to 40.

Ibid. Chapter 8, Section A, Facilitating transfers, pp. 37 to 39.

Ibid. Paras. 5.14 to 5.20.

Ibid. Paras. 5.21 t0 5.30, 7.11 and 7.19.

Ibid. Paras. 8.15, 8.31, 8.41, 8.44 to 8.46, 8.52 to 8.53 and 8.89.

See Ibid. Annex B Behavioural Recommendations 65 to 72.

For example, the requirements we are introducing on firms documenting title transfer collateral arrangements (discussed at para.
6.10) and amounts prudently segregated (discussed at paras. 7.153 to 7.157).

For example, the reporting requirements discussed in Chapter 9 of this PS.

For example, the requirement to report all information concerning safeguarding client assets to all clients, discussed below in para.
9.24.

For example, written custody agreement, discussed below at paras. 5.23 to 5.26. See also footnote 7 above, SAR independent
review at p.73.

For example, the restrictions we are introducing around the registration of firm and custody assets, discussed below at para. 5.4. See
also footnote 9 above, SAR independent review at Chapter 8, Section A, Facilitating transfers, pp. 37 to 39.

June 2014 Financial Conduct Authority
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European policy making

116  We are liaising with HMT about notifying the European Commission (under Article 4 of the
Markets in Financial Instruments Directive implementing Directive'® (‘MiFID implementing
directive’)) because the change to the rules which will require firms to provide the same
information on safeguarding of client assets, as already required for certain client types, to all
clients regardless of type (discussed below??) is additional to the relevant provisions within that
Directive. The Commission is also aware that we intend to notify them, on a precautionary
basis, about three changes being introduced in this PS which might be interpreted as additional
to the provisions within that Directive. We will publish these notifications in due course.

117 The Level 1 text of the revised MIFID ("MIFID II') has been agreed. In terms of changes in
relation to safeguarding of client assets, these are limited to barring the use of title transfer
collateral arrangements ('TTCA') with retail clients in Article 16(10). The Level 1 text also allows
for provisions to be made under this Article in the revised Level 2 text.

118 We worked alongside other EU regulators with the European Securities Markets Authority
('ESMA) to deliver a consultation paper published in May.?' The outcome of the consultation
will be technical advice to the European Commission on Level 2 provisions following the
agreement of MiFID Il and MiFIR. The consultation period closes on 1 August. This consultation
paper will interest investment firms and the trade associations representing them.

Summary of feedback and our response

119  We received 118 written responses to the CP. On the whole we found these very constructive.
Detailed descriptions of the feedback are included with each topic in this PS and it has shaped
the final rules we are making which are published in Appendix 1. We would like to thank all
respondents for their feedback.

Next steps

1.20 All investment firms to which the CASS sourcebook applies should review the instrument set
out in Appendix 1 in detail and establish how the changes we are making will affect their
business. If these changes affect your firm, you will need to comply with the new rules by the
dates set out in Chapter 2 in Table 1.

1.21  The key dates are:

e 1 July 2014 - certain rules and guidance come into force providing clarifications to existing
requirements, introducing optional arrangements with which firms may choose to comply
and limiting the placement of client money in new unbreakable term deposits. These
include clarifications of application provisions and the introduction of the option to operate
multiple client money pools;

19 Commission Directive 2006/736/EC of 10 August 2006 implementing Directive 2004/39/EC, available at:
http://eur-lex.europa.eu/legal-content/EN/ALL/?uri=CELEX:32006L0073.
20 At paras. 9.20 to 9.26.

21 Consultation Paper ESMA/2014/549 (22 May, 2014) available at:
www.esma.europa.eu/system/files/2014-549_-_consultation_paper_mifid_ii_-_mifir.pdf.
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e 1 December 2014 - certain rules and guidance come into force relating to the provision
of information to or obtaining the agreement of new clients and the documenting of
agreements and arrangements with any new counterparties with whom firms deposit or
otherwise place custody assets or client money, these include requirements to notify the
client of certain matters if operating the banking exemption and mandating the use of
template acknowledgment letters with new client bank accounts and client transaction
accounts; and

e 1 June 2015 - all of the remaining rules and guidance come into force and firms will need
to ensure they fully comply with all of the new rules set out in Appendix 1 to this PS.

10 June 2014 Financial Conduct Authority
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2.
Summary of all changes being made

2.1 This chapter summarises the key changes we are introducing and when they will come into
effect in our Handbook.

2.2 These changes affect the whole of CASS (except the client money rules for insurance mediation
activity (CASS 5) and the debt management client money chapter (CASS 11)), with the changes
predominantly occurring in the custody rules (CASS 6) and the client money rules (CASS 7).
As well as the many amendments occurring to CASS 6 and CASS 7 to improve the protection
of client assets, we are also introducing provisions allowing clearing member firms to offer
multiple client money pools to their clients in certain circumstances.

Key Topics

2.3 There are a large number of changes in this PS covering the entire operation of the client
money and custody rules. Whilst we have summarised the key proposals in Table 1, this does
not necessarily cover all the changes proposed in the CP and we encourage firms to consider
the detail in this PS and in particular in the instrument in Appendix 1.

2.4 Table 1 sets out a summary of the changes being introduced in this PS and the rule references
implementing these changes as at 1 July 2014 ('Part 1’ of the final rules), 1 December 2014
('Part 2’ of the final rules) and 1 June 2015 ('Part 3’ of the final rules) (as relevant).

Table 1
CASS Rule
CASS Rule | References | CASS Rule
Relevant References | at References
High level summary of changes being paragraphs | at 1 December | at
Key topics introduced in this PS 1July 2014 | 2014 1 June 2015
CASS 1 - application provisions
Application General guidance clarifying the application
of the Client of CASS to affiliates and trustee firms.
Assets 10.4t0 10.6 1.2t0 1.4
sourcebook
(CASS 1)
CASS 3 - collateral rules
Application of | General guidance reminding firms of
collateral rules fthe|r obligations under the client’s best 10.7 317AG
interest rule when agreeing to a collateral
arrangement.

Financial Conduct Authority June 2014 11
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CASS Rule
CASS Rule | References | CASS Rule
Relevant References | at References
High level summary of changes being paragraphs | at 1 December | at
Key topics introduced in this PS 1July 2014 | 2014 1 June 2015
CASS 6 - custody rules
Application of | General guidance clarifying which rules
the custody | apply to depositaries of AlFs and when 5.2 6.1.1R, 6.1.16FR, 6.1.16JR and 6.1.16KR
rules a firm is arranging safeguarding and
administration of assets.
Registration of | A firm’s ability to register title to its own
firm assets and | assets in the same name as any custody
custody assets | assets registered in the name of a nominee
will be restricted to circumstances in
which this is necessary to facilitate a client 6.2.3R
. . . . 541t05.19 N/A to
transaction (e.g. in handling dealing errors,
) . 6.2.6G
allocating bulk deals and/or processing
transaction in fractional shares) or as a
result of the law or market practice of an
overseas jurisdiction.
Depositing We are introducing a number of
custody assets | clarifications, reordering the rules to
when using improve readability and amending the 6.3.1R
third parties matters a firm should consider when 520t05.22 N/A to
selecting, appointing and periodically 6.3.4A-1R
reviewing any third party custodian with
whom it deposits assets.
Written Firms will be required to have in place a
custody written agreement whenever they place
agreements custody assets, or arrange for custody 5.23t05.26 N/A 6.3.4AR t0 6.3.4BG
assets to be placed, with a third party
custodian.
Right to use Reminder to firms that they must consider
arrangements | their ;I|ent s best interest when agreeing. 557 6.41AG 10 6.4.2G
to a right to use arrangement with a retail
client.
Custody We are: (a) updating our rules to
recordkeeping, | accommodate firms that use integrated
record systems to maintain their records for
checks and custody assets; (b) introducing a minimum
reconciliations | frequency at which firms are required to Various
undertake reconciliations or perform other rulesin 6.6
checks to ensure the accuracy of their (6.5 will
records for custody assets; (c) clarifying have been
the obligation on firms to fund shortfalls 5.28 t0 5.97 N/A deleted in its
in custody assets only for which they are entirety from
responsible (using a firm’s own assets or, 1 June 2015
where appropriate, other funds); and (d) and replaced
introducing more detailed notification and by 6.6)

recordkeeping requirements (including
requiring firms to maintain internal
procedures and policies for their custody
reconciliations).

12
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CASS Rule
CASS Rule | References | CASS Rule
Relevant References | at References
High level summary of changes being paragraphs | at 1 December | at
Key topics introduced in this PS 1July 2014 | 2014 1 June 2015
Both CASS 6 and 7
TTCA - written | We are requiring all firms to have a written 6.1.6BR to
agreements agreement in place for all title transfer 6.1.6CG,
collateral arrangements ('TTCA'). 7.2.3BR to 6.1.6BR 10
N/A 7.2.3CG, 6.1.6CG and
TP11(7A) 711.1R to
7.11.8G
6.2106.15 and
TP1.1(9B)
TTCA - We are prescribing the mechanism firms 6.1.8AR to
procedure for | should follow if a client requests protections N/A 6.1.8EG and
switching under CASS for assets and monies subject 7.11.9R to
to TTCA. 7.11.13G
DvP exclusion | The final rules set out exactly when a firm
for commercial | is allowed to cease to treat money as client
settlement money or cease to apply our custody rules 6.1.12R to 6.1.12R to
systems toa ;ustody as,set,. as applicable, while, 6.16 10 6.32 N/A 6.1.12ER and | 6.1.12ER and
carrying out a ‘delivery versus payment 7.2.8AG to 711.14R to
('DvP’) transaction through a commercial 7.2.8AER 7.11.20R
settlement system and ensure clients agree
to these arrangements.
Unclaimed Clarifications to the existing rules providing
client money firms with an optional mechanism to deal
with allocated but unclaimed client money
under our rules (i.e. gift to charity) if certain
conditions are met (e.g. reasonable steps 7.2.18G 7.11.48G
having been taken to trace the client). 6.33 t0 6.51 N/A to to
Firms will also be permitted to pay away 7.2.26G 7.11.58G
de minimis amounts of client money (£25
for retail clients and £100 for professional
clients) after following an abbreviated
procedure.
Unclaimed We are providing firms with an optional
custody assets | mechanism to deal with unclaimed custody
assets under our rules (i.e. gift to charity) if | 6.52 to 6.56 N/A 6.2.8G t0 6.2.16G
certain conditions are met (e.g. reasonable
steps having been taken to trace the client).
CASS 7 - client money rules
Application We are introducing certain amendments
of the client to the relevant rules and further guidance /10.1R
. . 7.2t073 7.1.1AR t0 7.1.1BG to
money rules to clarify when the client money rules are
) VA 7.10.2G
applicable to firms' activities.
Banking We are clarifying the application of the
exemption exemption from the client money rules 7.1.8AR 7.10.16R
that banks may use and introducing new 7410 7.19 N/A to to
requirements around the notifications that 7.1.10CR 7.10.24G
banks must make to their clients.
Trustee firms We are disapplying the client money
distribution rules to client money held by 7.10.33R
a trustee firm and introducing the ability 7.20t0 7.35 | 7.1.15FR to 7.1.15LG to
of trustee firms to opt in to certain client 7.10.40G

money rules.

Financial Conduct Authority
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CASS Rule
CASS Rule | References | CASS Rule
Relevant References | at References
High level summary of changes being paragraphs | at 1 December | at
Key topics introduced in this PS 1July 2014 | 2014 1 June 2015
DvP exclusion | Authorised fund managers will be permitted
for collective to cease to treat money as client money
investment for a one-day window while carrying
schemes out a ‘delivery versus payment’ ('DvP’) 711.21R
transaction for the purpose of settling a 7.36t0 7.53 N/A to
transaction in relation to units in a regulated 7.11.24R
collective investment scheme. Firms will
also be obliged obtain clients’ agreement to
these arrangements.
Payment of We are clarifying when firms are and are 7.11.32R
interest on not required to pay clients the interest 7.541t07.56 | 7.2.14AR to 7.2.14BG to
client money earned on client money. 7.11.33G
Money ceasing | Certain clarifications and revisions to
to be client accommodate transfer of business, 7.11.34R
money unclaimed client money and a firm’s legal 75710763 |7.2.15R to
obligations to pay client money to a third 7.11.40R
party.
Transfer of We are setting out requirements relating
business — to assignment clauses in client agreements
handling client | if they are tQ selrve as client consent tq 79 17AG 711.41G
money transfer a client’s client money to a third
. ; 7.64 to 7.80 N/A to to
party in the context of a business transfer to
: 7.2.17GR 7.11.47R
allow assignment clauses to be used as an
alternative to obtaining client consent at the
time of the transfer.
Client bank We are enhancing the due diligence
accounts — due | requirements that firms must carry out on 7.13.8R
diligence and banks with whom they place client money, to
diversification | and requiring firms to periodically assess 7.13.12R
whether they are appropriately diversifying | 7.81 to 7.97 N/A and
the third parties with which they place 7.13.20R
client money and following each assessment to
make adjustments (to the third parties and/ 7.13.25R
or amounts placed at each) accordingly.
Unbreakable We are prohibiting firms from placing 7.13.13R
term deposits | money in a deposit with an unbreakable 7.98t07.106 | 7.4.11AR to 7.4.12G to
term of more than 30 days. 7.13.15G
Immediate Except where firms are using the alternative
segregation approach to client money segregation,
we are generally requiring firms to receive
all client money directly into a client bank
account. However, the final rules will permit | 7.107 7.13.6R
firms who act as a clearing member of CCPs | to N/A to
in certain situations to receive client money | 7.112 7.13.7G
into a house account before transferring
it to a client bank account so long as they
maintain prudent segregation in their client
bank account to address intra-day risk.
Physical We are clarifying how firms should treat
receipts client money receipts in the form of cash 7.128 7.13.32R
and cheques and how these should be to N/A to
reflected in the internal client money 7.132 7.13.33R
reconciliation.
Cleared funds | We are reiterating the principle that one 7.133
client’s money should not be used to fund to N/A 7.12.3G
another client’s investment business. 7.140

14
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CASS Rule
CASS Rule | References | CASS Rule
Relevant References | at References
High level summary of changes being paragraphs | at 1 December | at
Key topics introduced in this PS 1July 2014 | 2014 1 June 2015
Money due to | This was previously guidance but has been | 7.145 7.13.39R
client from firm | made into a rule. to N/A to
7.147 7.13.40G
Prudent We are setting out procedures and
segregation recordkeeping requirements that firms must | 7.148 7.13.41R
follow if they intend to prudently segregate | to N/A to
money in a client bank account to address 7.157 7.13.53R
specific risks.
Alternative We are: (a) setting out clear procedures that
approach to a firm must follow to establish whether it
client money considers that the use of the alternative
segregation approach to client money segregation is 7.158 7.4.17AG 7.13.54G
appropriate for a particular business line; to N/A to to
and (b) requiring firms to use prudent 7.167 7.4.19CR 7.13.69G
segregation to address the risks to client
money that may arise due to a firm using
this approach.
Client money We are clarifying that in certain
held at third circumstances a firm may allow a third
parties party to hold client money but still remain /198 /141G
responsible to the client for that money, to /3.16107.5.3G to
. . 7.203 7.14.4G
setting out the record and account keeping
requirements in those circumstances.
Client money Revised rules to clarify that where a firm
relating to deposits custody assets with a third party,
custody assets | any client money derived from those assets /204 /14.56
held at a should either be held in a client bank to N/A to
. . . . 7.206 7.14.9G
custodian account or in a client transaction account,
as appropriate.
Client money We are: (a) establishing clear requirements
recordkeeping | as to the steps a firm is expected to 7.15
and follow when undertaking an internal and
reconciliations | client money reconciliation (a ‘standard 7.16
method’); (b) clarifying the circumstances in (7.6 and 7
which a firm is able to undertake a non- 7.207 Annex 1G
standard method of internal client money to N/A will have
reconciliation; (c) mandating the minimum 7.231 been
frequency at which firms should undertake deleted in
client money reconciliations (both internal their entirety
and external); and (d) introducing more from
detailed notification and recordkeeping 1 June 2015)
requirements.
Auditor We are requiring firms that operate an
assurances alternative approach to client money
segregation and/or a non-standard method
of internal client money reconciliation to
. . 7.168
obtain before carrying out the proposed
S, to
approach/method an auditor’s report 7184
prepared on the basis of a reasonable : 7.417ER 7.13.58R
; and
assurance engagement. As part of this 7232 N/A and and
process, the auditor will be required to té 7.6.6AR 7.15.18R
opine on whether the proposed approach/ 7240
method will achieve the desired regulatory '
outcome (e.g. an appropriate internal client
money reconciliation/correct calculation
of the alternative approach mandatory
prudent segregation amount).
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CASS Rule
CASS Rule | References | CASS Rule
Relevant References | at References
High level summary of changes being paragraphs | at 1 December | at
Key topics introduced in this PS 1July 2014 | 2014 1 June 2015
Acknow- We are: (a) introducing a template firms
ledgement must use when drafting and exchanging
letters acknowledgment letters with the third
parties with whom they deposit or place
client money; (b) requiring firms in all 7.8, 7.18,
circumstances to have an acknowledgment Annex 2R, Annex 2R,
. . 7.280
letter in place before they place client Annex 3R, Annex 3R,
. . - to N/A
money in the relevant account; (c) providing Annex 4R Annex 4R
. o 7.348
guidance around the formalities involved and and
when drafting and executing these letters in Annex 5G Annex 5G
different circumstances; and (d) mandating
how often and in what circumstances firms
should review and update the letters they
have in place.
CFTC Part 30 We are providing additional guidance to
exemption clarify the obligations placed on firms 7.349
order in relation to FCA-regulated business to 12.1.1R t0 12.2.6G
conducted under the CFTC Part 30 7.355
exemption order.
CASS 7 and 7A - multiple client money pools
Operation of We are introducing rules to permit clearing
multiple client member firms of CCPs tp offer_mu|t|p|e 4110 4.29 719
money pools client money sub-pools in relation to net
margined omnibus client accounts at CCPs.
CASS 8 — mandate rules
Non-written We are introducing revised rules to: (a) 8.2.2G
mandates ensure firms keep appropriate records of to
non-written mandates; (b) remove the 8.2.6G
requirement on firms to hold records of all | 8.2 t0 8.5 N/A and
mandates indefinitely; and (c) clarify the 8.3.2R
form and content of records to be retained to
around mandates. 8.3.2HG
CASS 9 - information to clients
Reporting to We are: (a) requiring firms to honour client
clients (on requests for information on their holdings
client assets) of client assets, but will permit firms to
agree to charge clients the reasonable costs 9.1.1R
for doing so; and (b) clarifying that where and
a firm provides a report to a client on its 9.9109.19 N/A 9.5.1G
holdings of client assets for that client, a to
firm should ensure that it is clear from the 9.5.9G
report when assets or monies are, or are
not, protected under either or both our
custody rules and client money rules.
Information We are requiring firms to provide the same
to clients on information to all client types, and for all
safeguarding types of custody assets, as is currently
client assets required to be provided to only retail clients, | 9.20 t0 9.26 | N/A 9.41G 10 9.4.4G

and for specific asset types, under our
existing information requirements for firms
holding client assets (see COBS 6.1.7R).
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CASS Rule
CASS Rule | References | CASS Rule
Relevant References | at References
High level summary of changes being paragraphs | at 1 December | at

Key topics introduced in this PS 1July 2014 | 2014 1 June 2015
Miscellaneous
Consequential | A number of additional consequential .

. . Various
changes to changes are being made to our requirement changes
other parts of | for CASS RP (CASS 10), CMAR (SUP 16.4 Various changes to 7A (e.g. o CAgSS
the Handbook | Annex 29 and Annex 29A) and the client 10.1 to 10.12 | relating to trustee firms and 10. SUP 16

money distribution rules to reflect the multiple client money pools) An'nex 29R
changes being made above and provide

> P and 29A
additional clarification.

Implementation timetable

2.5 We consulted on the changes to the Handbook discussed in the CP coming into effect six

months after the publication of this PS.
2.6  We received a range of feedback on each of our individual proposals regarding the proposed
transitional arrangements. Some suggested that for an individual proposal, or as a result of
the net effect of all the proposals in the CP, six months would be insufficient time for firms
to change their systems and processes to bring them into compliance. Others suggested that
specific clarifications should be introduced into the Handbook sooner to remove ambiguities.
2.7 As a result, we are introducing a tiered approach to implementing the changes. We will
introduce the changes in three stages: the changes in the first stage are either optional or
impose a minimal regulatory burden on firms; the changes in the second stage may require
firms to revise some existing documentation (e.g. firms are given six months until they will need
to provide new clients with amended contract wording, but for existing clients will have 12
months to make these amendments); and we expect the changes in the third stage will impose
a greater regulatory burden on firms and therefore we wish to provide a longer implementation
timetable which will also help firms absorb and/or minimise costs. Table 2 summarises this
approach and when each set of rules will come into force.
2.8 From 1 July 2014, we will make changes to CASS in relation to the following topics:
e Clarifying the general application provisions of CASS (CASS 1) and the application of the

collateral rules (CASS 3), custody rules (CASS 6) and the client money rules (CASS 7),

e Removing the requirement for an auditor’s confirmation in respect of alternative
reconciliation methods for custody assets;

e Changes to right to use arrangements for custody assets;
e Changes to money ceasing to be client money;
e Amending rules applying to trustee firms;

e Prohibiting placement of client money in unbreakable term deposits with terms longer than
30 days;

e (larifications on payment of interest on client money;
e Changes to client money held by third parties;

e A revised definition of the ‘standard method of internal client money reconciliation’;
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2.9

2.10

2.1

2.12

213

e C(larification of CFTC Part 30 Exemption Order;
e Certain clarifications to our client money distribution rules; and
* Introducing multiple client money pools.

We are also introducing specific rules from 1 December 2014 which firms will need to follow
when operating the alternative approach to segregating client money and/or a non-standard
method of internal client money reconciliation.

However, firms that are operating a non-standard method of internal reconciliation as of
30 November 2014 will be allowed to continue to comply with the existing requirements in
this area (instead of the relevant changes being introduced in this PS) until 1 June 2015 or the
date when they materially alter their non-standard method, whichever is earlier. Firms that are
operating the alternative approach to segregating client money for particular business lines as
of 30 November 2014 will be allowed to continue to comply with the existing requirements
until 1 June 2015 in relation to those business lines (in relation to new business lines firms
would be required to comply with the new rules from 30 November 2014).

Firms will be permitted to provide us the notifications and auditor’s report required under the
changes being introduced in this PS before operating the alternative approach/non-standard
method and we expect that by 1 June 2015 all firms which intend to continue after this date to
operate the alternative approach to client money segregation and/or a non-standard method
of internal client money reconciliation will be in compliance with these new requirements
(including their obligations to have provided us the requisite notifications and auditor’s reports
in advance of this deadline).

From 1 December 2014, we will make further changes to CASS in relation to the following
topics:

e Written custody agreements (impact on new or materially altered counterparty
arrangements);

e Acknowledgment letters (impact on new client bank accounts and new client transaction
accounts);

e Banking exemption (impact on new client relationships);
e TTCA - written agreements (impact on new client relationships);
e DvP commercial settlement systems (impact on new client relationships); and

e Information to be provided to clients before the provisions of investment services about
client asset arrangements (impact on new client relationships).

In each of the above cases, firms will be permitted to comply with the relevant existing
requirements until 1 June 2015 in relation to the arrangements the firm has in place with its
counterparties and/or clients as of 30 November 2014. This means that from 1 December 2014,
these new requirements will only apply to new arrangements and/or existing arrangements
that have been materiality altered after this date. However, from 1 June 2015 firms will need
to fully comply with the rules being introduced in this PS for both their existing and new
counterparties and/or clients.
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214 From 1 December 2014, we will make the following changes to CASS for which there will be
no transitional provisions:

e Unclaimed custody assets;
e Unclaimed client money; and
e Transfer of business — handling client money.

2.15 From 1 June 2015, all firms will need to fully comply with all the changes to the Handbook
being introduced in this PS.??

2.16  More generally, we note that firms may choose to begin complying with any of the requirements
being introduced in this PS before the relevant requirement comes in force; compliance with
any of these new requirements should not lead to a breach of the CASS rules and guidance in
force on 1 July 2014.

22 We note that firms currently using UTDs that do not comply with the new rule will, following 1 July 2014 when the new rule
comes into force, be required to terminate these as soon as they are permitted to do so under such existing UTD arrangements.
We recognise that this may mean that certain UTDs currently in place will continue to be in place after 1 June 2015.
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Table 2 = summary of commencement dates and transitional provisions:

Policy topic Date of commencement | Any transitional

CASS 1 application provision 1 July 2014

CASS 3 application 1 July 2014

CASS 6 application 1 July 2014

Multiple client money pools 1 July 2014

Right to use arrangements 1 July 2014

CASS 7 application 1 July 2014

Trustee firms 1 July 2014

Efg/rr:weint of interest on client 1 July 2014

Money ceasing to be client money | 1 July 2014
New rules apply to new contracts

Unbreakable term deposits 1 July 2014 and firms must move to compliant
contracts as soon as permitted

Qualifying money market funds 1 July 2014

ngt?gsmoney held with third 1July 2014

CFTC Part 30 Guidance 1 July 2014

Written custody agreements

1 December 2014

New rules will not apply to
counterparty relationships
established before 30 November
2014 until 1 June 2015, unless
materially altered

Unclaimed custody assets

1 December 2014

Unclaimed client money

1 December 2014

TTCA — written agreement

1 December 2014

New rules relating to written
client agreements will not apply to
existing client relationships until

1 June 2015

DvP window — commercial
settlement system

1 December 2014

New rules relating to agreement
of client will not apply to existing
client relationships until

1 June 2015

Banking exemption

1 December 2014

New rules relating to client
notifications will not apply to
existing client relationships until
1 June 2015

Transfer of business

1 December 2014

Alternative approach to client
money segregation

1 December 2014

New rules will not apply to a firm
operating the alternative approach
on the 30 November 2014 until

1 June 2015

June 2014
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Policy topic Date of commencement | Any transitional

New rules will not apply to a firm
Non-standard client money operating a non-standard method
reconciliations 1 December 2014 on the 30 June 2014 until

1 June 2015

New rules will not apply to existing
client bank accounts and client

Acknowledgment letters 1 December 2014 . :
transaction accounts until
1 June 2015
New rules relating to client
Informatpn to ;Ilents on 1 December 2014 d|§clgsure§ will not_apply to _
safeguarding client assets existing client relationships until
1 June 2015
Registration of firm and custody 1 June 2015
assets
Depositing assets yvhen using third 1 June 2015
party custody services
Custody recordkeeping, record 1 June 2015

checks and reconciliations

TTCA — procedure for switching 1 June 2015

DvP window — regulated collective

investment scheme 1 June 2015
Client bank accounts — due

diligence and diversification 1June 2015
Immediate segregation 1 June 2015
Phy5|ca| receipts and allocation of 1 June 2015
client money

Cleared funds 1 June 2015
Money due to client from firm 1 June 2015
Prudent segregation 1 June 2015
Client money relating to custody

assets held at a custodian 1June 2015
Client money recordkeeping and 1 June 2015
reconciliations

Further consequential changes to

the client money distribution rules 1June 2015
Non-written mandates 1 June 2015
Reporting to clients 1 June 2015
Consequential change to the 1 June 2015

CMAR and CASS RP
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3.

Client money distribution rules (CASS 7A)

22

3.1

3.2

3.3

3.4

3.5

We consulted on a number of proposals for changes to the client money distribution rules,
namely:

e the 'speed proposal’ or the codification of the existing client money distribution regime;

e other changes to the client money distribution rules including, the application of ‘hindsight’
to the valuation of clients’ open positions and the transfer of the client money pool; and

e changes to the client money distribution rules that arise as a consequence of the proposed
changes to the client money rules.

The speed proposal vs codification of the existing regime

We consulted on making changes to the client money distribution rules to increase the speed
at which client money is returned to clients when an investment firm becomes insolvent. These
proposals included introducing an initial distribution of client money shortly after a firm’s failure
solely on the basis of a firm’s records, followed by the distribution of a ‘residual pool’ of client
money via a claims process, the speed proposal.

We asked for views on this ‘speed proposal’, or whether it would be better to codify the
existing regime such that some of the lessons learnt through firm insolvencies and case law
are codified into the client money distribution rules. This would include, for example, codifying
exactly what money constitutes the client money pool and the process that should be followed
to determine clients’ entitlements to the client money pool.

We set out that our proposals on the client money distribution rules recognised the limits of
what we could do within our powers and that if the government introduced changes that could
speed up the distribution of client money following the review of the SAR, then some of the
proposals that concern the speed of distribution of client money may not be necessary, while
others would be enhanced.

We received a significant amount of feedback from firms, lawyers, insolvency practitioners
('IPs’), industry associations and academics on the speed proposal. Various issues were raised,
including the possibility that protracted litigation might arise in the event of the failure of a firm
that had kept poor records which would hinder speedy distribution.
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3.6 In parallel with the work that we have been carrying out in reviewing the client money
distribution rules?3, a HMT-commissioned independent review of the SAR (special administration
regime) has been in progress ('SAR review'). The final report was published in January 2014.24
The report contains a large number of recommendations to improve the operation of the SAR,
including changes proposed to the SAR legislation, CASS, the FSCS and how they interact.
HMT is now considering the recommendations that fall within their remit and their response.
In the CP we committed to reviewing and considering the possible need to re-consult on the
client money distribution proposals in light of any changes HMT may introduce to the SAR
following the publication of the final SAR review.

Our response

3.7 In light of the strength of the feedback received, setting out a significant number of legal
concerns, we have reflected on the speed proposal and decided not to introduce it at present.
We believe changes to the underlying legislative framework for CASS and the SAR would
secure further improvements in the speed of return of client assets beyond the amendments
we are making to our rules in this PS. As a result, we are now focusing our efforts on the many
changes envisioned by the independent reviewer of the SAR and will conduct a further review
of the client money distribution rules in line with HMT's implementation of the SAR review
recommendations. On this basis, we intend to publish a further consultation on the client
money distribution rules later this year.

Other changes to the client money distribution rules

3.8 We consulted on a number of changes to the client money distribution rules which were
independent of the speed proposal. These included the transfer of the client money pool,
the deletion of certain events as primary pooling events, the application of hindsight to the
valuation of clients’ open positions, the treatment of allocated but unclaimed client money
entitlements and certain changes to the secondary pooling rules.

3.9 Inlight of our intention to publish a further consultation on the client money distribution rules
later this year, we will reconsider these other changes in the context of any other proposal we
consider making to the client money distribution rules.

Consequential changes to the client money distribution rules

3.10 We consulted on, and are introducing, a large number of proposed amendments to the client
money rules. Some of these proposals result in consequential changes to the client money
distribution rules. These include:

e disapplying the client money distribution rules to trustee firms in certain circumstances
(discussed below?®);

e clarifying that, where a firm has reduced its margined transaction requirement by using
approved collateral in accordance with the client money reconciliation rules before a
primary pooling event, this approved collateral must be liquidated and contributed to the
client money pool when a primary pooling event occurs (discussed below?®); and

23 Atpara. 3.1.

24 See footnote 7.

25 At paras. 7.20 to 7.28.
26 At para. 7.256.
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e amending the client money distribution rules to accommodate multiple client money
sub-pools (discussed below?).

3.11  The final rules we have made include these consequential amendments.

27 Atparas. 4.3-4.7.
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Multiple client money pools

41

4.2

4.3

4.4

28

Background

In Part Il of CP12/22% we consulted on permitting firms to establish and operate discrete
‘pools’ of client money, so that if a firm fails, each pool of client money would be distributed
separately from any other pool of client money and only to those clients beneficially entitled
to share in that pool. Any shortfall of client money would therefore be suffered by each pool
individually and not shared across all clients of the firm.

We proposed to only allow those firms that are also clearing members of EMIR-authorised
or recognised central counterparties ('CCPs’) offering net omnibus client accounts at CCPs to
operate multiple client money pools. Under the proposal, these firms would only be permitted
to offer a client money ‘sub-pool’ in relation to a net margined omnibus client account ((OCA’).
This revised proposal was aimed at achieving the core objective to support the porting of net
margined OCAs under EMIR as far as possible within the client money rules.

Operating multiple client money pools

Q9: Do you agree with the amended proposal to allow
clearing firms to operate multiple client money pools?
If not, please provide reasons.

The feedback from firms was generally supportive with the majority agreeing with the
proposals. Some respondents neither agreed nor disagreed but provided comments and small
minority disagreed. We intend to implement the proposals as set out in the final instrument
in Appendix 1. We set out below some specific points raised in the feedback, our response to
these and explanations of the changes made in response.

Operational complexity and litigation risk

A few respondents felt that, in spite of the revision of the proposal, the operation of client
money sub-pools would still be too operationally complex. Other respondents felt that the
operation by a firm of sub-pools would increase the risk of litigation if a firm failed, for example,
as a result of clients trying to recover from pools to which they are not beneficiaries. Other
respondents asked that sub-pools be permitted in other contexts such as where firms operate
designated client bank accounts.

CP12/22: Client assets regime: EMIR, multiple pools and the wider review (September 2012), available at:
www.fsa.gov.uk/static/pubs/cp/cp12-22.pdf.
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4.5

4.6

4.7

4.8

4.9

29

Our response

The operation of one or more sub-pools is optional for clearing member firms. Before
establishing and operating a sub-pool, a firm must ensure that it meets all the internal controls,
segregation, record and reconciliation keeping requirements set out in the final rules. If a firm
cannot meet these requirements it should not be operating any sub-pools.

As in the case of any firm insolvency, we recognise that there is some risk of litigation if a firm
operating sub-pools becomes insolvent and clients try to recover from pools to which they are
not beneficiaries or try to claim that money in other pools belongs to their sub-pool. As far
as possible, the final rules seek to minimise this risk. For example, the final rules make clear
the conditions that must be met for a client to be a beneficiary of a sub-pool; they make clear
precisely when a client will become a beneficiary of a sub-pool when moving from being a
beneficiary of the general pool to being a beneficiary of a sub-pool and vice versa; that the
beneficiaries of one pool (whether the general pool or a sub-pool) will not be permitted to
make a claim on another pool (unless they are separately entitled to do this); and if a primary
pooling event takes place before client money is paid from a client bank account maintained for
a general pool to a client bank account maintained for a sub-pool (or vice versa), that money
will not form part of the sub-pool (or the general pool, as the case may be).

Given the feedback we received of the operational complexities of operating a sub-pool we are
not extending their scope to other contexts, but remain focused on permitting them only for
clearing members operating net margined OCAs at CCPs. We understand that there may be
other business models to which they may be suited and we may consider permitting sub-pools
in other contexts in the future.

Diversification

A number of respondents asked for clarification on how the client money rules relating to
diversification should apply to sub-pools and noted that the operation of a sub-pool would be
less complex if firms were permitted to disapply the diversification requirements to sub-pools.

Our response

The client money segregation requirements in the final rules impose a requirement on firms
not to place more than 20% of the client money they hold with an intra-group bank and an
additional requirement that a firm must periodically assess whether it is appropriate to diversify
its client money holding.?® We consulted on the diversification requirements being applicable to
each client money pool that a firm operates separately. In our view, given that the risks to client
money as a result of not diversifying are the same irrespective of whether the client money is
in a general pool or a sub-pool, these diversification requirements should apply separately to
each pool that a firm operates, and firms should put in place appropriate systems and controls
to ensure compliance with these rules.

See current CASS 7.4.9AR and CASS 7.13.20R to 7.13.24G in Part 3 of the final rules in Appendix 1.
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4.10

1411

412

413

31
32

Clearing transactions of sub-pool beneficiaries and non-beneficiaries through the
same omnibus client account

In response to feedback, we are making it clear in the rules that for a sub-pool relating to a
net margined OCA, all the clients with positions being cleared through the relevant OCA will
need to have consented to their client money being held in that sub-pool; clients who have not
consented to being in the sub-pool will not be permitted to clear positions through the same
OCA and the firm will have to put in place alternative clearing arrangements for those clients.

A single sub-pool relating to multiple CCPs
A few respondents noted that it would be helpful to firms if a sub-pool could relate to a
number of net margined OCAs held at a number of different CCPs.

Our response

The objective of the multiple pools proposal is to allow the client money rules to facilitate the
porting of net margined OCAs as far as possible. If a sub-pool could relate to OCAs at more
than one CCP, this would mean that, at any time, client money pertaining to clients with
positions in any number of OCAs could be mixed in the same client bank accounts. On the
failure of a firm, it would be difficult for a firm to determine what sums of client money are
held in the relevant client bank accounts in relation to the clients of a particular net margined
OCA and therefore difficult to make this client money available to facilitate porting or return
it to the relevant clients if porting fails. Also if multiple CCPs have direct access to money in a
sub-pool client bank account this may create further issues on the failure of a firm if multiple
CCPs reach into the same client bank account. Firms will be permitted to operate a single sub-
pool in relation to a single net margined OCA at a CCP.

Operation of ‘immediate segregation’ in the context of sub-pools

As set out in the final rules, firms are required to apply the client money segregation rules®®
to the firm’s general pool and each sub-pool that it establishes individually. This includes the
provisions relating to the use of the normal approach in the context of regulated clearing
arrangements.3' If a firm is operating a sub-pool in relation to a net margined OCA at a CCP
and, due to the arrangements in place between the firm and the CCP, the firm is required to
make and receive single payments that relate to both proprietary accounts and client segregated
accounts at the CCP from/into a single bank account®, under the final rules the firm may
use a house bank account to make and receive these payments and to maintain a prudent
segregation in the relevant client bank account. In the final rules this buffer is referred to as a
‘clearing arrangement mandatory prudent segregation amount’ ((CAMPSA’). This will ensure
that client money segregated in a client bank account is not inadvertently used in relation to
proprietary business and that clients are protected through the maintenance of the CAMPSA in
the client bank account in respect of client money received into the firm’s house account until
it is moved into the relevant client bank account.

CASS 7.4.1R and 7.19.12R in Part 1, and CASS 7.13.2R and 7.19.12R in Part 3, of the final rules in Appendix 1.
CASS 7.13.69R to 7.13.77G in Part 3 of the final rules in Appendix 1.

As described below at paras. 7.117 to 7.122.

CASS 7.13.71R to 7.13.74R in Part 3 of the final rules in Appendix 1.
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4.16

417

418

4.19

4.20

34
35

If a firm is operating a sub-pool and the client money margin relevant to the OCA is being
channelled through a house bank account, the firm will be required to ensure that the client
money element of the payment that has been received first into the house account for client
positions in the net margined OCA, is transferred directly into a client bank account relating
to that sub-pool promptly and in any event no later than the next business day after receipt in
accordance with the relevant rules. The sub-pool client money should not first be transferred
from the house account into a general pool client bank account before being moved into a
sub-pool client bank account.

In addition, the requirement under this rule to maintain the CAMPSA of client money in client
bank accounts, applies separately to a client money sub-pool operated by the firm. A firm will
need to ensure that where the mixed payment that it receives into a house account includes an
element of client money relating to the sub-pool, the CAMPSA of client money is maintained
in the sub-pool client bank accounts (and is not part of the CAMPSA maintained in the general
pool client bank account pursuant to the same rule). For an update on the costs and benefits
associated with this ‘carve out’ from the requirement to receive client money directly into client
bank accounts, please refer to the ‘Immediate Segregation’ section below.3*

Notification to the FCA

We consulted on requiring firms wishing to establish and operate a sub-pool to notify us not
less than two months before the firm intends to start receiving client money for that sub-pool.
A respondent queried what we were going to do with the notification.

Our response

Giving us notice means we have an opportunity to seek further information from the firm on
how it intends to operate the sub-pool in compliance with the rules, should we wish to do
so. Given the concerns raised in the feedback to the CP around operational complexities of
operating sub-pools, this becomes particularly important.

Clients ceasing to be clients of a particular pool (but continuing to be clients of the
firm)

In response to feedback, we have clarified in the final rules what procedure needs to be
followed in relation to a client’s client money holdings if: (i) an existing client of the firm wishes
to become a client of a sub-pool; or (i) an existing client of the firm wishes to cease to be a
client of a sub-pool (but continue to hold client money with the firm).

If an existing client of the firm wishes to become a client of a sub-pool, before doing so, the
firm will have to have obtained a signed copy of the relevant sub-pool disclosure document
from the client. Similarly, if an existing client of the firm wishes to stop clearing positions
through a particular OCA and consequently stop being a client of a particular sub-pool (but
continue holding client money with the firm), the firm will be required to obtain the client’s
written instruction to this effect.

Sub-pool disclosure document

In response to feedback on CP12/223%, we proposed in CP13/5 to require firms to use a
template sub-pool disclosure document when establishing a sub-pool. While there are certain

At para. 7.112.
See footnote 28 above.
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provisions that must be included in the disclosure document, we recognise that firms may
wish to include other provisions. Therefore, we have made it clear in the final rules that certain
provisions must be included in the sub-pool disclosure document. However, as the template
sub-pool disclosure document is included in the final rules as guidance, and it is open to firms
to include additional information that is relevant to the operation of the sub-pool.

4.21 The proposed rules in the CP defined who the beneficiaries of a particular sub-pool would be
and separately required a firm to obtain the written consent of a client before receiving and
holding that client’s client money in a sub-pool. In the final rules, one of the core provisions in
the sub-pool disclosure document is evidencing the consent of the client to the firm receiving
and holding client money in the sub-pool (rather than there being a separate requirement to
obtain this written consent). The final rules then make it clear that a beneficiary of a sub-pool
must have signed a sub-pool disclosure document (including the consent) and returned it to
the firm.

4.22 We consulted on firms having to notify clients of any material changes they wish to make to a
sub-pool disclosure document. We have clarified the rules to more accurately reflect the policy
intention that firms must notify clients if they intend to make a material change to the sub-pool
itself, such as ceasing to operate a sub-pool or moving the business to another CCP. The final
rules also make it clear that if a firm makes a material change to a sub-pool, the firm must
consider its obligations under other applicable rules. For example, if a firm materially changes
a sub-pool so that the sub-pool ceases to exist, and if clients will become client beneficiaries
of the general pool as a result of the change, the firm must comply with the relevant rules.
Similarly, if the firm is moving business to an OCA at another CCP and the firm will operate a
sub-pool in relation to that OCA, a new sub-pool disclosure document will be required and
the firm must comply with the relevant rules in obtaining the relevant clients’ consent in the
disclosure document.

Interaction with the client money distribution rules

4.23 Consistent with the speed proposal, in the CP we consulted on including a term in the sub-pool
disclosure document that the firm’s records were definitive for the purposes of determining
beneficiaries’ entitlement to a sub-pool. We also included references to this in other parts
of the proposed rules. However, given feedback to the ‘speed proposal’ discussed above®®
and the fact that we are intending to further consult on the client money distribution rules later
this year, we have deleted these references.

Our response

4.24 \We have amended the current client money distribution rules so that they apply to the general
pool and each sub-pool separately. In the event of a primary pooling event occurring, for the
general pool, all the client money held in client bank accounts or client transaction accounts
(apart from client transaction accounts that are individual client accounts or OCAs at CCPs)
relating to the general pool, forms a single pool. This pool should be distributed in accordance
with the rules.

4.25 Similarly, for a sub-pool, all the client money held in client bank accounts or client transaction
accounts (apart from the OCA at the CCP) relating to the sub-pool forms a single pool. This

pool should be transferred by the firm to effect or facilitate porting of the OCA or distributed
in accordance with the rules.

36 At paras. 3.2 to 3.7.
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4.26

4.27

4.28

4.29

In the CP we consulted on amending the secondary pooling event rules so that certain client
transaction accounts would not be pooled if a secondary pooling event occurred. These
proposals will be considered further as part of the further consultation on the client money
distribution rules later this year.

Other

We wanted to take this opportunity to remind firms that if they operate client money
sub-pools, a firm’s CASS audit which confirms annually that the firm is in compliance with
the client money rules will include compliance with the client money sub-pool rules. Also, the
records that a firm maintains in relation to a sub-pool will form part of its CASS RP.

Given that these are optional requirements, these rules will enter into force on 1 July 2014.
Please see Table 2 in Chapter 2.

Cost benefit analysis

Taking account of all the above changes, we expect that the costs will remain largely as
estimated in the CP. We have made certain amendments to the proposal set out in the CP such
as minor changes to the obligatory clauses in the sub-pool disclosure document, clarifications
in relation to the procedures firms must follow to move a client from the general pool into a
sub-pool (or vice versa) and amendments to the content of the notifications firms must make
when making a material amendment to a sub-pool. We do not expect these amendments
(individually or cumulatively) to significantly change firms’ incentives or increase the cost of
establishing or operating a sub-pool compared to what we set out in the CP.
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5.
Custody rules (CASS 6)

5.1 In this chapter we discuss the changes to the custody rules that will affect all investment firms
that hold custody assets and some firms who do not hold, but arrange for others to hold,
custody assets.

Application of the custody rules

5.2 We consulted on minor changes to the application provisions for the custody rules, including
clarifying which rules apply to depositaries of AlFs and when a firm is arranging safeguarding
and administration of assets. We received no comments on these changes and will introduce
them as proposed in the CP.

Physical share certificates

5.3  We noted in the CP that we often receive queries on whether a firm that holds a client’s physical
share certificate, registered in a client’s name, is captured within the activity of safeguarding and
administering investments and subject to the obligations under our custody rules. A number
of respondents wrote to us disagreeing that the loss or destruction of a share certificate could
harm a client. We note that in many instances, a share certificate may not be the only means by
which legal title to an asset is recorded. For example this may be through registration with the
issuer. However, we reiterate that, although loss or destruction of a share certificate might not
automatically create a loss of title to shares, a share certificate remains the client’s asset and its
loss or destruction could cause detriment to the client in certain circumstances. On this basis,
we believe firms who are safekeeping physical share certificates fall within the scope of the
‘safeguarding’ part of the activity of safeguarding and administering investments under Article
40 of the RAO. As a result, where a firm is also administering an asset for which it is holding
a physical share certificate (e.g. processing corporate actions), it will require the appropriate
permissions and must comply with the custody rules in respect of those assets.

Financial Conduct Authority June 2014 31



PS14/9

Review of the client assets regime for investment business

32

5.4

5.5
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5.7

5.8
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38

Registration of firm and custody assets

Q35: Do you agree with our proposal to limit the
circumstances where a firm may register or record legal
title to its own applicable assets in the same name as
that in which legal title to client safe custody assets are
registered or recorded? If not, please provide reasons.

We consulted on removing the ability of firms to register their own assets in the same name
as the safe custody assets they hold for clients (‘custody assets’), save for where the custody
assets are permitted to be registered in the name of the firm itself. However, we proposed that
the registration of custody assets in the name of the firm would continue to be permitted only
in specified circumstances, namely where the asset is subject to local law or market practice
outside of the UK.>’

Most respondents were supportive of the underlying principle behind this proposal: where
a firm is acting for a proprietary purpose, it should be registering its proprietary assets in
a separate name to the name in which it registers any custody assets it holds for a client.
However, we received a number of comments on whether the proposed drafting achieved this
principle and similar requests for further clarifications.

In particular, respondents noted there are a number of situations in which a firm may need to
hold its own assets in the same name as the custody assets belonging to clients to facilitate, or
as a result of, a transaction for a client, such as:

e correcting dealing or transaction errors that relate to client positions (e.g. if an error has
occurred in relation to a transaction posted to a nominee account, a firm may need to pay
its own assets into that same account (or a related control or suspense account held in the
nominee’s name) to reverse the transaction and/or correct the error);

e processing or allocating assets for bulk deals (e.g. as a rounding mechanism when offering
aggregated dealing services);

e maintaining a small balance of the firm’s own assets for purely operational or compliance
purposes (e.g. as a float to cover custody breaks);

¢ allowing clients to trade in fractional shares or units and when processing corporate actions
attributable to a client’s fractional entitlement; and

* making good a shortfall in custody assets with a firm’s own assets (discussed further
below).®

Other respondents pointed out it is often the case that where a firm uses a sub custodian
in a particular overseas market that recognises nominee registration, it is likely that the sub
custodian will register both the firm’s own assets and any custody assets the firm held through
that sub custodian in the same nominee name.

Some respondents were concerned that this proposal would prevent firms from being able to
carry out proprietary transactions through a settlement system in which the settlement system
is not itself the record of legal title to the assets being traded. For example, this might occur

See para. 5.19 in the CP.
At paras. 5.76 to 5.90.
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5.13

5.14

40
41

where all assets traded through a particular overseas settlement system must be held by the
same depositary and so have to be registered in the same name (e.g. the depositary’s name),
irrespective of beneficial entitlements/ownership.

One respondent noted that although they agreed with the proposal, for it to be more
effective, we should require firms to obtain from the custodian an acknowledgment that they
have complied with these registration requirements (similar to the requirement for specific
acknowledgments from a third party bank before depositing client money).3®

A number of respondents also highlighted that the Individual Savings Account ('ISA’) regulations
allow firms to register assets held within an ISA wrapper in a way that might otherwise breach
our custody rules (such as in the name of the firm).4°

A few respondents disagreed with our proposals in their entirety, stating they failed to see
any ‘logic’ for the proposed changes as our rules already require firms to keep separate and
accurate records of their holdings of custody assets. Others raised concern that there could
be tax implications for firms in having to re-register proprietary assets into another name to
comply with this rule and that a six-month transitional period would be too short for firms to
re-register for these purposes.

Our response

We have redrafted these rules based on feedback. The revised rules generally restrict a firm
from registering its own assets in the name of the client or any nominee in whose name a
custody asset is also registered.

We are introducing this general restriction for two reasons. The first reason is to reduce the
risk of custody assets being misappropriated, or client’s rights in those assets being lost or
diminished. We noted in the CP that allowing a firm to register or record legal title to its own
applicable assets and custody assets under the same nominee name poses risks to those client
assets — for example, an increased risk that the client’s assets may not be separately identifiable
from the firm's own assets, thereby delaying the return of custody assets and reducing client
protection. The second reason is to increase the likelihood that the firm or an IP would be able
to transfer client assets promptly before or after the failure of a firm to another entity. This is
also consistent with the recommendations, recently published in the final report for the SAR
Review, that firms be encouraged ‘to use a wholly owned subsidiary as the nominee company
to hold legal title to client investments (other than cash)’ to facilitate the rapid transfer of client
positions after the failure of a firm.#'

Nevertheless, by way of exception and in response to feedback, the final rules will allow firms
to register or record legal title to their own assets in the same name as that in which legal title
to a custody asset is registered or recorded in two specific situations:

e First, where doing so arises incidentally to the investment business the firm carries on for
the account of a client or to other steps taken by the firm to comply with the custody rules.
We are also providing guidance to indicate that each of the situations discussed above are

See the existing requirements in CASS 7.8 and CASS 7.18 in Part 3 of the final rules in Appendix I.
See generally The Individual Savings Account Regulations 1998 (SI 1998/1870), as amended.

See footnote 7 above, SAR independent review at para. 5.13.

At para. 5.6.
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5.17

5.18

43
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46

47

likely examples of where these conditions would be met. Nothing in these rules is expected
to prevent firms from being able to undertake investment business for clients or to comply
with other custody rules.

e Second, where doing so arises only as a result of the law or market practice of a jurisdiction
outside of the UK. These revised rules do not prevent a firm, when operating in an overseas
jurisdiction, from registering its own assets in the same name as custody assets where it is
not possible or highly impractical to avoid doing so.

Where firms are able to make use of the exceptions set out above??, they will still be prevented
from registering or recording their own assets in the same name as any custody asset for any
longer than is reasonably necessary. For example, as soon as practical after a dealing error in
a nominee account has been corrected, the firm should ensure that any of its own assets that
were registered to that account to correct the error, are re-registered into a different name.
However, this rule should not prevent firms from retaining, on an ongoing basis, nominal
amounts of their own assets registered or recorded in the same name as any custody assets
where this can be clearly justified for the purpose of facilitating client transactions (for example,
when an asset manager keeps a small float account for administrative purposes).

Additionally, in all circumstances, before a firm registers or records legal title to its own assets
in the same name as a custody asset is registered or recorded, we expect the firm to consider
whether there are any means to avoid doing so. Consistent with its obligations**, each firm
should be able to demonstrate that it considered each of the options available to it for the
registration of its own applicable assets and, where permitted under the custody rules, the firm
decides to continue to register its own assets in the same name as a client’s asset, the firm’s
reasons for deciding not to proceed differently.

Together, these two changes*® should not affect the CBA published in the CP. The exceptions
reduce the regulatory burden on firms compared to what we proposed in the CP. We expect
these changes should deliver benefits to clients, allowing firms to carry out specific transactions
for clients whereas they could not have done so in compliance with the original proposals.
However, we acknowledge there may be an increase in risk to custody assets compared to
the proposal in the CP. To mitigate this concern the final rules prohibit firms from using the
exceptions for any longer than is reasonably necessary and to consider whether there are any
means of avoiding using the exceptions. The exceptions are only applicable in a narrow range
of circumstances and therefore we do not expect a large proportion of custody assets to be
affected by these exemptions. We also note that, when placing assets in overseas jurisdictions,
firms will continue to be obliged to disclose these circumstances in specific situations to certain
clients.*® Given these reasons, we except the benefits outlined in the CP should still be achieved.

We are also aware of the ISA regulations relevant to the registration of client assets*’
and note firms must comply with both the ISA regulations and our custody rules at the same
time where their activities are subject to both sets of regulations.

At para. 5.14.

See also existing CASS 6.2.2R, 6.2.3R and SYSC obligations and CASS 6.2.3R to 6.2.6G in Part 3 of the final rules in Appendix I.
See paras. 5.14 to 5.16.

For example, under COBS 6.1.7R(1)(d) and (4), firms that hold designated investments or client money for a retail client or a
professional client must provide that client with information that accounts that contain designated investments or client money
belonging to that client are or will be subject to the law of a jurisdiction other than that of an EEA state, an indication that the
rights of the client relating to those instruments or money may differ accordingly. Moreover, CASS 6.2.3R will continue to require
firms to either notify or obtain the agreement of a client (depending on type) when that client’s custody assets are registered in the
name of a third party or the firm.

See footnote 40.
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5.19  Finally, based on feedback, all firms will be given until 1 June 2015 to bring their existing
arrangements into compliance with these new requirements (see Table 2 in Chapter 2). Any
firm which may face undue hardship in reregistering any of its own assets currently registered
in the same name as a custody asset, should, as soon as possible, discuss this with its normal
FCA supervisory contact.

Depositing assets when using third party custody services

5.20 We consulted on minor changes to the rules and guidance a firm must follow when depositing
custody assets with a third party. This included a number of clarifications, a reordering of the
rules to improve readability and amendments to the matters a firm should consider when
selecting, appointing and periodically reviewing any third party with whom it deposits assets.

5.21 A few respondents requested that we ensure these rules remain consistent with the equivalent
provisions in our client money rules for selecting, reviewing and appointing a bank for the
deposit of client money.

Our response

5.22 We intend to implement the rules largely as proposed in the CP. Based on feedback and to
ensure the policy proposed is achieved, we are making some minor amendments that clarify the
specific factors we expect a firm to consider before choosing to use a particular third party to
deposit its custody assets. We are also introducing a requirement to make it clear that not only
must a firm keep records of the grounds upon which it satisfies itself of the appropriateness of
its selection and appointment of a third party to hold custody assets, but the firm should also
record each periodic review it makes of that selection. This requirement is important to ensure
the firm'’s considerations are properly documented and we expect that most firms already do
this. However, some firms may incur additional administrative and storage costs to comply with
this requirement (from those consulted on in the CP), but we judge these costs to be minimal,
as set out in Annex 1.

Written custody agreements

Q36: Do you agree with our proposals for requiring written
custody agreements and clarification on the terms
and detail which ought to be included? If not, please
provide reasons.

5.23  We consulted on introducing an explicit requirement for firms to have a written agreement in
place whenever they place custody assets with a third party custodian including the minimum
terms a firm must include, and other details a firm should consider including, in such agreement.
Investment firms will often place custody assets with third parties by ‘depositing’ them in the
course of acting as their clients’ custodian, or by arranging custody of them on their clients’
behalf.
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48

Most respondents agreed this was a sensible approach and a few were surprised that some
firms might not already have a written agreement in place with each third party with whom they
place custody assets. A few suggested the proposed rule was too prescriptive; one suggesting it
may not work for commercial relationships in the wholesale markets. None of the respondents
articulated a situation in which this proposal would be unworkable. However, several queried
what sort of documentation would constitute a ‘written agreement’ and whether all firms
would need to engage in a two-way document exchange with a third-party custodian. Some
also asked us to clarify if ‘third party’ in these rules referred to an affiliate of the firm (i.e.
another entity in the same group of companies as the firm), noting, as we have observed, many
instances in which a firm may neglect to ensure its custody arrangements are in writing when
custody services are provided by an affiliate. A couple of respondents were concerned that the
matters set out in guidance for a firm to consider including in its written custody agreements
would have to be included in every custody agreement, with one stating we should prescribe
a template for these agreements and mandate that firms follow basic execution formalities.

Our response

We are implementing the rules we proposed in the CP with only minor changes to ensure
clarity, highlighting that this rule will apply whenever a custody asset is placed by the firm with
another person, whether or not the person is an affiliate of the firm. Also, we have clarified
that the written agreement must set out: (1) the binding terms of the arrangement between
the firm and the relevant third party; (2) be in force for the duration for that arrangement;
and (3) clearly set out the custody service(s) that third party is contracted to provide. We will
also continue to provide additional guidance on the other matters that a firm should consider
incorporating into the agreement. To confirm, we are not stipulating the form or way in which
a firm chooses to enter into agreement with the relevant third party, but rather only requiring
that the terms of the parties’ agreement are set out in writing. This means the parties might,
instead of executing a formal written contract, be able to exchange their standards terms of
business or other documentation which evidences in writing the parties agreement to the terms
of the relevant custody arrangement. These minor clarifications should not impose incremental
compliance costs on the affected firms above those already consulted on in the CP.

Based on feedback, we are also allowing firms until 1 June 2015 to bring their existing custody
arrangements into compliance with these new requirements. However, firms that enter into
new custody arrangements, or materially alter their existing custody arrangements, will be
required from 1 December 2014 to ensure these new or altered arrangements are documented
in writing in accordance with these explicit rules (see Table 2 in Chapter 2).

Right to use arrangements

We are introducing guidance to remind firms that they must consider their client’s best interest
when agreeing to a right to use arrangement with a retail client for that client’s custody assets.
We received no comments on this proposal. We note that we will keep firms’ use of ‘right to
use arrangements™“® under review and will take further action if we observe firms entering
into inappropriate right to use arrangements, such as blanket arrangements that automatically
require all retail clients to agree to right to use arrangements through a firm’s standard terms
of business.

Under CASS 6.4.1AG to 6.4.2G in Part 1 of the final rules in Appendix .
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Custody asset recordkeeping, record checks and reconciliations

Q37: Do you agree with our proposals to provide two
different methods for the internal custody asset
reconciliations? If not, please provide reasons.

Q38: Do you agree with our proposals in relation to the
provision of an auditor’s report before a firm can use the
internal evaluation of custody records system method? If
not, please provide reasons.

Q39: Do you agree with our proposals in relation to physical
custody reconciliations? If not, please provide reasons.

Q40: Do you agree with our proposals in relation to the
provision of an auditor’s report before a firm can
use ‘the rolling stock’ method? If not, please provide
reasons.

Q41: Do you agree with our proposals for frequencies
of custody reconciliations and those relating to the
handling of discrepancies? If not, please provide reasons.

Q42: Do you agree with our proposals to require firms to
document their own internal policies and procedures
for their custody reconciliations? If not, please provide
reasons.

Overview

5.28 Allinvestment firms that hold custody assets are currently required to maintain their records in
a way that ensures their accuracy and, in particular, their correspondence to the custody assets
they hold.*® However, as noted in the CP°°, we continue to frequently identify instances of poor
recordkeeping practices and firms with inadequate systems and controls to ensure the accuracy
of their records. We observed that in many cases firms do not understand the requirements in
place around custody asset recordkeeping, record checks and reconciliations.

5.29 We received comments on our proposals for custody recordkeeping, record checks and
reconciliations from approximately 65 respondents. The feedback generally welcomed these
proposals, citing our approach as proportionate, sensible and/or representative of best
practices. Specific comments on the drafting of the proposed rules or requests for clarification
are summarised in the following sections.

5.30 In this section, we discuss the changes and new requirements that we are introducing to
increase clarity around our requirements for recordkeeping, improve firms’ practices and ensure
all firms have adequate systems and controls in place to ensure the accuracy of their records
relating to custody assets.

49 See existing CASS 6.5.1R and 6.5.2R and CASS 6.6 in Part 3 of the final rules in Appendix I.
50 At paras. 5.25 to 5.29.
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As a result of this PS, all firms subject to our custody rules will have additional recordkeeping
obligations and the rules will clarify that at least one of the records a firm is obliged to maintain
is a ‘client specific safe custody asset record’. This is an internal record or account that identifies
each of the custody assets the firm holds for each particular client.

Also, all firms will be required to undertake each of the following processes, where relevant,
to ensure they comply with their custody assets recordkeeping obligations (see also diagrams
1 and 2 below):

 Internal custody record checks®' (all firms) — checks as to whether the firm’s internal
records and accounts of the custody assets held by the firm correspond with the firm's
obligations to clients to hold those custody assets, performed by one of two methods:

- Internal custody reconciliation method - a comparison on a particular date between
two separately maintained records:

a ‘client-specific safe custody asset record’ — as set out above®?; and

an ‘aggregate safe custody asset record’ — an internal record or account of all the
custody assets that the firm holds for clients;

- Internal system evaluation method — establishing and running a process to evaluate:
(a) the completeness and accuracy of the firm's internal records and accounts of custody
assets held by the firm for clients, in particular whether sufficient information is being
completed and accurately recorded by the firm to enable it to identify the custody assets
held by the firm for each particular client (i.e. comply with its obligation to maintain a
client-specific safe custody asset record), and readily determine all the custody assets that
the firm holds for its clients; and (b) whether the firm’s systems and controls correctly
identify and resolve all discrepancies in its internal records and accounts of custody
assets held by the firm for clients;

 Physical asset reconciliations® (all firms that physically hold custody assets) — comparisons
between a firm’s internal records and a count of the actual physical safe custody assets held
by the firm for its clients, performed by one of two methods:

— ‘total count method’ — the count being of all physical custody assets held by the firm
on a particular date; and

- 'rolling stock method’ — the count of all physical custody assets held by the firm being
undertaken in several stages, with each stage referring to a count of a line of stock or
group of stock lines (e.g. all the shares with an issuer whose name begins with the letter
‘A" or all the stock lines held in connection with a particular business line being counted
at the same time); and

e External custody reconciliations®* (all firms that either deposit or otherwise register
custody assets with a third party) — reconciliations between a firm’s internal accounts and
records of custody assets and those of any third parties by whom those custody assets are
held or registered.

See paras. 5.35 to 5.52 below.
See para. 5.31.

See paras. 5.53 to 5.58 below.
See paras. 5.62 to 5.70 below.
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Diagram 1 - illustrative example of the custody record checks and reconciliations a
firm with an integrated record-keeping system must undertake:
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Diagram 2 - jllustrative example of the custody record checks and reconciliations
which a firm without an integrated record-keeping system may undertake:
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Each of the above processes will need to be carried out whenever necessary and at least at
the minimum frequencies set out in the rules.>> Each of these custody record checks and
reconciliations also will require a firm to promptly investigate and resolve without undue
delay any discrepancies which arise in the records the firm reviews.>® Separate requirements,
discussed below®’, set out what a firm is required to do when a discrepancy gives rise to a
shortfall in the custody assets the firm should be holding for its clients.

Firms will be permitted to undertake each of the above processes without first seeking a
confirmation or any other report from an independent auditor.>®

Internal custody record checks

In the CP, we noted that some firms use integrated systems to maintain their custody records
and, as a result, may be unable to perform internal custody reconciliations. With this in mind,
we consulted on replacing the existing provisions in our custody rules for internal custody
reconciliations, with a general requirement for firms to periodically undertake an ‘internal

custody record check’.>®

The rules proposed in the CP set out that a firm may undertake internal custody record checks
by one of two methods:

1. carrying out aninternal reconciliation between two independent, and separately maintained,
internal records - one recording the custody assets held for each individual client, and
another recording the aggregate total of custody assets held by the firm on its premises
and/or deposited or registered with third parties (the ‘internal custody reconciliation
method’); or

2. carrying out an evaluation of the completeness and accuracy of the firm’s internal records
systems in order to assess whether it records the custody assets belonging to each client
and the total custody assets held by the firm and investigates and resolves the discrepancies
identified (the ‘internal system evaluation method’).

We also consulted on setting out that all firms, regardless of which method they used, would
be required to undertake an internal custody record check as often as necessary and no less
often than at least every 25 business days.®°

Respondents were appreciative that the revised rules endeavoured to accommodate firms
that might operate an integrated recordkeeping system for custody assets. On this basis, the
feedback we received was supportive of us replacing our existing requirements and guidance
for internal custody reconciliations, with a general obligation to undertake internal custody
record checks.

Quite a few respondents requested more guidance around when a firm would be considered to
have two sufficiently independent and/or separate internal records of its holdings for individual
clients and its aggregate total holdings in custody assets. Many of these respondents stated
they would need our rules and guidance to be sufficiently clear so as to enable a firm to decide
whether or not it should be undertaking its internal custody record checks by means of either
an ‘internal custody reconciliation method’ (which will necessitate separate internal records)

See paras. 5.52, 5.54 and 5.68 below.

See para. 5.82 below.

See paras. 5.76 to 5.90 below.

See paras. 5.59 to 5.61 below.

See proposed CASS 6.5.4BR in the CP.

Consistent with the requirements in place before our implementation of MiFID — see CASS 2.6.2R (last in force 31 December 2008).
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or an ‘internal system evaluation method’ (where an internal reconciliation is not possible).
Others highlighted that more guidance would encourage a greater level of consistency across
the industry.

Many respondents provided comments on the drafting of the proposed rules for an ‘internal
system evaluation method’. Most of the comments focused on suggestions to clarify the steps
a firm must follow if using this method of internal custody record check, for example whether
this method was intended to be the controls a firm would put in place to ensure the accuracy of
its records, or whether it was intended to simply evaluate the controls the firm should already
have in place (irrespective of the evaluation being taken). Another respondent requested that
we confirm what risks the internal system evaluation method was intended to mitigate.

A number of respondents raised questions around whether a firm that operates an integrated
system for its records of custody assets would still be required to maintain its records as
independent from, or separate to, any third party with whom it deposits or registers those
assets. For example, some respondents suggested that it was unclear whether a firm was
allowed to share the same recordkeeping system, or set of records, with its custodian/sub
custodian (the person with whom the firm deposits its custody assets) or registrar (the person
with whom it registers or records legal title to its custody assets).

A few respondents commented generally on the proposed frequency at which firms would
be expected to undertake internal custody record checks. One respondent noted a monthly
internal system evaluation may not be justified if previous evaluations (carried out under the
rules) have not revealed any discrepancies or other issues with the firm's recordkeeping systems.

Our response

We are introducing our proposals for internal custody record checks as consulted, but with a
number of important clarifications to the rules proposed in the CP.

A firm will only be able to carry out internal custody record checks by way of the internal
custody reconciliation method, where it separately maintains two sets of internal records or
accounts relating to its holdings of custody assets: the first internal record must be one which
identifies the particular assets the firm holds for each particular client (a ‘client-specific safe
custody asset record’); and the second internal record must be one which records all the
assets the firm holds for its clients (an ‘aggregate safe custody asset record’). These two
sets of records need not be ‘independent’ of each other (as set out in the CP) in the sense that
the information used to create these records may be related or that these two records may be
created or updated simultaneously whenever a firm undertakes a transaction in custody assets
for its clients. However, for the internal custody reconciliation method to provide a meaningful
control, our rules will require that these two records be separately maintained (that is to say
that these records must exist separately to each other) and be capable of being compared.
Where these records are not separately maintained, an internal reconciliation which compares
these two records is of limited benefit to the firm as a control to ensure their accuracy.

Firms intending to continue to undertake internal custody reconciliations that meet our
requirements for internal custody record checks will need to carefully consider how they
operate and maintain their records relating to custody assets. Given the wide range of firms
and business models under which a firm may come to hold custody assets, we are not providing
specific examples of recordkeeping systems or procedures to which an internal custody
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reconciliation may be suited. However, as suggested in the CP®', where a firm operates an
integrated recordkeeping system, it is likely the firm will be unable to extract from that system
separate client-specific safe custody asset records and aggregate safe custody asset records. In
these circumstances, the firm will be unable to use the internal custody reconciliation method
to meet our requirements for an internal custody record check.

We also confirm that all firms, regardless of type and business model, will be permitted
to undertake their internal custody record checks by way of the internal system evaluation
method. Although this method has been introduced to accommodate firms who are unable to
undertake internal custody reconciliations, it is not our policy to prevent a firm from adopting
the internal system evaluation method of carrying out internal custody record checks even
where it may also be able to carry out internal custody reconciliations as contemplated under
our rules.

Our requirements for the internal system evaluation method do not stipulate what internal
systems and controls a firm should have in place to ensure the accuracy of its records. All
firms remain subject to a general obligation to determine and put in place whatever systems
and controls are necessary to meet their obligations to maintain their records in a way that
ensures their accuracy and, in particular, their correspondence to the custody assets held for
clients.®? The internal system evaluation method will require that firms, on a periodic basis,
evaluate whether the systems and controls they have in place are sufficient to meet this general
obligation.

Our requirements for the internal system evaluation method also do not stipulate how a firm
carries out the requisite evaluation, but rather provide the outcomes the firm must achieve
through use of the method. This includes evaluating:

e the completeness and accuracy of the firm’s internal records and accounts of custody assets
held by it for clients; and

e whether the firm’s systems and controls correctly identify and resolve all discrepancies in its
internal records and accounts of custody assets held by firm.

In particular, and based on feedback, we have clarified that this method will require firms to
consider whether sufficient information is being completely and accurately recorded to enable
the firm to:

a. comply with its obligation to maintain a client-specific safe custody asset record (discussed
above®); and

b. readily determine the total of all the custody assets that the firm holds for clients. If carried
out correctly, the use of this method should verify that the firm's systems and controls are
sufficient to ensure the accuracy of the firm’s internal records and accounts as they relate
to custody assets.

The purpose of the internal system evaluation method is to detect weaknesses in a firm’s
systems and controls and any recordkeeping discrepancies, which the firm's systems and
controls should otherwise already be seeking to prevent, and to ensure that when identified,
the firm takes action to address those weaknesses or resolve and prevent those discrepancies

At para. 5.30.
See existing CASS 6.5.2R and CASS 6.6.3R in Part 3 of the final rules in Appendix I.
At paras. 5.31 and 5.44.
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from reoccurring. We are retaining the guidance we proposed, setting out a non-exhaustive list
of the types or causes of discrepancies which this system evaluation should verify that the firm's
system and controls are correctly identifying and resolving on an ongoing basis.

5.51 The revised recordkeeping rules being introduced in this PS also clarify that the records firms are
required to maintain in respect of custody assets must be internal records of the firm which are
separate to any records the firm may have obtained from any third parties, such as those with
whom it may have deposited, or through whom it may have registered legal title to, custody
assets. It is important firms have their own records for custody assets in case of a dispute
between, or the failure of, any relevant third party and/or the firm.

5.52  Finally, based on feedback, we are requiring all firms to undertake internal custody record
checks as regularly as is necessary but at least on a monthly basis (as opposed to once every
25 business days). We understand some respondents’ concern that, if while utilising the
internal system evaluation method of internal custody record checks, previous evaluations have
revealed no issues, then a monthly check is perhaps unnecessary. However, this check is an
important part of the way in which we expect a firm to confirm that its systems and controls
for maintaining accurate records are working. This change does not have any CBA implications.

Physical asset reconciliations

5.53  We consulted on clarifying the rules that all firms which hold physical assets will be expected to
undertake a ‘physical asset reconciliation’ across all the physical custody assets held by the
firm for clients by one of two methods: either the ‘total count method’ or the ‘rolling stock
method’. Each method would require a firm to compare the total number of custody asset
recorded in the firm’s internal records against the total number of assets the firm is physically
holding for clients. The total count method requires the firm to count all of the assets held by
it at the same time and the rolling stock method allows a firm to count different stock lines or
groups of assets over a period of time.

5.54 We also consulted on stipulating that all firms are required to undertake a physical asset
reconciliation for all the physical custody assets held by the firm for clients as often as necessary,
and no less often than every six months.

5.55 Respondents were broadly supportive of these proposals and noted that the revised rule
provided greater clarity. A few suggested that we clarify that the firm (rather than its auditor)
must consider whether its proposed use of the rolling stock method would adequately mitigate
the risk of ‘teeming and lading’. One asked that we clarify whether we would view the entire
firm to be undertaking the rolling stock method, if in practice it applies the total count method
to each of its business lines, except for one to which it applies the rolling stock method.
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Our response

We are largely introducing the rules we proposed in the CP for physical asset reconciliation
without change (except for the proposed auditor’s report, which is discussed below®?).

As consulted, a firm that hold physical custody assets for clients can choose to apply either the
total count method or the rolling stock method across all the physical assets it holds for clients.
Where a firm completes a physical asset reconciliation in a single stage (i.e. by performing a
single count of all the physical safe custody assets it holds for clients across all business lines
and at the same time) it will be undertaking the total count method. Where a firm completes
a physical asset reconciliation in two or more stages (i.e. by performing two or more counts of
the physical safe custody assets it holds for clients — each on a separate occasion and relating
to a different stock line or groups of stock lines) it will be undertaking the rolling stock method.
Examples of the ways in which a firm using the rolling stock method might select stock lines
or groups of stock lines include selections based on all the shares with an issuer whose name
begins with the same letter and selections based on all the stock lines held in connection with
a particular business line.

Based on feedback, we have clarified that where a firm undertakes a rolling stock method, the
firm must first establish and document its reasons for concluding that the firm has systems and
controls in place that will effectively mitigate the risk of the firm's records being manipulated or
falsified (e.g. to address the risk of ‘teeming and lading’).

Auditor assurances — custody record checks and reconciliations

We consulted on requiring that, before a firm uses either: (1) the ‘internal system evaluation
method’ of carrying out an internal custody record check; or (2) the ‘rolling stock method’ of
physical asset reconciliation, it must first send to us a report prepared by its auditor. The report
was intended to cover the adequacy of the design of the firm's proposed methods and to be
prepared on the basis of a reasonable assurance engagement.

Quite a few respondents, although noting our existing requirements for firms to obtain
an auditor’s confirmation when they undertake a rolling stock method of physical asset
reconciliation, were of the view that we should remove any requirement for a firm to involve
an auditor before undertaking either an internal system evaluation method or a rolling stock
method. Many of these respondents argued that, since the revised rules will stipulate how
a firm is expected to conduct the internal system evaluation method and the rolling stock
method®, there may be limited benefit to us in obtaining an auditor’s input before the firm'’s
implementation of the relevant method. This feedback highlighted that a firm’s auditor should
review the firm’s processes in place to undertake internal custody record checks or physical
reconciliations when preparing its annual client assets report.

Our response

Based on feedback, we have decided not to proceed with our proposals to require specific
auditor’s assurance within our custody rules. A firm will be permitted to use the internal system
evaluation method and/or the rolling stock method without first seeking a written report from
its auditor. However, we expect the firm to be performing reconciliations or checks which

At paras. 5.59 to 5.61.
Unlike the situation in which a firm may undertake a non-standard method of internal client money reconciliation (for which we do
not stipulate how the firm carries out its internal client money reconciliations).
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achieve the stated purposes. Also, a firm’'s auditor will be reviewing the method of internal
custody record check (whether internal reconciliation or internal system evaluation) and physical
asset reconciliation (whether rolling stock or total count) the firm used for compliance with the
custody rules when it prepares its annual client assets report. This change to the proposals in
the CP will reduce the burden on firms. Moreover, as long as these annual auditor checks are
carried out, we do not expect that this change will impact on our policy objective of increasing
protection of client assets through increased speed of return of client assets and reductions in
shortfalls on firm failure. As such we do not need to revise the estimated benefits set out in
the CP.

External custody reconciliations

5.62 We consulted on clarifying how an external custody reconciliation should be carried out. For
example, where a firm deposits custody assets with a third party, we proposed clarifying
that the external reconciliation must be carried out from the firm’s internal records against
those provided by the relevant third party. Similarly, we proposed that where a firm does not
deposit a custody asset with a third party, that firm must carry out an external reconciliation by
comparing its internal records with the records of whichever third party is responsible for the
registration of legal title to custody assets (for example, and as appropriate, central securities
depositaries, operators of collective investment schemes, and administrators of offshore funds).

5.63 We also consulted on stipulating that all firms be required to undertake an external custody
reconciliation as often as necessary and no less often than at least every 25 business days.%®

5.64 Most respondents supported these proposals and, in particular, confirmed that it was already
standard market practice to undertake an external custody reconciliation at least monthly.
A few noted it was helpful to clarify that even where a firm does not deposit a custody asset
with a third party, it must still carry out an external custody reconciliation if a third party is
responsible for registration of legal title to the custody asset.

5.65 Anumber of respondents noted we had consulted on different minimum frequencies for external
client money reconciliations (once a month) and external custody reconciliations (once every
25 business days) and suggested that both client money and custody external reconciliations
should be subject to the same minimum frequency. Others disagreed with the proposal entirely,
suggesting we should allow each firm’'s management to decide what frequency is necessary
(with no minimum) and that a mandated minimum would be too prescriptive. One respondent
argued that the business models of private equity and venture capital firms, in particular, were
unique and that these types of firms merited different treatment given that this type of firm
was more likely to engage in transactions with custody assets on an infrequent basis. Others
suggested generally that if a firm engages in infrequent transactions in custody assets, it should
not have to undertake an external custody reconciliation on at least a once every 25 business
days or a monthly basis. On the other hand, another suggested all firms should be required to
undertake an external custody reconciliation at least once every ten business days.

5.66 A few respondents, representing firms operating in the fund management industry and with
overseas depositaries, commented that it may not be possible to obtain statements from third
parties with whom they deposit or register custody assets on a sufficiently reqgular basis.

5.67  Others queried whether a firm holding a paper share certificate would be obliged to undertake
an external custody reconciliation as between its records and those of the issuer.

66 See para. 5.39 in the CP and footnote 60 above.
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Our response

We are introducing our proposals for external custody reconciliations as set out in the CP.
However, based on feedback, we are requiring all firms to undertake external custody
reconciliations as regularly as is necessary but at least on a monthly basis (as opposed to once
every 25 business days). This is to bring this proposal into line with the frequency at which we
expect firms to undertake external client money reconciliations. This change does not have any
CBA implications.

In response to feedback, we are also clarifying that for the purposes of an external reconciliation
a firm may use any information (including statements or other confirmations) provided by a
third party with whom the firm deposits or through whom the firm registers custody assets
(as the case may be). We note, that where the relevant third party is also subject to CASS (i.e.
accepts assets or monies from the firm as either custody assets under our custody rules or client
money under our client money rules), that third party may be also subject to our requirement
to provide the firm statements on its holdings with that third party at whatever frequency the
firm requests (see below®).

We can confirm that where a firm is physically holding a custody asset, such as a paper share
certificate, the custody rules will not specifically require the firm to undertake an external
custody reconciliation in respect of that asset. Nevertheless, as part of its organisational
arrangements, a firm should consider, from time to time, performing ‘spot checks’ on whether
title to an appropriate sample of physical custody assets that it holds is registered correctly
under our rules.

Determining appropriate frequencies for custody record checks and reconciliations
We consulted on the basis that firms, subject to minimum frequencies®®, remain best placed
to determine the frequency at which they should be undertaking internal custody record
checks, physical asset reconciliations and external custody reconciliations under our custody
rules. For this purpose, we proposed that all firms be required to consider particular factors
when determining the appropriate frequency at which that firm should be carrying out these
processes and to review these frequencies on at least an annual basis.

We also proposed guidance clarifying that where a firm holds custody assets electronically
with a central securities depositary, it is likely that firm should be conducting external custody
reconciliations on a daily basis.

A few respondents queried whether this guidance applied to firms who do not hold their
custody assets directly with a central securities depositary, but rather pass them to another
intermediary who in turn holds the assets directly with the central securities depositary.
Another was concerned it may not be possible for a firm to undertake daily external custody
reconciliations with a central securities depositary if the firm is unable to obtain sufficient
information from the central securities depositary about the assets deposited with it on a daily
basis.

At paras. 9.14 t0 9.19.
At paras. 5.52, 5.54 and 5.68.
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Our response

5.74  Asproposed in the CP, firms will generally be required to review, on at least an annual basis, the
frequency at which they undertake internal custody record checks, physical asset reconciliations
and external custody reconciliations under our custody rules with regard to specific factors.
However, in response to feedback, a firm will not be required to separately review its
arrangements for the frequency that it undertakes each internal custody record check, physical
asset reconciliation or external custody reconciliation if the firm already undertakes the relevant
process daily in respect of all custody assets.

5.75 We have also revised our guidance around the frequency at which firms should be undertaking
external custody reconciliations for assets held electronically with a central securities depositary,
to confirm that a daily reconciliation is only viewed to be best practice where the depositary
is able to provide the firm with adequate information on its holdings on a daily basis. This
guidance is not applicable where a firm does not hold its custody assets electronically with a
central securities depositary.

Handling discrepancies and shortfalls in custody assets

5.76  We consulted on guidance to clarify when a discrepancy in a firm’s records is considered to be
resolved and a requirement that, where a discrepancy gives rise to a shortfall in the custody
assets the firm should be holding and the firm is unable to immediately make good the shortfall,
then the firm must use its own assets, or segregate its own money as client money, to the value
of the shortfall until the discrepancy is resolved. We set out that a firm would only be allowed
to segregate money as client money if it had confirmed that the relevant clients were entitled to
client money protection. We also proposed that firms should be required to consider whether
they should notify an affected client of the situation if the shortfall is not immediately made
good.

5.77 A number of respondents raised concern that it was not clear from our proposed rules whether
firms were expected in all circumstances to cover a shortfall in custody assets with its own
money or assets, even where a third party might be responsible for that shortfall having arisen or
the discrepancy was due to a timing difference. One respondent said that it would be desirable
if firms were required to cover shortfalls in all circumstances regardless of fault or the actions
of others. Others suggested a firm should not be held responsible for a shortfall for which it
is not responsible (e.g. delivery of securities to settle a trade is delayed by a counterparty or
an incorrect amount of securities are delivered (in each case through no fault of the firm)) and
highlighted the potential cost impact if they were required to cover all shortfalls irrespective
of fault.

5.78 Some respondents requested clarification as to how we expect firms to cover a shortfall in
custody assets if the firm otherwise normally operates under the ‘banking exemption’®® or uses
title transfer collateral arrangements’® for monies it receives or holds on behalf of clients.

5.79 A few also questioned in what circumstances a firm would be expected to notify its clients of
circumstances where a shortfall has arisen which the firm has not, when permitted, covered
with its own assets or money. Some noted that it may not always be apparent when it would
be in a client’s best interest or otherwise practical to do so (for example, in respect of ‘gone-
away’ clients).

69 See existing CASS 7.1.8R, and CASS 7.1.8AR to 7.1.10CR in Part 2 and CASS 7.10.16R to 7.10.24R in Part 3 of the final rules in
Appendix I.
70 See existing CASS 7.2.3R to 7.2.7G and CASS 7.11.1R to 7.11.13G in Part 3 of the final rules in Appendix I.
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We received other drafting comments on how to improve the clarity of the rules, including
suggestions to: (i) bring out the difference between discrepancies and shortfalls; (ii) clarify
when a discrepancy is considered to be resolved; and (jii) confirm the timeframes in which firms
are expected to investigate and resolve discrepancies and cover shortfalls.

Our response

We have made a number of amendments to the proposed rules for handling recordkeeping
discrepancies and shortfalls in custody assets to reflect feedback. This includes changes made
to ensure clarity and provide additional guidance where appropriate.

Where a firm, as a result of the internal custody record checks and reconciliations specified in
the rules”’, identifies a discrepancy in or between its or any relevant third party’s records which
relates to the firm’s holdings of custody assets, that firm will be required to promptly investigate
the reason for discrepancy and to resolve that discrepancy without undue delay. Where a
firm identifies a discrepancy in any other circumstances, that firm will be required to take all
reasonable steps to investigate the reason for the discrepancy and resolve it.

Following feedback, we are clarifying that a discrepancy will not be considered to be resolved
until the firm is holding the correct amount of custody assets and its records, and those of
any third party, accurately reflect this position. Where a discrepancy gives rise to a shortfall
in the custody assets the firm should be holding, this will necessitate the firm making sure it
makes good that shortfall (e.g. by obtaining assets to replace any custody assets which are
missing). If the firm does not immediately make good the shortfall and it is unable to conclude
that another person is responsible for the discrepancy, it is required to cover the shortfall in
the interim with either its own assets or an equivalent value of money until the firm is able to
resolve the underlying discrepancy. We have revised the proposed rules to clarify the steps a
firm must take when it appropriates its own assets or money to cover a shortfall, each of which
requires the firm to ensure those assets or monies are held in way so that they will be realised
for the benefit of relevant clients if the firm were to fail.

Where a firm concludes that another person is responsible for the discrepancy which has given
rise to a shortfall (or that discrepancy is due to a timing difference between the accounting
systems of that other person and the firm), in light of the feedback, the final rules do not
require the firm to cover the shortfall although the firm may do so. However, we underscore
that firms in this situation will need to take all reasonable steps to quickly resolve the situation
with the relevant party and consider whether to notify any affected clients of the situation.

Examples of the situations in which a firm might need to notify the affected client include
where: (a) after initial enquires, the firm and the relevant third party disagree on the number of
custody assets the third party should be holding for the firm; (b) the firm has been notified by
a third party of the loss of a custody asset; and (c) the firm is required to notify under the terms
of its agreement with the client.

Other factors which may be relevant for a firm to consider include: (a) the materiality of the
relevant discrepancy which has given rise to a shortfall; (b) the number and value of the custody
assets which are missing or in dispute with the third party; and (c) the length time which has
elapsed since the firm first became aware of the relevant discrepancy.

For example, as part of carrying out an internal custody record check (discussed above at paras. 5.35 to 5.52), a physical asset
reconciliation (discussed above at paras. 5.53 to 5.58) and/or an external custody reconciliation (discussed above at para. 5.62
t0 5.70).
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5.87 This change in approach does not require us to revisit the costs and benefits we estimated in
the CP. We recognise that this change will reduce the burden on firms from the position set out
in the CP, reducing the cost they may incur in handling custody recordkeeping discrepancies
which give rise to a shortfall. Separately, we note the final rules will require firms to promptly
investigate discrepancies, resolve them without undue delay and, in some circumstances,
to notify the client concerned. As a result, we do not believe this change in approach will
significantly reduce the benefits (better protection of custody assets and faster, more complete
return of custody assets on the failure of the firm) to clients set out in the CP.

5.88 Where a firm is obliged to cover a shortfall until the discrepancy which gave rise to the shortfall
is resolved and chooses to do this by segregating its own money as client money, the firm will
also need to ensure that the relevant clients affected by the shortfall are entitled to protection
under the client money rules and that the firm has the relevant permissions to hold client
money before it may segregate an amount of its own money as client money. The result of
this requirement is that firms that might otherwise accept monies from clients in accordance
with the banking exemption, holding the money on deposit (instead of as a trustee under our
client money rules), or under a title transfer collateral arrangement, either of which may have
the effect of disapplying or otherwise changing the application of our client money rules,
then those firms will need to ensure that they have systems and controls in place to enable
compliance with the client money rules in respect of that money and ensure that any client
to whom the shortfall is attributable would be entitled to client money protection. If a firm in
these circumstances wishes to use its own money to cover shortfalls in custody assets, then it
may be the case that the firm will need to repaper its agreements or other documentation with
the client concerned to ensure that money may be held for the client’s benefit as client money
under our rules. We set out in Annex 1 the cost implications of repapering that we expect may
arise from all the changes being introduced in this PS.

5.89 Consistent with our existing guidance for reporting to us on the CMAR, we are not stipulating
the means by which a firm must value any custody asset it is holding, or any shortfall in those
assets. Firms may use the previous day’s closing mark to market valuation, or if in relation to a
particular asset none is available, the most recently available valuation. However a firm values
a particular shortfall, we expect that firm will revisit the valuation as regularly as necessary to
ensure it continues to segregate a sufficient amount of its own assets or money to cover the
shortfall until the underlying discrepancy is resolved. In practice, we expect this is likely to mean
no less often than each time it undertakes a reconciliation in which that valuation is used. For
example, where a firm segregates its own money as client money to cover a custody shortfall,
that firm will, as part of its internal client money reconciliation, need to revisit the valuation
each day to ensure it is segregating the correct amount of client money to cover the shortfall
each business day. Also, where a firm sets aside its own assets to cover the shortfall, those
assets will then form part of the custody assets included in the next internal custody record
check the firm undertakes (being no less often than once a month).

5.90 Finally, where a firm covers a shortfall in custody assets with its own monies or assets, the
final rules clarify that the firm will need to keep specific records, including a description of the
applicable assets and/or monies appropriated for this purpose. Firms will separately be obliged
to update this record whenever the underlying shortfall is resolved. We expect many firms
already comply with this change. However, some firms may incur additional costs associated
with the extra staff time required to prepare these records. Nevertheless, we judge these
additional costs to be minimal, as set out in Annex 1.
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Recordkeeping and notifications

We consulted on additional requirements, and guidance, relating to the records firms should
be making and retaining in respect of their holdings of custody assets and the steps they take
and controls they have in place to comply generally with our recordkeeping requirements for
custody assets. We also proposed more prescriptive notification requirements.

Respondents were generally supportive of these proposals. A few respondents queried what the
difference in situation would be in which a firm ‘will be unable’ to comply with a requirement
and one in which the firm ‘materially fails’ to comply in respect of our proposed notification
requirements.’”> Some others requested additional guidance relating to which circumstances a
breach would be considered to be material.

Our response

We are introducing all the recordkeeping requirements we proposed in the CP. Records which
a firm will be required to make and retain include copies of each custody record check and/or
reconciliation the firm undertakes, each review it conducts of these arrangements and its policy
and procedures for complying with our requirements, including those around recordkeeping
and reconciliations.

In response to feedback and consistent with the existing requirements, we are also clarifying
that all firms holding custody assets are required to maintain a client-specific safe custody asset
record (discussed above’?). This is a record identifying each of the particular assets that the firm
is holding for each particular client.

We have also made minor amendments to the proposed notification requirements to ensure
consistency with similar requirements found in our client money rules which we believe lead
to no change in costs to firms or benefits to clients compared to what we estimated in the
CP. Where a firm will be unable to comply with a specified requirement (i.e. a firm has not yet
breached the relevant rule but becomes aware that it will in the future, either continuously or
for a specified period, be unable to comply with that rule) or where the firm materially fails to
comply with a rule (a breach of the rule has occurred), the firm will be required to notify us. A
materiality threshold applies to actual breaches, meaning not all breaches need to be notified
to us. We are not providing additional guidance on when a firm’s failure to comply with a
specific requirement is material. What is material will depend on the circumstances and firms
will need to consider this on a case-by-case basis.

Transitional provisions

A number of firms stated that a six-month implementation timetable would be insufficient to
allow them to make the necessary changes to their systems and processes to implement our
proposals generally around recordkeeping, notification and reconciliations for custody assets.
A number of respondents cited anywhere between 12 and 18 months as a more achievable
timetable.

See CASS 6.5.13R as proposed in the CP.
At paras. 5.31 and 5.44.
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Our response

5.97 Please refer to Table 2 in Chapter 2. Based on feedback, we are allowing firms a longer period of
time to bring their recordkeeping systems and practices into line with these new requirements.
Each of the above rules will come into force on 1 June 2015. However, firms may choose to
comply with any of these new requirements before this date.
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In this chapter we discuss changes relevant to both the custody rules and the client money
rules, which may affect all investment firms.

Title transfer collateral arrangements — written agreements and procedure
for switching

Q13 and Q43: Do you agree with our proposals in relation to TTCA?
If not, please provide reasons.

In the CP we proposed new rules relating to how a firm should document its title transfer
collateral arrangements (‘TTCA’), requiring each TTCA to be set out in a written agreement.
We also proposed a process to be followed should a client request (and the firm agrees to that
request) that its monies or assets previously covered by TTCA be brought into the protections
of the client money rules or custody rules, as appropriate. These proposals included the firm
setting out and agreeing with the client the procedure the firm would follow should the firm
agree to a request for protection under CASS. On agreeing to a request for protection, the firm
would be obliged to notify the client of its agreement and to state when the protection would
come into effect, taking into account the time required to:

i. update its records; and
ii. return the assets or monies to the client; or

iii. where applicable, segregate the relevant assets (amending registration details if necessary)
as custody assets under the custody rules or segregate the relevant monies as client money
under the client money rules.

For client money, we also suggested that, if the notification failed to specify when the firm
would terminate the TTCA after a request, a firm should be obliged to protect the client’s
monies as client money within one business day following the firm’'s agreement to the request.

The intention behind these proposals was to introduce requirements which, if followed, reduce
the potential for disputes when a firm enters into insolvency proceedings as to the status of
assets or monies held, or previously held, under TTCA.

Approximately 30 respondents provided feedback on these proposals. The overwhelming
majority were supportive. A number of respondents asked us to confirm that firms would
not be obliged to agree to a client’s request to switch out of TTCA; some worrying that these
proposals might otherwise provide clients with a ‘false sense of security’, or at least that an
agreement to terminate TTCA need not require termination of the whole agreement within
which TTCA might be established. Others noted that if a client requested they terminate TTCA,
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6.6

6.7

6.8

6.9

6.10

6.11

6.12

this may necessitate renegotiating the terms of the entire relationship between the firm and
the client.

A few respondents shared concerns about the interaction of these proposals with market
standard documentation for derivative transactions or stock lending activities. For example,
one queried whether the client’s agreement would need to be separate to any other agreement
which establishes the TTCA.

Some respondents also raised questions about the type of documentation a firm would need
to have in place with its client to comply with this rule and queried whether this would oblige
the firm to notify the client of the TTCA in place on either a one-way or two-way basis.

A few respondents noted our proposal that a firm record a client’s request to terminate TTCA
and suggested it also be clear the firm must record how it responds to that request (irrespective
of whether it agreed or denied the request).

A number of respondents also highlighted that, in light of the package of proposals set out in
the CP, six months may be insufficient time for firms, where necessary, to repaper their existing
client relationships.

Our response

We are implementing this proposal as set out in the CP and will:
a. require all firms to have a written agreement in place for TTCA; and

b. stipulate the process firms must follow should a client request protections under CASS
for assets and monies otherwise subject to TTCA. This process includes the firm ensuring
both the client’s request and, based on feedback, the firm's response are documented. On
agreeing to a request for protection the firm will also be obliged to notify the client of its
agreement and to state when the protection would come into effect.

When a firm notifies a client of the date on which a termination of TTCA is to take effect, we
expect the firm will consider how much time it reasonably requires to take into account any
contractual commitments between the firm and client. We confirm also that the termination
of TTCA need not amount to a termination of the entire agreement between that client and
the firm in which the TTCA may have been established. Moreover, nothing in the final rules
will require a firm to agree to terminate TTCA if the client so requests. We also recognise
that in some circumstances, in the event that a firm agrees to terminate the TTCA in line
with a client’s request, the parties might need to first renegotiate the overall terms of their
contractual relationship (which could take a substantial period of time) before the current TTCA
is terminated. We note that any need to renegotiate is not as a result of our rules, but would
be needed regardless of whether or not this proposed rule was in place.

To limit the uncertainty among clients and reduce the number of disputes and queries relating
to a TTCA following the failure of the firm, it is important that there is documentation
demonstrating the parties’ agreement to the TTCA and any correspondence between the
parties relating to termination, whether possible or actual, of TTCA. For this purpose and
based on feedback, the final rules clarify that the written agreement must cover the client’s
agreement to the terms of the TTCA, any terms under which ownership of the client’s assets or
monies may transfer back from the firm to the client, and any terms for the termination of the
TTCA or for the overall agreement through which the TTCA was agreed. Firms are reminded
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generally of the existing requirements for them to be fair, clear and not misleading in their
communications with clients.”

The changes to our rules do not prescribe how and in what form the firm obtains its client’s
agreement to TTCA, so long as that agreement is documented in writing. We are also aware
that TTCA may be agreed to through the use of market standard documentation (such as in
connection with derivatives transaction or securities lending activities). However, we are not
aware of, and nor did the feedback suggest, any conflict would arise between our proposals
and firms use of market standard documentation.

In addition to the position set out in the CP, a firm will also be required to document how it
responds to a client’s request (i.e. whether it agrees or disagrees). We expect the cost impact
of this change to be minimal as firms will already need to have procedures and systems in
place to document client requests and the firm’s agreement to such a request, as set out in
the CP.”> Annex 1 also sets out a summary of the general repapering costs some firms may
incur as a result of the proposals set out in this PS, including the proposal to ensure TTCAs are
documented in a written agreement.

Finally, these rules will come into force in two stages:

1. all firms will be required to ensure their TTCA with new clients are documented in written
agreements in accordance with the final rules from 1 December 2014, however, firms will
have until 1 June 2015 to repaper their client agreements (if necessary) with existing clients;
and

2. firms will have until 1 June 2015 to ensure compliance with the remaining requirements we

are introducing around the steps firms will need to follow when a client requests to switch
out of TTCA. Please see Table 2 in Chapter 27 for further information.

Delivery versus payment exclusion - transactions through a commercial settlement
system

Q13 and Q43: Do you agree with the proposal of clarifying the requirements
around the DvP window? If not, please provide reasons.

In certain circumstances, firms are allowed to take money and assets from clients out of the
protection of the custody rules and client money rules in respect of a delivery versus payment
transaction through a commercial settlement system (the ‘DvP window’). In the CP, we noted
that we have seen some firms holding money and assets under this ‘window’ for significant
lengths of time.”” On this basis, we consulted on amending the rules to set out exactly when
the DvP window begins and ends to ensure that firms are aware of when they must comply
with the custody rules and the client money rules in respect of assets and monies they hold for

See COBS 4.2.1R.

At paras. 4.23 and 5.49.
See p.20.

At paras. 4.27 and 5.7.
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6.17

6.18

6.19

6.20

6.21

6.22

6.23

6.24

6.25

clients. We also proposed defining ‘commercial settlement system’ and proposed a requirement
to ensure clients agree to these arrangements.

Respondents generally supported the proposal to clarify the rules; only a few providing requests
for further clarifications.

One respondent asked for clarification of whether the DvP window starts when client money
or custody assets are received by the firm for the purpose of a transaction, or when the money
or assets are received into the settlement system. Another respondent asked for clarification of
how firms that will be subject to the proposed ‘immediate segregation’ requirements for client
money’® will comply with the DvP window in the context of clients’ sale transactions.

Most respondents supported defining ‘commercial settlement system’ although one noted that
care should be taken not to inadvertently limit its scope.

A few respondents asked for clarification of what kind of agreement they would be required
to obtain from their clients.

Our response

We are implementing these requirements as proposed in the CP with only a few changes to
improve clarity and reflect the feedback we received.

The firm has the duration of the ‘DvP window’ as described in the rule during which it need
not comply with either the custody rules or the client money rules, as appropriate, in respect
of the relevant assets or monies.

In respect of a client’s purchase (assuming all the other conditions of the rule are met), the DvP
window will start from the date of the client’s fulfilment of its payment obligation to the firm.
The DvP window will then close at the earlier of the date the relevant delivery versus payment
transaction settles or the third business day following the date the client fulfils its payment
obligation to the firm. Where delivery of the asset to the client has not occurred by the close
of business on the third business day following the date of the client’s fulfilment of its payment
obligation to the firm because the transaction has not yet settled, the firm will need to treat the
money as client money in accordance with the client money rules until such time the delivery
by the firm to the client occurs.

In respect of a client’s sale (assuming all the other conditions of the rule are met), the DvP
window will start from the date the client fulfils its delivery obligation to the firm. The DvP
window will then close the earlier of the date the relevant delivery versus payment transaction
settles or the third business day following the date the client fulfils its delivery obligation to
the firm. Where payment to the client has not occurred by the close of business on the third
business day following the date of the client’s fulfilment of its delivery obligation to the firm,
because the transaction has not yet settled, the firm will need to treat the custody asset in
accordance with the custody rules until such time the payment by the firm to the client occurs.

In respect of either a client’s purchase or a client’s sale, we consider it will often be a matter of
agreement between the firm and the client as to how and when the client fulfils its payment
obligation or delivery obligation, respectively, to the firm. This could be, for example, by using
client money or custody assets previously held by the firm for that client.

78 See below, at paras. 7.107 to 7.112.
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To the extent that the transaction has not settled and the firm still holds for the client money
or assets following the date the DvP window closes (as set out above’® the DvP window may
not be available for the same length of time in relation to each transaction, but in all cases will
be no longer than three business days), the firm will be required to segregate the client money
or custody assets promptly and comply with the client money rules or hold the asset under the
custody rules, as appropriate.

If the transaction settles before the end of the window, in respect of a client’s sale, the firm
must segregate client money it receives on settlement promptly®°, and in respect of a client’s
purchase, the custody assets the firm receives on settlement must be treated in accordance
with the custody rules.

Until a delivery versus payment transaction in respect of a client’s sale settles, a firm may, if its
regulatory permissions allow, segregate its own money as client money, instead of the custody
asset, in an amount equivalent to the value at which that client’s custody asset is reasonably
expected to settle. However, if a firm does this, as discussed above in the context of covering
custody shortfalls®’, the firm must first confirm that the relevant client for whom the firm
would otherwise be holding the custody asset is entitled to protection under the client money
rules. Similarly, the firm will need to ensure it incorporates this money into its internal and
external client money reconciliations (discussed below®?).

Similar to our requirements for covering custody shortfalls®3, where a firm segregates its own
money as client money, instead of a custody asset, the final rules clarify that the firm will need
to keep specific records describing the safe custody assets in question, identifying the relevant
affected client(s) and specifying the amount of money that the firm appropriates to cover
the value of the safe custody asset. We expect many firms already comply with this change.
However some firms may incur additional costs associated with the extra staff time required to
prepare and update these records. Nevertheless, we judge these additional costs to be minimal,
as set out in Annex 1.

We have also amended the final rules to make it clear that a firm will be required to ensure
each client agrees to the holding of its assets or monies within the DvP window. Firms will
be separately obliged to ensure this agreement is documented in writing and is retained for
the duration of the time that the firm uses, or intends to use, the DvP window in respect
of transactions for that client. We expect some firms might be able to comply with these
requirements by making reference to their use or intended use of the DvP window in their
standard terms of business with clients.

Annex 1 also sets out a summary of the general repapering costs some firms may incur as a
result of the changes being made in this PS, including the requirement for firms to ensure they
document the agreement of each client to hold that client’s assets and/or money within the
DvP window.

Finally, these rules will come into force on 1 December 2014. By this date, all firms will be
required to ensure that any new clients have agreed to the firm's use of the DvP window in
accordance with the rules and that this agreement is documented in writing. However, based

At para. 6.23 to 6.24.

See also paras. 7.107 to 7.112 below.
At paras. 5.76 to 5.90.

At paras. 7.207 to 7.267.

Discussed above at paras 5.76 to 5.90.
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on feedback, firms will have until 1 June 2015 to ensure their existing clients have agreed to,
and the firm has documented, these arrangements (as necessary). Please see Table 2 in Chapter
2 for further information.

Unclaimed custody assets and client money

Q19: Do you agree with our proposals in relation to allocated
but unclaimed client money? If not, please provide
reasons.

Q20: Do you agree that unclaimed sums of less than £10
should cease to be client money if they are paid away to
charity in accordance with the proposals above? If not,
please provide reasons.

Q34: Do you agree with the proposal relating to unclaimed
custody assets? If not, please provide reasons.

6.33  In the CP we proposed to revise our rules for how firms may deal with unclaimed client money
and introduce a similar option within our custody rules relating to unclaimed custody assets.
This included mandating that a firm wait at least six years in respect of client money, or 12
years for custody assets, with no activity on the client’s account before the firm has the ability
to implement a procedure to pay or transfer client money or custody assets, or the liquidation
proceeds, away to a registered charity.

6.34 In both the custody rules and client money rules, the procedure proposed included requiring
the firm to:

a. take into account the arrangements under which a client’s custody assets and/or client
money is held before disposing of the relevant unclaimed assets or monies; and

b. take reasonable steps to return the unclaimed monies or assets to the client concerned.

We also provided an evidential provision setting out steps we would expect a firm to take to
contact the client concerned before paying away unclaimed client money, or liquidating and
paying away the proceeds of unclaimed custody assets, to charity. This evidential provision
contemplated that firms might have to attempt to contact the ‘gone-away’ client up to six
times, including placing an advertisement in local media if necessary, before paying away the
client’s monies, or the liquidated proceeds of its assets, to charity.

6.35 We also proposed a number of recordkeeping obligations and a requirement that the firm, or a
member of its group, provide an undertaking to make good any valid claims which might arise
after the firm has paid away unclaimed client money, or the proceeds of liquidated unclaimed
custody assets (in this PS, we refer to unclaimed client money, unclaimed custody assets and
the proceeds of liquidated unclaimed custody assets as ‘unclaimed client assets’), to charity.
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Approximately 70 respondents commented on these proposals. The majority were in support
of the approach proposed and, in particular, the introduction of a mechanism in our custody
rules for dealing with unclaimed custody assets. However, a number of concerns were raised
about the procedure firms would be expected to follow before paying the liquidation proceeds
of unclaimed custody assets, or a balance of client money, to charity.

A number of respondents, noting that these proposals would require that their existing
arrangements with clients expressly permit them to pay away unclaimed client assets to charity
before being able to do so, stated that these proposals would provide no meaningful benefit
to firms in respect of any unclaimed client money and unclaimed custody assets they currently
hold, as the firms would not be able to obtain the agreement of ‘gone-away’ clients to pay
their unclaimed client assets to charity.

Some respondents thought the proposed evidential provisions established too onerous a
procedure for tracing and attempting to return unclaimed client assets to ‘gone-away’ clients.
In particular, a few stated that an advertisement in local media should not be expected in all
cases as this could be cost prohibitive; raise data protection and/or fraud concerns; and might
be of limited benefit to a firm that is not necessarily local to its clients and therefore has no idea
where the client is located and, as a result, in which areas to advertise.

A couple of respondents queried whether firms should be expected to continue to attempt
to contact a client, if they know the contact details they hold, if used, will have no success in
reaching the client.

Others suggested there are different means by which a firm might attempt to trace a ‘gone-
away’ client, including carrying out searches of public records or mortality screening and using
credit reference agencies or tracing agents. A few of these respondents stated a combination
of using mortality screening, credit reference and tracing agencies can be both cost-effective
and have a success rate of up to 80%.

A number of respondents questioned whether our proposals, if implemented, would create a
new liability of the firm to the client after the client’s monies or assets are paid away to charity.
A couple of respondents stated that if a firm remains liable to the client after paying away their
monies or assets to charity, then it is unlikely the firm would make use of the proposals to pay
away the unclaimed client assets.

A number of respondents suggested a fundamental change to primary legislation may instead
be needed before firms will be able to pay away unclaimed client assets to charity, noting
primary legislation would be able to address the nature of firms’ liability to clients after paying
away unclaimed client assets to charity. A few of these respondents noted that there exists in
various US states processes of escheatment for unclaimed client assets, allowing payment to
a state treasurer, or other similar legislative schemes, allowing payment to specified charities.
These schemes operate to reduce the legal liability firms might otherwise incur from having
disposed of unclaimed client assets.

Our response

As proposed in the CP, under the final rules, firms will be required to take into account the
arrangements they have in place with their clients before paying away unclaimed client assets.
However, we have amended the language in the final rules to make it clear that with respect
to both unclaimed client money and unclaimed custody assets, the firm may pay away those
monies and assets if this is consistent with their arrangements with clients.
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6.44 We have also clarified that any payment away of unclaimed client assets must be permitted
by law.

6.45 Similarly, as proposed, the final rules require firms to take reasonable steps to trace clients and
return the unclaimed client assets before paying these monies and assets away to charity. A
firm uncertain about whether paying unclaimed client assets to charity, or otherwise following
the steps required under our rules, is consistent with its arrangements with clients (whether
in a contractual, trustee or other relationship) or permitted by law should consider seeking
professional advice.

6.46 In light of feedback, we are introducing a number of changes to the evidential provision which
a firm may rely on when establishing whether a particular course of action is likely to comply
or contravene the requirement for that firm to take reasonable steps to trace a client and
return unclaimed client assets. First, the position we consulted on would have obliged most
firms to attempt to contact a ‘gone-away’ client up to six times before disposing of unclaimed
client assets. In response to feedback we have amended the rules so that firms will instead be
expected to, after determining, as far as reasonably possible, the current contact details for
a client, attempt to communicate with that client three times before disposing of the client’s
unclaimed monies or assets. We expect the initial and final means of communication will be
in writing (by post or electronic mail), but firms will be free to use other means, including by
telephone or local media, so long as at least 28 days fall between each communication, or
attempted communication, with the relevant client. We note the revised rules contemplate that
a firm may, but is not required to, use media advertisements to ascertain the current contact
details for, or otherwise attempt to communicate with, a ‘gone-away’ client. We understand
that using media advertisements may in some circumstances be an effective way to reach
‘gone-away’ clients but agree that it will not be in all cases and, as a result, are not mandating
their use.

6.47 Second, firms will not be expected under the evidential provisions to continue to attempt to
contact a client, if, after determining, as far reasonably possible, the current contact details for
a client, it receives confirmation that those contact details are inaccurate or, if used, unlikely to
reach the client. One example of this situation may include where a firm has only been able to
determine that a client might be contacted at a postal address and after writing to that client at
that address the letter is returned or the firm receives a written reply confirming that the client
no longer lives at that address. However, where a firm has determined that there is more than
one way to contact the client (e.g. where the client might be contactable at multiple postal
addresses, phone numbers or email addresses), we expect the firm to continue to attempt to
contact the client with the other contact details it may hold.

6.48 We believe these revision to the evidential provision are proportionate to the costs a firm
might incur in tracing or otherwise communicating with the relevant clients. We note, from
feedback, that the costs a firm would incur from the proposed steps in the CP (e.g. requirement
for a media advertisement) could have been expensive and potentially ineffective (i.e. some of
the proposed steps are likely to have had a limited likelihood of successfully tracing the client
concerned). In other words, we consider that the changes being made in this PS are likely to
be as successful in tracing and contacting the same number of clients as would have been the
result of the proposals in the CP, but at a reduced cost to firms.

6.49  More generally, there might be various means available to a firm to determine, as far as this is

reasonably possible, the current contact details for a ‘gone-away’ client. A firm may use any
means available to it. The firm may need to consider each of the sources of data available, such
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as other internal records the firm may hold, public records, mortality screening, credit reference
agencies or tracing agents or other means to solicit a reply from the client such as placing
general advertisements in local media or telephoning the client.

For unclaimed client assets that are paid away to charity, the final rules will require a firm to
unconditionally undertake to make good any valid claim or to ensure that an unconditional
undertaking to make good any valid claim is made by a member of the firm’s group (i.e. an
affiliate). Firms will need to ensure that this undertaking is legally enforceable by any person
with a valid claim to the custody asset or the balance of client money in question at the time
that asset or balance is released or divested by the firm®* and that they retain the requisite
records indefinitely. This rule is intended to create a legally enforceable claim to enforce the
undertaking, independent of any other private right of action the client may have, in relation
to the loss of those assets and monies which were paid away to charity under these rules. We
noted in the CP that a firm might obtain insurance coverage for this purpose, but we recognise
that this may not always be possible.

The final rules we are introducing on this topic will only impact a firm’s obligations as an
authorised person under our requirements and as a trustee of the statutory trust of client
money created under our rules.®> A firm will need to consider carefully any obligations it may
have to a client when deciding whether it is able to proceed with paying away unclaimed
balances of client money or disposing of unclaimed custody assets.

Unclaimed custody assets

A number of other respondents commented that firms should be allowed to pay the actual
unclaimed custody assets to a charity instead of having to liquidate the asset and pay the
proceeds to charity.

Many respondents also suggested the ‘waiting period’ (the time between when a client last
had contact with the firm and when a firm is able to make use of the procedures under our
rules to pay away the client’s monies or assets to charity) should be the same across both our
client money and custody rules, noting we proposed six years for client money and 12 years
for custody assets. Some stated that if a client has ‘gone-away’, it is likely the firm is holding
both assets and monies for the client or that six years would be appropriate for both unclaimed
client money and unclaimed custody assets and is comparable to both the recordkeeping
requirements placed on firms® and the provisions of the Limitations Act 1980 which restrict
the time in which different causes of action can be brought.®” A small number of respondents
also suggested that 12 years was excessive and increased the likelihood that the ‘gone-away’
client would be more difficult to trace.

For example, in England and Wales, this might be achieved by the execution of a deed.

See existing CASS 7.7 and CASS 7.17 in Part 3 of the final rules in Appendix I.

For example, see MIFID implementing Directive, Article 51 (obligation on member states to require investment firms to retain all the
records required under the directive and its implementing measures for a period of at least five years), available at:
http://eur-lex.europa.eu/legal-content/EN/TXT/?qid=1398413558699&uri=CELEX:32006L0073.

See Limitation Act 1980, Part 1, Sections 2 and 5, as amended. Original version available at:
www.legislation.gov.uk/ukpga/1980/58.
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Our response

6.54 Following feedback, the final rules will allow firms to initiate steps to either pay unclaimed
custody assets to charity in specie or liquidate those assets and pay the proceeds to charity.

6.55 However, as proposed in the CP, this procedure will not be available for an unclaimed custody
asset until at least 12 years since the firm last received instructions concerning any custody assets
from or on behalf of the client concerned. Our rules give firms a way to dispose of unclaimed
client money after six years of no movement on the client’s account. This difference in approach
is based on the different nature of monies and assets and the different circumstances in which
an investment firm may come to hold unclaimed monies and assets. Although client monies
should usually only be held by an investment firm for short periods (e.g. in transit between
the settlement of a purchase/sale and payment to the client), by contrast, clients may have
a reasonable expectation that a firm providing custody services may hold on to that client’s
custody assets for a significant period of time with limited contact with the client.

6.56 We acknowledge a number of respondents separately noted that a longer ‘waiting period’
of 12 years could increase the likelihood that the ‘gone-away’ client would be difficult to
trace. Nonetheless, consistent with the FCA Principles® and, where applicable, the clients best
interest rule®®, we note that firms should be taking steps earlier than the end of this 12 year
period to ensure they are holding up-to-date contact details for their clients.

Costs associated with handling unclaimed client money and custody assets

6.57 A number of respondents suggested firms should be allowed to deduct their costs before
paying away unclaimed balances to charity. This included costs from tracing the client,
liguidating unclaimed assets, paying away balances of client money or custody assets to charity
and obtaining insurance to cover potential claims.

Our response

6.58  Under the rules we are introducing for the treatment of unclaimed client money and unclaimed
custody assets, any costs the firm incurs must be paid out of the firm’s own funds. This includes
any costs the firm incurs in:

Q

. tracing a client;
b. liquidating unclaimed assets;

c. arranging transfer of unclaimed balances, liquidation proceeds or unclaimed assets to
clients; or

d. obtaining insurance to cover any claims arising from the actions the firm may undertake
under these rules. This approach is consistent with the responsibilities firms generally have
to their clients as a consequence of holding their monies and assets, including, where
appropriate, those firms' duties as trustee.

88 In particular, Principle 10.
89 COBS 2.1.1R.
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De minimis amounts of unclaimed client money and custody assets

In the CP we proposed allowing firms to pay unclaimed client money balances of less than or
equal to £10 for any one client to charity after following a process with fewer steps than would
otherwise be required. Firms would be expected to make at least one attempt to contact the
client and return the money. If a firm chooses to use this mechanism, that de minimis amount
of money would cease to be client money. We did not propose to introduce a similar threshold
for handling de minimis amounts of unclaimed custody assets.

We received a considerable amount of feedback on this proposal. One respondent queried
whether firms could use any means of communication to get in touch with the client. A large
number of respondents argued that the de minimis threshold should be higher than £10.
Many of these respondents noted that their reasoning for this was that the cost of returning
that money to clients was disproportionate to the amount of money actually being returned
to those clients. Other respondents suggested that the de minimis amount should be tiered
by client type, arguing that when contemplating whether to retrieve money from a CASS
investment firm the considerations made by a professional client (for example the operational,
commercial or tax implications of reclaiming the money) are likely to differ from those of a retail
client, and that in some instances this leads to professional clients being less likely to respond
to a firm’s efforts to return the unclaimed balances. A few respondents suggested that the de
minimis level for retail clients should be £25 and higher for other clients. A few respondents
suggested that professional clients would not accept returned amounts of less than £100 as the
costs of receiving such amounts would be greater than £100. A few respondents argued that
any de minimis threshold should be applied on a product or business line basis as it would be
onerous to apply a de minimis threshold at a client level.

A number of respondents also suggested that we should introduce a similar de minimis
threshold for handling unclaimed custody assets.

Our response

The final rules do not specify the type of communication that should be used by firms in the
context of de minimis balances of unclaimed client money. Nonetheless, the final rules do clarify
that a firm must wait at least 28 days after the communication has been made before releasing
the balance of unclaimed client money. Also, as part of its record keeping requirements a firm
will be required to keep details of the communication the firm had, or attempted to have, with
the client.

In response to feedback, the final rules set a de minimis threshold for unclaimed client money of
£25 for retail clients and £100 for other clients. Taking into account that balances of unclaimed
client money will have been held for six years by firms before the procedure in our rules will
be available to them to pay the unclaimed sums to charity, we agree that increasing the de
minimis thresholds is appropriate. In addition, taking into account that retail clients are likely
to be receiving these balances for themselves whereas professional clients may be receiving
each balance on behalf of multiple underlying clients (such that the amount would be divided
between a number of its underlying clients), we agree that tiering and increasing the de minimis
thresholds for depending on client type is proportionate. We agree that £25 for retail clients
and £100 for professional (or other) clients is a reasonable de minimis level.

We are not introducing a de minimis threshold in relation to unclaimed custody assets. This
is because custody assets are by nature usually less fungible than money and the value of a
custody asset can fluctuate, sometimes significantly, over time.
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7.
Client money rules (CASS 7)

7.1 In this chapter we discuss changes to the client money rules, which will affect all investment
firms who hold client money.

Application of the client money rules

Q10: Do you agree with our proposal to clarify the application
of the client money rules in this way? If not, please
provide reasons.

7.2 We consulted on clarifying the application provisions in the client money rules by making
amendments to the existing rules and inserting new guidance highlighting particular rules and
guidance elsewhere in the CASS sourcebook that firms should be aware of when their activities
are caught by the client money rules.

7.3  The majority of those who responded to this question welcomed the clarifications. One
respondent noted that with respect to certain margined transactions that a firm carries out
for a client, a client equity balance may become due to a client for those transactions without
the firm having first received a margin payment from a client into a client bank account. In
response to this feedback, the final rules include guidance reminding firms that their internal
client money reconciliations should take into account any client equity balances they owe to
their clients in relation to margined transactions.

Banking exemption

Q11: Do you agree with our proposals in relation to the
banking exemption? If not, please provide reasons.

7.4  In the CP we consulted on making the rules clear that, for firms who are able to disapply our
client money rules through the use of the banking exemption, the default position should be
that money relating to investment business is held by that firm on deposit or in an account
with themselves under the ‘banking exemption’®®. The banking exemption is available to banks
allowing them to hold money relating to investment business which would otherwise be client
money as deposits in the course of a banking relationship. We further consulted on the firm
being required to provide certain notifications to clients including:

90 See existing CASS 7.1.8R, and CASS 7.1.8AR to 7.1.10CR in Part 2 and CASS 7.10.16R to 7.10.24R in Part 3 of the final rules in
Appendix I.
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7.5

7.6

1.7

7.8

7.9

7.10

i. when applicable, that the money will be held by the firm as banker and not as trustee and
that the client money distribution rules will not apply; and

ii. when applicable, that the firm client money will be held in accordance with the client money
rules and that the client money distribution rules will apply to that money on the failure of
the firm. We further consulted on these firms being required to consider the situations in
which money from clients would cease to be treated under the banking exemption and be
treated as client money and agree these with their clients.

We received feedback from firms, trade associations and auditors on these proposals. The
majority of respondents agreed that where an investment firm is a credit institution the use of
the banking exemption should be the default position. We also received requests for a number
of additional clarifications.

A number of respondents asked for clarification of the circumstances in which money would
cease to be treated within the banking exemption and be treated as client money. Others asked
whether they would be required to obtain express consent of the client to these circumstances
or whether an amendment to the firm'’s terms and conditions with no requirement for consent
would be sufficient. Another respondent asked whether, if there were no circumstances in
which a firm intended to hold money in accordance with the client money rules, a one-way
notification of this to its client would be sufficient. We also received feedback that the rules were
drafted in a way that suggests that the application of the banking exemption is conditional on
firms meeting the notification requirements. One respondent noted that there might be further
costs associated with the proposal if they had to renegotiate their client contracts.

A few respondents asked for clarification of how the notification requirements in relation to the
use of the banking exemption interact with the notification requirements relating to where a
firm intends to hold money as trustee in accordance with the client money rules, and whether
these could apply at the same time.

A few respondents commented that the rules were not clear as to what was meant by holding
money ‘on a firm’s balance sheet’ and argued that a balance sheet should not be the definitive
test of whether monies were held under the banking exemption. For example, some noted that
there would be a time lag between amounts of money being recorded in a firm’s books and
records and reaching the balance sheet and that therefore the firm’s books and records were a
better, more up to date, record to use.

Our response

We are introducing these proposals largely as set out in the CP with some minor changes to
improve clarity.

In our supervisory activities, we have come across firms using the banking exemption transferring
money to third parties in situations which amounted to them ceasing to use the exemption
and meant they should have been protecting clients’ money under the client money rules.
We recognise that not all situations involving the transfer of money to a third party in respect
of client investment business will cause the firm to fall out of the banking exemption, for
example where a firm transfers an equivalent amount of money to a third party but continues
to recognise a deposit for that client. Firms should ensure that they have assessed their own
activities to determine whether they do fall outside the banking exemption.
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The provision to clients of updated terms of business to reflect the circumstances (if any) in
which money would cease to be treated within the banking exemption and be treated as client
money is sufficient for the purposes of meeting our requirement for notifications to clients
when operating under the banking exemption. If, having assessed their situation, firms do not
believe there are any circumstances in which they will cease to treat money within the banking
exemption, they do not need to specifically address this point in their terms of business.

When using the banking exemption firms will be obliged to make the requisite notifications to
clients. However, although failure to do so will mean that the firm is in breach of the rules, it
should not of itself affect the status of the money.

Also, if a firm chooses to use the banking exemption for some of its business and it also holds
client money as trustee in accordance with the client money rules in relation to other business
for that client, the firm will be required to make both notifications to the relevant clients. This
includes where a firm has identified situations in which it will cease to hold money under the
banking exemption and will hold the money as trustee, it will need to notify clients of what this
means in accordance with the rules.’’

This proposal does not impose a requirement on firms to renegotiate their terms of business
with clients and we would not expect this to be the result of the final rules. The final rules
require firms to be more transparent in their terms of business about how they treat the money
they receive from clients, but we are not expecting these firms to change their business models.
Providing clients with updated terms of business to reflect the practices of the firm is sufficient
for the purposes of meeting our notification requirements under the final rules. Therefore, we
do not expect firms to incur any additional costs renegotiating client contracts.

Finally, we have removed the references in the rules to money being held ‘on a firm’s balance
sheet’. However, we do expect the bank’s liability to its clients to be properly recorded.

Allocation of monies received while operating under the banking exemption

We consulted on guidance that where a firm using the banking exemption receives money
which, but for the exemption, would otherwise be held by that firm as client money in
accordance with the client money rules, that money should be allocated promptly to the client,
and we would expect this to be done within five business days of receipt.

A number of respondents suggested that allocation within five business days would be difficult

to achieve. Others requested clarification as to how money that a firm failed to allocate within
the time specified in the guidance should be treated.

See CASS 7.1.8DR in Part 2, and CASS 7.10.19R in Part 3 of the final rules in Appendix I.
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Our response

In response to this feedback that allocation within five business days would be difficult
to achieve, we have amended the guidance to say that we would expect firms to allocate
these receipts of money promptly and no later than ten business days following receipt. The
specification of ‘'no later than ten business days’ gives these firms longer than five business
days and is consistent with the time that investment firms are permitted for the allocation
of client money (see below®?). Given that under this guidance firms should still allocate client
money promptly, we do not believe that the amendment to allow firms a maximum period of
ten business days will reduce the benefits to clients from the package of proposals consulted
on in the CP.

The final rules do not specify the way a firm should treat sums of money that it fails to allocate
within the time set out in the guidance. We do, however, expect firms to operate systems
which enable them to meet this timeframe. Where the firm acts as banker to its clients under
the banking exemption®, failure to allocate the money to clients promptly should not of itself
affect the status of how the money is held.

Trustee firms

Q12: Do you agree with our proposals in relation to how
trustee firms should hold client money when they are
acting as such? If not, please provide reasons.

A trustee firm is a firm that acts as a trustee or personal representative (a ‘trustee firm’). The
rules that relate to trustee firms apply to such firms in relation to client money received in the
context of their carrying out designated investment business that is not MiFID business (for this
PS “trustee firm client money’). For example, these rules may apply to client money received
by trustee firms that also establish, operate or wind up a self-invested personal pension scheme
('SIPP’). We note that the client money rules may be applicable to client money received by the
same firm in the context of other activities (such as MiFID business) carried out by the firm other
than in its capacity as a trustee (for the purposes of this PS, ‘non-trustee firm client money’).
The application rules for CASS®* make it clear how the CASS rules apply to trustee firms.

We consulted on disapplying the client money distribution rules (both the primary pooling
event rules and the secondary pooling event rules) to trustee firm client money. This is because
we consider it more appropriate that on the failure of a trustee firm its trustee firm client money
is dealt with in accordance with the terms of the trust instrument under which it is held and in
accordance with general trust law.

We also consulted on permitting trustee firms to elect to comply with all the requirements
relating to the segregation of client money®, all the requirements relating to client money
records, accounts and reconciliations®® and the acknowledgment letter requirements®” rather

At paras. 7.141 to 7.144.

Discussed above at paras. 7.4 to 7.15.

See CASS 1.4.6R to 1.4.8R.

CASS 7.4.

Existing CASS 7.6 and Annex 1G and CASS 7.15 and 7.16 in in Part 3 of the final rules in Appendix I.
Existing CASS 7.8 and CASS 7.18 in Part 3 of the final rules in Appendix I.
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than only the minimum requirements explicitly set out in the rules. This proposal was aimed
at enabling a firm that is also subject to the client money rules other than in its capacity as a
trustee firm to be able to use the same systems and controls for its trustee firm client money
and its non-trustee firm client money.

7.23  In addition, in the context of trustee firm client money, we consulted on allowing trustee firms
to apply the relevant CASS provisions separately to each trust of which they are the trustee. If
a trustee firm elects to do this it is required to segregate client money held for each different
trust, conduct separate reconciliations for each different trust and rectify any shortfall in each
trust separately.

7.24  All those who responded to this question in the CP were in broad agreement with our proposal,
welcoming the added flexibility for trustee firms. All respondents supported the proposal to
disapply the client money distribution rules for trustee firms as it was agreed that in the case
of a primary pooling event firms should turn to the terms of the trust. Respondents also noted
that the clarifications to the application of the CASS rules for trustee firms would be helpful
in removing any confusion surrounding the compatibility of the CASS regime and the pension
regime.

Our response

7.25 We are implementing these proposals largely as set out in the CP but with some changes. First,
the final rules disapply our client money distribution rules to trustee firm client money, but we
note that this means the client money distribution rules will still apply in relation to any other
non-trustee firm client money that the firm holds other than in its capacity as a trustee.

7.26  Second, the final rules will still allow trustee firms the ability to opt in to complying with all the
requirements relating to the segregation of client money, all the requirements relating to client
money records, accounts and reconciliations and/or the acknowledgment letter requirements
rather than only the minimum requirements explicitly set out in the rules. In addition, the final
rules will also allow firms to elect to comply with all the rules relating to client money held by
a third party.?®

7.27  Third, given the differing application of the client money distribution rules to trustee firm client
money and non-trustee firm client money, the final rules make it clear that when firms hold
both trustee firm client money and non-trustee firm client money, these ‘pots’ of client money
must be segregated from each other and the relevant rules (those rules that firms are required
to comply with and those opted into by the firm) must be applied to each ‘pot’ separately. The
final rules also include guidance to remind firms that when they are designing their systems and
controls they must consider the fact that the client money distribution rules will only apply in
relation to any non-trustee firm client money that the firm holds and any other legislation that
may be applicable.

7.28 Finally, the final rules will allow trustee firms to elect to apply the relevant CASS provisions
separately to each trust of which they are the trustee firm.

98  Existing CASS 7.5 and CASS 7.14 in Part 3 of the final rules in Appendix I.
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7.32

Trustee firms — acknowledgement letters

A few trustee firms have fed back that even though they are not required to do so under the
current rules, they have obtained acknowledgement letters in line with the rules in respect of
their client bank accounts (holding trustee firm client money). These trustee firms have queried
whether they will therefore be required under the new rules to put new acknowledgment
letters in place.®® Trustee firms will be able to choose to comply with our requirements for
acknowledgment letters going forward. However, if they choose to do so, they will be required
to comply fully with the new rules for acknowledgment letters.'° If trustee firms do not elect to
comply with the new rules on acknowledgement letters and they already have acknowledgement
letters in place that meet the current requirements (in spite of the fact that these rules do not
currently apply for trustee firm client money), these firms should consider whether they need to
take steps to ensure it is clear what rules the firm has chosen to comply with going forward (i.e.
they have not opted in). Our proposals for acknowledgment letters are discussed further below.'"

Trustee firms — unbreakable term deposits and diversification of client money

In feedback to our proposal to prohibit the placement of client money in unbreakable term
deposits (‘'UTDs’)(discussed below'?), a small number of respondents raised concerns as to
whether trustee firms and SIPP operators would be required to comply with this requirement.
Respondents suggested that it may be unreasonable to prohibit a trustee firm from holding a
client’s money in an UTD where that client specifically requests it given that this money will not
be subject to the client money distribution rules. Furthermore it was noted that there could be
a conflict with the pension regime as the use of UTDs within SIPPs is currently not prohibited
by HMRC rules.

Our response

As highlighted below'®, the two primary risks we are concerned about in relation to firms
using UTDs are:

1. that firms are prevented from reacting to market information by moving client money from
a bank when they consider it prudent to do so; and

2. that client money will not be returned quickly to an IP appointed to distribute client money
to clients pursuant to the client money distribution rules should the firm fail.

Under the final rules the client money distribution rules will not be applicable to trustee firm
client money. As a result, the risks that arise in the context of the use of UTDs for other firms
do not arise in the same way for trustee firm client money. For example, if a third party bank
holding trustee firm client money deposited with it in UTDs were to fail (which, if the client
money distribution rules were applicable, would amount to a secondary pooling event), there
would be no requirement under the client money rules for all the clients of the firm to share in
any losses of client money that result from this failure. We are also aware that in the context of
trustee firms' businesses, particularly SIPPs, it is common for a client to instruct a firm to deposit
money at a particular institution for an unbreakable term. In addition, with SIPPs, clients may
intend to leave their money with the firm on a long term basis, rather than moving it in and
out of investments.

99 Existing CASS 7.8 and CASS 7.18 in Part 3 of the final rules in Appendix .
100 See CASS 7.18 in Part 3 of the final rules in Appendix I.

101 See paras. 7.280 to 7.348.

102 At paras. 7.98 to 7.106.

103 At para. 7.106 et. al.
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7.33  Given this combination of factors and the fact that, as authorised entities these firms are
required to, where applicable, act in clients’ best interests'® and to comply with the FCA
Principles'®®, in the final rules we have made it clear that trustee firms are carved out of the
prohibition on placing client money in UTDs in relation to trustee firm client money.

7.34 Given that we have carved trustee firms out of the prohibition on placing client money in UTDs
in relation to trustee firm client money, we have reduced the regulatory burden compared to
the proposal in the CP which applied to all firms that hold client money. Given that trustee firm
client money is subject to the terms of a trust instrument and general trust law principles, the
impact of carving out this group of firms on our estimated benefits is expected to be minimal.

7.35 Further, as our understanding is (as explained above) that it is common for a client to instruct
a trustee firm to deposit money at a particular institution, if this situation could put a firm in
breach of its diversification requirements, a firm should consider speaking with its normal FCA
supervisory contact about this.

Delivery versus payment exclusion - regulated collective investment schemes

Q15: Do you agree with the proposal to remove the DvP
window for delivery versus payment transactions for the
purpose of settling transactions in relation to units in a
regulated collective investment scheme? If not please
provide reasons.

7.36  We consulted on removing the window for delivery versus payment transactions in regulated
collective investment schemes under which authorised fund managers (AFMs’) are allowed
to disapply our client money rules (the ‘DvP CIS window’), so that AFMs are required to
treat money received in the course of purchasing or redeeming units in reqgulated collective
investment schemes for clients as client money under the client money rules.

7.37 We received significant feedback from firms and trade associations on this proposal. While
there was some general agreement with the intention of the proposal, firms raised a number
of concerns. Due to the significant impact of the proposal on the industry and the strength and
depth of the feedback, we convened a number of meetings with firms and trade associations
to further discuss the proposal with industry representatives.

7.38 A number of firms felt that AFMs would face serious intra-day funding issues as a result of the
removal of the DvP CIS window. They noted that this was due to a combination of factors:

1. under the collective investment scheme sourcebook (‘COLL’) rules, unit holders must have
received redemption proceeds within a time frame that is specified in the COLL rules, usually
T+4 (where T is the day on which clients give the instruction to the AFM to redeem). The
way the payment flows between trustee/depositary and AFM are currently set up means
that to ensure that these timeframes are met, AFMs must transfer redemption proceeds to
clients before they have received these funds from the trustee/depositary, although they
would expect to receive the funds the same day. This set up therefore creates the need for
firms to fund this deficit intra-day; and

104 COBS 2.1.1R.
105 In particular, Principle 10.
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2. as AFMs are not currently required to treat most money received from clients in the course
of subscriptions for units and most money received from a trustee/depositary in the course
of redemptions of units any differently from their own money, this money can be used to
provide the AFM with the liquidity needed to meet its payment obligations (to the fund or
the unit holders) and fund any intra-day deficits. AFMs’ concern is that the removal of the
DvP CIS window would remove at least some of this liquidity as some of the money would
be client money within the meaning of the client money rules and therefore it would need
to be segregated from firm money.

A few respondents also pointed out that in order to meet the T+4 time frame in COLL it is key
that an AFM makes redemption payments early in the day on T+4 as there is often a chain of
intermediaries through which the monies have to pass before being credited to an account of
the ultimate unit holder. A number of respondents asked for clarification about whether they
would be required to protect the value of the redemption proceeds owed to clients during the
period between T and T+4.

A number of respondents queried whether ‘principal transactions’ carried out by the AFM
would be caught by the client money rules. Several respondents noted that this proposal would
mean that they may hold significantly higher sums of client money than they do under the
current client money rules and that this may increase their CASS classification with consequential
regulatory impacts, for example being required to appoint a CF10a and complete a CMAR.

A number of respondents noted that this proposal would require major systems changes and
AFMs would need much more than six months to implement this proposal.

Our response

As a result of the feedback, we have decided to retain a DvP CIS window in the client money
rules. The final rules instead allow AFMs a ‘one day window:

1. when a firm receives money (that, but for this rule, would otherwise be client money)
from a client in relation to the issue of units in a regulated collective investment scheme,
if the AFM has not, by the close of business on the business day following receipt, passed
this money to the trustee/depositary, the AFM must segregate this money and treat it in
accordance with the client money rules; and

2. when a firm receives money (that, but for this rule, would otherwise be client money) in the
course of redeeming units in a regulated collective investment scheme, if the AFM has not,
by the close of business on the business day following receipt, passed this money to the unit
holder/client (or, where instructed, a third party on behalf of the unit holder), the AFM must
segregate this money and treat it in accordance with the client money rules.

For example, if an AFM receives money from a client on T for a client’s purchase of units in
a regulated collective investment scheme but that AFM will not be transferring that client’s
money to the trustee/depositary until T+3 (assuming this money is client money'%), the AFM
will be required to ensure that that client money is held under the client money rules by the
close of business on T+1 until such time as that client money is used to purchase the client’s
units.

106 See para. 7.45.
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7.44  In the context of redemptions, if on T an instruction is received by an AFM to redeem units on
behalf of a client and on T+4 the redemption proceeds are received by the AFM, if the AFM
continues to hold those redemption proceeds for the client on T+5, from the close of business
on T+5 the firm will be required to ensure that that money is held pursuant to the client money
rules.

7.45 Under the DvP CIS window currently in force, in the context of the issue of units, an AFM is not
required to treat money it receives from a client as client money unless the price of the units
has not been determined by the close of business on the next business day following receipt
of the money from the client. If the price has not been determined by that time, the AFM can
no longer take advantage of the window in respect of that money. In the final rules in the
Appendix 1, firms will have a similar one day window following receipt of money from clients
(although the window will ‘close’ on T+1 irrespective of unit price determination). Similarly,
under the DvP CIS window currently in force, an AFM is not required to treat money it holds in
the course of redeeming units as client money where the proceeds of that redemption are paid
to a client within the time frame specified in COLL (which is in most cases acknowledged to be
T+4). In the final rules in Appendix 1, firms will be required to treat any redemption proceeds
it continues to hold for clients at the close of business on the business day following receipt as
client money under the client money rules.

7.46 To be clear, the final rules do not require AFMs to protect the value of any redemption proceeds
as client money before the AFM receives that money.

7.47 ltis for AFMs to assess on the basis of their business models and relevant client money rules
when their activities are subject to the client money rules. The application provisions make
it clear that the client money rules apply to a firm that receives money from or holds money
for, or on behalf of, a client in the course of, or in connection with, its MiFID business and/or
designated investment business (exemptions may apply). A number of respondents queried
whether money received from clients in the context of ‘principal transactions’ carried out by an
AFM would be caught by the client money rules. Respondents described ‘principal transactions’
in @ number of ways. Some respondents also asked for clarification onwhether, in the context
of other types of transactions, if a client were to become legally entitled to units in a regulated
collective investment scheme on the trade date, client money received by an AFM in subscription
for these units would be client money within the client money rules. Where an AFM is carrying
out principal or other transactions for its clients and the client is legally entitled to a unit(s) in
a regulated collective investment scheme either before or when the AFM receives money from
the client, the money may not be client money under the client money rules as the money is
owed to the AFM on receipt. However, firms must assess their own business models against
the client money rules.

Interaction with the immediate segregation requirements

7.48 In the event that an AFM is required to segregate client money (e.g. because the AFM receives
money from a client on T in the course of the AFM issuing units and by the close of business
on T+1 it still holds that money and the client has not become legally entitled to units), the
final rules do not prohibit AFMs from transferring client money from a client bank account
and into a firm account before making a payment to a third party. In addition, guidance in the
final rules makes it clear that in the event that AFMs, having first received money into their
house accounts during the DvP CIS window, are then required to segregate this money as
client money, they will not be in breach of the immediate segregation requirements to receive
client money directly into client bank accounts. Guidance in the final rules also makes it clear
that where a firm makes a payment of redemption proceeds to a client by cheque, the cheque
should be issued from a client bank account.
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Client agreement

The final rules require firms to evidence each client’s agreement in writing to the firm’s use of
the DvP CIS window. This agreement must be retained for the duration of the time that the
firm makes uses, or intends to make use of the exemption for that client. We expect some firms
might be able to comply with these requirements by making reference to their use or intended
use of the DvP window in their standard terms of business with clients.

Cost benefit analysis update

As a result of these amendments, the costs to firms to comply with these revised requirements
are likely to be no more, if not considerably less, than the costs associated with the proposal
for the DvP CIS window in the CP. We still expect firms to incur one-off costs as a result of
systems changes as a result of the final rules (which in the CP CBA we estimated as between
£4,000 and £750,000). Respondents to the original costs survey set out in the CP estimated
that on any given day they would expect to hold between £6,000 and £20m if the proposal in
the CP were implemented and that there would be up to £200,000 in ongoing costs associated
with segregating this amount of client money. Allowing firms the window in the final rules
(during which they are not required to treat money as client money) will reduce the amount of
client money that a firm holds on any given day and we would therefore expect the ongoing
costs to firms associated with having to segregate reduced amounts of client money in client
bank accounts to be reduced. While the proposal in the CP should have meant that client
money received by AFMs would always be protected by the AFM in accordance with the client
money rules, the amended proposal permits the firm only until the close of business on the day
following receipt of that money not to comply with the client money rules, meaning the money
is only exposed to the firm’s failure for a short period.

The proposal in the CP was on the basis that the most beneficial position for clients to be in
was that their client money was protected under the client money rules from the moment it
is received by the AFM. However, as outlined above, we recognise that this is not an outcome
that AFMs can feasibly deliver at this time. Therefore, had we implemented this proposal,
a consequence for clients may have been a reduction in number of AFMs in this market,
reducing clients’ choice of provider and thereby reducing benefits to clients. The amended
proposal will mitigate this concern. It should improve client money protections compared to
the current regime, by exposing client money to the risk of firm failure for a shorter period in
some instances as explained above. On balance therefore, we estimate that there will only be a
minimal reduction in benefits to clients compared to what we set out in the CP.

We did not include in the CBA published in the CP the cost of evidencing each client’s agreement
to the firm’s use of the DvP CIS window. Annex 1 sets out a summary of the general repapering
costs some firms may incur as a result of the proposals in this PS, including this requirement for
firms to ensure they have in writing the agreement of their clients to hold their custody assets
and/or client money within the DvP CIS window.

Transitional provisions

Due to feedback that firms will need time to analyse their business models and change their
systems to accommodate the rule changes, these rules will come into force from 1 June 2015.
Please refer to Table 2 in Chapter 2 for further information.
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Interest

Q16: Do you agree with our proposal to clarify the rule
in relation to the payment of interest and introduce
guidance setting out the segregation and allocation
requirements of interest? If not, please provide reasons.

7.54 We consulted on clarifying the application of this rule and to further enhance it through
additional guidance on the segregation and allocation requirements when a firm receives
interest or contractually agrees to pay interest to clients.

7.55  We received feedback from many respondents who felt that the proposed rule changes would
mean firms would be limited to either paying clients all interest earned on client money or no
interest at all, which would not allow for the current practice of firms agreeing with their clients
the amount of interest that will be paid. We received a range of comments requesting further
clarification on when interest should be segregated under the proposed rule, for example in
situations where interest on client money held at a number of banks is received by firms at
different frequencies or where a firm deducts contractually agreed charges from the interest
earned. We also received feedback from a few firms who felt the proposal to require firms to
pay interest on client money within one business day wherever no written agreement between
the client and the firm is in place would be operationally unfeasible in some circumstances,
for example where a third party holding client money does not provide the firm with daily
statements.

Our response

7.56 We have amended our proposals to make sure that it is clear in the final rules that firms are
able to contractually agree how much interest on client money they will pay to clients. Where
a firm is not going to pay all the interest on the client money to the clients, the clients must
be notified of this in writing. In response to the comments on when interest earned on client
money should be segregated we have made it clear that wherever interest is paid to a client it
should be segregated in accordance with our client money segregation requirements or when
contractually agreed with clients.'”” For example, where firms have contractually agreed with
clients that interest will be due and payable to clients on a certain date each month, firms
should comply with the segregation rules relevant to when money is due from a firm to a
client.'®® We note that this new rule does not have the effect of prohibiting firms from agreeing
the frequency at which they will pay interest within their client agreements. Similarly, in order
to ensure consistency within CASS, we have clarified that interest should be allocated to clients
in accordance with the allocation requirements in the client money segregation rules.'® We do
not consider this proposal to have any CBA implications.

Money ceasing to be client money

Q17: Do you agree with these proposals on money ceasing to
be client money? If not, please provide reasons.

107 Existing CASS 7.4 and CASS 7.13 in Part 3 of the final rules in Appendix I.
108 Existing CASS 7.4.29G and CASS 7.13.39R in Part 3 of the final rules in Appendix I.
109 See CASS 7.4.28AR proposed in the CP and CASS 7.13.36R in Part 3 of the final rules in Appendix I.
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We consulted on amending the rules relating to money ceasing to be client money''® to address
certain risks that we had seen emerging in the market, including where transfers of money
were being made into bank accounts set up in the names of clients without the knowledge or
consent of the clients involved. We also proposed amending the rules on money ceasing to be
client money to include the situations where:

i. the firm pays money into a bank account in the name of the client if the clients have
instructed or consented to the payment''";

ii. client money is paid to a third party when the firm is obliged to do so under an applicable
law (e.g. to HMRCQ);

iii. client money is transferred under the ‘transfer of business’ rules by operation of a transfer
clause in client agreements or operation of the rules relating to the transfer of de minimus
sums (discussed below'"?); and

iv. where client money is paid away to charity under the unclaimed client money/de minimis
rules (discussed above''?).

While the respondents (including auditors, banks industry associations and firms) generally
agreed to the amendments and recognised that a number of the changes being made here
were as a consequence of other proposals, we received a number of comments on the proposal
requiring firms to obtain the instruction of specific consent of a client to pay client money into a
client’s own bank account. Some respondents asked for clarification of the policy rationale for
this as the risk we were seeking to address was not clear. A number asked for clarification on
the meaning of ‘specific consent’ and noted it would be administratively burdensome to obtain
instruction or consent to each transfer. Others asked what status the money transferred would
have if it were transferred without the firm having obtained the instruction or specific consent.

We received some feedback that the rules should be compatible with other rules to which the
firms in question might be subject to, such as HMRC rules on bulk transfer of ISAs.

Our response

We are introducing these rules largely as proposed in the CP with some changes to reflect
feedback. First, the final rules will now make it clear that money will cease to be client money
if it is paid into a bank account of the client (i.e. an account not in also in the name of the
firm) without the need to obtain the client’s instruction or specific consent to each payment.
The policy rationale behind the proposal in the CP was to address the risk that we had seen
of transfers of money being made into bank accounts set up in the names of clients for
administrative purposes without the knowledge or consent of the clients involved. However,
rather than requiring client instruction or specific consent for payments into a client’s own bank
account, we have addressed this risk by prohibiting firms from making payments into a bank
account of a client that has been opened without the consent of the client. If the firm were to
pay client money into such a client bank account, that money will continue to be client money.

110 Existing CASS 7.2.15R and CASS 7.11.34R in Part 3 of the final rules in Appendix I.
111 See CASS 7.2.15R(3) as proposed in the CP.

112 At paras. 7.64 to 7.70.

113 At paras. 6.33 to 6.64.
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7.61  This change should not represent any change in the benefits to clients from the package of
proposals we consulted on in the CP because the same objectives are being achieved in a
different way as explained above."* The amendment reduces the burden on firms and any
costs a firm might have incurred in obtaining instruction or consent to each payment into a
client’s bank account as such instruction or consent to each payment are no longer required.

7.62  We consulted on including a rule that money ceases to be client money where a firm pays that
money to a third party further to an obligation under applicable laws. We are introducing this
rule as a slightly re-worded version of this rule so that money ceases to be client money where
a firm pays that money to a thrid party further to an obligation that arises from an enactment
relevant to the business they are conducting for that client.

7.63  We note that these transfer of business rules are different from the HMRC rules for transfers of
ISAs to alternative providers, imposing additional requirements to obtain consent/instruction
from clients. While we acknowledge that firms will have an additional burden when complying
with both sets of regulations, they are designed for different purposes. If a firm wishes to
discuss individual circumstances it should raise this with its normal FCA supervisory contact.

Transfer of business

Q18: Do you agree with our proposals in relation to the
transfer of client money to a third party? If not, please
provide reasons.

7.64 To facilitate the transfer of client money as part of a business transfer, we proposed rules
setting out the content of ‘transfer clauses’ that firms can put into their client agreements and
a process that can be followed by firms so that they are not required to obtain consent from
each client at the time of the business transfer. We further proposed that in the context of a
business transfer, in respect of clients for whom a firm holds up to a ‘de minimis’ amount of
client money, the transferring firm need not obtain the clients’ consent to the transfer either at
the time of the transfer or by way of a transfer clause in a client agreement. We proposed that
where firms complied with these rules, the relevant monies would cease to be client money of
the transferring firm.

7.65 The majority of respondents supported the proposal. There were a number of specific points
of feedback.

Transfer clauses

7.66 A few respondents commented that the rule was not clear as to whether firms would be
required to amend their client agreements to include a clause at the time the business transfer
was taking place and that if this were the case this seemed to undermine the purpose of the
proposal. Other respondents asked whether they would be required to repaper all their clients
to include such a clause. Another respondent queried whether the inclusion of this type of
clause in client agreements might give rise to unfair contract terms concerns.

114 At para. 7.60.
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Our response

The final rules clarify that there are three ‘ways’ in which a firm may transfer client money to
a third party in the context of a transfer of business and in doing so that money will cease to
be client money:

1. it may obtain client consent at the time of the transfer;
2. it may include in its client agreement a clause which allows the firm to transfer the client’s

client money to a third party in the future should the situation arise (where the conditions
in the rules are met, including notification requirements); or

3. if the client holds less than or equal to a de minimis amount of client money per client,

neither form of consent is required (but notification requirements apply).

Under the final rules, firms will have the choice over whether they want to include a transfer
clause within their written client agreements. If firms wish to ensure that the option to transfer
client money pursuant to such a clause is available to them in the future, they can repaper their
client agreements with the appropriate wording. If at the time of transfer firms do not have
such clauses in their client agreements, they will be required to obtain the consent of their
clients at the time of the transfer and/or apply the ‘de minimis’ provisions to the extent possible.

We have given consideration to the unfair contract terms concern. Under the final rules, firms
should have regard to legal obligations to clients including requirements under the Unfair Terms
Regulations. In addition, in choosing to insert a transfer clause into client agreements, firms are
required to commit: to transferring the sums to another firm who will hold those sums under
the client money rules or to exercising all due skill, care and diligence in assessing whether the
person to whom the client money is being transferred will apply adequate measures to protect
the sums being transferred. Also, in the event of the transfer taking place, the final rules require
the firm to ensure that clients are notified of how the money will be held by a transferee firm
and that the clients are given the option to have the sums transferred to be returned to them.'™

Amending client agreements in this way is optional to firms. However, we set out in Annex 1 to
this PS the estimated costs associated with repapering the proposals set out in the PS including
this one.

Type of transferee
A few respondents queried whether a transferee receiving the business would be required to
be a firm offering clients client money protection under the client money rules.

Our response

The final rules do not restrict the type of transferee that client money can be transferred to. We
recognise that restricting a transfer clause to being effective only in the context of a transfer
to another CASS firm would limit the use of the rule. The rules require firms to exercise all due
skill, care and diligence in assessing whether the person to whom the client money is being
transferred will apply adequate measures to protect the sums being transferred. The rules also
require the transferring firm to notify the clients of how the money will be held by a transferee
firm and the relevant applicable compensation scheme. In addition, firms must give clients the

115 See para. 7.64.
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option of having the sums transferred returned to them. These factors mitigate risks to the
client money of being transferred out of protection under the client money rules, ensure clients
are provided with the relevant information about how their money will be held and reflect the
commercial reality that not all transferee firms will be subject to the same client money regime.

Post transfer notifications

7.73  Afew respondents commented that firms affecting a transfer of business should be given more
than seven days to make the notifications required under the rule to clients. Other respondents
asked for clarification as to whether the transferring firm or the transferee firm would be
required to make notifications to the clients following the transfer.

Our response

7.74  The final rules require the transferring firm to ensure that certain notifications are made to the
clients no later than seven days after the transfer has taken place. The notifications include: how
the money will be held by the transferee firm; the relevant applicable compensation scheme;
and the option for a client to have transferred sums returned as soon as possible. It is important
that clients are notified in a timely fashion of the transfer to ensure that they can continue to
conduct business with the new provider or to enable them to request the return of their money
and move their business elsewhere. The final rules continue to require these notifications to
be made within seven days of the transfer (at the latest) but leave it open to the firm to notify
clients at any time up to that point, including prior to the transfer taking place. It is up to the
firms concerned as to which firm makes the notification to clients. However, the transferring
firm has the obligation under the final rules to ensure that the notifications are made.

De minimis

7.75 A few respondents commented that the de minimis of £10 is too low and suggested that £25
would be a more proportionate figure. Other respondents suggested a tiered approach should
be taken to the de minimis amount, having a lower figure for retail clients and a higher figure
for professional clients.

Our response

7.76  In keeping with the reasoning set out in relation to de minimis levels in the rules relating to
allocated but unclaimed client money''®, the final rules set the de minimis levels in relation to
the transfer of business at £25 for retail clients and £100 for other clients. The final rules also
make it clear that clients with de minimis balances can be transferred as part of a transfer of
business without the need to obtain explicit consent at the time of the transfer or consent in
the form of a transfer clause in the client agreement. However, transferring firms are required
to ensure that these de minimis clients receive the required notifications''” no later than seven
days after the transfer has taken place.

116 See para. 6.63.
117 Discussed above at para. 6.47.
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Money ceasing to be client money
One respondent asked for clarification of exactly when money ceases to be client money ‘in the
hands’ of the transferring firm in the context of a transfer.

Our response

The final rules make it clear that money ceases to be client money in the context of a transfer
when the sums are transferred to the third party transferee in accordance with the relevant
rules. However, in this context, before money ceases to be client money, the firm must have
ensured that the transfer arrangements are such that the clients can opt to have their client
money returned to them. We have made it clear in the final rules that the money ceasing to be
client money is not linked to the notifications having been made. This is because where client
money has already been transferred, to the extent that the transferee is subject to CASS, that
firm will become a fiduciary of that money on receipt, and even if the transferee is not subject
to CASS, it should become responsible for it on receipt into its bank account. Although that
money will cease to be client money ‘in the hands’ of the transferring firm that firm will still
have a regulatory obligation under the rules to ensure that the notifications are made to the
relevant clients.

Interaction between transfer of business rules and rules relating to allocated but
unclaimed client money

A few respondents asked for clarification as to how client money relating to clients who could
not be contacted should be treated in the context of a business transfer.

Our response

The rules relating to allocated but unclaimed client money provide a process for firms to follow
in order to deal with sums of money they hold for ‘gone-away’ clients. The rules covering
transfer of client money to another firm provide a means for a firm to transfer client money
as part of a business transfer. Where relevant, firms can use the rules relating to allocated
unclaimed client money to deal with sums in respect of ‘gone-away’ clients and the transfer of
business rules in respect of active clients.

Client bank accounts

Q21: Do you agree with our proposal to clarify the
requirements around client bank accounts? If not,
please provide reasons.

Diversification

The current rules place firms under an obligation to ensure that a maximum of 20% of the
client money that they hold is deposited with intra-group institution (the '20% limit’). This is
to limit the amount of client money at risk should the group fail. We consulted on expanding
this diversification rule to require firms, in addition to the 20% limit, to ‘appropriately diversify
the third parties with which they deposit client money’ and in guidance we set out that firms
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should consider the appropriateness of depositing client money at a number of different third
parties and the appropriateness of limiting the amounts of client money held with third parties
in the same group as each other.

7.82  We received feedback requesting clarification of situations when it would be appropriate to
diversify and when it might be appropriate not to diversify. Some respondents raised concerns
about operating in jurisdictions with a limited choice of banks, operating in stressed market
conditions or whether they would be expected to diversify client bank accounts used for
frequent client money operations. Some respondents pointed out that our proposal to prohibit
the use of unbreakable term deposits might further limit the number of banks willing to
accept deposits of client money, thus making it more difficult for them to meet the proposed
diversification requirements. A few respondents also suggested that firms be required to
have formal diversification policies and to adequately document their decisions around the
diversification of client money.

Our response

7.83  Firms will continue to be subject to the 20% limit on intra group deposits. Given the risks
that can arise through concentrating a firm’s holdings of client money with only a few banks,
diversification of client money holdings across third party banks generally is an important part
of the client money protection. In the context of the 20% limit on the intra-group deposits we
have amended the definition of a relevant group entity so that it no longer refers to a qualifying
money market fund (QMMF’) or an entity operating or managing a QMMF. This is because a
firm cannot deposit client money with either of these in the way that it would with a bank and
where a firm purchases units in a QMMF, these are usually held for particular clients under the
custody rules.

7.84 However, we understand that the risks to which client money held by different firms is exposed
differ depending on (@amongst other factors) the business models the firms operate and the
markets in which they operate.

7.85 Inresponse to the feedback, the final rules will clarify that a firm will be required to periodically
assess whether it is appropriate to diversify (or further diversify) the third parties with which it
deposit some or all the client money it holds. In carrying out these periodic assessments the
firm should give consideration to:

e whether it would be appropriate to deposit client money in client bank accounts opened at
a number of third parties;

e whether it would be appropriate limit the amounts of client money it holds with third
parties who are in the same group as each other;

e whether risks arising from the firm’s business models create any need for diversification;
118

e its obligations to arrange adequate protection for clients’ assets;

e the outcome of the due diligence it is required to carry out on banks; and

the market conditions at the time of the assessment.

118 PRIN 2.1.1R(10) and existing CASS 7.3.1, and CASS 7.12 in Part 3 of the final rules in Appendix 1.
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Following a periodic assessment, the firm must make any adjustments it concludes are
appropriate to the third parties it uses and to the amounts of client money deposited with each
of them.

In response to feedback, we will also require firms to make a record of each periodic assessment,
including its considerations and conclusions. Firms will be required to keep this record for five
years following the conclusion of an assessment. Given that the current rules involve a firm
considering the need for diversification of risks as part of its periodic due diligence reviews and
firms are required to keep a record of these reviews, we do not expect that most firms will incur
any significant additional costs from being required to keep a record of each periodic assessment.
Firms may incur minimal additional costs from being required to retain this record for a period of
five years. We set out an assessment of these additional retention costs in Annex 1.

We address the feedback on the interaction between the diversification rules and the
unbreakable term deposit proposals in the section relating to unbreakable term deposits.'®

Due diligence

We consulted on enhancing the due diligence firms are required to conduct in respect of the
banks with which they choose to deposit client money. This was in response to us having found
that a number of firms are not carrying out sufficient due diligence of these banks.

Many respondents agreed with the proposals overall but provided feedback on specific points
of the proposal. A few respondents suggested that the banks should be required to publish
the data that would allow firms to carry out the necessary due diligence under the rules'?®
or that the FCA should publish this data as some of it is difficult for firms to obtain. Another
respondent asked for clarification of what is expected from firms from the addition to the list of
due diligence matters the ‘consideration of the extent to which deposits with banks outside the
UK would be protected by national depositor preference schemes’. A few respondents asked
for clarification of the meaning of ‘financial soundness'.

One respondent noted that the list of due diligence matters to consider does not take into
account the insolvency approach or regulatory framework of the jurisdiction of the bank in
guestion. Another asked that we specify the frequency that firms should carry out the periodic
review of the banks with which they place client money. A few respondents also asked what
the rationale was behind replacing ‘credit rating” with ‘credit-worthiness’ in the proposed rules.

Our response

We are implementing these proposals as set out in the CP with only one change and some
revised drafting to reflect feedback.

The only notable change includes the introduction of an explicit requirement for firms to make
a record of each periodic review of a bank and to keep that record from the date it conducts
the periodic review until five years after the firm ceases to use that bank to hold client money.
We understand that some firms may already keep such a record however, other firms are likely
to incur minimal costs as a result of this new requirement in addition to those consulted on in
the CP. Please refer to Annex 1 for a breakdown of costs associated with record production
and retention.

119 See paras. 7.30 to 7.35 and 7.100 to 7.106.
120 Existing CASS 7.4.8R and CASS 7.13.8R in Part 3 of the final rules in Appendix I.
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More generally, the current rules already require firms to determine at what frequency the
‘periodic review' is carried out. Although this requirement applies to all firms the rules do not
specify the frequency of the review or the period that the review should cover. This obligation
derives from MIFID which does not specify the frequency of the review. How frequently one
firm should carry out such a review will differ from the frequency that might be appropriate for
another firm. Some factors a firm might consider in how often it should undertake a periodic
review under this rule include the amount and proportion of the firm’s client money held at that
particular institution and the market conditions in the jurisdiction in which the bank is based.

The final guidance makes it clear that the matters identified for a firm to consider are only some
of those that firms should consider and that each of these matters need only be considered
where appropriate. Some of the information the firm should consider is publicly available (as,
for example, it is published by banks) and other items are qualified by ‘to the extent that the
information is available’. With this in mind, in our view there is sufficient information available
to firms to carry out due diligence on their counterparties.

Following review of the feedback, we are deleting the reference to ‘financial soundness’. Firms
would be required to consider a number of matters, including those listed in the list of due
diligence matters in the final rules'?', to be able to assess the financial soundness of a bank,
and therefore ‘financial soundness’ it is already covered by the rules and there is no need to
include this as a separate matter on the list.

When a firm carries out due diligence (under either our current rules or the changes being
introduced in this PS) it is also required to take into account ‘any legal requirements... relating
to the holding of client money that might adversely affect clients’ rights’.'?2 We expect this
to include the insolvency approach or regulatory framework of the jurisdiction of the bank in
question.'?

The reference to ‘credit rating’ was replaced with the concept of ‘credit worthiness’ on the basis
of feedback we received from firms prior to the consultation asking whether they could use
a more general view of the credit-worthiness of a bank rather than the narrower credit rating
as they were moving away from solely using credit ratings. We expect that some firms will still
choose to use credit ratings when evaluating a bank or other third party’s credit worthiness.

Unbreakable client money term deposits

Q22: Do you agree with our proposal to prohibit the use
of unbreakable term deposits? If not, please provide
reasons.

To ensure that when depositing client money firms are able to react to market developments
affecting the financial institutions with whom they place those deposits, and to ensure that
client money is available for distribution to clients when it is due to them following the failure
of a firm, we proposed in the CP to prohibit firms from placing client money in unbreakable

121 Existing CASS 7.4.9G and CASS 7.13.11G in Part 3 of the final rules in Appendix I.
122 Existing CASS 7.4.8R(2) and CASS 7.13.10R(2) in Part 3 of the final rules in Appendix I.
123 See also the discussion of obtaining acknowledgement letters from overseas counterparties in paras. 7.315 to 7.321.
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term deposits (‘'UTDs’). We proposed to achieve this by requiring that firms be able to make
withdrawals of client money promptly and in any event within one business day of making a
request for withdrawal.

A large number of firms and industry associations provided feedback on this proposal. A
number of respondents raised the issue that lower interest rates would be available when
depositing client money if the use of UTDs was prohibited, leading to a loss in income for
potentially both the firm and the clients.'** There was feedback that this income loss had not
been accounted for in the cost benefit analysis undertaken for the CP. This was raised within
the wider feedback we received from firms concerned that the prudential requirements for
deposit taking institutions would lead to an environment of lower interest rates for on-demand
deposit accounts. A few respondents felt that the prohibition would be in conflict with the
proposed diversification rules, as this proposal would potentially limit the number of banks
prepared to accept client money deposits.

Our response

Our view remains that the use of UTDs with lengthy terms to hold client money is incompatible
with the purpose of the client money regime. The client assets regime aims to ensure client
money held by a firm is well protected and in the case of a firm insolvency as much of the client
money as possible can be returned to the client as quickly as possible. Holding client money in
accounts where the money cannot be accessed for long periods of time is incompatible with
these overall aims. However, in light of the feedback we have received, our rules will now
permit the use of UTDs for short terms only.

In the CP, we noted that following a survey of firms, it was reported that firms would on average
incur a median cost of nil in relation to this proposal. We understand further that only a small
percentage of firms currently place any client money in UTDs. However, following feedback
on the potential impact of this proposal for some firms, we conducted further analysis on
the potential loss of income to firms and clients if we were to prohibit the placement of client
money in UTDs. We estimate that the loss of income for firms with the largest client money
holdings in UTDs could be between £150mn and £225mn (representing around 1.5% of total
firm turnover) and for firms with the smallest reported client money holdings in UTDs could be
between £3,000 and £5,000 (representing around 3.5% of total firm turnover).””®> However,
these costs affect only a small percentage of firms and as such we expect the median costs for
the population of firms as reported in the CBA published in the CP to still be applicable.

Irrespective of these costs, the risks of placing client money in UTDs still remain: potential for
client money not being available for distribution to clients in the case of a firm insolvency and
the inability of a firm to react to market information, putting all client money in an UTD at
risk of diminution. However, we have considered both the general timeframe of a CASS firm
insolvency and what the longest unbreakable term would be that would allow a firm to be
sufficiently responsive to changing market conditions in determining an acceptable maximum
UTD length. In light of this analysis, and the potential income losses to firms and clients, we

124 The client money rules (existing CASS 7.2.14R and CASS 7.11.33R in Part 3 of the final rules in Appendix I) permit firms to agree

with their clients how much interest earned on client money they pass on to clients.

125 We took data from surveys conducted in 2012 in which firms had reported their holdings of client money in unbreakable term

deposits. Using market data we calculated the potential differential between the interest rates on unbreakable term deposits

and instant access accounts. We divided the population according to the amount of client money firms held in unbreakable term
deposits, then calculated the estimated income loss that would result from the lower interest rate for the two populations using

the following calculation: (estimated holding of client money in unbreakable term deposit accounts) x (interest rate differential) =
estimated income loss. We then considered how this loss measured against firms’ total turnover to give some perspective on the size
of the loss for a firm.
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Financial Conduct

have amended the proposal to allow firms to place client money in UTDs for up to a maximum
unbreakable term of 30 days. This may reduce potential income losses by allowing firms to
access higher interest rates than firms may have been able to under our proposal in the CP to
prohibit all UTDs. Firms are not prohibited from holding client money in longer term deposits
which are breakable.

We have taken on board the feedback that the proposal to prohibit the use of UTDs may
potentially limit firms’ choice of banks for the placement of client money and therefore potentially
conflict with the client money diversification requirements. However, while we received general
feedback that the prohibition on firms using UTDs is likely to mean that banks are less willing to
accept client money deposits, we have not seen any concrete evidence that this will be the case.

As explained above'?®, under the final rules trustee firms are not prohibited from placing
trustee firm client money in UTDs (although the prohibition in the final rules is applicable to
client money that these firms hold other than in their capacity as trustee firms).

The client money rules apply to money received or held by a firm for or on behalf of a client in
the course of or in connection with its MiFID business or its designated investment business. If
a firm receives money from a client that is neither in the course of, nor in connection with, its
MIFID business or its designated investment business, the client money rules are not applicable
and this money should not be mixed with client money to which the rules are applicable.’?’

In response to firm feedback we have revised our CBA to include costs associated with loss of
income.'?® In response to concerns about the potential cost of this proposal for some firms we
have revised the proposal, with the effect of reducing the regulatory burden on affected firms.
We expect final rules to maintain a similar level of benefits to clients as the proposal in the
CP because only a small proportion of firms use UTDs, and although the change means firms
are likely to have to wait until the UTD matures (after 30 days) before responding to market
information or before distributing client money in the event of firm failure, the change means
firms will be able to be more responsive to market information and clients will get money back
more quickly in the event of a firm failure than in the absence of this rule (e.g. where firms may
have been tied into UTDs with longer terms e.g. 60 days or longer). We also highlight that in
the final rules firms are allowed to hold client money in long term breakable deposits.

Immediate segregation

Q23: Do you agree with our proposal to clarify the existing
requirements around the immediate segregation of
client money? If not, please provide reasons.

We consulted on an ‘immediate segregation’ proposal which requires firms to receive client
money directly into a client bank account (unless the firms are using the alternative approach
to client money segregation), meaning that these firms should not first receive any client money
into the firm’s own accounts. We noted in the CP that this would not stop these firms from

126 At para. 7.33.
127 Although it may be the client money rules in CASS 5 or CASS 11 that may be applicable.
128 See para. 7.101 above.
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making payments from the firm’s own accounts into their client bank account when such sums
are due and payable by the firm to the client.

The majority of respondents agreed with the proposal. However, a large number of respondents
commented that this proposal would result in the firm inadvertently breaching the client money
rules, for example, if a client makes a payment into the incorrect account. Others suggested
that achieving ‘immediate segregation’, when amounts of money become due and payable
from a firm to client(s), would be challenging for a number of reasons including firms’ inability
to control the time at which third party banks action payment orders or the order in which they
action such orders and the fact that third party banks have cut-off times after which transfers
between bank accounts will not be possible until the following day.

A few respondents commented that they would incur costs associated with this proposal
relating to recordkeeping, system and process changes. However, none of these respondents
stated the costs they would incur might exceed the costs we stated might arise in the CP.

Our response

We are implementing these proposals largely set out in the CP. The risk of clients or third
parties making payments into a house account rather than a client bank account is likely to
diminish over time as firms circulate amended settlement instructions and implement changes
to systems and controls.

As set out in the CP, the ‘immediate segregation’ proposal does not stop firms from making
payments from their own accounts into their client bank accounts when, for example, such
sums are due and payable by the firm to the client. The use of the word ‘immediate’ is used
to describe the proposal but does not appear in the rules and need not be taken to imply that
money that becomes due and payable from a firm to a client must be instantly segregated
into a client bank account. Nevertheless, the final rules'® now make it clear that a firm should
promptly, and in any event no later than one business day after the money becomes due and
payable, pay the money to the client or segregate that money in a client bank account.

In the costs survey carried out prior to publication of the CP, firms were asked what costs they
anticipated incurring as a result of this proposal including ‘initial operational or systems costs'.
While the majority of respondents said they would incur no costs from this proposal, those that
thought they would incur costs cited operational or systems costs and these figures fed into the
estimate provided. We do not consider that further costs estimates are therefore required here.

Overseas bank accounts

A few respondents asked for clarification of how the immediate segregation requirements
should be applied in the context of firms using bank accounts at banks in other jurisdictions in
relation to which the firm is unable to obtain the required acknowledgement letters.

129 See CASS 7.4.29AR as proposed in the CP and CASS 7.13.39R in Part 3 in the final rules in Appendix I.
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Our response

7114  As set out in the final rules and the section below relating to acknowledgement letters'®,

where firms cannot obtain acknowledgement letters from banks with whom they wish to
open client bank accounts, they are not permitted to hold client money in those bank accounts
and any receipt of client money into such accounts would be a breach of those rules. This
extends to bank accounts at banks in any jurisdiction. Similarly, receipts of client money into
bank accounts which do not meet the client bank account requirements within the meaning of
the client money rules, will breach the requirement to receive client money into a client bank
account.

Use of certain payment service providers

7.115 A few respondents queried whether using certain payment service providers such as e-money
issuers to facilitate payments from clients would result in firms breaching the immediate
segregation requirement to receive client money into a client money bank account.

Our response

7.116  The final rules are clear that a firm should ensure that all client money it receives is paid directly
into a client bank account at a bank (or a qualifying money market fund where relevant). The
client money rules do not prevent a firm from receiving money from clients via a payment
service provider. However, if a firm uses or is considering using such a payment service provider,
it should consider how this will impact on all its obligations under the client money rules. For
example, as discussed below'’, the final rules set out explicit guidance that states that a firm
should ensure its organisational arrangements are adequate to minimise the risk that client
money held by the firm may be paid for the account of a client whose money is yet to be
received by the firm. A firm may wish to use its own money to fund clients’ trades (for example,
in advance of receiving funds from clients). If the firm wishes to do this through the client bank
account, it may be able to make use of the prudent segregation rules'®? to mitigate the risk of
using one client’s money for another client’s trades. It may instead wish to do so directly from
its own bank accounts.

Interaction with the European Market Infrastructure Regulation

7.117 During the consultation period a trade association and a number of firms raised an issue
that certain firms, that are also clearing members of CCPs, are facing. In the context of the
arrangements that are being put in place between clearing members and CCPs, clearing
members are at times likely to be required by CCPs to make and receive single payments
that relate to both proprietary accounts and client segregated accounts at the CCP from/into
a single bank account. This bank account will be used to make payments from the firm to
the CCP in respect of margin covering all of the firm’s accounts (including client segregated
accounts) as well as to receive payments from the CCP to the firm.

130 At paras.7.311 to 7.321.

131 At para. 7.136.
132 At para. 7.148 to 7.157.
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This essentially amounts to firms being required to both make payments that are part client
money and part proprietary money (mixed payments) from, and receive mixed payments into, a
single bank account. The immediate segregation rules proposed in the CP would require these
firms (assuming they are operating the normal approach to client money segregation) to receive
all client money into client bank accounts and subsequently transfer out any money that is not
client money.

Clearing member firms commented that in order to comply with the immediate segregation
requirements they would have to receive these mixed payments into a client bank account in
spite of knowing that a significant proportion of the mixed payments would be house money.
Similarly, they would be making mixed payments from these client bank accounts potentially
putting all of the client money in those accounts at risk of being used by a CCP to meet margin
payments on house accounts.

Our response

We considered the risks that this issue presents to client money where mixed payments are
received into and paid out of a client bank account. In the context of receiving mixed payments,
the firm will have potentially large amounts of house money being received into the client bank
account which essentially amounts to the firm conducting its own proprietary business through
that account. In the context of making mixed payments out of a client bank account there is
a risk that client money is, accidentally or otherwise, used to meet margin payments on house
accounts.

As a result, in the final rules, we make specific allowance for this scenario. We are requiring
clearing member firms to use reasonable endeavours to ensure that the arrangements they have
in place with CCPs allow them to make or receive payments relating to proprietary business
from or into house bank accounts and to make or receive client money payments relating to
client business from or into client bank accounts. However, where clearing member firms,
notwithstanding their reasonable endeavours are required as a result of the CCP’s arrangements
to receive mixed payments into and make mixed payments out of a single bank account, the
account they use for this must be a house account. This will minimise the risk of client money
being used to cover margin calls on proprietary accounts at the CCP. In addition, firms will be
required to transfer the client money element (of the mixed payments received into the house
account) into a client bank account promptly and in any event by the close of business the
next business day following receipt. Also, these firms will be required to maintain a prudent
segregation of client money (which we are calling a ‘clearing arrangement mandatory prudent
segregation amount’ (CAMPSA)) in their client bank accounts to address the risk that on any
given day insufficient client money is held in client bank accounts as a result of the client money
element of the mixed payment being received into, and held for a period in, the house account.

To ensure that the CAMPSA is segregated effectively such that it legally becomes part of the
client money trust, firms will be required to create and maintain an ‘clearing arrangement
mandatory prudent segregation record’. This will record the dates on which the firm determines
each CAMPSA amount and these amounts, the dates and amounts of payments into and
withdrawals from client bank accounts to adjust the CAMPSA and the fact that the payment or
withdrawal was made in accordance with the CAMPSA rules. Firms will be required to review
the CAMPSA that they hold at least quarterly. This means that a firm will be required to repeat
and complete the process of determining the CAMPSA and paying any additional amounts of
its own money into the client bank account as part of an amended CAMPSA (or removing any
excess, as the case may be) at least on a quarterly basis. Firms will have a period of ten business
days to carry out each review and complete any adjustments to the CAMPSA in the client bank
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account. The final rules will not prevent firms from carrying out this review more frequently.
From the feedback we have received, we understand that this issue is likely to impact a number
of firms. However, while firms and CCPs are in the process of finalising their arrangements to
become EMIR compliant, it is unclear how many CCPs will impose these arrangements on firms
and the proportion of clearing business that will be impacted. With this in mind we have been
unable to estimate a cost to firms of this rule change. However, we expect that by allowing
clearing member firms this ‘carve out’ from the immediate segregation requirement we are
reducing the regulatory burden on these firms compared to the CP as, in this context, firms will
not be required to restructure their arrangements to ensure that client money is received into
a client bank account. In addition, these firms will be permitted more flexibility than under the
proposal in the CP which may have prevented firms from providing client money protection
in this business. To ensure the benefits as set out in the CP are achieved we are minimising
the risks to client money from being held in a house account by requiring firms that use this
carve out to prudently segregate. Through supervisory work we are aware that a number of
firms carrying out clearing on behalf of clients currently prudently segregate in relation to this
business.

Interaction with the DvP window for transactions in commercial settlement systems

7123 A respondent noted that under the proposed rules, in respect of sales transactions carried out
by firms using the DvP window, client money received in settlement would need to be received
into a client bank account pursuant to the immediate segregation requirements. They noted
that the way that some commercial settlement systems operate, firms may need to receive
settlement proceeds into their own account prior to making payments to clients or making
payments into client bank accounts.

Our response

7124 We have considered this feedback and acknowledge that this is how some commercial
settlement systems operate. As a result, the final rules clarify that client money received in
settlement of a client’s sale that a firm carries out through a commercial settlement system
using the DvP window must be paid segregated promptly and in any event by the close of
business on the business day following receipt into a client bank account.

Qualifying Money Market Funds (QMMF)

Q24: Do you agree with our proposed clarification of how
client money segregated into units in a QMMF should be
treated? If not, please provide reasons.

7125 We consulted on clarifying how units in a QMMF should be held and recorded by the firm and
how they should be treated in the event of a firm failure.

7126  The consultation process revealed some challenges to the clarifications being proposed under

the constraints of MIFID. In light of these challenges, we will not be making the proposed
amendments at this time, but will keep this matter under review.
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In the context of the 20% limit on the intra-group holdings we have amended the definition
of a relevant group entity so that it no longer refers to a QMMF or an entity operating or
managing a QMMF (discussed above).'*

Physical receipts and allocation of client money

Q25: Do you agree with our proposals in relation to physical
receipts and the allocation of client money? If not, please
provide reasons.

Paying physical receipts into a client bank account

We proposed that firms who receive physical payments of client money such as cash and
cheques should record their receipt immediately and deposit the client money in a client bank
account promptly and no later than on the business day after the money has been received.
The proposals also made it clear that if a firm needs to hold cash or a cheque overnight, it must
hold it in a secure location in line with Principle 10.

We received some feedback that where firms are taking on new clients, they may receive a
cheque from a client before having carried out the required ‘know-your-client’ procedures and
checks under the Money Laundering Regulations (‘MLRs’) and that in those instances a firm
may not be permitted under the MLRs (or other legislation) to pay the money into a client bank
account by the next business day following receipt in accordance with the proposal.

Our response

We are introducing these rules largely as consulted. However, the final rules make it clear that
where a firm is unable to meet the requirement to pay a cheque into a client bank account no
later than the business day after receipt because of restrictions under the regulatory system
or law regarding the receipt and processing of money (such as the MLRs) , it must record the
receipt, hold the cheque in a secure location and deposit the cheque as soon as possible.

The final rules now set out explicitly how firms should treat post-dated cheques that they
receive and do not return to clients. If a firm receives a post-dated cheque, the final rules allow
a firm to keep the cheque in a secure location, but the firm must record receipt of the money
in its books and records and the cheque must be deposited in a client bank account by no later
than the date on the cheque (if that is a business day or, if not, the next business day after the
date on the cheque).

The final internal client money reconciliation rules also now provide guidance on the treatment
of cheques received but not yet deposited in a client bank account (discussed below'4).

133 At para. 7.83.
134 At para. 7.275.
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Cleared funds

7.133 In the CP we proposed to set out explicitly in the rules that firms cannot carry out business for
a client using that client’s client money until that money has cleared into a client bank account.
We noted further that while firms may use their own money to fund clients’ transactions, they
may not use one client’s money to fund other clients’ transactions; that is, Peter’'s money should
not be used to pay for Paul’s transactions.

7134  We received a considerable amount of feedback on this proposal. The majority of respondents
agreed with the principle that ‘Peter’s money should not be used to pay for Paul’s transactions’.
However, a large number of firms asked for clarification of what we mean by ‘cleared’ noting
that this term meant a number of different things to banks. Firms asked for clarification as to
whether we intended that clients could not trade before their funds cleared into client bank
accounts or whether their trades could not be settled before that time. A number of firms
noted that this rule would require them to be able to monitor receipts into bank accounts on a
real time basis and that neither the firms’ nor the banks’ systems were capable of this.

Our response

7135 We are pleased that firms agree with the principle that one client’s money should not be used
to pay for another client’s transactions as it is a principle that is fundamental to the client
money rules.

7136  Having considered the feedback we agree that in practice it will be difficult for firms to determine
precisely when clients’ funds have been received into a client bank account and be available for
use. We have revised the rules so, instead of creating a general restriction on the ability of firms
to undertake business for clients with their money until that money has cleared into a client
bank account'®, the final rules set out explicit guidance that states that a firm should ensure
its organisational arrangements are adequate to minimise the risk that client money held by
the firm may be paid for the account of a client whose money is yet to be received by the
firm."*® These organisational requirements may include firms considering the amount of time
it may take for different types of payments (e.g. credit card payments, automated payments
and cheques) to become available to the firm for use, taking these periods into account when
setting up systems and establishing safeguards to ensure that payments out of client bank
accounts do not take effect before the relevant amount of client money has become available
for use. The final rules also reiterate that the statutory trust does not permit a firm to use client
money to advance credit to the firm’s clients, to itself, or to any other person.'’

7137  As set out in the CP, the rules do not prohibit firms using their own money to fund clients’
trades (for example, before receiving funds from clients). If the firm wishes to do this through
the client bank account, it may be able to make use of the prudent segregation rules to mitigate
the risk of using one client’'s money for another client’s trades. It may instead wish to do so
directly from its own bank accounts.

7.138 The CBA in the CP set out that there would be no material costs associated with this proposal.
We received some feedback that there would be costs associated with being required to
monitor transactions through a client bank account on a real time basis, and that due to the
fact that firms would be unable to monitor their client bank accounts on a real time basis, this
would mean that firms would be required to fund their client bank accounts on an intra-day

135 See CASS 7.4.22AR as proposed in the CP.

136 See CASS 7.12.3G in Part 3 of the final rules in Appendix I.
137 See CASS 7.17.5G in Part 3 of the final rules in Appendix I.
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basis using firm money and that this would come at a cost that did not appear to have been
taken into account in the CBA. We have taken on the feedback that firms’ and banks’ systems
are not capable of such 'live’ monitoring and this is not something that the final rules require.
Nor do they require firms to fund a client bank account with firm money on an intra-day basis,
so these costs will not arise as a result of the final rules.

Where a firm agrees that it will carry out transactions for clients in advance of receiving money
from those clients, firms will be able to carry out those transactions for clients using their own
monies, but they will not be able to do so using other clients’ money.

These changes mean firms should not, as a result of this proposal, incur any incremental
compliance costs they might have incurred through monitoring client bank accounts for cleared
funds, and through the final rules reinforcing existing principles, we do not consider that the
amended proposal increases incremental compliance costs to firms compared to those outlined
in the CBA published in the CP. The benefits of the proposal, that is ensuring that one client'’s
money is not used for another’s trades, are being delivered through providing guidance on
existing requirements and reinforcing trust principles.

Allocation of client money receipts

We consulted on requiring firms to allocate client money to the relevant clients within five
business days of receipt. We also consulted on permitting firms to treat any ‘unidentifiable’
receipts of money as client money if they consider it prudent to do so while taking steps to
identify if the money belongs to the firm or its clients.

A number of respondents raised that requiring firms to allocate all client money within five
business days of receipt would be difficult given that firms are often reliant on receiving the
information necessary to allocate receipts from third parties and this information is not always
provided in a timely fashion. A number of respondents noted that while in many cases they
may be able to allocate within five business days, in the cases where they could not, they did
not want to breach the rule and that the existing ten business days for allocation was more
reasonable.

Our response

We have amended the proposal in response to feedback. Under the final rules firms will be
required to allocate client money receipts promptly, and in any case, within ten business days
of receipt of the money, and record this money as ‘unallocated client money’ while working to
allocate the payment. Where a firm is unable to identify money it receives as client money, the
final rules will permit firms to treat this as ‘unidentified client money’ in accordance with the
client money rules while taking all necessary steps to identify the money as belonging to the
firm or its clients.

In light of the feedback that in many cases firms will be able to allocate within five business
days of receipt and that the final rule will still require firms to allocate client money promptly,
we do not believe that the amendment to allow firms a maximum period of ten business days
to allocate client money will reduce the benefits to clients from the package of proposals
consulted on in the CP.
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Money due to a client from a firm

7145 We consulted on amending the guidance in the client money segregation rules that relates to
the payment by a firm of money to a client when it becomes due."*® We consulted on making
the guidance into a rule and clarifying what steps a firm must take to segregate client money
for a client if a liability to the client arises.

7146 A few respondents asked for clarification of this rule. One respondent noted that the proposed
rule no longer referred to the normal approach but captured firms carrying on all designated
investment business and queried whether this would bring firms previously out of scope, for
example those firms using the banking exemption, into scope of the rules. Another queried
whether this would capture overpaid fees.

Our response

7147  We have considered the feedback and are not proceeding with the proposed amended wording.
However, given that firms should segregate monies that become due to clients in line with this
provision, we will carry forward our proposal to make this into a rule (rather than guidance).

Prudent segregation of client money

Q26: Do you agree with our proposals to clarify the proper
use of prudent over-segregation of client money?
If not, please provide reasons.

7148 In the CP we consulted on clarifying the process firms should follow when they assess that
it would be prudent to segregate an additional amount of money in a client bank account in
respect of certain identifiable risks. We proposed that a firm would be required to establish a
written policy approved by its governing body setting out the types of risks it would address
through use of prudent segregation. We also proposed that a firm should make a written
record of why a payment made under the rule is a reasonable estimate of the risk to which it
relates and that the money so paid will be client money. We also set out guidance on the types
of risks that a firm may wish to address by prudently segregating such as to address the risks of
a systems failure or the costs that may be borne by the client money pool following firm failure.
We also proposed a process for removing amounts previously prudently segregated from client
bank accounts.

7149 A number of respondents welcomed the clarification that the use of prudent segregation is
acceptable.

7150 A few respondents suggested ways that the written prudent segregation policy could be
enhanced. Other respondents requested clarification of the way that amounts prudently
segregated should be calculated. A respondent asked whether the amounts prudently
segregated should be included in firms' daily reconciliations. A few respondents queried
whether the amounts prudently segregated need to be linked to specific risks or whether an
amount could be linked to risks generally.

138 Existing CASS 7.4.29G and CASS 7.13.39R in Part 3 of the final rules in Appendix I.
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Some respondents stated that allowing firms to prudently segregate amounts in relation to costs
of firm failure would give rise to problems such as challenge from creditors and inconsistency
among industry participants about how much to segregate in respect of this.

Our response

Thefinal rules include further detail on the contents of the policy document and the requirements
to keep records of all prudent segregation payments made. In addition to setting out the
specific risks that would be prudent for the firm to address through prudent segregation,
the final rules require the written policy to set out why the firm considers the use of prudent
segregation is a reasonable means of addressing each risk and the method that the firm will
use to calculate the amount segregated to address each risk.

In response to feedback and to ensure that amounts prudently segregated legally become part
of the client money trust, we have amended firms’ recordkeeping requirements under this
rule. Firms will be required to maintain a ‘prudent segregation record’ relating to segregation
payments made into a client bank account and amounts withdrawn when no longer necessary
under the relevant rules. The document will record amounts of payments and withdrawals,
why such payments or withdrawals are made, that each payment or withdrawal was made in
accordance with the policy and the relevant client money rules and the total amount of client
money segregated pursuant to the rules. This record must be retained for a period of five years
after the firm ceases to prudently segregate.

In terms of the calculation of the amounts that firms prudently segregate, due to the variety of
risks that firms may wish to address using this rule, it is for firms to determine the best way of
calculating the prudent segregation amount in relation to each of these. The final rules require
amounts prudently segregated to be included in firms' client money reconciliations.

The final rules require amounts that are prudently segregated to be linked to specific types
of risks rather than risk generally. It is open to firms to consider that there are a number of
risks in relation to which they wish to prudently segregate. However, the firm’s policy should
set out each risk, why the firm considers that prudent segregation is a reasonable means of
addressing each risk and the method that the firm will use to calculate the amount segregated
to address each risk. The total amount segregated should reflect the sum of these calculations.
Firms will be permitted to prudently segregate for an ad hoc risk which its policy does not at
that time cover but the policy must be created or amended as soon as reasonably practicable
after the segregation. The final rules also make it clear that prudent segregation should not be
used by firms as a substitute for accurate and timely record keeping in accordance with other
requirements in the client money rules.'*

In response to feedback and in contemplation of the client money distribution rules review that
we are carrying out later this year, our guidance on the types of risks that a firm may wish to
address by prudently segregating does not include the costs that may be borne by the client
money pool following firm failure. These issues and whether additional guidance on this point
is merited will be considered as part of the client money distribution rules review later this year.

139 For example, existing CASS 7.6 and CASS 7.15 in Part 3 of the final rules in Appendix I.
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7.157  Finally, the maintenance of a prudent segregation record may impose minimal incremental costs
on firms. We consulted on a requirement to make a written record of why payments made
pursuant to the rule are reasonable estimates of the risks they address and that the money so
paid will be client money. The prudent segregation record expands on this by requiring firms
to keep a more detailed, separate record . Please refer to Annex 1 for an estimate of the costs
associated with creating and retaining this record.

Alternative approach

Q27: Do you agree with our proposals in relation to the use of
the alternative approach to client money segregation?
If not, please provide reasons.

7.158 In 2012 the CASS Unit undertook research into firms’ uses of the alternative approach to client
money segregation (the ‘alternative approach’) which has informed our final rules in this
area.

Firms’ use of the alternative approach
7159  We consulted on requiring firms, prior to adopting the alternative approach to client money
segregation, to:

a. establish and document its reasons for using the alternative approach on a per-business line
basis prior to first adopting the alternative approach for a particular business line;

b. notify the FCA three months in advance of its intention to adopt the alternative approach;
and

C. obtain a report from an independent auditor in respect of the firm's proposed use of the
alternative approach.

7160 We also consulted on requiring firms to review at least annually it reasons for continuing to
operate the alternative approach. Once firms have carried out this annual review, where firms
determine that their reasons for using the alternative approach for a particular business line are
no longer valid, we consulted on requiring firms to stop using the alternative approach for that
business line within three months.

7161 A few respondents commented that the use of the alternative approach should not be limited
to large investment banks.

7162 A few respondents commented on the per-business line basis of these proposals. For example,
a respondent queried whether our intention was for firms to carry out this assessment on a
per-business line basis; others asked for a definition of business line and another suggested that
the per-business line approach would add complexity where firms were using the alternative
approach for some business lines and not others. We also received feedback that if an annual
review revealed that a firm’s reasons for using the alternative approach were no longer valid,
given the changes to firms systems and controls that would be required to transition from the
alternative approach to the normal approach, three months would be insufficient to make
those changes.
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One respondent commented that it was not clear from the CBA published in the CP what costs
a firm might incur as a result of being required to move the from the alternative approach to
the normal approach as a result of this proposal. In carrying out the costs survey to feed into
the cost benefit analysis, none of the respondents fed back that they anticipated having to
move from using the alternative approach to the normal approach as a result of the proposal or
cited costs associated with this. Similarly, no respondents to the CP stated that they considered
that they would move to the normal approach as a result of the proposal.

Our response

Under the final rules, both those firms already using the alternative approach and any firms
wishing to use it in the future will need to establish and document their reasons (as set out in
the final rules) for using the alternative approach for a particular business line. The rationale for
this is that while the use of the alternative approach may be appropriate for one business line, it
may not be appropriate across the whole business. Under the current rules firms are permitted
to operate the alternative approach for some types of business and the normal approach for
others as long as they can demonstrate that their systems and controls are adequate. This rule
change is an extension of this. We have not provided a definition of ‘business line’ as what
constitutes a business line will differ from firm to firm and in some cases the approach may be
suitable for the whole of the firm’s business.

In the final rules, as consulted, a firm will be required to review at least annually its reasons for
continuing to operate the alternative approach for each business line. In response to feedback,
we have amended the final rules so that once a firm has carried out this annual review, we allow
firms a maximum of six months (rather than three months) following the review to stop using
the alternative approach if that is what the firm’s own review determines to be appropriate (for
example if the risks associated with the business line have changed). We expect the process
for a firm to stop using the alternative approach and instead use the normal approach will
involve a firm making a number of changes including changes to systems and processes to
ensure that client money is received directly into client bank account, communications with
clients and third parties to ensure that payments are made into the correct account, changes
to the internal client money reconciliation process and ceasing calculating and maintaining an
alternative approach mandatory prudent segregation amount. This increase in time from three
to six months recognises that for some firms this will be a more lengthy process than for others
so we are allowing all firms a maximum of six months.

We have not provided an estimate of the costs to firms of transitioning from the alternative to
normal approach given that the costs depend on a number of factors that make it difficult to
provide a reliable per firm cost estimate. For example, costs of transitioning will vary depending
on the type of firm, their business model, whether they operate a normal approach for other
business lines and the size of their client money holdings. However, when engaging with firms
to understand the cost of this rule change, no firm indicated that it would stop using the
alternative approach and as such we expect the estimated incremental costs from this rule
change outlined in the original CBA to still apply. To minimise the costs to firms of moving to
the normal approach, where they have decided that it is appropriate, we have (as noted above)
increased the time that firms are given to transition from the alternative approach to the normal
approach reducing the regulatory burden on affected firms. We expect the benefits to clients
to be only minimally reduced as the client money will continue to be protected but will take six
months rather than three to transition to a different approach to client money segregation that
the firm has concluded is preferable under this rule.
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7.167 In response to feedback, we will not be limiting the use of the alternative approach to large
investment banks. We agree that there may be smaller firms that can justify using the alternative
approach for particular business lines in accordance with the rules, however we would not
generally expect this.

Auditor assurances — alternative approach

7.168 In relation to an auditor’s report for a firm intending to operate the alternative approach to
client money segregation, we consulted on requiring the report to be prepared on the basis of
a reasonable assurance engagement, with the auditor opining on two matters:

i. whether the firm’s systems and controls are adequately designed to enable the firm to use
the alternative approach effectively; and

ii. whether the firm's proposed method of calculating and maintaining the ‘cash buffer’ is
adequately designed to enable the firm to comply with the rules relating to the cash buffer.
We received feedback on these proposals from both firms and auditors.

7.169  As with our proposals for auditor assurances around non-standard methods of internal client
money reconciliation discussed below'°, we have continued to work with a group of industry
representatives in finalising our requirements in this area.

7.170  From audit professionals, the main comments we received related to whether an auditor would
be able to prepare the proposed reports on the basis of a ‘reasonable assurance engagement’.
Some auditors expressed concern that without seeing a firm'’s use of the alternative approach
in operation they may not be able to provide the level of assurance proposed. These same
respondents suggested that an opinion on design effectiveness should be restricted to a limited
assurance engagement or an ‘expert view' that is not an assurance engagement.

7171 Others provided feedback on the drafting of the auditor’s opinions set out in the CP. This
included suggestions that the opinions given be reworded to refer to design ‘suitability’ instead
of design ‘adequacy’. A few respondents already operating the alternative approach remarked
that in their view the existing annual CASS audit requirements should be sufficient, while
others felt that any new audit report requirements should be ‘rolled into’ the work conducted
as part of the work carried out on the firm'’s first annual CASS audit following implementation
of the rules.

Our response

7172  First of all, the terminology in the final rules has changed and the rules now refer to a ‘'mandatory
prudent segregation amount ('MPSA’)’ rather than a ‘cash buffer’.

7173 Both those firms currently using the alternative approach and those wishing to use it for
a business line in the future will be required to obtain a report from their auditor before
operating the alternative approach to client money segregation. For those firms already using
the alternative approach the reasons for this stem from the fact that the amended rules impose
new requirements on these firms.

140 At para. 7.233.
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These firms will now be required to assess whether the use of the alternative approach for
each business line is appropriate. Each firm will also be required to calculate and maintain a
MPSA in relation to each business line for which it uses the alternative approach. As a result
of the new requirements, a firm may need to change its existing systems and controls around
the use of the alternative approach, including around the maintenance of the MPSA, which will
necessitate a new auditor’s report prepared in accordance with these rules.

This report will be prepared on the basis of a reasonable assurance engagement.*' We
understand this is achievable under the FRC's definition of a reasonable assurance engagement.
Nothing in these rules stipulates what steps an auditor must take to be able to provide firms
with the report on the basis of a reasonable assurance engagement. We understand it is likely
that many firms will need to have designed their processes and to have built test systems before
an auditor feels able to provide the report. However, the specific steps an auditor may need
to follow, and the matters which a firm may need to address before the auditor a reasonable
assurance report, are matters for the auditor’s professional judgment as governed by the
requirements and standards imposed on the auditor by its regulator.

We will expect an auditor to have regard, where relevant, to standards and guidance issued by
the FRC that specifically address these types of report. To this end, we will continue to work
with the FRC and with auditors in respect of the further development of such standards and
guidance.

An auditor’s report prepared as an ‘expert view' or on the basis of a ‘limited assurance
engagement’ does not provide us with the level of assurance necessary. As with our new
requirements for non-standard methods of internal client money reconciliation'*?, we are
requiring this report to ensure each firm’'s proposed approach to operating the alternative
approach, and in particular their development and maintenance of a cash buffer, isindependently

reviewed.

Based on feedback, we have also amended our rules to more closely reflect the drafting of the
specific opinions we expect auditors to provide. This includes revisions to clarify that the auditor
will be opining on whether a firms' proposed use of the alternative approach, including its
proposed calculation and maintenance of a MPSA, is ‘suitably designed’ to achieve compliance
with our requirements.

Obtaining revised auditor reports

We consulted on requiring a firm to obtain a revised auditor’s report if it changes the way it
uses the alternative approach.

Some respondents asked for clarification of the types of changes that would trigger a
requirement to obtain a new auditor report.

141 Similar to our new requirements for an auditor’s report before a firm operates a non-standard method of internal client money

reconciliation, discussed below at paras. 7.236 to 7.240.

142 Discussed below at para. 7.239.

June 2014 Financial Conduct Authority



Review of the client assets regime for investment business PS14/9

7.181 In the final rules, we only require a firm to obtain a new auditor’s report in the circumstances
in which it changes the way that it calculates and maintains its MPSA. There are two parts to
the auditor report under this rule:

i. one part covering whether the firm’s systems and controls are suitably designed to enable
the firm to comply with the alternative approach rules (including the rules relating to the
MPSA); and

ii. the second part covering whether MPSA the firm will calculate and maintain is suitably
designed to enable the firm to comply with the rules relating to the MPSA.

7.182  The proposal to require a firm to obtain a revised auditor opinion as a result of a change in the
way it uses the alternative approach was intended to protect against the risk that if a firm were
to alter the way it uses the alternative approach, the assurance from the auditor that the firm'’s
systems and controls and its MPSA proposal were suitable to comply with the relevant rules
would no longer be valid and so client money could be at risk. \We take on board the feedback
that the proposed rule applied to any change rather than purely ‘material’ changes.

7.183  The final rules state that a firm must not materially change how it will calculate and maintain
its MPSA unless it has first obtained a revised auditor’s report in accordance with the rules,
narrowing the scope of the requirement to obtain a revised opinion from that consulted on. If a
firm wanted to use the alternative approach for an additional business line it would be required
under the final rules to obtain an auditor’s opinion covering that business line. Given the fact
that for business lines in relation to which a firm is already using the alternative approach the
firm must assess for itself at least each year that it has adequate systems and controls to enable
it to operate the alternative approach, we have agreed that firms will not be required to obtain
a revised opinion for each change to its use of the alternative approach. However, the principal
risks involved in firms’ use of the alternative approach are those risks to client money that the
rules address by requiring firms using this approach to maintain a MPSA. Given the importance
of this MPSA to protecting client money, if a firm materially changes how it will calculate and
maintain its MPSA, it will be required to obtain a revised report stating whether in the auditor’s
opinion the MPSA the firm will calculate and maintain is suitably designed to enable it to
comply with the relevant rules.

7184  Given our view that the risk that we aimed to address through requiring firms to obtain a
revised systems and controls opinion are addressed through the other requirements under the
rule, while the ongoing costs to firms of the proposal may be reduced, the benefits remain the
same.

Calculation and maintenance of a mandatory prudent segregation amount
7185 We consulted on requiring firms using the alternative approach to maintain a MPSA sufficient
to address the following two risks:

1. the intra-day risk of client money being held in a firm's own account; and

2. the risk of the firm failing to identify for a period of time that money received into its own
account is in fact client money (‘'unidentified credits’).

Under the proposed rules, firms would be required to use the previous three months' trading
records to calculate the MPSA and to review the MPSA amount at least quarterly.
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We received feedback from firms, industry associations and auditors requesting more guidance
on how this mandatory MPSA should be calculated and clarification on how and when firms
should review their MPSAs.

Our response

Under the final rules, firms using the alternative approach for a particular business line will
be required to calculate and maintain a MPSA for the forthcoming three months. In response
to feedback, we have included some further detail on the information that firms should use
to calculate a MPSA. A firm must take into account the client money requirement, the daily
adjustment payments that the firm makes into, or removes from, its client bank account and
the unidentified credits over at least the previous three months as shown in its internal client
money records. Also a firm must take into account the impact of any particular events, the
seasonal nature of a business line or any other aspect of a business line on the client money
requirement, the daily adjustment payments that the firm makes into its client bank account
and the unidentified credits over the forthcoming three months.

In the final rules, firms will be required to review the MPSA that they hold at least quarterly. This
means that firms will be required to repeat and complete the process of determining the MPSA
and paying any additional amounts of its own money into the client bank account as part of
an amended MPSA (or removing any excess, as the case may be) at least on a quarterly basis.
We have clarified that firms will have a period of ten business days to carry out each review
and complete any adjustments to the MPSA in the client bank account. The final rules will not
prevent firms from carrying out this review more frequently.

Finally, to ensure that the MPSA is segregated effectively such that it legally becomes part
of the client money trust, we have amended firms’ record keeping requirements under this
rule to require them to create and maintain an ‘alternative approach record’. This record will
record the dates on which the firm determines each MPSA amount, the dates and amounts
of payments into and withdrawals from client bank accounts to adjust the MPSA and the fact
that the payment or withdrawal was made in accordance with the MPSA rules. We expect that
the creation, maintenance and retention of this record will impose minimal incremental costs
on firms compared to what we consulted on (we are only expanding on the record keeping
requirements we already consulted on). As set out in Annex 1 we expect the incremental
compliance costs of creating, maintaining and retaining records to be minimal.

Intra-day adjustments
We consulted on permitting firms using the alternative approach to adjust the balance of client
money they hold in client bank accounts before completion of a client money reconciliation.

There was mixed feedback on this aspect of the proposal with some respondents welcoming
it and others noting that permitting intra-day adjustments in this way may lead to firms
withdrawing money and thereby putting clients at risk.

Our response

We are implementing the proposal largely as proposed in the CP but adding some clarifications
to the relevant rules. During the course of carrying out its internal client money reconciliation
(on TO) the rules will permit a firm to increase the balance held in its client bank accounts if
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7.196
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(and only if) the firm reasonably expects the client money requirement for the previous business
day (T-1) will increase above the client money resource currently (at TO) held in the client bank
accounts. The firm may only form such expectations on the basis of the internal client money
reconciliation calculation that it is in the process of carrying out (relating to T-1).

Similarly, if on the basis of the internal client money reconciliation calculation that the firm is in
the process of carrying out on TO (relating to T-1), the firm reasonably expects the client money
requirement for the previous business day (T-1) to decrease below the client money resource
currently (at TO) held in the client bank accounts, the firm may make intra-day transfers out
of the client bank accounts. However, in doing so, the firm must act prudently and manage
the risk of not having segregated sufficient client money resource that reflects its actual client
money requirement.

If a firm chooses to make intra-day transfers under this rule, the transfers must be linked to the
internal client money reconciliation calculation that it is in the process of carrying out.

As set out in the rules, we would expect that, where used, such intra-day transfers will be
used by firms that maintain client bank accounts in a number of different time zones and
making adjustments to balances in client bank accounts in different time zones is dependent
on meeting money transfer cut off times in those different time zones.

Transitional provisions

A number of respondents stated that a six month implementation timetable would be
insufficient for firms to assess on a per-business line basis their use of the alternative approach
and make any consequential systems and controls changes.

Our response

Please refer to the Table 2 in Chapter 2. All of our new rules relating to the alternative approach
to client money segregation will enter into force from 1 December 2014. However, under
a transitional provision, firms that are operating an alternative approach on for a particular
business line on 30 November 2014 will be allowed to continue to comply with the existing
requirements until 1 June 2015 in relation to those business lines. Firms that are not operating
the alternative approach on the 30 June 2014 (or firms that wish to start using the alternative
approach for a business line in relation to which they had not previously used the approach) will
be subject to these new rules from 1 December 2014 and will need to be fully in compliance
with them from this date. Firms will be permitted to provide us the notifications and auditor’s
report required under the changes being introduced in this PS before operating the alternative
approach and we expect that by 1 June 2015 all firms that intend to continue after this date to
operate the alternative approach to client money segregation will be in compliance with these
new requirements (including their obligations to have provided us the requisite notifications
and auditor’s reports in advance of this deadline).
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Client money held by third parties

Q28: Do you agree with our proposal to clarify the
requirements around how a firm should treat client
money transferred to a third party? If not, please
provide reasons.

In the CP we proposed to clarify that, if a third party holds money for a client of the firm
(rather than a client of the third party), that money remains client money of the firm and the
firm should include the amount in its internal client money reconciliations. We also proposed
re-emphasising guidance in CASS 7.5 that any client monies held at a third party should be
held in a client transaction account and that the transactions for which the money has been
transferred to the third party should be reasonably foreseeable.

The majority of respondents agreed with this proposal. However, a number of respondents had
specific comments.

A few respondents commented that this rule’* needs to recognise that client money may be
held by third parties for transactions generally rather than for specific transactions.

A number of respondents also commented that the proposed rules did not appear to include
any amendments to require firms to include amounts held in client transaction accounts at third
parties in their internal client money reconciliations. Other respondents noted that this rule
would require firms to obtain balance information from third parties intra-day or on a live basis.

Our response

We are introducing these rules with only minor changes to reflect feedback. For example, final
guidance makes it clear that firms may allow another person to hold client money for both
contingent liability investments and non-margined transactions for a client. The final guidance
also clarifies that a firm may allow another person to hold client money under these provisions
only for transactions that are likely to occur and for which that other person needs the client
money to carry out the transaction or in relation to transactions which have recently settled
such that the other person has recently received client money as settlement proceeds.

Firms will also continue to be required to include sums of client money that they allow another
person to hold in a client transaction account when undertaking an internal client money
reconciliation. Our revised rules for standard methods of internal client money reconciliations
include guidance that confirms this approach, including a confirmation that a firm should be
using the values contained in their internal records and ledgers to determine the balances of
client money a firm has allowed a third party to hold in a client transaction account."* Firms
will not be required, as a consequence of this rule, to obtain balance information from the
relevant third parties on either an intra-day or on a live basis in order to carry out an internal
client money reconciliation.

143 See proposed CASS 7.5.2AG in the CP.
144 At para. 7.221.
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Client money relating to custody assets at custodians

Q29: Do you agree with our proposal to allow firms to hold
client money in client transaction accounts at custodians?
If not, please provide reason

7.204 In the CP we proposed that firms that hold custody assets and deposit these with third parties
must recognise any money derived from these assets as client money (where appropriate). The
money should therefore be held in a client bank account in the name of the firm. This could
be at the custodian itself if the custodian is a bank. We proposed that as an alternative, the
firm and the third party can establish their contractual agreement to cover the holding of client
money by the third party in a client transaction account showing that it is holding the monies
on behalf of the firm'’s clients. The proposals also noted our existing guidance that excess client
money should not be held in a client transaction account.'* Rather, the firm should arrange for
such excess money to be transferred back to the firm when appropriate.

7.205 A number of firms asked for clarification that the policy intention was not to bring entities that
use the banking exemption into the client money rules, for example, custodians that also have
a banking licence.

Our response

7.206 The final rules makes it clear that if a firm has deposited custody assets with a third party under
our custody rules™® and money arises in connection with those assets the firm should treat
that money as client money unless otherwise agreed. Where the third party custodian is also a
bank, the firm may arrange for the client money to be held in a client bank account (from the
perspective of the firm rather than the third party custodian) at the third party custodian itself
or with another bank. Where the third party custodian is not a bank, the firm may arrange for
the third party custodian to deposit the money in a client bank account (at a third party bank)
or in a client transaction account. If firms are using the banking exemption they must have
systems and controls to ensure they recognise this money as being held under the banking
exemption, or if held by a third party, as client money.

145 Existing CASS 7.5.3G.
146 CASS 7.14.6R of Part 3 of the final rules in Appendix 1.
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Client money recordkeeping and reconciliations

Q30: Do you agree with our proposals in relation to
internal and external client money reconciliations and
notification and recordkeeping requirements?

If not, please provide reasons.

Overview

All investment firms that hold client money for clients are currently required to maintain their
records in a way that ensures their accuracy and, in particular, their correspondence to the client
money held for clients.”” However, as noted in the CP'*8, we continue to frequently identify
instances of poor recordkeeping practices and firms with inadequate systems and controls in
place to ensure the accuracy of their records. We observed that in many cases firms do not
understand the current requirements around client money recordkeeping and reconciliations.

In this section, we discuss the changes and new requirements we are introducing to increase
clarity around our requirements for recordkeeping, improve firms’ practices and make certain
that all firms have adequate systems and controls in place to ensure accuracy of their client
money records.

The new rules in this PS will place additional recordkeeping obligations on all firms subject to
our client money rules for investment firms. This includes a requirement for a firm to maintain
its records in a way that allows it to promptly determine the total amount of client money
it should be holding for each client. Under this rule, we expect that firms will need to ensure
that they are able to determine the total amount of client money they should be holding for
each client within two business days of having taken a decision to do so, or at the request of
the FCA.

All firms will continue to be required to undertake each of the following processes, subject to
certain changes set out in this PS, to ensure they comply with their recordkeeping obligations
for client money (see also Diagram 3 below):

Internal client money reconciliations

e a reconciliation of a firm’s internal records and accounts of the amount of client
money the firm holds for each client with its internal records and accounts of
the client money the firm should be holding in client bank accounts or has
placed in client transaction accounts. A firm must use the internal reconciliation
to either:

a. (when using the normal approach to client money segregation) check on a daily basis
whether its client money resource, as at the close of business the previous business day,
was equal to its client money requirement at the close of business on that previous day; or

b. (when using the alternative approach to client money segregation) ensure on a daily basis
that its client money resource, as at the close of business on any day it carries out an
internal client money reconciliation, is equal to its client money reconciliation at the close
of business on the previous day.

147 Existing CASS 7.6.1R and 7.6.2R and CASS 7.15.2R and 7.15.3R in Part 3 of the final rules in Appendix I.
148 At paras. 4.108 and 4.109.
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In either case, the:

- ‘client money resource’ — being the aggregate balance on a firm'’s client bank accounts;
and

- ‘client money requirement’ — being the total amount of client money a firm is required
to have segregated in client bank accounts under the client money rules.

The internal client money reconciliation may be performed by one of the standard methods or
non-standard method:

- Standard methods of internal client money reconciliation - the methods of
reconciliation set out in our client money rules, which require a firm to calculate its client
money requirement by one of two possible methods:

i. Individual client balance (available to all firms): requires a firm to calculate its client
money requirement by reference to how much the firm should be holding in total
for each of its individual clients with a positive balance in respect of non-margined
transactions, margined transactions and certain other matters; or

i. Net negative add-back (only available to CASS 7 asset management firms and
CASS loan-based crowdfunding firms, and only when the firm does not engage in
any margined transactions for clients): requires a firm to calculate its client money
requirement by reference to the balances in each client bank account, adding any
individual client’s net position in a specific client bank account that is negative and
certain other matters; or

- Non-standard method of internal client money reconciliation — this is a method of
reconciliation that does not meet the requirements placed on firms undertaking one of

the standard methods of internal client money reconciliation'*;

External client money reconciliations

e External client money reconciliation: this is a comparison of the balance, currency by
currency, on each client bank account and client transaction account as recorded by the
firm, with the balance on that account as set out in the most recent statement or other
form of confirmation issued by the bank or person with whom the account is held.

149 Existing CASS 7 Annex 1G and CASS 7.16 in Part 3 of the final rules in Appendix I.
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Diagram 3 — illustrative example of the client money reconciliations a firm operating one of the
standard methods of internal client money reconciliation may undertake:
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Firms will be required to undertake internal client money reconciliations on a daily basis and
external client money reconciliations whenever necessary but on at least a monthly basis. Both
of these also require a firm to:

a. determine the reason for any discrepancy which arises between its client money requirement
and client money resource which it identifies as a result of its internal client money
reconciliation and address any associated shortfall or excess the same day it undertakes the
internal reconciliation; and

b. without undue delay investigate and take all reasonable steps to correct any discrepancy
which it identifies as a result of its external client money reconciliation (segregating in the
interim an amount of client money or approved collateral based on whichever record, or set
of records, indicates a greater amount should be held by the firm).

We note separately that before a firm carries out a non-standard method of internal client
money reconciliation it must first establish and document in writing specific matters, notifying
us of its intentions and obtain and provide us with a copy of a written report opining on specific
matters which has been prepared by an independent auditor of the firm.

We received feedback from approximately 60 respondents on our proposals for client money
recordkeeping and reconciliations. Most respondents were broadly supportive of our proposals
in this area and many stated that the revised rules represented best practice. Specific comments
on the drafting of the proposed rules or requests for clarifications are summarised in the
following sections.

Internal client money reconciliations

We consulted on rules requiring all firms to undertake an internal client money reconciliation on
a daily basis. We proposed to define an internal client money reconciliation as a reconciliation
between a firm's internal records and accounts of the amount of client money held for each
client with its internal records and accounts of the client money that the firm should be holding
in client bank accounts or have placed in client transaction accounts. We also introduced
guidance on the purposes of an internal client money reconciliation.

Most respondents agreed that firms should undertake an internal client money reconciliation
on at least a daily basis. A small number of asset management and private equity firms stated
that a daily internal reconciliation would be unduly burdensome, arguing that the costs would
not be justified in circumstances in which a firm may only hold client money or undertake
transactions in client money on an infrequent basis. Respondents did not challenge the costs
provided in the CBA. As such, we have not revised the costs set out in the CP.

One respondent disagreed with an internal client money reconciliation being characterised as a
check that a firm operating the normal approach to client money segregation has segregated
the correct amount of client money, noting that many firms will find that on any given day they
need to top-up or reduce the balance in their client bank accounts as a result of having carried
out the reconciliation.

Another respondent stated that the proposed rules for internal client money reconciliations
should recognise that a firm's internal records for transactions in client money may be derived
from information obtained from statements, electronic feeds or other forms of records from
the bank with whom that money is deposited.
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Our response

We are introducing these rules largely as proposed in the CP, requiring all firms to undertake an
internal client money reconciliation on a daily basis. This requirement forms an important part
of the steps a firm should be taking to ensure the accuracy of its client money records and that
it has adequate arrangements in place for the protection of client money.

An internal client money reconciliation is also the means by which we expect a firm to check
whether the amount of client money that it has recorded as being segregated in client bank
accounts meets its obligations to clients, or, if the firm is operating the alternative approach
to client money segregation, to calculate the amount of client money it should segregate in
client bank accounts by the close of business on the day of the reconciliation. We recognise
that there is a correlation between the number of transactions a firm undertakes and the
likelihood that the firm will not have the correct amount of client money segregated at all
times. However, whereas with the alternative approach to client money segregation the internal
client money reconciliation is one of the ways by which a firm will determine how to comply
with its segregation requirements (by calculating how much client money to segregate), a firm
operating the normal approach to client money segregation should not rely on its internal
reconciliation to achieve compliance with the client money segregation requirements (i.e. to
determine whether or how much client money it should segregate). Instead, when operating
the normal approach, the internal reconciliation should be used as an internal control to verify
or otherwise determine whether the amount of client money the firm has segregated meets
its obligations to clients under our rules. Where a firm determines that as a result of its internal
client money reconciliation it has either too much or too little in its client bank accounts, a firm
should identify the reason for that discrepancy and take measures as necessary to avoid that
discrepancy from arising again.

In response to feedback, we are also clarifying that when a firm undertakes an internal client
money reconciliation, it is required to use the values contained in its internal records and
ledgers: a firm should not use values obtained directly from an external/third party’s records.
Consistent with this approach, we are also providing guidance to confirm that our rules require
firms to keep internal records and accounts of the client money they hold. As a result, these
records should be maintained by the firm and additional to any external records they might
have access to or have otherwise obtained (discussed below'?).

Non-standard method of internal client money reconciliation

We consulted on continuing to allow firms to undertake a non-standard method of internal
client money reconciliation, and clarifying that this method of internal client money reconciliation
is one that does not follow the same process that would apply when undertaking one of the
standard methods of internal client money reconciliation. This included proposals to maintain
our existing requirements for firms to document the method of reconciliation they undertake,
to carry out an assessment of the equivalency of the protections afforded to client money
under that method in comparison with one of the standard methods and to obtain a report
from an independent auditor before implementing the method''. We also proposed to clarify
that any change in that firm’'s non-standard method would require the firm to repeat these
steps before that change was implemented and to evidence that its amended non-standard
method will provide an equivalent degree of protection as the standard methods.

150 At paras. 7.259 to 7.266.

151 At paras. 4.114 to 4.115 of the CP.
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Most respondents agreed that we should continue to allow firms to deviate from the standard
methods of internal client money reconciliation. Some firms raised the point that although
consistent with our current requirements, it was not entirely clear how a firm was expected to
determine whether its non-standard method of internal client money reconciliation provided
an equivalent degree of protection to the standard methods. A few of these same respondents
suggested that it would be better if we clearly articulated the outcome we expected from a
firm’s use of a non-standard method.

Others questioned more generally how a firm was expected to determine whether a material
change had or was going to occur to its non-standard method (triggering an obligation to
complete a revised assessment of its proposed use of the method, obtain a new auditor’s
report on that method and notify us).

A number of respondents disagreed that an auditor needed to be involved in independently
reviewing a firm’s proposed processes for operating a non-standard method and suggested
that any auditors’ review of a non-standard method of internal client money reconciliation
should be restricted to the auditor’s work to prepare the annual auditor’s client assets report
for that firm.

Some questioned generally whether firms currently operating a non-standard method of
internal client money reconciliation would be grandfathered for the purposes of the revised
rules.

Our response

We are making the rules as proposed in the CP, but with two key changes.

First, when firms are assessing their current or proposed use of a non-standard method, we
have clarified that a firm need not specifically opine on whether its non-standard method
provides or will provide an equivalent degree of protection, rather the firm should consider
whether the method achieves the same specified outcome as if the firm had used one of the
standard methods. This includes considering whether the method will:

1. check whether the amount of client money recorded in the firm’s records as being segregated
in client bank accounts meets the firm’s obligation to its clients under the client money rules
on a daily basis (when using the normal approach to client money segregation); or

2. calculate, on a daily basis, the amount of client money to be segregated in a client bank

account which meets a firm’s obligations to its clients under the client money rules (when
using the alternative approach to client money segregation).

Second, we are also clarifying that only material changes (rather than any changes) to a firm’s
non-standard method of internal client money reconciliation will oblige the firm to repeat
the steps required under our rules to use that method (i.e. carry out a new assessment and
obtain and provide a new auditor’s report to us). However, we are not providing any additional
guidance on what change would be material, as this needs to be determined by the firm on a
case-by-case basis and depends on different factors such as the firm’s business model and how
it operates its non-standard method.

Financial Conduct Authority June 2014 107



PS14/9

Review of the client assets regime for investment business

108

7.230

7.231

7.232

7.233

7.234

We consulted on and are requiring firms to obtain an auditor’s report which covers the firm's
proposed use of a non-standard method before the firm makes use of that method. The purpose
of this report is to ensure a firm’'s proposed method of internal reconciliation is independently
reviewed to ensure it is able to operate the method in a way which will comply with our
rules. The required annual auditor’s client assets report'? is not a suitable alternative to this
requirement, as this annual report would review a firm’s non-standard method only after it has
been implemented. Given the timing of the annual auditor’s client assets report, there would
also be the potential that the first independent review of the firm’s new or amended method
of internal client money reconciliation might not be undertaken for up to 16 months after the
firm has started using that method. We do not expect the amendments to this proposal to have
any CBA implications.

Finally, these new requirements for firms operating a non-standard method of internal client
money reconciliation will come into force on 1 December 2014.">3 However, firms operating
a non-standard method of internal client money reconciliation as of 30 November 2014 will
have until 1 June 2015, or the date they materially alter their method of internal client money
reconciliation, whichever is earlier, to comply with these new requirements (continuing to apply
the existing requirements in the interim). All firms will also be permitted to comply with these
new requirements for non-standard methods of internal client money reconciliation (including
their obligations to provide us the requisite notifications and auditor’s report) before the
relevant rules coming into force, so long as when the relevant rules become mandatory for a
firm, that firm is in compliance.

Auditor assurances — non-standard methods

Regarding an auditor’s report for a firm intending to undertake a non-standard method of
internal client money reconciliation, we consulted on requiring the report to be prepared on
the basis of a reasonable assurance engagement. We also proposed in the CP to require the
auditor to opine on whether:

1. the firm’s proposals for a non-standard method of internal client money reconciliation was
adequately designed to provide an equivalent degree of protection to one of the standard
methods of internal client money reconciliation; and

2. the firm’s systems and controls were adequately designed to enable it to operate effectively

the non-standard method the firm proposes to use.

In addition to the feedback we have received to the CP, we have also continued to work with a
group of auditing professionals we convened to discuss our proposals generally around auditor
assurances within CASS.">#

From the audit profession, we note the feedback was mixed as to whether an auditor would
be able to prepare the proposed reports on the basis of a reasonable assurance engagement.
Some auditors expressed concern that without seeing a method of reconciliation in operation
they may not be able to provide the level of assurance proposed. These same respondents
suggested that an opinion on design effectiveness should be restricted to a limited assurance
engagement or an ‘expert view’ that is not an assurance engagement.

152 See SUP 3.10.
153 At para. 2.9.
154 Including our proposals for an auditor’s report when a firm operates the alternative approach to client money segregation, discussed

above at paras. 7.168 to 7.178. This advisory group represented the overwhelming majority of audit firms that currently report to us
under the requirements in SUP 3.10 for an auditor’s client assets report as well as representatives of the FRC.
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7.235 Others provided feedback on the drafting of the auditor opinions set out in the CP. This
included raising that it could be problematic for an auditor to opine on whether a method of
reconciliation provides an ‘equivalent degree of protection’ to one of the standard methods of
reconciliation, arguing that this was a legal question. Other respondents suggested the opinion
should be reworded to refer to design ‘suitability’ instead of design ‘adequacy’.

Our response

7.236  We are making rules that will require a firm to obtain a report from its auditor before engaging
in a non-standard method of internal client money reconciliation. This report must be prepared
on the basis of a reasonable assurance engagement. We understand this is achievable under
the FRC's definition of a reasonable assurance engagement.

7.237 We also note that nothing in these rules stipulate what steps an auditor must take to be able
to provide firms with these reports on the basis of a reasonable assurance engagement. We
understand it is likely that many firms will need to have designed their processes and to have
built test systems before an auditor feels able to provide us with the report. However, the
specific steps an auditor may need to follow, and the matters that a firm may need to address
before the auditor can provide a reasonable assurance report, are matters for the auditor’s
professional judgment as governed by the requirements and standards placed on the auditor
by its regulator.

7.238 We also expect an auditor to have regard, where relevant, to standards and guidance issued
by the FRC that specifically address these types of report. To this end, we will continue to work
with the FRC and with auditors on the development of such standards and guidance.

7.239 We note that an auditor’s report prepared as an ‘expert view' or on the basis of ‘limited
assurance engagement’ does not provide us with the level of assurance necessary. As discussed
above'®, we are requiring this report to ensure firms are obtaining adequate professional
advice in developing their reconciliation methods and so far as possible to ensure a firm'’s
reconciliation method achieves the desired outcomes.

7.240 We have also amended our rules to more closely reflect the drafting of the specific opinions
we expect auditors to provide. This includes revisions to clarify that the auditor will be opining
on whether a firm's proposed non-standard method is ‘suitably designed’ and whether it
would achieve a particular outcome (as set out in the rule) as opposed to a general opinion on
whether the method is ‘adequately designed’ to provide an equivalency of protection. Nothing
in the proposed rules was intended to imply that we expect auditors to provide a view on a
legal question.

Standard methods of internal client money reconciliation

7.241  We consulted on restricting the availability of the ‘net negative add-back method''*® for
calculating a firm's client money requirement as part of one of the standard methods of internal
client money reconciliation. These proposals were intended to ensure that only asset managers
(i.e. those firms for whom the method was intended to accommodate when introduced into
the FSA's Handbook in 2002'™7) were allowed to use the net negative add-back method and

155 At paras. 7.177.
156 See existing para. 6(2) of CASS 7 Annex 1 G and CASS 7.16.17R in Part 3 of the final rules in Appendix I.

157 CP130 Miscellaneous amendments to the Handbook (No. 1)(March 2002)(para. 4.92 et al.), available at
www.fsa.gov.uk/pubs/cp/cp130.pdf.

Financial Conduct Authority June 2014 109


http://www.fsa.gov.uk/pubs/cp/cp130.pdf

PS14/9

Review of the client assets regime for investment business

110

7.242

7.243

7.244

7.245

7.246

that firms undertaking margined transactions (i.e. derivative transactions) were prohibited from
using the method as part of the standard methods of internal client money reconciliation.

We also consulted on replacing all of our existing guidance around the standard methods of
internal client reconciliation with new rules and guidance. This included the creation of a new
sub-chapter, CASS 7.16'8, and a number of revisions to the existing provisions to improve
clarity and address potential inconsistencies.

Restrictions on the use of the net negative add-back method

A large number of respondents (mostly representing asset management firms) provided
feedback on our proposals to restrict the availability of the net negative add-back method
of calculating a firm’s client money requirement as part of standard method of internal client
money reconciliation. The feedback was generally focused on whether the proposed rules
achieved the intended policy, including drafting comments and questions on whether specific
types of asset management firms would continue to be allowed to use the net negative add-
back method'™°. A small number of respondents noted our proposals meant that firms which
were previously regulated by IMRO would continue to be allowed to use the method, but
questioned whether firms that came into existence after IMRO ceased to exist would also be
allowed to use the net negative add-back method as one of the standard methods.

A small number of respondents disagreed with the proposals stating it was unfair that other
types of firms may not be allowed to use the method, including banks or other firms which may
have one business line that provides asset management services. Others argued that instead of
limiting the availability of the method, we should provide guidance on the ‘correct’ application
of the method.

One respondent suggested we should abolish the net negative add-back method in its entirety,
noting that the method presupposes that the balance on each client bank account is an
accurate and reasonable starting point for an internal reconciliation without separately obliging
the firm to prove that the balance is appropriate by reference to client entitlements (in the way
that the individual client balance method would otherwise necessitate). Another respondent
highlighted that one of the perceived benefits of the net negative add-back method was the
ability for a firm to calculate its client money requirement on an account-by-account basis, and
suggested that if the net negative add-back method were ever removed from the client money
rules, we should consider allowing firms using the individual client balance method to calculate
their client money requirement on an account-by-account basis.

We also note the proposal in CP13/13'%% and final rules in PS14/4'%" and Handbook Notice 102
which prevent firms from using the individual client balance method as part of the standard
methods of internal client money reconciliation for loan-based crowdfunding business.

158 See proposed CASS 7.6A in the the CP.

159 This includes questions raised in respect of ISA managers, platform providers, Unit Trust/CIS/UCITS operators or firms conducting
other variations on traditional asset management activities (such as investment managers in the share registry industry).

160 See CP13/13, proposed rule CASS 7.6A.14BR, available at www.fca.org.uk/static/documents/consultation-papers/cp13-13.pdf.

161 See PS14/4, p.24, available at: www.fca.org.uk/static/documents/policy-statements/ps14-04.pdf.

162 See Handbook Notice 10, paras 2.23-2.25, available at:
www.fca.org.uk/static/documents/handbook-notices/fca-handbook-notice-10.pdf.
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Our response

7.247  We are prohibiting an investment firm from using the net negative add-back method to calculate
its client money requirement as part of the standard methods of internal client money when
that firm undertakes derivatives business for clients (i.e. margined transactions) or where that
firm is neither an asset management firm nor a loan-based crowdfunding firm.'®®> We reiterate
that the net negative add-back method is not suited to any other type of firm or business
model. It would not be appropriate for a firm’s internal client money records and business
practices to be designed on a bank account by bank account, rather than client by client, basis.

7.248 \We have redrafted the rules proposed in the CP to achieve this outcome. For this purpose, we
have created a new defined term ‘CASS 7 asset management firm’ to define the population
of firms (other than loan-based crowdfunding firms)'®* which are permitted (unless also
undertaking margined transactions) to use the net negative add-back method as a standard
method of internal client money reconciliation. We have worked with the trade associations
who provided us feedback on this point in the CP in developing this definition. To clarify, any
firm that was previously a member of IMRO or would have been an IMRO member had it
been authorised at that time, unless it undertakes any derivatives business for clients, will be
permitted to continue to use the net negative add-back method of calculating its client money
requirement. This represents no change to the position we consulted on in the CP.'®

7.249 We intend to continue to keep firms' use of the net negative add-back method under review.
We are aware that the use of this method, as it presupposes that the balance recorded in a
firm’s internal records as being held in a client bank account to be accurate, will not on its
own ensure the accuracy of a firm'’s internal records and accounts as they correspond to client
money. Firms that use the net negative add-back method are reminded that they, as all firms,
remain under a general obligation to maintain their records and accounts for client money in a
way that ensures their accuracy.'® In this context, although we are not introducing in this PS
a blanket prohibition on the use of the net negative add-back method (as part of the standard
methods of internal client money reconciliation), we may consult on doing so at a later stage.

New CASS 7.16

7.250 Most respondents welcomed the revised requirements and guidance proposed in the CP for
a new sub-chapter on the standard methods of internal client money reconciliations. One
respondent noted that these proposals increase clarity and remove many of the ambiguities
which are otherwise found in our existing reconciliation requirements.

7.251 However, we did receive a number of comments on the drafting of the proposed rules and
guidance. This included questions on how firms should treat physical receipts of client money
and monies held in a client transaction account in respect of non-margined transactions within
their internal client money reconciliation. Others stated that even more guidance around

163 As stated in PS14/4, after considering feedback, we decided to maintain the policy on which we consulted in CP13/13, to prevent
firms from using the individual client balance method as part of one of the standard methods of internal reconciliation for loan-
based crowdfunding business, as the terminology used in the drafting does not relate to this type of business. Instead of the new
provision as originally foreseen in CP13/13, we integrated the change into existing CASS 7 Annex 1, which meant that we needed
more time to redraft the proposals, and this change that was signposted in PS14/4 (February 2014) was made in Handbook Notice
10 (March 2014). See PS14/4 pp. 24 and 25, ‘our response’, and FCA Handbook Notice 10, paras. 2.24 to 2.27, p.11.

164 To ensure clarity we are further introducing a new defined term to identify loan-based crowdfunding firms which are subject to our
client money rules in CASS 7 (a ‘CASS loan-based crowdfunding firm’).

165 With the caveat of the new approach being taking for CASS loan-based crowdfunding firms as a result of PS14/4, see footnote
161 above.

166 See existing CASS 7.6.2R and CASS 7.15.3R in Part 3 of the final rules in Appendix I.
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reconciliations was desired, including more statements around the purpose of particular
requirements and defined terms. One respondent asked for clarification of the terms on which
a firm would be expected to hold its approved collateral before it could use this collateral to
reduce its margin transaction requirement.'®’

A few respondents also questioned whether when using an individual client account maintained
at a CCP for a client in respect of which the CCP has agreed with the firm to provide individual
client segregation in accordance with EMIR (an ‘ICA’") we would expect sums held in the ICA to
be included in the firm's internal client money reconciliation.

Our response

We are introducing a new sub-chapter in our client money rules'®® containing our rules and

guidance around the standard methods of internal client money reconciliation'®®. However,
based on feedback, we have made a number of amendments to the rules proposed in the CP to
ensure clarity and remove any inconsistencies between our rules for client money reconciliations
and other recordkeeping and segregation requirements. For example, firms will be allowed to
choose whether to include physical receipts of client money not yet deposited into a client
bank account within its internal client money reconciliation, so long as they continue to comply
with the underlying obligation to keep a record of all physical receipts of client money before
those receipts being deposited into a client bank account. We have also provided guidance on
the likely consequences for a firm’s internal client money reconciliations depending on whether
the firm includes or excludes such physical receipts in its internal client money reconcilaition."®

We expect all client money that may be placed in a client transaction account to be included
in a firm’s internal client money reconciliation. For margined transactions (i.e. derivatives
business), where the firm is undertaking one of the standard methods of internal client money
reconciliation, these sums must currently be included in the firm’s calculation of its margined
transactions requirement (one element of the firm's overall client money requirement).
Nothing in the final rules changes this position. This will include any client money passed
to an exchange, clearinghouse, intermediate broker, OTC counterparty or other person for a
margined transaction (whether then placed in ICA, OCA or other account structure). This client
money must be held in client transaction account with that person and should not be treated
any differently in a firm'’s internal client money reconciliation than any other sums held in any
other client transaction account for a margined transaction.

For non-margined transactions (e.g. securities business), we are also introducing guidance to
confirm that firms should already be including monies held in a client transaction account in
respect of non-margined transactions within their internal client money reconciliations. A firm,
when allowing another person to hold its client money in connection with a client’s non-
margined transaction, will need to use the individual client balance method to calculate its
client money requirement for the purposes of the standard methods of internal client money
reconciliation. Under this approach, the firm will include balances placed with another person
when calculating each individual client’s balance with the firm. However, our revised guidance
clarifies that before a firm finalises its client money requirement calculation, it will need to

167 See existing CASS 7 Annex 1 G, para. 15, CASS 7.6A.31R as proposed in the CP and CASS 7.16.33R in Part 3 of the final rules in
Appendix |.

168 See CASS 7.16 in Part 3 of the final rules in Appendix I.
169 Replacing the existing guidance at CASS 7 Annex 1 G.
170 See CASS 7.16.7G in Part 3 of the final rules in Appendix I.
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deduct the balances placed with another person in a client transaction account so as to ensure
they do not give rise to a discrepancy between a firm’s client money requirement and client
money resource.

7.256 The final rules further clarify the way in which a firm must appropriate and hold its own
approved collateral, and the records it will need to maintain, before it may use that collateral to
meet and in effect reduce, its margin transaction requirement. This includes the firm ensuring
the collateral is clearly identifiable as separate from the firms own property, is recorded as being
held for the client and will be liquidated on occurrence of a primary pooling event and paid into
a client bank account. The firm will also need to keep a record of the actions it takes under the
relevant rules'”!. We have also ensured that the client money distribution rules'? contemplate
that this approved collateral will be available for liquidation and payment into a client bank
account for the benefit clients following the failure of the firm.

7.257  Finally, we have revised the requirements for a firm calculating its client money requirement in
accordance with the individual client balance method'”? to allow firms to, instead of calculating
each individual client balance based on the entire firm’s holdings for an individual client,
calculate each individual client balance on a product-by-product or business line basis. In these
circumstances, this could lead to a firm segregating more client money than would be required
if it had calculated each client’s individual client balance across the whole of the firm (in effect
netting out a client’s negative and positive positions across all products and accounts in respect
of non-margined transactions). So long as the firm has clearly documented how it undertakes
internal client money reconciliations and its reasons for operating this way, this should prevent
any additional risk to client money if the firm were to fail.

7.258 As set out above the amendments we have made in the final rules are clarifications to remove
ambiguities raised in feedback and we do not expect these to have any CBA implications.

External client money reconciliations

7.259  We consulted on making it clear in our rules that firms are required to undertake an external
client money reconciliation (i.e. a reconciliation between a firm'’s internal records and accounts
and those of any third party with whom client money is deposited or otherwise placed) as
regularly as necessary but no less often than at least once a month'* and requiring firms
to take into account specific factors when determining the appropriate frequency and to
periodically review its determination. We also proposed guidance to clarify our view that
firms that undertake transactions on a daily basis are likely to need to undertake daily external
reconciliations.

7.260 Most respondents agreed with these proposals and a number highlighted that they represented
best practices, in particular that external reconciliations should happen no less often than once
a month. A few respondents thought external reconciliations need not happen on a monthly
basis in all circumstances (e.g. where transactions occur infrequently on an account) and that
management should be free to decide what is appropriate without limitation. On the other
hand, one respondent argued we should set a minimum for external reconciliations to occur
no less often than once every ten days. Others suggested that our guidance on circumstances
in which firms should have to undertake external reconciliations on a daily basis was too
prescriptive.

171 The estimate costs of keep this type of record are set out in Annex 1.

172 Discussed above at para. 3.1.

173 See existing CASS 7 Annex 1 G at para. 6(1) and CASS 7.16.16R in Part 3 of the final rules in Appendix I.
174 Consistent with the requirement in place prior to the implementation of MiFID, see CASS 2.6.2R.
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A few respondents suggested the factors a firm should be required to consider in determining
the appropriate frequency for external reconciliations should be consistent with our
requirements for custody reconciliations and that those reviews should occur on at least an
annual basis. A number of respondents also argued that firms should not be required to review
the appropriateness of the frequency at which they undertake custody reconciliations if they
already undertake daily external reconciliations.

Our response

We are implementing requirements for external client money reconciliations as proposed in the
CP, except for two changes:

1. most firms will be required to undertake a review of the frequency at which they undertake
external reconciliations on at least an annual basis; and

2. firms that already undertake an external client money reconciliation on a daily basis will not
be required to separately review this decision unless they chose to change this frequency.

We also reiterate that firms that undertake daily transactions in client money should be undertaking
external client money reconciliations on a daily basis. An external client money reconciliation
is an important control for preventing loss, misappropriation and fraud. Also, the greater the
frequency of transactions on a client bank account or client transaction account, the greater the
risk to client money in that account and the increased importance of daily external reconciliations.

Taken together, we believe that none of the changes to the requirements we proposed for
external client money reconciliations will require us to revisit the CBA published in the CP. For
example, we expect the costs of annually reviewing the frequency of external reconciliations to
be similar to the costs of the proposal in the CP to review the frequency of external reconciliations
on a periodic basis, as we expect that firms would have interpreted ‘periodic’ in the proposed
rules as ‘annual’. Also, for firms that already undertake daily external reconciliations there will be
a reduction in regulatory burden as they will not be required to annually review this frequency.

Resolving discrepancies

We consulted on minor changes in our rules for resolving discrepancies that come to light as a
result of undertaking either an internal client money reconciliation or an external client money
reconciliation.

We received a few comments on these proposals, each supportive of the approach we have
taken. One respondent queried whether our rules required a firm to take any action after
identifying a discrepancy between their client money resource and client money requirement
and addressing any shortfall or excess to which it gave rise in a client bank account.

Our response

We are implementing the rules largely as proposed in the CP and, we are clarifying that where
a firm identifies a discrepancy in their internal client money reconciliation as a result of a breach
of a client money segregation requirement, that firm should not only address any excess or
shortfall arising from that breach but, consistent with other requirements, take steps sufficient
to avoid a reoccurrence of that breach.
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Recordkeeping and notifications

We consulted on introducing a number of additional recordkeeping obligations and clarifications
on the details firms need to ensure are recorded in their internal accounts and the manner in which
certain records should be maintained. We also proposed more prescriptive notification requirements.

Respondents were generally supportive of these proposals. Some noted that our proposal
that all firms be able to determine, at any time and without delay, the total amount of client
money they are holding for each client'’>, could require significant system changes for some
firms. However, none of these respondents suggested firms would incur costs beyond those
identified in the CBA published in the CP. A few of these respondents suggested that the phrase
‘at any time and without delay’ was unclear and that we instead should mandate a minimum
timeframe in which firms’ systems must be able to determine a client’s total holdings of money
with the firm. Some of these same respondents suggested that 48 hours seemed appropriate
given the similar time period allowed firms to compile up-to-date documents and figures for
their CASS RP.'”¢ Others stated that if a firm uses multiple databases to record client money
holdings, that firm may need to, at a minimum, process overnight batches of transaction data
before it could accurately determine how much client money it is holding for each client.

A number of respondents asked us to confirm that the records that would be required for receipts
of client money and payments out of client bank accounts will remain consistent with firm'’s
existing practices. Others queried whether the proposed rules for how firms should be recording
receipts of client money were intended to change the basis on which firms prepare their accounts.

For our proposed notification requirements, a few respondents queried what the different
situations were in which a firm ‘will be unable’ to comply with a requirement or ‘materially
fails’ to comply. Some others requested additional guidance on in what circumstances a breach
would be considered to be material.

Our response

We are introducing each recordkeeping requirement we proposed in the CP. Records a firm
will be required to make and retain include copies of each internal and external client money
reconciliation the firm undertakes, each review it conducts of these arrangements and its policies
and procedures for complying with our requirements, including those around recordkeeping
and reconciliations.

We are amending our proposal to clarify that every firm must maintain its records in a way
that allows the firm at any time to be able to promptly determine the total amount of client
money it should be holding for each client. We are also clarifying that ‘promptly’ under this
rule means that, unless required sooner by another requirement, a firm should be able to make
this determination within no later than two business days of having taken a decision to do so
or at the request of the FCA. This change will, in effect, allow some firms up to two business
days (instead of on demand, as proposed in the CP) to accurately determine the total amount
of client money it should be holding for each client. This approach is also consistent with the
amount of time firms are allowed to produce documentation and accurate information for
its CASS resolution pack under CASS 10."”7 Moreover, by allowing firms slightly longer to
determine total client money per client than under the proposal in the CP, we have reduced the
regulatory burden on firms.

175 See proposed CASS 7.6.3AR in the CP.
176 CASS 10.1.7R.
177 CASS 10.1.7R.
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We also highlight that this rule will not require a firm to determine the total amount of client
money it is holding for each client on an ongoing basis, rather it will only require that the firm
ensure it has the ability to do so within the requisite timeframe whenever required.

Nothing in these proposals states how a firm must record a physical receipt of client money (i.e.
cheque or cash) not received directly into a client bank account. However, we will continue to
require that firms maintain appropriate records which account for all receipts of client money.
Based on feedback, we are also providing guidance as to how firms undertaking the standard
methods of internal client money reconciliation may choose to either include or exclude these
balances when calculating their client money requirement. This is to reflect the different
practices we understand firms may follow when accounting for client money.

We have also made minor amendments to the proposed notification requirements and have
ensured they are consistent with similar requirements found in our custody rules. A firm will have
to notify us whenever it will be unable to comply with a specified requirement (i.e. a firm has
not yet breached the relevant rule but becomes aware that it will, in future, either continuously
or for a specified period, be unable to comply with that rule) and whenever it materially fails
to comply with a rule (a breach of the rule having occurred). A materiality threshold applies to
actual breaches, meaning not all breaches need to be notified to us specifically; although we
expect all breaches to be reported in a firm's annual client assets report. We are providing no
additional guidance on when a firm'’s failure to comply with a specific requirement is material.
What is material will depend on the circumstances and firms will need to consider on a case-
by-case basis. If in doubt, a firm should discuss any concerns with its normal FCA supervisory
contact.

Transitional provisions

A number of respondents stated that a six-month implementation timetable would be
insufficient to allow them to make the necessary changes to their system and processes to
implement our proposals generally around recordkeeping, notification and reconciliations for
client money. The responses cited anywhere between nine and 24 months as a more achievable
timetable.

Our response

Please refer to Table 2 in Chapter 2. In general, most firms will have approximately 12 months to
bring their current systems and practices into line with these new requirements for client money
recordkeeping and reconciliations. Nevertheless, any firm may choose to comply with these
new requirements sooner and this should not lead to a breach of our current requirements.
For this purpose, we are amending the Glossary definition of the ‘standard method of internal
client money reconciliation’ to clarify that until 1 June 2015, a firm which follows either CASS 7
Annex 1 G or the new CASS 7.16 in the final rules (in Appendix I) when carrying out an internal
client money reconciliation will be undertaking one of the standard methods of internal client
money reconciliation.

Separately, the requirements being introduced in this PS for firms operating a non-standard
method of internal client money reconciliation will come into force on 1 December 2014.
However, firms operating a non-standard method of internal client money reconciliation
as of 30 November 2014 will have until 1 June 2015, or the date they materially alter their
method of internal client money reconciliation, whichever is earlier, to comply with these new
requirements (continuing to apply the existing requirements in the interim). All firms will be
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7.280

7.281

7.282

7.283

permitted to comply with these new requirements for non-standard methods of internal client
money reconciliation (including their obligations to provide us the requisite notifications and
auditor’s report) before the relevant rules coming into force, so long as when the relevant rules
become mandatory for a firm, that firm is in compliance.

Acknowledgment letters

Q31: Do you agree with our proposals for the exchange of
acknowledgment letters? If not, please provide reasons.

We consulted on requiring all firms to complete and exchange standard template
acknowledgment letters when arranging to deposit or place client money with a bank or other
third party (e.g. in a client bank account or a client transaction account). This was in response
to the mistakes and poor practices we consistently observe across the industry in respect of the
use of acknowledgment letters.

These rules are important for ensuring that the segregation of client money placed with third
parties is appropriately secure. Deficient notification and acknowledgment letters create
uncertainty about the protections afforded client money and, in our experience, can lead to
disputes which can delay or prevent the release of client money following the failure of a firm.

We received feedback on our proposals for acknowledgment letters from over 90 respondents.
The overwhelming majority of responses were broadly supportive of these proposals.
Respondents highlighted that, in particular, the proposed templates and additional guidance
should simplify and clarify the process for firms. Others noted that a standardised approach
would increase industry awareness and certainty over the obligations incurred and protections
afforded when client money is deposited or placed with a third party.

A few respondents raised concern that our proposals were, on the whole, too prescriptive and
that a mandated template might be too inflexible to accommodate specific business models
or arrangements. Others queried whether mandating the use of a template acknowledgment
letter was the right approach and suggested we consider other alternatives, such as:

1. changes to primary legislation through which client bank accounts would be automatically

protected at law;'”®

2. directly requiring banks and other third parties which accept client money from a firm to

agree to the required terms (discussed further below'”?);

3. the introduction of an account registration scheme in which a third party bank may

separately agree to register and operate a client bank account with and under the terms of
a voluntary scheme providing similar protections to those provided by an acknowledgment
letter (negating the necessity for a letter to be exchanged and executed for accounts subject
to the scheme); and

178 For example, where a solicitor keeps a client bank account (under the rules applicable to it), the Solicitors Act 1974 provides that the

relevant bank ‘shall not have any recourse or right against money standing to the credit of the account in respect of any liability of
the solicitor to the bank, other than a liability in connection with the account’. See Sections 32 and 85, available at:
www.legislation.gov.uk/ukpga/1974/47.

179 At para. 7.286.
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7.285

7.286

7.287

7.288
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4. requiring a firm to include the relevant notifications/matters for agreement in the underlying
agreement between the parties (rather than in a stand-alone acknowledgment letter).

Our response

All firms holding client money under CASS 7 will be required to use the relevant templates
and follow a set process for completing and exchanging acknowledgment letters'®®. This
standardisation should simplify the process of providing notification of and agreeing the
obligations the parties are expected to incur when accepting client money from an investment
firm. It should also reduce the likelihood of firms making errors with these letters and minimise
the risks associated with a flawed letter.

These requirements should reduce negotiation costs and create efficiencies for firms when
arranging the execution of an acknowledgment letter, reducing the amount of time and
resources necessary to comply with these requirements. We separately believe a stand-alone
acknowledgment letter will ensure that greater certainty over the matters covered by the letter
and that the rights and obligations of the parties involved when client money is held are clearly
established and understood. Furthermore, the template letters have been drafted with the
aim of clarifying that the terms of the acknowledgment letter may not be varied or overridden
through any other arrangement between the parties.

We have also considered alternatives to the process of exchanging acknowledgment letters. We
are introducing rules and guidance which will apply uniformly regardless of the jurisdiction in
which an account is located or a relevant counterparty might be established. Some alternatives
to a letter-based process would not be suitable to a firm operating abroad or with overseas
counterparties. We will keep the requirements we are introducing for acknowledgment letters
under review and will remain alert to any appropriate alternatives to the process of exchanging
acknowledgment letters.

We note separately that the use of a stand-alone and standardised acknowledgment letter is
consistent with the approach recently adopted in the United States by the Commodities Futures
Trading Commission ('CFTC')."®!

Template acknowledgment letters

We consulted on requiring a firm to prepare an acknowledgment letter on its own letterhead,
signing it and then sending it to the relevant third party for their countersignature. The draft
rules contemplated that firms would not be allowed to alter fixed text and that firms would
need to remove or include certain variable text, as appropriate. The intention was to ensure
that the terms of the template letter were non-negotiable, in that the firm is prohibited from
agreeing to any request to vary or otherwise change the text set out in the template.

The template was also drafted to:

1. ensure consistency in use, where appropriate, between the type of client account being
opened;

180 We recently introduced a similar set of requirements and template acknowledgment letters for CASS debt management firms. See

CASS 11.8 and PS14/4, see footnote 175, and Handbook Notice 10 (March 2014), see footnote 176.

181 See Enhancing Protections Afforded Customers and Customer Funds Held by Futures Commission Merchants and Derivatives

Clearing Organizations: Final Rule, 17 CFR Parts 1, 3, 22, et al., 78 Federal Register 220 (14 November 2013), available at:
www.cftc.gov/ucm/groups/public/@Irfederalregister/documents/file/2013-26665a.pdf.
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2. clarify which matters require an acknowledgment of notice and which matters require the
parties’ agreement;

3. ensure client money is protected from third party claims which may delay or prevent the
release of client money following the failure of the firm (establishing that a third party
should have no right or recourse to money deposited or placed in the relevant account and,
in respect of client bank accounts, should be released on demand); and

4. introduce provisions to strengthen the terms of the letter, including governing law, forum,
variation and merger/integration clauses.

7.290 A large number of respondents did not agree with the acknowledgment letter being drafted
on firm letterhead. Many argued that it was current practice for the third party with whom
client money is deposited or placed to provide the requisite acknowledgments on its own
letterhead as part of the account opening process. These respondents suggested that using
their own letterhead would introduce an additional and unnecessary cost into the process.
Others suggested, discussed further below'®?, that if the acknowledgment letter was issued on
the relevant third party’s letterhead, this would provide an additional degree of assurance to
the firm that whoever was countersigning the acknowledgment letter was authorised to do so.

7.291 Some queried whether account details such as the title and unique identifiers (e.g. account
numbers) need to be agreed and included in the acknowledgment letter before it is sent to
the relevant counterparty for their review and countersignature. Many of these respondents
noted that the proposed rules would require the acknowledgment to be put in place before or
at the same time that an account is opened when these details may not yet be available. A few
respondents were also unclear whether we were mandating that a certain quantity or type of
unique identifiers be in use and reflected in the acknowledgment letter for each client account.

7.292 A small number of respondents also raised concerns that an acknowledgment letter would not
be able to cover multiple accounts. In particular, some argued that where many accounts are
involved, a firm should be able to identify the accounts in an annex attached to the letter. These
respondents suggested it may be operationally easier to separate the process of arranging a
counterparty’s agreement to the terms of an acknowledgment letter and their agreement to
which accounts those terms are intended to relate, especially in a situation in which a firm is
frequently opening and closing a high number of client accounts.

7.293 We received a number of further comments on the specific drafting of the template letters,
including that:

e terms within the template acknowledgment letter may conflict with terms otherwise set
out in an underlying agreement (e.g. a banking or custody services agreement which may
grant the relevant third party a general right of set-off across both a firm's own and client
accounts);

e the letter should clearly override any terms to the contrary in an underlying agreement;

e firms should be allowed to vary the terms of the letter to comply with the mandatory rules
of a jurisdiction from which the parties cannot derogate;

e acounterparty should be allowed to incorporate additional terms into the letter to clarify its
own legal and regulatory responsibilities (e.g. allowing a bank to clarify in the letter it will
hold the funds it receives from the firm as banker);

182 At para 7.295.
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7.297

e abank may be unwilling to agree to release on demand amounts deposited in a client bank
account where an outstanding liability is owed to the bank on that same account; and

e where different currencies are held within the same client bank account, the terms of
the acknowledgment letter should clearly state that set-off between such currencies is
permitted.

Our response

We have finalised the drafting of the template acknowledgment letters based on feedback and
following extensive engagement with the industry, including those banks, clearing houses and
intermediate brokers with whom we understand a significant proportion of client money is
placed both within the UK and overseas.

The template letters will need to be drafted on firm letterhead and the firm will not be
allowed to alter any of the fixed text within the letter. The responsibility to carry out this
process will remain with the firm subject to our client money rules and not on any third party
with whom client money may be deposited or placed. As a result, the firm will be unable to
agree to any alteration to the substantive matters covered by the acknowledgment letter. We
believe this approach will minimise the opportunity for errors to arise in the drafting of the
acknowledgment letters and should limit the scope for the parties to disagree as to the content
and effect of these arrangements at a later stage. Also, as using these templates will become
commonplace, banks and other third parties should become accustomed to the process, which
should increase its efficiency.

The template acknowledgment letters and accompanying guidance envision that, in order to
appropriately identify the accounts to which a letter relates, firms will need to include at least
one unigue identifier per account. The templates have also been drafted so that a firm can
accommodate their counterparty’s account titling and identification conventions (to the extent
this is consistent with the naming conventions set out in our rules). Firms are reminded that, as
proposed in the CP, all client bank accounts and client transaction accounts will need to include
the term ‘client’ in their title and certain types of client bank accounts will need additional
terms.'® Nevertheless, we contemplate that there will be circumstances in which account
titles may need to be abbreviated'* and with this in mind we are providing that firms should
include both the full account title and any abbreviated version of an account in the body of
an acknowledgment letter. We are also not limiting the form or type of unigue identifier that
must be associated with an account (which may come in various forms such as a sort code and
account number, a reference code, pool ID, etc.). However, we expect that in all circumstances
at least one unique identifier would be associated with each client bank account or client
transaction account (money market deposits being an exception discussed below'®).

The template acknowledgment letters have been drafted to accommodate multiple accounts
and we are introducing the guidance we consulted on to this effect, without change. We
appreciate there may be efficiencies for some firms if they were permitted to incorporate
account details into a separate annex from the body of an acknowledgment letter. We do
not judge these efficiencies to be significant so as best practice, firms will need to ensure that

183 For example, designated client bank accounts and designated client fund accounts required the terms ‘designated’ and ‘designated
fund’, respectively.

184 Where the systems constraints of the firm’s counterparty or the firm that holds the account (or both) make it impracticable to
include the full title of the account, an abbreviation of the title may be used. For example, terms such as ‘designated’, ‘designated
fund’ or ‘segregated’ may be abbreviated as ‘des’, ‘des fnd’ or ‘seg’.

185 At para. 7.343.
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where a letter is intended to cover multiple accounts, each of these accounts is identified in
the body of the letter as opposed to a separate annex. We have observed situations in which
an annex or other side letter containing account details has become separated, or otherwise
misplaced, from the relevant acknowledgement letter. This can lead to confusion and disputes
over the status and treatment of an account following the failure of a firm.

We are also aware that, as some respondents stated, the obligations that a counterparty will
incur through the acknowledgment letter process (such as their agreement to relinquish any
right or recourse over monies in a client account for sums owed to the counterparty on another
account) may be inconsistent with the rights that a counterparty might seek in their underlying
agreement with the firm (such as a general set-off provision in a banking or custody services
agreement). Firms should not be granting a right or security interest to a counterparty with
whom they deposit or place client money which would otherwise be prohibited under the
terms of the template acknowledgment letter. This is important to ensure the segregation
of client money remains appropriately secure. Nevertheless, the template acknowledgment
letters include terms which endeavour to ensure such protections remain in place in spite of any
provision to the contrary in any underlying agreement.

Nothing in the template letters is intended to prejudice the application of provisions of law
of that cannot be derogated from by agreement. On this basis, it is unlikely that the template
letters would need to be redrafted to accommodate any applicable mandatory rule of law.
However, to the extent the provision of a mandatory rule of law would mean that an overseas
counterparty would be unable to execute the template letters without modification (see also
below®®), a firm should discuss this situation with its normal FCA supervisory contact.

Finally, we note that nothing in the template acknowledgment letters prevents a counterparty,
such as a bank, from exercising a right of set-off between currencies held in the same account,
by effecting a currency conversion of one currency to cover an overdraft arising in another
currency.

We have also made a number of technical changes to the template letters to more precisely
articulate the intended scope of the parties’ obligations and responsibilities under these
letters; this includes changes to ensure the substantive obligations incurred through these
letters remain consistent with European legislation.’®” Additionally, we have made some other
minor grammatical and stylistic changes to clarify meaning and provide consistency across the
template letters, where appropriate.

The original CBA provided an estimate of the incremental compliance costs to firms from using
the template acknowledgement letter. This cost included the cost of using a firm’s letterhead.
We acknowledge that firm compliance costs from this requirement could be reduced if we do
not require firms to use letter-headed paper. However, letterheads are necessary to achieve our
policy objective because this is part of the requirement to use a template which will minimise
the opportunity for errors to arise in the drafting of the acknowledgment letters and should
limit the scope for the parties to disagree as to the content and effect of these arrangements
at a later stage.

186 At paras. 7.319 to 7.321.
187 Such as EMIR.
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7.306

7.307

7.308

Removal of 20-business day ‘grace period’

We consulted on removing the 20 business day grace period in which firms are allowed to use
a client bank account or client transaction account without obtaining a duly countersigned
acknowledgment letter in respect of that account.'®®

A number of respondents were concerned that this proposal might unnecessarily restrict an
IP’s ability to open and make use of client bank accounts following the failure of the firm.
Others suggested that this proposal could lead to client detriment in circumstances in which a
firm might need to swiftly open an account to hold client money on a contingency basis — for
example, when responding to volatile market conditions or the occurrence of an IT systems
failure.

A few noted that removing the grace period could also reduce the leverage a firm might
otherwise have in seeking the agreement of the relevant third party to the terms of the
acknowledgment letter. These respondents noted that once a firm has opened and placed
money in a client account it is then easier to negotiate the terms of the acknowledgment letter
than in circumstances in which the account has not yet been opened and no money has been
placed with the third party.

A number of respondents also argued that we should require the relevant banks and third
parties to agree to the terms of the required acknowledgment letters and/or at least respond
to such as request within a specified time period.

Our response

All firms will be prohibited from depositing client money in a client bank account or allowing a
third party to hold client money on a client transaction account until the firm has completed and
obtained a duly countersigned acknowledgment letter from the relevant bank or third party
(except where the third party is an authorised central counterparty, as discussed below'®). We
see no reason for client money to be provided a different degree of protection because the
account in which it is deposited or placed is new.

However, to facilitate the requirements following a primary pooling event, we have amended
the requirements in the context of a firm failure, so as to allow a firm (or any relevant IP)
to open and begin using new client bank accounts, for the purposes of our client money
distribution rules after sending a completed acknowledgement letter to the relevant third party,
but before having had any reply from that third party. Nevertheless, consistent with our existing
requirements, where the firm (or IP) is unable to obtain the agreement and countersignature
of the relevant person to the template acknowledgment letters within 20 business days of
dispatch of the letter, the firm (or IP) will be expected to withdraw all money standing to the
credit of the account and deposit it in a client bank account with another bank as soon as
possible.

188 See existing CASS 7.8.1R(2) and CASS 7.8.2R(2).
189 See paras. 7.325 to 7.327 below.

June 2014 Financial Conduct Authority



Review of the client assets regime for investment business PS14/9

7.309 Firms should separately have in place adequate organisation arrangements to minimise the
risk of the loss or diminution of client money."®® This type of risk can arise in a variety of
circumstances, including volatile market conditions and/or after the occurrence of an IT failure.
Restricting the ability of firms to make use of a client bank account or client transaction account
without having received a duly countersigned acknowledgment letter is not inconsistent
with, and does not negate, the responsibility placed on firms to ensure they have adequate
organisation arrangements in place when holding client money.

7.310 We do not intend to require a bank or other third party to accept on deposit or otherwise
hold client money on behalf of a firm subject to CASS - this remains a commercial decision
for that counterparty. However, we recognise that the consequence of a bank or other third
party refusing to accept the terms of the acknowledgment letter in respect of a given account
under these requirements will be that the firm is prohibited from using the relevant account
to deposit or place client money with that counterparty.’' However, we note that given the
acknowledgement letter sets out the terms according to which we expect third parties to
currently be operating client money bank accounts, we would not therefore expect third parties
who already hold client money on deposit to refuse the terms of the acknowledgment letters.

Overseas counterparties

7.311  We consulted on requiring firms to obtain an acknowledgment letter for all client bank accounts,
not just those located in the UK, and client transaction accounts. This proposal contemplated
that firms would use the same template acknowledgment letters regardless of the location of
the relevant account.

7.312 A number of respondents suggested that overseas counterparties may be unwilling to agree
to the terms of the template letters and asked us to clarify what was expected of firms in
this situation. Respondents suggested that, if firms were unable to use client accounts with
certain overseas counterparties in specific jurisdictions, this could put FCA authorised firms
at a competitive disadvantage or could frustrate a firm’s ability to carry out transactions for
customers in specific jurisdiction. Some of the reasons cited for why an overseas counterparty
may be unwilling to agree to the terms of the acknowledgment letter included:

e the letter not being governed by the counterparty’s local law;
e the letter granting exclusive jurisdiction to a court within the UK;
e references in the letter to the firm’s role as trustee; and

e a lack of understanding around our client money rules or the operation of the statutory
trust created over client money.

7.313  However, we note no overseas persons provided feedback stating they would be unable to
agree to the terms set out in the proposed acknowledgment letters and, in developing these
proposals, we engaged with a wide-range of overseas institutions with whom we understand
a significant portion of client money is deposited or placed.

190 CASS 7.3.2R.

191 See also the discussion below on overseas counterparties’ potential unwillingness to refuse to acknowledge receipt and agree to the
terms of the template acknowledgment letter, at paras. 7.312 to 7.314.
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A few respondents stated generally that we should confirm whether the drafting of this letter
will be effective in any jurisdiction. One respondent argued that we should require all firms to
obtain a legal opinion on the validity and enforceability of template acknowledgment letter
before the firm is allowed to rely on the letter for compliance with the rules.

Our response

Firms will be required to obtain an acknowledgment letter for all client bank accounts, not just
those located in the UK, and client transaction accounts (except for those held with a CCP, as
discussed below'®?). We intend to make no distinction in our rules for acknowledgment letters
based on whether the relevant account or counterparty is located overseas. This is because
client money should not be provided a different degree of protection under our rules because
the relevant account is held with a bank or other third party outside of the UK.

We appreciate the concerns firms have shared with us about the potential unwillingness
of overseas counterparties to agree to the terms of the template acknowledgment letters
proposed in the CP. However, the concerns raised have been of a generalised nature and we
have not been provided with any specific examples of a jurisdiction in which the changes we
are introducing for acknowledgment letters would be unworkable. We are also aware that the
CFTC received similar feedback when consulting on the template acknowledgment letter which
it now requires US firms to use with both US and non-US counterparties with whom those
firms deposit or place client money.'®

However, based on feedback, we have altered the template acknowledgment letters so that firms
are able to agree a governing law and choice of competent jurisdiction which are not restricted
or exclusive to a jurisdiction within the UK, so long as the laws of at least one jurisdiction will
govern the terms of the acknowledgment letter and that same jurisdiction will retain the ability
to settle any disputes arising out of, or in connection with, the acknowledgment letter, its
subject matter or formation. Following the failure of a firm, it is important that the parties to
an acknowledgment letter are limited in their ability to dispute the jurisdiction or body of law
which govern this arrangement. However, we recognise that many overseas counterparties may
be unwilling to agree to a governing law or an exclusive choice of competent jurisdiction which
differs from either the laws of the place under which the firm or the relevant counterparty
is organised or as is found in any underlying agreements between the parties. Nevertheless,
consistent with a firm’s obligation to exercise all due skill, care and diligence in the selection
and appointment of a bank to hold its client money'®*, firms should take care that, when
choosing the law of a particular jurisdiction (outside of the UK) to govern the letter, this choice
will not alter the meaning of the fixed text within the template letter.

Also, in some cases, we note that when agreeing to governing law, some firms may need
to ensure that the acknowledgment letter clarifies that the parties’ choice of governing law
is intended to reflect only the application of the substantive rules of law in force in that
jurisdiction and not that jurisdiction’s rules of private international law'® that could lead to the

192 At para. 7.325 to 7.327.

193 See Enhancing Protections Afforded Customers and Customer Funds Held by Futures Commission Merchants and Derivatives
Clearing Organizations: Proposed Rule CFTC 17 CFR Parts 1, 3, 22 et al., 77 Federal Register 220 (14 November 2012), available at
www.cftc.gov/ucm/groups/public/@Irfederalregister/documents/file/2012-26435a.pdf. See also footnote 196 above.

194 See existing CASS 7.4.7R and CASS 7.13.8R in Part 3 of the final rules in Appendix I.

195 For example, conflicts of law provisions or general principles of choice of law.
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application of the substantive laws of another jurisdiction.’®® As a result, the relevant template
acknowledgment letters have been drafted to provide firms the ability to clarify this position in
the letter where necessary.

7.319  We are not aware of any reasons why an overseas counterparty would be unable to execute
the proposed template letters on the basis that it makes reference to an investment firm'’s
role and obligations as a trustee. Similarly, we are not aware of any jurisdiction in which it will
be impossible for firms to obtain the required acknowledgment letters. We also specifically
disagree that the introduction and mandated use of the template acknowledgment letters
will put FCA-authorised firms at a competitive disadvantage. Any counterparty that refuses
to acknowledge and agree to the terms of the template acknowledgment letter is likely to be
the same counterparty that would have refused to participate in the acknowledgement letter
process under our existing requirements. Our requirements in this are an important part of
the protections afforded client money, namely that the segregation of client money remains
appropriately secure. The exchange of the template acknowledgment letters ensures that the
key rights and obligations of each party involved and arrangements concerning the segregation
of client money are clearly established and understood.

7.320 Asaresult, where for a given account an overseas counterparty refuses to countersign and return
the applicable acknowledgment letter, firms will be prohibited from depositing or otherwise
placing client money in that account. However, we note that given the acknowledgement letter
sets out the same substantive terms as under the current rules, we would not expect third parties
who already hold client money on deposit to refuse the terms of these new acknowledgment
letters. Nevertheless, we recognise that, for some overseas counterparties, there might exist
valid reasons for why the counterparty would be unable to execute the template letters without
modification.”” In such circumstances, a firm should discuss the situation with its normal FCA
supervisory contact.

7.321  Some respondents were concerned that the terms of an acknowledgment letter may not be
enforceable in some overseas jurisdictions. As mentioned above'?®, firms should be considering
these issues when they choose and agree the laws of which jurisdiction (if outside the UK)
will govern the agreement and, more generally, when they consider with whom and in what
jurisdictions they will deposit client money in a client bank account.’®®

Authorised central counterparties

7.322  We consulted on requiring firms to use the same acknowledgment letter with CCPs as in
any other circumstance in which a firm passes client money to a third party to be held in a
client transaction account. This proposal would have required firms to seek the CCP’s written
agreement to the matters covered by the acknowledgment letter. In developing this proposal,
we engaged with a number of clearing houses, with whom collectively we understand the
majority of client money in client transaction accounts is placed.

196 We note that, where applicable, Article 20 of Regulation (EC) No 593/2008 provides that ‘the application of the law of any
country specified by this Regulation means the application of the rules of law in force in that country other than its rules of private
international law, unless provided otherwise in this Regulation’. Available at: http://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=
CELEX:32008R0593&qid=1397139898753&from=EN.

197 At para. 7.317 to 7.318.

198 At para. 7.317.

199 Existing CASS 7.4.7R and CASS 7.13.8R in Part 3 of the final rules in Appendix I. See also discussion above at paras. 7.312
to 7.314.
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A number of respondents queried whether it was necessary to obtain the written agreement
of a CCP to the terms of an acknowledgement letter when the substantive obligations to
which the counterparty was expected to agree should already be covered by the requirements
of EMIR. A few also expressed concerns that CCPs might be unwilling to agree to the terms of
the template letter and queried what would happen if a CCP refused to provide the required
acknowledgments.

Some CCPs stated that under their existing agreements and/or default rules, they already incur
the same obligations as those provided for in the template acknowledgement letter. A few
suggested it was burdensome for them to respond to acknowledgment letter requests. However,
no CCP suggested it would be wholly unable to participate in a two-way acknowledgment
letter process as required under the existing rules or as proposed in the CP.

Our response

We have amended our proposals so that a firm, when placing client money with a CCP, must
write to the CCP to notify it of specific matters using a template acknowledgement letter
specially drafted for these purposes. This template gives the CCP the option of countersigning
and returning the acknowledgement letter, however this is not a requirement. Firms will be
able to use a client transaction account with that CCP at any time after providing the CCP with
the relevant acknowledgment letter, whether or not the CCP has countersigned and returned
the letter to the firm.

The matters to be notified in the template acknowledgement letter for use with CCPs are
consistent with the obligations placed on CCPs under EMIR.

We note this change represents a reduction in the existing requirements, which include an
obligation for CCPs to participation in a two-way acknowledgment letter process. This change
is also consistent with the proposals we consulted on in CP12/22.2%° By reducing this process
to a one-way notification, there should be no impact on the protections afforded client money
placed with a CCP. The protections which would otherwise be safeguarded through a two-
way acknowledgment letter process are achieved directly by the requirements placed on CCPs
under EMIR, although enhanced by the provision of a one-way notification. This notification
remains important to ensure the relevant CCP is on notice of a firm's clients’ interest in client
money that the CCP has been allowed to hold and to ensure that the relevant accounts have
been opened in the correct form.

Recordkeeping and periodic reviews

We consulted on requiring all firms to periodically, at least on an annual basis, review their
acknowledgement letters and, in addition, whenever they become aware of an inaccuracy to
promptly organise a replacement acknowledgment letter. We further consulted on rules to
require firms to obtain a new acknowledgment letter whenever a client bank account or client
transaction account is transferred to a new entity. We had proposed also to require firms to
retain copies of every acknowledgment letter for five years following the closure of the account
or accounts to which the letter relates.

200 See footnote 28.

June 2014 Financial Conduct Authority



Review of the client assets regime for investment business PS14/9

7.329 A number of respondents expressed concern that these proposals were too onerous. Some
suggested that a firm should only be required to review the contents of an acknowledgment
letter when it becomes aware of circumstances which may merit a change to the letter, such
as a notification from its counterparty that is has renamed its business. Others suggested a
five-yearly review would be more proportionate. A few respondents requested clarification
that an annual review of the letters would not mean firms would be required to repaper their
acknowledgment letters on an annual basis.

7.330 Others argued that repapering an acknowledgment letter to reflect the change in name or
address of a counterparty was unnecessary. While some commented that it was not clear what
inaccuracies in an acknowledgment letter would require repapering and requested further
guidance.

Our response

7.331  We intend to implement the proposals in the CP with only minor changes to the drafting
of the rules to ensure clarity; for example to confirm that these proposals will not require
firms to repaper their acknowledgement letters on an annual basis. However, we do not think
requiring firms to annually review their acknowledgement letters and to promptly arrange for
a replacement acknowledgement letter whenever they uncover an inaccuracy or an account is
transferred to a new entity is unduly burdensome. An acknowledgment letter must be current
in order to maintain certainty over the status conferred on the relevant accounts and the
obligations incurred by each party. This will reduce the scope for disputes and better protect
client money in the event of a firm’s failure.

Establishing signatory authority

7.332  We consulted on requiring firms to use reasonable endeavours to ensure that any individual that
has countersigned an acknowledgment letter was authorised to do so on behalf the relevant
third party. This included guidance clarifying that where a firm does not receive sufficient
evidence from an individual who countersigns an acknowledgment of their authority to do so,
then the firm should make appropriate enquiries to satisfy itself of that individual’s authority
to do so. The guidance went on to provide a non-exhaustive list of examples of the types of
evidence of an individual’s authority which a firm might obtain.

7.333  Several respondents suggested that this rule would require all firms to obtain from their
counterparties a list of their authorised signatories and raised concern that this may not always
be possible. Others highlighted that there could be data protection concerns or issues with
fraud if firms were always required to obtain an authorised signatory list.

7.334 A few respondents argued that if the acknowledgment letter were set out on letterhead
belonging to the bank or other third party, then there would be no need for a firm to take
any additional steps to verify the authority of the individual who has countersigned the letter.
Others suggested that it would be sufficient if the letter required the individual countersigning
to represent that it was authorised to do so.

7.335 Some commented that a rule requiring firms to undertake reasonable endeavours was either

too subjective or too burdensome. Some small firms thought that it was ‘absurd’ that when
depositing client money with a large bank, the firm would have to take steps to assure themselves
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7.336

7.337

7.338

7.339

7.340

that the individual who has countersigned the acknowledgment letter was authorised to do so,
remarking that we should instead be placing obligations on the banks to ensure only authorised
individuals are countersigning an acknowledgment letter.

Our response

We are introducing this requirement and the associated guidance as proposed in the CP with
no change. Firms need to ensure they are obtaining at least the same level of assurance over
the authority of an individual to countersign an acknowledgment letter as the firm would seek
when managing its own commercial arrangements. An acknowledgment letter signed by an
individual who has no authority to act on behalf of the relevant counterparty provides limited,
if any, protections to the client money deposited or placed with that counterparty.

The list of examples set out in the guidance of the type of evidence a firm might obtain to
establish the authority of an individual is not exhaustive. There might be other means not
set out in our guidance by which a firm may satisfy itself of the authority of an individual
countersigning an acknowledgment letter. In particular, we are not requiring firms to obtain a
copy of a counterparty’s list of authorised signatories (this will not always be possible) and nor
do we believe that this guidance will require firms to obtain legal advice to the steps necessary
to verify a signatory’s authority in every overseas jurisdiction in which they may hold client
money. Firms need to consider what evidence would be appropriate or necessary for them
to obtain in their specific circumstances. A firm should be able to demonstrate how it has
concluded that a particular individual who has countersigned an acknowledgment letter was
authorised to do so and should expect us to challenge it when it is unable to reasonably justify
its conclusions.

Electronic signatures

We consulted on guidance clarifying that an acknowledgment letter may be signed or
countersigned electronically, so long as the electronic signature would be admissible as
evidence in a legal proceeding. An electronic signature that cannot be relied on to enforce the
terms of the acknowledgment letter is of limited benefit to the firm and could increase the
likelihood of a dispute over the content and effect of an acknowledgment letter following the
failure of a firm.

A number of responses suggested that this guidance would require firms in all circumstances to
obtain a legal opinion as to the validity of any specific acknowledgment letter which is signed or
countersigned electronically. In these circumstances, respondents suggested the entire industry
would revert to only accepting ‘wet’ signatures.

Our response

We have made some minor amendments to this guidance to clarify that an acknowledgment
letter signed or countersigned electronically should not, for that reason alone, result in a
breach of our rules. We often receive queries as to whether firms are or are not allowed to
accept electronic signatures. Firms need to consider whether, in their specific circumstances,
an electronic signature on an acknowledgment letter could be relied upon as evidence in a
relevant legal proceeding (for example, if the firm needed to take action to enforce the terms
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of the letter). In the UK, we note that the Electronic Communications Act 2000?%" sets out the
requirement for the admissibility of electronic signatures and related certifications in courts.
We understand there are similar requirements in other jurisdictions which may be relevant.
If firms are uncertain about what these requirements include, they should consider seeking
legal advice. However, our guidance should not be read to suggest that a legal opinion is
required each time a firm receives an acknowledgment letter which has been countersigned
electronically.

Overnight money market deposits
7.341  We consulted on guidance clarifying how a firm may make use of the template acknowledgment
letters when arranging the deposit of client money in overnight money market deposits.

7.342  Most respondents supported this proposal but some argued it would be unworkable, because
at the time that a money market deposit is made, neither the firm nor the bank with whom the
money is being deposited will have an account number, reference code or other unique identifier
by which to identify the deposit. One respondent noted that a firm might have no idea with
whom they will be placing client money on overnight deposit until shortly before the deposit is
made, leaving insufficient time to arrange the execution of an acknowledgment letter.

Our response

7.343  We are implementing the guidance proposed in the CP for the use of template acknowledgment
letters with client money placed in overnight money market deposits. This guidance is consistent
with the existing requirements for firms to ensure any client money placed in a money market
deposits is appropriately identified as being client money. Firms will also be required to ensure
they have an acknowledgment letter in place to cover any client money placed into an overnight
money market deposit before that deposit is made. As a practical matter, a firm may be unable
to incorporate into an acknowledgment letter any unique identifier to be associated with an
overnight deposit, as in many cases those identifiers (often limited to a reference code or
confirmation number) are issued to the firm only after the overnight deposit is made. In these
circumstances, a firm may complete and execute an acknowledgment letter with a bank before
it places client money into overnight money market deposits by setting out in the body of
the letter:

1. the title and other account information for the client bank account from which the deposits
will be placed; and

2. how the firm will notify the bank that the money market deposit being placed with it consists
of client money (e.g. by inclusion of the words ‘client money deposit’ in its instructions to
the bank).

This will of course necessitate that a firm establish a relationship with a bank under the terms
of the template acknowledgment letter before the firm will be able to use that bank to place
client money in overnight money market deposits.

201 Electronic Communications Act 2000, Part 2, Section 7, as amended, original version available at:
www.legislation.gov.uk/ukpga/2000/7/contents.
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7.344

7.345

7.346

71.347

7.348

7.349

7.350

Transitional provisions and repapering

We consulted on requiring all firms to repaper each existing trust notification and/or
acknowledgment letter they hold under the current rules?®? within six months and allowing firms
the choice to comply with either the current rules or the proposed rules for acknowledgment
letters during this period.

A large number of responses expressed concern that six months would be insufficient time for
the entire industry to repaper their existing acknowledgment letters. Some banks, in particular,
highlighted that whereas an individual firm may only need to repaper a few letters, each bank may
need to respond to a large number of requests at the same time. Some respondents suggested
12-18 months would be more a practical timetable. Others suggested that firms should not be
required to repaper existing acknowledgment letters with the proposed templates.

Our response

All firms will be required to repaper their existing acknowledgment letters with the template
acknowledgment letters being introduced in this PS. This is important to ensure consistency and
that client money, wherever deposited or placed, will benefit from the same level of protection
under our rules.

Please refer to Table 2 in Chapter 2. Firms will have until 1 June 2015 (i.e. approximately 12
months, instead of six) to repaper their existing client bank accounts and client transaction
accounts. We expect that allowing firms this additional time to bring the use of their existing
accounts into compliance should also reduce the overall cost impact of these changes for some
firms, allowing these letters to be updated as part of many firms’ business as usual processes.

However, firms will be required to have one of the template acknowledgment letters in place for
any client bank accounts or client transaction accounts opened after 30 November 2014. Firms
will also have the choice to comply with either the current rules or the rules being introduced
in this PS until these rules come into force on 1 December 2014.

Commodity Futures Trading Commission Part 30 Exemption Order

Q32: Do you agree with our proposed guidance on the Part 30
Exemption Order and LME Bond Arrangements?
If not, please provide reasons.

We consulted on revised guidance for firms that trade on behalf of customers resident in the
US on non-US futures and options exchanges under the Part 30 Exemption Order issued by the
US CFTC (the ‘Part 30 Exemption Regime’).

Approximately 20 respondents commented on this proposal, all but one supportive of the
additional guidance. A few suggested that we issue more detailed guidance around the CFTC's
Part 30 Exemption Regime and, in particular, the operation of any alternative segregation
arrangements a firm may have in place when holding money on behalf of US customers for
transactions undertaken on the London Metal Exchange ('LME Bond Arrangements’), and

202 See existing CASS 7.8 and CASS 7.18 in Part 3 of the final rules in Appendix I.
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7.351

7.352

7.353

7.354

7.355

the requisite format of letters of credit. Some respondents suggested revised drafting for the
guidance based on the wording in the Part 30 Exemption Order and others made suggestions
based on the historic guidance issued by the FCA's predecessors (such as the FSA and SFA).
Another also requested we clarify our approach to supervising firms operating under the Part
30 Exemption Regime.

One respondent disagreed with the proposed guidance, stating it would have the effect
of preventing a bank from utilising the CASS 7 ‘banking exemption'?> for monies from US
customers when engaged in trading on non-US futures and options exchanges.

A number of respondents questioned more generally whether the entire Part 30 Exemption
Regime should be reviewed, and highlighted the importance of continued FCA engagement
with the industry on this topic.

Our response

We intend to introduce the revised guidance largely as proposed in the CP. As a result of
feedback, we are moving the guidance to its own chapter in CASS and have ensured the drafting
corresponds to the Part 30 Exemption Order. This guidance is based on our understanding of
the requirements placed on firms by the CFTC under the terms of the Part 30 Exemption Order
and, for LME Bond Arrangements, certain no-action letters. On a business as usual basis,
we remain available to provide individual guidance to firms on FCA Handbook requirements
relevant to the Part 30 Exemption Regime.

We supervise firms conducting business pursuant to the Part 30 Exemption Order for compliance
with the FCA Handbook and undertake to notify the CFTC of any change in status of a firm
that would affect its continued eligibility to operate under the Part 30 Exemption Regime.?%*
Notifications to the CFTC are made pursuant to a Financial Information Sharing Memorandum
of Understanding and other related information sharing arrangements in place between the
FCA and the CFTC.2% Some of the supervisory tools we use include the data we collect on
both a regular’®® and ad-hoc basis from firms which operate subject to the Part 30 Exemption
Order. In particular, we note that firms which operate an LME Bond Arrangement are required
to report to us on a quarterly basis in respect of those arrangements.%’

We will continue to engage with all relevant trade bodies and associations and, in particular, the
London Metal Exchange, on matters relating to the operation of the CFTC's Part 30 Exemption
Regime within the UK.

203 See generally, discussion above at paras. 7.4 to 7.19.
204 Condition 1(b) of the Part 30 Exemption Order, 68 Federal Register 197 (October 10, 2003), available at:

www.cftc.gov/files/foia/fedreg03/foi031010a.pdf.

205 Financial Information Sharing Memorandum of Understanding, (September 1, 1988) available at: http://www.fca.org.uk/your-fca/

documents/mou/mou-fsa-united-states-commodity-futures-trading-commission.

206 SUP 16.14.1R requires that CASS large and CASS medium firms submit a monthly Client Money and Asset Return, see data field 5,

available at: http://media.fshandbook.info/Forms/sup/sup_chapter16_annex29R_20130401.pdf.

207 See SUP 16.12.11R, FSA040 form, available at: http:/media.fshandbook.info/Forms/sup/sup_chapter16_annex24r_20140401.pdf.
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8.1

8.2

8.3

8.4

8.5

In this chapter we discuss changes to the mandate rules, which will affect firms holding
mandates.

Non-written mandates

Q47: Do you agree with our proposal to bring ‘non-written’
mandates into the scope of CASS 8? If not, please
provide reasons.

We consulted on extending the definition of a mandate to include mandates received by a firm
that are not in written form. This would have required a firm to treat any means that would
give the firm the ability to control a client’s assets or liabilities as a mandate, regardless of the
form in which the relevant information was received.

We received feedback from firms requesting clarification of what would constitute a non-written
mandate, and how these should be recorded and retained. A number of firms expressed the
view that all non-written mandates should be rendered into a written document for evidential
purposes, and that there should be further clarification of the systems and controls that should
surround the protection of these documents.

Our response

We are implementing the rules as proposed in the CP with minor changes in response to
feedback. A mandate is information that gives the firm the ability to control a client’s assets or
liabilities and however it is received from the client, be it in a written or non-written form, it is
important that there are controls around the recording and use of this data. We are clarifying
that the same information received in multiple forms (for example by a recorded phone
conversation and a follow-up letter) represents a single mandate.

We are not requiring firms to separately document non-written mandates. However, specific
information about each non-written mandate will need to be recorded in the firm's list of
mandates and the firm will need to establish systems and controls to ensure that all such
information is captured. The firm’s list of mandates must be kept up to date by the firm and
retained for a defined period after the mandate ends.
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9.
Client reporting and information (CASS 9)

Introduction

9.1 At present most of the client information and reporting requirements in relation to client
assets held by investment firms are derived from MiFID and found in the conduct of business
sourcebook ('COBS’).2%8 One key exception is the disclosure and reporting requirements specific

to prime brokerage firms in CASS 9.

9.2 In our experience of recent firm failures, we observed that clients of all types often have
misconceptions around the protections afforded to client assets, and may fail to understand
the protections available under the client assets rules and the impact contractual terms have

on these protections.

9.3 Inresponse, we consulted on introducing a package of proposals concerning the frequency of
reporting to clients???, the information that should be provided to clients before the provision

of investment services?'®

and the creation of a standalone disclosure document to summarise

key provisions within client agreements which may affect rights or protections under CASS.2"
The purpose of these proposals was to increase market transparency and improve market
awareness of the operation of our regime for the protection of client assets in the UK. We
also suggested these proposals could improve outcomes for clients following a firm failure by
reducing the number of disputes and queries before and during the distribution process.

9.4 We note that existing requirements together with these proposals are consistent with the
client asset recommendations recently published by the International Organization of Securities
Commissions ('10SCO’).2'2 We refer in particular to I0SCO Principle 2 on statements to clients,
IOSCO Principle 5 on risk disclosures and IOSCO Principle 6 on agreements and disclosures to

clients regarding rights to protections.

9.5 We received feedback from over 70 respondents on some or all of our proposals for additional

CASS client reporting and information requirements.

208 See COBS 6.1.7R and COBS 16.
209 Proposed CASS 9.4 in the CP.
210 Proposed CASS 9.5 in the CP.
211 Proposed CASS 9.6 in the CP.

212 Recommendations Regarding the Protection of Client Assets, I0SCO, January 2014, recommendations 2, 5 and 6, pp. 3 -7,

available at www.iosco.org/library/pubdocs/pdf/IOSCOPD401.pdf.
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9.6

9.7

9.8

9.9

9.10

Application of CASS 9

These new requirements in CASS 9 will only apply to firms holding custody assets under the
custody rules or client money under the client money rules. These requirements will not apply for
any client money an insurance intermediary may hold under the client money rules for insurance
mediation activity’'® or a debt management firm may hold under the debt management client
money chapter.?'

A few respondents questioned why these requirements were being introduced in CASS instead
of COBS.

Our response

The additional requirements we are bringing into CASS 9 will only apply to firms that are
otherwise subject to CASS. This means that firms that have passported into the UK under MiFID
will not be subject to these new requirements?' to the extent that they already fall within the
relevant general application exclusion in CASS 12'6, although these firms passporting into the
UK will remain subject to our existing information and reporting requirements in COBS.

Regular reporting to clients

Q44: Do you agree with our proposed requirements on
reporting to clients on their holdings of client assets? If
not, please provide reasons.

In the CP, we consulted on introducing guidance in CASS to remind investment firms of their
client reporting obligations in relation to client assets under both the conduct of business
rules?’” and the client assets rules.?'® In line with firms' existing obligations to be fair, clear
and not misleading in their communications with clients?'®, we suggested clarifying that firms
should ensure that in any report to a client it is clear when assets or monies that the firm
reports as holding for the client are, or are not, protected under either or both of the custody
rules and the client money rules.

We also consulted on requiring firms to report to clients on their holdings of client assets
more frequently than is otherwise required if a client so requests. The requisite frequency of
reporting to clients is either at least annually??°, or between monthly and six-monthly.??" We
stated that where such requests were received, any charges for providing the information to
the client must reasonably correspond with the firm'’s actual costs for providing the information
requested.

213 See CASS 5.

214 See CASS 11.

215 Being introduced in this PS.
216 See CASS 1.2.3R(2).

217 See CASS 16.

218 See CASS 9.

219 See CASS 4.2.

220 See COBS 16.4.

221 See COBS 16.3
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9.11 The majority of respondents agreed with this proposal. A few supported the approach as
proposed but stated that they did not think the FCA should be requiring firms to provide
clients with information at whatever frequency the client so desired. A small minority, mostly
representatives of the fund management industry, disagreed with the proposals in their entirety.
Of those in disagreement, it was noted that ad-hoc client requests for statements were more
difficult for firms to respond to than if we introduced an increased minimum frequency.

9.12 Others argued that the benefits to some clients of providing statements more frequently may
be limited, especially when the firm only holds assets or monies on a temporary basis (e.g. in-
between subscriptions and redemptions in units).

9.13 A number of respondents suggested that the costs associated with this proposal could be
significant, many of whom said their costs would be significantly reduced if we either or both:

a. allowed firms up to 12 months to build new systems to comply with these requirements; or
b. introduced a cap on the number of requests a firm was required to honour per year.

Others appreciated that the proposal would allow firms to recoup from a client the firm’s
reasonable costs of honouring the client’s requests. None of the feedback we received on
potential costs specifically disagreed with the costs we estimate in the CP or suggested the
costs some firms would incur would be higher than those estimated.

Our response

9.14 We are introducing this proposal as set out in the CP with some changes to the drafting of the
proposed rules to reflect feedback. These include highlighting that the underlying obligation
being placed on firms is to honour client requests for information on their holdings of client
assets. This includes requests for ad-hoc or more frequent statements and requests for copies
of previously provided statements (in the latter case, firms being obliged to provide the copy
to the client within one week). However, in both cases, firms will, as proposed, be allowed to
charge a client the firm’s reasonable costs in meeting the request.

9.15 We appreciate the feedback that we should place a cap on the number of requests a firm is
obliged to honour to reduce the costs placed on firms. However, since these new requirements
will require all firms to honour client requests, and the rules allow firms to charge a client the
firm’s reasonable costs in doing so, we see no reason to restrict the number of requests that a
client may make for information.

9.16 However, we have provided additional guidance to clarify that where a firm provides a report
to a client containing information on its holdings of client assets, a firm should ensure that it is
clear from the report when assets or monies are, or are not, protected under either or both of
our custody rules and client money rules.

9.17 We also note that, under this requirement, any information that the firm provides to the client
may, although it is not required to, be in the same form as the statements that the firm is
required to provide to the client under our conduct of business rules.??

222 For example, under the existing rules this is COBS 16.4, or, if appropriate, COBS 16.3.
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9.18

9.19

9.20

9.21

9.22

More generally, firms are reminded that they must report to their client?? in a ‘durable medium'.
This includes paper statements, and can include forms of electronic communications such as
email and certain types of websites.

Transitional arrangements

Please see Table 2 in Chapter 2.22* Based on feedback, firms will be allowed until 1 June
2015 to bring their existing arrangements into compliance with these new requirements. We
understand from feedback that this additional time (from the six month period proposed in
the CP) should reduce the cost impact of these proposals allowing some firms to develop the
systems they will need to handle these types of requests from clients as part of their business
as usual processes.

Information to clients on client assets protection arrangements

Q45: Do you agree with our proposals around the information
that firms should be required to provide to clients about
their holdings of client assets? If not, please provide
reasons.

We highlighted in the CP that the majority of the disclosure requirements in COBS which arise
when a firm holds client designated investments or client money, currently only apply in respect
of retail clients.??®

We consulted on introducing guidance in CASS reminding investment firms of the information
they are required to give clients about their holdings of client assets before they provide an
investment service. We proposed to widen the scope of assets that could give rise to an
obligation to give clients information??® to match the scope of assets that a firm might hold
under the custody rules. We also proposed to remove the distinction made between types of
clients in the disclosure requirements in COBS which arise when a firm holds client designated
investments or client money??’, with the effect that a firm subject to the custody rules and/
or the client money rules would be required to provide the same information to all its clients.
We stated that we see no logical reason for allowing the information on client assets provided
to clients to vary based on the classification of a client or the type of asset held for the client.

The majority of respondents agreed with this proposal and many suggested they already
provide the same level of information to all clients, irrespective of type, on their client asset
arrangements. Some respondents, generally those who stated they do not have any retail
clients, disagreed with this proposal, suggesting it would be burdensome and arguing that
professional clients should be sophisticated enough to undertake their own due diligence to
determine a firm’s client asset arrangements and its consequences without the firm having
to report separately. No one suggested they would incur costs inconsistent with those we
consulted on in the CP, but a few did indicate that their costs could be significantly reduced

223 Whether under the existing requirements in COBS 16 or the new rules in CASS 9.5 on reporting to clients being introduced in

this PS.

224 At para. 2.17.

225 See existing COBS 6.1.7R.
226 Ibid.

227 Ibid.
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if they were allowed a longer transitional period to incorporate the required information into
their existing client documentation. Others suggested an alternative would be to only require a
firm to provide the information to a professional client if requested.

9.23 A few respondents requested clarification of the scope and application of these proposals and
provided other drafting comments.

Our response

9.24 We are introducing this proposal with only minor changes to the rules we consulted on to clarify
their intended scope and to ensure clarity. All investment firms subject to our custody rules or
client money rules will be required to provide all of the information concerning safeguarding
client assets that firms are required to provide to clients before the provision of investment
services under the requirements in COBS??® to all clients. This will be irrespective of client type
(i.e. not just retail clients) and asset type (e.g. not just designated investments, but any custody
asset a firm may hold that is subject to our custody rules).

9.25 We see no reason for a firm to provide a client a different level of information on the
arrangements in place for the client’s assets and monies based on the client’s classification or
the type of asset placed with the firm. Recent experience with firm failures demonstrates that
clients of all types are often unaware of the arrangements in place for the protection of their
assets. Also, if a greater level of information is available to clients, it is less likely that queries or
disputes may arise, even if from only a few clients, that could delay or reduce the distribution
of client assets for all clients.

Transitional arrangements

9.26 Please see Table 2 in Chapter 2.22° These rules will come into force on 1 December 2014,
This will mean that any new clients of the firm from 1 December 2014 should receive all of
the information which is required under this rule before the provision of investment services.
However, in respect of the client relationships that firms already have in place as at 30 November
2014, those firms will have until 1 June 2015 to comply with these new requirements.

Client assets disclosure document

Q46: Do you agree with our proposals for the introduction
of a Client Assets Disclosure Document? If not, please
provide reasons.

9.27 In the CP we proposed introducing a requirement for all firms subject to either the custody
rules or the client money rules to have in place a Client Assets Disclosure Document ('CADD’).
This was intended to highlight to clients, in the form of a stand-alone disclosure document,
a summary of the key provisions within their client agreements which modified rights or
protections that would otherwise be available to the client under the custody rules or the client
money rules. We suggested this document would have to be reviewed and provided to clients
at least annually, and before the provision of services or whenever the terms of any underlying
agreement were amended such that a representation in the document was no longer accurate.

228 COBS 6.1.7R.
229 At para. 2.17.
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9.28

9.29

9.30

9.31

The CADD was intended to be a tool by which clients would be reminded of the arrangements
in place for the protection of client assets and a single-source record of the contractual
arrangements a firm may have in place which could affect a client’s rights to or interest in client
assets.

A considerable number of respondents disagreed with the proposal to introduce the CADD,
arguing that the costs of producing such a document would be disproportionate to the benefits
that clients would gain from receiving the information in this form. Respondents argued that
the information could be provided within other documentation that firms already have in place,
and that, in the case of retail investors, receiving a standalone document could cause confusion
rather than clarity due to the complexities of a firm's arrangements. Others argued that for this
proposal to work, a considerable amount of additional guidance would be required as to the
form and contents of the CADD. One trade association suggested that if we were to proceed
with this proposal it would commission a template for it member firms to use when putting
together their document.

Some respondents supported the standardisation of information disclosed to clients as an
effective way of increasing client awareness of CASS protections. However, the general
consensus was that providing this information to clients in the form of a separate disclosure
document would not be the most efficient method of ensuring that clients understood the
level of protection surrounding their money and assets.

Our response

We have decided not to proceed with our proposal for a CADD at this time. We are aware
that the package of changes we are introducing in this PS will represent a significant change
for some firms in how they report and provide information to their clients on client assets. This
includes:

e Banking Exemption: where a bank holding a client’s money is not going to be treated as

subject to the banking exemption, that bank must notify its client accordingly;?3°

e DvP windows: where a firm makes use of, or intends to make use of, the delivery versus
payment window in relation to a client’s money passing through a commercial settlement
system or in relation to a regulated collective investment scheme, it must obtain the
agreement of or otherwise notify its client before doing so0;%*'

e TTCA: a firm must have a written agreement in place with the client for each of the title
transfer collateral arrangements they are operating;?

e CASS 9 - honouring client information requests: a firm is required to honour clients’
requests for ad hoc or more frequent statements on client assets, and copies of previously

issued statements;?** and

e CASS 9 -information concerning safequarding of client assets: a firm is required to provide
the information set out in COBS 6.1.7R to all clients and in relation to all asset types before
the provision of investment services.?**

230 At paras. 7.4 to 7.19.

231 At paras. 7.36 to 7.53 and 6.16 to 6.32.
232 At paras. 6.2 to 6.15.

233 At paras. 9.9 to 9.19.

234 At paras. 9.20 to 9.26.
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9.32 In addition to our existing client reporting and information requirements, we believe these
new requirements should serve together to achieve our policy objectives of increasing client
awareness of client asset protections, and importantly, the impact certain arrangements may
have on client protections. Based on feedback, we understand not proceeding with the proposal
for a separate disclosure document will reduce the perceived burden on firms compared to
what we proposed in the CP.

9.33  We will keep the topic of reporting and providing information to clients on client assets under
review and may, at a later stage, consult on revised proposals for a CADD.
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Consequential changes
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In the CP we noted that in the final rules we intended to include amendments to CASS that are
a consequence of the changes that we are making to the client money rules or the custody rules
(as the case may be). For example, we noted that we would make any necessary consequential
amendments to the rules relating to the CASS RP and the CMAR.

In the CP we also noted that we would aim to make the final rules simpler and easier to follow.

This chapter of the PS addresses the consequential changes and the restructuring of the rules.

Consequential changes

CASS 1

In the CP we consulted on inserting guidance in CASS 1 to ensure that the application of the
CASS sourcebook is clear in particular circumstances. For example, we consulted on including
guidance on the application of the CASS sourcebook to firms' affiliates in the context of MiFID
business and non-MiFID business and including guidance on when the CASS sourcebook is
applicable to trustee firms.

We did not receive any feedback on these proposals.

In light of this, we intend to implement these amendments as proposed. We are including
one further amendment to clarify how firms subject to more than one client money chapter
in the CASS sourcebook, such as the investment firm client money chapter, the insurance
client money chapter or the debt management client money chapter, should apply these rules
simultaneously.

CASS 3
As proposed in the CP, we are introducing additional guidance to remind firms of their
obligations under the client’s best interest rule?*> when agreeing to a collateral arrangement.

CMAR

We are updating the CMAR and the CMAR guidance to reflect the wording and terminology
and rule references that are used within the final rules being introduced in this PS. For
example, Section 8E of the CMAR is currently titled ‘Total number of trust status letters and/
or acknowledgement letters in place that cover these and from the 1 June 2015 will be titled
‘Total number of accounts at the end of the reporting period covered by an acknowledgement
letter’ in order to reflect the changes to the acknowledgement letter rules being introduced in
this PS.

235 See COBS 2.1.1R.
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CASS resolution pack

10.9 We are updating the CASS RP to reflect to reflect the wording and terminology that has
been used within the final rules and any changes that have been made to rule references.
For example reference to ‘internal reconciliations relating to safe custody assets'?® has been
changed to ‘internal custody records checks’ to reflect changes in the terminology used in
relation to the custody records, accounts and reconciliation rules.

Structure of draft rules

Q49: Do you agree with the approach of replacing the existing
client assets sourcebook with a new sourcebook?
If not, please provide reasons.

10.10  We proposed in the CP to alter the structure of CASS and arrange the final rules so they would
be simpler and easier to follow. We also noted that we were considering whether to replace
the existing CASS sourcebook with a new sourcebook.

10.11  Over half of the respondents agreed that replacing the current CASS source book with a new
sourcebook would be useful given the level of revision to the rules that we proposed in the
CP. A number of respondents raised that creating a new sourcebook could lead to confusion
due to the change to rule references. The majority of respondents supported our proposal to
arrange the final rules in a manner that ensures they are simpler and easier to follow than the
current rules.

Our response

10.12  As aresult of the feedback and the changes to our rules we have decided to alter the structure
of the current client assets sourcebook to make the rules simpler and easier to follow, but not
to create a new sourcebook. The changes to the structure of the sourcebook are as follows:

e CASS 6.5 will be deleted in its entirety and replaced by CASS 6.6 Records, accounts and
reconciliations;

e CASS 7 will be renumbered to begin with CASS 7.11 Application and purpose;
e CASS 7 Annex 1 will be deleted and replaced by a new chapter, CASS 7.17 The standard
methods of internal client money reconciliation, which has been inserted before the CASS

7.18 Statutory trust rules;

e CASS 7.8 will be renumbered and renamed to form the new chapter CASS 7.19
Acknowledgement letters;

e A new chapter CASS 7.20 Multiple pools will be created;

236 See CASS 10.1.9E(1)(d).
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e Four new annexes will be added to the CASS 7 client money rules, Annex 7 Annex 2R
Client bank account acknowledgment letter template, 7 Annex 3R Client transaction
account acknowledgment letter template, 7 Annex 4R Authorised central counterparty
acknowledgment letter template and 7 Annex 5G Guidance notes for acknowledgement
Letters (CASS 7.19); and

e CASS 9 Prime brokerage will be renamed to CASS 9 Information to clients.
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Annex 1

Cost benefit analysis

This annex provides:

(A) our views on the impact on the cost benefit analysis published in the CP ("the CBA') from
not proceeding with the CASS 7A client money distribution rules proposals at this stage;

(B) our views on the impact on the CBA from the other amendments being made in this PS to
the policy proposals in the CP; and

(C) an overview of our response to the feedback we received to Q50 of the CP.

We explained in the CP that we expect the package of proposals would deliver benefits through
the following three outcomes:

e faster return of money and assets to clients;
e Jower shortfalls in the overall amount of money and assets returned to clients; and
e greater market stability in the event of the failure of a firm.

The CBA set out an explanation of how we thought each of these outcomes might be positively
impacted through the proposals in the CP, and where possible, an estimate of the value of
those benefits to firms, clients and the wider market. The CBA also provided an estimate of the
costs some firms would incur as a result of specific proposals if they were implemented.

In summary, and as described in more detail below, we have revised some of the cost estimates
provided in the CBA in response to firm feedback. In some cases, this has prompted us to
amend the proposal set out in the CP to reduce the burden on firms (for example, in the case of
the UTDs proposal). These revisions and our conclusions are summarised below. We expect that
each of the amendments we have made in this PS to the policy proposals in the CP (including
decoupling the CASS 7A distribution rules) do not significantly increase the compliance costs to
firms. In most instances these changes should reduce the regulatory burden on firms (see table
below). Taking all these amendments together, we expect that the costs and benefits overall
remain in line with those set out in the CBA published in the CP.

PS14/4 published final rules relating to ‘crowdfunding’ which entered into force on 1 April 2014,
subject to certain transitional arrangements. Under these rules, firms carrying out the designated
investment business of ‘operating an electronic system in relation to lending’ (i.e. operating a
loan-based crowdfunding platform) will become subject to the client money rules and the client
money distribution rules. We note that CASS 7 rule changes set out in this PS will apply to loan
based crowdfunding firms. We expect the incremental compliance costs of these changes to
these firms will be in line with the per firm cost estimates for other CASS 7 firms that were set
out in the CP and this PS.
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We consider that the compatibility statement set out in the CP still applies. We did not receive
any feedback that requires us to revise the compatibility statement. Also, we consider the
amendments being introduced in this PS do not require it to be revised.

(A) Impact of decoupling the CASS 7A proposals (including the Speed Proposal) on
the CBA

As set out above?®’, we are not proceeding at this time with the CASS 7A distribution proposals
(including the speed proposal). These proposals included:

e the speed proposal which required an insolvency practitioner ('IP’) appointed on a firm’s
failure to promptly distribute client money on the basis of firm records;

e a proposal to permit an IP to use allocated but unclaimed client money entitlements to
cover shortfalls in the client money pool (‘'CMP’); and

e a proposal to apply ‘hindsight’ to the valuation of clients’ open positions with the aim of
ensuring that clients’ entitlements in respect of those positions to the CMP ‘match’ the
value in the CMP.

not proceeding with the CASS 7A distribution proposals at this time does not require us to
revise our CBA, as this will not change the regulatory burden on firms compared to what we
consulted on. We also expect the remaining package of proposals to still achieve the estimated
benefits (related to a faster return of client money and a reduction in shortfalls in the CMP) in
line with those set out in the CP - as explained below.

In the CBA the two benefits relevant to the CASS 7A distribution rules proposals (along with
the other proposals we consulted on that will improve client money segregation and record
keeping) are achieving a faster return of client money?*® and reducing client money shortfalls in
the CMP in the event of firm failure. On this basis, the CBA provided an estimate of:

a. the possible opportunity cost savings (for consumers); and
b. the possible reduction in client shortfalls,

that could have been achieved in the context of recent firm insolvencies if the proposals
(including the CASS 7A distribution rules proposals) we consulted on had been in place at the
time of these firm failures.

We recognise that by not proceeding with the CASS 7A distribution rules proposals some
of the benefits we estimated might not be realised. However, we expect the segregation,
recordkeeping, information and system proposals in this PS will improve firms' operations,
organisational arrangements, records and practices and make it quicker, easier and therefore
cheaper for an IP to determine the client money and custody assets estate of a failed firm, and
thereby facilitate a faster return of client money and custody assets and lower client shortfalls
than under our current regime.

237 At para. 3.7.
238 See outcome 1 above and para. 1.12 of the CP.
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10.  We will consider the impact of any CASS 7A distribution rules proposals on the CBA published
in the CP in the context of any new proposals in the CASS 7A consultation later this year.

(B) Impact of other policy amendments on the CBA

11.  We do not expect any of the other amendments to the individual policy proposals consulted on
in the CP to require revisions of the CBA as the effect of these changes is to either reduce the
regulatory burden on firms or minimally increase incremental costs (as such the legal threshold
for revising the CBA have not been met?*°). Commentary on this can be seen in the relevant
sections of this PS. The table below provides a summary of the amendments we have made
grouping them depending on whether they reduce the cost burden on firms or minimally
increase costs to firms. Overall we expect the regulatory burden on firms, compared to what
we proposed in the CP, to likely remain the same.

12. In terms of the benefits, each of the amendments to individual proposals in the CP will have
either no impact (for example they are already achieved through the other changes) or only a
minimal impact on the benefits associated with the package of changes being introduced in
this PS. Therefore, the estimated benefits from the overall package of new and revised rules
being introduced in this PS (in terms of faster return of client money, lower shortfalls and
greater market stability) remain in line with those estimated in the CP. As set out above, while
decoupling the majority of our proposals for CASS 7A distribution rules from this PS (and in
particular the speed proposal), we expect the other changes being introduced in this PS to still
achieve a faster return of client money and lower client shortfalls on a firm failure (compared
to the current regime). We will revisit these observations when considering any subsequent
changes to our client money distribution rules.

Table 3 Summary of changes to costs or benefits estimated in CP13/5
Expected impact

Location on benefits

in this PS | Policy changes - likely reduced costs to firms of proposal

Para 2.17 Transitional provisions — where appropriate, extended the Minimal impact to
proposed transitional provisions to allow firms 12 months expected benefits.
(instead of six) to bring the arrangements into compliance with
this PS.

Para 5.17 Registration of firm assets — continuing to allow firms to Minimal impact to

register their own assets in same name as client assets in limited | expected benefits.
circumstances.

Para 5.61 Internal system evaluation method; Physical custody Minimal impact to
reconciliations — removal of obligation to obtain an auditor’s | expected benefits.
report.

239 We note that we have revised the CBA for the UTD proposal. We received feedback that we had not accounted for the loss of
income that some firms would experience if we were to implement the CP proposal. As a result, we revised our initial cost estimates
(section C), and amended the CP proposal to reduce the burden on firms.
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Para 6.58

Unclaimed custody assets; unclaimed client money -
reduction in number of steps which must be taken before
paying away an asset or money, including removal of
requirement to use media adverts.

Removing expensive
and/or ineffective
requirements should
mean firms are

not put off from
using this optional
mechanism.

We expect that
firms will still be
effectively able

to reach clients
through the other
specified means.

Para 5.52

Review of frequency of record checks and reconciliations
— under both our custody rules and client money firms will not
be separately be required to review the frequency at which a
record check or reconciliation is carried out if the process is
carried our daily.

No impact to
expected benefits.

Para 7.50

DvP window relating to a regulated collective investment
scheme - instead of removing this window entirely, we are
clarifying it is a one-day window and requiring notification

to clients.

Minimal impact to
expected benefits.

Para 7.101

Unbreakable term deposits (UTD) — changed approach to
permit UTDs up to duration of 30 days following revised cost
benefit analysis to reflect the potential impact of the proposal
in the CP on firm and client income. By carving out trustee
firms and allowing firms to use UTDs of up to 30 days, we have
reduced the regulatory burden on firms compared to what we
initially proposed in the CP.

Only a small
proportion of
firms use UTDs.
Although it means
firms are likely to
have to wait until
the UTD matures
before responding
to market
information or
before distributing
client money in the
event of firm failure
(longer than under
our initial proposal),
firms can be more
responsive to
market information
and clients will get
money back more
quickly than in the
absence of this rule
(e.g. if firms were
using 60 day or
longer UTDs).

Para 7.112

Immediate segregation of client money - introducing carve
out from the immediate segregation requirements for members
of CCPs in certain circumstances. Where used, such firms

will be required to maintain a prudent segregation to cover
risks relating to the receipt of mixed remittances into a house
account.

This change gives
clearing firms more
flexibility while still
ensuring the risk of
client shortfalls are
minimised as much
as possible.
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Para 9.32 Client assets disclosure document — no longer proceeding We expect the

with this proposal. benefits of this
proposal are already
being achieved by
our other proposals.
For example, the
additional disclosure
and reporting
requirements we
are introducing
around the banking
exemption, TTCAs,
the DvP windows
and other changes
to CASS 9.
Expected
significance of

Policy changes - possible increased costs to firms increase in costs

Para 6.29 Resolving custody shortfalls with a firm’s own assets Minimal impact
or money - additional requirement to create and retain a on costs (staff
record describing the shortfall, identifying the affected client(s), | hours) associated
and specifying the applicable assets appropriated to cover with creation
the shortfall. This record must then be updated when the and retention of
discrepancy is resolved. additional record.

Para 6.31 DvP window relating to commercial settlement systems — | Minimal impact
to allow to segregate their own money instead of custody asset | on costs (staff
until a delivery versus payment transaction settles so long as the | hours) associated
firm keeps and retains a record describing the custody asset in | with creation
question, identifying the affected client(s) and specifying the and retention of
amount of money that the firm appropriates to cover the value | additional record.
of the custody asset.

Para 5.22 Due diligence on third parties holding custody assets — Minimal impact on
additional recordkeeping obligation to retain record of periodic | costs associated
assessment. with longer record

retention period
(data storage).

Para 7.86 Due diligence on third parties holding client money - Minimal impact on
additional recordkeeping obligation to retain record of periodic | costs associated
assessment. with longer record

retention period
(data storage).

Para 7.34 Diversification of client money — additional recordkeeping Minimal impact on
obligation to create and retain a record of the firm'’s periodic costs associated
assessment of whether it is appropriately diversified. with creation

and retention of
additional record.

Para 7.57 Prudent segregation — additional obligation to create and Minimal impact

retain a ‘prudent segregation record’ wherever a firm chooses
to prudently segregate in a client bank account.

on costs (staff
hours) associated
with creation and
retention of an
expanded record.
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Para 7.184 | Alternative approach mandatory prudent segregation Minimal impact
amount — additional obligation to create and retain a on costs (staff
‘mandatory prudent segregation amount record’ in respect of hours) associated
the mandatory prudent segregation amount which firms who with creation
operate the alternative approach to client money segregation and retention of
will be required to maintain. additional record.
Para 7.122 | Clearing arrangement mandatory prudent segregation Minimal impact
amount — additional obligation to ‘create and retain a clearing | on costs (staff
arrangement mandatory prudent segregation amount record’ in | hours) associated
certain situations. with creation
and retention of
additional record.
Para 5.82 Internal client money reconciliations and approved Minimal impact
collateral — additional obligation to create and retain a record on costs (staff
in respect of any of a firm’s own approved collateral which it hours) associated
holds to meet part of its margin transaction requirement. with creation
and retention of
additional record.
Para 5.68 Frequency of external client money reconciliations — Minimal impact on
clarification that review should occur on an at least an annual costs associated
basis. This change will impact some firms which other would with carrying out
have undertaken the review on a less than annual basis. review of frequency
of external
reconciliations more
frequently.

13. We made two additional changes that are relevant for a number of the proposals highlighted
above.

14.  Firstly, we included additional requirement for firms to retain records of due diligence
that they carry out on third party banks and custodians, and their periodic diversification
assessments, for a period of five years. We expect firms will incur only minimal incremental
costs as a result of having to retain these records (for example, we expect incremental costs of
no more than £0.05 per firm annually for each proposal®*?). Also we expect that, as firms are
already required to produce some of these records under the current rules, they will already
retain these records and, as a result, they will incur no incremental compliance costs by the
introduction of a specific rule to retain records.

15.  Secondly, we have also included additional record keeping requirements for firms in relation to:
1. prudent segregation;

2. covering custody shortfalls with the firm's own money or assets;
3. allowing a firm to segregate its own money instead of a custody asset held in connection
with the DvP commercial settlement window;
4. diversification of client money;
5. alternative approach mandatory prudent segregation amount;
240 See NERA report, Estimated compliance costs of conduct of business requlation for general insurance, 2003 (figures adjusted for
inflation), p.28, available at www.fsa.gov.uk/pubs/cp/187/nera.pdf.
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6. clearing arrangement mandatory prudent segregation amount; and

7. using own approved collateral to meet a margin transaction requirement. Again, we expect
the incremental compliance costs to firms will be minimal.

For example, if a firm were to comply with the record-keeping for seven of the requirements
listed above we would expect the total costs to be around £1,200 per firm per year.?*" We
expect this is an overestimate given that: many firms will not be affected by all seven proposals,
and many firms will already be partially recording this information and so the incremental cost
is likely to be negligible.

(C) Summary and response to firm feedback on Q50

Q50: What are your views on the benefits and costs of the
proposals? Please provide explanations and qualitative
evidence to support your response where appropriate.

16. The feedback we received to this question generally agreed with the benefits set out in the
CBA. However, a number of respondents commented that we may have underestimated the
incremental compliance costs to firms in relation to certain proposals.

Our response:

17.  Where the comments we received on the CBA relate to specific proposals we have addressed
them on an individual basis in the body of this PS. In particular, where we agree that in relation
to a specific proposal there was a need to revise the CBA we have done so. We have summarised
the most significant revisions below.

18.  The most significant revision to the CBA was in relation to our proposal to prohibit firms from
placing client money in unbreakable term deposits. As explained in the main body of this PS?*?
we estimate that the loss of income for firms with the largest client money holdings in UTDs
could be between £150mn and £225mn (representing around 1.5% of total turnover) and for
firms with the smallest reported client money holdings in UTDs could be between £3,000 and
£5000 (representing around 3.5% of total turnover). We note that this proposal affects very
few firms. However, given the size of this loss of income we have revised the proposal down —
to reduce the burden on firms.?** For example, we have carved out trustee firms and allowed
other firms to use UTDs for up to 30 days. We acknowledge that if a firm with client money
in an UTD fails, the firm will not be able to distribute that client money until it receives it when
the UTD has matured. Similarly, the firm will not be able to withdraw that money in response
to market information until that UTD has matured. However, firms will receive this client money
more quickly than in the absence of this rule (e.g. for example, if firms were permitted to use
60 day or longer UTDs).

241 This assumes that the record keeping requirements for each proposal takes four hours of a junior compliance officer on around
£55,000 per year — see footnote 240 NERA report at p.48 (figures adjusted for earnings inflation).

242 At para. 7.101.

243 At paras. 7.98 to 7.106.

Financial Conduct Authority June 2014 149



PS14/9

Review of the client assets regime for investment business

150

19.

20.

21.

22,

Also, some respondents noted that there could be ‘repapering’ costs as a result of some of the
proposals in the CP which were not accounted for in the CBA. By repapering we understand
that these respondents meant having to revise client documentation and to recirculate that
documentation with clients. Therefore we consider these costs in more detail below.

We estimate that most firms will incur some costs as a result of the changes being introduced
in this PS from repapering client agreements or other documentation. However, we
expect these costs will not exceed those a firm would have incurred if we were introducing
the proposals in the CP for a CADD. The CADD would have necessitated the creation and
distribution of a stand-alone disclosure document to all clients. This would have involved firms,
having reconsidered existing contractual clauses and disclosures in light of this PS, extracting the
relevant information from their existing documentation, redrafting some of these statements,
compiling them into a standalone document and recirculating this new document to clients.
As such, some of the costs associated with the CADD are similar to those we would generally
expect in the context of any exercise which might require firms to redraft and distribute client
documentation.

In the CBA we carried out for the CADD proposals, we reported that we expected most small
and medium sized firms would incur one-off median costs of £1,000%**. For the majority of
the largest firms we estimated median upfront costs of £6,000%4°. We note that some firms
estimated that they would incur considerably higher costs to implement the CADD proposal
but we do not think that these are reflective of the costs that are likely for repapering.

The incremental costs incurred by firms from reviewing and updating their documentation in
response to the proposed changes set out in this PS are likely to be significantly lower than the
estimates we reported for the CADD because:

1. many firms will not have to review and repaper their client documentation for all the

multiple changes being introduced in this PS?*; and

2. given that firms will have until 1 December 2014 to bring their current documentation

into line with these new requirements and firms will have a further six months to repaper
existing agreements and documentation?¥’, firms will be able to repaper their existing
arrangements with clients as part of their business as usual processes, further reducing the
likely costs these requirements will impose on them.

244 Annex 1 in the CP at para 71.
245 Ibid.

246 For example, some firms may incur costs to repaper their client documentation to meet new notification, consent or information
requirements which are mandatory in specific circumstances. This includes firms: (1) making use of the exemptions in our client
money and custody rules for TTCAs; (2) making use of the DvP window for commercial settlement systems; (3) making use of the
DvP window for regulated collective investment schemes; (4) taking client money on deposit as banker (the banking exemption);
and (5) firms with non-retail clients may also incur costs from the additional information which they will now be obligated to provide
those clients before the provision of investment services (new CASS 9.4). Others might only incur additional costs from having
chosen to make use of an optional mechanism under our rules for the handling of client money and custody assets in specific
circumstances. This includes firms which may choose to follow the procedures we are requiring for: (1) handling unclaimed client
money and custody assets; (2) carrying out a transfer of business; (3) choosing to operate multiple client money pools (e.g. the
sub-pool disclosure document); and (4) handling shortfalls in custody assets (certain credit institutions operating under the banking
exemption may need to revise their client documentation in order to be able to segregate their own money as client money to cover
a shortfall in custody assets instead of otherwise immediately making good that shortfall).

247 See para. 2.12.
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Annex 2

List of non-confidential responses

10.

1.

12.

13.

14.

15.

16.

17.

18.

19.

20.

Below is a list of the respondents to the CP who provided us their feedback on a non-confidential

basis:

A J Bell Securities Ltd

Aberdeen Asset Management
Aberforth Partners LLP

Allied Irish Banks plc

Arbuthnot Latham & Co. Limited
Artemis Investment Management LLP
Association for Financial Markets in Europe (AFME)
Association of British Insurers (ABI)
AXA Investment Managers

AXA Wealth

Bank Of New York Mellon

BDO LLP

BlackRock, Inc.

Botts & Company

Brewin Dolphin Ltd

Brian Shearing and Partners Limited

British Bankers’ Association

British Private Equity and Venture Capital Association’s Regulatory Committee

Cambridge Fund Managers Ltd

Capita Life and Pensions Regulated Services Limited
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21.

22.

23.

24,

25.

26.

27.

28.

29.

30.

31.

32.

33.

34.

35.

36.

37.

38.

39.

40.

41.

42.

43.

44,

45,

46.

Charles Stanley & Co Limited

City Asset Management

City of London Law Society

Close Brothers Asset Management
CMC Markets

CMS Cameron McKenna LLP
Compound Growth Limited
Computershare Investor Services plc

Deloitte LLP

Depositary and Trustee Association (DATA)

Dewhurst Torevell & Co Ltd
E*TRADE Securities Limited

Equiniti Financial Services Limited (EFSL)
Ernst & Young LLP

Eurex Clearing AG

Euroclear SA/NV

Euroclear UK & Ireland

F&C Fund Management Limited
Family Investments (FEPL and FPML)
Fidelity Worldwide Investment
Financial Markets Law Committee
FNZ (UK) Ltd

Foresters Fund Management Limited
Forex Capital Markets Limited
Futures and Options Association

GLG Partners Investment Funds Limited
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47. ICAEW
48. ICAP plc
49. Institute of Chartered Secretaries and Administrators Registrars Group
50. Integrated Financial Arrangements plc
51. International Financial Data Services
52. Invesco Perpetual
53. Investec Wealth & Investment Limited
54. Investment Management Association
55. Joanna Benjamin
56. Jupiter Asset Management
57.  Kinetic Partners LLP
58. KPMG LLP
59. Liontrust Fund Partners LLP
60. Liverpool Victoria Friendly Society Limited
61. Lloyds Banking Group
62. London Metal Exchange
63. Martin Currie Investment Management Ltd
64. Mclnroy and Wood Ltd
65. Northern Trust
66. Novia Financial plc
67. NRS Regulatory Services Ltd
68. Nucleus Financial Services
69. Panmure Gordon
70. Parmenion
71.  Pershing Limited
72.  Pershing Securities Limited
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73.  PricewaterhouseCoopers LLP
74. Rathbone Investment management Limited
75. Reyker Securities plc
76. Royal Bank of Scotland plc
77. Sanford C. Bernstein Limited
78. Santander UK plc
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CLIENT ASSETS SOURCEBOOK (AMENDMENT NO 5) INSTRUMENT 2014

Powers exercised

A. The Financial Conduct Authority makes this instrument in the exercise of the
following powers and related provisions in the Financial Services and Markets Act
2000 (“the Act™):

1) section 137A (The FCA’s general rules);

2 section 137B (FCA general rules: clients’ money, right to rescind etc);
(3) section 137T (General supplementary powers);

4) section 138C (Evidential provisions); and

(5) section 139A (Power of the FCA to give guidance).

B. The rule-making powers listed above are specified for the purpose of section 138G(2)
(Rule-making instruments) of the Act.

Commencement
C. This instrument comes into force as specified within each Annex.

Amendments to the FCA Handbook

D. The modules of the FCA’s Handbook of rules and guidance listed in column (1)
below are amended in accordance with the Annexes to this instrument listed in
column (2).

1) (2)
Glossary of definitions Annex A
Conduct of Business sourcebook (COBS) Annex B
Client Assets sourcebook (CASS) Annex C
Supervision manual (SUP) Annex D
Notes
E. In Annex C to this instrument, the “notes” (indicated by “Note:”) are included for the

convenience of readers but do not form part of the legislative text.

Citation
F. This instrument may be cited as the Client Assets Sourcebook (Amendment No 5)
Instrument 2014.

By order of the Board of the Financial Conduct Authority
5 June 2014
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Annex A

Amendments to the Glossary of definitions

In this Annex, underlining indicates new text and striking through indicates deleted text,
unless otherwise stated.

Part 1:

Comes into force on 1 July 2014

Insert the following new definitions in the appropriate alphabetical position. The text is not

underlined.

general pool

gross-minus-net
amount

LME

LME bond
arrangement

net margined
omnibus client
account

pool

sub-pool

sub-pool
disclosure

the discrete pool of client money held for all clients of the firm for whom
the firm receives or holds client money in accordance with CASS
7.1.1AR, other than client money received or held in accordance with
CASS 7.1.1AR in respect of a sub-pool.

at any given time, in respect of an omnibus client account maintained by
a clearing member firm and the positions recorded therein, an amount
equal to the difference between:

(@  the sum of the margin amounts received from each client in
relation to positions held for such client in that omnibus client
account and

(b)  the amount of margin calculated on a net basis in respect of all of
the client positions recorded in that omnibus client account and
paid by that firm to the authorised central counterparty.

the London Metal Exchange Limited.

an arrangement for the segregation of money held by firms on behalf of
US customers for transactions undertaken on the exchange operated by
the LME, which is an alternative to complying with condition 2(g) of the
Part 30 exemption order, and which has been established in accordance
with certain no-action letters issued by the Commodity Futures Trading
Commission.

an omnibus client account maintained by a clearing member firm in
respect of which the margining arrangements give rise to a gross-minus-
net amount which is held by the clearing member firm as client money.

either a sub-pool or a general pool, as the context requires.
a discrete pool of client money established under CASS 7.19.

a document prepared by a firm containing the information required by

Page 2 of 252



document

FCA 2014/36

CASS 7.19.9R.

Amend the following as shown.

CCP

clearing house

client money

client money
rules

limited
assurance
engagement

Part 30
Exemption

a legal person that interposes itself between the counterparties to the
contracts traded on one or more financial markets, becoming the buyer to
every seller and the seller to every buyer, as defined in article 2(1) of
EMIR.

a clearing house through which transactions may be cleared and for the
purposes of CASS 7 and CASS 7A, includes an authorised central
counterparty and a CCP.

(2A)  (in FEES, CASS 6, CASS 7, CASS 7A and CASS 10 and, in so far
as it relates to matters covered by CASS 6, CASS 7, COBS,
GENPRU or IPRU(INV)) subject to the client money rules,
money of any currency:

(@) that afirm receives or holds for, or on behalf of, a elient
client in the course of, or in connection with, its MiFID
business; and{or

(b)  which, in the course of carrying on designated investment
business that is not MiFID business, a firm holds ia-respeet

of any investment agreement entered into, or to be entered
into~with-or for a client-orwhich-afirmtreatsasclient

money in accordance with the client money rules; or

(c) which afirm treats as client money in accordance with the
client money rules.

(3) (in CASS 3, CASS 6, CASS 7, CASS 7A, UPRU, COBS and
FEES) CASS 7.1 to 7.8 and CASS 7.19.

a I|m|ted assurance engagement as descrlbed in the Glossary of terms in

+n—29}9 F|nanC|aI Reportlnq CounCII Audlt and Assurance Standards

and Guidance 2014.

an the order under regulation 30.10 of the General Regulations under the
US Commodity Exchange Act; issued by the Commodity Futures
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http://fshandbook.info/FS/glossary-html/handbook/Glossary/D?definition=G283
http://fshandbook.info/FS/glossary-html/handbook/Glossary/D?definition=G283
http://fshandbook.info/FS/glossary-html/handbook/Glossary/D?definition=G283
http://fshandbook.info/FS/glossary-html/handbook/Glossary/M?definition=G1976
http://fshandbook.info/FS/glossary-html/handbook/Glossary/F?definition=G430
http://fshandbook.info/FS/glossary-html/handbook/Glossary/I?definition=G592
http://fshandbook.info/FS/glossary-html/handbook/Glossary/C?definition=G156
http://fshandbook.info/FS/glossary-html/handbook/Glossary/F?definition=G430
http://fshandbook.info/FS/glossary-html/handbook/Glossary/C?definition=G160
http://fshandbook.info/FS/glossary-html/handbook/Glossary/C?definition=G160
http://fshandbook.info/FS/glossary-html/handbook/Glossary/C?definition=G160
http://fshandbook.info/FS/glossary-html/handbook/Glossary/C?definition=G162
http://fshandbook.info/FS/glossary-html/handbook/Glossary/F?definition=G430
http://fshandbook.info/FS/glossary-html/handbook/Glossary/C?definition=G160
http://fshandbook.info/FS/glossary-html/handbook/Glossary/C?definition=G162

Order

port

reasonable
assurance
engagement

standard method
of internal client
money
reconciliation

trustee firm

FCA 2014/36

Trading Commission en-15-May-1989 on 10 October 2003 (consolidating
and updating relief granted to firms in prior orders), granting a person

authorised under the Act exemption from theregistrationrequirement

certain requirements contained in Part 30 of those General Regulations.

means; in respect of the assets and positions recorded in a client
transaction account that is an individual client account or an omnibus
client account at an authorised central counterparty, action taken by that
authorised central counterparty to transfer those assets and positions in
accordance with article 48 of EMIR to another clearing member
designated by the individual client (in the case of an individual client
account) or designated by all of the clients for whom the account is held
(in the case of an omnibus client account).

a 'reasonable assurance engagement' as described in the Glossary of

terms in the Auditing Practices Board Standards and Guidance for
Auditors-issued-1-2010 Financial Reporting Council: Audit and

Assurance: Standards and Guidance 2014.

@ CASS 7 Annex 1G; or

(b) the methods of internal reconciliation of client money balances
referred to in CASS 7.16 of the Client Assets Sourcebook
(Amendment No 5) Instrument 2014.

a firm which is not an OPS firm and which is acting as a:

@ trustee (other than for a trust of client money arising only under
CASS 5.3.2R, CASS 5.4 (Non-statutory client money trust), CASS
7.7.2R or CASS 11.6.1R); or

Part 2: Comes into force on 1 December 2014

Insert the following new definitions in the appropriate alphabetical position. The text is not

underlined.

acknowledgement letter (in CASS 7) a client bank account acknowledgement letter (a letter

in the form of the template in CASS 7 Annex 2R), a client
transaction account acknowledgement letter (a letter in the form of
the template in CASS 7 Annex 3R) or an authorised central
counterparty acknowledgment letter (a letter in the form of the
template in CASS 7 Annex 4R).

alternative approach the requirement under CASS 7.4.18BR on a firm using the

mandatory prudent
segregation

alternative approach to segregate an amount of money as client
money.
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http://fshandbook.info/FS/glossary-html/handbook/Glossary/C?definition=G163
http://fshandbook.info/FS/glossary-html/handbook/Glossary/C?definition=G163
http://fshandbook.info/FS/glossary-html/handbook/Glossary/C?definition=G163
http://fshandbook.info/FS/glossary-html/handbook/Glossary/I?definition=G2981
http://fshandbook.info/FS/glossary-html/handbook/Glossary/O?definition=G2983
http://fshandbook.info/FS/glossary-html/handbook/Glossary/O?definition=G2983
http://fshandbook.info/FS/glossary-html/handbook/Glossary/O?definition=G2983
http://fshandbook.info/FS/glossary-html/handbook/Glossary/A?definition=G2978
http://fshandbook.info/FS/glossary-html/handbook/Glossary/A?definition=G2978
http://fshandbook.info/FS/glossary-html/handbook/Glossary/E?definition=G2980
http://fshandbook.info/FS/glossary-html/handbook/Glossary/C?definition=G156
http://fshandbook.info/FS/glossary-html/handbook/Glossary/I?definition=G2981
http://fshandbook.info/FS/glossary-html/handbook/Glossary/I?definition=G2981
http://fshandbook.info/FS/glossary-html/handbook/Glossary/I?definition=G2981
http://fshandbook.info/FS/glossary-html/handbook/Glossary/C?definition=G156
http://fshandbook.info/FS/glossary-html/handbook/Glossary/O?definition=G2983

alternative approach
mandatory prudent
segregation record

authorised central
counterparty
acknowledgment letter

client transaction
account
acknowledgement letter

commercial settlement
system

non-standard method
of internal client money
reconciliation

settlement account

FCA 2014/36

the record created and maintained by a firm under CASS 7.4.19AR
to CASS 7.4.19CR.

a letter in the form of the template in CASS 7 Annex 4R.

a letter in the form of the template in CASS 7 Annex 3R.

a system commercially available to firms that are members or
participants, a purpose of which is to facilitate the settlement of
transactions using money and/or assets held on one or more
settlement accounts.

a method of internal reconciliation of client money balances that is
not a standard method of internal client money reconciliation.

an account containing money and/or assets that is held with a
central bank, central securities depository, central counterparty or
any other institution acting as a settlement agent, which is used to
settle transactions between participants or members of a
commercial settlement system.

Amend the following definitions as shown.

acknowledgement letter

fixed text

i ¥ it | | led | :
[€0)] (in CASS 7) the text in the template acknowledgement

letters in CASS 7 Annex 2R, CASS 7 Annex 3R and CASS
7 Annex 4R that is not in square brackets.

2 (in CASS 11) the text in the template acknowledgement
letters in CASS 11 Annex 1R that is not in square brackets.

acknowledgement letter {r-CASS-11)-the-textin-the-template-acknowledgmentlettersin

variable text

CASS-11-Annex-1Rthatisn-square-brackets:

Q) (in CASS 7) the text in the template acknowledgement
letters in CASS 7 Annex 2R, CASS 7 Annex 3R, and CASS
7 Annex 4R that is in square brackets.

(2) (in CASS 11) the text in the template acknowledgement
letters in CASS 11 Annex 1R that is in square brackets.
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client bank account ar-CGASS ) atetter-inthe form-of the templatein-GASSH-ARnex

acknowledgement letter 1R

[€0)] (in CASS 7) a letter in the form of the template in CASS 7

Annex 2R.
(2) (in CASS 11) a letter in the form of the template in CASS
11 Annex 1R.
Part 3: Comes into force on 1 June 2015

Insert the following new definitions in the appropriate alphabetical position. The text is not
underlined.

aggregate safe custody a firm’s internal record or account of all the safe custody assets that

asset record the firm holds for its clients (including those safe custody assets
deposited by the firm with third parties under CASS 6.3 and any
physical safe custody assets held by the firm).

CASS 7 asset a firm subject to the client money rules and which falls within
management firm either (a) or (b), or both, but not (c):

(@ a firm that was a member of IMRO immediately before
commencement;

(b)  afirm for which the most substantial part of its gross
income (including commissions) from its MiFID business or
designated investment business that is not MiFID business,
or both, is derived from one or more of the following
activities:

(1) managing investments other than derivatives;
(i)  OPS activity;

(ili)  acting as the manager or trustee of an AUT;
(iv)  managing an AlF;

(v)  acting as the ACD or depositary of an ICVC,;

(vi) acting as the authorised contractual scheme
manager or depositary of an ACS;

(vii) acting as trustee or depositary of an AlF;
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CASS 7 loan-based
crowdfunding firm

clearing arrangement
mandatory prudent
segregation

clearing arrangement
mandatory prudent
segregation record

client money
requirement

client money resource

client-specific safe
custody asset record

external client money
reconciliation

external custody
reconciliation

FCA 2014/36
(viii) acting as trustee or depositary of a UCITS;
(ix)  establishing, operating or winding up a collective
investment scheme (other than an AUT, ICVC or
ACS);

(x) establishing, operating or winding up a personal
pension scheme;

(xi)  safeguarding and administering investments; and
(xii)  the provision of platform services;

(©) a firm for which the most substantial part of its gross
income is derived from its safeguarding and administering
investments activities.

afirm:

@) that is subject to the client money rules in CASS 7; and

(b)  whose designated investment business includes operating
an electronic system in relation to lending.

the requirement under CASS 7.13.73R on a firm using the normal
approach to segregate an amount of money as client money.

the record created and maintained by a firm under CASS 7.13.74R
and CASS 7.13.75R.

the total amount of client money a firm is required to have
segregated in client bank accounts under the client money rules
(see CASS 7.16.10R).

the aggregate balance on the firm’s client bank accounts (see CASS
7.16.8R).

a firm’s internal record or account identifying each of the particular
safe custody assets that the firm holds for each particular client
(including those safe custody assets deposited by the firm with
third parties under CASS 6.3 and any physical safe custody assets
held by the firm).

the client money reconciliation described in CASS 7.15.20R.

the safe custody asset reconciliation described in CASS 6.6.34R.
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firm’s equity balance

individual client
balance

individual client
balance method

internal client money
reconciliation

internal custody
reconciliation method

internal custody record
check

internal system
evaluation method

margined transaction
requirement
net negative add-back

method

non-margined
transaction

physical asset
reconciliation

physical safe custody
asset

prudent segregation

prudent segregation
record

FCA 2014/36

the sum of money described in CASS 7.16.29R.

for each client, the total amount of all money the firm holds, has
received or is obliged to have received or be holding as client
money in a client bank account for that client in respect of non-
margined transactions, calculated in accordance with CASS
7.16.21R.

the method of calculating a firm’s client money requirement
described in CASS 7.16.16R.

the client money reconciliation described in CASS 7.15.12R.

a method for performing an internal custody record check,
described in CASS 6.6.17R.

the safe custody assets record check described in CASS 6.6.10G(2)
performed using either the internal custody reconciliation method
or the internal system evaluation method.

a method for performing an internal custody record check,
described in CASS 6.6.19R.

the total amount of client money a firm is required to segregate in
client bank accounts for margined transactions under the client
money rules, in accordance with CASS 7.16.32R.

the method of calculating a firm’s client money requirement
described in CASS 7.16.17R.

a transaction executed by a firm:

@ for, or on behalf of, a client in relation to MiFID business
and/or designated investment business; and

(b)  which is not a margined transaction.

the safe custody assets reconciliation described in CASS 6.6.24R,
using either the total count method or the rolling stock method.

a safe custody asset (or tangible evidence of one) that is in a firm’s
physical custody and which may also be registered with the
relevant issuer or agent of the issuer.

a firm’s segregation of an amount of money as client money under
CASS 7.13.41R.

the records created and maintained by a firm under CASS 7.13.50R
to CASS 7.13.53R.
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rolling stock method

total count method
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a method for performing a physical asset reconciliation, as
described in CASS 6.6.28R.

a method for performing a physical asset reconciliation, as
described in CASS 6.6.27R.

Amend the following definitions as shown:

alternative approach
mandatory prudent
segregation

alternative approach
mandatory prudent
segregation record

client bank account

client equity balance

client money rules

the requirement under CASS #4-18BR 7.13.65R on a firm using the
alternative approach to segregate an amount of money as client
money.

the record created and maintained by a firm under CASS #4-19AR
7.13.66R to CASS #4-19CR 7.13.68R.

@) (in CASS 7 and CASS 7A):
@) an account at a bank which:

(i) holds the money of one or more clients;
[deleted]
(if) s expressly held in the name of the firm that

is subject to the requirement in CASS
7.13.3R; and

(ili)  isacurrent or a deposit account; or

(b) a money market deposit account of client money
which is identified as being client money; and

©) in either case, which is a general client bank account,
a designated client bank account or a designated
client fund account.

| II ) I | | - l - | I l -
of a-margined-transaction the sum of money as described in CASS
7.16.28R.
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client money
segregation
requirements

client transaction
account

designated client bank
account

designated client fund
account
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(3)  (in CASS 3, CASS 6, CASS 7, CASS 7A, COBS and FEES)
CASS Z-1t0-7.8-and CASS 7.10 to 7.19.

CASS #41R 7.13.3R and CASS #4-31R 7.13.12R.

(in relation to a firm and an-exchange,clearing-house,of
intermediate-broker another person) an account maintained by the

that other person, such as an exchange, clearing house, o+
intermediate broker or OTC counterparty, as-the-case-may-bein
: S - liabilitv i

undertakenby-the-firm-with-or-for-is-chents who a firm allows to
hold client money under CASS 7.14 (Client money held by a third

arty), which:

(a) is in the name of the firm:;

(b) includes in its title the word “client” (or, if the system
constraints of the relevant person or the firm that holds the
account (or both) make this impracticable, an appropriate
abbreviation of “client” that has the same meaning); and

©) is not a client bank account.

a client bank account with the following characteristics:

(b)  the account includes in its title the word words "designated
client™ (or, if the systems constraints of the approved bank
or the firm that holds the account (or both) make this
impracticable, an appropriate abbreviation of those words
that has the same meaning);

a client bank account with the following characteristics:

(b) the account includes in its title the werd words "designated
client fund" (or, if the systems constraints of the approved
bank or the firm that holds the account (or both) make this
impracticable, an appropriate abbreviation of those words
that has the same meaning); and
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general pool

general client bank
account

MIFID client money
(minimum
implementing) rules

non-standard method
of internal client money
reconciliation

segregated client

shortfall

standard method of
internal client money
reconciliation

trustee firm

FCA 2014/36

the discrete pool of client money held for all clients of the firm for
whom the firm receives or holds client money in accordance with
CASS #11AR 7.10.1R other than client money received or held in
accordance with CASS #:2AR 7.10.1R in respect of a sub-pool.

a client bank account that holds client money of one or more clients,
which includes in its title the word “client” (or, if the systems
constraints of the approved bank or the firm that holds the account
(or both) make this impracticable, an appropriate abbreviation of
the word “client” that has the same meaning), and which is not:

CASS £3-1R 7.12.1R, CASS 3:2R 7.12.2R, CASS #+4-1R 7.13.3R,
CGASS+45R; CASS +4+4R 7.13.8R, CASS +4-8R 7.13.10R, CASS
+431R 7.13.12R, CASS 7.13.28R, CASS #6-3R 7.15.2R, CASS
76-2R 7.15.3R and CASS #6-9R 7.15.20R.

a the method of internalreconcitiation-ef-client-money-balances
internal client money reconciliation thatis-hot-a-standard-method-of

internal-chient-money-reconcihation described in CASS 7.15.17R.

(3)  (inrelation to safe custody assets) any amount by which the
safe custody assets held by a firm under the custody rules
fall short of the firm’s obligations to its clients to hold safe

custody assets.

(a) CASS7-Annex1G:or [deleted]
(b)  the methods of internal-reconciliation-of client-money

balanees internal client money reconciliation described
referred-to in CASS 7.16 of the Client-Assets-Sourcebook

(Amendment No 5) Instrument 2014.

a firm which is not an OPS firm and which is acting as a:

@) trustee (other than for a trust of client money arising only
under CASS 5.3.2R, CASS 5.4 (Non-statutory client money
trust), CASS 2R 7.17.2R or CASS 11.6.1R); or
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Annex B
Amendments to the Conduct of Business sourcebook (COBS)

In this Annex, underlining indicates new text and striking through indicates deleted text,
unless otherwise stated.

Part 1: Comes into force on 1 December 2014

6 Information about the firm, its services and remuneration

6.1 Information about the firm and compensation information

6.1.7A G  Firms subject to either or both the custody rules and the client money rules

are reminded of the information requirements concerning custody assets
and client money in CASS 9.3 (Prime brokerage agreement disclosure
annex) and CASS 9.4 (Information to clients concerning custody assets and

client money).
Part 2: Comes into force on 1 June 2015
16 Reporting information to clients
16.4 Statements of client designated investments or client money

Firms subject to either or both the custody chapter and the client money
chapter are reminded of the reporting obligations to clients in CASS 9.2
(Prime broker’s daily report to clients) and CASS 9.5 (Reporting to clients

on request).

16.4.6

I®
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Annex C
Amendments to the Client Assets sourcebook (CASS)

In this Annex, underlining indicates new text and striking through indicates deleted text,
unless otherwise stated.

Part 1: Comes into force on 1 July 2014
1 Application and general provisions
1.2 General application: who? what?

1.2.7 G (1 The approach in CASS is to ensure that the rules in a chapter are
liod to firms i  articul lated activit
unregulated-activities: [deleted]

)

(3)

|de|ete|
(3A) I " Leul e in relati lated

alala QN m AN N A
cHTod 1Y A C Y

tnvestment business {including MiFID business). [deleted]

@) . ) _ .
I Ine' H |_su|,aneelellentl 'I“e'ﬁ'.% el’lapl E.e'l af p”hes_ 'I' H 9||a“el”;.e.' 'egulaﬁted
i jati ivities: [deleted]

(6) Ih&manda%e—mle&aapl*m—#el&ﬂen%rege#ated—aeﬂwﬂe&
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128 G
(4)

(4A)

FCA 2014/36

[deleted]

Each provision in the collateral rules, custody chapter, ard the client
money chapter and CASS 9 (Information to clients) makes it clear
whether it applies to activities carried on for retail clients,
professional clients or both. Fhere-ts-no-furthermodification-of-the
Felesin tl|es_e e.||apte|s H Felation o activities carried-on-for eliginle
GQH'F'EG'F&' tllesl' SHG"F ellelnts are tleatedF 'l“ the sallne. way-as-othel

There is no further modification of the rules in the chapters referred

to in (4) for activities carried on for eligible counterparties. Such
clients are treated in the same way as other professional clients for
the purposes of these rules.

Application for affiliates

129A G (1

2

The fact that a firm’s client is an affiliated company for MiFID
business does not affect the operation of CASS to the firm in relation
to that client.

For business that is not MiFID business, the operation of the custody
chapter or the client money chapter may differ if a firm’s client is an
affiliated company and depending on certain other conditions (see,
for example, CASS 6.1.10BR and CASS 7.1.12AR).

A firm must not keep money in respect of which any one of the

following chapters applies in the same client bank account or client
transaction account as money in respect of which another of the
following chapters applies:

(a)  theclient money chapter;

(b)  the insurance client money chapter:;

©) the debt management client money chapter.
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1.2.13

14

1.4.8

1.4.8A

FCA 2014/36

In accordance with CASS 7.1.15HR, a firm which is subject to the
client money chapter and holds money both (i) in its capacity as a
trustee firm and (ii) other than in its capacity as a trustee firm must
not keep money held in in its capacity as a trustee firm in the same
client bank account or client transaction account as money held
other than in its capacity as a trustee firm.

To the extent that the restriction under (1) or (2) applies to a firm, the
client bank accounts and client transaction accounts that a firm holds
in respect of different chapters or in its different capacities (as the
case may be) must be separately designated.

A firm may, where permitted by the relevant rules, opt to hold under a single
chapter money that would otherwise be held under different chapters (see
CASS-5-11R3)and CASS 7.1.3R and CASS 7.1.15BAR). However, making
such an election does not remove the requirement under CASS 1.2.11R(1).

Application: particular activities

|70
E

S

as—app#epﬂat& [deleted]

The application of CASS for a trustee firm acting as a depositary is

set out in CASS 1.4.6R and CASS 1.4.7R.

The application of CASS for a trustee firm that is not acting as a
depositary is limited as follows:

(a)  the mandate rules apply;

(b)  for MiFID business, the custody chapter and the client money
chapter apply; and

(©) for business that is not MiFID business, the custody chapter
and the client money chapter apply only to trustee firms
acting as trustees of personal pension schemes or stakeholder
pension schemes, including SIPPs.
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3) To the extent that CASS applies to a trustee firm, it applies with the
following general modification: 'client' means 'relevant trustee’,
'trust’, or ‘beneficiary’, as appropriate.

Collateral

Application and purpose

I®

Firms are reminded of the client's best interests rule which requires a firm to
act honestly, fairly and professionally, in accordance with the best interests
of its clients, when agreeing to, entering into, exercising its rights under and
fulfilling its obligations under an arrangement covered by this chapter, and
when structuring its business to include such arrangements.

Custody rules
Application

R This chapter (the custody rules) applies to a firm:

(1C) whenitis acting as trustee or depositary of an AlF; and/or
(1D) when it is acting as trustee or depositary of a UCITS; and

(1E) in respect of any arrangement for a client to transfer full ownership of
a safe custody asset to the firm which is:

(@ in the course of, or in connection with, the firm’s designated
investment business; and

(b)  for the purpose of securing or otherwise covering present or
future, actual or contingent or prospective obligations,

but the application of the custody rules to a firm under this paragraph
is limited to the rules and quidance in CASS 6.1.6R to CASS 6.1.9G.
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&)  the-affiliated-company-is-a-clientdealt-with-atarm’s-length- [deleted]

In respect of a firm’s business falling under CASS 6.1.1R(1B), the custody
rules do not apply to the firm when it is safequarding and administering
investments on behalf of an affiliated company, unless:

(1) the firm has been notified that the designated investment belongs to a
client of the affiliated company; or

(2)  the affiliated company is a client dealt with at arm’s length.

Reference Rule

CASS 6.3.1R to CASS 6.3.4R Depositing safe custody assets with
third parties

A firm (Firm A) to which another firm acting as trustee or depositary of an
AIF (Firm B) has delegated safekeeping functions in Hnre accordance with
FUND 3:3125R 3.11.28R (Delegation: safekeeping) will not itself be acting
as trustee or depositary of an AIF for that AIF. CASS 6.1.161AR will not
apply to Firm A in respect of that AIF. However, Firm A may be
safeguarding and administering investments in respect of that AIF.

Only the custody rules in the table below apply to a firm when arranging
safeguarding and administration of assets:

Reference Rule
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CASS 6.1.16JR Arrangers
CASS 6.1.16KR Records
CASS-6-1-16KR Records

When a firm arranges safeguarding and administration of assets, it must

ensure that proper records of the eustody-assets-which-it-arrangesfor-another
to-held-orreceive,onbehalf-ofthe-client; arrangements are made and

retained for a period of 5 years after they are made.

Use of safe custody assets

The FCA expects firms which enter into arrangements under CASS 6.4.1R
with retail clients to only enter into securities financing transactions and not
otherwise use retail client’s safe custody assets.

Firms are reminded of the client's best interests rule, which requires the firm
to act honestly, fairly and professionally in accordance with the best interests

of their cllents M%mpl&eh#kmi—&ge;ma%eea&dered—te—be—swh

that For any transactions involving retail clients carried out under this section
the FCA expects that:

Records, accounts and reconciliations

A Unless otherwise stated, a firm must ensure that the-records any record
made under this-seetionare the custody rules is retained for a period of five

years after-they-are-made starting from the later of:

(1)  the date it was created; and

(2)  (if it has been modified since the date it was created), the date it was
most recently modified.
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effectively: [deleted]
7 Client money rules
7.1 Application and purpose
7.1.1 R
unless otherwise specified in this section. [deleted]
71.1A R This chapter applies to a firm that receives money from or holds money for,

or on behalf of, a client in the course of, or in connection with, its:

[€9)] MiFID business; and/or

(2) designated investment business;

unless otherwise specified in this section.

71.1B G A firm is reminded that when CASS 7.1.1AR applies it should treat client
money in an appropriate manner so that, for example:

[€0)] if it holds client money in a client bank account, that account is held
in the firm’s name in accordance with CASS 7.4.11AR;

(2) if it allows another person to hold client money this is effected under
CASS 7.5; and
3) its internal reconciliations of client money carried out in line with

CASS 7.6.6G and CASS 7 Annex 1G take into account any client
equity balance relating to its margined transaction requirements.
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713R R

3) This rule is subject to CASS 1.2.11R.

7.1.3A

I®

Firms are reminded that, under CASS 1.2.11R(1), they must not keep money
in respect of which the client money chapter applies in the same client bank
account or client transaction account as money in respect of which the
insurance client money chapter applies.

7.1.15 R (1) An authorised professional firm regulated by the Law Society (of
England and Wales), the Law Society of Scotland or the Law Society
of Northern Ireland that, with respect to its regulated activities, is
subject to the following rules of its designated professional body, must
comply with those rules and, where relevant paragraph (3), and if it
does so, it will be deemed to comply with the client money rules.

(2) The relevant rules are:

(@) ifthe firm is regulated by the Law Society (of England and
Wales):, the SRA Accounts Rules 2011;

) theSolicitors-AccountsRules 1998;or
@ | Hieablethe Sotici . |
1990;

(b) if the firm is regulated by the Law Society of Scotland, the
licitors' {Scotland. i

} } the Law
Society of Scotland Practice Rules 2011; and

(c) ifthe firmis regulated by the Law Society of Northern Ireland,
the Solicitors' Accounts Regulations 1998.

(3) Ifthe firmin (1) is a MiFID investment firm that receives or holds
money for, or on behalf of a elient client in the course of, or in
connection with its MiFID business, it must also comply with the
MiFID client money (minimum implementing) rules in relation to that
business.

7.115B R

in rolati el I ) I el
j i - [deleted]
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7.115B R Provided it complies with CASS 1.2.11R, a firm that receives or holds client
money in relation to contracts of insurance may elect to comply with the
provisions of the insurance client money chapter, instead of this chapter, in
respect of all such money.

>

7.1.15C R A firm should must make and retain a written record of any election which it
makes under CASS #+15BR 7.1.15BAR.

Trustee firms {etherthan-trustees-of unittrust schemes)

7.1.15F R Subject to CASS 7.1.15GR Only only the client money rules listed in the table
below apply to a trustee firm in connection with money that the firm receives,
or holds for or on behalf of a client in the course of or in connection with its
designated investment business which is not MiFID business.

Reference Rule

CASS 7.1.15ER and-CASS-LA5FR | Trustee firms {etherthan-trustees-of
to CASS 7.1.15LG unit trust schemes)

CASS 7.6.6G to CASS 7.6.16R

CASS 7.7.2R to CASS 7.7.4G Requirement
CASS 7 Annex 1G The standard method of internal

client money reconciliation

7.115G R [€0)] A trustee firm to which CASS 7.1.15FR applies may, in addition to
the client money rules set out at CASS 7.1.15FR, also elect to comply

@ all the client money rules in CASS 7.4 (Segregation of client
money);

(b) CASS 7.5 (Transfer of client money to a third party);

©) all the client money rules in CASS 7.6 (Records, accounts and

reconciliations); or
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[(s)] CASS 7.8 (Notification and acknowledgement of trust).

A trustee firm must make a written record of any election it makes
under this rule, including the date from which the election is to be
effective. The firm must make the record on the date it makes the
election and must keep it for a period of five years after ceasing to
use it.

Where a trustee firm has made an election under (1) which it
subsequently decides to cease to use, it must make a written record of
this decision, including the date from which the decision is to be
effective, and keep that record from the date the decision is made for
a period of five years after the date it is to be effective.

A trustee firm to which CASS 7.1.15FR applies and which is otherwise

subject to the client money rules must ensure that any client money it holds

other than in its capacity as trustee firm is seqregated from client money it

holds as a trustee firm.

A trustee firm to which CASS 7.1.15FR applies and which is otherwise

subject to the client money rules should ensure that in designing its systems

and controls it:

@

S

takes into account that the client money distribution rules will only
apply in relation to any client money that the firm holds other than in
its capacity as trustee firm; and

has regard to other legislation that may be applicable.

A trustee firm to which CASS 7.1.15FR applies may elect that:

(1) the applicable provisions of CASS 7.4 (Segregation of client
money) and CASS 7.6 (Records, accounts and reconciliations)
under CASS 7.1.15FR; and

2 and any further provisions it elects to comply with under
CASS 7.1.15GR(1);

will apply separately and concurrently for each distinct trust that the
trustee firm acts for.

A trustee firm must make a written record of any election it makes
under this rule, including the date from which the election is to be
effective. The firm must make the record on the date it makes the
election and must keep it for a period of five years after ceasing to
use it.

Where a trustee firm has made an election under (1) which it
subsequently decides to cease to use, it must make a written record of
this decision, including the date from which the decision is to be
effective, and must keep that record from the date the decision is
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made for a period of five years after the date it is to be effective.

A trustee firm may wish to make an election under CASS 7.1.15JR if, for
example, it acts for a number of distinct trusts which it wishes, or is required,
to keep operationally separate. If a firm makes such an election then it
should:

[€0)] establish and maintain adequate internal systems and controls to
effectively segregate client money held for one trust from client
money held for another trust; and

(2) conduct internal client money reconciliations as set out in CASS 7
Annex 1G and external client money reconciliations under CASS
7.6.9R for each trust.

The provisions in CASS 7.1.15ER to CASS 7.1.15KG do not affect the
general application of the client money rules regarding money that is held by
a firm other than in its capacity as a trustee firm.

Definition Treatment of client money

Interest

R

|70

I®

I i 0 I I ¥ . . I
j i i - [deleted]

A firm must pay a retail client any interest earned on client money held for
that client unless it has otherwise notified him in writing.

[€0)] The firm may, under the terms of its agreement with the client, pay
some, none, or all interest earned to the relevant client.

(2) Where interest is payable on client money by a firm to clients:

(@) such sums are client money and so, if not paid to, or to the
order of the clients, are required to be segregated in accordance
with CASS 7.4 (Segregation of client money);

(b) the interest should be paid to clients in accordance with the
firm’s agreement with each client; and

(c) if the firm’s agreement with the client is silent as to when
interest should be paid to the client the firm should follow
CASS 7.4.28G (Allocation of client money receipts);

irrespective of whether the client is a retail client or otherwise.
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Discharge of fiduciary duty

R

|70

G

|70

Money ceases to be client money (having regard to CASS 7.2.17R where
applicable) if:

(2) it is paid-to-a-third-party on-the-instruction-of the-clientunless-itis
foarrod hird in 1 f offoct] ion
party)y-or.

(@) paid to a third party on the instruction of, or with the specific
consent of, the client unless it is transferred to a third party in
the course of effecting a transaction under CASS 7.5.2R
(Transfer of client money to a third party); or

(b) paid to a third party pursuant to an obligation on the firm
where:

(1) that obligation arises under an enactment; and

(ii)  the obligation under that enactment is applicable to the
firm as a result of the nature of the business being
undertaken by the firm for its client; or

(3) subject to CASS 7.2.16AR, it is paid into a bank account of the client
(not being an account which is also in the name of the firm); or

9) it is transferred by the firm to a clearing member in connection with a
regulated clearing arrangement and the clearing member remits
payment directly to the indirect clients of the firm firm in accordance
with CASS 7.2.15CR(2).

Client money received or held by the firm for a sub-pool ceases to be client
money for that firm to the extent that such client money is transferred by the
firm to an authorised central counterparty or a clearing member as a result of

porting.

[deleted]

A firm must not pay client money into a bank account of the client that has
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been opened without the consent of that client.

7.4 Segregation of client money

7.4.-1 R Where a firm establishes one or more sub-pools, the provisions of CASS 7.4
(Segregation of client money) shall be read as applying separately to the
firm’s general pool and each sub-pool in line with CASS 7.19.3R and CASS
7.19.12R.

Qualifying money market funds

7.4.3 G
Note:recital 23-to-the MiFIB-implementing-Directive] [deleted]

7.4.3A R Where a firm deposits client money with a qualifying money market fund, the
firm’s holding of those units in that fund will be subject to any applicable
requirements of the custody rules.
[Note: recital 23 to the MiFID implementing Directive]

7.4.6 G  Ifafirm that intends to place client money in a qualifying money market fund

IS subject to the requirement to disclose information before providing
services, it should, in compliance with that obligation, notify the client that:

1) money held for that client will be held in a qualifying money market
fund; and

(2) as a result, the money will not be held in accordance with the client

money rules but inaccordance-with-the-custody-rules:; and

3) if it is the case, that the units will be held as the client’s safe custody
assets in accordance with the custody rules.

7.4.9B R For the purposes of CASS 7.4.9AR an entity is a relevant group entity if it

1 a CRD credlt |nst|tut|on or a bank authorlsed ina thlrd country—a
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)

Client bank accounts

I®

I®

I®

G

An account which the firm uses to deposit client money under CASS
7.4.1R(1) to (3) must be a client bank account.

1)
2 Each client bank account used by a firm must be held on terms under
which:

(@ the relevant bank’s contractual counterparty is the firm that is
subject to the requirement under CASS 7.4.1R; and

(b) unless the firm has agreed terms that comply with CASS
7.4.11AR(3), the firm is able to make withdrawals of client
money promptly and, in any event, within one business day of
a request for withdrawal.

Transitional provision CASS TP 1.1.10AR applies to (2).

(3) Firms may use client bank accounts held on terms under which
withdrawals are, without exception, prohibited until the expiry of a
fixed term or a notice period of a maximum of 30 days.

4 Paragraphs (2)(b) and (3) do not apply in respect of client money
received by a firm in its capacity as a trustee firm.

CASS 7.4.11AR(2)(b) and (3) do not prevent a firm from depositing client
money on terms under which a withdrawal may be made before the expiry of
a fixed term or a notice period (whatever the duration), including where such
withdrawal would incur a penalty charge to the firm.

CASS 7.4.11AR does not prevent a firm from depositing client money in
overnight money market deposits which are clearly identified as being client
money (for example, in the client bank account acknowledgment letter).

Firms are reminded of their obligations under CASS 7.8 (Notification and
acknowledgement of trust) for client bank accounts. Firms should also
ensure that client bank accounts meet the requirements in the relevant
Glossary definitions, including regarding the titles given to the accounts.

A firm may open one or more client bank accounts in the form of a general
client bank account, a designated client bank account or a designated client
fund account (see CASS 7A.2.1G (Failure of the authorised firm: primary
pooling event)). The requirements of CASS 7.4.11AR(2) and (3) apply for
each type of client bank account.

Commaodity Futures Trading Commission Part 30 exemption order
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breach-ef-its-Part-30-exemption-order- [deleted]

. i ) liately. | he i :
indivi } - [deleted]

CASS 12 contains provisions which are relevant to a firm conducting
business pursuant to the Part 30 exemption order.

ViaYalda¥hda'

Transfer of client money to a third party

G

R

This section sets out the requirements a firm must comply with when it
transfers allows another person to hold client money, te-anetherpersen other
than under CASS 7.4.1R, without discharging its fiduciary duty owed to that
client. Such circumstances arise when, for example, a firm passes client
money to a clearing house in the form of margin for the firm's obligations to
the clearing house that are referable to transactions undertaken by the firm for
the relevant clients. They may also arise when a firm passes client money to
an intermediate broker for contingent liability investments in the form of
initial or variation margin on behalf of a client. Similarly, this section applies
where a firm allows a broker to hold client money in respect of the firm’s
client’s non-margined transactions, again without the firm discharging its
fiduciary duty to that client. r-these-eireumstanees In all cases, the firm
remains responsible for that client's client equity balance held at the
intermediate broker until the contract is terminated and all of that client's
positions at that broker closed. If a firm wishes to discharge itself from its
fiduciary duty, it should do so in accordance with the rule regarding the
discharge of a firm's fiduciary duty to the client (CASS 7.2.15R).

A firm may allow another person, such as an exchange, a clearing house or
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an intermediate broker, to hold or control client money, but only if:

(1) the firm transfers allows that person to hold the client money:

(@)  for the purpose of atransaction one or more transactions for a
client though or with that person; or

(2) inthe case of a retail client, that client has been notified that the ehient

meney-may-be-transferred-te firm may allow the other person to hold its
client money.

Client money that a firm allows another person to hold under CASS 7.5.2R:

Q) should only be held for transactions which are likely to occur (and
for which the other person needs to receive client money) or have
recently settled (and such that the other person has received client
money); and

2 should be recorded in client transaction accounts by that other
person.

A Apart from client money held by a firm in an individual client account or
an omnibus client account at an authorised central counterparty, a firm
counts. with

Records, accounts and reconciliations

Where a firm establishes one or more sub-pools, the provisions of CASS 7.6
(Records, accounts and reconciliations) shall be read as applying separately
to the firm’s general pool and each sub-pool in line with CASS 7.19.3R and
CASS 7.19.4R.

Unless otherwise stated, A a firm must ensure that records any record made
under CASS76-1R-and-CASS-7#-6-2R-are the client money rules is retained

for a period of five years after-they-were-made starting from the later of:

(1)  the date it was created; and

(2)  (if it has been modified since the date it was created), the date it was
most recently modified.
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1.7 Statutory trust

7.7.2 R A Subject to CASS 7.7.3R in respect of a trustee firm, a firm receives and
holds client money as trustee {er+r-Seetland-as-agent) on the following
terms:
1)

(2) (a) where afirm maintains only a general pool of client money,
subject to (4), for the clients (other than clients which are
insurance undertakings when acting as such with respect of to
client money received in the course of insurance mediation
activity and that was opted in to this chapter) for whom that
money is held, according to their respective interests in it;

(b)  where a firm has established one or more pools of client money,

subject to (4):

(i) the general pool is held for all the clients of the firm for
whom the firm holds client money (other than clients
which are insurance undertakings when acting as such
with respect to client money received in the course of
insurance mediation activity and that was opted in to this
chapter) according to their respective interests in it; and

(ii)  each sub-pool is for the clients of the firm who are
beneficiaries of the sub-pool in question in accordance
with CASS 7.19.6R(2), according to their respective
interests in it;

(4) entature-ofthefirm; for the payment of the costs properly attributable
to the distribution of the client money in accordance with (2) if such
distribution takes place following the failure of the firm; and

7.7.3 R A trustee firm which is subject to the client money rules by virtue of CASS
7.1.1AR(2): receives and holds client money as trustee {or-in-Seotland-as
agent) on the terms in CASS 7.7.2R, subject to its obligations to hold client
money as trustee under the relevant instrument of trust.

instrument of trust;

@ subj he rel :  trust_rocol ! holds cli
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money-on-trust-on-the-terms{erin-Scotland-on-the-agenecy-terms)

If a trustee firm holds client money in-accordance-with-CASS7-73R2); the

firm should follow the provisions in CASS 7.1.15ER ard-CASS7115FR to
CASS 7.1.15LG.

After CASS 7.9 insert the following new sections:

7.10
7.11
7.12
7.13
7.14
7.15
7.16
7.17

7.18

[to follow]
[to follow]
[to follow]
[to follow]
[to follow]
[to follow]
[to follow]
[to follow]

[to follow]

After CASS 7.18 insert the following new section. The text is not underlined.

7.19

7.19.1

G (@

()

Clearing member client money sub-pools

Under CASS 7.7.2R(2), a firm acts as trustee for all client money
received or held by it for the benefit of the clients for whom that
client money is held, according to their respective interests in it.

A firm that is also a clearing member of an authorised central
counterparty may wish to segregate client money specifically for the
benefit of a group of clients who have chosen to clear positions
through a net margined omnibus client account maintained by the
firm with that authorised central counterparty, where that segregation
might facilitate the porting of client positions recorded in that net
margined omnibus client account. To segregate client money (that
would otherwise be held in the general pool) for a specific group of
clients clearing positions through a particular net margined omnibus
client account, a clearing member firm may, in accordance with these
rules, create a sub-pool of client money.
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Upon the occurrence of a primary pooling event, the client money for:

(@) the general pool, should be distributed in accordance with
CASS 7A to the clients for whom the firm receives or holds
client money in that general pool; and

(b) asub-pool, should either be:
(i) transferred to facilitate porting; or

(if) distributed to the clients who are beneficiaries of that sub-
pool, according to their respective interests under CASS
7TA.2.4R(2)(a).

All client money is received or held by the firm as trustee for the
clients of the firm. However, a clearing member of an authorised
central counterparty who clears client positions through a net
margined omnibus client account may organise its affairs (with the
consent of the relevant clients) in such a way that those clients need
not share in the general pool of client money following a primary
pooling event, save to the extent that such clients otherwise have an
interest in the general pool.

Where a firm creates a sub-pool for a particular net margined omnibus
client account, it must not clear positions through that omnibus client
account for clients who are not beneficiaries of that sub-pool.

Internal controls

A firm wishing to establish a sub-pool must establish and maintain adequate
internal controls necessary to comply with the firm’s obligations under
CASS 7 for the general pool and each sub-pool that it may establish.

Where a firm establishes one or more sub-pools, CASS 7.6 (Records,
accounts and reconciliations) shall be read as applying separately to the
firm’s general pool and each sub-pool.

A firm that establishes one or more sub-pools must establish and maintain
adequate internal controls and records in accordance with CASS 7.6
(Records, accounts and reconciliations) to conduct internal and external
reconciliations for each sub-pool and the general pool individually.

R
Records
R

G

R (@)

)

The records maintained for a sub-pool under CASS 7.19.4R must
identify all the client beneficiaries of that sub-pool.

The beneficiaries of each sub-pool are those clients:

(@ from whom the firm has received a signed sub-pool disclosure
document in accordance with CASS 7.19.11R;
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for whom the firm maintains, previously maintained or is in the
process of establishing a margined transaction(s) in the relevant
net margined omnibus client account at the authorised central
counterparty; and

to whom any client equity balance or other client money is
required to be segregated for the client by the firm in respect of
the margined transactions under (2)(b)_from that sub-pool.

For each sub-pool that the firm establishes, it must maintain a record

of:
(@)
(b)

(©)

(d)

the name of the sub-pool;

the particular net margined omnibus client account at an
authorised central counterparty to which the sub-pool relates;

each client bank account and each client transaction account
(other than the net margined omnibus client account) maintained
for the sub-pool, including the unique identifying reference or
descriptor under CASS 7.19.13R(2); and

the applicable sub-pool disclosure document for the sub-pool.

The firm must maintain an up-to-date list of all the sub-pools it has created.

Sub-pool disclosure document

R

(1) A firm wishing to establish a sub-pool must prepare a sub-pool
disclosure document for each sub-pool.

()

The sub-pool disclosure document for each sub-pool must:

(@)

(b)

(©)

(d)

identify the sub-pool by name, as stated in its records under
CASS 7.19.7R, the net margined omnibus client account and the
authorised central counterparty to which the sub-pool
disclosure document relates;

contain a statement that the client consents to the firm receiving
and holding the client’s client money in the sub-pool;

contain a statement that, in the event of the failure of the firm,
the firm is directed by the client to use any client money held by
the firm in the sub-pool to facilitate the porting of the positions
recorded in that net margined omnibus client account; and

a statement reminding the client that, in the event of the failure
of the firm, if porting is not effected or if porting is effected but
any money in the sub-pool is not used to facilitate porting, the
client beneficiaries of the sub-pool will be entitled to a
distribution of any client money held for that sub-pool in
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accordance with CASS 7A. However, the client beneficiaries
will not have a claim on any other pool of client money, except
to the extent that the client is a beneficiary of another pool.

In preparing a sub-pool disclosure document under CASS 7.19.9R(1), a firm
may use the template in CASS 7 Annex 6G.

(1)

()

Before receiving or holding client money for a client for a sub-pool, a
firm must:

(@) provide to the client a copy of the sub-pool disclosure document
applicable to that sub-pool; and

(b)  obtain a signed copy of that sub-pool disclosure document from
the client.

A firm must provide the beneficiary of a sub-pool with a copy of its
signed sub-pool disclosure document applicable to that sub-pool upon
the beneficiary’s request.

Segregation and operation of sub-pools

71912 R

71913 R

Where a firm establishes one or more sub-pools, CASS 7.4 (Segregation of
client money) shall be read as applying separately to the firm’s general pool
and each sub-pool.

1)

()

©)

A firm must not hold client money for a sub-pool in a client bank
account or a client transaction account used for holding client money
for any other sub-pool or the general pool.

A firm that establishes a sub-pool must ensure that the name of each
client bank account and each client transaction account (other than the
net margined omnibus client account) maintained for that sub-pool
includes a unique identifying reference or descriptor that enables the
account to be identified with that sub-pool.

Where a client of the firm is a beneficiary of the general pool and
wishes to become a beneficiary of a sub-pool, the client in question
shall become a beneficiary of the relevant sub-pool when :

(@ the firm has obtained the signed sub-pool disclosure document
from that client in accordance with CASS 7.19.11R(1); and

(b) the firm has either:

Q) transferred the relevant amount of client money for that
client from a client bank account maintained for the
general pool to a client bank account maintained for the
relevant sub-pool; or

(i) if the firm is not making a transfer of client money from
the general pool, when it has received that client’s money
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in a client bank account maintained for the relevant sub-
pool.

Where a client of the firm is a beneficiary of the general pool and
wishes to become a beneficiary of a sub-pool, the firm must ensure
that it does not transfer client money from a client bank account
maintained for the general pool to a client bank account maintained
for a sub-pool in accordance with CASS 7.19.13R(3)(b)(i), unless the
amount of client money held for the general pool is sufficient,
immediately after that transfer, to satisfy the firm’s client money
obligations to the remaining beneficiaries of the general pool.

A client of the firm who is a beneficiary of a sub-pool ceases to be a
beneficiary of that sub-pool when:

(@) the firm has settled the amount owing to that client for all of the
margined transactions cleared through the related net margined
omnibus client account and no longer holds any client money for
that client in that sub-pool, and so CASS 7.19.6R(2)(b) and (c)
no longer apply for that client; or

(b) the firm has complied with (i) or (ii), and in either case (iii):

Q) the firm has received a written instruction from the client
stating that the client no longer wishes to have its
positions cleared through the net margined omnibus
client account or its client money held in that sub-pool,
or the firm has notified the client under CASS 7.19.18R
that it is making a material change to a sub-pool; or

(i) the firm has closed or moved that client’s positions to an
account other than the net margined omnibus client
account referable to that sub-pool; and

(iii)  the firm has either transferred the relevant amount of
client money for that client from a client bank account
maintained for the relevant sub-pool to a client bank
account maintained by the firm for the general pool (or,
if applicable, another sub-pool), or transferred the
amount owing to that client for all of the margined
transactions cleared through the related net margined
omnibus client account and no longer holds any client
money for that client in that sub-pool.

In relation to the transfer of client money under CASS
7.19.13R(5)(b)(iii), a firm must ensure that it does not transfer client
money from a client bank account maintained for a sub-pool, unless
the amount of client money held for the sub-pool is sufficient,
immediately after that transfer, to satisfy the firm’s client money
obligations to the remaining beneficiaries of that sub-pool.
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A firm that receives client money to be credited in part to the general pool or
one sub-pool and in part to another sub-pool must:

(1) take the necessary steps to ensure that the full sum is paid directly into
a client bank account maintained for the general pool; and

(2) promptly, and in any event no later than one business day after receipt,
pay the money that is not client money for the general pool out of that
client bank account and into a client bank account maintained for the
appropriate sub-pool.

(1) If aprimary pooling event occurs before client money is transferred
from a client bank account maintained for the general pool to a client
bank account maintained for the appropriate sub-pool in accordance
with CASS 7.19.14R(2), the amount in question will not form part of
that sub-pool, including for the purposes of CASS 7A.2.4R(1).

(2) If aprimary pooling event occurs before client money is transferred
from a client bank account maintained for a sub-pool to a client bank
account maintained for the general pool or another sub-pool in
accordance with CASS 7.19.13R(5), the amount in question will not
form part of the general pool or that other sub-pool, including for the
purposes of CASS 7A.2.4R(1), but will remain part of the original sub-
pool.

A client for whom a firm receives or holds client money for a sub-pool has
no claim to or interest in client money received or held for the general pool
or any other sub-pool unless:

(1) that client is a beneficiary of that other sub-pool; or

(2) the firm receives or holds client money for that client for other business
which does not relate to any sub-pool (and thus the client is a
beneficiary of the firm’s general pool).

A client for whom a firm receives or holds client money in more than one
pool as described in CASS 7.19.16R(1) and/or (2) has an interest in a
distribution from each such pool, and each interest is separate and distinct.

Material changes to sub-pools

R

Before making a material change to a sub-pool, a firm must:

(1) notify the then current beneficiaries of that sub-pool in writing, not
less than two months before the date on which the firm intends the
change to take effect; and

(2) include in the notification an explanation of the consequences for the
beneficiaries of the proposed change and the options available to them,
such as the option of a beneficiary of the affected sub-pool to cease to
be a beneficiary of that sub-pool and to become a beneficiary of the
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firm’s general pool or, if applicable, another sub-pool.

A firm should keep in mind its obligations under CASS 7.19.11R(1)(b)
(before receiving or holding client money for a client in a sub-pool, a firm
must obtain a signed copy of the sub-pool disclosure document from the
client) when making a material change to a sub-pool. A firm is also
reminded of the conditions under CASS 7.19.13R(5)(b) (when a client of the
firm who is a beneficiary of a sub-pool ceases to be a beneficiary of that
sub-pool) if a material change proposed to a sub-pool results in a client
ceasing to be a beneficiary of that sub-pool.

The FCA would normally consider the dissolution of a sub-pool, such that
the firm no longer operates the sub-pool or no longer uses the relevant net
margined omnibus client account or transfers the business to another
authorised central counterparty, to be examples of material changes to a
sub-pool.

Before materially changing a sub-pool, a firm must provide a copy of the
notice provided to clients under CASS 7.19.18R to the FCA not less than
two months before the date on which the firm intends the change to take

place.

Notifications

R

A firm that wishes to establish a sub-pool of client money must notify the
FCA in writing not less than two months before the date on which the firm
intends to receive or hold client money for that sub-pool.

Upon request, a firm must deliver to the FCA a copy of the sub-pool
disclosure document for any sub-pool established by the firm.

A firm must inform the FCA in writing, without delay, if it has not
complied, or is unable to comply with the requirements in CASS 7.19.11R
or the requirements in CASS 7.19.18R.

Record-keeping

R

The records maintained under this section, including the sub-pool disclosure
documents, are a record of the firm that must be kept in a durable medium
for at least five years following the date on which client money was last held
by the firm for a sub-pool to which those records or the sub-pool disclosure
document applied.

After CASS 7 Annex 1G insert the following new annexes.

7 Annex 2

7 Annex 3

[to follow]

[to follow]
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7 Annex 4 [to follow]

7 Annex 5 [to follow]

After CASS 7 Annex 5, insert the following new annex (on the next page). The text is not
underlined.
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7 Annex 6G Sub-pool disclosure document

[letterhead of firm, including full name and address of firm, firm reference number]

[addressee — client participating in specified sub-pool]
[date]
Sub-pool disclosure document (under the rules of the Financial Conduct Authority)

1. The sub-pool to which this sub-pool disclosure document relates is designated in the

firm’s records as:
[insert name of sub-pool in firm’s records]
(for the purposes of this document, the “sub-pool’)

. The net margined omnibus client account relating to the sub-pool is held at [insert name
of authorised CCP] and is designated as:

[insert the account title, the account unique identifier and (if applicable) any
abbreviated name of the account as reflected in the authorised CCP’s systems]

(for the purposes of this document, the “omnibus client account”).
. The purpose of this letter is to:

(a) provide you with information relating to the sub-pool [operated or to be operated]
by [insert name of CASS firm] in relation to the omnibus client account held by
the firm at [insert name of authorised CCP];

(b) obtain your consent to holding your money in the sub-pool; and

(c) confirm your direction that upon the failure of [insert name of CASS firm], we are
to use any client money held by the firm in the sub-pool to facilitate porting.

[name of CASS firm] will hold any client money that we receive from you in relation to
the cleared transactions that we maintain for you in the omnibus client account in client
bank accounts that we open in relation to the sub-pool, or we will allow the CCP to hold
this client money in the omnibus client account.

In the event of the failure of the [insert name of CASS firm], you hereby direct the [insert
name of CASS firm] to use any client money held by the [insert name of CASS firm] in the
sub-pool to facilitate the porting of the positions recorded in the omnibus client account.

In the event of the failure of [insert name of CASS firm], if porting is not effected, or if
porting is effected but any money in the sub-pool is not used to facilitate porting, you and
the other beneficiaries of the sub-pool will be entitled to a distribution from any client
money held in respect of this sub-pool, in accordance with the client money distribution
rules in CASS 7A. Save to the extent that [insert name of CASS firm] holds any other
client money for you in the context of any other business or sub-pool, you will not be
entitled to a distribution of any other client money held by [insert name of CASS firm].

. You hereby consent to the firm receiving and holding your money as client money as part
of [sub-pool specified above or specify name of sub-pool]. Until you sign and return this
letter the firm will not hold money for you in the sub-pool and you will not be a
beneficiary of the sub-pool.
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8. This letter shall be governed by the laws of [England and Wales/Scotland/Northern
Ireland /insert appropriate jurisdiction].

If you are in agreement with the foregoing terms, please sign and return the enclosed copy of
this letter as soon as possible. You should retain a copy of this letter for your records.

[insert name of CASS firm]
X

Authorised signatory
Print name:
Title:

ACKNOWLEDGED AND AGREED:
[insert name of client]

X

Authorised signatory

Print name:

Title:

Contact information: [insert signatory’s phone number and email address]
Date:
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Amend the following as shown.

A Client money distribution
7A.1 Application and purpose
Application

7TA.1.1 R Fhis Subject to CASS 7A.1.1AR, this chapter (the client money distribution
rules) applies to a firm that holds client money which is subject to the client

money rules when a primary-poeoling-event ora-secondary-posling-event
pooling event occurs.

\l
>
-
[EEN
>
|70

The client money distribution rules do not apply to any client money held
by a trustee firm under CASS 7.1.15FR to 7.1.15LG.

\‘
>
=
[N
w
I®

As a result of CASS 7A.1.1AR, the client money distribution rules relating
to primary pooling events and secondary pooling events will not affect any
client money held by a firm in its capacity as trustee firm. Instead, the
treatment of that client money will be determined by the terms of the
relevant instrument of trust or by applicable law. However, the client
money distribution rules do apply to a firm for any client money that it
holds other than in that capacity which is subject to the client money rules.

TA.2 Primary pooling events

7A.2.3A

|70

If a primary pooling event occurs in circumstances where the firm had,
before the primary pooling event, reduced its margined transaction
requirement by utilising approved collateral under CASS 7 Annex 1G
paragraph 15, it must immediately liquidate this approved collateral and
place the proceeds in a client bank account.

\l
>
N
w
w
|70

CASS 7A.2.7R (Client money received after the failure of the firm) does
not apply to the proceeds under CASS 7A.2.3AR.

~
>
N
w
O
(@)

The proceeds of the assets realised under CASS 7A.2.3AR:

[€0)] will form part of the notional pool of client money (see CASS
7A.2.4R (Pooling and distribution); and

(2) must be distributed in accordance with this chapter.
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Pooling and distribution

7TA.2.4 R Ifaprimary pooling event occurs, then:

1)

()

3)

in respect of the general pool or a sub-pool, aH client money held in
a client bank account or a client transaction account of the firm
relating to that pool is treated as peeled-(ferming-a-notionalpool) a
single notional pool of client money for the beneficiaries of that
pool, except for client money held in a client transaction account at
an authorised central counterparty; or a clearing member which is,
in either case, held as part of a regulated clearing arrangement;

the firm must distribute chient money comprising the notional pool
. I " 72R sod el .
hich i bl he oli o leulated i

(a) distribute client money comprising a notional pool in
accordance with CASS 7.7.2R, so that each client who is a
beneficiary of that pool receives a sum which is rateable to
the client money entitlement calculated in accordance with
CASS 7A.2.5R; or

(b) (where applicable) transfer client money comprising a sub-
pool to effect or facilitate porting of positions held for the
clients who are beneficiaries of that sub-pool; and

if, in connection with a regulated clearing arrangement, client
money is remitted directly to the firm either from an authorised
central counterparty or from a clearing member, then:

(b) subject to (3)(c) and (d), any such remittance in respect of
a client transaction account that is an omnibus client
account must form part of the notional peel pool under
CASS 7A.2.4R(1) and be subject to distribution in
accordance with CASS 7A.2.4R(2)(a); and

(©) any such remittance in respect of a client transaction
account that is an omnibus client account must be
distributed to the relevant clients for whom that omnibus
client account is held if:

(if) the amount of such remittance attributable to each
client of the omnibus client account is readily
apparent from information provided to the firm firm
by the authorised central counterparty or, in the case
of indirect clients, the clearing member;
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in which case the amount of such remittance must be
distributed to each such client in accordance with the
information provided by the authorised central
counterparty or clearing member subject to CASS
7.7.2R(4); and

(d) any such remittance in respect of a client transaction
account that is a net margined omnibus client account in
respect of which the firm maintains a sub-pool must form
part of such sub-pool to be distributed in accordance with
CASS 7A.2.4R(2)(a).

Under EMIR, where a firm that is a elearing-member clearing
member of an authorised central counterparty defaults, the

authorised central counterparty may:

The firm’s obligation to its client in respect of client money held
in a sub-pool is discharged to the extent that the firm transfers that
client money to facilitate porting in accordance with CASS

7.2.15R(8).

When, in respect of a client who is a beneficiary of a pool, there is a
positive individual client balaree balance and a negative client
equity balance in relation to that pool, the credit for that pool must
be offset against the debit reducing the individual client balanee
balance for that client.

When, in respect of a client who is a beneficiary of a pool, there is a
negative individual client batance balance and a positive client
equity balance in relation to that pool, the credit for that pool must
be offset against the debit for that pool reducing the client equity
balance for that client.

Client money received after failure of the firm

R

Client money received by the firm after a primary pooling event in respect
of a pool must not be pooled with client money held in any client money
account operated by the firm either in respect of that pool or any other pool
at the time of the primary pooling event. It must be placed in a client bank
account that has been opened after that event and must be handled in
accordance with the client money rules, and returned to the relevant client
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without delay, except to the extent that:

Secondary pooling events

G

R

R

When a bank fails and the firm decides not to make good the shortfall in
the amount of client money held at that bank, a secondary pooling event
will occur in accordance with CASS 7A.3.6R. The firm would be expected
to reflect the shortfall that arises at the failed bank in the general pool
(where the firm maintains only a general pool) and, where relevant, in a
particular sub-pool (where the firm maintains both a general pool and one
or more sub-pools) in its records of the entitlement of clients and of money
held with third parties under CASS 7.6 (Records, accounts and
reconciliations).

If a secondary pooling event occurs as a result of the failure of a bank
where one or more general client bank accounts are held for the general
pool or a particular sub-pool, then:

1) in relation to every general client bank account of the firm
maintained in respect of that pool, the provisions of CASS 7A.3.8R,
CASS 7A.3.13R and CASS 7A.3.14R will apply;

2 in relation to every designated client bank account held by the
firm with the failed bank for the relevant pool, the provisions of
CASS 7A.3.10R, CASS 7A.3.13R and CASS 7A.3.14R will apply;

3 in relation to each designated client fund account held by the firm
with the failed bank for the relevant pool, the provisions of CASS
7A.3.11R, CASS 7A.3.13R and CASS 7A.3.14R will apply;

4) any money held at a bank, other than the bank that has failed, in
designated client bank accounts for the relevant pool, is not
pooled with any other client money held for that pool or any

other pool; and

(5) any money held in a designated client fund account in respect of
that pool, no part of which is held by the bank that has failed, is
not pooled with any other client money held for that pool or any

other pool.

If a secondary pooling event occurs as a result of the failure of a bank
where one or more designated client bank accounts or designated client
fund accounts are held in respect of a pool, then:
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1) in relation to every designated client bank account held by the
firm with the failed bank in respect of that pool, the provisions of
CASS 7A.3.10R, CASS 7A.3.13R and CASS 7A.3.14R will apply;
and

@) in relation to each designated client fund account held by the firm
with the failed bank_in respect of that pool, the provisions of
CASS 7A.3.11R, CASS 7A.3.13R and CASS 7A.3.14R will apply.

7A.3.8 R Money held in each general client bank account and client transaction
account of the firm for the general pool or a sub-pool must be treated as
pooled and:

1) any shortfall in client money held, or which should have been
held, in general client bank accounts or client transaction
accounts for the relevant pool, that has arisen as a result of the
failure of the bank, must be borne by all the clients of that pool
whose client money is held in eithera such general client bank
account or client transaction account of the firm, rateably in
accordance with their entitlements;

(@) a new client money entitlement must be calculated for each client
of the relevant pool by the firm, to reflect the requirements in (1),
and the firm’s records must be amended to reflect the reduced
client money entitlement;

4) the firm must use the new client money entitlements, calculated in
accordance with (2), for the purposes of reconciliations pursuant
to CASS 7.6.2R (Records and accounts) for that pool, and where
relevant SYSC 4.1.1R (General organisational requirements) and
SYSC 6.1.1R (Compliance).

7A.3.10 R  Foreach client with a designated client bank account maintained by the
firm for the general pool or a particular sub-pool and held at the failed
bank:

(1) any shortfall in client money held, or which should have been
held, in designated client bank accounts that has arisen as a result
of the failure, must be borne by all the clients of the relevant pool
whose client money is held in a designated client bank account of
the firm at the failed bank, rateably in accordance with their client
money entitlements;

(2) a new client money entitlement must be calculated for each of the
relevant clients of the relevant pool by the firm, and the firm’s
records must be amended to reflect the reduced client money
entitlement;
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4) the firm must use the new client money entitlements, calculated
in accordance with (2), for the purposes of reconciliations
pursuant to CASS 7.6.2R (Records and accounts) in respect of the
relevant pool, and where relevant SYSC 4.1.1R (General
organisational requirements) and SYSC 6.1.1R (Compliance).

7A.3.11 R  Money held by the firm in each designated client fund account for the
general pool or a particular sub-pool with the failed bank must be treated
as pooled with any other designated client fund accounts for the general
pool or a particular sub-pool as the case may be efthe-firm which contain
part of the same designated fund and:

(1) any shortfall in client money held, or which should have been
held, in designated client fund accounts that has arisen as a result
of the failure, must be borne by each of the clients of the relevant
pool whose client money is held in that designated fund, rateably
in accordance with their entitlements;

(2) a new client money entitlement must be calculated for each client
of the relevant pool by the firm, in accordance with (1), and the
firm’s records must be amended to reflect the reduced client
money entitlement;

4) the firm must use the new client money entitlements, calculated in
accordance with (2), for the purposes of reconciliations pursuant
to CASS 7.6.2R (Records and accounts) for the relevant pool, and
where relevant SYSC 4.1.1R (General organisational
requirements) and SYSC 6.1.1R (Compliance).

Client money received after the failure of a bank

7A3.13 R Client money received by the firm after the failure of a bank, that would
otherwise have been paid into a client bank account at that bank, for
either the general pool or a particular sub-pool:

(2)  must be, subject to (1), placed in a separate client bank account
relating to the general pool or the particular sub-pool as the case
may be that has been opened after the secondary pooling event
and either:

(@) on the written instruction of the client, transferred to a bank
other than the one that has failed; or
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(b) returned to the client as soon as possible.

Failure of an intermediate broker, settlement agent or OTC counterparty: Pooling

7A3.16 R

7A3.17 R

If a secondary pooling event occurs as a result of the failure of an
intermediate broker, settlement agent or OTC counterparty, then in
relation to every general client bank account and client transaction
account of the firm relating to the general pool or a particular sub-pool
as the case may be, the provisions of CASS 7A.3.17R and CASS

7A.3.18R will apply.

Money held in each general client bank account and client transaction
account of the firm relating to the general pool or a particular sub-pool
as the case may be, must be treated as pooled and:

(1) any shortfall in client money held, or which should have been held,
in general client bank accounts and client transaction accounts,
that has arisen as a result of the failure, must be borne by all the
clients whose client money is held in either a general client bank
account or a client transaction account of the firm relating to the
general pool or the particular sub-pool as the case may be, rateably
in accordance with their entitlements;

(2) anew client money entitlement must be calculated for each client
by the firm, to reflect the requirements of (1), and the firm's
records must be amended to reflect the reduced client money
entitlement _relating to the general pool or the particular sub-pool
as the case may be;

Client money received after the failure of an intermediate broker, settlement
agent or OTC counterparty

7A3.18 R

Client money received by the firm after the failure of an intermediate
broker, settlement agent or OTC counterparty, that would otherwise have
been paid into a client transaction account at that intermediate broker,
settlement agent or OTC counterparty relating to the general pool or a
particular sub-pool as the case may be:

(2)  must be, subject to (1), placed in a separate client bank account
relating to the general pool or the particular sub-pool as the case
may be, that has been opened after the secondary pooling event
and either:

(@ on the written instruction of the client, transferred to a third
party other than the one that has failed; or
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(b) returned to the client as soon as possible.

After CASS 11 insert the following new chapter. The text is not underlined.

12 Commodity Futures Trading Commission Part 30 exemption order
12.1 Application

12.1.1 R This chapter applies to a firm conducting business pursuant to the Part 30
exemption order.

12.1.2 G  United States (‘US’) legislation restricts the ability of non-US firms to
trade on behalf of customers resident in the US (“‘US customers’) on non-
US futures and options exchanges. The relevant US regulator (the CFTC)
operates an exemption system for firms authorised under the Act. Under the
Part 30 exemption order, eligible firms may apply for confirmation of
exemptive relief from Part 30 of the General Regulations under the US
Commodity Exchange Act. Under this system, both the applicant firm and
the FCA must make certain written representations to the CFTC.

12.2 Treatment of client money

12.2.1 G  Under condition 2(g) of the Part 30 exemption order, a firm with
exemptive relief represents to the CFTC that it consents to refuse to allow
any US customer the option of not having its money treated as client money
if it is held or received in respect of transactions on non-US exchanges,
unless that US customer is an "eligible contract participant” as defined in
section 1a(12) of the Commodity Exchange Act, 7 U.S.C.

12.2.2 G  The FCA understands that in complying with condition 2(g) of the Part 30
exemption order, a firm is representing that it will not:

(1) make use of the opt-out arrangements in CASS 7.1.7CR to CASS
7.1.7GG,; or

(2)  conduct business to which the client money rules do not apply
because of the exemption for CRD credit institutions and approved
banks in CASS 7.1.8R to CASS 7.1.11AR; or

(3) enter into any arrangement relating to the transfer of full ownership
of the client’s money to the firm for the purposes set out in CASS
7.2.3R(1);

in relation to business conducted pursuant to the Part 30 exemption order.

LME bond arrangements
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For firms with exemptive relief under the Part 30 exemption order, the
CFTC has issued certain no-action letters which, on the FCA’s
understanding, would allow such firms to use an LME bond arrangement as
an alternative to complying with condition 2(g) of the Part 30 exemption
order. Under an LME bond arrangement, a firm may arrange for a binding
letter of credit to be issued to cover the ‘secured amount’ (as defined by
section 30.7 of the General Regulations under the US Commaodity
Exchange Act). The letter of credit must be drawn up in a pre-specified
format and may be issued in respect of either:

(1)  an omnibus account in favour of a specified trustee; or
(2)  aspecified client who is the named beneficiary.

A firm must not reduce the amount of, or cancel a letter of credit issued
under, an LME bond arrangement where this will cause the firm to be in
breach of the conditions of the Part 30 exemption order.

A firm must notify the FCA immediately if it arranges the issue of a letter
of credit for a specified client who is the named beneficiary under an LME
bond arrangement.

A firm’s use of an LME bond arrangement does not remove the need for
the firm to act in accordance with the client money rules.

Amend the following as shown.

Transitional Provisions

TP 1.1
1) (2) 3) (4) ®) (6)
Material to Transitional provision Transitional Handbook
which the provision: provision:
transitional dates in force | coming into
provision force
applies
10 | CASS
7.2.3R(2) ...
10 | CASS R (1) The rule in column (1) Indefinitely 1 July 2014
A | 7.411AR(2) applies when a firm enters
into a new contract with a
bank to provide a client
bank account.
(2) In relation to an
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arrangement under which a

firm holds a client bank

account with a bank that is

in place as at the date in

column (5), and as soon as it

is permitted to do so under

that arrangement, the firm

must terminate any contract

that does not comply with

the rule in column (1) and

enter into a new contract (in

respect of which (1) shall

apply). If necessary to

comply with the rule in

column (1), a firm must

move client money into

another client bank account

under compliant terms.

Insert the following new rows in the appropriate numerical position in Schedule 1 (Record
keeping requirements). The new text is not underlined.

Sch 1.3G
Handbook Subject of Contents of When record Retention period
reference record record must be made
CASS 6.5.3R Default record | Refer to the Refer to the Five years from the
keeping rule concerned | rule concerned | later of:
FC):?\S/ISS:SOH for (1) the date it was
created; and
(2) if it has been
modified since the
date in (1), the date it
was most recently
modified
CASS Trustee firm’s | Relevant When election | Five years after
7.1.15GR election to provisions, date | made or ceasing to use the
comply, orto | of election and | decision taken | election
cease to of any decision | to cease to
comply, with | to cease to comply
specific CASS | comply
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7 provisions

CASS 7.1.15JR

Trustee firm’s

Relevant

When election

Five years after

election to provisions, date | made or ceasing to use the
comply, orto | of election and | decision taken | election
cease to of any decision | to cease to
comply, with | to cease to comply
specific CASS | comply
7 provisions
CASS 7.6.4R Default record | Refer to the Refer to the Five years from the
keeping rule concerned | rule concerned | later of:
provision for .
(1) the date it was
CASS T created; and
(2) if it has been
modified since the
date in (1), the date it
was most recently
modified
CASS 7.19.6R | For each sub- | All the client From the date | Five years following
pool beneficiaries of | on which the the date on which
established by | that sub-pool sub-pool is client money was last
the firm created held by the firm in
relation to the sub-
pool to which the
record applied
CASS 7.19.7R | For each sub- | (a) The name Prior to the Five years following

pool
established by
the firm

of the sub-pool

(b) The
identity of the
net margined
omnibus
account to
which the sub-
pool relates;

(c) Each client
bank account
and each client
transaction
account
maintained for
the sub-pool;

(d) the
applicable sub-
pool disclosure
document for

date on which
the firm intends
to receive or
hold client
money for that
sub-pool

the date on which
client money was last
held by the firm in
relation to the sub-
pool to which the
record applied
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the sub-pool.

CASS 7.19.8R | For each sub- | A list of all the | From the date | Five years following
pool sub-pools the on which a the date on which
established by | firm has sub-pool is client money was last
the firm created. created held by the firm in

relation to a sub-pool
to which the record
applied

CASS 7.19.9R | For each sub- | A sub-pool At the time of | Five years following
pool disclosure establishing the | the date on which
established by | document relevant sub- client money was last
the firm pool held by the firm in

relation to a sub-pool
to which the sub-pool
disclosure document

applied

Amend the following as shown:

Handbook Subject of Contents of When record Retention period
reference record record must be made
CASS 7.1.15C Not specified (see
R default provision
CASS 7.6.4R

Insert the following new rows in the appropriate numerical position in Schedule 2
(Notification requirements). The new text is not underlined.

Sch 2.1G
Handbook Matter to be Contents of Trigger Time allowed
reference notified notification event
CASS Material change | Fact of Firm Not less than two
7.19.21R to sub-pool proposed determining | months before the
change, risks | that it wishes | date on which the firm
and to make intends the change to
consequences | material take effect
to change to a
beneficiaries | sub-pool
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CASS Establishment of | Firm wishes Firm Not less than two
7.19.22R a sub-pool of to establish a | determining | months before the
client money to sub-pool of that it wishes | date on which the firm
FCA client money | to establisha | intends to receive or
sub-pool of hold client money for
client money | that sub-pool
CASS Non-compliance, | The fact that | Non- Without delay
7.19.24R or inability to the firm has compliance
comply with, not complied | with the
with the with, or is applicable
requirements in unable to requirement
CASS 7.19.11R comply with,
or CASS the
7.19.18R requirements
of CASS
7.19.11R or
CASS
7.19.18R (as
applicable)

In CASS Sch 2.1G amend the following as shown and move to its appropriate numerical

position.
Handbook Matter to be Contents of Trigger Time allowed
reference notified notification event
CASS+435R | LME bond Issue of an Upon issue of | Immediately
CASS 12.2.5R | arrangements individual an individual
letter of credit | letter of
issued by the | credit under
firm an LME bond
arrangement
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Part 2:

6.1.12

FCA 2014/36

Comes into force on 1 December 2014

Custody rules

Application

R

(1)

(3)

A firm must ensure that any arrangement relating to the transfer of
full ownership of a client’s safe custody asset to the firm for the
purposes set out in CASS 6.1.6R(1) and CASS 6.1.6AR(1) is the
subject of a written agreement made on a durable medium between
the firm and the client.

Regardless of the form of the agreement in (1) (which may have
additional commercial purposes), it must cover the client’s agreement
to:

(@) the terms for the arrangement relating to the transfer of the
client’s full ownership of the safe custody asset to the firm:;

(b) any terms under which the ownership of the safe custody asset
is to transfer from the firm back to the client; and

(c)  (tothe extent not covered by the terms under (b)), any terms
for the termination of:

[0} the arrangement under (a); or

(ii)  the overall agreement in (1).

A firm must retain a copy of the agreement under (1) from the date
the agreement is entered into and until five years after the agreement
is terminated.

The terms referred to in CASS 6.1.6BR(2)(b) may include, for example,

terms under which the arrangement relating to the transfer of full ownership

of the safe custody asset to the firm is not in effect from time to time, or is

contingent on some other condition.

Delivery versus payment transactions transaction exemption

R

1)

A Subject to (2) and CASS 6.1.12BR and with the written agreement
of the relevant client, a firm need not treat this chapter as applying in
respect of a delivery versus payment transaction through a

commercial-settlementsystem commercial settlement system if #-is
intended that the safe custody asset is-either to-be:
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@ in respect of a client’s purchase, due-te-the-chent-within-one

obligation the firm intends for the asset in question to be due
to the client within one business day following the client’s
fulfilment of its payment obligation to the firm; or

(b) in respect of a client's sale,

within one business day following the firm’s fulfilment of its

payment obligation to the client.

safe-custedy-assets: If the payment or delivery by the firm to the
client has not occurred by the close of business on the third business
day following the date on which a firm makes use of the exemption
under (1), the firm must stop using that exemption for the transaction.

If the period referred to in CASS 6.1.12R(2) has expired before such a
delivery versus payment transaction through a commercial settlement
system has settled, a firm may, until settlement and provided that
doing so is consistent with the firm’s permissions and it complies
with (4), segregate the firm’s own money as client money (in
accordance with the client money rules) of an amount equivalent to
the value at which that safe custody asset is reasonably expected to
settle instead of holding the client’s safe custody assets (in
accordance with the custody rules).

Where a firm intends to segregate money as client money instead of
the client’s safe custody asset under (3) it must, before doing so,
ensure that this would result in money being held for the relevant
client in respect of the shortfall under CASS 7.7.2R (statutory trust).

Where a firm segregates an amount of client money instead of the
client’s safe custody assets under (3) it must also:

(@ ensure the money is segregated under CASS 7.4 (Segregation
of client money) and recorded as being held for the relevant
client(s) under CASS 7.6 (Records, accounts and
reconciliations);

(b) keep a record of the actions the firm has taken under this rule
which includes a description of the safe custody asset in
guestion, identifies the relevant affected client, and specifies
the amount of money that the firm has appropriated as client
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money to cover the value of the safe custody asset; and

©) update the record made under (5)(b) when the transaction in
question has settled and the firm has re-appropriated the

money.

The amount of client money a firm segregates for the purposes of
CASS 6.1.12R(3) may be determined by the previous day’s closing
mark to market valuation of the relevant safe custody asset or, if in
relation to a particular safe custody asset none is available, the most
recent available valuation.

Where a firm is segregating money for the purposes of CASS
6.1.12R(3) it should, as reqularly as necessary, and having regard to

Principle 10:

(@) review the value of the safe custody asset in guestion in line

with (1); and

(b)  where the firm has found that the value of the safe custody
asset has changed, adjust the amount of money it has
appropriated to ensure that these monies are sufficient to cover
the latest value of the safe custody asset.

A firm cannot, in respect of a particular delivery versus payment transaction,

make use of the exemption under CASS 6.1.12R in either or both of the

following circumstances:

A

(2)

it is not a direct member or participant of the relevant commercial
settlement system, nor is it sponsored by such a member or
participant, in accordance with the terms and conditions of that
commercial settlement system:;

the transaction in question is being settled by another person on
behalf of the firm through an account held at the relevant
commercial settlement system by that other person.

Where a firm does not meet the requirements in CASS 6.1.12R or CASS

6.1.12BR for use of the exemption in CASS 6.1.12R, the firm is subject to

the custody rules in respect of any safe custody asset it holds in connection

with the delivery versus payment transaction in question.

@

In line with CASS 6.1.12R, where a firm receives a safe custody asset
from a client in respect of a delivery versus payment transaction the
firm is carrying out through a commercial settlement system in respect
of a client’s sale, and the firm has not fulfilled its payment obligation
to the client by close of business on the third business day following
the date of the client’s fulfilment of its delivery obligation to the firm,
the firm should consider whether the custody rules apply in respect of
the safe custody asset pursuant to CASS 6.1.1R(1A) to (1D).
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(2) Upon settlement of a delivery versus payment transaction a firm is
carrying out through a commercial settlement system (including when
it is settled within the three business day period referred to in CASS
6.1.12R), in respect of:

(a) aclient’s purchase, the custody rules apply to the relevant safe
custody asset the firm receives upon settlement; and

(b) aclient’s sale, the client money rules will apply to the relevant
money received on settlement.

6.1.12E R (1) Ifafirm makes use of the exemption under CASS 6.1.12R, it must
obtain the client’s written agreement to the firm’s use of this

exemption.

(2) Inrespect of each client, the written agreement in (1) must be retained
during the time that the firm makes use, or intends to make use, of the
exemption under CASS 6.1.12R in respect of that client’s safe custody
assets.

Trustees and depositaries (except depositaries of AIFs)

6.1.16F R
Reference Rule
CASS 6.3.1R to CASS 6:34R Depositing safe custody assets with
6.3.4BG third parties
Arrangers

6.1.16J R  Only the custody rules in the table below apply to a firm when arranging
safeguarding and administration of assets:

Reference Rule

CASS 6.3.1R(1A) and CASS 6.3.2G | Arranging for assets to be deposited
with third parties
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CASS 6.3.4AR and CASS 6.3.4BG Third-party custody agreements

Holding of client assets

Allocated but unclaimed safe custody assets

(@)

|70

Irm

The purpose of CASS 6.2.10R is to set out the requirements a firm must
comply with if it chooses to divest itself of a client’s unclaimed safe custody
assets.

Before acting in accordance with CASS 6.2.10R to CASS 6.2.16G, a firm
should consider whether its actions are permitted by law and consistent with
the arrangements under which the safe custody assets are held. These
provisions relate to a firm’s obligations as an authorised person.

A firm may either (i) liquidate an unclaimed safe custody asset it holds for a
client, at market value, and pay away the proceeds or (ii) pay away an
unclaimed safe custody asset it holds for a client, in either case, to a
registered charity of its choice provided:

(1)  this is permitted by law and consistent with the arrangements under
which that safe custody asset is held;

(2) it has held that safe custody asset for at least 12 years;

(3) inthe 12 years preceding the divestment of that safe custody asset, it
has not received instructions relating to any safe custody assets from
or on behalf of the client concerned:;

(4) itcan demonstrate that it has taken reasonable steps to trace the client
concerned and return that safe custody asset; and

(5) the firm complies with CASS 6.2.14R: the undertaking requirement.

(1)  Taking reasonable steps in CASS 6.2.10R(4) includes following this
course of conduct:

(@ determining, as far as reasonably possible, the correct contact
details for the relevant client;

(b)  writing to the client at the last known address either by post or
by electronic mail to inform it:

(i) of the name of the firm with which the client first
deposited the safe custody asset in question;

(i) of the firm’s intention to pay the safe custody asset to
charity under CASS 6.2.10R if it does not receive
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instructions from the client within 28 days;

where the client has not responded after the 28 days referred
to in (b), attempting to communicate the information set out in
(b) to the client on at least one further occasion by any means
other than that used in (b) including by post, electronic mail,
telephone or media advertisement;

subject to (e) and (f), where the client has not responded
within 28 days following the most recent communication,
writing again to the client at the last known address either by
post or by electronic mail to inform them that:

(i)  asthe firm received no instructions from the client, it
will in 28 days pay the safe custody asset to charity
under CASS 6.2.10R; and

(ii)  an undertaking will be provided by the firm or a
member of its group to pay to the client concerned a
sum equal to the value of the safe custody asset at the
time it was liquidated or paid away in the event of the
client seeking to claim the safe custody asset in future;

if the firm has carried out the steps in (b) or (c) and in
response has received positive confirmation in writing that the
client is no longer at a particular address, the firm should not
use that address for the purposes of (d);

if, after carrying out the steps in (a), (b) and (c), the firm has
obtained positive confirmation that none of the contact details
it holds for the relevant client are accurate or, if utilised, the
communication is unlikely to reach the client, the firm does
not have to comply with (d); and

waiting a further 28 days following the most recent
communication under this rule before divesting itself of the
safe custody asset under CASS 6.2.10R.

Compliance with (1) may be relied on as tending to establish

compliance with CASS 6.2.10R(4).

Contravention of (1) may be relied on as tending to establish

contravention of CASS 6.2.10R(4).

For the purpose of CASS 6.2.11E(1)(a), a firm may use any available means

to determine the correct contact details for the relevant client, including

telephoning the client, searching internal records, media advertising,

searching public records, mortality screening, using credit reference agencies

or tracing agents.

Where a firm liguidates a safe custody asset under CASS 6.2.10R, it must
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pay away the proceeds to charity as soon as practicable.

Where a firm divests itself of a client’s safe custody asset under CASS

6.2.10R, it must comply with either (1)(a) or (1)(b) and, in either case, (2).

1)

(@)

The firm must unconditionally undertake to pay to the client
concerned a sum equal to the value of the safe custody asset at
the time it was liquidated or paid away in the event of the client
seeking to claim the safe custody asset in future.

The firm must ensure that an unconditional undertaking in the
terms set out in (1) is made by a member of its group and there
is suitable information available for relevant clients to identify
the member of the group granting the undertaking.

Any undertaking under this rule must be:

(@

(b)

(©

authorised by the firm’s governing body where (1) applies or the
governing body of the group member where (2) applies;

legally enforceable by any person that had a legally enforceable
claim to the unclaimed safe custody asset in question at the time
it was divested by the firm, or by an assign or successor in title
to such claim; and

retained by the firm, and, where (2) applies, by the group
member, indefinitely.

If a firm pays away a client’s unclaimed safe custody assets to charity

or liquidates a client’s unclaimed safe custody assets and pays the

proceeds to charity under CASS 6.2.10R it must make and retain, or

where the firm already has such records, retain:

(@

(b)
(©

records of all safe custody assets divested under CASS 6.2.10R
(including details of the value of each asset at that time and the
identity of the client to whom the asset was allocated);

all relevant documentation (including charity receipts); and

details of the communications the firm had or attempted to
make with the client concerned pursuant to CASS 6.2.10R(4).

Records in (1) must be retained indefinitely.

If a member of the firm’s group has provided an undertaking under

CASS 6.2.14R(1)(b), then the records in (1) must be readily accessible

to that group member.

Costs associated with divesting allocated but unclaimed client assets

G

Any costs associated with the firm divesting itself of safe custody assets

pursuant to CASS 6.2.10R to CASS 6.2.15R should be paid for from the
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firm’s own funds, including:

(1) any costs associated with the firm carrying out the steps in CASS
6.2.10R(4) or CASS 6.2.11E; and

(2) the cost of any insurance purchased by a firm or the relevant member
of its group to cover any legally enforceable claim in respect of the
assets divested under CASS 6.2.10R.

6.3 Depositing assets and arranging for assets to be deposited with third parties

23 2 T E OB

Third-party custody agreements

6.3.4A R Afirm must have entered into a written agreement with any person with
whom it deposits clients’ safe custody assets under CASS 6.3.1R, or with
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whom it arranges safequarding and administration of assets which are
clients’ safe custody assets. This agreement must, at minimum:

(1) set out the binding terms of the arrangement between the firm and the
third party;

(2) bein force for the duration of that arrangement; and

(3) clearly set out the custody service(s) that the third party is contracted
to provide.

6.3.4B G  Afirm should consider carefully the terms of any agreement entered into
with a third party under CASS 6.3.4AR. The following terms are examples
of the issues that should be addressed in these agreements (where relevant):

(1)  that the title of the account in the third party’s books and records
indicates that any safe custody asset credited to it does not belong to
the firm;

that the third party will hold or record a safe custody asset belonging
to the firm's client separately from any applicable asset belonging to
the firm or to the third party;

S

the arrangements for reqgistration or recording of the safe custody
asset, if this will not be registered in the firm’s client's name;

=

the restrictions over the circumstances in which the third party may
withdraw assets from the account;

=

the procedures and authorities for the passing of instructions to, or
by, the firm;

@

the procedures for the claiming and receiving of dividends, interest
payments and other entitlements accruing to the firm’s client; and

S

the provisions detailing the extent of the third party's liability in the
event of the loss of a safe custody asset caused by the fraud, wilful
default or negligence of the third party or an agent appointed by him.

S

7 Client money rules

7.1.8 R
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Directive] [deleted]

In relation to the application of the client money rules (and any other rule in
so far as it relates to matters covered by the client money rules) to the firms
referred to in (1) and (2), the following is not client money:

(1)  any deposits within the meaning of the CRD held by a CRD credit
institution; and

[Note: article 13(8) of MiFID and article 18(1) of the MiFID
Implementing Directive]

(2)  any money held by an approved bank that is not a CRD credit
institution in an account with itself in relation to designated
investment business carried on for its clients.

A firm referred to in CASS 7.1.8AR must comply, as relevant, with CASS
7.1.8BAG to CASS 7.1.10CR.

The effect of CASS 7.1.8AR s that, unless notified otherwise in accordance
with CASS 7.1.8DR or CASS 7.1.10AR, clients of CRD credit institutions
or approved banks that are not CRD credit institutions should expect that
where they pass money to such firms in connection with designated
investment business these sums will not be held as client money.

A firm holding money in either of the ways described in CASS 7.1.8AR
must, before providing designated investment business services to the client
in respect of those sums, notify the client that:

(1) the money held for that client is held by the firm as banker and not as
a trustee under the client money rules; and

(2) if the firm fails, the client money distribution rules will not apply to
these sums and so the client will not be entitled to share in any
distribution under the client money distribution rules.

A firm holding money in either of the ways described in CASS 7.1.8AR in
respect of a client and providing the services to it referred to in CASS
7.1.8CR must:

(1)  explain to its clients the circumstances, if any, under which it will
cease to hold any money in respect of those services as banker and
will hold the money as trustee in accordance with the client money
rules; and

(2)  set out the circumstances in (1), if any, in its terms of business so
that they form part of its agreement with the client.
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meneyrules: [deleted]

i Where a firm receives money that would

otherwise be held as client money but for CASS 7.1.8AR:

@

it should be able to account to all of its clients for ameunts-held-en
their-behalf sums held for them at all times; and

that money should, pursuant to Principle 10, be allocated to the
relevant client promptly. This should be done no later than ten
business days after the firm has received the money.

If a CRD credit institution or an approved bank that is not a CRD credit

institution wishes to hold client money for a client (rather than hold the

money in either of the ways described in CASS 7.1.8AR) it must, before

providing designated investment business services to the client, disclose the

following information to the client:

@

(2)

(3)

that the money held for that client in the course of or in connection
with the business described under (2) is being held by the firm as
client money under the client money rules;

a description of the relevant business carried on with the client in
respect of which the client money rules apply to the firm; and

that, if the firm fails, the client money distribution rules will apply to
money held in relation to the business in question.

Firms carrying on MiFID business are reminded of their obligation to

supply investor compensation scheme information to clients under COBS

6.1.16R (Compensation Information).

A CRD credit institution or an approved bank that is not a CRD credit

institution must, in respect of any client money held in relation to its
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designated investment business that is not MiFID business, comply with the
obligations referred to in COBS 6.1.16R (Compensation information).

7.1.11 G A-ereditinstitutionisreminded-that the-exemption-for-depesitsis-not-an
absolute exemption from the client money rules. [deleted]

7111A R (1)

)

el+en1—meney—|cu+esr [deleted]

7.2 Treatment of client money

7.2.3B R (1) Afirm must ensure that any arrangement relating to the transfer of
full ownership of a client’s money to the firm for the purposes set
out in CASS 7.2.3R(1) and CASS 7.2.3AR(1) is the subject of a
written agreement made on a durable medium between the firm and
the client.

(2)  Regardless of the form of the written agreement in (1) (which may
have additional commercial purposes), it must cover the client’s

agreement to:

(@) the terms for the arrangement relating to the transfer of the
client’s full ownership of money to the firm;

(b)  any terms under which the ownership of money is to transfer
from the firm back to the client; and

(c)  (to the extent not covered by the terms under (b)), any terms

for the termination of:

(i) the arrangement under (a); or

(ii)  the overall agreement in (1).

(3) A firm must retain a copy of the agreement under (1) from the date
the agreement is entered into and until five years after the
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agreement is terminated.

The terms referred to in CASS 7.2.3BR(2)(b) may include, for example,
terms under which the arrangement relating to the transfer of full
ownership of money to the firm is not in effect from time to time, or is
contingent on some other condition.

13 H 7

Delivery versus payment transaction exemption

The exclusion from the client money rules for delivery versus payment
transactions under CASS 72.8R 7.2.8AAR is an example of an exclusion
from the client money rules which is permissible by virtue of recital 26 of
MiFID.

(1)  Subject to (2) and CASS 7.2.8ABR and with the agreement of the
relevant client, money need not be treated as client money in respect
of a delivery versus payment transaction through a commercial
settlement system if:

(@) inrespect of a client's purchase, the firm intends for the
money from the client to be due to it within one business day
following the firm’s fulfilment of its delivery obligation to
the client; or

(b) inrespect of a client's sale, the firm intends for the money in
guestion to be due to the client within one business day
following the client's fulfilment of its delivery obligation to
the firm.
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If the payment or delivery by the firm to the client has not occurred
by the close of business on the third business day following the
date on which the firm makes use of the exemption under (1), the
firm must stop using that exemption for the transaction.

A firm cannot, in respect of a particular delivery versus payment

transaction, make use of the exemption under CASS 7.2.8AAR in either or

both of the following circumstances:

@

it is not a direct member or participant of the relevant commercial
settlement system, nor is it sponsored by such a member or
participant, in accordance with the terms and conditions of that
commercial settlement system;

the transaction in guestion is being settled by another person on
behalf of the firm through an account held at the relevant
commercial settlement system by that other person.

Where a firm does not meet the requirements in CASS 7.2.8AAR or CASS

7.2.8ABR for the use of the exemption in CASS 7.2.8AAR, the firm is

subject to the client money rules in respect of any money it holds in

connection with the delivery versus payment transaction in guestion.

(1)

A

In line with CASS 7.2.8AAR, where a firm receives money from the
client in fulfilment of the client’s payment obligation in respect of a
delivery versus payment transaction the firm is carrying out through
a commercial settlement system in respect of a client’s purchase and
the firm has not fulfilled its delivery obligation to the client by close
of business on the third business day following the date of the
client’s fulfilment of its payment obligation to the firm, the firm
must treat the client money in accordance with the client money
rules until delivery by the firm to the client occurs.

Upon settlement of a delivery versus payment transaction a firm is
carrying out through a commercial settlement system (including
when it is settled within the three business day period referred to in
CASS 7.2.8AAR(2)) then, in respect of:

(a) a client’s purchase, the custody rules apply to the relevant
safe custody asset the firm receives upon settlement; and

(b)  aclient’s sale, the client money rules will apply to the
relevant money received on settlement.

If a firm makes use of the exemption under CASS 7.2.8AAR, it must
obtain the client’s written agreement to the firm’s use of the

exemption.

In respect of each client, the written agreement in (1) must be
retained during the time that the firm makes use, or intends to make
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use, of the exemption under CASS 7.2.8AAR in respect of that
client’s monies.

Money ceases to be client money (having regard to CASS 7.2.17R where
applicable) if:

@) itis:

©) transferred in accordance with CASS 7.2.17BR; or

(d)  transferred in accordance with CASS 7.2.17DR; or

9) it is transferred by the firm to a clearing member in connection with
a regulated clearing arrangement and the clearing member remits
payment directly to the indirect clients of the firm in accordance
with CASS 7.2.15CR(2); or

(10) itis paid to charity under CASS 7.2.19R or CASS 7.2.25R.

Transfer of business

1.217A G

A firm may transfer client money to a third party as part of transferring all
or part of its business if, in respect of each client with an interest in the
client money that is sought to be transferred, it:

(1)  obtains the consent or instruction of that client at the time of the
transfer of business (see CASS 7.2.15R(2)(a)); or

(2)  complies with CASS 7.2.17BR (see CASS 7.2.15R(2)(c)); or

3) complies with CASS 7.2.17DR (see CASS 7.2.15R(2)(d)).

Subject to CASS 7.2.17DR, money ceases to be client money for a firm if:

[€0)] it is transferred by the firm to another person as part of a transfer of
business to that person where the client money relates to the
business being transferred:;

2 it is transferred on terms which require the other person to return a
client’s transferred sums as soon as practicable at the client’s

request;
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3) a written agreement between the firm and the relevant clients
provides that:

@ the firm may transfer the client’s client money to another
person; and

(b) (i)  the sums transferred will be held by the person to
whom they are transferred in accordance with the
client money rules for the clients; or

(ii)  if not held in accordance with (i), the firm will
exercise all due skKill, care and diligence in assessing
whether the person to whom the client money is
transferred will apply adeguate measures to protect
these sums; and

4) the firm complies with the requirements in (3)(b)(ii) (if applicable).

7.2.17C

I®

In considering how and whether to introduce the written agreement
referred to in CASS 7.2.17BR(3), firms should have regard to any relevant
obligations to clients, including requirements under the Unfair Terms

Requlations.

Transfer of business: de minimis sums

7.217D R (1) Client money belonging to those categories of clients set out in (2)
and in respect of those amounts set out in (2) ceases to be client
money of the firm if it is transferred by the firm to another person:

(@ as part of a transfer of business to that other person where
these sums relate to the business being transferred; and

(b)  onterms which require the other person to return a client’s
transferred sums as soon as practicable at the client’s

request.

(2 (3 For retail clients the amount is £25.

(b)  For all other clients the amount is £100.

7.2.17TE G  For the avoidance of doubt, sums transferred under CASS 7.2.17DR do not,
for the purposes of that rule, require the instruction or specific consent of
each client at the time of the transfer or a written agreement as set out in
CASS 7.2.17BR(3).

Transfer of business: client notifications

7.2.17F R  Where a firm transfers client money belonging to its clients under either or
both of CASS 7.2.17BR and CASS 7.2.17DR, it must ensure that those
clients are notified no later than seven days after the transfer takes place:
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(€8] whether or not the sums will be held by the person to whom they
have been transferred in accordance with the client money rules
and, if not, how the sums being transferred will be held by that

person;

(2)  the extent to which the sums transferred will be protected under a
compensation scheme; and

(3)  that the client may opt to have the client’s transferred sum returned
to it as soon as practicable at the client’s request.

The firm must notify the FCA of its intention to effect any transfer of client
money under either or both of CASS 7.2.17BR and CASS 7.2.17DR at least
seven days before it transfers the client money in question.

The purpose of the CASS 7.2.19R rule-en-alocated-but-uneclaimed-client
money is to allow a Tirm, in the normal course of its business, set out the
requirements firms must comply with in order to cease to treat as client
money any unclaimed balanees balance which is; allocated to an individual
client-when-these-balaneesremain-unclaimed.

Before acting in accordance with CASS 7.2.19R to CASS 7.2.26R, a firm
should consider whether its actions are permitted by law and consistent
with the arrangements under which the client money is held. For the
avoidance of doubt, these provisions relate to a firm’s obligations as an
authorised person and to the treatment of client money under the client

money rules.

; . Lienedcli

bal £ I hat it I bl I
client-concerned-and-toreturn-the-balance: A firm may pay away to a

registered charity of its choice a client money balance which is allocated to
a client and if it does so the released balance will cease to be client money
under CASS 7.2.15R(10), provided:

(1) this is permitted by law and consistent with the arrangements under
which the client money is held;

(2) thefirm held the balance concerned for at least six years following
the last movement on the client’s account (disregarding any
payment or receipt of interest, charges or similar items);

3) it can demonstrate that it has taken reasonable steps to trace the
client concerned and to return the balance; and

(4) the firm complies with CASS 7.2.22R.

Where the client money balance held by a firm is, in aggregate, £100 or
less for a client other than a retail client or, for a retail client, £25 or less,
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the firm may comply with CASS 7.2.25R instead of CASS 7.2.19R.

1)

Taking Reasenable reasonable steps in CASS 7.2.19R(3) sheuld
include includes following this course of conduct:

(@)

(b)

(©)

(d)

€)

SRteFiRg-Rto-2 ”.”He” agle_en’mnt H “I”el'. the ell_ent
GGIIS.EFI'Itsl t_e Elgl'e; ’l“”' |ell'easu|g altell tllne pel,leFeI oftime It
of that clientfrom-client- bank-accounts determining, as far
as reasonably possible, the correct contact details for the
relevant client;

determining tlnat_thele Ras-been ho FROvement oR the e_llents
balanee-for-a-period g.l at Ieﬁaslta;e 58, S (netmtlns_ Ea.'l'd'“g
#ems) writing to the client at the last known address either
by post or by electronic mail to inform it of the firm’s
intention to no longer treat the client money balance as
client money and to pay the sums concerned to charity if the
firm does not receive instructions from the client within 28

days;

'”".'““g 0 El'e.el'e, “.t a tln_e tastknown aelelless'mleunmg the
lelllentel tlnell_ulns |||ten’t|e_||_el “el Ie|||g_ e tleatllng that |
elaim- where the client has not responded after the 28 days
referred to in (b), attempting to communicate the
information set out in (b) to the client on at least one further
occasion by any means other than that used in (b) including
by post, electronic mail, telephone or media advertisement;

makingand-retainingrecords-of al-balancesreleased-from
client-bank-accountsand subject to (e) and (), where the
client has not responded within 28 days following the most
recent communication, writing again to the client at the last
known address either by post or by electronic mail to
inform them that:

(i) as the firm did not receive a claim for the relevant
client money balance, it will in 28 days pay the
balance to a reqgistered charity; and

(i) an undertaking will be provided by the firm or a
member of its group to pay to the client concerned a
sum equal to the balance paid away to charity in the
event of the client seeking to claim the balance in
future;

lortaki I I lidclai )
released-balanees- if the firm has carried out the steps in (b)

or (c) and in response has received positive confirmation in
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writing that the client is no longer at a particular address,
the firm should not use that address for the purposes of (d);

if, after carrying out the steps in (a), (b) and (c), the firm has
obtained positive confirmation that none of the contact
details it holds for the relevant client are accurate or, if
utilised, the communication is unlikely to reach the client,
the firm does not have to comply with (d); and

waiting a further 28 days following the most recent
communication under this rule before paying the balance to
a reqistered charity.

For the purpose of CASS 7.2.20E(1)(a), a firm may use any available

means to determine the correct contact details for the relevant client,

including telephoning the client, searching internal records, media

advertising, searching public records, mortality screening, using credit

reference agencies or tracing agents.

Where a firm wishes to release a balance allocated to an individual

client under CASS 7.2.19R it must comply with either (a) or (b)

and, in either case, (2):

(@

the firm must unconditionally undertake to pay to the client
concerned a sum equal to the balance paid away to charity in
the event of the client seeking to claim the balance in future;
or

the firm must ensure that an unconditional undertaking in the
terms set out in (a) is made by a member of its group and
there is suitable information available for relevant clients to
identify the member of the group granting the undertaking.

The undertakings in this rule must be:

(a)

(b)

authorised by the firm’s governing body where (1)(a) applies
or by the governing body of the group member where (1)(b)

applies;

legally enforceable by any person who had a legally
enforceable claim to the balance in question at the time it
was released by the firm, or by an assign or successor in title
to such claim; and
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(c) retained by the firm, and, where (1)(b) applies, by the group
member, indefinitely.

If a firm pays away client money under CASS 7.2.19R(4) it must
make and retain, or where the firm already has such records, retain:

@ records of all balances released from client bank accounts
under CASS 7.2.19R (including details of the amounts and
the identity of the client to whom the money was allocated);

(b) all relevant documentation (including charity receipts); and

(©) details of the communications the firm had or attempted to
make with the client concerned pursuant to CASS

7.2.19R(3).

The records in (1) must be retained indefinitely.

If a member of the firm’s group has provided an undertaking under
CASS 7.2.22R(2) then the records in (1) must be readily accessible
to that group member.

De minimis amounts of unclaimed client money

G The purpose of CASS 7.2.25R is to allow a firm to pay away to charity

client money balances of (i) £25 or less for retail clients or (ii) £100 or less

for other clients when those balances remain unclaimed. If a firm follows

this process, the money will cease to be client money (see CASS

7.2.15R(10)).

|70

A firm may pay away to a reqgistered charity of its choice a client money

balance which is allocated to a client and if it does so the released balance

will cease to be client money under CASS 7.2.15R(10), provided:

1

(2

the balance in guestion is (i) for a retail client, in agqgregate, £25 or
less, or (ii) for a professional client, in aggregate, £100 or less;

the firm held the balance concerned for at least six years following
the last movement on the client’s account (disregarding any
payment or receipt of interest, charges or similar items);

the firm has made at least one attempt to contact the client to return
the balance using the most up-to-date contact details the firm has
for the client, and the client has not responded to such
communication within 28 days of the communication having been
made; and

the firm makes and/or retains records of all balances released from
client bank accounts in according with this rule. Such records must
include the information in CASS 7.2.23(1)(a) and (b).
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Costs associated with paying away allocated but unclaimed client money

G

Any costs associated with the firm ceasing to treat unclaimed client money
balances as client money pursuant to CASS 7.2.18G to CASS 7.2.25R
should be paid for from the firm’s own funds, including:

(1)  any costs associated with the firm carrying out the steps in CASS
7.2.19R(3), CASS 7.2.20E or CASS 7.2.25R(3); and

(2)  the cost of any insurance purchased by a firm or the relevant
member of its group to cover any legally enforceable claim in
respect of the client money paid away.

Segregation of client money

G

7411D G

7.4.14

7.4.15

7.4.16

CASS 7.4.11AR does not prevent a firm from depositing client money in
overnight money market deposits which are clearly identified as being client

money (for example in the client bank account acknewledgment-letter

acknowledgment letter).

Firms are reminded of their obligations under CASS 7.8 (Netification-and
acknowledgement-of-trust Acknowledgment letters) for client bank accounts.
Firms should also ensure that client bank accounts meet the requirements in
the relevant Glossary definitions, including regarding the titles given to the
accounts.

Payment Approaches for the segregation of client money inte-a-chient-bank
account

G

R

G

Fwe The two approaches that a firm can adopt in discharging its

obligations under the-client-money-segregationreguirements this section

are:

(1)  the'normal approach’; or

(2)  the 'alternative approach'.
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The alternative approach to client money segregation

7417A G (1)

In certain circumstances, use of the normal approach for a particular
business line of a firm could lead to significant operational risks to
client money protection. These may include a business line under
which clients’ transactions are complex, numerous, closely related
to the firm’s proprietary business and/or involve a number of
currencies and time zones. In such circumstances, subject to meeting
the relevant criteria and fulfilling the relevant notification and audit
requirements, a firm may use the alternative approach to segregating
client money for that business line.

Under the alternative approach, client money is received into and
paid out of a firm's own bank account. A firm that adopts the
alternative approach to segregating client money should, if it is
following the standard method of client money reconciliation (see
CASS 7 Annex 1 paragraph 2), carry out an internal client money
reconciliation on each business day (‘T0’) and calculate how much
money it either needs to withdraw from, or place in from its own
bank account or its client bank account as a result of any
discrepancy arising between its client money requirement and its
client money resource as at the close of business on the previous
business day (‘T-1").

The alternative approach mandatory prudent segregation required
under CASS 7.4.18BR is designed to address the risks that:

(a) client money in a firm’s own bank account may not be
available to be pooled for distribution to clients on the
occurrence of a primary pooling event; and

(b) at the time of a primary pooling event the firm may not have
segregated in its client bank account a sufficient amount of
client money to meet its client money requirement.

7.4.17B R A firm that wishes to adopt the alternative approach for a particular

business line must first establish, and document in writing, its reasons for
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concluding, that:

(1) adopting the normal approach would lead to greater operational
risks to client money protection compared to the alternative

approach;

(2)  adopting the alternative approach (including complying with the
requirements for alternative approach mandatory prudent
segregation under CASS 7.4.18BR) would not result in undue
operational risk to client money protection; and

(3)  the firm has systems and controls that are adequate to enable it to
operate the alternative approach effectively and in compliance with
Principle 10 (Clients’ assets).

74.17C

|70

A firm must retain any documents created under CASS 7.4.17BR in relation
to a particular business line for a period of at least five years after the date
it ceases to use the alternative approach in connection with that business
line.

74.17D R  Atleast three months before adopting the alternative approach for a
particular business line, a firm must:

(1) inform the FCA in writing that it intends to adopt the alternative
approach for that particular business line; and

(2) if requested by the FCA, make any documents it created under CASS
7.4.17BR available to the FCA for inspection.

7417E R (1) Inaddition to the requirement under CASS 7.4.17DR, before adopting
the alternative approach, a firm must send a written report to the FCA
prepared by an independent auditor of the firm in line with a
reasonable assurance engagement, stating the matters set out in (2).

(2) The written report in (1) must state whether, in the auditor’s opinion:

(a) the firm’s systems and controls are suitably designed to enable
it to comply with CASS 7.4.18AR to CASS 7.4.18BR; and

(b) the firm’s calculation of its alternative approach mandatory
prudent segregation amount under CASS 7.4.18BR is suitably
designed to enable the firm to comply with CASS 7.4.18BR.

7417F R (1) Afirm that uses the alternative approach must review, at least on an
annual basis and with no more than one year between each review,
whether its reasons for adopting the alternative approach for a
particular business line, as documented under CASS 7.4.17BR,
continue to be valid.

(2) If, following the review in (1), a firm finds that its reasons for
adopting the alternative approach are no longer valid for a particular
business line, it must stop using the alternative approach for that
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business line as soon as reasonably practicable, and in any event
within six months of the conclusion of its review in (1).

A firm that uses the alternative approach must not materially change how it
will calculate and maintain the alternative approach mandatory prudent
segregation amount under CASS 7.4.18BR unless:

(1) anauditor of the firm has prepared a report that complies with the
requirements in CASS 7.4.17ER(2)(b) in respect of the firm’s
proposed changes; and

(2)  the firm provides a copy of the report prepared by the auditor under
(a) to the FCA before implementing the change.

A firm is reminded that, under SUP 3.4.2R, it must take reasonable steps to
ensure that its auditor has the required skill, resources and experience to
perform its function.

(2)  payitout in accordance with the rule regarding the discharge of a
firm's-fiduciary-duty-to-the chient (see CASS72.15R)- [deleted]

A firm that uses the alternative approach for a particular business line must,

on each business day (‘TQ0’):

(1)  receive any money from and pay any money to (or, in either case, on
behalf of) clients into and out of its own bank accounts;

(2)  perform the necessary reconciliations of records and accounts
required under CASS 7.6 (Records, accounts and reconciliations);

(3)  adjust the balances held in its client bank account (by effecting
transfers between its own bank account and its client bank account)
to address any difference arising between its client money
requirement and its client money resource as at the close of business
on the previous business day (‘T-1"), so that the correct amount
reflected in the reconciliations under (2) is segregated in its client
bank account; and
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(4)  subject to CASS 7.4.18AAR below, keep segregated in its client
bank account the balance held under (3) until it has performed a
reconciliation on the following business day (‘T+1’) and as a result
of that reconciliation is undertaking further adjustments under (3).

During the period between the adjustment in CASS 7.4.18AR(3) and the
completion of the next reconciliations in CASS 7.4.18AR(2), a firm that
uses the alternative approach for a particular business line may:

[€0)] increase the balance held in its client bank account by making
intra-day transfers (during TO) from its own bank account to its
client bank account before the completion of the internal client
money reconciliation under CASS 7.4.18AR(2) (that is expected
sometime later on TO) only if:

(@) the firm reasonably expects that the client money
requirement for the previous business day (T-1) will
increase above the client money resource currently (during
TO0) held inits client bank account; and

(b)  such reasonable expectations are based on the working
calculation of the client money requirement relating to the
previous business day (T-1) that the firm has already
determined on that business day (during TO0) (as part of the
process of completing its internal client money
reconciliation); or

(2 decrease the balance held in its client bank account by making
intra-day transfers (during TO) from its client bank account to its
own bank account before the completion of the internal client
money reconciliation under CASS 7.4.18AR(2) (that is expected
sometime later on TO) only if:

(@) the firm reasonably expects that the client money
requirement for the previous business day (T-1) will
decrease below the client money resource currently held
(during TO) in its client bank account; and

(b)  such reasonable expectations are based on the working
calculation of the client money requirement relating to the
previous business day (T-1) that the firm has already
determined on that business day (during TO) (as part of the
process of completing its internal client money
reconciliation).

However, in doing so, a firm must act prudently and should take
appropriate steps to manage the risk of not having segregated an
amount that appropriately reflects its actual client money
requirement at any given time.
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It is anticipated that CASS 7.4.18AAR may be used by firms which

maintain client bank accounts in a number of different time zones and

making adjustments to the balances of those client bank accounts is

dependent on meeting cut off times for money transfers in those time zones.

1)

A firm that uses the alternative approach must, in addition to CASS
7.4.18AR, pay an amount (determined in accordance with this rule)
of its own money into its client bank account and subsequently
retain that money in its client bank account (alternative approach
mandatory prudent segregation). The amount segregated by a firm
in its client bank account under this rule is client money for the
purposes of the client money rules and the client money distribution
rules.

The amount required to be segregated under this rule must be an
amount that a firm reasonably determines would be sufficient, at
the time it makes the determination, to protect client money against
the risk that at any time in the following three months the following
categories of client money may not have been fully segregated in its
client bank account or may not be (or become) available for
pooling under CASS 7A.2.4R(1), were a primary pooling event to
occur:

@ client money that is received and held by the firm in its own
bank account during the period between:

(i) the firm’s adjustment of client bank account
balances under CASS 7.4.18AR(3) on a particular
business day; and

(i) the firm’s subsequent adjustments under CASS
7.4.18AR(3) on the following business day; and

(b) money received and held by the firm in its own bank
account which the firm does not initially identify as part of
its client money requirement, but which subsequently does
become part of its client money requirement;

with the effect that the firm’s alternative approach mandatory
prudent segregation under this rule will reduce, as far as possible,
any shortfall that might have been produced as a result of (a) or (b)
on the occurrence of a primary pooling event.

(@ Subject to (c), in reaching its determination under (2) of the
amount of money that would be sufficient to address the
risks referred to in (2) for the forthcoming three months, a
firm must take into account the following in respect of each
business line for which it uses the alternative approach, and
for at least the previous three months:
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(i) the firm’s client money requirement over the course
of that prior period (excluding any amount that was
required to be segregated under this rule during that
prior period for the purposes of alternative
approach mandatory prudent segregation);

(i) the daily adjustment payments that the firm made
into its client bank account under CASS
7.4.18AR(3); during that prior period; and

(ii1) the amount of money received by the firm in its own
bank account which it did not initially identify as
part of its client money requirement, but which
subsequently, and during that prior period, became
part of its client money requirement;

as shown in its internal records.

In reaching its determination under (2) a firm must also take
into account, but at all times having regard to the
requirement under (2), any impact that particular events, the
seasonal nature of each relevant business line, or any other
aspect of those business lines may have on:

(i) the firm’s client money requirement during the
forthcoming three months for which the amount of
alternative approach mandatory prudent
segregation required under this rule is being
determined;

(i) the daily adjustment payments that the firm is likely
to make into its client bank account under CASS
7.4.18AR(3) in that same period; and

(ii1) the amount of unidentified receipts of money that
the firm is likely to receive into its own bank
account and which will subsequently, in that same
period, become part of its client money

requirement.

If, at the time of its determination under (2), the firm has not
been trading for three months in a business line for which it
is using the alternative approach, then it must use the
records that are available to it and must also factor in
reasonable forecasts, as required under (b), to establish a
three-month reference period.

A firm must, at reqular intervals that are at least quarterly,
repeat and complete the combined process of:
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(i) determining the amount that it is required to
segregate for the purposes of alternative approach
mandatory prudent segregation under (2) and (3);

(i) making necessary adjustments to its records to
reflect any changes to its client money requirement;
and

(ii1) paying any additional amounts of its own money
into its client bank account to increase the firm’s
alternative approach mandatory prudent
segregation or withdrawing any excess amounts
from its client bank account to decrease the firm’s
alternative approach mandatory prudent
segregation after it has adjusted its records under

(ii).

(b) The combined process of (a)(i) to (iii) must take no longer
than 10 business days.

©) To the extent that a firm’s compliance with (a)(i) and (ii)
results in there being an excess in the firm’s client bank
account, the firm may cease to treat that money as client

money.

(5) A firm must ensure that the individual responsible for CASS
oversight under CASS 1A.3.1R, CASS 1A.3.1AR or CASS
1A.3.1CR (as appropriate) reviews the adequacy of the amount of
the firm’s alternative approach mandatory prudent segregation
maintained under this rule at least annually.

7.4.19 G Afirm that adopts the alternative approach may:
@ e allcli . banl ;

(2} choose to operate the alternative approach for some types of
buci ; e, i iors) and
the normal approach Tor other types of business (for example,
. linbility i \if the f I hat

@ L
paragraph-4-0f CASS7-Annex-1G)- [deleted]

Alternative approach mandatory prudent segregation record

74.19A R A firm must create and keep up-to-date records so that any amount of
money that is, pursuant to CASS 7.4.18BR:

1) paid into a client bank account and retained as client money; or

Page 80 of 252



FCA 2014/36

2 withdrawn from a client bank account;

can be easily ascertained (the alternative approach mandatory prudent
segreqgation record).

7419B R The alternative approach mandatory prudent segregation record under

CASS 7.4.19AR must record:

[€0)] the date of the first determination under CASS 7.4.18BR(2) and
each subsequent review undertaken under CASS 7.4.18BR(4), and
the total amount that the firm determined was required to be
segregated under CASS 7.4.18BR(2) as at that date;

(2) the date of any payment of the firm’s own money into a client bank
account, or withdrawal of any excess from a client bank account
under CASS 7.4.18BR, and for each such occasion:

(@ the amount of the payment or withdrawal;
(b) the fact that the money was paid or withdrawn by the firm in
accordance with CASS 7.4.18BR; and
©) as at that date, the total amount actually segregated by the
firm under CASS 7.4.18BR.
7.4.19C R  The alternative approach mandatory prudent segregation record must be
retained for five years after the firm ceases to segregate any money in
accordance with CASS 7.4.18BR.
74.19D G  Nothing in CASS 7.4.17AG to CASS 7.4.19CR prevents a firm from also
making use of the prudent segregation rule in CASS 7.4.21R.
7.6 Records, accounts and reconciliations
Non-standard method of internal client money reconciliation
7.6.6A R Q) Before using a non-standard method of internal client money

reconciliation, a firm must:

(@ establish and document in writing its reasons for
concluding that the method of internal client money
reconciliation it proposes to use will:

(1) (for the normal approach to segregating client
money) check whether the amount of client money
recorded in the firm’s records as being segregated
in client bank accounts meets the firm’s obligation
to its clients under the client money rules on a
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(ii) (for the alternative approach to segregating client
money) calculate the amount of client money to be
segregated in client bank accounts which meets
the firm’s obligations to its clients under the client
money rules on a daily basis;

notify the FCA of its intentions to use a non-standard
method of internal client money reconciliation; and

send a written report to the FCA prepared by an
independent auditor of the firm in line with a reasonable
assurance engagement and stating the matters set out in
CASS 7.6.6AR(2).

The written report in (1)(c) must state whether in the auditor’s

opinion:

(a)

(b)

the method of internal client money reconciliation which
the firm will use is suitably designed to enable it to (as

applicable):

[0} (for the normal approach to segregating client
money) check whether the amount of client money
recorded in the firm’s records as being segregated
in client bank accounts meets the firm’s obligation
to its clients under the client money rules on a

(i) (for the alternative approach to segregating client
money) calculate the amount of client money to be
segregated in client bank accounts which meets
the firm’s obligations to its clients under the client
money rules on a daily basis; and

the firm’s systems and controls are suitably designed to
enable it to carry out the method of internal client money
reconciliation the firm will use.

A firm using a non-standard method of internal client money

reconciliation must not materially change its method of

undertaking internal reconciliations of client money balances

unless:

(a)

the firm has established and documented in writing its
reasons for concluding that the changed methodology will
meet the requirements in (1)(a)(i) and (ii), as applicable;

an auditor of the firm has prepared a report that complies
with the requirements in (1)(c) and (2) in respect of the
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firm’s proposed changes; and

(c) the firm provides a copy of the report prepared by the
auditor under (3)(a) to the FCA before implementing the

change.

G A firm is reminded that, under SUP 3.4.2R, it must take reasonable steps
to ensure that its auditor has the required skill, resources and experience to
perform its function.

Records

R (D)

[deleted]
(2 Afirm-must-make-theserecords-on-the-date- it starts-using-a-method
¥ I it ol bal I I -
fora-period-offive years-afterceasingto-use-it: [deleted]

firm's auditor that the firm has in ol I I whicl
adequate-to-enable-it-to-use-another-method-effectively. [deleted]

Netification-and-acknewledgementof-trust Acknowledgment letters
Purpose

G The main purposes of an acknowledgement letter are:

(1)  to put the bank, exchange, clearing house, intermediate broker,
OTC counterparty or other person (as the case may be) on notice of
a firm’s clients’ interests in client money that has been deposited
with, or has been allowed to be held by, such person;

(2)  toensure that the client bank account or client transaction account
has been opened in the correct form (eq, whether the client bank
account is being correctly opened as a general client bank account,
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a designated client bank account or a designated client fund
account), and is distinguished from any account containing money
that belongs to the firm; and

(3)  toensure that the bank, exchange, clearing house, intermediate
broker, OTC counterparty or other person (as the case may be)
understands and agrees that it will not have any recourse or right
against money standing to the credit of the client bank account or
client transaction account, in respect of any sum owed to such
person, or to any other third person, on any other account.

Banks Client bank account acknowledgment letters

7.8.1 R (1) When-a-firm-opens-a For each client bank account, the a firm must
give-or-have-given-written-netice, in accordance with CASS 7.8.5R,
complete and sign a client bank account acknowledgement letter
clearly identifying the client bank account, and send it to the bank
with whom the client bank account is, or will be, opened, requesting
the bank to acknowledge to-it-in-writing-that: and agree to the terms
of the letter by countersigning it and returning it to the firm.

?." FOREY Sta”dE“'g. Ee tll'e e'e’d't of “'e;aeeelu'l't 'Sll'elld b? the

(2) -. . - - -g..’-

o liont ba " hor ban iblo.
Subject to CASS 7.8.13R and CASS 7.8.14R, a firm must not hold or

receive any client money in or into a client bank account unless it has
received a duly countersigned client bank account acknowledgement
letter from the relevant bank that has not been inappropriately
redrafted (see CASS 7.8.7R) and clearly identifies the client bank
account.

Exchanges, clearing houses, intermediary brokers or OTC counterparties Client

transaction account acknowledgement letters

89 R (1) e which undertal .- iabiliy inves :
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OTCcounterparty: This rule does not apply to a firm to which CASS
7.8.3R(1) applies.

)

(@) #—th&exehange—ele%mg—he%e—wﬁe#medmte—b#eke#ep@ie _

open positions and the repayment of any money. For each client
transaction account, a firm must, in accordance with CASS 7.8.5R,
complete and sign a client transaction account acknowledgement
letter clearly identifying the client transaction account. That letter
must be sent to the person with whom the client transaction account
is, or will be, opened, requesting such person to acknowledge and
agree to the terms of the letter by countersigning it and returning it to
the firm.

(3)  Subject to CASS 7.8.13R and CASS 7.8.14R, a firm must not allow
the relevant person to hold any client money in a client transaction
account maintained by that person for the firm unless the firm has
received a duly countersigned client transaction account
acknowledgement letter from that person that has not been
inappropriately redrafted (see CASS 7.8.7R) and that clearly
identifies the client transaction account.

Authorised central counterparty acknowledgment letters

R (1)  Afirm which places client money at an authorised central
counterparty in connection with a requlated clearing arrangement
must, in accordance with CASS 7.8.5R, complete and sign an
authorised central counterparty acknowledgement letter clearly
identifying the relevant client transaction account. That letter must
be sent to the authorised central counterparty with whom the client
transaction account is, or will be, opened, requesting such
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authorised central counterparty to acknowledge receipt of the letter
by countersigning it and returning it to the firm.

(2)  Afirm which has complied with CASS 7.8.3R(1) may allow the
authorised central counterparty to hold client money on the relevant
client transaction account, whether or not the authorised central
counterparty has countersigned and returned the authorised central
counterparty acknowledgement letter it received from the firm.

Acknowledgement letters in general

G In drafting acknowledgement letters under CASS 7.8.1R, CASS 7.8.2R or
CASS 7.8.3R, a firm is required to use the relevant template in CASS 7
Annex 2R, CASS 7 Annex 3R or CASS 7 Annex 4R, respectively.

R When completing an acknowledgment letter under CASS 7.8.1R(1), CASS

7.8.2R(1) or CASS 7.8.3R(1), a firm:

(1)  must not amend any of the acknowledgement letter fixed text;

(2)  subject to (3), must ensure the acknowledgement letter variable text
is removed, included or amended as appropriate; and

3) must not amend any of the acknowledgement letter variable text in a
way that would alter or otherwise change the meaning of the
acknowledgement letter fixed text.

G CASS 7 Annex 5G contains guidance on using the template acknowledgment
letters, including when and how firms should amend the acknowledgement
letter variable text that is in square brackets.

R (1) If, on countersigning and returning the acknowledgement letter to a

firm, the relevant person has also:

(@ made amendments to any of the acknowledgement letter fixed
text; or

(b) made amendments to any of the acknowledgement letter
variable text in a way that would alter or otherwise change
the meaning of the acknowledgement letter fixed text;

the acknowledgement letter will have been inappropriately redrafted
for the purposes of CASS 7.8.1R(2) or CASS 7.8.2R(3) (as

applicable).

(2) For the purposes of CASS 7.8.1R(2) or CASS 7.8.2R(3), amendments
made to the acknowledgement letter variable text in the
acknowledgement letter returned to a firm by the relevant person,
will not have the result that the letter has been inappropriately
redrafted if those amendments do not affect the meaning of the
acknowledgement letter fixed text, have been specifically agreed with
the firm and do not cause the acknowledgement letter to be
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inaccurate.

A firm must use reasonable endeavours to ensure that any individual that has

countersigned an acknowledgement letter that has been returned to the firm

was authorised to countersign the letter on behalf of the relevant person.

@

A firm must retain each countersigned client bank account
acknowledgement letter and client transaction account
acknowledgement letter it receives, from the date of receipt until the
expiry of five years from the date on which the last client bank
account or client transaction account to which the acknowledgement
letter relates is closed.

A firm must retain a copy of each authorised central counterparty
acknowledgment letter it sends to an authorised central counterparty
under CASS 7.8.3R(1) from the date it was sent until the expiry of
five years from the date the last client transaction account to which
the acknowledgement letter relates is closed.

A firm must also retain any other documentation or evidence it believes is

necessary to demonstrate that it has complied with each of the applicable

requirements in this section (such as any evidence it has obtained to ensure

that the individual that has countersigned an acknowledgment letter returned

to the firm was authorised to countersign the letter on behalf of the relevant

person).

A

This rule applies to:

(@ any countersigned client bank account acknowledgement
letter or client transaction account acknowledgement letter
received by a firm under CASS 7.8.1R(2) or CASS 7.8.2R(3)
respectively; and

(b) any authorised central counterparty acknowledgement letter
sent by a firm under CASS 7.8.3R(1), whether or not it has
been countersigned by the relevant authorised central
counterparty and received by the firm.

A firm must, periodically (at least annually and whenever it is aware
that something referred to in an acknowledgement letter has
changed) review each of its acknowledgement letters to ensure that
they all remain accurate.

Whenever a firm finds an inaccuracy in an acknowledgement letter, it
must promptly draw up a replacement acknowledgement letter under
CASS 7.8.1R, CASS 7.8.2R or CASS 7.8.3R, as applicable, and, if it
is an acknowledgement letter required to be sent under CASS 7.8.1R
or CASS 7.8.2R, ensure that the new acknowledgement letter is duly
countersigned and returned by the relevant person.

Under CASS 7.8.11R, a firm should draw up and send out a replacement
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acknowledgement letter whenever:

(1)

2

there has been a change in any of the parties’ names or addresses as
set out in the letter; or

the firm becomes aware of an error or misspelling in the drafting of
the letter.

If a firm’s client bank account or client transaction account is transferred to

another person, the firm must promptly draw up a new acknowledgement

letter under CASS 7.8.1R, CASS 7.8.2R or CASS 7.8.3R, as applicable, and,

if it is an acknowledgement letter required to be sent under CASS 7.8.1R or

CASS 7.8.2R, ensure that the new acknowledgement letter is duly

countersigned and returned by the relevant person within 20 business days

of the firm sending it to that person.

If a firm opens a client bank account after a primary pooling event, the firm

must:

@

promptly draw up and send out a new acknowledgement letter under
CASS 7.8.1R;

not hold or receive any client money in or into the client bank
account unless it has sent the acknowledgement letter to the relevant

person; and

if the firm has not received a duly countersigned acknowledgement
letter that has not been inappropriately redrafted (see CASS 7.8.7R)
within 20 business days of the firm sending the acknowledgement
letter, withdraw all money standing to the credit of the account and
deposit it in a client bank account with another bank as soon as

possible.
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After CASS 7 Annex 1G insert the following new annexes. The text is not underlined.

7 Annex 2R Client bank account acknowledgment letter template

[letterhead of firm subject to CASS 7.8.1R, including full name and address of firm]
[name and address of bank]
[date]

Client Money Acknowledgment Letter (pursuant to the rules of the Financial Conduct
Authority)

We refer to the following [current/deposit account[s]] [and/or] [money market deposit[s]]
which [name of CASS firm], regulated by the Financial Conduct Authority (Firm Reference
Number [FRN]), (“us”, “we” or “our”) [has opened or will open] [and/or] [has deposited or
will deposit] with [name of bank] (“you” or “your”):

[insert the account title[s], the account unique identifier[s] (for example, as relevant, sort
code and account number, deposit number or reference code) and (if applicable) any
abbreviated name of the account([s] as reflected in the bank’s systems]

([collectively,] the “Client Bank Account[s]”).

In relation to [each of] the Client Bank Account|[s] identified above you acknowledge that we
have notified you that:

(@) we are under an obligation to keep money we hold belonging to our clients separate
from our own money;

(b) we have opened, or will open, the Client Bank Account for the purpose of depositing
money with you on behalf of our clients; and

(c) we hold all money standing to the credit of the Client Bank Account in our capacity as
trustee under the laws applicable to us.

In relation to [each of] the Client Bank Account[s] above you agree that:

(d) you do not have any recourse or right against money in the Client Bank Account in
respect of any sum owed to you, or owed to any third party, on any other account
(including any account we use for our own money), and this means for example that
you do not have any right to combine the Client Bank Account with any other account
and any right of set-off or counterclaim against money in the Client Bank Account;

(e) you will title, or have titled, the Client Bank Account as stated above and that such
title is different to the title of any other account containing money that belongs to us
or to any third party; and

(F) you are required to release on demand all money standing to the credit of the Client
Bank Account upon proper notice and instruction from us or a liquidator, receiver,
administrator, or trustee (or similar person) appointed for us in bankruptcy (or similar
procedure), in any relevant jurisdiction, except for:

Page 89 of 252



FCA 2014/36

(1) any properly incurred charges or liabilities owed to you on, and arising from
the operation of, the Client Bank Account; and
(2) until the fixed term expires, any amounts held for the time being under a fixed
term deposit arrangement which cannot be terminated before the expiry of the
fixed term,
provided that you have a contractual right to retain such money under (1) or (2) and
that this right is notwithstanding paragraphs (a) to (c) above and without breach of
your agreement to paragraph (d) above.

We acknowledge that:

(9) you are not responsible for ensuring compliance by us with our own obligations,
including as trustee, in respect of the Client Bank Account[s].

You and we agree that:

(h) the terms of this letter shall remain binding upon the parties, their successors and
assigns, and, for the avoidance of doubt, regardless of any change in name of any
party;

(i) this letter supersedes and replaces any previous agreement between the parties in
connection with the Client Bank Account[s], to the extent that such previous
agreement is inconsistent with this letter;

(1) in the event of any conflict between this letter and any other agreement between the
parties in connection with the Client Bank Account[s], this letter agreement shall
prevail,

(k) no variation to the terms of this letter shall be effective unless it is in writing, signed
by the parties and permitted under the rules of the Financial Conduct Authority;

() this letter shall be governed by the laws of [insert appropriate jurisdiction] [firms may
optionally use this space to insert additional wording to record an intention to
exclude any rules of private international law that could lead to the application of the
substantive law of another jurisdiction]; and

(m)the courts of [insert same jurisdiction as previous] shall have non-exclusive
jurisdiction to settle any dispute or claim arising out of or in connection with this
letter or its subject matter or formation (including non-contractual disputes or claims).

Please sign and return the enclosed copy of this letter as soon as possible. We remind you
that, pursuant to the rules of the Financial Conduct Authority, we are not allowed to use the
Client Bank Account[s] to deposit any money belonging to our clients with you until you
have acknowledged and agreed to the terms of this letter.

For and on behalf of [name of CASS firm]
X

Authorised Signatory

[Signed by [name of third party administrator] on behalf of [CASS firm]]
Print Name:

Title:

Page 90 of 252



ACKNOWLEDGED AND AGREED:

For and on behalf of [name of bank]

X

Authorised Signatory
Print Name:
Title:

Contact Information: [insert signatory’s phone number and email address]

Date:
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7 Annex 3R Client transaction account acknowledgment letter template

[letterhead of firm subject to CASS 7.8.2R, including full name and address of firm]
[name and address of counterparty]
[date]

Client Money Acknowledgment Letter (pursuant to the rules of the Financial Conduct
Authority)

We refer to the following transaction account[s] which [name of CASS firm], regulated by the
Financial Conduct Authority (Firm Reference Number [FRN]), (“us”, “we” or “our”) has
opened or will open with [name of counterparty] (“you” or “your”):

[insert the account title[s], the account unique identifier[s] (for example, as relevant,
account number, reference code or pool ID) and (if applicable) any abbreviated name of
the account[s] as reflected in the counterparty’s systems]

([collectively,] the “Client Transaction Account[s]”).

In relation to [each of] the Client Transaction Account[s] identified above you acknowledge
that we have notified you that:

(@) we are under an obligation to keep money we hold belonging to our clients separate
from our own money;

(b) we have opened, or will open, the Client Transaction Account for the purpose of
placing money with you on behalf of our clients in connection with carrying out one
or more transactions with or through you; and

(c) you are instructed to promptly credit to this Client Transaction Account any money
you receive in respect of any transaction that we have notified to you as being carried
out on behalf of our clients.

In relation to [each of] the Client Transaction Account[s] identified above you agree that:

(d) all money standing to the credit of the Client Transaction Account is payable to us in
our capacity as trustee under the laws applicable to us[, except where, in accordance
with your default management procedures in respect of a default by us, you transfer
money credited to the Client Transaction Account to anyone other than us in
accordance with articles 4(4) or 4(5) of Commission Delegated Regulation (EU) No
149/2013 of 19 December 2012];

(e) you do not have any recourse or right against money credited to the Client
Transaction Account in respect of any sum owed to you, or owed to any third party,
on any other account (including any account we use for our own money), and this
means for example that you do not have any right to combine the Client Transaction
Account with any other account and any right of set-off or counterclaim against
money in the Client Transaction Account; and

(F) you will title, or have titled, the Client Transaction Account as stated above and that
such title is different to the title of any other account containing money that is payable
to us in a capacity other than as trustee or that is payable to any third party.
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(9) the terms of this letter shall remain binding upon the parties, their successors and
assigns, and, for the avoidance of doubt, regardless of any change in name of any

party;

(h) this letter supersedes and replaces any previous agreement between the parties in
connection with the Client Transaction Account[s], to the extent that such previous

agreement is inconsistent with this letter;

(i) in the event of any conflict between this letter and any other agreement between the
parties in connection with the Client Transaction Account[s], this letter agreement

shall prevail;

(1) no variation to the terms of this letter shall be effective unless it is in writing, signed
by the parties and permitted under the rules of the Financial Conduct Authority;

(K) this letter shall be governed by the laws of [insert appropriate jurisdiction] [firms may
optionally use this space to insert additional wording to record an intention to
exclude any rules of private international law that could lead to the application of the

substantive law of another jurisdiction]; and

(I) the courts of [insert same jurisdiction as previous] shall have non-exclusive
jurisdiction to settle any dispute or claim arising out of or in connection with this
letter or its subject matter or formation (including non-contractual disputes or claims).

Please sign and return the enclosed copy of this letter as soon as possible. We remind you
that, pursuant to the rules of the Financial Conduct Authority, we are not allowed to permit
you to hold any money belonging to our clients on the Client Transaction Account[s] until

you have acknowledged and agreed to the terms of this letter.

For and on behalf of [name of CASS firm]
X

Authorised Signatory
Print Name:
Title:

ACKNOWLEDGED AND AGREED:
For and on behalf of [name of counterparty]

X

Authorised Signatory

Print Name:

Title:

Contact Information: [insert signatory’s phone number and email address]
Date:
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7 Annex 4R Authorised central counterparty acknowledgment letter template

[letterhead of firm subject to CASS 7.8.3R, including full name and address of firm]
[name and address of authorised central counterparty]
[date]

Client Money Acknowledgment Letter (pursuant to the rules of the Financial Conduct
Authority)

We refer to the following transaction account[s] which [name of CASS firm], regulated by the
Financial Conduct Authority (Firm Reference Number [FRN]), (“us”, “we” or “our”) has
opened or will open with [name of authorised Central counterparty] (“you” or “your”):

[insert the account title[s], the account unique identifier[s] (for example, as relevant,
account number, reference code or pool ID) and (if applicable) any abbreviated name of
the account[s] as reflected in the authorised central counterparty’s systems]

([collectively,] the “Client Transaction Account[s]”).

In relation to [each of] the Client Transaction Account[s] identified above we are writing to
put you on notice that:

(a) we are under an obligation to keep money we hold belonging to our clients separate
from our own money;

(b) we have opened, or will open, the Client Transaction Account for the purpose of
placing money with you on behalf of our clients in connection with carrying out one
or more transactions with or through you;

(c) you are instructed to promptly credit to this Client Transaction Account any money
you receive in respect of any transaction that we have notified to you as being carried
out on behalf of our clients;

(d) all money standing to the credit of the Client Transaction Account is payable to us in
our capacity as trustee under the laws applicable to us, except where, as a part of your
default management process in respect of a default by us, you transfer money credited
to the Client Transaction Account to anyone other than us in accordance with article
48 of Regulation (EU) No 648/2012 of 4 July 2012;

(e) you do not have any recourse or right against money credited to the Client
Transaction Account in respect of any sum owed to you, or owed to any third party,
on any other account (including any account we use for our own money), and this
means for example that you do not have any right to combine the Client Transaction
Account with any other account and any right of set-off or counterclaim against
money in the Client Transaction Account; and

(F) we understand the title of the Client Transaction Account is, or will be, as stated
above and that such title is different to the title of any other account containing money
that is payable to us in a capacity other than as trustee or is payable to any third party.

[Please confirm your receipt of this letter by signing and returning the enclosed copy of this
letter as soon as possible.]

Page 94 of 252



FCA 2014/36

For and on behalf of [name of CASS firm]

X

Authorised Signatory
Print Name:
Title:

[RECEIPT CONFIRMED:
For and on behalf of [name of authorised central counterparty]

X

Authorised Signatory

Print Name:

Title:

Contact Information: [insert signatory’s phone number and email address]
Date:]
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7 Annex 5G  Guidance notes for acknowledgement letters (CASS 7.8)

Introduction

1 This annex contains guidance on the use of the templates for acknowledgment
letters in CASS 7 Annex 2R, CASS 7 Annex 3R and CASS 7 Annex 4R.

2 Unless stated otherwise, a reference to ‘counterparty’ in this annex is:

(@) inthe context of a client bank account acknowledgment letter (and CASS 7
Annex 2R), to the relevant bank;

(b) in the context of a client transaction account acknowledgement letter (and
CASS 7 Annex 3R), to the relevant exchange, clearing house, intermediate
broker, OTC counterparty or other person (as the case may be); and

(c) inthe context of an authorised central counterparty acknowledgment letter
(and CASS 7 Annex 4R), to the relevant authorised central counterparty.

General

3 Under CASS 7.8.1R(2) and CASS 7.8.2R(3), firms are required to have in place a
duly signed and countersigned acknowledgment letter for a client bank account or
client transaction account (respectively) before they are allowed to hold or receive
client money in or into the client bank account, or allow the relevant person to hold
any client money on the client transaction account (respectively).

4 However, a firm may place client money at an authorised central counterparty in
connection with a regulated clearing arrangement if it has provided the relevant
authorised central counterparty with a signed and completed authorised central
counterparty acknowledgement letter (see CASS 7.8.3R).

5 For each client bank account or client transaction account, a firm is required to
complete, sign and send to the counterparty an acknowledgement letter identifying
that account and in the form set out in CASS 7 Annex 2R (Client bank account
acknowledgment letter template), CASS 7 Annex 3R (Client transaction account
acknowledgment letter template) or CASS 7 Annex 4R (Authorised central
counterparty acknowledgment letter), as appropriate.

6 When completing an acknowledgment letter using the appropriate template, a firm
is reminded that it must not amend any of the text which is not in square brackets
(acknowledgment letter fixed text). A firm should also not amend the non-italicised
text that is in square brackets. It may remove or include square bracketed text from
the letter, or replace bracketed and italicised text with the necessary wording, in
either case as appropriate. The notes below give further guidance on this.

Clear identification of relevant accounts

7 A firm is reminded that for each client bank account or client transaction account it
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needs to have in place an acknowledgment letter. Accordingly, it is important that it
is clear to which account or accounts each acknowledgement letter relates. As a
result, the templates in CASS 7 Annex 2R, CASS 7 Annex 3R and CASS 7 Annex
4R require that the acknowledgment letter include the full title and at least one
unique identifier, such as a sort code and account number, deposit number,
reference code or pool ID, for each client bank account or client transaction
account to which the letter relates.

The title and unique identifiers included in an acknowledgment letter for a client
bank account or client transaction account should be the same as those reflected in
both the records of the firm and the relevant counterparty, as appropriate, for that
account. Where a counterparty’s systems are not able to reflect the full title of an
account, that title may be abbreviated to accommodate that system, provided that:

@ the account may continue to be appropriately identified in accordance with
the requirements of CASS 7 (eg, ‘designated’ may be shortened to ‘des’,
‘designated fund’ may be shortened to ‘des fnd’, ‘segregated’ may be
shortened to ‘seg’, ‘account’ may be shortened to ‘acct’, etc); and

(b) when completing an acknowledgment letter, such letter must include both
the long and short versions of the account title.

A firm should ensure that all relevant account information is contained in the space
provided in the body of the acknowledgment letter. Nothing should be appended to
an acknowledgement letter.

In the space provided in the template letters for setting out the account title and
unique identifiers for each relevant account/deposit, a firm may include the required
information in the format of the following table:

Full account title Unique identifier Title reflected in
[name of bank]
systems

[Investment Firm Client [00-00-00 12345678] | [INV FIRM CLIENT
Bank Account] A/C]

Where an acknowledgment letter is intended to cover a range of client bank
accounts or client transaction accounts, some of which may not exist as at the date
the acknowledgment letter is countersigned by the relevant person (or, in the case
of an authorised central counterparty acknowledgment letter, the date it is sent by
the firm to the relevant authorised central counterparty), a firm should set out in the
space provided in the body of the acknowledgment letter that it is intended to apply
to all present and future accounts which: (a) are titled in a specified way (eg, with
the word “client’ in their title); and (b) which possess a common unique identifier
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or which may be clearly identified by a range of unique identifiers (eg, all accounts
numbered between XXXX1111 and ZZZZ9999). For example, in the space
provided in the template letter in CASS 7 Annex 2R which allows a firm to include
the account title and a unique identifier for each relevant account, a firm should
include a statement to the following effect:

Any account open at present or to be opened in the future which
contains the term [‘client’][insert appropriate abbreviation of the term
‘client’ as agreed and to be reflected in the Bank’s systems] in its title
and which may be identified with [the following [insert common
unique identifier]][an account number from and including
[XXXX1111] to and including [Z2Z2ZZ9999]][clearly identify range of
unique identifiers].

Signature and countersignatures

A firm should ensure that each acknowledgment letter is signed and countersigned
by all relevant parties and individuals (including where a firm or its counterparty
may require more than one signatory).

An acknowledgment letter that is signed or countersigned electronically should not,
for that reason alone, result in a breach of the rules in CASS 7.8. However, where
electronic signatures are used, a firm should consider whether, under CASS 7.4.7R
and taking into account the governing law and choice of competent jurisdiction, it
needs to ensure that the electronic signature and the certification by any person of
such signature would be admissible as evidence in any legal proceedings in the
relevant jurisdiction in relation to any question as to the authenticity or integrity of
the letter.

Completing an acknowledgment letter

A firm should use at least the same level of care and diligence when completing an
acknowledgment letter as it would in managing its own commercial agreements.

A firm should ensure that each acknowledgment letter is legible (eg, any
handwritten details should be easy to read), produced on the firm’s own letter-
headed paper, dated and addressed to the correct legal entity (eg, where the
counterparty belongs to a group of companies).

A firm should also ensure each acknowledgment letter includes all the required
information (such as account names and numbers, the parties’ full names, addresses
and contact information, and each signatory’s printed name and title).

A firm should similarly ensure that no square brackets remain in the text of each
acknowledgement letter (ie, after having removed or included square bracketed
text, as appropriate, or having replaced square bracketed and italicised text with the
required information as indicated in the templates in CASS 7 Annex 2R, CASS 7
Annex 3R and CASS 7 Annex 4R) and that each page of the acknowledgment letter
is numbered.

A firm should complete an acknowledgement letter so that no part of the letter can
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be easily altered (eg, the letter should be signed in ink rather than pencil).

In respect of a client bank account acknowledgement letter’s governing law and
choice of competent jurisdiction (see paragraphs (l) and (m) of the template in
CASS 7 Annex 2R) or a client transaction account acknowledgment letter’s
governing law and choice of competent jurisdiction (see paragraphs (k) and (I) of
the template in CASS 7 Annex 3R), the letter should reflect a firm’s agreement with
its counterparty that the laws of a particular jurisdiction will govern the
acknowledgment letter and that the courts of that same jurisdiction will have non-
exclusive jurisdiction to settle any disputes arising out of, or in connection with, the
acknowledgment letter, its subject matter or formation.

If a firm does not, in any client bank account acknowledgement letter or client
transaction account acknowledgment letter, utilise the governing law and choice of
competent jurisdiction that is the same as either or both:

@ the law and the jurisdiction under which either the firm or the relevant
counterparty are organised; and

(b) that specified in the underlying agreement/s (eg, banking, custody or
clearing services agreement) with the relevant counterparty;

then the firm should consider whether it is at risk of breaching either CASS
7.8.5R(3) or, in the case of a client bank account acknowledgement letter, CASS
74.7R.

The FCA recognises that some firms and their counterparties may wish to clarify
through additional words in the governing law provision (see paragraph (I) of the
template in CASS 7 Annex 2R and paragraph (k) of the template in CASS 7 Annex
3R) that they are agreeing that the substantive law of the governing jurisdiction
shall apply and that their intention is that a court should not decide to apply the
substantive provisions of some other law instead of the parties’ chosen governing
law (a ‘renvoi’). Where this is the case firms are permitted to insert additional text
that seeks to provide increased legal certainty in the space provided. There is no
restriction as to what additional words may be used (eg, additional words such as
“without regard to the principles of choice of law” may be appropriate in the
circumstances), but a firm should at all times have regard to the need to comply
with CASS 7.8.5R(3). However, for the majority of firms the FCA does not expect
additional wording for the governing law provision to be necessary. This is likely to
be the case where only a court that is subject to ‘Rome I’ (Regulation (EC) No
593/2008 of the European Parliament and of the Council of 17 June 2008) is likely
to accept jurisdiction over a dispute arising out of or in connection with the relevant
acknowledgement letter.

Authorised signatories

A firm is required, under CASS 7.8.8R, to use reasonable endeavours to ensure that
any individual that has countersigned an acknowledgement letter returned to the
firm was authorised to countersign the letter on behalf of the relevant counterparty.

If an individual that has countersigned an acknowledgement letter does not provide
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the firm with sufficient evidence of his/her authority to do so then the firm is
expected to make appropriate enquires to satisfy itself of that individual’s authority.

Evidence of an individual’s authority to countersign an acknowledgment letter may
include a copy of the counterparty’s list of authorised signatories, a duly executed
power of attorney, use of a company seal or bank stamp, and/or material verifying
the title or position of the individual countersigning the acknowledgment letter.

A firm should ensure it obtains at least the same level of assurance over the
authority of an individual to countersign the acknowledgment letter as the firm
would seek when managing its own commercial arrangements.

Third party administrators

If a firm uses a third party administrator (“TPA’) to carry out the administrative
tasks of drafting, sending and processing a client bank account acknowledgment
letter, the text “[Signed by [Name of Third Party Administrator] on behalf of
[CASS Firm]]” should be inserted to confirm that the acknowledgement letter was
signed by the TPA on behalf of the firm.

In these circumstances, the firm should first provide the TPA with the requisite
authority (such as a power of attorney) before the TPA will be able to sign the
client bank account acknowledgment letter on the firm’s behalf. A firm should also
ensure that the acknowledgment letter continues to be drafted on letter-headed
paper belonging to the firm.

Designated client bank accounts and designated client fund accounts

A firm must ensure that each of its client bank accounts follows the naming
conventions prescribed in the Glossary. This includes ensuring that (i) all client
bank accounts include the term “client” in their title; and (ii) all designated client
bank accounts or designated client fund accounts include, as appropriate, the terms
‘designated’ or “designated fund’ in their title, or in each case an appropriate
abbreviation in circumstances where this is permitted by the Glossary definition.

All references to the term “Client Bank Account[s]” in a client bank account
acknowledgment letter should also be made consistently in either the singular or
plural, as appropriate.

Indirect clearing arrangements

For use with client transaction accounts maintained with a clearing member who
facilitates indirect clearing through a regulated clearing arrangement, the square-
bracketed text in paragraph (d) of the template letter in CASS 7 Annex 3R should
remain in the letter.

All references to the term “Client Transaction Account[s]” in a client transaction
account acknowledgment letter should be made consistently in either the singular or
plural, as appropriate.

Direct clearing arrangements
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For use with client transaction accounts maintained with an authorised central
counterparty in respect of a regulated clearing arrangement, a firm may identify
whether each account is an omnibus client account or an individual client account
in the space provided in the body of the template letter in CASS 7 Annex 4R. For
example, if using the table mentioned in paragraph 10 above, a firm may include an
additional column in which for each account it includes the reference “Individual
Client Account” or “Omnibus Client Account”, as appropriate.

All references to the term “Client Transaction Account[s]” in an authorised central
counterparty acknowledgment letter should be made consistently in either the
singular or plural, as appropriate.

Money market deposits

The client bank account acknowledgment letter in CASS 7 Annex 2R may be used
with money market deposits identified as being client money.

A firm should ensure that client money placed in a money market deposit is clearly
identified as client money (see CASS 7.4.11CG).

Before a firm places client money in a money market deposit, it must have a client
bank account acknowledgement letter for that deposit. If the unique identifier
which will be associated with a money market deposit consisting of client money is
unable to be included in a client bank account acknowledgment letter before it is
duly countersigned and returned to the firm, a firm should set out in the body of the
letter: (a) the title and other account information for the client bank account from
which the deposits will be placed with the bank; and (b) how the firm will notify
the bank that a money market deposit placed with it consists of client money (eg, by
the inclusion of the words “Client Money Deposit’). For example, in the space
provided in the template letter in CASS 7 Annex 2R which allows a firm to include
the account title and a unique identifier for each relevant account/deposit, a firm
should include a statement to the following effect:

[[CASS Firm] money market deposits placed from [title of relevant [client
bank account], [sort code], [account number]] and identified with the
reference ‘[Client Money Deposit]’ as being client money)]

A firm which operates the alternative approach to client money segregation (see
CASS 7.4.18AR) might not make deposits of client money in a money market
deposit from another client bank account. In these circumstances, the firm need
only include in the body of the letter how the firm will notify the bank that a money
market deposit placed with it consists of client money. For example, the relevant
space in the template letter in CASS 7 Annex 2R may set out that:

[[CASS firm] money market deposits identified with the reference
‘[Client Money Deposit]” as being client money]
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Amend the following as shown.

A Client money distribution

TA.2 Primary pooling events

7A.2.7A G Ifafirm opens a client bank account after a primary pooling event, it must
comply with CASS 7.8.14R regarding acknowledgement letters.

9 Prime-brokerage Information to clients

After CASS 9.3 insert the following new section. The text is not underlined.
9.4 Information to clients concerning custody assets and client money

941 G  Firms are reminded that, under COBS 6.1.7R, a firm that holds client
designated investments or client money must provide its clients with specific
information about how the firm holds those client designated investments
and client money and how certain arrangements might give rise to specific
consequences or risks for those client designated investments and client
money.

9.4.2 R Afirm that holds custody assets or client money must:

(1) provide the information in COBS 6.1.7R for any custody assets the
firm may hold for a client, including any custody assets which are
not designated investments; and

(2) provide the information in COBS 6.1.7R and in (1) to each of its
clients.

943 G  Afirm should provide the information required in CASS 9.4.2R to any client
for whom it holds custody assets or client money, including a retail client, a
professional client and an eligible counterparty.

944 G @ Firms are reminded of their obligation, under COBS 4.2.1R, to be
fair, clear and not misleading in their communications with clients.

(2) Firms are also reminded of the requirements in respect of
communications made to retail clients under COBS 4.5.
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Transitional Provisions and Schedules

TP 1 Transitional Provisions

TP 11

1) (2) 3) (4) () (6)

Material to which Transitional provision Transitional Handbook
the transitional provision: provisions:

provision applies date in force | coming into

force

/A | CASS6.1.6BR

|70

Firms need not comply From 1 1 December
with this rule in respect of | December 2014

any arrangement relating | 2014 to 1 June
to the transfer of full 2015
ownership of a client’s
safe custody asset to the
firm for the purposes set
out in CASS 6.1.6R(1) and
CASS 6.1.6AR(1) that
existed before 1
December 2014, unless
and until the arrangement
is materially amended on
or after that date. Firms
must comply with this
rule in respect of any
arrangement for such
purposes that is entered
into on or after 1
December 2014.

7B | CASS6.1.12R to (1) Firms need not From 1 1 December
CASS 6.1.12CR comply with these rules in | December 2014
respect of a business 2014 to 1 June
relationship with a 2015
particular client consisting
of the provision of either
or both MiFID business
and designated investment
business services that

|70
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existed before 1
December 2014, unless
and until the terms
governing the relationship
are materially amended on
or after that date. Firms
must comply with these
rules in respect of any
such relationship that is
entered into on or after 1
December 2014.

(2) Where the rules in
column (2) are disapplied
by (1), CASS 6.1.12R to
CASS 6.1.16G will
continue to apply as they
were in force as at 30
November 2014.

CASS 6.3.4BR

|70

Firms need not comply

From 1

with this rule in respect of

December

1 December

2014

arrangements with third

2014 to 1 June

parties with whom it
deposits clients’ safe
custody assets or arranges
safeguarding and
administration of assets
which are clients’ safe
custody assets that were
entered into before 1
December 2014, unless
and until they are
materially amended on or
after that date. Firms
must comply with this
rule in respect of any
arrangements with such
third parties that are
entered into on or after 1
December 2014.

2015

CASS 7.1.8CR to

CASS 7.1.8DR

and CASS

7.1.10A to CASS

7.1.10CR

|70

Firms need not comply

From 1

with these rules in respect

December

1 December

2014

of a business relationship

2014 to 1 June

with a particular client
that existed before 1
December 2014, unless
and until the terms
governing the relationship
are materially amended on

2015
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or after that date. Firms
must comply with this
rule in respect of any such
relationship that is entered
into on or after 1
December 2014.

CASS 7.2.3BR

|70

Firms need not comply

From 1

with this rule in respect of

December

1 December

2014

any arrangement relating

2014 to 1 June

to the transfer of full
ownership of a client’s
money to the firm for the
purposes set out in CASS
7.2.3R(1) and CASS
7.2.3AR(1) that existed
before 1 December 2014,
unless and until the
arrangement is materially
amended on or after that
date. Firms must comply
with this rule in respect of
any arrangement for such
purposes that is entered
into on or after 1
December 2014.

2015

10B

CASS 7.2.8AAR

to CASS 7.2.8ER

|70

(1) These rules do not
apply in respect of a
business relationship with

From 1
December

1 December

2014

2014 to 1 June

a particular client that
existed before 1
December 2014, unless
and until the terms
governing the relationship
are materially amended on

or after that date. Firms
must comply with this
rule in respect of any such
relationship that is entered
into on or after 1
December 2014.

(2) Where the rules in
column (2) are disapplied
by (1), CASS 7.2.8R to
CASS 7.2.11G will
continue to apply as they
were in force as at 30
November 2014.

2015
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10C

CASS 7.4.17BR

to CASS
7.4.19CR

|70

(1) Firms that are
operating the alternative

From 1
December

1 December

2014

approach for any business

2014 to 31

line on 30 November
2014, having previously
sent a written
confirmation to the FCA
under CASS 7.4.15R, need

not comply with the rules
in column (1) for such
business line during the
period in column (5) and
may continue to segregate
client money during that
period for such business
line on the basis set out in
that confirmation to the
FCA, unless and until
during the period in
column (5) they start
complying with CASS
7.4.18AR to CASS
7.4.19CR for such
business line having
already complied with
CASS 7.4.17BR to CASS
7.4.17ER.

(2) In circumstances
where the rules in column
(2) are disapplied by (1),
CASS 7.4.16G to CASS
7.4.19G will continue to
apply as they were in
force as at 30 November
2014.

May 2015

10D

CASS 7.6.6AR

|70

(1) A firm operating an

From 1

internal reconciliation of

December

1 December
2014

client money balances that

2014to 31

is not a standard method

May 2015

of internal client money
reconciliation as at 30
November 2014 need not
comply with this rule,
except to the extent
referred to in (3).

(2) Where a firm does not
comply with the rule in
column (2) in accordance
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with (1), CASS 7.6.7R and
CASS 7.6.8R will
continue to apply to that
firm as they were in force
as at 30 November 2014.

(3)(a) In order for a firm
within (1) to operate an
internal reconciliation that
is not a standard method
of internal client money
reconciliation on 1 June
2015 it must, before that
date, have complied with
CASS 7.6.6AR(1)(b) and

(©).

(3)(b) A firm within
paragraph (1) that
materially changes its
internal reconciliation
method that is not a
standard method of
internal client money
reconciliation on or after
1 December 2014 must,
notwithstanding (1),
comply with the rule in
column (2) from the date
it makes these material

changes.

(4) In order for any firm
not within (1) to operate
an internal reconciliation
that is not a standard
method of internal client
money reconciliation on 1
December 2014 it must,
before that date, have
complied with CASS
7.6.6AR(1)(b) and (c).

10E

The changes to

CASS 7.8 in Part
2 of Annex C of
the Client Assets
Sourcebook
(Amendment No
5) Instrument
2014

|70

(1) Where the conditions

From 1

in (2) are met in respect of

December

1 December

2014

a firm’s client bank
account or client
transaction account, the
changes effected by the
provisions in the Annex
listed in column (2) do not
apply to the firm in

2014 to 1 June

2015
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respect of the client bank
account or client
transaction account and
therefore the provisions in
CASS 7.8.1R and CASS
7.8.2R amended by that
Annex will continue to
apply as they were in
force as at 31 November
2014.

(2) The conditions are: (a)
the client bank account or
client transaction account
was opened by the firm
before 1 December 2014;
(b) the firm complied with
CASS 7.8.1R or CASS
7.8.2R (as appropriate) in
respect of the client bank
account or client
transaction account
before 1 December 2014;
and (c) the client bank
account or client
transaction account is not
transferred to another
person during the period

in column (5).

12A

CASS 9.4R

|70

Firms need not comply

From 1

with this rule in respect of

December

1 December

2014

a business relationship
with a particular client
consisting of the provision

of either or both MiFID
business and designated
investment business
services that existed
before 1 December 2014,
unless and until the terms
governing the relationship
are materially amended on

or after that date. Firms
must comply with this
rule in respect of any such
relationship that is entered
into on or after 1
December 2014.

2014 to 1 June

2015
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Insert the following new rows in the appropriate numerical position in Schedule 1 (Record
keeping requirements). The new text is not underlined.

Sch 1.3G
Handbook Subject of Contents of When record | Retention period
reference record record must be made
CASS Written The agreement | When Five years from
6.1.6BR(3) agreement agreement date agreement
regarding any made terminated
arrangement
relating to the
transfer of full
ownership of a
client’s safe
custody asset to
the firm for the
purposes set out
in CASS
6.1.6R(1) and
CASS 6.1.6AR(1)
CASS Firm’s Description of Maintain up to | Not specified (see
6.1.12R(4) segregation of safe custody date default provision
money as client asset in CASS 6.5.3R)
money under this | question,
rule identity of
relevant client,
amount of
money
segregated
CASS Client’s Client’s written | At the time of | During the time the
6.1.12ER agreement to agreement client’s firm makes use or
firm’s use of agreement intends to make use
exemption in of the exemption in
CASS 6.1.12R CASS 6.1.12R in
respect of that
client’s safe
custody assets
CASS Safe custody Details of asset | When asset Indefinite
6.2.15R assets divested divested, divested
by the firm under | relevant

CASS 6.2.10R

documentation
and the firm’s
attempts to
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contact the client

concerned
CASS Client’s Client’s written | At the time of | During the time the
7.2.8ADR agreement to agreement client’s firm makes use or
firm’s use of agreement intends to make use
exemption in of the exemption in
CASS 7.2.8R CASS 7.2.8R in
respect of that
client’s monies
CASS Client money Details of When balance | Indefinite
7.2.23R paid to charity by | balances released
the firm under released,
CASS 7.2.19R relevant
documentation
and the firm’s
attempts to
contact the client
concerned
CASS Client money Details of When balance | Not specified (see
7.2.25R(4) paid to charity by | balances released default provision
the firm under released and CASS 7.6.4R)
CASS 7.2.25R relevant
documentation
CASS Firm’s adoption | Reasons for Before Five years after it
7.4.17BR of the alternative | concluding that | adopting ceases to use the
approach the normal alternative alternative
approach would | approach approach in

lead to greater
risk to client
money, adopting
the alternative
approach would
not result in
undue risk to
client money, the
alternative
approach is
appropriate for
use by the
particular
business line,
and the firm has
adequate
systems and
controls

connection with
that business line
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CASS Alternative Details of money | Maintain up to | Five years (after
7.4.19AR to | approach segregated under | date the firm ceases to
CASS alternative CASS 7.4.18BR retain money as
7.4.1CR approach required by client money under
mandatory these rules CASS 7.4.18BR)
prudent
segregation
record
CASS Acknowledgment | Countersigned From date of Five years from
7.8.9R(1) letters acknowledgment | receipt closure of last
letter account to which
the
acknowledgment
letter relates
CASS Acknowledgment | Copy of From date firm | Five years from
7.8.9R(2) letters acknowledgment | sends the letter | closure of last
letter sent to account to which
authorised the
central acknowledgment
counterparty letter relates
under CASS
7.8.3R(1)
CASS Acknowledgment | Any other None specified | None specified (see
7.8.10R letters documentation default provision

or evidence the
firm believes
necessary to
demonstrate
compliance with
CASS 7.8

CASS 7.6.4R)

Insert the following new rows in the appropriate numerical position in Schedule 2
(Notification requirements). The new text is not underlined.

Sch 2.1G
Handbook Matter to be Contents of Trigger Time allowed
reference notified notification event
CASS The firm’s That intention | Forming the | Not less than seven
7.2.17GR intention to intention days before the

transfer client
money under
CASS 7.2.17BR
and/or 7.2.17DR

transfer of the client
money in question
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CASS Firm’s intention | Firm’s At least three | At least three months
7.4.17DR to adopt the intention to months prior | prior to adopting the
alternative adopt the to adopting alternative approach
approach for a alternative the for that business line
particular approach for a | alternative
business line particular approach for
business line | that business
line
CASS 7.6.6AR | Firm’s intention | Firm’s Forming the | Before using a non-
to use a non- intention to intention standard method of
standard method | use a non- internal client money
of internal client | standard reconciliation
money method of
reconciliation internal client
money
reconciliation
Part 3: Comes into force on 1 June 2015

[Editor’s Note: Some of the amendments set out in this Part amend provisions set out in Parts
1 and 2 of this Annex.]

Application for affiliates

1.29A G

1.2.11 R

(2) For business that is not MiFID business, the operation of the
custody chapter or the client money chapter may differ if a firm’s
client is an affiliated company and depending on certain other
conditions (see, for example, CASS 6.1.10BR and CASS #+12AR
7.10.26R).

1)

(2) In accordance with CASS #+45HR 7.10.36R, a firm which is
subject to the client money chapter and holds money both (i) in its
capacity as a trustee firm and (ii) other than in its capacity as a
trustee firm must not keep money held in in its capacity as a trustee
firm in the same client bank account or client transaction account as
money held other than in its capacity as a trustee firm.
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1.2.13 G  Afirm may opt to hold under a single chapter money that would otherwise
be held under different chapters (see CASS #13-R 7.10.3R and CASS
+LA5BAR 7.10.30R). However, making such an election does not remove
the requirement under CASS 1.2.11R(1).

3 Collateral
3.2 Requirements
Application
3.24 G  When appropriate, firms that enter into the arrangements with retail clients

covered in this chapter will be expected to identify in the statement of
custody assets sent to the client in accordance with COBS 16.4 (Statements
of client designated investments or client money) or CASS 9.5 (Reporting
to clients on request) details of the assets which form the basis of the
arrangements. Where the firm utilises global netting arrangements, a
statement of the assets held on this basis will suffice.

6 Custody rules

6.1 Application

Termination of title transfer collateral arrangements

6.18A R (1) If a client communicates to a firm that it wishes (whether pursuant to
a contractual right or otherwise) to terminate an arrangement relating
to the transfer of full ownership of its safe custody asset to a firm for
the purposes set out in CASS 6.1.6R(1) and CASS 6.1.6AR(1) and
the client’s communication is not in writing, the firm must make a
written record of the client’s communication which also records the
date the communication was received.

(2)  Afirm must keep a client’s written communication, or a written
record of the client’s communication in (1), for five years, starting
from the date the communication was received by the firm.

3) @ If a firm agrees to the termination of an arrangement relating
to the transfer of full ownership of a client’s safe custody
asset to the firm, it must notify the client of its agreement in
writing. The notification must state when the termination is
to take effect and whether or not the client’s safe custody
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asset will be held under the custody rules by the firm
thereafter.

(b) If a firm does not agree to terminate an arrangement relating
to the transfer of full ownership of a client’s safe custody
asset to the firm, it must notify the client of its disagreement

in writing.

(4)  Afirm must keep a written record of any notification it makes to a
client under (3) for a period of five years, starting from the date the
notification was made.

CASS 6.1.8AR(3)(a) refers only to a firm’s agreement to terminate an
existing arrangement relating to the transfer of full ownership of a client’s
safe custody asset to the firm. Such agreement by a firm does not
necessarily need to amount to the termination of its entire agreement with
the client.

When a firm notifies a client under CASS 6.1.8AR(3)(a) of when the
termination of an arrangement relating to the transfer of full ownership of
the safe custody asset to a firm is to take effect, it should take into account:

(1) any relevant terms relating to such a termination that have been
agreed with the client; and

(2)  the period of time it reasonably requires to return the safe custody
asset to the client or to update the registration under CASS 6.2
(Holding of client assets) and update its records under CASS 6.6
(Records, accounts and reconciliations),

If an arrangement relating to the transfer of full ownership of safe custody
assets to a firm for the purposes set out in CASS 6.1.6R(1) and CASS
6.1.6AR(1) is terminated, then the exemption at CASS 6.1.6R(1) no longer

applies.

(1)  Following the termination of an arrangement relating to the transfer
of full ownership of safe custody assets to a firm for the purposes set

out in CASS 6.1.6R(1) and CASS 6.1.6AR(1), where a firm does not
immediately return the safe custody assets to the client the firm
should consider whether the custody rules apply in respect of the
safe custody assets pursuant to CASS 6.1.1R(1A) to (1C).

(2)  Where the custody rules apply to a firm for safe custody assets in
these circumstances then the firm is required to comply with those
rules and should, for example, update the registration under CASS
6.2 (Holding of client assets), update its records under CASS 6.6
(Records, accounts and reconciliations) and treat any shortfall in
accordance with CASS 6.6.54R (in each case as appropriate).
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4) Where a firm intends to segregate money as client money instead of
the client’s safe custody asset under (3) it must, before doing so,
ensure that this would result in money being held for the relevant
client in respect of the shortfall under CASS #£2R 7.12.2R

(statutory trust).
()

@) ensure the money is segregated under CASS 4 7.13
(Segregation of client money) and recorded as being held for
the relevant client(s) under CASS %6 7.15 (Records, accounts
and reconciliations);

Reference Rule
CASS 6.2.3R and CASS6:2.6G Registration and recording of legal
CASS 6.2.3BG title
CASS 65 6.6 Records, accounts and
reconciliations

1) Subject to (2), when a firm is acting as trustee or depositary of an
AIF the firm need comply only with the custody rules in the table

below:

Reference Rule
CASS 6.2.3R, CASS 6-24R Registration and recording of
6.2.3BG to CASS 6.2.6G legal title

CASS 6.5.1R-CASS 6:5.2AR, Records, accounts and
CASS6-5-3R,-CASS6-5-13R(1A) | reconciliations
and-CASS-6-5-14G CASS 6.6.2R
CASS 6.6.4R, CASS 6.6.6R,
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CASS 6.6.7R, CASS 6.6.57R(2)
and CASS 6.6.58G

@) When a firm is acting as trustee or depositary of an AIF that is an
authorised AIF the firm must, in addition to the custody rules set out
in (1), also comply with the custody rules in the table below:

Reference Rule

CASS-6:54-G(1A) - CASS Records, accounts and
6.5.4G(4), CASS 6.5.5R, CASS reconciliations

CASS 6.6.8R, CASS 6.6.11R to
CASS 6.6.32G, CASS 6.6.41G,
CASS 6.6.43G and CASS
6.6.47G.

6.1.16J R  Only the custody rules in the table below apply to a firm when arranging
safeguarding and administration of assets:

Reference Rule

it third nart]

Registration and recording of legal title

6.2.3 R  Totheextentpracticable;a A firm must effect appropriate registration or

recording of legal title to a safe custody asset in the name of:

) the client {er-where-appropriate-the-trustee-firmy), unless the client is

an authorised person acting on behalf of its client, in which case it
may be registered in the name of the client of that authorised person;

(3) any other third party, if the firm is not a trustee firm but is prevented
from regqistering or recording legal title in the way set out in (1) or (2)
and provided that:
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4) the firm, if either:

@) it is not a trustee firm but is prevented from registering or
recording legal title in the way set out in (1), (2) or (3) and

provided that:

[0} the safe custody asset is subject to the law or market
practice of a jurisdiction outside the United Kingdom
and the firm has taken reasonable steps to determine
that it is in the client's best interests to register or
record it in that way, or that it is not feasible to do
otherwise, because of the nature of the applicable law
or market practice; and

B) the firm has notified the client if a professional client,
(ii)  or obtained prior written consent if a retail client; or

(b) it is a trustee firm and is prevented from registering or
recording legal title in the way set out in (1) or (2).

6.2.3B G  Afirm, when complying with CASS 6.2.3R(3) or CASS 6.2.3R(4)(a), will be
expected to demonstrate that adequate investigations have been made of the
jurisdiction concerned by reference to local sources, which may include an
appropriate legal opinion.

6.2.4 R A firm must accept the same level of responsibility to its client for any
nominee company controlled by the firm, or any nominee company controlled
by an affiliated company of the firm, with respect of any requirements of the
custody rules.

6.2.5 R Afirm may only register or record legal title to its own applicable assets
asset in the same name as that in which legal title to a client’s safe custody
asset is registered or recorded if the firm's applicable asset is separately
identified from the client’s safe custody asset in the firm's records, and either
or both of the conditions in (1) and (2) are met:.

1) he firm! licabl v identified in the firm!
records-from-the-safecustody-assets:or The firm’s holding of its own

applicable asset arises incidentally to:

(@ designated investment business it carries on for the account of
any client; or

(b)  steps taken by the firm to comply with an applicable custody
rule;

and, in the case of either (a) or (b), the situation where registration or
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recording of legal title of the firm’s applicable asset is in the same
name as the client’s safe custody asset under this rule remains in
place only to the extent that it is reasonably necessary.

The reqistration or recording of legal title of the firm’s own
applicable asset in the same name as the client’s safe custody asset is
only as a result of the law or market practice of a jurisdiction outside

of the United Kingdom the-firm-registers-or-recordsa-safe-custody

6.2.6 G  Adfirmwhencomplying-with-CASS6:2.3R(3)-6r CASS6-2.3R{4)- will-be

Consistent with a firm’s requirements to protect clients’ safe custody
assets and have adequate organisation arrangements in place (CASS
6.2.1R and CASS 6.2.2R), before a firm reqgisters or records legal title
to its own applicable asset in the same name as that in which legal
title to a client’s safe custody asset is registered or recorded under
CASS 6.2.5R, it should consider whether there are any means to avoid

doing so.

Examples of where the conditions under CASS 6.2.5R(1) might be
met include in the course of a firm:

(@ correcting a dealing error that relates to a transaction for the
account of a client; or

(b) maintaining a small balance of the firm’s own applicable
assets for purely operational or compliance purposes (eq, as a
float to cover potential custody shortfalls) in an amount that is
proportionate to the total amount of safe custody assets held
for clients; or

©) allocating safe custody assets to clients following settlement
of a bulk order; or

[(s)] facilitating a client transaction that involves fractional
entitlements; or

(€e) making good a shortfall.

Depositing safe custody assets with third parties

6.3.1 R

(1A) Aﬁm%#%#&#&nges—m&mg&m%a#ee%mdy—rwestmem _

through-a-third-party-must-exercise-al-due-skill-care-and-diligence-in
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the-selection-and-appointment-of-the-third-party- [deleted]
)

(4)

FegHed-i this |_ule FRe-HFm |nust_|nalee the-record-on-the-date H
mal'elesr the seleet|Fe|| a'l'd 'F'.'HSt xeep-it-from t:'e ella_telel Sueh sel IeleltlenF
custody-assets-belonging-to-clients: [deleted]

[Note: articles16(H()and article 17(1) of the MiFID implementing

Directive]

In discharging its obligations under this-seetion CASS 6.3.1R, a firm should
also consider, as appropriate, together with any other relevant matters:

1) once-a-safe-custody-asset-has-beenlodged-by-the-firm-w
party. the third party's performance of its services to the firm;

3) current industry standard reports, for example Finanecial Reporting
and-Auditing-Group-(FRAG)-21-repert “Assurance reports on

internal controls of services organisations made available to third
parties” made in line with Technical Release AAF 01/06 of The
Institute of Chartered Accountants in England and Wales or s
equivalent;

(5) the eredit-rating credit-worthiness of the third party; and

(6) any other activities undertaken by the third party and, if relevant, any
affiliated company; and

whether the third party has the appropriate requlatory permissions.

S

A firm must make a record of the grounds upon which it satisfies
itself as to the appropriateness of its selection and appointment of a
third party under CASS 6.3.1R. The firm must make the record on
the date it makes the selection or appointment and must keep it from
that date until five years after the firm ceases to use the third party to
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hold safe custody assets belonging to clients.

A firm must make a record of each periodic review of its selection
and appointment of a third party that it conducts under CASS 6.3.1R,
its considerations and conclusions. The firm must make the record
on the date it completes the review and must keep it from that date
until five years after the firm ceases to use the third party to hold safe
custody assets belonging to clients.

[deleted]

A Subject to (2), a firm must only deposit safe custody assets with a
third party in a jurisdiction which specifically regulates and
supervises the safekeeping of safe custody assets for the account of
another person with a third party who is subject to such regulation.

A firm must take the necessary steps to ensure that any client's safe custody

assets deposited with a third party are identifiable separately from the

applicable assets belonging to the firm and from the applicable assets

belonging to that third party, by means of differently titled accounts on the

books of the third party or other equivalent measures that achieve the same
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level of protection.

[Note: article 16(1)(d) of the MiFID implementing Directive]

CASS 6.5 (Records, accounts and reconciliations) is deleted in its entirety. The deleted text
is not shown.

After CASS 6.5 (deleted) insert the following new section. The text is not underlined

6.6

6.6.1

6.6.2

6.6.3

6.6.4

6.6.5

6.6.6

Records, accounts and reconciliations

Records and accounts

G

This section sets out the requirements a firm must meet when keeping
records and accounts of the safe custody assets it holds for clients.

A firm must keep such records and accounts as necessary to enable it at any
time and without delay to distinguish safe custody assets held for one client
from safe custody assets held for any other client, and from the firm's own
applicable assets.

[Note: article 16(1)(a) of the MiFID implementing Directive]

A firm must maintain its records and accounts in a way that ensures their
accuracy, and in particular their correspondence to the safe custody assets
held for clients.

[Note: article 16(1)(b) of the MiFID implementing Directive]
A firm must maintain a client-specific safe custody asset record.

The requirements in CASS 6.6.2R to CASS 6.6.4R are for a firm to keep
internal records and accounts of clients’ safe custody assets. Therefore, any
records falling under those requirements should be maintained by the firm,
and should be separate to any records the firm may have obtained from any
third parties, such as those with whom it may have deposited, or through
whom it may have registered legal title to, clients’ safe custody assets.

Right to use agreements

R

A firm must keep a copy of every executed client agreement that includes
that firm's right to use safe custody assets for its own account (see CASS
6.4.1R), including in the case of a prime brokerage agreement the disclosure
annex referred to in CASS 9.3.1R.

General record-keeping
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Unless otherwise stated, a firm must ensure that any record made under the
custody rules is retained for a period of five years starting from the later of:

1) the date it was created; and

(@) (if it has been modified since the date it was created), the date it was
most recently modified.

For each internal custody record check, each physical asset reconciliation
and each external custody reconciliation carried out by a firm, it must make
a record including:

1) the date it carried out the relevant process;
@) the actions the firm took in carrying out the relevant process; and

3 a list of any discrepancies the firm identified and the actions the firm
took to resolve those discrepancies.

Policies and procedures

G

Firms are reminded that they must, under SYSC 6.1.1R, establish, implement
and maintain adequate policies and procedures sufficient to ensure
compliance of the firm with the rules in this chapter. This should include, for
example, establishing and maintaining policies and procedures concerning:

1) the frequency and method of the checks and reconciliations the firm
is required to carry out under this section;

@) the frequency with which the firm is required to review its
arrangements in compliance with this chapter; and

(3) the resolution of discrepancies and the treatment of shortfalls under
this section.

Internal custody record checks

G

1) An internal custody record check is one of the steps a firm takes to
satisfy its obligations under:

@) Principle 10 (Clients’ assets);

(b) CASS 6.2.2R (Requirement to have adequate organisational
arrangements);

(©) CASS 6.6.2R to CASS 6.6.4R (Records and accounts); and

(d) where relevant, SYSC 4.1.1R (General requirements) and
SYSC 6.1.1R (Compliance).

@) An internal custody record check is a check as to whether the firm's
records and accounts of the safe custody assets held by the firm
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(including, for example, those deposited with third parties under
CASS 6.3 (Depositing safe custody assets with third parties))
correspond with the firm’s obligations to its clients to hold those safe
custody assets.

1) A firm must perform an internal custody record check:

@) subject to (2), as regularly as is necessary but without
allowing more than one month to pass between each internal
custody record check; and

(b) as soon as reasonably practicable after the date to which the
internal custody record check relates.

2 A firm that holds no safe custody assets other than physical safe
custody assets must perform an internal custody record check as
regularly as necessary but, in any case, no less often than its physical
asset reconciliations under CASS 6.6.22R.

CASS 6.6.44R sets out the matters which a firm must have regard to when
determining the frequency at which to undertake an internal custody record
check.

A firm must perform an internal custody record check using either the
internal custody reconciliation method or the internal system evaluation
method. It must not use a combination of these methods.

A firm must only use its internal records (for example, its depot and client-
specific ledgers for safe custody assets or other internal accounting records)
in order to perform an internal custody record check.

CASS 6.6.14R means that a firm must not base its internal custody record
checks on any records that the firm may have obtained from any third
parties, such as those with whom it may have deposited, or through whom it
may have registered legal title to, clients’ safe custody assets.

The internal custody reconciliation method for internal custody record checks

A firm may only use the internal custody reconciliation method if:

1) it separately maintains an aggregate safe custody asset record and a
client-specific safe custody asset record; and

@) its aggregate safe custody asset record and its client-specific safe
custody asset record are capable of being compared.

The internal custody reconciliation method requires a firm to perform a
comparison between its aggregate safe custody asset record and its client-
specific safe custody asset record, as at the date of the internal custody
record check.
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The internal system evaluation method for internal custody record checks

G

R

G

1)

@)

The internal system evaluation method is available to any firm,
including one that is not able to use the internal custody
reconciliation method because it does not meet the requirements at
CASS 6.6.16R(1) and (2).

The purpose of the internal system evaluation method is to detect
weaknesses in a firm’s systems and controls and any recordkeeping
discrepancies. However, this method is not designed to substitute a
firm’s other measures for ensuring compliance with the custody
rules, such as monitoring the accuracy of its records (see also CASS
6.2.2R and CASS 6.6.3R).

The internal system evaluation method requires a firm to:

1)

)

©)

establish a process that evaluates:

(@)

(b)

the completeness and accuracy of the firm’s internal records
and accounts of safe custody assets held by the firm for
clients, in particular whether sufficient information is being
completely and accurately recorded by the firm to enable it
to:

Q) comply with CASS 6.6.4R; and

(i) readily determine the total of all the safe custody
assets that the firm holds for its clients; and

whether the firm’s systems and controls correctly identify and
resolve all discrepancies in its internal records and accounts
of safe custody assets held by the firm for clients;

run the evaluation process established under (1) on the date of each
internal custody record check; and

promptly investigate and, without undue delay, resolve any causes of
discrepancies that the evaluation process reveals.

The evaluation process under CASS 6.6.19R(1) should verify that the firm’s
systems and controls correctly identify and resolve at least the following
types or causes of discrepancies:

(1)

)
(3)

items in the firm’s records and accounts that might be erroneously
overstating or understating the safe custody assets held by a firm (for
example, ‘test’ entries and ‘balancing’ entries);

negative balances;

processing errors;
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4 journal entry errors (eg, omissions and unauthorised system entries);
and

5) IT errors (eg, software issues that could lead to inaccurate records).

Physical asset reconciliations

G

1) A physical asset reconciliation is a separate process to the internal
custody record check. Firms that hold physical safe custody assets
for clients are required to perform both processes.

@) The purpose of a physical asset reconciliation is to check that a
firm’s internal records and accounts of the physical safe custody
assets kept by the firm for clients are accurate and complete, and to
ensure any discrepancies are investigated and resolved.

A firm that holds physical safe custody assets must perform a physical asset
reconciliation for all the physical safe custody assets it holds for clients:

1) as regularly as is necessary but without allowing more than six
months to pass between each physical asset reconciliation; and

(@) as soon as reasonably practicable after the date to which the physical
asset reconciliation relates.

CASS 6.6.44R sets out the matters which a firm must have regard to when
determining the frequency at which to undertake a physical asset
reconciliation.

When performing a physical asset reconciliation a firm must:

1) count all the physical safe custody assets held by the firm for clients
as at the date to which the physical asset reconciliation relates; and

(@) compare the count in (1) against what the firm’s internal records and
accounts state as being in the firm’s possession as at the same date.

A firm must perform each physical asset reconciliation under CASS 6.6.24R
using the total count method or the rolling stock method.

Regardless of the method used, a firm should ensure that all safe custody
assets held by the firm as physical safe custody assets for clients are subject
to a physical asset reconciliation at the frequency required under CASS
6.6.22R.

If a firm completes a physical asset reconciliation in a single stage, such that
the firm:

1) performs a single count under CASS 6.6.24R(1) which encompasses
all the physical safe custody assets held by the firm for clients as at
the date to which the physical asset reconciliation relates; and
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@) compares that count against the firm’s internal records and accounts
in accordance with CASS 6.6.24R(2),

then the firm will have used the total count method for that physical asset
reconciliation.

If a firm completes a physical asset reconciliation in two or more stages,
such that the firm:

1) performs two or more counts under CASS 6.6.24R(1) (each on a
separate occasion and relating to a different stock line or group of
stock lines forming part of the firm’s overall holdings of physical
safe custody assets) which, once all of the counts are complete,
encompass all the physical safe custody assets held by the firm for
clients; and

@) compares each of those counts against the firm’s internal records and
accounts in accordance with CASS 6.6.24R(2),

then the firm will have used the rolling stock method for that physical asset
reconciliation.

(1)  The rolling stock method allows a firm to perform its physical asset
reconciliation in several stages, with each stage referring to a line of
stock or group of stock lines in a designated investment selected by a
firm (for example, all the shares with an issuer whose name begins
with the letter *A’ or all the stock lines held in connection with a
particular business line).

(2)  Where a firm uses the rolling stock method to perform a physical
asset reconciliation, all the stages in that physical asset
reconciliation must be completed in time to ensure the firm complies
with CASS 6.6.22R.

(1) If a firm wishes to use the rolling stock method to perform a physical
asset reconciliation it must first establish and document in writing its
reasons for concluding that the way in which it will carry out its
physical asset reconciliation is adequately designed to mitigate the
risk of the firm’s records being manipulated or falsified.

(2)  Afirm must retain any documents created under (1) for a period of at
least five years after the date it ceases to use the rolling stock method
to perform its physical asset reconciliation.

The documents under CASS 6.6.30R(1) should, for example, cover the
systems and controls the firm will have in place to mitigate the risk of
‘teeming and lading’ in respect of all the physical safe custody assets held
by the firm for clients and across all the firm’s business lines.

To meet the requirement to have adequate organisational arrangements
under CASS 6.2.2R, a firm should consider performing “‘spot checks’ as to
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whether title to an appropriate sample of physical safe custody assets that it
holds is registered correctly under CASS 6.2.3R (Registration and recording
of legal title).

External custody reconciliations

G

The purpose of an external custody reconciliation is to ensure the
completeness and accuracy of a firm’s internal records and accounts of safe
custody assets held by the firm for clients against those of relevant third
parties.

A firm must conduct, on a regular basis, reconciliations between its internal
records and accounts of safe custody assets held by the firm for clients and
those of any third parties by whom those safe custody assets are held.

[Note: article 16(1)(c) of the MiFID implementing Directive]

In CASS 6.6.34R, the third parties whose records and accounts a firm is
required to reconcile its own internal records and accounts with must
include:

1) the third parties with which the firm has deposited clients’ safe
custody assets; and

@) where the firm has not deposited a client’s safe custody asset with a
third party, the third parties responsible for the registration of legal
title to that safe custody asset.

Examples of the sorts of third parties referred to at CASS 6.6.35R(2) include
central securities depositaries, operators of collective investment schemes,
and administrators of offshore funds.

A firm must conduct external custody reconciliations:

1) as regularly as necessary but with no more than one month between
each external custody reconciliation; and

@) as soon as reasonably practicable after the date to which the external
custody reconciliation relates.

CASS 6.6.44R sets out the matters which a firm must consider when
determining the frequency at which to undertake an external custody
reconciliation.

Where a firm holds clients’ safe custody assets electronically with a central
securities depositary which is able to provide adequate information to the
firm on its holdings on a daily basis, it is best practice under CASS
6.6.37R(1) for the firm to conduct an external custody reconciliation each
business day in respect of those assets.

Where a firm deposits safe custody assets belonging to a client with a third
party, in complying with the requirements of CASS 6.6.34R, the firm should
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seek to ensure that the third party provides the firm with adequate
information (for example, in the form of a statement) as at a date specified
by the firm which details the description and amounts of all the safe custody
assets credited to the relevant account(s) and that this information is
provided in sufficient time to allow the firm to carry out its external custody
reconciliations under CASS 6.6.37R.

If a firm acting as trustee or depositary of an AIF that is an authorised AIF
deposits safe custody assets belonging to a client with a third party, under
article 89(1)(c) (Safekeeping duties with regard to assets held in custody) of
the AIFMD level 2 regulation, the firm should seek to ensure that the third
party provides the firm with adequate information (for example, in the form
of a statement) as at a date or dates specified by the firm which details the
description and amounts of all the safe custody assets credited to the
account(s) and that this information is provided in adequate time to allow
the firm to carry out the periodic reconciliations required under article
89(1)(c) (Safekeeping duties with regard to assets held in custody) of the
AIFMD level 2 regulation.

External custody reconciliations must be performed for each safe custody
asset held by the firm for its clients, except for physical safe custody assets.
A reconciliation of transactions involving safe custody assets, rather than of
the safe custody assets themselves, will not satisfy the requirement under
CASS 6.6.34R.

A firm acting as trustee or depositary of an AIF that is an authorised AIF
should perform the reconciliation under article 89(1)(c) (Safekeeping duties
with regard to assets held in custody) of the AIFMD level 2 regulation:

1) as regularly as is necessary having regard to the frequency, number
and value of transactions which the firm undertakes in respect of safe
custody assets, but with no more than one month between each
reconciliation; and

(@) as soon as reasonably practicable after the date to which the
reconciliation relates;

to ensure the accuracy of its internal records and accounts against those of
third parties by whom client’s safe custody assets are held.

Frequency of checks and reconciliations under this section

R

When determining the frequency at which it will undertake its internal
custody record checks under CASS 6.6.11R, physical asset reconciliations
under CASS 6.6.22R, and external custody reconciliations under CASS
6.6.37R, a firm must have regard to:

1) the frequency, number and value of transactions which the firm
undertakes in respect of clients’ safe custody assets; and

@) the risks to which clients’ safe custody assets are exposed, such as
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the nature, volume and complexity of the firm’s business and where
and with whom safe custody assets are held.

A firm must make and retain records sufficient to show and explain
any decision it has taken under CASS 6.6.44R when determining the
frequency of its internal record custody checks, physical asset
reconciliations and external custody reconciliations. Subject to (2),
such records must be retained indefinitely.

If any decision under CASS 6.6.44R is superseded by a subsequent
decision under that rule then the record of that earlier decision
retained in accordance with (1) need only be retained for a further
period of five years from the subsequent decision.

Subject to (3), a firm must review the frequency at which it conducts
internal custody record checks, physical asset reconciliations and
external custody reconciliations at least annually to ensure that it
continues to comply with CASS 6.6.11R, CASS 6.6.22R and CASS
6.6.37R, respectively, and has given due consideration to the matters
in CASS 6.6.44R.

For each review a firm undertakes under (1), it must record the date
and the actions it took in reviewing the frequency of its internal
custody record checks, physical asset reconciliations and external
custody reconciliations.

A firm need not carry out a review under (1) in respect of its internal
custody record checks, physical asset reconciliations or external
custody reconciliations, if it already conducts the particular process
in respect of all relevant safe custody assets each business day.

Independence of person performing checks and reconciliations

G

Whenever possible, a firm should ensure that checks and reconciliations are
carried out by a person (for example an employee of the firm) who is
independent of the production or maintenance of the records to be checked
and/or reconciled.

Resolution of discrepancies

G

In this section, a discrepancy should not be considered to be resolved until it
is fully investigated and corrected, and any associated shortfall is made good
by way of the firm ensuring that:

1)

)

it is holding (under the custody rules) each of the safe custody assets
that the firm ought to be holding for each of its clients; and

its own records, and the records of any relevant other person (such as
a third party with whom the firm deposited the safe custody assets)
accurately correspond to the position under (1).
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When a firm identifies a discrepancy as a result of carrying out an internal
custody record check, physical asset reconciliation or external custody
reconciliation, the firm must promptly investigate the reason for the
discrepancy and resolve it without undue delay and must take appropriate
steps under CASS 6.6.54R for the treatment of any shortfalls until that
discrepancy is resolved.

When a firm identifies a discrepancy outside of its processes for an internal
custody record check, physical asset reconciliation or external custody
reconciliation, the firm must take all reasonable steps both to investigate the
reason for the discrepancy and to resolve it. It must also take appropriate
steps under CASS 6.6.54R for the treatment of shortfalls until that
discrepancy is resolved.

Where the discrepancy identified under CASS 6.6.49R or CASS 6.6.50R has
arisen as a result of a breach of the custody rules, the firm should ensure it
takes sufficient steps to avoid a reoccurrence of that breach (see Principle 10
(Clients’ assets), CASS 6.6.3R and, as applicable, SYSC 4.1.1R(1) and SYSC
6.1.1R).

Items recorded or held within a suspense or error account fall within the
scope of discrepancies in this section.

Items recorded in a firm’s records and accounts that are no longer recorded
by relevant third parties (such as ‘liquidated stocks’) also fall within the
scope of discrepancies in this section.

Treatment of shortfalls

R

1) This rule applies where a firm identifies a discrepancy as a result of,
or that reveals, a shortfall, which the firm has not yet resolved.

@) Subject to (3), until the discrepancy is resolved a firm must do one of
the following:

@ appropriate a sufficient number of its own applicable assets
to cover the value of the shortfall and hold them for the
relevant clients under the custody rules in such a way that the
applicable assets, or the proceeds of their liquidation, will be
available for distribution for the benefit of the relevant clients
in the event of the firm’s failure and, in doing so:

(i) ensure that the applicable assets are clearly
identifiable as separate from the firm’s own property
and are recorded by the firm in its client-specific
safe custody asset record as being held for the
relevant client;

(i) keep a record of the actions the firm has taken under
this rule which includes a description of the
shortfall, identifies the relevant affected clients, and
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lists the applicable assets that the firm has
appropriated to cover the shortfall; and

update the record made under (ii) whenever the
discrepancy is resolved and the firm has re-
appropriated the applicable assets; or

(provided that doing so is consistent with the firm’s
permissions and would result in money being held for the
relevant client) in respect of the shortfall under CASS 7.7.2R
(statutory trust) appropriate a sufficient amount of its own
money to cover the value of the shortfall, hold it for the
relevant client as client money under the client money rules
and, in doing so:

(i)

(i)

(iii)

ensure the money is segregated under CASS 7.13
(Segregation of client money) and recorded as being
held for the relevant client under CASS 7.15
(Records, accounts and reconciliations);

keep a record of the actions the firm has taken under
this rule which includes a description of the
shortfall, identifies the relevant affected clients, and
specifies the amount of money that the firm has
appropriated to cover the shortfall; and

update the record made under (ii) whenever the
discrepancy is resolved and the firm has re-
appropriated the money; or

appropriate a number of applicable assets in accordance with
(@) and an amount of money in accordance with (b) which, in
aggregate, are sufficient to cover the value of the shortfall.

If the firm, where justified, concludes that another person is
responsible for the discrepancy then, regardless of any dispute with
that other person or whether the discrepancy is due to a timing
difference between the accounting systems of that other person and
that of the firm, the firm must take all reasonable steps to resolve the
situation without undue delay with the other person. Until the
discrepancy is resolved the firm must consider whether it would be
appropriate to notify the affected client of the situation, and may take
steps under (2) for the treatment of shortfalls until that discrepancy is
resolved.

In considering whether it should notify affected clients under CASS 6.6.54R
(3), a firm should have regard to its obligations under the client’s best
interests rule to act honestly, fairly and professionally in accordance with
the best interests of its clients, and to Principle 7 (communications with
clients).
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The value of a shortfall for the purposes of CASS 6.6.54R may be
determined by the previous day’s closing mark to market valuation
or, if in relation to a particular safe custody asset none is available,
the most recently available valuation.

Where a firm is taking the measures under CASS 6.6.54R(2) in
respect of a particular shortfall it should, as regularly as necessary,
and having regard to Principle 10:

@) review the value of the shortfall in line with (1); and

(b) where the firm has found that the value of the shortfall has
changed, adjust either or both the number of own applicable
assets and the amount of money it has appropriated to ensure
that in aggregate the assets and monies set aside are sufficient
to cover the changed value of the shortfall.

Notification requirements

R

A firm must inform the FCA in writing without delay if:

(1)

()

©)

(4)

()

(6)

its internal records and accounts of the safe custody assets held by
the firm for clients are materially out of date, or materially inaccurate
or invalid, so that the firm is no longer able to comply with the
requirements in CASS 6.6.2R to CASS 6.6.4R; or

if it is a firm acting as trustee or depositary of an AIF and has not
complied with, or is materially unable to comply with, the
requirements in CASS 6.6.2R or in article 89(1)(b) or 89(1)(c)
(Safekeeping duties with regard to assets held in custody) of the
AIFMD level 2 regulation; or

it will be unable, or materially fails, to take the steps required under
CASS 6.6.54R for the treatment of shortfalls; or

it will be unable, or materially fails, to conduct an internal custody
record check in compliance with CASS 6.6.11R to CASS 6.6.19R; or

it will be unable, or materially fails, to conduct a physical asset
reconciliation in compliance with CASS 6.6.22R to CASS 6.6.30R;
or

it will be unable, or materially fails, to conduct an external custody
reconciliation in compliance with CASS 6.6.34R to CASS 6.6.37R.

Annual audit of compliance with the custody rules

G

Firms are reminded that the auditor of the firm has to confirm in the report
submitted to the FCA under SUP 3.10 (Duties of auditors: notification and
report on client assets) that the firm has maintained systems adequate to
enable it to comply with the custody rules.
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CASS 7.1 to CASS 7.8 and CASS 7 Annex 1 are deleted in their entirety. The deleted text is

not shown.

After CASS 7.9 [deleted] insert the following new sections. The text is not underlined.

7.10

7.10.1

7.10.2

7.10.3

Client money rules

Application and purpose

R This chapter applies to a firm that receives money from or holds money for,
or on behalf of, a client in the course of, or in connection with, its:

1)
()

MiFID business; and/or

designated investment business;

unless otherwise specified in this section.

G Afirmis reminded that when CASS 7.10.1R applies it should treat client
money in an appropriate manner so that, for example:

(1)

()

(3)

if it holds client money in a client bank account that account is held in
the firm’s name in accordance with CASS 7.13.13R;

if it allows another person to hold client money this is effected under
CASS 7.14; and

its internal client money reconciliation takes into account any client
equity balance relating to its margined transaction requirements.

Opt-in to the client money rules

R (1)

)

A firm that receives or holds money to which this chapter applies in
relation to:

(@ its MiFID business; or

(b) its MiFID business and its designated investment business which
is not MiFID business;

and holds money in respect of which CASS 5 applies, may elect to
comply with the provisions of this chapter in respect of all such money
and if it does so, this chapter applies as if all such money were money
that the firm receives and holds in the course of, or in connection with,
its MiFID business.

A firm that receives or holds money to which this chapter applies solely
in relation to its designated investment business which is not MiFID
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business and receives or holds money in respect of which the insurance
client money chapter applies, may elect to comply with the provisions
of this chapter in respect of all such money and if it does so, this
chapter applies as if all such money were money that the firm receives
and holds in the course of or in connection with its designated
investment business.

(3) A firm must make and retain a written record of any election it makes
under this rule, including the date from which the election is to be
effective. The firm must make the record on the date it makes the
election and must keep it for a period of five years after ceasing to use
it.

(4) This rule is subject to CASS 1.2.11R.

Firms are reminded that, under CASS 1.2.11R, they must not keep money in
respect of which the client money chapter applies in the same client bank
account or client transaction account as money for which the insurance
client money chapter applies.

The opt-in to the client money rules in this chapter does not apply in respect
of money that a firm holds outside of the scope of the insurance client money
chapter.

If a firm has opted to comply with this chapter, the insurance client money
chapter will have no application to the activities to which the election
applies.

A firm that is only subject to the insurance client money chapter may not opt
to comply with this chapter.

Money that is not client money: 'opt outs' for any business other than insurance
mediation activity

R

CASS 7.10.9G to CASS 7.10.15G do not apply to a firm in relation to money
held in connection with its MiFID business to which this chapter applies or
in relation to money for which the firm has made an election under CASS
7.10.3R(1) .

Professional client opt-out

G

R

The 'opt out' provisions provide a firm with the option of allowing a
professional client to choose whether their money is subject to the client
money rules (unless the firm is conducting insurance mediation activity).

Subject to CASS 7.10.12R, money is not client money when a firm (other than
a sole trader) holds that money on behalf of, or receives it from, a
professional client, other than in the course of insurance mediation activity,
and the firm has obtained written acknowledgement from the professional
client that:
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(1) money will not be subject to the protections conferred by the client
money rules;

(2) asaconsequence, this money will not be segregated from the money of
the firm in accordance with the client money rules and will be used by
the firm in the course of its own business; and

(3) the professional client will rank only as a general creditor of the firm.

'Opt-outs' for non-1IMD business

G

R

For a firm whose business is not governed by the Insurance Mediation
Directive, it is possible to 'opt out' on a one-way basis. However, in order to
maintain a comparable regime to that applying to MiFID business, all
'MIFID type' business undertaken outside the scope of MiFID should comply
with the client money rules or be 'opted out’ on a two-way basis.

Money is not client money if a firm, in respect of designated investment
business which is not an investment service or activity, an ancillary service,
a listed activity or insurance mediation activity:

(1) holds it on behalf of or receives it from a professional client who is not
an authorised person; and

(2) has sent a separate written notice to the professional client stating the
matters set out in CASS 7.10.10R (1) to (3).

When a firm undertakes a range of business for a professional client and has
separate agreements for each type of business undertaken, the firm may treat
client money held on behalf of the client differently for different types of
business; for example, a firm may, under CASS 7.10.10R or CASS 7.10.12R,
elect to segregate client money in connection with securities transactions and
not segregate (by complying with CASS 7.10.10R or CASS 7.10.12R) money
in connection with contingent liability investments for the same client.

When a firm transfers client money to another person, the firm must not enter
into an agreement under CASS 7.10.10R or CASS 7.10.12R with that other
person in relation to that client money or represent to that other person that
the money is not client money.

CASS 7.10.14R prevents a firm, when passing client money to another person
under CASS 7.14.2R (Transfer of client money to a third party), from making
use of the 'opt out' provisions under CASS 7.10.10R or CASS 7.10.12R.

Credit institutions and approved banks

R

In relation to the application of the client money rules (and any other rule in
so far as it relates to matters covered by the client money rules) to the firms
referred to in (1) and (2), the following is not client money:

(1) any deposits within the meaning of the CRD held by a CRD credit
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institution; and

[Note: article 13(8) of MiFID and article 18(1) of the MiFID
Implementing Directive]

(2) any money held by an approved bank that is not a CRD credit
institution in an account with itself in relation to designated investment
business carried on for its clients.

A firm referred to in CASS 7.10.16R must comply, as relevant, with CASS
7.10.18G to CASS 7.10.24R.

The effect of CASS 7.10.16R is that, unless notified otherwise in accordance
with CASS 7.10.20R or CASS 7.10.22R, clients of CRD credit institutions or
approved banks that are not CRD credit institutions should expect that where
they pass money to such firms in connection with designated investment
business these sums will not be held as client money.

A firm holding money in either of the ways described in CASS 7.10.16R
must, before providing designated investment business services to the client
in respect of those sums, notify the client that:

(1) the money held for that client is held by the firm as banker and not as a
trustee under the client money rules; and

(2) if the firm fails, the client money distribution rules will not apply to
these sums and so the client will not be entitled to share in any
distribution under the client money distribution rules.

A firm holding money in either of the ways described in CASS 7.10.16R in
respect of a client and providing the services to it referred to in CASS
7.10.19R must:

(1) explain to its clients the circumstances, if any, under which it will
cease to hold any money in respect of those services as banker and will
hold the money as trustee in accordance with the client money rules;
and

(2) setout the circumstances in (1), if any, in its terms of business so that
they form part of its agreement with the client.

Where a firm receives money that would otherwise be held as client money
but for CASS 7.10.16R:

(1) itshould be able to account to all of its clients for sums held for them
at all times; and

(2) that money should, pursuant to Principle 10, be allocated to the
relevant client promptly. This should be done no later than ten business
days after the firm has received the money.

If a CRD credit institution or an approved bank that is not a CRD credit
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institution wishes to hold client money for a client (rather than hold the
money in either of the ways described in CASS 7.10.16R) it must, before
providing designated investment business services to the client, disclose the
following information to the client:

1) that the money held for that client in the course of or in connection
with the business described under (2) is being held by the firm as
client money under the client money rules;

(@) a description of the relevant business carried on with the client in
respect of which the client money rules apply to the firm; and

(3)  that, if the firm fails, the client money distribution rules will apply to
money held in relation to the business in question.

Firms carrying on MiFID business are reminded of their obligation to supply
investor compensation scheme information to clients under COBS 6.1.16R
(Compensation Information).

A CRD credit institution or an approved bank that is not a CRD credit
institution must, in respect of any client money held in relation to its
designated investment business that is not MiFID business, comply with the
obligations referred to in COBS 6.1.16R (Compensation information).

Affiliated companies: MiFID business

G A firm that holds money on behalf of, or receives money from, an affiliated

company in respect of MiFID business must treat the affiliated company as
any other client of the firm for the purposes of this chapter.

Affiliated companies: non-MiFID business

R A firm that holds money on behalf of, or receives money from, an affiliated

company in respect of designated investment business which is not MiFID
business must not treat the money as client money unless:

(1) the firm has been notified by the affiliated company that the money
belongs to a client of the affiliated company; or

(2) the affiliated company is a client dealt with at arm's length; or

(3) the affiliated company is a manager of an occupational pension scheme
or is an overseas company; and

(@ the money is given to the firm in order to carry on designated
investment business for or on behalf of the clients of the affiliated
company; and

(b) the firm has been notified by the affiliated company that the
money is to be treated as client money.

Coins
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R The client money rules do not apply with respect to coins held on behalf of a
client if the firm and the client have agreed that the money (or money of that
type) is to be held by the firm for the intrinsic value of the metal which
constitutes the coin.

Solicitors

R (1)

()

©)

An authorised professional firm regulated by the Law Society (of
England and Wales), the Law Society of Scotland or the Law Society
of Northern Ireland that, with respect to its regulated activities, is
subject to the following rules of its designated professional body, must
comply with those rules and, where relevant paragraph (3), and if it
does so, it will be deemed to comply with the client money rules.

The relevant rules are:

(@) if the firm is regulated by the Law Society (of England and
Wales), the SRA Accounts Rules 2011;

(b) if the firmis regulated by the Law Society of Scotland, the Law
Society of Scotland Practice Rules 2011; and

(c) ifthe firmis regulated by the Law Society of Northern Ireland,
the Solicitors' Accounts Regulations 1998.

If the firm in (1) is a MiFID investment firm that receives or holds
money for, or on behalf of a client in the course of, or in connection
with its MiFID business, it must also comply with the MiFID client
money (minimum implementing) rules in relation to that business.

Long term insurers and friendly societies

R This chapter does not apply to the permitted activities of a long-term insurer
or a friendly society, unless it is a MiFID investment firm that receives money
from or holds money for or on behalf of a client in the course of, or in
connection with, its MiFID business.

Contracts of insurance

R (1)

)

Provided it complies with CASS 1.2.11R, a firm that receives or holds
client money in relation to contracts of insurance may elect to comply
with the provisions of the insurance client money chapter, instead of
this chapter, in respect of all such money.

This rule is subject to CASS 1.2.11R.

R A firm must make and retain a written record of any election which it makes
under CASS 7.10.30R.

Life assurance business
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(1) A firm which receives and holds client money in respect of life
assurance business in the course of its designated investment business

that is not MiFID business may:

(@ under CASS 7.10.3R (2) elect to comply with the client money
chapter in respect of such client money and in doing so avoid the
need to comply with the insurance client money chapter which
would otherwise apply to the firm in respect of client money
received in the course of its insurance mediation activity; or

(b) under CASS 7.10.30R, elect to comply with the insurance client
money chapter in respect of such client money.

(2) These options are available to a firm irrespective of whether it also
receives and holds client money in respect of other parts of its
designated investment business. A firm may not however choose to
comply with the insurance client money chapter in respect of client
money which it receives and holds in the course of any part of its
designated investment business which does not involve an insurance

mediation activity.

Trustee firms

R

R

A trustee firm which holds money in relation to its designated investment
business which is not MiFID business to which this chapter applies, must
hold any such client money separate from its own money at all times.

Subject to CASS 7.10.35R only the client money rules listed in the table
below apply to a trustee firm in connection with money that the firm
receives, or holds for or on behalf of a client in the course of or in
connection with its designated investment business which is not MiFID

business.

Reference

Rule

CASS 7.10.1R to CASS 7.10.6G, and
CASS 7.10.16R to CASS 7.10.27R

Application

CASS 7.10.33R to CASS 7.10.40G

Trustee firms

CASS 7.10.41G

General purpose

CASS 7.13.3R to CASS 7.13.4G

Depositing client money

CASS 7.13.8R to CASS 7.13.11G

Selection, appointment and review
of third parties

CASS 7.13.12R to CASS 7.13.19G

Client bank accounts

CASS 7.13.20R to CASS 7.13.25G

Diversification of client money
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CASS 7.13.26R to CASS 7.13.29G Qualifying money market funds

CASS 7.15.5R(3), CASS 7.15.7R and | Reconciliation of client money
CASS 7.15.12R to CASS 7.15.34R balances

CASS 7.16 The standard methods of internal
client money reconciliation

CASS 7.17.2R to CASS 7.17.4G Requirement

(1) Atrustee firm to which CASS 7.10.34R applies may, in addition to

)

(3)

the client money rules set out at CASS 7.10.34R, also elect to comply
with:

(@) all the client money rules in CASS 7.13 (Segregation of client
money);

(b) CASS 7.14 (Client money held by a third party);

(c) all the client money rules in CASS 7.15 (Records, accounts and
reconciliations); or

(d) CASS 7.18 (Acknowledgement letters).

A trustee firm must make a written record of any election it makes
under this rule, including the date from which the election is to be
effective. The firm must make the record on the date it makes the
election and must keep it for a period of five years after ceasing to
use it.

Where a trustee firm has made an election under (1) which it
subsequently decides to cease to use, it must make a written record of
this decision, including the date from which the decision is to be
effective, and keep that record from the date the decision is made for
a period of five years after the date it is to be effective.

A trustee firm to which CASS 7.10.34R applies and which is otherwise
subject to the client money rules must ensure that any client money it holds
other than in its capacity as trustee firm is segregated from client money it
holds as a trustee firm.

A trustee firm to which CASS 7.10.34R applies and which is otherwise
subject to the client money rules should ensure that in designing its systems
and controls it:

(1)

()

takes into account that the client money distribution rules will only
apply in relation to any client money that the firm holds other than in
its capacity as trustee firm; and

has regard to other legislation that may be applicable.
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A trustee firm to which CASS 7.10.34R applies may elect that:

@) the applicable provisions of CASS 7.13 (Segregation of client
money) and CASS 7.15 (Records, accounts and
reconciliations) under CASS 7.10.34R; and

(b)  and any further provisions it elects to comply with under
CASS 7.10.35R(1);

will apply separately and concurrently for each distinct trust that the
trustee firm acts for.

A trustee firm must make a written record of any election it makes
under this rule, including the date from which the election is to be
effective. The firm must make the record on the date it makes the
election and must keep it for a period of five years after ceasing to
use it.

Where a trustee firm has made an election under (1) which it
subsequently decides to cease to use, it must make a written record of
this decision, including the date from which the decision is to be
effective, and must keep that record from the date the decision is
made for a period of five years after the date it is to be effective.

A trustee firm may wish to make an election under CASS 7.10.38R if, for
example, it acts for a number of distinct trusts which it wishes, or is
required, to keep operationally separate. If a firm makes such an election
then it should:

(1)

)

establish and maintain adequate internal systems and controls to
effectively segregate client money held for one trust from client
money held for another trust; and

conduct internal client money reconciliations as set out in CASS 7.16
and external client money reconciliations under CASS 7.15.20R for
each trust.

The provisions in CASS 7.10.34R to CASS 7.10.39G do not affect the
general application of the client money rules regarding money that is held
by a firm other than in its capacity as a trustee firm.

General purpose

G

(1)

()

Principle 10 (Clients' assets) requires a firm to arrange adequate
protection for clients' assets when the firm is responsible for them.
An essential part of that protection is the proper accounting and
treatment of client money. The client money rules provide
requirements for firms that receive or hold client money, in whatever
form.

The client money rules also, where relevant, implement the
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provisions of MiFID which regulate the obligations of a firm when it
holds client money in the course of its MiFID business.

Treatment of client money

Title transfer collateral arrangements

R

R

R

(1)

()

1)

()

1)

Where a client transfers full ownership of money to a firm for the
purpose of securing or otherwise covering present or future, actual or
contingent or prospective obligations, such money should no longer
be regarded as client money.

[Note: recital 27 to MiFID]
Excepted from (1) is a transfer of the full ownership of money:
(@ belonging to a retail client;

(b) whose purpose is to secure or otherwise cover that client's
present or future, actual, contingent or prospective obligations
under a contract for differences or a rolling spot forex contract
that is a future, and in either case where that contract is entered
into with a firm acting as market maker; and

(c) which is made to that firm or to any other person arranging on
its behalf.

Subject to (2), where a firm makes arrangements for the purpose of
securing or otherwise covering present or future, actual, contingent or
prospective obligations of a retail client those arrangements must not
provide for the taking of a transfer of full ownership of any of that
client's money.

The application of (1) is confined to the taking of a transfer of full
ownership:

(@) whose purpose is to secure or otherwise cover that retail client's
obligations under a contract for differences or a rolling spot
forex contract that is a future, and in either case where that
contract is entered into with a firm acting as market maker; and

(b) which is made to that firm or to any other person arranging on
its behalf.

A firm must ensure that any arrangement relating to the transfer of
full ownership of a client’s money to the firm for the purposes set out
in CASS 7.11.1R(1) and CASS 7.11.2R(1) is the subject of a written
agreement made on a durable medium between the firm and the
client.
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(2) Regardless of the form of the written agreement in (1) (which may
have additional commercial purposes), it must cover the client’s
agreement to:

(@) the terms for the arrangement relating to the transfer of the
client’s full ownership of money to the firm;

(b) any terms under which the ownership of money is to transfer
from the firm back to the client; and

(c) (to the extent not covered by the terms under (b)), any terms for
the termination of:

(i) the arrangement under (a); or
(it)  the overall agreement in (1).

(3) A firm must retain a copy of the agreement under (1) from the date
the agreement is entered into and until five years after the agreement
is terminated.

The terms referred to in CASS 7.11.3R(2)(b) may include, for example,
terms under which the arrangement relating to the transfer of full ownership
of money to the firm is not in effect from time to time, or is contingent on
some other condition.

A title transfer financial collateral arrangement under the Financial
Collateral Directive is an example of a type of transfer of money to cover
obligations where that money will not be regarded as client money.

Where a firm has received full title or full ownership to money under a
collateral arrangement, the fact that it has also granted a security interest to
its client to secure its obligation to repay that money to the client would not
result in the money being client money. This can be compared to a situation
in which a firm takes a charge or other security interest over money held in
a client bank account, where that money would still be client money as there
would be no absolute transfer of title to the firm. However, where a firm has
received client money under a security interest and the security interest
includes a "right to use arrangement”, under which the client agrees to
transfer all of its rights to money in that account to the firm upon the
exercise of the right to use, the money may cease to be client money, but
only once the right to use is exercised and the money is transferred out of
the client bank account to the firm.

Firms are reminded of the client's best interest rule, which requires a firm to
act honestly, fairly and professionally in accordance with the best interests
of its clients when structuring its business particularly in respect of the
effect of that structure on firms' obligations under the client money rules.

Pursuant to the client's best interests rule, a firm should ensure that where a
retail client transfers full ownership of money to a firm:
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the client is notified that full ownership of the money has been
transferred to the firm and, as such, the client no longer has a
proprietary claim over this money and the firm can deal with it on its
own right;

the transfer is for the purposes of securing or covering the client's
obligations;

an equivalent transfer is made back to the client if the provision of
collateral by the client is no longer necessary; and

there is a reasonable link between the timing and the amount of the
collateral transfer and the obligation that the client owes, or is likely
to owe, to the firm.

Termination of title transfer collateral arrangements

R

G

G

1)

()

©)

(4)

If a client communicates to a firm that it wishes (whether pursuant to
a contractual right or otherwise) to terminate an arrangement relating
to the transfer of full ownership of its money to the firm for the
purposes set out in CASS 7.11.1R(1) and CASS 7.11.2R(1), and the
client’s communication is not in writing, the firm must make a
written record of the client’s communication, which also records the
date the communication was received.

A firm must keep a client’s written communication, or a written
record of the client’s communication in (1), for five years starting
from the date the communication was received by the firm.

@ If a firm agrees to the termination of an arrangement relating
to the transfer of full ownership of a client’s money to the
firm, it must notify the client of its agreement in writing. The
notification must state when the termination is to take effect
and whether or not the client’s money will be treated as client
money by the firm thereafter.

(b) If a firm does not agree to terminate an arrangement relating
to the transfer of full ownership of a client’s money to the
firm, it must notify the client of its disagreement in writing.

A firm must keep a written record of any notification it makes to a
client under (3) for a period of five years, starting from the date the
notification was made.

CASS 7.11.9R(3)(a) refers only to a firm’s agreement to terminate an
existing arrangement relating to the transfer of full ownership of a client’s
money to the firm. Such agreement by a firm does not necessarily need to
amount to the termination of its entire agreement with the client.

When a firm notifies a client under CASS 7.11.9R(3)(a) of when the
termination of an arrangement relating to the transfer of full ownership of
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the client’s money to the firm is to take effect, it should take into account:

(1) any relevant terms relating to such a termination that have been
agreed with the client; and

(2) the period of time it reasonably requires to return the money to the
client, or to update its records under CASS 7.15 (Records, accounts
and reconciliations) and to segregate the money as client money under
CASS 7.13 (Segregation of client money).

If an arrangement relating to the transfer of full ownership of a client’s
money to a firm for the purposes set out in CASS 7.11.1R(1) and CASS
7.11.2R(1) is terminated then, unless otherwise permitted under the client
money rules and notified to the client under CASS 7.11.9R(3)(a), the firm
must treat that money as client money from the start of the next business
day following the date of termination as set out in the firm’s notification
under CASS 7.11.9R(3)(a). Where the firm’s notification under CASS
7.11.9R(3)(a) does not state when the termination of the arrangement will
take effect, the firm must treat that money as client money from the start of
the next business day following the date on which the firm’s notification is
made.

A firm to which CASS 7.11.12R applies should, for example, update its
records under CASS 7.15 (Records, accounts and reconciliations) and
segregate the money as client money under CASS 7.13 (Segregation of
client money), from the relevant time at which the firm is required to treat
the money as client money.

Delivery versus payment transaction exemption

R

G

(1)  Subject to (2) and CASS 7.11.16R and with the agreement of the
relevant client, money need not be treated as client money in respect
of a delivery versus payment transaction through a commercial
settlement system if:

@ in respect of a client's purchase, the firm intends for the
money from the client to be due to it within one business day
following the firm’s fulfilment of its delivery obligation to
the client; or

(b) in respect of a client's sale, the firm intends for the money in
question to be due to the client within one business day
following the client's fulfilment of its delivery obligation to
the firm.

(2)  If the payment or delivery by the firm to the client has not occurred
by the close of business on the third business day following the date
on which the firm makes use of the exemption under (1), the firm
must stop using that exemption for the transaction.

The exclusion from the client money rules for delivery versus payment
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transactions under CASS 7.11.14R is an example of an exclusion from the
client money rules which is permissible by virtue of recital 26 of MiFID.

A firm cannot, in respect of a particular delivery versus payment
transaction, make use of the exemption under CASS 7.11.14R in either or
both of the following circumstances:

1)

@)

it is not a direct member or participant of the relevant commercial
settlement system, nor is it sponsored by such a member or
participant, in accordance with the terms and conditions of that
commercial settlement system;

the transaction in question is being settled by another person on
behalf of the firm through an account held at the relevant
commercial settlement system by that other person.

Where a firm does not meet the requirements in CASS 7.11.14R or CASS
7.11.16R for the use of the exemption in CASS 7.11.14R, the firm is subject
to the client money rules in respect of any money it holds in connection
with the delivery versus payment transaction in question.

1)

@)

In line with CASS 7.11.14R, where a firm receives money from the
client in fulfilment of the client’s payment obligation in respect of a
delivery versus payment transaction the firm is carrying out through
a commercial settlement system in respect of a client’s purchase, and
the firm has not fulfilled its delivery obligation to the client by close
of business on the third business day following the date of the
client’s fulfilment of its payment obligation to the firm, the firm
must treat the client money in accordance with the client money
rules until delivery by the firm to the client occurs.

Upon settlement of a delivery versus payment transaction a firm is
carrying out through a commercial settlement system (including
when it is settled within the three business day period referred to in
CASS 7.11.14R(2)) then, in respect of:

@ a client’s purchase, the custody rules apply to the relevant
safe custody asset the firm receives upon settlement; and

(b) a client’s sale, the client money rules will apply to the
relevant money received on settlement.

A firm will not be in breach of the requirement under CASS 7.13.6R to

receive client money directly into a client bank account if it:

1)

receives the money in question:

@) in accordance with CASS 7.11.14R(1)(a) but it is
subsequently required under CASS 7.11.14R(2) to hold that
money in accordance with the client money rules; or
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(b) in the circumstances referred to in CASS 7.11.18G(2)(b); and

pays the money in question into a client bank account promptly, and
in any event by close of business on the business day following:

@) the expiration of the relevant period referred to in CASS
7.11.14R(2); or

(b) receipt of the money in the circumstances referred to in CASS
7.11.18G(2)(b).

If a firm makes use of the exemption under CASS 7.11.14R, it must
obtain the client’s written agreement to the firm’s use of the
exemption.

In respect of each client, the record created in (1) must be retained
during the time that the firm makes use, or intends to make use, of
the exemption under CASS 7.11.14R in respect of that client’s
monies.

Subject to (2), money need not be treated as client money:

@) in respect of a delivery versus payment transaction for the
purpose of settling a transaction in relation to units in a
regulated collective investment scheme in either of the
following circumstances:

(i)  the authorised fund manager receives the money from
a client in relation to the authorised fund manager's
obligation to issue units, in an AUT or ACS, or to
arrange for the issue of units in an ICVC, in
accordance with COLL; or

(i)  the money is held in the course of redeeming units
where the proceeds of that redemption are paid to a
client within the time specified in COLL;

Where, in respect of money received in any of the circumstances set
out in (1), the authorised fund manager has not, by close of business
on the business day following the date of receipt of the money, paid
this money to the depositary of an AUT or ACS, the ICVC or to the
client as the case may be, the authorised fund manager must stop
using the exemption under (1) for that transaction.

An authorised fund manager will not be in breach of the requirement under
CASS 7.13.6R to receive client money directly into a client bank account if
it received the money in accordance with CASS 7.11.21R(1) and is
subsequently required under CASS 7.11.21R(2) to hold that money in
accordance with the client money rules.

Where proceeds of redemption paid to the client in accordance with CASS
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7.11.21R(1)(a)(ii) are paid by cheque, the cheque should be issued from the
relevant client bank account.

1) If a firm makes use of the exemption under CASS 7.11.21R, it must
obtain the client’s written agreement to the firm’s use of the
exemption.

(2)  Inrespect of each client, the record created in (1) must be retained
for the duration of the time that the firm makes use of the exemption
under CASS 7.11.21R in respect of that client’s money.

Money due and payable to the firm

R

Q) Money is not client money when it becomes properly due and
payable to the firm for its own account.

(2) For these purposes, if a firm makes a payment to, or on the
instructions of, a client, from an account other than a client bank
account, until that payment has cleared, no equivalent sum from a
client bank account for reimbursement will become due and payable
to the firm.

Money will not become properly due and payable to the firm merely
through the firm holding that money for a specified period of time. If a firm
wishes to cease to hold client money for a client it must comply with CASS
7.11.34R (Discharge of fiduciary duty) or, if the balance is allocated but
unclaimed client money, CASS 7.11.50R (Allocated but unclaimed client
money) or CASS 7.11.57R (De minimis amounts of unclaimed client
money).

Money held as client money becomes due and payable to the firm or for the
firm's own account, for example, because the firm acted as principal in the
contract or the firm, acting as agent, has itself paid for securities in advance
of receiving the purchase money from its client. The circumstances in
which it is due and payable will depend on the contractual arrangement
between the firm and the client.

Firms are reminded that, notwithstanding that money may be due and
payable to them, they have a continuing obligation to segregate client
money in accordance with the client money rules. In particular, in
accordance with CASS 7.15.2R, firms must ensure the accuracy of their
records and accounts and are reminded of the requirement to carry out
internal client money reconciliations either in accordance with the standard
methods of internal client money reconciliation or the requirements for a
non-standard method of internal client money reconciliation.

When a client's obligation or liability, which is secured by that client's
asset, crystallises, and the firm realises the asset in accordance with an
agreement entered into between the client and the firm, the part of the
proceeds of the asset to cover such liability that is due and payable to the
firm is not client money. However, any proceeds of sale in excess of the
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immediately or be held in accordance with the client money rules.

Commission rebate

7.11.30 G  When afirm has entered into an arrangement under which commission is
rebated to a client, those rebates need not be treated as client money until
they become due and payable to the client in accordance with the terms of
the contractual arrangements between the parties.

7.11.31 G  When commission rebate becomes due and payable to the client, the firm
should:

(1) treat it as client money; or

(2) pay it out in accordance with the rule regarding the discharge of a
firm's fiduciary duty to the client (see CASS 7.11.34R);

unless the firm and the client have entered into an arrangement under which
the client has agreed to transfer full ownership of this money to the firm as
collateral against payment of future professional fees (see CASS 7.11.1R
(Title transfer collateral arrangements)).

Interest

71132 R A firm must pay a retail client any interest earned on client money held for
that client unless it has otherwise notified him in writing.

71133 G 1) The firm may, under the terms of its agreement with the client, pay
some, none, or all interest earned to the relevant client.

(@) Where interest is payable on client money by a firm to clients:

(@ such sums are client money and so, if not paid to, or to the
order of the clients, are required to be segregated in
accordance with CASS 7.13 (Segregation of client money);

(b) the interest should be paid to clients in accordance with the
firm’s agreement with each client; and

(c) if the firm’s agreement with the client is silent as to when
interest should be paid to the client the firm should follow
CASS 7.13.36R (Allocation of client money receipts);

irrespective of whether the client is a retail client or otherwise.

Discharge of fiduciary duty

71134 R Money ceases to be client money (having regard to CASS 7.11.40R where
applicable) if:

1) it is paid to the client, or a duly authorised representative of the
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client; or
itis:

(@)  paid to a third party on the instruction of, or with the specific
consent of, the client unless it is transferred to a third party
in the course of effecting a transaction under CASS 7.14.2R
(Transfer of client money to a third party); or

(b)  paid to a third party pursuant to an obligation on the firm
where:

Q) that obligation arises under an enactment; and

(i) the obligation under that enactment is applicable to
the firm as a result of the nature of the business being
undertaken by the firm for its client; or

(c)  transferred in accordance with CASS 7.11.42R; or
(d) transferred in accordance with CASS 7.11.44R; or

subject to CASS 7.11.38R, it is paid into a bank account of the
client (not being an account which is also in the name of the firm);
or

it is due and payable to the firm in accordance with CASS 7.11.25R
(Money due and payable to the firm); or

it is paid to the firm as an excess in the client bank account (see
CASS 7.15.29R(2) (Reconciliation discrepancies)); or

it is paid by an authorised central counterparty to a clearing
member other than the firm in connection with a porting
arrangement in accordance with CASS 7.11.35R; or

it is paid by an authorised central counterparty directly to the client
in accordance with CASS 7.11.36R; or.

it is transferred by the firm to a clearing member in connection with
a regulated clearing arrangement and the clearing member remits
payment to another firm or to another clearing member in
accordance with CASS 7.11.37R(1); or

it is transferred by the firm to a clearing member in connection with
a regulated clearing arrangement and the clearing member remits
payment directly to the indirect clients of the firm in accordance
with CASS 7.11.38R(2); or

it is paid to charity under CASS 7.11.50R or 7.11.57R.

7.11.35 R  Client money which the firm places at an authorised central counterparty
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in connection with a regulated clearing arrangement ceases to be client
money for that firm if, as part of the default management process of that
authorised central counterparty in respect of a default by the firm, it is
ported by the authorised central counterparty in accordance with article 48
of EMIR.

Client money which the firm places at an authorised central counterparty
in connection with a regulated clearing arrangement ceases to be client
money if, as part of the default management process of that authorised
central counterparty in respect of a default by the firm, it is paid directly to
the client by the authorised central counterparty in accordance with the
procedure described in article 48(7) of EMIR.

Client money received or held by the firm and transferred to a clearing
member who facilitates indirect clearing through a regulated clearing
arrangement ceases to be client money for that firm and, if applicable, the
clearing member, if the clearing member:

(1)  remits payment to another firm or to another clearing member in
accordance with default management procedures adopted by the
clearing member which comply with the requirements of article 4(4)
of the EMIR L2 Regulation; or

(2)  remits payment to the indirect clients of the firm in accordance with
default management procedures adopted by the clearing member
which comply with the requirements of articles 4(4) and 4(5) of the
EMIR L2 Regulation.

Client money received or held by the firm for a sub-pool ceases to be client
money for that firm to the extent that such client money is transferred by the
firm to an authorised central counterparty or a clearing member as a result
of porting.

A firm must not pay client money into a bank account of the client that has
been opened without the consent of that client.

When a firm draws a cheque or other payable order to discharge its
fiduciary duty to the client, it must continue to treat the sum concerned as
client money until the cheque or order is presented and paid by the bank.

Transfer of business

G

A firm may transfer client money to a third party as part of transferring all
or part of its business if, in respect of each client with an interest in the
client money that is sought to be transferred, it:

1) obtains the consent or instruction of that client at the time of the
transfer of business (see CASS 7.11.34R(2)(a)); or

(2)  complies with CASS 7.11.42R (see CASS 7.11.34R(2)(c)); or

Page 151 of 252



7.11.42

7.11.43

7.11.44

R

G

3)

FCA 2014/36

complies with CASS 7.11.44R (see CASS 7.11.34R(2)(d)).

Subject to CASS 7.11.44R, money ceases to be client money for a firm if:

1)

@)

3)

(4)

it is transferred by the firm to another person as part of a transfer of
business to that person where the client money relates to the
business being transferred;

it is transferred on terms which require the other person to return a
client’s transferred sums to the client as soon as practicable at the
client’s request;

a written agreement between the firm and the relevant client
provides that:

@) the firm may transfer the client’s client money to another
person; and

(b) (i)  the sums transferred will be held by the person to
whom they are transferred in accordance with the
client money rules for the clients; or

(i) if not held in accordance with (i), the firm will
exercise all due skill, care and diligence in assessing
whether the person to whom the client money is
transferred will apply adequate measures to protect
these sums; and

the firm complies with the requirements in (3)(b)(ii) (if applicable).

In considering how and whether to introduce the written agreement
referred to in CASS 7.11.42R (3), firms should have regard to any relevant
obligations to clients, including requirements under the Unfair Terms
Regulations.

Transfer of business: de minimis sums

R

1)

(2)

Client money belonging to those categories of clients set out in (2)
and in respect of those amounts set out in (2) ceases to be client
money of the firm if it is transferred by the firm to another person:

@) as part of a transfer of business to that other person where
these sums relate to the business being transferred; and

(b) on terms which require the other person to return a client’s
transferred sums as soon as practicable at the client’s
request.

@ For retail clients the amount is £25.

(b) For all other clients the amount is £100.
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For the avoidance of doubt, sums transferred under CASS 7.11.44R do not,
for the purposes of that rule, require the instruction or specific consent of
each client at the time of the transfer or a written agreement as set out in
CASS 7.11.42R (3).

Transfer of business: client notifications

R

Where a firm transfers client money belonging to its clients under either or
both of CASS 7.11.42R and CASS 7.11.44R, it must ensure that those
clients are notified no later than seven days after the transfer taking place:

1) whether or not the sums will be held by the person to whom they
have been transferred in accordance with the client money rules
and, if not, how the sums being transferred will be held by that
person;

(2) the extent to which the sums transferred will be protected under a
compensation scheme; and

(3) that the client may opt to have the client’s transferred sum
returned to it as soon as practicable at the client’s request.

The firm must notify the FCA of its intention to effect any transfer of client
money under either or both of CASS 7.11.42R and CASS 7.11.44R at least
seven days before it transfers the client money in question.

Allocated but unclaimed client money

G

The purpose of CASS 7.11.50R is to set out the requirements firms must
comply with in order to cease to treat as client money any unclaimed
balance which is allocated to an individual client.

Before acting in accordance with CASS 7.11.50R to CASS 7.11.58G, a firm
should consider whether its actions are permitted by law and consistent
with the arrangements under which the client money is held. For the
avoidance of doubt, these provisions relate to a firm’s obligations as an
authorised person and to the treatment of client money under the client
money rules.

A firm may pay away to a registered charity of its choice a client money
balance which is allocated to a client and if it does so the released balance
will cease to be client money under CASS 7.11.34R(10), provided:

(1) this is permitted by law and consistent with the arrangements under
which the client money is held;

(2) the firm held the balance concerned for at least six years following
the last movement on the client’s account (disregarding any
payment or receipt of interest, charges or similar items);

(3) it can demonstrate that it has taken reasonable steps to trace the

Page 153 of 252


http://fshandbook.info/FS/glossary-html/handbook/Glossary/C?definition=G160
http://fshandbook.info/FS/glossary-html/handbook/Glossary/C?definition=G156

7.11.51

7.11.52

G

E

FCA 2014/36

client concerned and to return the balance; and

4) the firm complies with CASS 7.11.54R.

Where the client money balance held by a firm is, in aggregate, £100 or less
for a client other than a retail client or, for a retail client, £25 or less, the
firm may comply with CASS 7.11.57R instead of CASS 7.11.50R.

(1)  Taking reasonable steps in CASS 7.11.50R(3) includes following
this course of conduct:

(@)

(b)

(©)

(d)

(€)

()

determining, as far as reasonably possible, the correct
contact details for the relevant client;

writing to the client at the last known address either by post
or by electronic mail to inform it of the firm’s intention to no
longer treat the client money balance as client money and to
pay the sums concerned to charity if the firm does not
receive instructions from the client within 28 days;

where the client has not responded after the 28 days referred
to in (b), attempting to communicate the information set out
in (b) to the client on at least one further occasion by any
means other than that used in (b) including by post,
electronic mail, telephone or media advertisement;

subject to (e) and (f), where the client has not responded
within 28 days following the most recent communication,
writing again to the client at the last known address either by
post or by electronic mail to inform them that:

() as the firm did not receive a claim for the relevant
client money balance, it will in 28 days pay the
balance to a registered charity; and

(i) an undertaking will be provided by the firm or a
member of its group to pay to the client concerned a
sum equal to the balance paid away to charity in the
event of the client seeking to claim the balance in
future;

if the firm has carried out the steps in (b) or (c) and in
response has received positive confirmation in writing that
the client is no longer at a particular address, the firm should
not use that address for the purposes of (d);

if, after carrying out the steps in (a), (b) and (c), the firm has
obtained positive confirmation that none of the contact
details it holds for the relevant client are accurate or, if
utilised, the communication is unlikely to reach the client,
the firm does not have to comply with (d); and
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(9) waiting a further 28 days following the most recent
communication under this rule before paying the balance to
a registered charity.

Compliance with (1) may be relied on as tending to establish
compliance with CASS 7.11.50R.

Contravention of (1) may be relied on as tending to establish
contravention of CASS 7.11.50R.

For the purpose of CASS 7.11.52R(1)(a), a firm may use any available
means to determine the correct contact details for the relevant client,
including telephoning the client, searching internal records, media
advertising, searching public records, mortality screening, using credit
reference agencies or tracing agents.

1)

@)

1)

Where a firm wishes to release a balance allocated to an individual
client under CASS 7.11.50R it must comply with either (a) or (b)
and, in either case, (2):

(@  the firm must unconditionally undertake to pay to the client
concerned a sum equal to the balance paid away to charity in
the event of the client seeking to claim the balance in future;
or

(b)  the firm must ensure that an unconditional undertaking in the
terms set out in (a) is made by a member of its group and
there is suitable information available for relevant clients to
identify the member of the group granting the undertaking.

The undertakings in this rule must be:

@ authorised by the firm’s governing body where (1)(a) applies
or by the governing body of the group member where (1)(b)
applies;

(b) legally enforceable by any person who had a legally
enforceable claim to the balance in question at the time it
was released by the firm, or by an assign or successor in title
to such claim; and

(© retained by the firm, and where (1)(b) applies, by the group
member indefinitely.

If a firm pays away client money under CASS 7.11.50R(4) it must
make and retain, or where the firm already has such records, retain:

@) records of all balances released from client bank accounts
under CASS 7.11.50R (including details of the amounts and
the identity of the client to whom the money was allocated);
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(b) all relevant documentation (including charity receipts); and

(©) details of the communications the firm had or attempted to
make with the client concerned pursuant to CASS
7.11.50R(3).

(2)  The records in (1) must be retained indefinitely.

(2)  If amember of the firm’s group has provided an undertaking under
CASS 7.11.54R(2) then the records in (1) must be readily accessible
to that group member.

De minimis amounts of unclaimed client money

71156 G The purpose of CASS 7.11.57R is to allow a firm to pay away to charity
client money balances of (i) £25 or less for retail clients or (ii) £100 or less
for other clients when those balances remain unclaimed. If a firm follows
this process, the money will cease to be client money (see CASS
7.11.34R(10)).

71157 R A firm may pay away to a registered charity of its choice a client money
balance which is allocated to a client and if it does so the released balance
will cease to be client money under CASS 7.11.34R(10), provided:

(1) the balance in question is (i) for a retail client, in aggregate, £25 or
less, or (ii) for a professional client, in aggregate, £100 or less;

(2) the firm held the balance concerned for at least six years following
the last movement on the client’s account (disregarding any
payment or receipt of interest, charges or similar items);

(3) the firm has made at least one attempt to contact the client to return
the balance using the most up-to-date contact details the firm has
for the client, and the client has not responded to such
communication within 28 days of the communication having been
made; and

4) the firm makes and/or retains records of all balances released from
client bank accounts in according with this rule. Such records must
include the information in CASS 7.11.55R (1)(a) and (b).

Costs associated with paying away allocated but unclaimed client money

7.11.58 G  Any costs associated with the firm ceasing to treat unclaimed client money
balances as client money pursuant to CASS 7.11.50R to CASS 7.11.57R
should be paid for from the firm’s own funds, including:

1) any costs associated with the firm carrying out the steps in CASS
7.11.50R(3), CASS 7.11.51 or CASS 7.11.57R(3); and

(2 the cost of any insurance purchased by a firm or the relevant
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member of its group to cover any legally enforceable claim in
respect of the client money paid away.

Organisational requirements: client money

Requirement to protect client money

R

A firm must, when holding client money, make adequate arrangements to
safeguard the client's rights and prevent the use of client money for its own
account.

[Note: article 13(8) of MiFID]

Requirement to have adequate organisational arrangements

R

A firm must introduce adequate organisational arrangements to minimise the
risk of the loss or diminution of client money, or of rights in connection with
client money, as a result of misuse of client money, fraud, poor
administration, inadequate record-keeping or negligence.

[Note: article 16(1)(f) of the MiFID implementing Directive]

The risk of loss or diminution of rights in connection with client money can
arise where a firm’s organisational arrangements give rise to the possibility
that client money held by the firm may be paid for the account of a client
whose money is yet to be received by the firm. Consistent with the
requirement to hold client money as trustee (see CASS 7.17.5G), a firm
should ensure its organisational arrangements are adequate to minimise such
arisk. This may include, for example, allowing for sufficient periods of time
for payments of client money to the firm to become available for use
(including automated payments, credit card payments and payments by
cheque), and setting up safeguards to ensure that payments out of client bank
accounts do not take effect before the relevant amount of client money has
become available for use by the firm.

Segregation of client money

Application and purpose

G

R

The segregation of client money from a firm’s own money is an important
safeguard for its protection.

Where a firm establishes one or more sub-pools, the provisions of CASS 7.13
(Segregation of client money) shall be read as applying separately to the
firm’s general pool and each sub-pool in line with CASS 7.19.3R and CASS
7.19.12R.
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Depositing client money

R

G

A firm, on receiving any client money, must promptly place this money into
one or more accounts opened with any of the following:

1) a central bank;

@) a CRD credit institution;

(3) a bank authorised in a third country;

4 a qualifying money market fund.

[Note: article 18(1) of the MiFID implementing Directive]

A firm should ensure that any money other than client money that is
deposited in a client bank account is promptly paid out of that account unless
such money is a minimum sum required to open the account, or to keep the
account open.

Approaches for the segregation of client money

G

The two approaches that a firm can adopt in discharging its obligations under
this section are:

1) the 'normal approach’; or

@) the 'alternative approach’ (see CASS 7.13.54G to CASS 7.13.69G).

The normal approach

R

Unless otherwise permitted by any other rule in CASS 7.13, a firm using the
normal approach must ensure that all client money it receives is paid directly
into a client bank account at an institution referred to in CASS 7.13.3R(1) to
(3), rather than being first received into the firm’s own account and then
segregated.

Firms should ensure that clients and third parties make transfers and
payments of any money which will be client money directly into the firm’s
client bank accounts.

Selection, appointment and review of third parties

R

A firm that does not deposit client money with a central bank must exercise
all due skill, care and diligence in the selection, appointment and periodic
review of the CRD credit institution, bank or qualifying money market fund
where the money is deposited and the arrangements for the holding of this
money.

[Note: article 18(3) of the MiFID implementing Directive]
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Firms should ensure that their consideration of a CRD credit institution, bank
or qualifying money market fund under CASS 7.13.8R focuses on the specific
legal entity in question and not simply that person’s group as a whole.

When a firm makes the selection, appointment and conducts the periodic
review of a CRD credit institution, a bank or a qualifying money market
fund, it must take into account:

1) the expertise and market reputation of the third party; and

@) any legal requirements or market practices related to the holding of
client money that could adversely affect clients’ rights.

[Note: article 18(3) of the MiFID implementing Directive]

In complying with CASS 7.13.8R and CASS 7.13.10R, a firm should
consider, as appropriate, together with any other relevant matters:

1) the capital of the CRD credit institution or bank;

@) the amount of client money placed, as a proportion of the CRD credit
institution or bank's capital and deposits, and, in the case of a
qualifying money market fund, compared to any limit the fund may
place on the volume of redemptions in any period,;

(3) the extent to which client money that the firm deposits or holds with
any CRD credit institution or bank incorporated outside the UK
would be protected under a deposit protection scheme in the relevant
jurisdiction;

4) the credit-worthiness of the CRD credit institution or bank; and

5) to the extent that the information is available, the level of risk in the
investment and loan activities undertaken by the CRD credit
institution or bank and affiliated companies.

Client bank accounts

R

R

A firm must take the necessary steps to ensure that client money deposited,
in accordance with CASS 7.13.3R, in a central bank, a credit institution, a
bank authorised in a third country or a qualifying money market fund is held
in an account or accounts identified separately from any accounts used to
hold money belonging to the firm.

[Note: article 16(1)(e) of the MiFID implementing Directive]

(1)  An account which the firm uses to deposit client money under CASS
7.13.3R(1) to (3) must be a client bank account.

(2)  Each client bank account used by a firm must be held on terms under
which:
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@) the relevant bank’s contractual counterparty is the firm that is
subject to the requirement under CASS 7.13.3R; and

(b) unless the firm has agreed terms that comply with CASS
7.13.13R(3), the firm is able to make withdrawals of client
money promptly and, in any event, within one business day of
a request for withdrawal.

Transitional provision CASS TP 1.1.10AR applies to (2).

(3)  Firms may use client bank accounts held on terms under which
withdrawals are, without exception, prohibited until the expiry of a
fixed term or a notice period of a maximum of 30 days.

(4)  Paragraphs (2)(b) and (3) do not apply in respect of client money
received by a firm in its capacity as a trustee firm.

CASS 7.13.13R(2)(b) and (3) do not prevent a firm from depositing client
money on terms under which a withdrawal may be made before the expiry
of a fixed term or a notice period (whatever the duration), including where
such withdrawal would incur a penalty charge to the firm.

CASS 7.13.13R does not prevent a firm from depositing client money in
overnight money market deposits which are clearly identified as being client
money (for example, in the client bank account acknowledgment letter).

Firms are reminded of their obligations under CASS 7.18 (Acknowledgment
letters) for client bank accounts. Firms should also ensure that client bank
accounts meet the requirements in the relevant Glossary definitions,
including regarding the titles given to the accounts.

A firm may open one or more client bank accounts in the form of a general
client bank account, a designated client bank account or a designated client
fund account (see CASS 7A.2.1G (Failure of the authorised firm: primary
pooling event)). The requirements of CASS 7.13.13R (2) and (3) apply for
each type of client bank account.

A designated client bank account may be used for a client only where that
client has consented to the use of that account. If a firm deposits client
money into a designated client bank account then, in the event of a
secondary pooling event in respect of the relevant bank, the account will not
be pooled with any general client bank account or designated client fund
account.

A designated client fund account may be used for a client only where that
client has consented to the use of that account and all other designated client
fund accounts which may be pooled with it. For example, a client who
consents to the use of bank A and bank B should have his money held in a
different designated client fund account at bank B from a client who has
consented to the use of banks B and C. If a firm deposits client money into a
designated client fund account then, in the event of a secondary pooling
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event in respect of the relevant bank, the account will not be pooled with
any general client bank account or designated client bank account.

Diversification of client money

R

R

R

G

G

Notwithstanding the requirement at CASS 7.13.22R a firm must limit the
funds that it deposits or holds with a relevant group entity or combination of
such entities so that the value of those funds do not at any point in time
exceed 20 per cent of the total of all the client money held by the firm in its
client bank accounts.

For the purpose of CASS 7.13.20R an entity is a relevant group entity if it is:
(1) aCRD credit institution or a bank authorised in a third country; and
(2)  amember of the same group as that firm.

Subject to the requirement at CASS 7.13.20R, and in accordance with
Principle 10 and CASS 7.12.1R, a firm must:

(1) periodically assess whether it is appropriate to diversify (or further
diversify) the third parties with which it deposits some or all of the
client money that the firm holds; and

(2) whenever it concludes that it is appropriate to do so, it must make
adjustments accordingly to the third parties it uses and to the
amounts of client money deposited with them.

In complying with the requirement in CASS 7.13.22R to periodically assess
whether diversification (or further diversification) is appropriate, a firm
should have regard to:

(1)  whether it would be appropriate to deposit client money in client
bank accounts opened at a number of different third parties;

(2)  whether it would be appropriate to limit the amount of client money
the firm holds with third parties that are in the same group as each
other,

(3)  whether risks arising from the firm’s business models create any need
for diversification (or further diversification);

(4) the market conditions at the time of the assessment; and

(5) the outcome of any due diligence carried out in accordance with
CASS 7.13.8R and CASS 7.13.10R.

The rules in SUP 16.14 provide that CASS large firms and CASS medium
firms must report to the FCA in relation to the identity of the entities with
which they deposit client money and the amounts of client money deposited
with those entities. The FCA will use that information to monitor
compliance with the diversification rule in CASS 7.13.20R.
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(1) A firm must make a record of the grounds upon which it satisfies
itself as to the appropriateness of its selection and appointment of a
bank or a qualifying money market fund under CASS 7.13.8R. The
firm must make the record on the date it makes the selection or
appointment and must keep it from that date until five years after the
firm ceases to use that particular person for the purposes of
depositing client money under CASS 7.13.3R.

(2) A firm must make a record of each periodic review of its selection
and appointment of a bank or a qualifying money market fund that it
conducts under CASS 7.13.8R, its considerations and conclusions.
The firm must make the record on the date it completes the review
and must keep it from that date until five years after the firm ceases
to use that particular person for the purposes of depositing client
money under CASS 7.13.3R.

(3) A firm must make a record of each periodic review that it conducts
under CASS 7.13.22R, its considerations and conclusions. The firm
must make the record on the date it completes out the review and
must keep it for five years from that date.

Qualifying money market funds

R

Where a firm deposits client money with a qualifying money market fund,
the firm’s holding of those units in that fund will be subject to any
applicable requirements of the custody rules.

[Note: recital 23 to the MiFID implementing Directive]

A firm that places client money in a qualifying money market fund should
ensure that it has the permissions required to invest in and hold units in that
fund and must comply with the rules that are relevant for those activities.

A firm must give a client the right to oppose the placement of his money in
a qualifying money market fund.

[Note: article 18(3) of the MiFID implementing Directive]

If a firm that intends to place client money in a qualifying money market
fund is subject to the requirement to disclose information before providing
services, it should, in compliance with that obligation, notify the client that:

(1) money held for that client will be held in a qualifying money market
fund; and

(2) asaresult, the money will not be held in accordance with the client
money rules; and

(3) ifitis the case, that the units will be held as the client’s safe custody
assets in accordance with the custody rules.
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Segregation in different currency

7.13.30 R  Afirm may segregate client money in a different currency from that in
which it was received or in which the firm is liable to the relevant client. If
it does so the firm must ensure that the amount held is adjusted each day to
an amount at least equal to the original currency amount (or the currency in
which the firm has its liability to its clients, if different), translated at the
previous day's closing spot exchange rate.

Mixed remittance

71331 R Except in the circumstances described in CASS 7.13.72R(1)(a), where a
firm using the normal approach receives a mixed remittance it should:

1) in accordance with CASS 7.13.6R, take necessary steps to ensure
the mixed remittance is paid directly into a client bank account; and

(2) promptly and, in any event no later than one business day after the
payment of the mixed remittance into the client bank account has
cleared, pay the money that is not client money out of the client
bank account.

Physical receipts of client money

7.13.32 R Where a firm receives client money in the form of cash, a cheque or other
payable order, it must:

(1) pay the money in accordance with CASS 7.13.6R, promptly, and no
later than on the business day after it receives the money into a
client bank account, unless either:

@) the money is received by a business line for which the firm
uses the alternative approach, in which case the money must
be paid into the firm’s own bank account promptly, and no
later than on the business day after it receives the money; or

(b) the firm is unable to meet the requirement in (1) because of
restrictions under the regulatory system or law regarding the
receipt and processing of money, in which case the money
must be paid in accordance with CASS 7.13.6R as soon as
possible;

(2) if the firm holds the money in the meantime before paying it in
accordance with CASS 7.13.6R (or in the case of (1)(a), into its own
bank account), hold it in a secure location in accordance with
Principle 10; and

(3) in any case, record the receipt of the money in the firm’s books and

records in accordance with CASS 7.15 (Records, accounts and
reconciliations).
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7.13.33 R Where afirm receives client money in the form of a cheque that is dated
with a future date, unless the firm returns the cheque it must:

1) pay the money in accordance with CASS 7.13.6R, promptly, and no
later than the date on the cheque if the date is a business day or the
next business day after the date on the cheque;

(2) in the meantime, hold it in a secure location in accordance with
Principle 10; and

(3) record the receipt of the money in the firm’s books and records in
accordance with CASS 7.15 (Records, accounts and
reconciliations).

Appointed representatives, tied agents, field representatives and other agents

7.13.34 R Afirm must ensure that client money received by its appointed
representatives, tied agents, field representatives or other agents is:

(1)  received directly into a client bank account of the firm, where this
would have been required if such client money had been received
by the firm otherwise than through its appointed representatives,
tied agents, field representatives or other agents (see CASS 7.13.6R
and CASS 7.13.7G); or

(2) ifitisreceived in the form of a cheque or other payable order:

@ paid into a client bank account of the firm promptly and, in
any event, no later than the next business day after receipt;
or

(b) forwarded to the firm or, in the case of a field representative,
forwarded to a specified business address of the firm, to
ensure that the money arrives at the specified business
address promptly and, in any event, no later than the close of
the third business day.

7.13.35 G Under CASS 7.13.34R(2)(b), client money received on business day one
should be forwarded to the firm or specified business address of the firm
promptly and, in any event, no later than the next business day after receipt
(business day two) in order for it to reach that firm or specified business
address by the close of the third business day. Procedures requiring the
client money in the form of a cheque to be sent to the firm or the specified
business address of the firm by first class post and, in any event, no later
than the next business day after receipt, would fulfil CASS 7.13.34R (2)(b).

Allocation of client money receipts

71336 R 1) A firm must allocate any client money it receives to an individual
client promptly and, in any case, no later than ten business days
following the receipt (or where subsequent to the receipt of money
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it has identified that the money, or part of it, is client money under
CASS 7.13.37R, no later than ten business days following that
identification).

(2) Pending a firm’s allocation of a client money receipt to an
individual client under (1), it must record the received client money
in its books and records as “unallocated client money”.

If a firm receives money (either in a client bank account or an account of
its own) which it is unable to immediately identify as client money or its
own money, it must:

(1) take all necessary steps to identify the money as either client money
or its own money;

(2) if it considers it reasonably prudent to do so, given the risk that
client money may not be adequately protected if it is not treated as
such, treat the entire balance of money as client money and record
the money in its books and records as “unidentified client money”
while it performs the necessary steps under (1).

If a firm is unable to identify money that it has received as either client
money or its own money under CASS 7.13.37R, it should consider whether
it would be appropriate to return the money to the person who sent it or to
the source from where it was received, for example, the banking
institution).

Money due to a client from a firm

R

Pursuant to the client money segregation requirements, a firm that is
operating the normal approach and is liable to pay money to a client should
promptly, and in any event no later than one business day after the money
is due and payable, pay the money:

1) to, or to the order of, the client; or
(2) into a client bank account.

Where the firm has payment instructions from the client the firm should
pay the money to the order of the client, rather than into a client bank
account.

Prudent segregation

R

If it is prudent to do so to prevent a shortfall in client money on the
occurrence of a primary pooling event, a firm may pay money of its own
into a client bank account and subsequently retain that money in the client
bank account (prudent segregation). Money that the firm retains in a client
bank account under this rule is client money for the purposes of the client
money rules and the client money distribution rules.
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A firm must make and retain an up-to-date record of all payments made
under CASS 7.13.41R. (See further CASS 7.13.50R to 7.13.53R: the
prudent segregation record.)

If a firm intends to pays its own money into a client bank account under
CASS 7.13.41R it must establish a written policy that is approved by its
governing body (and retain such policy for a period of at least five years
after the date it ceases to retain such money in a client bank account under
CASS 7.13.41R) detailing:

1) the specific anticipated risks in relation to which it would be
prudent for the firm to make such payments into a client bank
account;

(@) why the firm considers that the use of such a payment is a
reasonable means of protecting client money against each of the
risks set out in the policy; and

3 the method that the firm will use to calculate the amount required to
address each risk set out in the policy.

The firm may amend its written policy to reflect changes in the specific
anticipated risks in relation to which it would be prudent for the firm to
make payments into a client bank account under CASS 7.13.41R.

The firm’s written policy must not conflict with the client money rules or
the client money distribution rules. If there is a conflict, the client money
rules and the client money distribution rules will prevail.

In the event the firm faces a risk not contemplated under its current policy it
will not be prevented from prudently segregating money as client money in
accordance with these rules but the policy must be created or amended, as
applicable, as soon as reasonably practicable.

Examples of the types of risks that a firm may wish to provide protection
for under CASS 7.13.41R include systems failures and business that is
conducted on non-business days where the firm would be unable to pay any
anticipated shortfall into its client bank accounts.

To the extent that the firm no longer considers it prudent to retain money in
its client bank account pursuant to CASS 7.13.41R in order to ensure that
client money is protected, the firm may cease to treat that money as client
money.

Any money that the firm ceases to treat as client money pursuant to CASS
7.13.48R must be withdrawn from its client bank account as an excess
under CASS 7.15.29R as part of its next reconciliation.

Prudent segregation record

R

A firm must create and keep up-to-date records so that the amount of money
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paid into client bank accounts and retained as client money pursuant to
CASS 7.13.41R or withdrawn pursuant to CASS 7.13.49R, and the reasons
for such payment, retention and withdrawal can be easily ascertained (the
prudent segregation record).

7.13.51 R  The prudent segregation record must record:
(1)  the outcome of the firm’s calculation of its prudent segregation;

@) the amounts paid into or withdrawn from a client bank account
pursuant to CASS 7.13.41R or CASS 7.13.49R;

3) why each payment or withdrawal is made;

4) in respect of the firm’s written policy required by CASS 7.13.43R
the firm must record, as applicable, either:

@ that the payment or withdrawal is made in accordance with
that policy; or

(b)  that the policy will be created or amended to include the
reasons for this payment or withdrawal,

(5)  that the money was paid by the firm in accordance with CASS
7.13.41R or withdrawn by the firm in accordance with CASS
7.13.49R; and

(6) the up-to-date total amount of client money held pursuant to CASS
7.13.41R.

71352 G  Firms are reminded that payments and records made in accordance with
CASS 7.13.51R should not be used as a substitute for a firm keeping
accurate and timely records in accordance with CASS 7.15 (Records,
accounts and reconciliations) and requirements under SYSC 4.1.1R
(General requirements) and SYSC 6.1.1R (Compliance).

7.13.53 R  The prudent segregation record must be retained for five years after the
firm ceases to retain money as client money pursuant to CASS 7.13.41R.

The alternative approach to client money segregation

71354 G (1) In certain circumstances, use of the normal approach for a particular
business line of a firm could lead to significant operational risks to
client money protection. These may include a business line under
which clients’ transactions are complex, numerous, closely related
to the firm’s proprietary business and/or involve a number of
currencies and time zones. In such circumstances, subject to
meeting the relevant criteria and fulfilling the relevant notification
and audit requirements, a firm may use the alternative approach to
segregating client money for that business line.
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@) Under the alternative approach, client money is received into and
paid out of a firm's own bank account. A firm that adopts the
alternative approach to segregating client money should (in line
with CASS 7.15.16R(2)) carry out an internal client money
reconciliation on each business day (‘T0’) and calculate how much
money it either needs to withdraw from, or place in from its own
bank account or its client bank account as a result of any
discrepancy arising between its client money requirement and its
client money resource as at the close of business on the previous
business day (‘T-1").

3 The alternative approach mandatory prudent segregation required
under CASS 7.13.65R is designed to address the risks that:

@) client money in a firm’s own bank account may not be
available to be pooled for distribution to clients on the
occurrence of a primary pooling event; and

(b) at the time of a primary pooling event the firm may not have
segregated in its client bank account a sufficient amount of
client money to meet its client money requirement.

A firm that wishes to adopt the alternative approach for a particular
business line must first establish, and document in writing, its reasons for
concluding, that:

1) adopting the normal approach would lead to greater operational
risks to client money protection compared to the alternative
approach;

@) adopting the alternative approach (including complying with the
requirements for alternative approach mandatory prudent
segregation under CASS 7.13.65R), would not result in undue
operational risk to client money protection; and

3 the firm has systems and controls that are adequate to enable it to
operate the alternative approach effectively and in compliance with
Principle 10 (Clients’ assets).

A firm must retain any documents created under CASS 7.13.55R in relation
to a particular business line for a period of at least five years after the date
it ceases to use the alternative approach in connection with that business
line.

At least three months before adopting the alternative approach for a
particular business line, a firm must:

1) inform the FCA in writing that it intends to adopt the alternative
approach for that particular business line; and

(@) if requested by the FCA, make any documents it created under
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CASS 7.13.54R available to the FCA for inspection.

In addition to the requirement under CASS 7.13.57R, before
adopting the alternative approach, a firm must send a written report
to the FCA prepared by an independent auditor of the firm in line
with a reasonable assurance engagement, stating the matters set out
in (2).

The written report in (1) must state whether, in the auditor’s
opinion:

@ the firm’s systems and controls are suitably designed to
enable it to comply with CASS 7.13.62R to CASS 7.13.65R,;
and

(b) the firm’s calculation of its alternative approach mandatory
prudent segregation amount under CASS 7.13.65R is
suitably designed to enable the firm to comply with CASS
7.13.65R.

A firm that uses the alternative approach must review, at least on an
annual basis and with no more than one year between each review,
whether its reasons for adopting the alternative approach for a
particular business line, as documented under CASS 7.13.55R,
continue to be valid.

If, following the review in (1), a firm finds that its reasons for
adopting the alternative approach are no longer valid for a particular
business line, it must stop using the alternative approach for that
business line as soon as reasonably practicable, and in any event
within six months of the conclusion of its review in (1).

A firm that uses the alternative approach must not materially change how it
will calculate and maintain the alternative approach mandatory prudent
segregation amount under CASS 7.13.65R unless:

1)

()

an auditor of the firm has prepared a report that complies with the
requirements in CASS 7.13.58R(2)(b) in respect of the firm’s
proposed changes; and

the firm provides a copy of the report prepared by the auditor under
(a) to the FCA before implementing the change.

A firm is reminded that, under SUP 3.4.2R, it must take reasonable steps to
ensure that its auditor has the required skill, resources and experience to
perform its function.

A firm that uses the alternative approach for a particular business line
must, on each business day (‘TO’):

1)

receive any money from and pay any money to (or, in either case,
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on behalf of) clients into and out of its own bank accounts;

perform the necessary reconciliations of records and accounts
required under CASS 7.15 (Records, accounts and reconciliations);

adjust the balances held in its client bank account (by effecting
transfers between its own bank account and its client bank account)
to address any difference arising between its client money
requirement and its client money resource as at the close of
business on the previous business day (‘T-1"), so that the correct
amount reflected in the reconciliations under (2) is segregated in its
client bank account; and

subject to CASS 7.13.63R below, keep segregated in its client bank
account the balance held under (3) until it has performed a
reconciliation on the following business day (‘T+1’) and as a result
of that reconciliation is undertaking further adjustments under (3).

During the period between the adjustment in CASS 7.13.62R(3) and the
completion of the next reconciliations in CASS 7.13.62R(2), a firm that
uses the alternative approach for a particular business line may:

1)

(2)

increase the balance held in its client bank account by making intra-
day transfers (during TO) from its own bank account to its client
bank account before the completion of the internal client money
reconciliation under CASS 7.13.62R(2) (that is expected sometime
later on TO) only if:

@) the firm reasonably expects that the client money
requirement for the previous business day (T-1) will
increase above the client money resource currently (during
TO) held in its client bank account; and

(b) such reasonable expectations are based on the working
calculation of the client money requirement relating to the
previous business day (T-1) that the firm has already
determined on that business day (during TO0) (as part of the
process of completing its internal client money
reconciliation); or

decrease the balance held in its client bank account by making intra-
day transfers (during TO) from its client bank account to its own
bank account before the completion of the internal client money
reconciliation under CASS 7.13.62R (2) (that is expected sometime
later on TO) only if:

@) the firm reasonably expects that the client money
requirement for the previous business day (T-1) will
decrease below the client money resource currently held
(during TO) in its client bank account; and
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(b) such reasonable expectations are based on the working
calculation of the client money requirement relating to the
previous business day (T-1) that the firm has already
determined on that business day (during TO) (as part of the
process of completing its internal client money
reconciliation).

However, in doing so, a firm must act prudently and should take
appropriate steps to manage the risk of not having segregated an
amount that appropriately reflects its actual client money
requirement at any given time.

It is anticipated that CASS 7.13.63R may be used by firms which maintain
client bank accounts in a number of different time zones and making
adjustments to the balances of those client bank accounts is dependent on
meeting cut off times for money transfers in those time zones.

1)

)

A firm that uses the alternative approach must, in addition to CASS
7.13.62R, pay an amount (determined in accordance with this rule)
of its own money into its client bank account and subsequently
retain that money in its client bank account (alternative approach
mandatory prudent segregation). The amount segregated by a firm
in its client bank account under this rule is client money for the
purposes of the client money rules and the client money distribution
rules.

The amount required to be segregated under this rule must be an
amount that a firm reasonably determines would be sufficient, at the
time it makes the determination, to protect client money against the
risk that at any time in the following three months the following
categories of client money may not have been fully segregated in its
client bank account or may not be (or become) available for pooling
under CASS 7A.2.4R(1), were a primary pooling event to occur:

@ client money that is received and held by the firm in its own
bank account during the period between:

() the firm’s adjustment of client bank account
balances under CASS 7.13.62R(3) on a particular
business day; and

(i) the firm’s subsequent adjustments under CASS
7.13.62R(3) on the following business day; and

(b) money received and held by the firm in its own bank
account which the firm does not initially identify as part of
its client money requirement, but which subsequently does
become part of its client money requirement;

with the effect that the firm’s alternative approach mandatory
prudent segregation under this rule will reduce, as far as possible,
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any shortfall that might have been produced as a result of (a) or (b)
on the occurrence of a primary pooling event.

(@)

(b)

(©)

Subject to (c), in reaching its determination under (2) of the
amount of money that would be sufficient to address the
risks referred to in (2) for the forthcoming three months, a
firm must take into account the following in respect of each
business line for which it uses the alternative approach, and
for at least the previous three months:

Q) the firm’s client money requirement over the course
of that prior period (excluding any amount that was
required to be segregated under this rule during that
prior period for the purposes of alternative
approach mandatory prudent segregation);

(i) the daily adjustment payments that the firm made
into its client bank account under CASS
7.13.62R(3) during that prior period; and

(iii)  the amount of money received by the firm in its own
bank account which it did not initially identify as
part of its client money requirement, but which
subsequently, and during that prior period, became
part of its client money requirement;

as shown in its internal records.

In reaching its determination under (2) a firm must also take
into account, but at all times having regard to the
requirement under (2), any impact that particular events, the
seasonal nature of each relevant business line, or any other
aspect of those business lines may have on:

() the firm’s client money requirement during the
forthcoming three months for which the amount of
alternative approach mandatory prudent
segregation required under this rule is being
determined,

(i) the daily adjustment payments that the firm is likely
to make into its client bank account under CASS
7.13.62R(3) in that same period; and

(iii)  the amount of unidentified receipts of money that
the firm is likely to receive into its own bank
account and which will subsequently, in that same
period, become part of its client money
requirement.

If, at the time of its determination under (2), the firm has not
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been trading for three months in a business line for which it
is using the alternative approach, then it must use the
records that are available to it and must also factor in
reasonable forecasts, as required under (b), to establish a
three-month reference period.

A firm must, at regular intervals that are at least quarterly,
repeat and complete the combined process of:

() determining the amount that it is required to
segregate for the purposes of alternative approach
mandatory prudent segregation under (2) and (3);

(i) making necessary adjustments to its records to
reflect any changes to its client money requirement
(in accordance with CASS 7.16.16R(3) and CASS
7.16.17R(2)); and

(iii)  paying any additional amounts of its own money
into its client bank account to increase the firm’s
alternative approach mandatory prudent
segregation or withdrawing any excess amounts
from its client bank account to decrease the firm’s
alternative approach mandatory prudent
segregation after it has adjusted its records under

(ii).

The combined process of (a)(i) to (iii) must take no longer
than ten business days.

To the extent that a firm’s compliance with (a)(i) and (ii)
results in there being an excess in the firm’s client bank
account, the firm may cease to treat that money as client
money.

A firm must ensure that the individual responsible for CASS
oversight under CASS 1A.3.1R, CASS 1A.3.1AR or CASS 1A.3.1CR
(as appropriate) reviews the adequacy of the amount of the firm’s
alternative approach mandatory prudent segregation maintained
under this rule at least annually.

Alternative approach mandatory prudent segregation record

R

A firm must create and keep up-to-date records so that any amount of

money that is, pursuant to CASS 7.13.65R:

1)
)

paid into a client bank account and retained as client money; or

withdrawn from a client bank account;

can be easily ascertained (the alternative approach mandatory prudent
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segregation record).

The alternative approach mandatory prudent segregation record under
CASS 7.13.66R must record:

(1) the date of the first determination under CASS 7.13.65R(2) and each
subsequent review undertaken under CASS 7.13.65R(4), and the
total amount that the firm determined was required to be segregated
under CASS 7.13.65R(2) as at that date;

(2)  the date of any payment of the firm’s own money into a client bank
account, or withdrawal of any excess from a client bank account
under CASS 7.13.65R, and for each such occasion:

@) the amount of the payment or withdrawal;

(b) the fact that the money was paid or withdrawn by the firm in
accordance with CASS 7.13.65R; and

(©) as at that date, the total amount actually segregated by the
firm under CASS 7.13.65R.

The alternative approach mandatory prudent segregation record must be
retained for five years after the firm ceases to segregate any money in
accordance with CASS 7.13.65R.

Nothing in CASS 7.13.54G to CASS 7.13.68R prevents a firm from also
making use of the prudent segregation rule in CASS 7.13.41R.

Use of the normal approach in relation to certain regulated clearing arrangements

G

CASS 7.13.72R sets out the circumstances under which a firm, that would
otherwise be required to comply with the requirement in CASS 7.13.6R to
receive client money directly into a client bank account, must receive client
money into its own bank account.

A firm that is also a clearing member that is using the normal approach in
connection with regulated clearing arrangements must use reasonable
endeavours to ensure it is not required under its arrangements with an
authorised central counterparty to receive mixed remittances from or pay
mixed remittances to the authorised central counterparty through a single
bank account.

(1) If, notwithstanding its reasonable endeavours in accordance with
CASS 7.13.71R, the firm is required under its arrangements with an
authorised central counterparty to:

@ receive mixed remittances into a single bank account and

pay mixed remittances to the authorised central
counterparty from that bank account; or
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(b) pay mixed remittances to the authorised central
counterparty using a single bank account;

it must comply, as applicable, with (2) and CASS 7.13.73R.

@) In either or both of the circumstances described in (1), the
firm must pay any mixed remittances from its own bank
account.

(b) Where, in the circumstances described in (1)(a) mixed
remittances from an authorised central counterparty are
received into a firm’s own account it must transfer the client
money element of the mixed remittance to its client bank
account promptly and, in any event, no later than the next
business day after receipt.

Where the circumstances described in CASS 7.13.72(1)(a) apply to a
firm it must pay an amount (determined in accordance with this rule)
of its own money into its client bank account and retain that money
in its client bank account (clearing arrangement mandatory prudent
segregation). The amount segregated by a firm in its client bank
account under this rule will be client money for the purposes of the
client money rules and the client money distribution rules.

The amount required to be segregated under this rule must be an
amount that a firm reasonably determines would be sufficient, at the
time it makes the determination, to protect client money against the
risk that at any time in the following three months client money
received from the authorised central counterparty and held by the
firm in its own bank account following receipt of these monies under
CASS 7.13.72R(1)(a) and until their transfer in accordance with
CASS 7.13.72R(2)(b) may not have been fully segregated in its
client bank account or may not be (or become) available for pooling
under CASS 7A.2.4R(1), were a primary pooling event to occur with
the effect that the firm’s clearing arrangement mandatory prudent
segregation under this rule will reduce, as far as possible, any
shortfall that might have been produced as a result of this risk on the
occurrence of a primary pooling event.

@ Subject to (c), in reaching its determination under (2) of the
amount of money that would be sufficient to address the risks
referred to in (2) for the forthcoming three months, a firm
must take into account the following for at least the previous
three months:

Q) the firm’s client money requirement over the course
of that prior period (excluding any amount that was
required to be segregated under this rule during that
prior period for the purposes of clearing arrangement
mandatory prudent segregation); and
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(i) the payments that the firm made into its client bank
account under CASS 7.13.72R(2)(b) during that prior
period,;

as shown in its internal records.

In reaching its determination under (2) a firm must also take
into account, at all times having regard to the requirement
under (2), any impact that particular events, the seasonal
nature of each relevant business line, or any other aspect of
those business line(s) may have on:

Q) the firm’s client money requirement during the
forthcoming three months for which the amount of
clearing arrangement mandatory prudent
segregation required under this rule is being
determined; and

(i) the payments that the firm is likely to make into its
client bank account under CASS 7.13.72R(2)(b).

If, at the time of its determination under (2), the firm has not
been trading for three months in a business line for which it
is using the normal approach in connection with regulated
clearing arrangements, then it must use the records that are
available to it and must also factor in reasonable forecasts, as
required under (b), to make up a three-month reference
period.

A firm must, at regular intervals that are at least quarterly,
repeat and complete the combined process of:

Q) determining the amount that it is required to
segregate for the purposes of clearing arrangement
mandatory prudent segregation under (2) and (3);

(i) making necessary adjustments to its records to reflect
any changes to its client money requirement in
accordance with CASS 7.16.16R(3) and CASS
7.16.17R(1); and

(iii)  paying any additional amounts of its own money into
its client bank account to increase the firm’s clearing
arrangement mandatory prudent segregation or
withdrawing any excess amounts from its client bank
account to decrease the firm’s clearing arrangement
mandatory prudent segregation after it has adjusted
its records under (ii).

The combined process of (a)(i) to (iii) must take no longer
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than ten business days.

(©) To the extent that a firm’s compliance with (a)(i) and (ii)
results in there being an excess in the firm’s client bank
account, the firm may cease to treat that money as client
money.

(5) A firm must ensure that the individual responsible for CASS
oversight under CASS 1A.3.1R, CASS 1A.3.1AR or CASS 1A.3.1CR
(as appropriate) reviews the adequacy of the amount of the firm’s
clearing arrangement mandatory prudent segregation maintained
under this rule at least annually.

Clearing arrangement mandatory prudent segregation record

R

R

R

G

A firm must create and keep up-to-date records so that any amount of
money that is, pursuant to CASS 7.13.73R:

(1)  paid into a client bank account and retained as client money; or
(2)  withdrawn from a client bank account;

can be easily ascertained (the clearing arrangement mandatory prudent
segregation record).

The clearing arrangement mandatory prudent segregation record under
CASS 7.13.74R must record:

(1)  the date of the first determination under CASS 7.13.73R(2) and each
subsequent review undertaken under CASS 7.13.73R(4), and the
total amount that the firm determined was required to be segregated
under CASS 7.13.73R(2) as at that date;

(2)  the date of any payment of the firm’s own money into a client bank
account, or withdrawal of any excess from a client bank account
under CASS 7.13.73R(4)(a)(iii), and for each such occasion:

@) the amount of the payment or withdrawal;

(b) the fact that the money was paid or withdrawn by the firm in
accordance with CASS 7.13.73R; and

(©) as at that date, the total amount actually segregated by the
firm under CASS 7.13.73R.

The clearing arrangement mandatory prudent segregation record must be
retained for five years after the firm ceases to segregate any money in
accordance with CASS 7.13.73R.

Nothing in CASS 7.13.73R to CASS 7.13.76R prevents a firm from making
use of the prudent segregation rule in CASS 7.13.41R.
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The obligation to use reasonable endeavours referred to in CASS 7.13.71R
is a continuing obligation. Firms should assess, at least on an annual basis,
whether it is possible for payments of client money between the firm and
the authorised central counterparties to be made separately from house
monies and for such payments to be received into and made from its client
bank accounts.

Where a firm operates a sub-pool in accordance with CASS 7.19 (Clearing
member client money sub-pools), the references to client bank accounts in
CASS 7.13.70G to CASS 7.13.78G should be read as client bank accounts

pertaining to the relevant sub-pool.

Client money held by a third party

G

This section sets out the requirements a firm must comply with when it
allows another person to hold client money, other than under CASS
7.13.3R, without discharging its fiduciary duty to that client. Such
circumstances arise when, for example, a firm passes client money to a
clearing house in the form of margin for the firm's obligations to the
clearing house that are referable to transactions undertaken by the firm for
the relevant clients. They may also arise when a firm passes client money to
an intermediate broker for contingent liability investments in the form of
initial or variation margin on behalf of a client. In these circumstances, the
firm remains responsible for that client equity balance held at the
intermediate broker until the contract is terminated and all of that client's
positions at that broker closed. Similarly, this section applies where a firm
allows a broker to hold client money in respect of the firm’s client’s non-
margined transactions, again without the firm discharging its fiduciary duty
to that client. In all cases, if a firm wishes to discharge itself from its
fiduciary duty, it should do so in accordance with the rule regarding the
discharge of a firm's fiduciary duty to the client (CASS 7.11.34R).

A firm may allow another person, such as an exchange, a clearing house or
an intermediate broker, to hold client money, but only if:

(1)  the firm allows that person to hold the client money:

(@) for the purpose of one or more transactions for a client through
or with that person; or

(b) to meeta client's obligation to provide collateral for a
transaction (for example, an initial margin requirement for a
contingent liability investment); and

(2)  inthe case of a retail client, that client has been notified that the firm
may allow the other person to hold its client money.

Client money that a firm allows another person to hold under CASS
7.14.2R:
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(1)  should only be held for transactions which are likely to occur (and
for which the other person needs to receive client money) or have
recently settled (and such that the other person has received client
money); and

(2)  should be recorded in client transaction accounts by that other
person.

Apart from client money held by a firm in an individual client account or an
omnibus client account at an authorised central counterparty, a firm should
not hold excess client money in its client transaction accounts.

Client money arising from, or in connection with, safe custody assets

G

(1)  Money arising from, or in connection with, the holding of a safe
custody assets by a firm which is due to clients should, unless
treated otherwise under the client money rules, be treated as client
money by the firm.

(2)  Firms are reminded of the guidance in CASS 6.1.2G.

If a firm has deposited safe custody assets with a third party under CASS
6.3 and client money arises from, or in connection with, those safe custody
assets then the firm must ensure that the third party either deposits the
money in a client bank account of the firm or records it in a client
transaction account for the benefit of the firm clients as appropriate.

Firms are reminded of the guidance in CASS 7.14.4G which is applicable to
client transaction accounts.

If the third party holding the safe custody assets under CASS 7.14.6R is a
bank with which the firm is permitted to deposit client money under CASS
7.13.3R, then the client bank account referred to in CASS 7.14.6R may be
an account with that bank.

Firms are reminded of the requirements under CASS 7.18 for
acknowledgement letters, which must be complied with before using client
bank accounts and client transaction accounts.

Records, accounts and reconciliations

G

(1)  This section sets out the requirements a firm must meet when
keeping records and accounts of the client money it holds.

(2)  Where a firm establishes one or more sub-pools, the provisions of
CASS 7.15 (Records, accounts and reconciliations) shall be read as
applying separately to the firm’s general pool and each sub-pool in
line with CASS 7.19.3R and CASS 7.19.4R.
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A firm must keep such records and accounts as are necessary to enable it, at
any time and without delay, to distinguish client money held for one client
from client money held for any other client, and from its own money.

[Note: article 16(1)(a) of the MiFID implementing Directive]

A firm must maintain its records and accounts in a way that ensures their
accuracy, and in particular their correspondence to the client money held
for clients.

[Note: article 16(1)(b) of the MiFID implementing Directive]

The requirements in CASS 7.15.2R to CASS 7.15.3R are for a firm to keep
internal records and accounts of client money. Therefore, any records
falling under those requirements should be maintained by the firm and
should be separate to any records the firm may have obtained from any
third parties, such as those with or through whom it may have deposited, or
otherwise allowed to hold, client money.

Record keeping

R

G

R

(1) A firm must maintain records so that it is able to promptly determine
the total amount of client money it should be holding for each of its
clients.

(2) A firm must ensure that its records are sufficient to show and explain
its transactions and commitments for its client money.

(3)  Unless otherwise stated, a firm must ensure that any record made
under the this chapter is retained for a period of five years starting
from the later of:

@ the date it was created; and

(b) (if it has been modified since the date it was created), the date
it was most recently modified.

Unless required sooner under another rule in this chapter, in complying
with CASS 7.15.5R(1) a firm should ensure it is able to determine the total
amount of client money it should be holding for each client within two
business days of having taken a decision to do so or at the request of the
FCA.

For each internal client money reconciliation and external client money
reconciliation the firm conducts, it must ensure that it records:

(1) the date it carried out the relevant process;
(2)  the actions the firm took in carrying out the relevant process; and

(3)  the outcome of its calculation of its client money requirement and
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client money resource.

Policies and procedures

G

Firms are reminded that they must, under SYSC 6.1.1R, establish,
implement and maintain adequate policies and procedures sufficient to
ensure compliance of the firm with the rules under this chapter. This should
include, for example, establishing and maintaining policies and procedures
concerning:

(1) the frequency and method of the reconciliations the firm is required
to carry out under this section;

(2) the resolution of reconciliation discrepancies under this section; and

(3) the frequency at which the firm is required to review its
arrangements in compliance with this chapter.

Receipts of client money

R

A firm must maintain appropriate records that account for all receipts of
client money in the form of cash, cheque or other payable order that are not
yet deposited in a client bank account (see CASS 7.13.32R and CASS
7.13.33R).

Firms following one of the standard methods of internal client money
reconciliation in CASS 7.16 are also reminded that they must, as part of
their internal client money reconciliation, take into account all receipts of
client money in the form of cash, cheque or other payable order that are not
yet deposited in a client bank account (see CASS 7.13.32R and CASS
7.13.33R).

Payments made to discharge fiduciary duty

R

If a firm draws a cheque, or other payable order, to discharge its fiduciary
duty to its clients, it must continue to record its obligation to its clients until
the cheque, or other payable order, is presented and paid by the bank.

Internal client money reconciliations

R

An internal client money reconciliation requires a firm to carry out a
reconciliation of its internal records and accounts of the amount of client
money that the firm holds for each client with its internal records and
accounts of the client money the firm should hold in client bank accounts or
has placed in client transaction accounts.

In carrying out an internal client money reconciliation, a firm must use the
values contained in its internal records and ledgers (for example, its cash
book or other internal accounting records) rather than the values contained
in the records it has obtained from banks and other third parties with whom
it has placed client money (for example, bank statements).
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G  Aninternal client money reconciliation should:

1)

(2)

3)

4)

R (1)

@)

3)

R (1)

(2)

be one of the steps a firm takes to arrange adequate protection for
clients’ assets when the firm is responsible for them (see Principle 10
(Clients’ assets), as it relates to client money);

be one of the steps a firm takes to satisfy its obligations under CASS
7.12.2R and CASS 7.15.3R and, where relevant, SYSC 4.1.1R(1) and
SYSC 6.1.1R, to ensure the accuracy of the firm’s records and
accounts;

for the normal approach to segregating client money (CASS 7.13.6R),
check whether the amount of client money recorded in the firm’s
records as being segregated in client bank accounts meets the firm's
obligations to its clients under the client money rules on a daily basis;
and

for the alternative approach to segregating client money (CASS
7.13.62R), calculate the amount of client money to be segregated in
client bank accounts which meets the firm's obligations to its clients
under the client money rules on a daily basis.

A firm must perform an internal client money reconciliation:
@) each business day; and

(b) based on the records of the firm as at the close of business on
the previous business day.

When performing an internal client money reconciliation, a firm
must, subject to (3), follow one of the standard methods of internal
client money reconciliation in CASS 7.16.

A firm proposing to follow a non-standard method of internal client
money reconciliation must comply with the requirements in CASS
7.15.17R to CASS 7.15.19G.

A firm which has adopted the normal approach to segregating client
money (see CASS 7.13.6R) must use the internal client money
reconciliation to check whether its client money resource, as at the
close of business on the previous business day, was equal to its client
money requirement at the close of business on that previous day.

A firm that adopts the alternative approach to segregating client
money (see CASS 7.13.54G) must use the internal client money
reconciliation to ensure that its client money resource as at the close
of business on any day it carries out an internal client money
reconciliation is equal to its client money requirement at the close of
business on the previous day.

Non-standard method of internal client money reconciliation
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A non-standard method of internal client money reconciliation is a method
of internal client money reconciliation which does not meet the
requirements in CASS 7.16 (The standard methods of internal client money
reconciliation).

1)

(2)

Before using a non-standard method of internal client money
reconciliation, a firm must:

(@)

(b)

(©)

establish and document in writing its reasons for concluding
that the method of internal client money reconciliation it
proposes to use will:

Q) (for the normal approach to segregating client money)
check whether the amount of client money recorded in
the firm’s records as being segregated in client bank
accounts meets the firm’s obligation to its clients
under the client money rules on a daily basis; or

(i) (for the alternative approach to segregating client
money) calculate the amount of client money to be
segregated in client bank accounts which meets the
firm’s obligations to its clients under the client money
rules on a daily basis;

notify the FCA of its intentions to use a non-standard method
of internal client money reconciliation; and

send a written report to the FCA prepared by an independent
auditor of the firm in line with a reasonable assurance
engagement and stating the matters set out in (2).

The written report in (1)(c) must state whether in the auditor’s
opinion:

(@)

(b)

the method of internal client money reconciliation which the
firm will use is suitably designed to enable it to (as
applicable):

() (for the normal approach to segregating client money)
check whether the amount of client money recorded in
the firm’s records as being segregated in client bank
accounts meets the firm’s obligation to its clients
under the client money rules on a daily basis; or

(i) (for the alternative approach to segregating client
money) calculate the amount of client money to be
segregated in client bank accounts which meets the
firm’s obligations to its clients under the client money
rules on a daily basis; and

the firm’s systems and controls are suitably designed to
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enable it to carry out the method of internal client money
reconciliation the firm will use.

(3) A firmusing a non-standard method of internal client money
reconciliation must not materially change its method of undertaking
internal client money reconciliations unless:

@ the firm has established and documented in writing it reasons
for concluding that the changed methodology will meet the
requirements in (1)(a)(i) and (ii), as applicable;

(b) an auditor of the firm has prepared a report that complies with
the requirements in (1)(c) and (2) in respect of the firm’s
proposed changes; and

(©) the firm provides a copy of the report prepared by the auditor
under (2) to the FCA before implementing the change .

A firm is reminded that, under SUP 3.4.2R, it must take reasonable steps to
ensure that its auditor has the required skill, resources and experience to
perform its function.

External client money reconciliations

R

R

A firm must conduct, on a regular basis, reconciliations between its internal
records and accounts and those of any third parties which hold client
money.

[Note: article 16(1)(c) of the MiFID implementing Directive]
The purpose of an external client money reconciliation is to ensure the

accuracy of a firm’s internal records and accounts against those of any third
parties by whom client money is held.

Frequency of external client money reconciliations

A firm must perform an external client money reconciliation:

(1) asregularly as is necessary but without allowing more than one
month to pass between each external client money reconciliation;
and

(2) assoon as reasonably practicable after the date to which the external
client money reconciliation relates.

When determining the frequency at which it will undertake external client

money reconciliations, a firm must have regard to:

(1) the frequency, number and value of transactions which the firm
undertakes in respect of client money; and

(2) the risks to which the client money is exposed, such as the nature,
volume and complexity of the firm’s business and where and with
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whom client money is held.

A firm must make and retain records sufficient to show and explain
any decision it has taken under CASS 7.15.23R when determining the
frequency of its external client money reconciliation. Subject to (2),
any such records must be retained indefinitely.

If any decision under CASS 7.15.23R is superseded by a subsequent
decision under that rule then the record of that earlier decision
retained in accordance with (1) need only be retained for a further
period of five years from the subsequent decision.

In most circumstances, firms which undertake transactions on a daily basis
should conduct an external client money reconciliation each business day.

1)

@)

3)

Subject to (3), a firm must review the frequency it conducts its
external client money reconciliations at least annually to ensure that
it continues to comply with CASS 7.15.22R and has given due
consideration to the matters in CASS 7.15.23R.

For each review a firm undertakes under (1), it must record the date
and the actions it took in reviewing the frequency of its external
client money reconciliations.

A firm need not carry out a review under (1) if it is conducting
external client money reconciliations each business day.

Method of external client money reconciliations

An external client money reconciliation requires a firm to:

1)

@)

compare:

(@) the balance, currency by currency, on each client bank account
recorded by the firm, as set out in the most recent statement or
other form of confirmation issued by the bank with which
those accounts are held; and

(b) the balance, currency by currency, on each client transaction
account as recorded by the firm, as set out in the most recent
statement or other form of confirmation issued by the person
with whom the account is held; and

promptly identify and resolve any discrepancies between those
balances under CASS 7.15.31R and CASS 7.15.32R.

A firm must ensure it includes the following items within its external client

money reconciliation:

1)

any client’s approved collateral a firm holds which secures an
individual negative client equity balance (see CASS 7.16.32R); and
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(2) any of its own approved collateral a firm holds which is used to meet
the total margin transaction requirement in CASS 7.16.33R.

Reconciliation discrepancies

R

When a discrepancy arises between a firm’s client money resource and its
client money requirement identified by a firm's internal client money
reconciliations, the firm must determine the reason for the discrepancy and
ensure that:

(1) any shortfall is paid into a client bank account by the close of
business on the day that the reconciliation is performed; or

(2) any excess is withdrawn from a client bank account within the same
time period.

Where the discrepancy identified under CASS 7.15.29R has arisen as a
result of a breach of the client money segregation requirements, the firm
should ensure it takes sufficient steps to avoid a reoccurrence of that breach
(see Principle 10 (Clients’ assets), as it relates to client money, CASS
7.15.3R and, where relevant, SYSC 4.1.1R(1) and SYSC 6.1.1R).

If any discrepancy is identified by an external client money reconciliation,
the firm must investigate the reason for the discrepancy and take all
reasonable steps to correct it without undue delay, unless the discrepancy
arises solely as a result of timing differences between the accounting
systems of the party providing the statement or confirmation and that of the
firm.

While a firm is unable to immediately resolve a discrepancy identified by
an external client money reconciliation, and one record or set of records
examined by the firm during its external client money reconciliation
indicates that there is a need to have a greater amount of client money or, if
appropriate, approved collateral than is the case, the firm must assume,
until the matter is finally resolved, that that record or set of records is
accurate and pay its own money into a relevant account.

Notification requirements

R A firm must inform the FCA in writing without delay if:

(1) itsinternal records and accounts of client money are materially out of

date, inaccurate or invalid so that the firm is no longer able to comply
with the requirements in CASS 7.15.2R, CASS 7.15.3R or CASS
7.15.5R(2);

(2) itwill be unable to, or materially fails to, pay any shortfall into a client

bank account or withdraw any excess from a client bank account so
that the firm is unable to comply with CASS 7.15.29R after having
carried out an internal client money reconciliation;
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it will be unable to, or materially fails to, identify and resolve any
discrepancies under CASS 7.15.31R to CASS 7.15.32R after having
carried out an external client money reconciliation;

it will be unable to, or materially fails to, conduct an internal client
money reconciliation in compliance with CASS 7.15.12R and CASS
7.15.15R,;

it will be unable to, or materially fails to, conduct an external client
money reconciliation in compliance with CASS 7.15.20R to CASS
7.15.28R; and

it becomes aware that, at any time in the preceding 12 months, the
amount of client money segregated in its client bank accounts
materially differed from the total aggregate amount of client money
the firm was required to segregate in client bank accounts under the
client money segregation requirements.

Annual audit of compliance with the client money rules

G

Firms are reminded that the auditor of the firm has to confirm in the report
submitted to the FCA under SUP 3.10 (Duties of auditors: notification and
report on client assets) that the firm has maintained systems adequate to
enable it to comply with the client money rules.

The standard methods of internal client money reconciliation

G

(1)

)

(1)

)

Firms are required to carry out an internal client money reconciliation
each business day (CASS 7.15.12R and CASS 7.15.15R). This section
sets out methods of reconciliation that are appropriate for these
purposes (the standard method of internal client money
reconciliation).

Where a firm establishes one or more sub-pools, the provisions of
CASS 7.16 (The standard methods of internal client money
reconciliation) shall be read as applying to the firm’s general pool and
each sub-pool individually, in line with CASS 7.19.3R and CASS
7.19.4R.

A non-standard method of internal client money reconciliation is a
method of internal client money reconciliation which does not meet
the requirements of this section.

Where a firm uses a non-standard method of internal client money
reconciliation it is reminded that it must comply with the
requirements in CASS 7.15.18R.

Regardless of whether a firm is following one of the standard methods of
internal client money reconciliation or a non-standard method of internal
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client money reconciliation, it is reminded that it must maintain its records
so that it is able to promptly calculate the total amount of client money it
should be holding for each client (see CASS 7.15.5R(1)).

Firms are reminded that the internal client money reconciliation should
achieve the purposes set out in CASS 7.15.14G.

(1) Afirm that adopts the normal approach to segregating client money
(CASS 7.13.6R) will be using the methods in this section to check
whether it has correctly segregated client money in its client bank
accounts.

(2)  Afirm that adopts the alternative approach to segregating client
money (CASS 7.13.54G) will be using the methods in this section to
calculate how much money it needs to withdraw from, or place in,
client bank accounts as a result of any discrepancy arising between its
client money requirement and its client money resource at the close of
business on the previous business day.

Unless otherwise stated, firms are reminded that they are required to receive
all client money receipts directly into a client bank account (see CASS
7.13.6R).

A firm that receives client money in the form of cash, a cheque or other
payable order is reminded that it must pay that money (eg, into a client bank
account) no later than on the business day after it receives the money (see
CASS 7.13.32R). Once deposited into a client bank account, that receipt of
client money should form part of the firm’s client money resource (see CASS
7.16.8R). In calculating its client money requirement, a firm will need to
take into account any client money received as cash, cheques or payment
orders but not yet deposited into a client bank account (see CASS
7.16.25R(3) and CASS 7.16.26G).

Client money resource

R

G

The client money resource is the aggregate balance on the firm’s client bank
accounts.

(1) A firm should ensure that the amount it reflects in its internal client
money reconciliation as its client money resource is equal to the
aggregate balance on its client bank accounts. For example, if:

@ a firm holds client money received as cash, cheques or payment
orders but not yet deposited in a client bank account (in
accordance with CASS 7.13.32R); and

(b) that firm records all receipts from clients, whether or not yet
deposited with a bank, in its cashbook (see CASS
7.16.26G(1)(a));

its client money resource should not include the cash, cheques or
payment orders received but not yet deposited in a client bank
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account.

(2) The guidance in (1) is consistent with a firm’s obligations to maintain
its internal records in an accurate way, particularly their
correspondence to the client money held for clients.

Client money requirement

7.16.10 R Subject to CASS 7.16.12R, the client money requirement must be calculated
by one, but not both, of the following of two methods:

1) the individual client balance method (CASS 7.16.16R); or
2 the net negative add-back method (CASS 7.16.17R).

7.16.11 R The net negative add-back method may only be used, under this section, by a
CASS 7 asset management firm or a CASS 7 loan-based crowdfunding firm
and only if such firms do not undertake any margined transactions for, or on
behalf of, their clients.

7.16.12 R A CASS 7 loan-based crowdfunding firm must not use the individual client
balance method under this section.

7.16.13 G (1) The client money requirement should represent the total amount of
client money a firm is required to have segregated in client bank
accounts under the client money rules.

@) CASS 7.16.11R does not prevent a firm from adopting a net negative
add-back method as part of a non-standard method of internal client
money reconciliation.

(3) CASS 7.16.12R does not prevent a CASS loan-based crowdfunding
firm from adopting the individual client balance method as part of a
non-standard method of internal client money reconciliation.

4) If a firm uses the individual client balance method in respect of some
of its business lines and the net negative add-back method in respect
of others it will be conducting a non-standard method of internal
client money reconciliation.

71614 G (1) The individual client balance method (CASS 7.16.16R) may be
applied by any firm except a CASS 7 loan-based crowdfunding firm.
This method requires a firm to calculate the total amount of client
money it should be segregating in client bank accounts by reference
to how much the firm should be holding in total (ie, across all its
client bank accounts and businesses) for each of its individual clients
for:

@ non-margined transactions (CASS 7.16.16R(1) and CASS
7.16.21R);
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margined transactions (CASS 7.16.16R(2) and CASS
7.16.32R); and

certain other matters (CASS 7.16.16R(3) and CASS
7.16.25R).

CASS 7.16.22E is an evidential provision which sets out a
method firms should use for calculating how much they
should be holding in total for each individual client for non-
margined transactions.

The calculation in CASS 7.16.22E permits a firm to calculate
either one individual client balance across all its products for
each client or a number of individual client balances per
client equal to the number of products operated by the firm
for each client (see CASS 7.16.22E(1)).

The calculation referred to in (2)(b) may also be applied by
different types of firms and, as a result, each firm will need to
apply the calculation in way which recognises the business
model under which that firm operates.

G The net negative add-back method (CASS 7.16.17R) is available to CASS 7
asset management firms and CASS 7 loan-based crowdfunding firms, many
of whom may operate internal ledger systems on a bank account by bank
account, not client-by-client, basis. This method allows a firm to calculate
the total amount of client money it is required to have segregated in client
bank accounts by reference to:

1) the balances in each client bank account (see CASS 7.16.17R(1) and
CASS 7.16.18G(2));

(@) whether any individual client’s net position in a specific client bank
account is negative (see CASS 7.16.17R(2) and CASS 7.16.18G(2));

and

3) certain other matters (see CASS 7.16.17R(2) and CASS 7.16.25R).

Client money requirement calculation: individual client balance method

R Subject to CASS 7.16.25R and CASS 7.16.37R, under this method the client
money requirement must be calculated by taking the sum of, for all clients
and across all products and accounts:

1) the individual client balances calculated under CASS 7.16.21R,
excluding:

(@)

(b)

individual client balances which are negative (ie, debtors);
and

clients' equity balances;
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the total margined transaction requirement (calculated under CASS
7.16.32R); and

any amounts that have been segregated as client money according to
the firm’s records under any of the following: CASS 7.13.51R(1)
(prudent segregation record), CASS 7.13.66R (alternative approach
mandatory prudent segregation record) and/ CASS 7.13.74R
(clearing arrangement mandatory prudent segregation record).

Client money requirement calculation: net negative add-back method

R Subject to CASS 7.16.25R, under this method the client money requirement
must be calculated by taking the sum of, for each client bank account:

G

G

1)

)

(1)

)

the amount which the firm’s internal records show as held on that
account; and

an amount that offsets each negative net amount which the firm’s
internal records show attributed to that account for an individual
client.

A firm which utilises the net negative add-back method is reminded
that it must do so in a way which allows it to maintain its records so
that, at any time, the firm is able to promptly determine the total
amount of client money it should be holding for each client (see
CASS 7.15.5R(2)).

For the purposes of CASS 7.16.17R, a firm should be able to readily
use the figures previously recorded in its internal records and ledgers
(for example, its cashbook or other internal accounting records) as at
the close of business on the previous business day without
undertaking any additional steps to determine the balances in the
firm’s client bank accounts.

A firm which utilises the net negative add-back method may:

(1)

()

calculate its client money requirement and client money resource on
a bank account by bank account basis;

for the purposes of CASS 7.16.17R, a firm should take into account
any amounts that have been segregated as client money according to
the firm’s records under either or both CASS 7.13.50R (prudent
segregation record) and CASS 7.13.66R (alternative approach
mandatory prudent segregation record).

Non-margined transactions (eg, securities): individual client balance

G

The sum of positive individual client balances for each client should

represent the total amount of all money the firm holds, has received or is

obligated to have received or be holding as client money in a client bank
account for that client for non-margined transactions.
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7.16.21 R A firm must calculate a client’s individual client balances in a way which
captures the total amount of all money the firm should be holding as client
money in a client bank account for that client for non-margined transactions
under the client money rules.

71622 E (1) A firm may calculate either:

@ one individual client balance for each of its clients, based on
the total of the firm’s holdings for each client; or

(b) a number of individual client balances per client, equal to the
number of products the firm operates for each client.

(@) Each individual client balance for a client should be calculated in
accordance with this table:

Individual client balance calculation

Free money (sums held for a client free of sale or A
purchase (eg, see (3)(a)) and

sale proceeds due to the client:

@ for principal deals when the client has B
delivered the designated investments; and

(b) | for agency deals, when:

() the sale proceeds have been received | C1
by the firm and the client has
delivered the designated investments;
or

(if) | the firm holds the designated C2
investments for the client; and

the cost of purchases:

(©) for principal deals, paid for by the client D
when the firm has not delivered the
designated investments to the client; and

(d) | for agency deals, paid for by the client
when:

Q) the firm has not remitted the money El
to, or to the order of, the
counterparty; or

(if) | the designated investments have been | E2
received by the firm but have not
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been delivered to the client;

Less

money owed by the client for unpaid purchases by, | F
or for, the client if delivery of those designated
investments has been made to the client; and

proceeds remitted to the client for sales transactions | G
by, or for, the client if the client has not delivered
the designated investments.

Individual client balance 'X' = X
(A+B+C1+C2+D+E1+E2)-F-G

(3) When calculating an individual client balance for each client, a firm
should also:

@ ensure it includes:

(1)  client money consisting of dividends received and
interest earned and allocated (see CASS 7.11.32R);

(i) client money consisting of dividends (actual or
payments in lieu), stock lending fees and other
payments received and allocated (see CASS 6.1.2G);

(iii))  money the firm appropriates and segregates as client
money to cover an unresolved shortfall in safe custody
assets it identifies in its internal records which is
attributable to an individual client (see CASS
6.6.54R(2)); and

(iv) money the firm segregates as client money instead of an
individual client’s safe custody asset until such time as
the relevant delivery versus payment transaction settles
under CASS 6.1.12R(2); and

(b) deduct any amounts due and payable by the client to the firm
(see CASS 7.11.25R).

4 Compliance with (1), (2), (3) and (4) may be relied on as tending to
establish compliance with CASS 7.16.21R.

7.16.23 R A firm must calculate an individual client balance using the contract value
of any client purchases or sales, being the value to which the client would be
contractual entitled to receive or contractually obligated to pay.

7.16.24 G If afirm calculates each individual client balance on a product-by-product
basis under CASS 7.16.22E(1)(b), the result should be that the firm does not
net client positions across all products and accounts.

Page 193 of 252



7.16.25

7.16.26

FCA 2014/36

Other requirements for calculating the client money requirement

R When calculating the client money requirement under either of the methods
in CASS 7.16.10R, a firm must:

G

1)

)

(3)

(4)

()

1)

)

(3)

include any unallocated client money (see CASS 7.13.36R) and
unidentified receipts of money it considers prudent to segregate as
client money (see CASS 7.13.37R);

include any money the firm appropriates and holds as client money to
cover an unresolved shortfall in safe custody assets identified in its
internal records which is not attributable, or cannot be attributed to,
an individual client (see CASS 6.6.49R, CASS 6.6.50R and CASS
6.6.54R);

take into account any client money received as cash, cheques or
payment orders but not yet deposited into a client bank account
under CASS 7.13.32R (see also CASS 7.15.9R);

if it has drawn any cheques or other payable orders, to discharge its
fiduciary duty to its clients and continue to treat the sum concerned
as forming part of its client money requirement until the cheque or
order is presented and paid by the bank (see CASS 7.11.40R); and

ensure it has taken into account all client money the firm should be
holding in connection with clients’ non-margined transactions.

Under CASS 7.16.25R(3), where a firm holds client money received
as cash, cheques or payment orders but not yet deposited in a client
bank account under CASS 7.13.32R, it may:

@ include these balances when calculating its client money
requirement (eg, where the firm records all receipts from
clients, whether or not yet deposited with a bank, in its
cashbook); or

(b)  exclude these balances when calculating its client money
requirement (eg, where the firm only records client receipts to
its cashbook once deposited with a bank).

In line with (1)(a), the firm will need to ensure that, before finalising
the calculation of its client money requirement within this section, it
deducts these balances, to ensure that they do not give rise to a
discrepancy between the firm’s client money requirement and client
money resource (see CASS 7.15.29R).

In line with (1)(b), although the balances concerned do not form part
of the firm’s client money requirement, the firm must continue to
account for all receipts of client money as cash, cheques or payment
orders but not yet deposited in a client bank account in its records
and accounts (see CASS 7.13.32R and CASS 7.15.9R).
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1) In accordance with CASS 7.16.25R(5), where a firm has allowed
another person to hold client money in connection with a client’s
non-margined transaction (eg, in a client transaction account under
CASS 7.14 (Client money held by a third party), the firm should
include these balances when calculating its client money
requirement.

@) If a firm is utilising the individual client balance method (CASS
7.16.16R) to calculate its client money requirement, CASS 7.16.21R
requires the firm to include the sums its holds for each client that are
placed with another person in connection with a client’s non-
margined transaction when calculating a client’s individual client
balance (eg, see CASS 7.16.22E and items C1 and E2).

3 Under (1) and (2), the firm will need to ensure that, before finalising
the calculation of its client money requirement within this section, it
deducts the balances held for clients’ non-margined transactions in
client transaction accounts, to ensure that they do not give rise to a
discrepancy between the firm’s client money requirement and client
money resource (see CASS 7.15.29R).

4) Under (1), (2) and (3), in determining the balances of client money a
firm has allowed another person to hold in connection with a client’s
non-margined transaction or the balances held for clients’ non-
margined transactions in client transaction accounts, a firm should
use the values contained in its internal records and ledgers (see CASS
7.15.13R).

Margined transactions (eg, derivatives): equity balances

R

R

Subject to CASS 7.16.30R, a client’s equity balance is the amount which the
firm would be liable to pay to the client (or the client to the firm) under the
client money rules for margined transactions if each of the open positions
were liquidated at the closing or settlement prices published by the relevant
exchange or other appropriate pricing source and the account with the firm
were closed. This notional balance should include any unrealised losses or
profits associated with that client’s open positions, and any margin the firm
has received from the client in connection with those positions.

Subject to CASS 7.16.30R, a firm's equity balance is the amount which the
firm would be liable to pay to the exchange, clearing house, intermediate
broker or OTC counterparty (or vice-versa) for the firm's margined
transactions if each of the open positions of those of the firm's clients that
are entitled to protection under the client money rules were liquidated at the
closing or settlement prices published by the relevant exchange or other
appropriate pricing source and the firm's client transaction accounts with
that exchange, clearing house, intermediate broker or OTC counterparty
were closed. This notional balance should include any unrealised losses or
profits associated with the open positions the firm holds for clients and any
margin the firm holds for clients in the relevant client transaction accounts.
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The terms ‘client’s equity balance' and 'firm's equity balance' refer to cash
values and do not include non-cash collateral or other designated
investments (including approved collateral) the firm holds for a margined
transaction.

Margined transactions (eg, derivatives): margined transaction requirement

G The margined transaction requirement should represent the total amount of

R

R

client money a firm is required under the client money rules to segregate in
client bank accounts for margined transactions. The calculation in CASS
7.16.33R is designed to ensure that an amount of client money is held in
client bank accounts which equals at least the difference between the equity
the firm holds at exchanges, clearing houses, intermediate brokers and OTC
counterparties for margined transactions for clients entitled to protection
under the client money rules, and the amount due to clients under the client
money rules for those same margined transactions. With this calculation, a
firm’s margined transaction requirement should represent, if positions were
unwound, the firm’s gross liabilities to clients entitled to protection under
the client money rules for margined transactions.

The total margined transaction requirement is:

@ the sum of each of the client's equity balances which are positive;
less

@) the proportion of any individual negative client equity balance which
is secured by client approved collateral; and

3 the net aggregate of the firm's equity balance (negative balances
being deducted from positive balances) on client transaction
accounts for customers with exchanges, clearing houses,
intermediate brokers and OTC counterparties.

1) To meet the total margin transaction requirement, a firm may
appropriate and use its own approved collateral, provided it meets
the requirements in (2).

@) The firm must hold the approved collateral in a way which ensures
that, in accordance with CASS 7A.2.3AR, the approved collateral
will be liquidated on the occurrence of a primary pooling event and
the proceeds paid into a client bank account, and in so doing:

@ ensure the approved collateral is clearly identifiable as
separate from the firm’s own property and is recorded by the
firm in its records as being held for its clients;

(b) keep a record of the actions the firm has taken under this rule
which includes a description of the terms on which the firm
holds the approved collateral, identifies that the approved
collateral is held for the benefit of its clients and specifies the
approved collateral that the firm has appropriated for the
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purposes of this rule; and

(©) update the record made under (b) whenever the firm ceases to
appropriate and use approved collateral under this rule.

Where CASS 7.16.33R applies, the firm will be reducing the requirement
arising from CASS 7.16.16R(2) and, as such, simultaneously reducing its
overall client money requirement (ie, the amount of money the firm is
required to segregate in client bank accounts).

If a firm's total margined transaction requirement is negative, the firm must
treat it as zero for the purposes of calculating its client money requirement.

LME bond arrangements

R

A firm with a Part 30 exemption order which also operates an LME bond
arrangement for the benefit of US-resident investors must exclude the client
equity balances for transactions undertaken on the LME on behalf of those
US-resident investors from the calculation of the margined transaction
requirement, to the extent those transactions are provided for by an LME
bond arrangement.

Reduced client money requirement option

R Where appropriate, a firm may:

) when, in respect of a client, there is a positive individual client
balance and a negative client equity balance, offset the credit against
the debit and, therefore, have a reduced individual client balance in
CASS 7.16.21R for that client; and

@) when, in respect of a client, there is a negative individual client
balance and a positive client equity balance, offset the credit against
the debit and, therefore, have a reduced client equity balance (CASS
7.16.28R) for that client.

G The effect of CASS 7.16.37R is to allow a firm to offset, on a client-by-client
basis, a negative amount with a positive amount arising out of the
calculations in CASS 7.16.21R and CASS 7.16.28R and, therefore, reduce its
overall client money requirement.

Statutory trust

G Section 137B(1) of the Act (Miscellaneous ancillary matters) provides that

rules may make provision which result in client money being held by a firm
on trust (England and Wales and Northern Ireland) or as agent (Scotland
only). This section creates a fiduciary relationship between the firm and its
client under which client money is in the legal ownership of the firm but
remains in the beneficial ownership of the client. In the event of failure of
the firm, costs relating to the distribution of client money may have to be
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borne by the trust.
Requirement

7.17.2 R Subject to CASS 7.17.3R in respect of a trustee firm, a firm receives and
holds client money as trustee on the following terms:

(1)  for the purposes of, and on the terms of, the client money rules and
the client money distribution rules;

(2) (a) where afirm maintains only a general pool of client money,
subject to (4), for the clients (other than clients which are
insurance undertakings when acting as such with respect to
client money received in the course of insurance mediation
activity and that was opted in to this chapter) for whom that
money is held, according to their respective interests in it;

(b)  where a firm has established one or more pools of client
money, subject to (4):

(i) the general pool is held for all the clients of the firm for
whom the firm receives or holds client money (other than
clients which are insurance undertakings when acting in
regard to client money received during insurance
mediation activity and that was opted in to this chapter)
according to their respective interests; and

(if)  each sub-pool is for the clients of the firm who are
identified as beneficiaries of the sub-pool in question, in
accordance with CASS 7.19.6R(2), according to their
respective interests in it;

(3) after all valid claims in (2) have been met, for clients which are
insurance undertakings with respect of client money received in the
course of insurance mediation activity according to their respective
interests in it;

(4)  for the payment of the costs properly attributable to the distribution of
the client money in (2) if such distribution takes place following the
failure of the firm; and

(5) after all valid claims and costs under (2) to (4) have been met, for the
firm itself.

7.17.3 R Atrustee firm which is subject to the client money rules by virtue of CASS
7.10.1R(2) receives and holds client money as trustee on the terms in CASS
7.17.2R, subject to its obligations to hold client money as trustee under the
relevant instrument of trust.

7.17.4 G If atrustee firm holds client money, the firm should follow the provisions in
CASS 7.10.33R to CASS 7.10.40G.
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The statutory trust under CASS 7.17.2R does not permit a firm, in its
capacity as trustee, to use client money to advance credit to the firm's clients,
itself, or any other person. For example, if a firm wishes to undertake a
transaction for a client in advance of receiving client money from that client
to fund that transaction, it should not advance credit to that client or itself
using other clients’ client money (ie, it should not ‘pre-fund’ the transaction
using other clients’ client money).

Acknowledgment letters

Purpose

G The main purposes of an acknowledgement letter are:

(1)

()

(3)

to put the bank, exchange, clearing house, intermediate broker, OTC
counterparty or other person (as the case may be) on notice of a firm’s
clients’ interests in client money that has been deposited with, or has
been allowed to be held by, such person;

to ensure that the client bank account or client transaction account has
been opened in the correct form (eg, whether the client bank account
is being correctly opened as a general client bank account, a
designated client bank account or a designated client fund account),
and is distinguished from any account containing money that belongs
to the firm; and

to ensure that the bank, exchange, clearing house, intermediate
broker, OTC counterparty or other person (as the case may be)
understands and agrees that it will not have any recourse or right
against money standing to the credit of the client bank account or
client transaction account, in respect of any sum owed to such person,
or to any other third person, on any other account.

Client bank account acknowledgment letters

R

1)

)

For each client bank account, a firm must, in accordance with CASS
7.18.6R, complete and sign a client bank account acknowledgement
letter clearly identifying the client bank account, and send it to the
bank with whom the client bank account is, or will be, opened,
requesting the bank to acknowledge and agree to the terms of the letter
by countersigning it and returning it to the firm.

Subject to CASS 7.18.14R and CASS 7.18.15R, a firm must not hold or
receive any client money in or into a client bank account unless it has
received a duly countersigned client bank account acknowledgement
letter from the relevant bank that has not been inappropriately
redrafted (see CASS 7.18.8R) and clearly identifies the client bank
account.
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Client transaction account acknowledgement letters
7.18.3 R (1) This rule does not apply to a firm to which CASS 7.18.4R(1) applies.

(2) For each client transaction account, a firm must, in accordance with
CASS 7.18.6R, complete and sign a client transaction account
acknowledgement letter clearly identifying the client transaction
account. That letter must be sent to the person with whom the client
transaction account is, or will be, opened, requesting such person to
acknowledge and agree to the terms of the letter by countersigning it
and returning it to the firm.

(3) Subject to CASS 7.18.14R and CASS 7.18.15R, a firm must not allow
the relevant person to hold any client money in a client transaction
account maintained by that person for the firm, unless the firm has
received a duly countersigned client transaction account
acknowledgement letter from that person that has not been
inappropriately redrafted (see CASS 7.18.8R) and that clearly
identifies the client transaction account.

Authorised central counterparty acknowledgment letters

7.18.4 R (1) A firm which places client money at an authorised central
counterparty in connection with a regulated clearing arrangement
must, in accordance with CASS 7.18.6R, complete and sign an
authorised central counterparty acknowledgement letter clearly
identifying the relevant client transaction account. That letter must be
sent to the authorised central counterparty with whom the client
transaction account is, or will be, opened, requesting such authorised
central counterparty to acknowledge receipt of the letter by
countersigning it and returning it to the firm.

(2) A firm which has complied with CASS 7.18.4R(1) may allow the
authorised central counterparty to hold client money on the relevant
client transaction account, whether or not the authorised central
counterparty has countersigned and returned the authorised central
counterparty acknowledgement letter it received from the firm.

Acknowledgement letters in general

7.18.5 G Indrafting acknowledgement letters under CASS 7.18.2R, CASS 7.18.3R or
CASS 7.18.4R, a firm is required to use the relevant template in CASS 7
Annex 2R, CASS 7 Annex 3R or CASS 7 Annex 4R, respectively.

7.18.6 R When completing an acknowledgment letter under CASS 7.18.2R(1), CASS
7.18.3R(1) or CASS 7.18.4R(1), a firm:

(1) must not amend any of the acknowledgement letter fixed text;

(2) subject to (3), must ensure the acknowledgement letter variable text is
removed, included or amended as appropriate; and

Page 200 of 252



7.18.7

7.18.8

7.18.9

7.18.10

7.18.11

G

R

R

R

R

FCA 2014/36

(3) must not amend any of the acknowledgement letter variable text in a
way that would alter or otherwise change the meaning of the
acknowledgement letter fixed text.

CASS 7 Annex 5G contains guidance on using the template acknowledgment
letters, including when and how firms should amend the acknowledgement
letter variable text that is in square brackets.

(1) If, on countersigning and returning the acknowledgement letter to a
firm, the relevant person has also:

(@ made amendments to any of the acknowledgement letter fixed
text; or

(b) made amendments to any of the acknowledgement letter
variable text in a way that would alter or otherwise change the
meaning of the acknowledgement letter fixed text;

the acknowledgement letter will have been inappropriately redrafted
for the purposes of CASS 7.18.2R(2) or CASS 7.18.3R(3) (as
applicable).

(2) For the purposes of CASS 7.18.2R(2) or CASS 7.18.3R(3),
amendments made to the acknowledgement letter variable text in the
acknowledgement letter returned to a firm by the relevant person, will
not have the result that the letter has been inappropriately redrafted if
those amendments do not affect the meaning of the acknowledgement
letter fixed text, have been specifically agreed with the firm and do not
cause the acknowledgement letter to be inaccurate.

A firm must use reasonable endeavours to ensure that any individual that has
countersigned an acknowledgement letter that has been returned to the firm
was authorised to countersign the letter on behalf of the relevant person.

(1) A firm must retain each countersigned client bank account
acknowledgement letter and client transaction account
acknowledgement letter it receives, from the date of receipt until the
expiry of five years from the date on which the last client bank
account or client transaction account to which the acknowledgement
letter relates is closed.

(2) A firm must retain a copy of each authorised central counterparty
acknowledgment letter it sends to an authorised central counterparty
under CASS 7.18.4R(1), from the date it was sent until the expiry of
five years from the date the last client transaction account to which
the acknowledgement letter relates is closed.

A firm must also retain any other documentation or evidence it believes is
necessary to demonstrate that it has complied with each of the applicable
requirements in this section (such as any evidence it has obtained to ensure
that the individual that has countersigned an acknowledgment letter returned
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to the firm was authorised to countersign the letter on behalf of the relevant
person).

(1) This rule applies to:

(@) any countersigned client bank account acknowledgement letter
or client transaction account acknowledgement letter received
by a firm under CASS 7.18.2R(2) or CASS 7.18.3R(3)
respectively; and

(b) any authorised central counterparty acknowledgement letter
sent by a firm under CASS 7.18.4R(1), whether or not it has been
countersigned by the relevant authorised central counterparty
and received by the firm.

(2) A firm must, periodically (at least annually, and whenever it is aware
that something referred to in an acknowledgement letter has changed)
review each of its acknowledgement letters to ensure that they all
remain accurate.

(3) Whenever a firm finds an inaccuracy in an acknowledgement letter, it
must promptly draw up a replacement acknowledgement letter under
CASS 7.18.2R, CASS 7.18.3R or CASS 7.18.4R, as applicable, and, if
it is an acknowledgement letter required to be sent under CASS
7.18.2R or CASS 7.18.3R, ensure that the new acknowledgement letter
is duly countersigned and returned by the relevant person.

Under CASS 7.18.12R, a firm should draw up and send out a replacement
acknowledgement letter whenever:

(1) there has been a change in any of the parties’ names or addresses as
set out in the letter; or

(2) the firm becomes aware of an error or misspelling in the drafting of
the letter.

If a firm’s client bank account or client transaction account is transferred to
another person, the firm must promptly draw up a new acknowledgement
letter under CASS 7.18.2R, CASS 7.18.3R or CASS 7.18.4R, as applicable,
and, if it is an acknowledgement letter required to be sent under CASS
7.18.2R or CASS 7.18.3R, ensure that the new acknowledgement letter is
duly countersigned and returned by the relevant person within 20 business
days of the firm sending it to that person.

If a firm opens a client bank account after a primary pooling event, the firm
must:

(1) promptly draw up and send out a new acknowledgement letter under
CASS 7.18.2R;

(2) not hold or receive any client money in or into the client bank account
unless it has sent the acknowledgement letter to the relevant person;
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and

(3) if the firm has not received a duly countersigned acknowledgement
letter that has not been inappropriately redrafted (see CASS 7.18.8R)
within 20 business days of the firm sending the acknowledgement
letter, withdraw all money standing to the credit of the account and
deposit it in a client bank account with another bank as soon as
possible.

Amend the following as shown.

7.19 Clearing member client money sub-pools

7.19.4 R Where a firm establishes one or more sub-pools, CASS %6 7.15 (Records,
accounts and reconciliations) should be read as applying to the firm for its
general pool and each sub-pool individually.

7.19.5 R A firm that establishes one or more sub-pools must establish and maintain
adequate internal controls and records in accordance with CASS 76 7.15
(Records, accounts and reconciliations) to conduct internal and external
reconciliations for each sub-pool and the general pool individually.

7.19.14 R A Save to the extent permitted under CASS 7.13.70R a firm that receives
client money to be credited in part to one pool and in part to a sub-pool must:

1)

7 Annex 2R Client bank account acknowledgment letter template

[letterhead of firm subject to CASS #8:1 7.18.2R, including full name and address of firm]
[name and address of bank]

[date]

Client Money Acknowledgment Letter (pursuant to the rules of the Financial Conduct
Authority)
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7 Annex 3R Client transaction account acknowledgment letter template

[letterhead of firm subject to CASS #8:2 7.18.3R, including full name and address of firm]

[name and address of counterparty]
[date]

Client Money Acknowledgment Letter (pursuant to the rules of the Financial Conduct
Authority)

7 Annex 4R Authorised central counterparty acknowledgment letter template

[letterhead of firm subject to CASS #8:3 7.18.4R, including full name and address of firm]

[name and address of authorised central counterparty]
[date]

Client Money Acknowledgment Letter (pursuant to the rules of the Financial Conduct
Authority)

7 Annex  Guidance notes for acknowledgement letters (CASS 48 7.18)
5G

3 Under CASS #8-1 7.18.2R(2) and CASS #8-2 7.18.3R(3), firms are required to have in
place a duly signed and countersigned acknowledgment letter for a client bank account
or client transaction account (respectively) before they are allowed to hold or receive
client money in or into the client bank account, or allow the relevant person to hold
any client money on the client transaction account (respectively).

13 Anacknowledgment letter that is signed or countersigned electronically should not,
for that reason alone, result in a breach of the rules in CASS %8 7.19. However, where
electronic signatures are used, a firm should consider whether, under CASS 747
7.13.8R and taking into account the governing law and choice of competent
jurisdiction, it needs to ensure that the electronic signature and the certification by any
person of such signature would be admissible as evidence in any legal proceedings in
the relevant jurisdiction in relation to any question as to the authenticity or integrity of
the letter.
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If a firm does not, in any client bank account acknowledgement letter or client
transaction account acknowledgment letter, utilise the governing law and choice of
competent jurisdiction that is the same as either or both:

@) the law and the jurisdiction under which either the firm or the relevant
counterparty are organised; or

(b) that specified in the underlying agreement/s (eg, banking, custody or clearing
services agreement) with the relevant counterparty;

then the firm should consider whether it is at risk of breaching either CASS 78-5R(3)}
7.18.6R(3) or, in the case of a client bank account acknowledgement letter, CASS %47
7.13.8R.

The FCA recognises that some firms and their counterparties may wish to clarify
through additional words in the governing law provision (see paragraph (I) of the
template in CASS 7 Annex 2R and paragraph (k) of the template in CASS 7 Annex 3R)
that they are agreeing that the substantive law of the governing jurisdiction shall apply
and that their intention is that a court should not decide to apply the substantive
provisions of some other law instead of the parties’ chosen governing law (a ‘renvoi’).
Where this is the case firms are permitted to insert additional text that seeks to provide
increased legal certainty in the space provided. There is no restriction as to what
additional words may be used (for example additional words such as “without regard
to the principles of choice of law” may be appropriate in the circumstances), but a firm
should at all times have regard to the need to comply with CASS #8:5-7.18.6R(3).
However, for the majority of firms the FCA does not expect additional wording for the
governing law provision to be necessary. This is likely to be the case where only a
court that is subject to ‘Rome I’ (Regulation (EC) No 593/2008 of the European
Parliament and of the Council of 17 June 2008) is likely to accept jurisdiction over a
dispute arising out of or in connection with the relevant acknowledgement letter.

Authorised signatories

A firm is required, under CASS 7%8-8 7.18.9R, to use reasonable endeavours to ensure
that any individual that has countersigned an acknowledgement letter returned to the
firm was authorised to countersign the letter on behalf of the relevant counterparty.

A firm should ensure that client money placed in a money market deposit is clearly
identified as client money (see CASS +4-11BG 7.13.15G).

A firm which operates the alternative approach to client money segregation (see CASS
+418AR 7.13.62R) might not make deposits of client money in a money market
deposit from another client bank account. In these circumstances, the firm need only
include in the body of the letter how the firm will notify the bank that a money market
deposit placed with it consists of client money. For example, the relevant space in the
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template letter in CASS 7 Annex 2R may set out that:

A Client money distribution
TA.2 Primary pooling events
TA2.2 R When the firm notified, or is in breach of its duty to notify, the FCA, in

7TA23A R

accordance with CASS #6-16 7.15.33 R (Notification requirements), that it
is unable to identify and allocate in its records all valid claims arising as a
result of a secondary pooling event.

If a primary pooling event occurs in circumstances where the firm had,
before the primary pooling event, reduced its margined transaction
requirement by utilising approved collateral under CASS ZAnnex1G
paragraph-15 7.16.33R, it must immediately liquidate this approved
collateral and place the proceeds in a client bank account.

Pooling and distribution

7A24 R
2)
(3)

TA24A G

the firm must distribute client money comprising the notional pool? in
accordance with CASS 2R 7.17.2R, so that:

@) any such remittance in respect of a client transaction account that is
an individual client account must be distributed to the relevant client

subject to CASS #2R{4) 7.17.2R(4);

in which case the amount of such remittance must be distributed to each
such client in accordance with the information provided by the authorised
central counterparty or clearing member subject to CASS 7Z-7-2R{4)

7.17.2R(4); and
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5) The firm’s obligation to its client in respect of client money held in a
sub-pool is discharged to the extent that the firm transfers that client
money to facilitate porting in accordance with CASS #215R{8)

7.11.34(8).
(-1)

(@)

(1) anauthorised central counterparty to a clearing member other
than the firm in connection with a porting arrangement in

accordance with CASS #2:15R({6} 7.11.34R(6) in respect of
that client;

(i) aclearing member to another clearing member or firm (other
than the firm) in connection with a transfer in accordance

CASS 7-2.15R(8) 7.11.34R(8);
(b)

() anauthorised central counterparty directly to that client, in

accordance with CASS #215R{A 7.11.34R(7);

(i) aclearing member directly to an indirect client in accordance

CASS £215R{9) 7.11.34R(9); and

Secondary Pooling events

Failure of a bank, intermediate broke, settlement agent or OTC counterparty:
secondary pooling events

R

G

R

A secondary pooling event occurs on the failure of a third party to which
client money held by the firm has been transferred under CASS #41R(H

7.13.3R(1) to CASS #41R{3) 7.13.3R(3) (Depositing client money) or
CASS #5:2R 7.14.2R (Transfer of client money to a third party).

When a bank fails and the firm decides not to make good the shortfall in the
amount of client money held at that bank, a secondary pooling event will
occur in accordance with CASS 7A.3.6R. The firm would be expected to
reflect the shortfall that arises at the failed bank in the general pool (where
the firm maintains only a general pool) and, where relevant, in a particular
sub-pool (where the firm maintains both a general pool and one or more
sub-pools) in its records of the entitlement of clients and of money held with
third parties under CASS %6 7.15 (Records, accounts and reconciliations).
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the firm must use the new client money entitlements, calculated in
accordance with (2), for the purposes of reconciliations pursuant to
CASS #6:2R 7.15.3R (Records and accounts) for that pool, and where
relevant SYSC 4.1.1R (General organisational requirements) and SYSC
6.1.1R (Compliance).

the firm must use the new client money entitlements, calculated in
accordance with (2), for the purposes of reconciliations pursuant to
CASS #6-2R 7.15.3R (Records and accounts) in respect of the
relevant pool, and where relevant SYSC 4.1.1R (General
organisational requirements) and SYSC 6.1.1R (Compliance).

the firm must use the new client money entitlements, calculated in
accordance with (2), for the purposes of reconciliations pursuant to
CASS #6-2R 7.15.3R (Records and accounts) for the relevant pool,
and where relevant SYSC 4.1.1R (General organisational
requirements) and SYSC 6.1.1R (Compliance).

the firm must use the new client money entitlements, calculated in
accordance with (2), for the purposes of reconciliations pursuant to
CASS #6:2R 7.15.3R (Records and accounts), and where relevant
SYSC 4.1.1R (General organisational requirements) and SYSC 6.1.1R
(Compliance).

8.2 Definition of mandate

8.2.1 R A mandate is any means that give a firm the ability to control a client’s
assets or liabilities, which meet the conditions in (1) to (5) (as applicable):
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@) where those means are obtained in the course of, or in connection
with, the firm’s insurance mediation activity, they are in written form
at the time they are obtained from the client;

Written The form of a mandate

G

A mandate can take any written form and need not state that it is a mandate.

For example it could take the form of: a—standaienedee&ment—em%&mmg

(1)  astandalone document containing certain information conferring
authority to control a client’s assets or liabilities on the firm;

(2)  aspecific provision within a document or agreement that also relates
to other matters; or

(3)  anauthority provided by a client orally.

Retention by the firm

G

1) If a firm receives information that puts it in the position described in
CASS 8.2.1R(4) in order to effect transactions immediately on
receiving that information, then such information could only amount
to a mandate if the firm retained it (for example by not destroying the
relevant document, electronic record or telephone recording):

A mandate in relation to the type of instructions referred to in CASS
8.2.1R(4)(a) could include a direct debit instruction over a client's bank
account in favour of the firm. The fact that the instruction was given by the
client in the form of a paperless direct debit would not prevent it from being
a mandate.

A mandate in relation to the type of instructions referred to in CASS
8.2.1R(4)(d) could include written-information-thatsets-eut the client's
credit card details.
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8.3 Records and internal controls

8.3.2 R The records and internal controls required by CASS 8.3.1R must include:

1) an up-to-date list of each mandate that the firm has obtained,
including a record of any conditions placed by the client or the firm's
management on the use of the mandate_and, where a mandate was
received in non-written form in the course of, or in connection with,
its designated investment business, the details required under CASS
8.3.2CR;

3 internal controls to ensure that each transaction entered into under
each mandate that the firm has is carried out in accordance with any
conditions placed by the client or the firm's management on the use
of the mandate;

A firm’s list of mandates

8.3.2A R (1) Afirm’s up-to-date list of mandates under CASS 8.3.2R(1) must be
maintained in a medium that allows the storage of information in a
way accessible for future reference by the FCA or by an auditor
preparing a report under SUP 3.10.4R.

(2) 1t must be possible for any corrections or other amendments, and the
contents of the list prior to such corrections and amendments, to be
easily ascertained.

o)
w
)
vy}

I®

A firm may use version control to comply with CASS 8.3.2AR(2).

(0]
w
N
@)
|70

An entry in a firm’s list of mandates under CASS 8.3.2R(1) that relates to a
mandate that was received in non-written form (eq, in a telephone call) in
the course of, or in connection with, its designated investment business
must, as well as the information referred to at CASS 8.3.2R(1), include the
following details:

(1) the nature of the mandate (eg, debit card details);

(2) the purpose of the mandate (eq, collecting insurance premiums);
(3) how the mandate was obtained (eq, by telephone);

(4) the name of the relevant client; and

(5) the date on which the mandate was obtained.
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If a firm receives information through a telephone call in the course of, or in
connection with, its designated investment business that amounts to a
mandate as a result of the firm retaining a recording of the call (see CASS
8.2.3G), the requirements at CASS 8.3.2R(1) apply, regardless of whether or
not the firm intends to use the mandate in the future. The firm will meet the
requirements of CASS 8.3.2R(1) if the firm’s list of mandates is updated
with the details of the mandate that the firm obtained as a result of the call.

A firm should not reproduce information meeting the conditions under CASS
8.2.1R as a separate record (eg, by including such information in its list of
mandates under CASS 8.3.2R(1)) unless the firm considers this necessary, as
this creates additional risk of misuse. Making a record of the details
concerning the mandate described in CASS 8.3.2CR would be appropriate.

When keeping its list of mandates under CASS 8.3.2R(1) up to date:

(1) afirm should create a new entry in the list each time the firm obtains a
new mandate;

(2) if, for an existing entry on its list, a firm obtains the same information
meeting the conditions in CASS 8.2.1R again (eg, in a written
confirmation following a paperless direct debit), the additional
mandate is not a new mandate and the firm should not create another
entry on the list; but

(3) the firm should, for every entry on its list, identify each of the
locations in which it has retained the information that meets the
conditions in CASS 8.2.1R (eg, a client’s debit card details retained in
a telephone recording and also the firm’s written log of the call, or two
separate documents containing the same information).

Retention of records

G

A firm must retain the records required under CASS 8.3.1R in relation to a
particular mandate for the following period after it ceases to have the
mandate (eg, because the firm has destroyed the relevant document,
electronic record or telephone recording), as applicable:

(1) subject to (2), a minimum of one year;

(2) aminimum of five years, where the relevant mandate was held by the
firm in the course of, or in connection with, its MiFID business.

Where a firm has an obligation under CASS 8.3.2GR to retain records after it
ceases to have a particular mandate, it may keep the mandate on the firm’s
list under CASS 8.3.2R(1) for the relevant period, but the list should be
updated to reflect the fact that it ceased to have the relevant mandate at the
relevant date.
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Prime brokerage information to clients

Application

R

This chapter applies to-a-firm as follows:

1) CASS 9.2 and CASS 9.3 apply to a prime brokerage firm to which

CASS 6 (Custody rules) applies;-and

@) which-is-aprime-brokerage-firm subject to (3) and (4), CASS 9.4 and

CASS 9.5 apply to a firm to which either or both CASS 6 (Custody
rules) and CASS 7 (Client money rules) applies:

(3) CASS 9.4 and CASS 9.5 do not apply to a firm which only arranges

safequarding and administration of assets;

4) for a firm to which CASS 7 (Client money rules) applies as well as

either or both of CASS 5 (Client money: insurance mediation
activity) and CASS 11 (Debt management client money chapter) ,this
chapter does not apply to client money that a firm holds in
accordance with CASS 5 or CASS 11.

Insert the following section after CASS 9.4. The text is all new and is not underlined.

9.5
9.5.1

9.5.2

9.5.3

9.54

Reporting to clients on request

G

Firms are reminded that, under COBS 16.4, they are required to send to each
of their clients at least once a year a statement in a durable medium of those
designated investments and/or client money they hold for that client. A firm
which manages investments may provide this statement in its periodic
statement, as required under COBS 16.3.

Firms are reminded that the requirements in COBS 16.4 only set out the
minimum frequency at which firms must report to their clients on their
holdings of designated investments and/or client money. Firms may choose
to report to their clients more frequently.

Subject to CASS 9.5.6R, CASS 9.5.4R and CASS 9.5.5R require firms to
comply with a client’s request for information on the custody assets and/or
client money the firm holds for a client under CASS 6 and/or CASS 7, and
such request may be made by a client at any time.

When a firm receives a request, made by a client or on a client’s behalf, for

a statement of the custody assets and/or client money that the firm holds for

that client, the firm must provide the client with the statement requested in a
durable medium.
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When a firm receives a request, made by a client or on a client’s behalf, for
a copy of any statement of custody assets and/or client money previously
provided to that client, the firm must provide the client with the copy of the
statement requested in a durable medium and within five business days
following the receipt of the request.

Any charge agreed between the firm and the client for providing the
statements in CASS 9.5.4R and CASS 9.5.5R must reasonably correspond to
the firm’s actual costs.

Any statement provided to a client under CASS 9.5.4R or CASS 9.5.5R may,
although it is not required to, be in the same form as the statement a firm is
required to provide to a client under COBS 16.4 or, if appropriate, COBS
16.3.

Consistent with the fair, clear and not misleading rule, a firm should ensure
that, in any statements of custody assets and/or client money it provides to
its clients, it is clear from the statement which assets and/or monies the firm
reports as holding for the client are, or are not, protected under CASS 6
and/or CASS 7 (eg, if the statement also includes information regarding
assets and/or monies which are held by the firm for that client which are not
subject to the custody rules and/or client money rules) .

Firms are reminded that under CASS 3.2.4G firms that enter into
arrangements with retail clients covered by CASS 3 (Collateral) should,
when appropriate, identify in any statement of custody assets sent to the
client under COBS 16.4 (Statements of client designated investments or
client money) or this section the details of the assets which form the basis of
that collateral arrangement.

Amend the following as shown.

10

10.1

10.1.9

CASS resolution pack

Application, purpose and general provisions

General provisions

1) For the purpose of CASS 10.1.7R, the following documents and
records should be retrievable immediately:

(c) any written notification or trust acknowledgementletters
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acknowledgement letters referred to in CASS 10.2.1R(5);

the most recent internal-reconcitiationsrelating-to-safe
custody-assets internal custody records checks referred to in

CASS 10.3.1R(3);

the most recent external-reconciliationsrelating-to-safe
custody-assets external custody reconciliations referred to in

CASS 10.3.1R(5);
the most recent internal-reconciliationsrelating-to-client

money internal client money reconciliations referred to in
CASS 10.3.1R(7) and (7A); and

the most recent external-reconctliationsrelating-to-client

moeney external client money reconciliations referred to in
CASS 10.3.1R(9).

10.2 Core content requirements

10.2.1 R Afirm must include within its CASS resolution pack:

@)

()

a document which identifies the institutions the firm has appointed
(including through an appointed representative, tied agent, field
representative or other agent):

(@)

in the case of client money, for the placement of money in
accordance with CASS #4-1R 7.13.3R or to hold ercentrel
client money in accordance with CASS #5-2R 7.14.2R; and

for each institution identified in CASS 10.2.1R(2), a copy of each
executed agreement, including any side letters or other agreements
used to clarify or modify the terms of the executed agreement,
between that institution and the firm that relates to the holding of
client money or safe custody assets including any written notification

ortrust-acknowledgementletters acknowledgement letters sent or
received pursuant to CASS 8 7.18;
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For the purpose of CASS 10.2.1R(4), examples of individuals within the
firm who are critical or important to the performance of operational
functions include:

1)

those necessary to carry out both internal and external client money
and safe custody asset reconciliations and record checks; and

Existing records forming part of the CASS resolution pack

R

A firm must include, as applicable, within its CASS resolution pack the
records required under:

(1)  CASS 6:3:1R{4) 6.3.2AR (safe custody assets: appropriateness of
the firm's selection of a third party);

(3) CASS 6.6.2R and CASS 6.6.3R (safe custody assets held for each
cllent)—meI%Hg—memaHeeenemaHe#&eamed—eu{—puﬁuanHe

(4)  CASS 6:5:2AR 6.6.6R (client agreements: firm's right to use);

(4A) CASS 6.6.8R (internal custody record checks, physical asset
reconciliations and external custody reconciliations);

(5) CASS 6:5:6R 6.6.34R (Reconcitiations-with-external-records
External custody reconciliations);

(5A) SYSC6.1.1R (policy and procedures for carrying out record checks
and reconciliations);

(6) CASS #4-10R 7.13.25R (client money: appropriateness of the firm's
selection of a third party);

(7) CASS #6-4R 7.15.2R, CASS 7.15.3R and CASS 7.15.5R (client
money held for each client)—+treluding-internal-reconcitiations
carried-outpursuant to-CASS 7.6 2R-as-explained-in-the-guidance-at
CASS 7.6.6G;

(TA) CASS 7.15.7R (internal client money reconciliations and external
client money reconciliations);
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) 6.9R{ it " | 5):
(11) COBS 8.1.4R (retail and professional client agreements);

TP 1.1

1) (2) ©) (4) () (6)
Material to Transitional provision Transitional Handbook
which the provision: provision:
transitional dates in force | coming into
provision force

applies
10 | CASS s
A | Z4HARE)
7.13.13R(2)

Insert the following new rows in the appropriate numerical position in Schedule 1 (Record
Keeping Requirements). The new text is not underlined.

Sch 1.3G
Handbook Subject of Contents of When record Retention period
reference record record must be made
CASS Client’s Client’s When Five years (from date
6.1.8AR(2) communication | communication | communication | of communication)
to firm of wish | of wish to made
to terminate terminate
TTCA TTCA
CASS Firm’s Firm’s When Five years (from date
6.1.8AR(4) response to response to notification of notification)
client’s wish to | client’s wish to | given
terminate terminate
TTCA TTCA

Page 216 of 252




FCA 2014/36

CASS A firm’s Date of review, | On the date of | Five years (from the

6.3.2AR(2) periodic actions taken the review date the firm ceases
review into the | by the firmin to use the third party
selection and reviewing the to hold safe custody
appointment of | selection and assets belonging to
a third party appointment of clients)
under CASS a third party
6.3.1R under CASS

6.3.1R, and
grounds upon
which the firm
continues to be
satisfied of
appropriateness
of its selection
of that third
party to hold
safe custody
assets
belonging to
clients

CASS 6.6.4R Client specific | Client specific | Maintain up to | Five years (from the
safe custody safe custody date date the record was
asset record asset record made)

CASS 6.6.8R Internal Date and Immediate Not specified (see
custody record | actions the firm default provision
checks, took when CASS 6.6.7R)
physical asset | carrying out
reconciliations | the relevant
and external process; a list
custody of the
reconciliations | discrepancies
conducted the firm
carried out by | identified and
the firm. the actions the

firm took to
resolve those
discrepancies
CASS 6.6.16R | Aggregate safe | All the safe Maintain up to | Not specified (see

custody asset
record

custody assets
the firm holds
for its clients,
including those
deposited with
third parties
under CASS
6.3 and any

date if the firm
wishes to use
the internal
custody
reconciliation
method

default provision
CASS 6.6.7R)
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physical safe
custody assets

CASS 6.6.30R | Rolling stock Firm’s reasons | Before using Five years (from the
method for for concluding | this method date the firm ceases
physical asset | that this to use this method)
reconciliations | method is

adequately
designed to
mitigate risk of
records being
manipulated or
falsified

CASS 6.6.45R | Frequency of Sufficient to Immediate (1) Subject to (2),
the firm’s show and indefinitely.
internal record | explain -
custody checks, | decision taken (2) 'For_ any decision

. which is superseded
physical asset | under CASS
reconciliations | 6.6.44R when by a subsequient

T decision, five years
and external determining from the subsequent
custody | frequency decision (with (1)
reconciliations applying to the
subsequent decision).

CASS Review of Date of each Immediate Not specified (see

6.6.46R(2) frequency if review and the default provision
the firm’s actions the CASS 6.6.7R)
internal record | firm took in
custody checks, | reviewing the
physical asset | frequency at
reconciliations | which it
and external conducts the
custody relevant
reconciliations | process

CASS Actions taken | Actions taken, | Maintain up to | Not specified (see

6.6.54R(2)(a) | by the firmto description of | date default provision

resolve
shortfall under
this rule

shortfall,
identity of
affected
client(s),
applicable
assets
appropriated to
cover the
shortfall.
Update when
discrepancy
resolved.

CASS 6.6.7R)
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CASS Actions taken | Actions taken, | Maintain up to | Not specified (see
6.6.54R(2)(b) | by thefirmto | description of | date default provision
resolve shortfall, CASS 6.6.7R)
shortfall under | identity of
this rule affected
client(s),
amount of
money
appropriated to
cover the
shortfall.
Update when
discrepancy
resolved.
CASS Client’s Client’s When Five years (from date
7.11.9R(2) communication | communication | communication | of communication)
to firm of wish | of wish to made
to terminate terminate
TTCA TTCA
CASS Firm’s Firm’s When Five years (from date
7.11.9R(4) response to response to notification of notification)
client’s wish to | client’s wish to | given
terminate terminate
TTCA TTCA
CASS Client’s Written Immediate Until the firm ceases
7.11.20R agreement to evidence of to use this exemption
firm’s use of client’s
the delivery agreement
Versus
payment
exemption
under CASS
7.11.14R
CASS Client’s Written Immediate Until the firm ceases
7.11.24R agreement to evidence of to use this exemption
firm’s use of client’s
the delivery agreement
Versus
payment
exemption
under CASS
7.11.21R
CASS Firm’s Date of each Date of review | Five years (from date
7.13.25R(2) periodic review, actions of review)
review into the firm took in
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selection and
appointment of

reviewing the
selection and

third party appoint of a
under CASS third party
7.13.8R. under CASS
7.13.8R, and
the grounds
upon which the
firm continues
to be satisfied
of
appropriateness
of its selection
of that third
party to hold
client money
CASS Firm’s Fact of review, | Date of review | Five years (from date
7.13.25R(3) periodic its of review)
review under considerations
CASS and
7.13.22R. conclusions
CASS Unallocated Fact that the When firm is Pending firm’s
7.13.36R client money balance treated | unable to allocation of the
as unallocated | immediately client money
client money identify money | concerned to an
as client money | individual client
or its own
money and it
treats the
balance as
client money
CASS Prudent Details of Maintain up to | Five years (after the
7.13.50R; segregation money date firm ceases to retain
CASS record segregated money as client
7.1351R under CASS money under CASS
7.13.41R 7.13.41R)
required by
these rules
CASS Alternative Details of Maintain up to | Five years (after the
7.13.66R; approach money date firm ceases to retain
CASS mandatory segregated money as client
7.13.67R prudent under CASS money under CASS
segregation 7.13.65R 7.13.65R)
record required by
these rules
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CASS Clearing Details of Maintain up to | Five years (after the
7.13.74R; arrangement money date firm ceases to retain
CASS mandatory segregated money as client
7.13.75R prudent under CASS money under CASS
segregation 7.13.73R(3)(a) 7.13.73R(3)(a))
record required by
these rules
CASS Total amount | Total amount Maintain up to | Not specified (see
7.15.5R(1) of client money | of client money | date default provision
the firm should | the firm should CASS 7.15.5R(3))
be holding for | be holding for
each client each client
CASS Transactions Sufficient to Maintain up to | Not specified (see
7.15.5R(2) and show and date default provision
commitments | explain CASS 7.15.5R(3))
for client transactions
money and
commitments
CASS 7.15.7R | Internal client | Date, actions Immediate Not specified (see
money the firm took in default provision
reconciliations | carrying out CASS 7.15.5R(3))
and external the relevant
client money process, and
reconciliations | the outcome of
conducted its calculation
carried out by | of its client
the firm money
requirement
and client
money
resource. Fact
of each
reconciliation
and review of
the firm’s
arrangements
for complying
with CASS
7.15.5R to
CASS 7.15.8R.
CASS 7.15.9R | Receipts of Appropriate to | Maintain up to | Not specified (see
client money account for all | date default provision
receipts of CASS 7.15.5R(3))
client money in
the form of

cash, cheque or
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other payable
order not yet
deposited in a

client bank
account
CASS Frequency of Sufficient to Immediate (1) Subject to (2),
7.15.24R the firm’s show and indefinitely.
external client exp_la_in (2) For any decision
money decision taken which is superseded
reconciliations | under CASS b b ¢
7.15.232R y a stbsequen
h decision, five years
when - from the subsequent
determining decision (with (1)
frequency applying to the
subsequent decision).
CASS Review of Date of each Not specified Not specified (see
7.15.26R(2) frequency of review and the default provision
the firm’s actions the CASS 7.15.5R(3))
external client | firm took in
money reviewing the
reconciliations | frequency at
which it carries
out the
external client
money

reconciliations

Amend the following as shown:

Handbook
reference

Subject of
record

Contents of
record

When record
must be made

Retention period

CASS 6.3.1R(4)
6.3.2AR(1)

CASS 6:5:4R
6.6.2R

CASS 6:522R
6.6.3R

CASS ZZ1.3R(2)
7.11.3R(3)

CASS +115C6R
7.10.31R
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CASS #1156
7.10.35R

CASS #HA5JR 7.

10.38R

CASS #223R
7.11.55R

CASS Z.2.25R(4)

7.11.57/R(4)

CASS +4-10R
7.13.25R(1)

CASS +614R
7.15.2R

CASS #+6:2R
7.15.3R

CASS +6:6AR

@)
7.15.18R(1)(a)

CASS 8.3.1R

Adequate
records and

internal controls

in respect of the
firm’s use of
mandates (see
CASS 8.3.2R

() to CASS

8.3.2R(5) to
CASS 8.3.2CR

Up-to-date list
of firm's
mandates, and
any conditions
regarding the
use of
mandates, all
transactions
entered into,
details of
procedures
and internal
controls for
giving and
receiving of
instructions
under
mandates,
important
client
documents
held by the
firm, and, in
relation to
non-written

Neot-specified One
year after the firm
ceases to have the
mandate or, if the
mandate was held
in the course of or
in connection with
the firm’s MiFID
business, five years
after the same date
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mandates, the
further details

required by
CASS 8.3.2CR

Insert the following new rows in the appropriate numerical position in Schedule 2
(Notification Requirements). The new text is not underlined.

Sch 2.1G
Handbook Matter to be Contents of Trigger Time allowed
reference notified notification event
CASS Inability or The fact that | Inability or Without delay
6.6.57R(3) material failure to | the firm is material
take the steps unable or has | failure to
required under materially comply with
CASS 6.6.54R for | failed to the
the treatment of | comply and requirement
shortfalls the reasons
for that
CASS Inability or The fact that | Inability or Without delay
6.6.57R(4) material failure to | the firm is material
conduct an unable or has | failure to
internal custody | materially comply with
record check failed to the
under CASS comply and requirement
6.6.11R to CASS | the reasons
6.6.19R for that
CASS Inability or The fact that | Inability or Without delay
6.6.57R(5) material failure to | the firm is material
conduct a unable or has | failure to
physical asset materially comply with
reconciliation in | failed to the
compliance with | comply and requirement
CASS 6.6.22R to | the reasons
CASS 6.6.30R for that
CASS Inability or The fact that | Inability or Without delay
6.6.57R(6) material failure to | the firm is material
conduct an unable or has | failure to
external custody | materially comply with
record check in failed to the
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compliance with | comply requirement
CASS 6.6.34R to
CASS 6.6.37R.
CASS Inability to The factthat | Firm’s Without delay
7.15.33R(1) comply with the firm is records and
CASS 7.15.2R, unable to accounts are
CASS 7.15.3R or | comply and materially out
CASS 7.15.5R(1), | the reasons of date,
due to materially | for that inaccurate or
out of date, invalid
inaccurate or internal so
invalid internal that it is
records and unable to
accounts comply
CASS Inability to The fact that | Firm’s Without delay
7.15.33R(2) comply with the firm is records and
CASS 7.15.29R unable to accounts are
after having comply and materially out
carried out an the reasons of date,
internal client for that inaccurate or
money invalid
reconciliation internal so
that it is
unable to
comply
CASS Inability or The fact that | Inability or Without delay
7.15.33R(3) material failure to | the firm is material
identify and unable to failure to
correct any comply and comply
discrepancies the reasons
under CASS for that
7.15.31R to
CASS 7.15.32R
after having
carried out an
external client
money
reconciliation
CASS Inability or The fact that Inability or Without delay
7.15.33R(4) material failure to | the firm is material
conduct an unable to failure to
internal client comply and comply
money the reasons
reconciliation for that
under CASS
7.15.12R and
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CASS 7.15.15R

CASS Inability or The fact that | Inability or Without delay
7.15.33R(5) material failure to | the firm is material

conduct an unable to failure to

external client comply and comply

money the reasons

reconciliation for that

under CASS

7.15.20R to

CASS 7.15.28R
CASS Amount of client | The fact of the Without delay
7.15.33R(6) money segregated | material

in client bank difference and

accounts the reasons

materially for that

differing from

client money

segregation
requirements
during preceding
12 months

Amend the following as shown and re-order numerically as appropriate.

Handbook Matter to be Contents of Trigger Time allowed
reference notified notification event
CASS 6:5:43R | Non-compliance | The factthat | Non- Without delay

H-6.57R (1) oFthabHity—ih the firm has compliance
any material not complied | or inability,

respeet; Inability | or is unable, in any
to comply with in any material

the requirements | material respect, to

in CASS 6:5:1-R | respect, to comply with
6.6.2R to CASS comply with the

6.6.4R (Records, | the requirements
and-accounts and | requirements
reconciliations); | and the
CASS-6:52R reasons for

(Records and that
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records)
CASS 6:5:43R | Non-compliance | The factthat | Non- Without delay
&A) 6.57R (2) | or material the firm has compliance
inability to not complied | or material
comply with the | oris inability to
requirements in materially comply with
CASS 6:5-1R unable to the
6.6.2R (Records, | comply with | requirement
and-accounts and | the
reconciliations) requirements
andfor articles and the
89(1)(b) or reasons for
89(1)(c) that
(Safekeeping
duties with
regard to assets
held in custody)
of the AIFMD
level 2 regulation
@ inability. he firm | :
of |||&b|||t§' II“ lied eel_npllle_tln_nee’
reguirements
and-the
reasons for
that
CASS 216
7.12.42R
CASS
+417BR
7.13.57R
CASS
#6:6AR{1) b}
7.15.18R(1)(b)
CASS Non-comphiance | Fhefactthat | Non- Without-delay
) lied inability.
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Annex D

Amendments to the Supervision manual (SUP)

In this Annex, underlining indicates new text and striking through indicates deleted text,
unless otherwise stated.

This section comes into force on 1 June 2015

3 Auditors
3.10 Duties of auditors: notification and report on client assets
Application

3.10.2 R  Anauditor of an authorised professional firm need not report under this
section in relation to that firm's compliance with the client money rules in the
client money chapter or the debt management client money rules if:

(2)  that firm is subject to the rules of its designated professional body as
specified in CASS #+15R(2) 7.10.28R(2) or CASS 11.1.6R(2) with
respect to its regulated activities.

6 Applications to vary and cancel Part A permission and to impose, vary or
cancel requirements

6.4 Applications for cancellation of permission

6.4.22 G Indeciding whether to cancel a firm's Part 4A permission, the relevant
regulator will take into account all relevant factors in relation to business
carried on under that permission, including whether:

@) the firm has complied with, CASS 5.5.80R and CASS +#2-15R
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7.11.34R (Client money: discharge of fiduciary duty) and CASS
+219R 7.11.50R (Client money: allocated but unclaimed client
money) if it has ceased to hold client money; these rules apply to both
repayment and transfer to a third party;

6 Annex 4.2AG

1 | Afirm must comply with CASS 5.5.80R and CASS #2-15R 7.11.34R (Client money:
discharge of fiduciary duty) and CASS #249R 7.11.50R (Allocated but unclaimed
client money) if it is ceasing to hold client money. A firm must also cease to hold or
control custody assets in accordance with instructions received from clients and COBS
6.1.7R (Information concerning safeguarding of designated investments belonging to
clients and client money). These rules apply to both repayment and transfer to a third
party.

12 Appointed representatives

12.6 Continuing obligations of firms with appointed representatives or EEA tied
agents

12.6.5A G When complying with the MiFID client money segregation

requirements, firms' attention is drawn to the-guidance-ir CASS
+424616- CASS 427G 7.13.34R and CASS 7.13.35R .

16 Annex 29R
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Client Money and Asset Return
Section 1 - Firm Information
This section should be completed by all firms
1 Name of CASS audit firm
2 Name of CASS audit firm (if other was selected above)
3 Did the firm hold client money during the reporting period?
4 Did the firm hold safeguard-and-administer safe custody assets during the reporting period?
5 Was the firm subject to the CFTC Part 30 Exemption Order during the reporting period?

Alternative Approach to client money segregation

6 Did the firm operate the alternative approach during the reporting period? (CASS#4-146-74-16G)

7 Has the firm received the auditor assurances required for its use of the alternative approach and provided these to the FCA

, m — ; T " " o

Overview of firm's activities subject to CASS
Please complete the table below with all business types undertaken for segregated clients

A B C D
8 Type of business activity |Number of clients|Balance of client |Value of safe
money as at custody assets as
reporting period |at reporting period
end date end date

Total
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Section 2 - Balances

This section should be completed by all firms

9 Highest client money balance held during the reporting period i
10 Lowest client money balance held during the reporting period |:|
11  Highest value of safe custody assets held during the reporting period |:|
12  Lowest value of safe custody assets held during the reporting period |:|

Section 3 - Segregation of client money

This section should only be completed if the answer to question 3A is "Yes"

A B C D E
13 Type Institution where Client money Country of Is this a
client money held balances incorporation of | group entity

the institution

Total
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Section 4 - Client money requirement and resources

14

15
16
17
18
19
20

21

This section should only be completed if the answer to question 3A is "Yes"
Client money requirement

of which:

Unallocated to individual clients but identified as client money

Unidentified receipts of eliertmoney in-clieptmeney-bank-aceounts-treated as client money
Uncleared payments e-g—unpresented-cheques-sentto-clients
Excess-cashin-segregated-accounts Prudent segregation of client money

Client money resource
Surplus Excess (+)/defieit shortfall (-) of client money resource against client money requirement

Adjustments made to withdraw an excess or rectify a defieit shortfall identified as
aresult of an internal client money reconciliation

Section 5 - Client money reconciliations

22

23

24

This section should only be completed if the answer to question 3A is "Yes"

Clientmeney Internal client money reconciliation

Clientmeney External client money reconciliation

A B C

A

Fre?uenc%

[ 1

D

6-29 days 30-59 days 60-90 days

90+ days

Client money unreconeiled unresolved items
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Section 6 - Segregation of safe custody assets

This section should only be completed if the answer to question 4A is "Yes"

A G B C D E F
25 How registered? Where How |Name of institution| Number of lines [Value of safe | Country of incorporation of the institution | Is this a group
held? where safe_ of stock custody entity

custody assets assets as at
held/registered reporting

period end

date
Total

Section 7 - Safe custody assets record checks and reconciliations

This section should only be completed if the answer to question 4A is "Yes"

A B C
30 days 60 days 90 days
26  Safe custody assets unreconeiled unresolved items
A B C
27 |Methed Record check/reconciliation Frequency Type of safe
custody asset

"Internal reconciliation"

"Internal system evaluation"

"Physical reconciliation - total count"
"Physical reconciliation - rolling stock"
"External reconciliation"

"External reconcilation to CREST"
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Section 8 - Record Keeping and Breaches

28
29
30

31

32

33

34

Record Keeping

This section should only be completed if the answer to question 3A is "Yes"

Client bank accounts
Client transaction accounts

Total

Notifiable CASS Breaches

A

B

C

D

E

FCA 2014/36

F

Number of
accounts held at
beginning of the
reporting period

Number of new
accounts opened
during the
reporting period

Number of
accounts
closed during
the reporting
period

Total number of accounts at the end of
the reporting period

Number Total
number of trust
statustetiers-
andfor
acknowledgem
entletersin-
placethateover
these-accounts
at the end of
the reporting
period covered
by an

acknowledgme
nt letter

Explanation of difference

diserepancies

This section should be completed by all firms

6.57R arise

Did any of the circumstances referred to in CASS 6.

If yes, was-a-netification-made-to-the - FGA-did the firm comply with the notification requirements?
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Section 9 - Outsourcing and Offshoring

35

This section should only be completed by firms who outsource and/or offshore

A B C D
Who do you outsource | What function of Location of Significant
and/or offshore your client|  your CASS service provider | changes being

money and/or custody
asset operations to?
(name of entity)

operations do
you outsource
and/or offshore?

made or planned
to existing
arrangements
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16 Annex 29AG
Guidance notes for the data item in SUP 16 Annex 29R
Client Money and Asset Return (CMAR)

This annex contains guidance on the CMAR and is therefore addressed only to a firm which is
subject to SUP 16.14.

General

A firm should include in any amount of client money that it reports any client money which it
has allowed another person to hold or control in accordance with CASS #5:2R 7.14.2R (for
example, an exchange, clearing house ef, intermediate broker or OTC counterparty).

Reporting Period period

The reporting period for the CMAR is the calendar month for which a CMAR is required to be
completed in accordance with SUP 16.14.3R, including the first day and the last day of that
month. For example, the January reporting period will be 1 January 4 to 31 January 3%,
regardless of whether or not any day in January is a business day.

Reporting Chent-Meoney-Balanees client money balances using internal client money
reconciliations

The guidance in this annex assumes that a firm uses one of the standard methed methods of
internal client money reconciliation. Firms that use a different-method-of-internal
reconettation non-standard method of internal client money reconciliation in accordance
with CASS 7#6-+#R 7.15.17R should read the guidance in this annex in so far as it is consistent
with that different non-standard method.

Where this data item requires a firm to report any client money balances, unless otherwise
specified the firm should report on the basis of balances used for its inrternal-reconcitiation
internal client money reconciliation carried out on the first business day following the
reporting period in question. This means using the values contained in the firm’s internal
accounting records and ledgers, for example its cash book or other internal accounting
records, rather than the values contained in statements the records it has obtained received
from its banks and other third parties with whom it has placed client money (for example,
bank statements).

Currency
Section 1 Firm information
2 Name of CASS audit firm (if “‘Other’ was selected above)

If a firm selects *Other’ in (1), it should enter the name of s the auditor that provides
its client assets report (see SUP 3.10).
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Did the firm hold safeguard-and-administer safe custody assets during the reporting
period?

A firm should state “Yes” or “No”.

A firm should state “Yes” if, during the reporting period:

(a) it held financial instruments belonging to a client in the course of its MiFID
business:; or

(b) it was safequarding and administering investments in the course of its
business that is not MiFID business.

A firm should not take into account safe custody assets in respect of which it was
merely arranging safeguarding and administration of assets in accordance with CASS
6 during the reporting period.

Was the firm subject to aGFFC the CETC’s Part 30 exemption order during the
reporting period?

A firm should state “Yes” or “No”. Handbook provisions dealing with the GFFC
CFETC’s Part 30 exemption order are set out in CASS +4-32G-t6-CASS74-35R 12.

Did the firm operate the alternative approach during the reporting period {see-CASS
414Gt CASS—74-19G) (see CASS 7.13.54G to CASS 7.13.69G)?

A firm should state “Yes” or “No”. Handbook provisions dealing with the alternative
approach to client money segregation are set out in CASS #4-34G 7.14.54G to CASS
74196 7.14.69G.

Has the firm received the auditor assurances required for its use of the alternative

approach and provided these to the FCA alternative-approach-been-sighed-off-by-the

firm’s-auditor?
A firm should state “Yes” or “No”.

Pursuant to CASS 7.13.58R before adopting the alternative approach, a firm must first
send a written report to the FCA prepared by an independent auditor of the firm in line
with a reasonable assurance engagement, stating the matters set out in CASS

7.13.58R(2).

Balance of client money

In relation to each of the investment activities or services identified, a firm should
report in this data field the total amount of client money that it held belonging to
clients in respect of the activity or service in question.

A firm should report client money balances on the basis of balances used in the
internalreconcitiation internal client money reconciliation that the firm carried out on
the first business day following the reporting period in question.
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Section 2 Balances

In relation to data fields 9 to 12, a firm should determine the lowest and highest figures by
reference to the data that it has recorded frem-internal-reconcitiations in the internal records
and accounts the firm holds that relate to the reporting period in question.

Section 3 Segregation of client money
13A  Type

13C

A firm should identify the types of institution with which it has placed client money.
CASS #44R 7.13.3R identifies the type of institution with which a firm must
promptly place into one or more accounts client money that it receives. CASS #5:2R
7.14.2R identifies atimited-number-of the circumstances in which a firm may allow
another person, such as an exchange, a clearing house e, an intermediate broker or
an OTC counterparty, to hold or control client money.

For each institution with which it has placed client money, the firm should identify in
this data field whether the client money was:

(a) deposited with a CRD credit institution;

(b) placed with a clearing house;

(c) placed with an exchange;

(d) placed with an intermediate broker;

(e) placed in a qualifying money market fund;

(f) deposited with a bank authorised in a third country; and

(o)} deposited with a central bank.

In relation to any client money a firm has placed with an OTC counterparty and/or any
other person, the firm should selection option (d).

Client money balances

A firm should report the total amount of client money which it has placed with each
institution identified in 13B.

A firm should report client money balances on the basis of balances used in the
internalreconcitiation internal client money reconciliation that the firm carried out on
the first business day following the reporting period in question.

A firm should include in the client money balance the aggregate balance of any
allocated but unclaimed client money which a the firm continues to treat as elient
meney such. For example, client money balances held in respect of clients whom the
firm is no longer able to contact.
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The balance shown in that row may also include any balance that is included in data
field 17.

Group entity

A firm should indicate in this data field whether each institution with which it has
placed client money is or is not a relevant group entity within the meaning of CASS
#+4.9BR 7.13.21R. A firm should note that the definition in CASS #4-9BR 7.13.21R
is specific to CASS and the entities which comprise it may not be the same as those
which comprise the firm’s group.

Section 4 Client money requirement and resource

14

15

16

17

Client money requirement

In relation to a firm that follows one of the standard methed methods of internal client
money reconciliation, that firm should report its client money requirement, calculated

in accordance with CASS 7.16.10R #16-Annex-1Gparagraph-6.

A firm should report its client money requirement on the basis of the internal
reconcttation internal client money reconciliation that the firm carried out on the first
business day following the reporting period in question.

A firm should include in the client money requirement the aggregate balance of any
allocated but unclaimed client money which a the firm continues to treat as such-chent
moeney. For example, client money balances held in respect of clients whom the firm is
no longer able to contact.

Unallocated to individual clients but identified as client money

A firm should report the amount of unaHeeated client money that it holds that it has
recorded in its internal records and accounts as “unallocated client money” in
accordance with CASS 7.13.36R(2). A firm should not include balances for this data
field that it is reporting in data field 16.

Unidentified receipts segregated as client money in client bank accounts

A firm should report the amount of client money that it has recorded in its internal
records and accounts as “unallocated client money” in accordance with CASS
7.13.36R(2). A firm should not include balances for this data field that it is reporting

in data f|eld 15 B—held—m#}%h%m—sﬂwﬂt—bank—aeeebmsand—elmwmgn

Uncleared payments e-g—unpresented-chequessent-to-chients
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Excess-cash-in-segregated-accounts Prudent segregation of client money and the

alternative approach mandatory prudent seqregation

A In this data field, a firm should report: (i) the amount of client money that it holds in
client bank accounts and-chent-transaction-accounts-which-the firm-included-in-ts
ehen{—meney—requ#emem as a result of the firm’s application of CASS #4-18BR

7.13.41R (Prudent segregation), and
(ii) if applicable, the amount of client monev that it holds in client bank accounts as a
result of the requirement set out in CASS 7.13.65R (mandatory prudent segregation).
A firm should not include balances for this data field that it is reporting in data fields
15-17.

Client money resource

A firm should report its client money resource on the basis of the client money
resource used in the internal-recenethiation internal client money reconciliation that
the firm carried out on the first business day following the reporting period in question
(which should be the same internal-reconethation internal client money reconciliation
used by the firm to report its client money requirement in data field 14).

A firm should include in the client money reseuree resource the aggregate balance of
any allocated but unclaimed money which a firm continues to treat as client money.
For example, client money balances held in respect of clients whom the firm is no
longer able to contact.

Surplus Excess (+)/ defieit- shortfall (-) of client money reseuree resource against
client money requirement

A firm should report in this data field the amount by which its client money reseurce
resource exceeds is greater than its client money reguirement requirement (to be
reported in the data item as a positive amount), or as the case may be, the amount by
which its client money reguirement requirement execeeds is greater than its client
money reseuree resource (to be reported in the data item as a negative amount).

Where & an surplus excess or defiett shortfall does not exist following a firm’s internal
internal client money reeeneihation reconciliation, the firm should report ‘0 for this
data field.

Adjustments made to withdraw an excess or rectify a defieit shortfall identified as a
result of an internalreconcitiation internal client money reconciliation.

A firm should report the amount of money that it added to correct a defieit shortfall or,
as the case may be, that it withdrew reflecting an excess a-surphus.

In relation to data fields 14 to 20 21, a firm should report by reference to the results of its
internalreconcthiation internal client money reconciliation carried out on the first business
day following the reporting period in question.
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Data fields 15-18 relate to client money balances identified in a firm’s internal aceeunting
records and ledgers, for example its cash book or other internal accounting records, that form
part of the client money reqe+remem requirement reported in data freld 14 Da{a—ﬁelde—lé%

Section 5 Client money reconciliations

22

23

24

Internal client Client money internal-reconciliation reconciliation

A firm should identify in this data field the frequency with which it performs internal
reconciHations internal client money reconciliations.

External client Chent money externalreconcitation reconciliation

A firm should identify in this data field the frequency with which it performs externat
reconciHations external client money reconciliations.

Client money unreconcied unresolved items

A firm should identify in this data field the number of unreconetled unresolved client
money items and allocate each item to one of the specified time bands according to
the length of time for which it has remained urreconeted unresolved.

For the purposes of this data field, the number of urreconciled unresolved client
money items includes: (a) the number of individual unresolved discrepancies
identified as part of a firm’s internal client money reconciliations (see CASS
7.15.12R); and (b) the number of individual unresolved discrepancies identified as
part of a firm’s external client money reconciliations (see CASS 7.15.29R), but not
those unresolved discrepancies that have arisen solely as a result of timing differences
between the accounting systems of third party providing the statement or confirmation
and that of the firm. In both cases, only include those items which have remained

unresolved for perlod of srx calendar davs or more refers—te—thenumleer—ef—mdhﬂdual

For the purposes of this data field, the number of unresolved items should also
include any individual items recorded in a firm’s internal records and accounts as
“unallocated client money” in accordance with CASS 7.13.36R(2) which have
remained unresolved for period of six calendar days or more.
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Section 6 Segregation of safe custody assets

In order to complete this section a firm will need to group the safe custody assets it held at the
reporting period end date by the method of registration used (25A), the means by which the
assets were held (25G) and the name of the institution with which the assets were deposited
or registered (25B). Each group of safe custody assets so identified should be reported as a
separate row.

When reporting dematerialised safe custody assets a firm holds in a collective investment

scheme, a firm has the option to report the holdings in either one of the following ways:

(1) per fund manager (ie, for every fund manager with whom the firm has holdings

registered) it should use a new row to report the relevant holdings; or

(2) on an aggregate basis by reference to each variance of data fields 25A, 25E and 25F

(where relevant, ie, for each variance, such as holdings based in different countries
and/or different methods of legal title registration ), the firm should use a new row.
For example, an asset held in one county in the name of a nominee company should
be in a different row from an asset held in the same country in the name of a client,
and also from an asset held in another country in the name of the same nominee

company.

Annex 1 to this quidance sets out an example of reporting under either of these options.

25A

25B

25C

How registered?

Name of institution where safe custody assets held/registered

In relation to any dematerialised safe custody assets which a firm held as the sole
custodian the firm should report the name of the central securities depositary where
the safe custody assets were depesited registered, for example GREST; Euroclear UK
& Ireland;-ete- and should select “deposited with any other third party” when
completing data field 25G.

In relation to any dematerialised safe custody assets a firm holds in a collective
investment scheme, a firm should report, either:

(a) the name of the fund manager who retains the requlatory responsibility for

maintaining the legal reqgister for those safe custody assets, if the firm is
reporting by fund manager (for example, in respect of a UK OEIC, the ACD);
or

(b) the term “collective investment scheme” if the firm is reporting on an

aggregate basis.

Number of lines of stock
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For the purpose of this data field, a firm should treat each stock which bears its own
CUSIP or ISIN number, or any individual collective investment scheme as a separate
line of stock.

Value of safe custody assets as at reporting period end date

As at the reporting period end date, a firm should calculate the total value of the safe
custody assets reported on each row and enter that value in the data field.

Country of incorporation of the institution

In relation to each institution identified in 25B, a firm should report the name of the
country in which that institution is incorporated using the appropriate two letter ISO
code.

In relation to dematerialised safe custody assets a firm holds in a collective investment
scheme, the firm should report the country of incorporation of the relevant fund
manager who has retained requlatory responsibility for registering units in the
collective investment scheme. This means that a firm will need to have at least one
row per country of incorporation of relevant fund managers regardless of whether the
firm is reporting per fund manager or on an aggregate basis.

Group entity?

A firm should indicate in this data field whether each institution with which it placed
safe custody assets is or is not a member of that firm’s group. In relation to any
dematerialised safe custody assets a firm holds in a collective investment scheme, the
firm should treat the fund manager of that scheme as the relevant institution.

Where How held?

For each group of safe custody assets that a firm (in carrying on the regulated activity
of safeguarding and administering investments) held at the reporting period end date,
the firm should identify in this data field how whether the safe custody assets were
held.:

Page 244 of 252



FCA 2014/36

If the safe custody assets were: | Choose the following option
from the drop down box in the
form:

(@ held in the firm’s physical Firm physical,

possession (for example, any

non-dematerialised assets such

as bearer notes);

(b) deposited with a third party 3rd party custodian
custodian (this may include

any third party that has

responsibility to the firm for

the safe custody assets, such as

a sub-custodian;

©) deposited with a third party Exchange/Clearing House
exchange and/or clearing

house;

(d) deposited with a third party Intermediary
intermediary; or
(e) deposited/registered with any Other

other third party (where none

of the above options

adequately describes how the

safe custody assets are held).

In relation to any dematerialised safe custody assets which a firm held as the sole
custodian the firm should select “Other” eption<f) and report the name of the central
securities depositary where the safe custody assets were depesited registered, for
example GREST; Euroclear UK & Ireland, ete- when completing data field 25B.

In relation to any dematerialised safe custody assets a firm holds in a collective
investment scheme, the firm should select “Other”.

Section 7 Safe Custedy-Assets-Reconcthiations custody assets records checks and

reconciliations

26

Safe custody assets unreconcied unresolved items

A firm should identify in this data field the number of unreconetled unresolved safe
custody assets items and allocate each item to one of the specified time bands
according to the length of time for which it has remained unreceneted unresolved.
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For the purposes of this data field, the number of urreconeHed unresolved safe

custody assets items refers to the number of individual discrepanciest (“eg, custody
record breaks™) identified as part of a firm’s external-reconcihiation external custody

reconciliation which have remained unresolved for a specific period of time.

CASS 6.6.48G provides that a discrepancy should not be considered to be resolved

until is fully investigated and any associated shortfall is made good.

In relation to the 30-day field, a firm should report items which have remained
unreconcied unresolved for at least 30 days but no more than 59 days.

In relation to the 60-day field, a firm should report items which have remained
unreconcied unresolved for at least 60 days, but no more than 66 89 days.

In relation to the 90-day field, a firm should report items which have remained
unreconcHed unresolved for at least 90 days.

Method of custody record check/reconciliation

In relation to each type of safe custody asset identified in 27C, a firm should report:

(a) the method of internal custody records checks that it utilised in respect of
that type of asset during the reporting period, by selecting either:

(i) “internal reconciliation” where it performed its internal custody
record checks using the internal custody reconciliation method:; or

(ii) “internal system evaluation” where it performed its internal
custody record checks using the internal system evaluation method.

CASS 6.6.10G to 6.6.20G sets out rules and guidance in relation to internal
custody records checks, and the available methods:

(b) (if applicable) the method of physical asset reconciliation that it utilised in
respect of all physical safe custody assets it held during the reporting period,
by selecting either:

(i) “physical reconciliation - total count” where it performed its
physical asset reconciliations using the total count method; or

(ii) “physical reconciliation - rolling stock” where it performed its
physical asset reconciliations under the rolling stock method.

CASS 6.6.21G to 6.6.32G set out rules and guidance in relation to physical
asset reconciliations, and the available methods; and

(c) (if applicable) the method of external custody reconciliation that it utilised
in respect of that type of asset during the reporting period, by selecting either:

(i) “External reconciliation to CREST” where it performed an external
custody reconciliation with Euroclear UK & Ireland for safe custody
assets held in the CREST system; or
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(ii) “external reconciliation”, where it performed an external custody
reconciliation with any other third party.

CASS 6.6.33G to 6.6.43G set out rules and guidance in relation to external
custody checks, and the available methods.

Frequency

In relation to each custody record check/reconciliation type method identified in 27A,
a firm should report the frequency with which it conducted nternalreconcitiations the
custody record check/reconciliation for its safe custody assets during the reporting
period using that record check/reconciliation methed.

Type of safe custody asset

A firm should report the different types of safe custody asset (e.g. shares) that it held
and may do so using its own description of an asset type.

Section 8 Record keeping and branehes notification requirements

28F

29F

31

Explanation of discrepancies difference

A firm should provide a brief explanation for any difference between the number of

client bank accounts reported for 28D and the number of trust/acknowledgement
fetters client bank accounts reported in 28E which were covered by a client bank

account acknowledgement letter to-coverthese-accountsreported-for28E in
accordance with {see CASS +-8:1R 7.18.2R}).

Explanation of diserepancies-difference

A firm should provide a brief explanation where there is a difference between the
number of client transaction accounts reported for 29D and the number of

trustfacknowledgementletters client transaction accounts reported in 29E which were

covered by a client transaction account acknowledgement letter and/or authorised

central counterparty acknowledgment letter to-coverthese-accountsreported-for29E
{see-in accordance with CASS 7-8-2R 7.18.3R and/or CASS #8:3R 7.18.4R).
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A firm should indicate whether at any point during the reporting period one of the
situations referred to in CASS 6.6.57R arose, in which the firm was obligated to notify
the FCA.

Some of the notification requirements in CASS 6.6.57R only apply where a firm
materially fails to comply with a rule (ie, a breach of the rule having occurred), while
others apply where the firm was unable to comply with a rule (ie, a firm had not yet
breached the relevant rule but became aware that it would, in the future, either
continuously or for a specified period, be unable to comply with the specified rule).
Therefore, a firm should base its response only on those breaches that would be
notifiable.

If yes, was-a-notification-made-to-the FCA did the firm comply with the notification
requirements?

If in data field 31 the firm has answered “Yes”, acknowledged-a-faHure-to-comply

with-apy-efthe-spectiedrules; it should confirm in this data field whether a
petification all notifications was were made to the FCA in accordance with CASS

6-5-13R 6.6.57R.

A firm should indicate whether at any point during the reporting period one of the

situations referred to in CASS 7.15.33R arose, in which the firm was required to notify
the FCA.

Some of the notification requirements in CASS 7.15.33R only apply where a firm
materially fails to comply with a rule (ie, a breach of the rule having occurred), while
others apply where the firm was unable to comply with a rule (ie, a firm had not yet
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breached the relevant rule but became aware that it would, in the future, either
continuously or for a specified period, be unable to comply with the specified rule).
Therefore, a firm should base its response only on those breaches that would be
notifiable.

34 If yes, was-a-notification-made-to-the FCA did the firm comply with the notification
requirements?

If in data field 33 the firm has answered “Yes”, acknrowledged-a-faHure-to-comply

with-apy-efthe-spectiedrules; it should confirm in this data field whether a
petification all notifications was were made to the FCA in accordance with CASS

46-16R 7.15.33R.

A firm’s responses to data fields 31 and 33 should only include relate-te unresolved breaches
that occurred within the-particelar a previous CMAR reporting period if those breaches
would have requwed further notlflcatlon under CASS 6.6. 57R mquesﬂen—and—net—t&any

A firm should answer “N/A” as appropriate to data fields 31 and 33 if it did not hold client
money or safe custody assets during the reporting period.

A firm should answer “N/A” as appropriate to data fields 32 and 34 if the firm has answered
either “No” or “N/A” for data fields 31 and 33 respectively.

CASS 6.6.57R and CASS 7.15.33R require that the FCA be informed without delay of any of

the matters in respect of which notification is required by those rules. Submission of the
CMAR within the time limit specified in SUP 16.14.3R does not discharge the obligations in
those rules and a firm remains obliged to notify the FCA as soon as it becomes aware that any
of the circumstances described in those rules has arisen.

Page 249 of 252



FCA 2014/36

Annex 1
Options for reporting dematerialised safe custody assets a firm holds in a collective

investment scheme in fields 25A-G

Option 1 — reporting holdings per fund manager

Table 1 shows an example of some of the possible permutations of reporting this way. In

Table 1:

With respect to Fund Manager X, for the purposes of completing fields 25A-G of the
CMAR, the reporting firm needs to complete one line. This is because in relation to its
holdings in all 3 collective investment schemes (reported in 25C) the units are registered
in the name of a nominee company controlled by the firm. Fund Manager X is
incorporated in Guernsey and it is a member of the firm’s group. The same applies with
respect to Fund Manager Y.

With respect to Fund Manager Z, for the purposes of completing fields 25A-G of the
CMAR, the reporting firm needs to complete two separate lines. This is because in
relation to the firm’s holdings in 1 collective investment scheme (reported in 25C) the
units are registered in the name of a nominee company which is controlled by the firm
and in relation to the firm’s holdings in the other 3 collective investment schemes the
units are registered in the name of a nominee company which is controlled by an
affiliated company. Fund Manager Z is incorporated in the Cayman Islands and it is a
member of the firm’s group.

Table 1
A G B C D E E
How How held | Institution Number | Value of | Country of Is this
registered? | /registered | where safe of lines | safe incorporation | a
custody assets | of stock | custody of the group
held/registered assets as | institution entity
at
reporting
period
end date
Nominee Other Fund Manager |3 £600m Guernsey Yes
company X
which is
controlled
by the firm
Nominee Other Fund Manager |5 £350m Guernsey Yes
company Y
which is
controlled
by the firm
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Nominee

Other

company
which is
controlled
by the firm

Fund Manager
Z

[

£90m

Cayman
Islands

Nominee

Other

company
which is
controlled

by an
affiliated

company

Fund Manager
Z

(V)

£400m

Cayman
Islands

Yes

Nominee

Other

company
which is
controlled

by an
affiliated

company

Fund Manager
XX

jon

£250m

Cayman
Islands

Option 2 — reporting on an aggreqate basis

Table 2 shows an example of some of the possible permutations of reporting this way. In

Table 2:

e Line (i) reports all the firm’s holdings in collective investment schemes in relation to

which the units are registered in the name of a nominee company which is controlled by

the firm and the relevant fund manager is incorporated in Guernsey and is a group entity.

e Line (ii) reports all the firm’s holdings in collective investment schemes in relation to

which the units are reqgistered in the name of a nominee company which is controlled by

the firm and the relevant fund manager is incorporated in the Cayman Islands and is a

group entity.
e Line (iii) reports all the firm’s holdings in collective investment schemes in relation to

which the units are registered in the name of a nominee company which is controlled by

an affiliated firm and the relevant fund manager is incorporated in the Cayman Islands

and is a group entity.

Table 2
A G B C D E E
How How held/ | Institution where | Number | Value of Country of Is this
registered? | registered | safe custody of lines safe incorporation | a
assets of stock | custody of the rou
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held/registered

assets as

institution

at

reporting

period
end date

entity

Nominee

Other

company
which is
controlled

by the firm

collective
investment scheme

[e0)

£950m

Guernsey

Yes

Nominee

Other

company
which is
controlled

by the firm

collective
investment scheme

=

£90m

Cayman Islands | Yes

Nominee

Other

company
which is
controlled

by an
affiliated

company

collective
investment scheme

[ee]

£650m

Cayman Islands | Yes
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