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Introduction

This response (Response) is submitted on behalf of the Futures and Options Association
(FOA), which is the principal European industry association for 160 firms and organisations
engaged in the carrying on of business in futures, options and other derivatives. Its international
membership includes banks, financial institutions, brokers, commodity trade houses, energy
and power market participants, exchanges, clearing houses, IT providers, lawyers, accountants
and consultants (see Appendix 1 for a list of members).

The FOA is pleased to have the opportunity to respond to the FCA’s Consultation Paper CP
13/5 — Review of the client assets regime for investment business (the Consultation) and
welcomes the FCA’s wholesale review of the client assets regime. The FCA will recall that the
FOA has previously offered its members’ suggestions as to various improvements that could be
made to the FCA’s Client Assets Rules (CASS). A copy of the paper submitted in June 2012
(the First Response) is attached at Appendix 2 to this Response and a copy of the FOA’s
response to Parts Il and Il of CP12/22 submitted in November 2012 (the Second Response) is
attached at Appendix 3 to this Response. The FOA has already given its feedback on question
48 in relation to chapter 8 of the Consultation in August 2013 (the Third Response) and this is
attached at Appendix 4 to this Response. This is, therefore, the FOA’s response to the
remainder of the Consultation (namely chapters 2 to 7 and chapter 9).

The FOA has put together this Response following consultation and discussion with its
members and with the significant assistance of Norton Rose Fulbright LLP. The FOA would
welcome the opportunity to discuss its members’ comments with the FCA in more detail if this
would be helpful.

General

Speed proposal

The FOA notes that the government-commissioned independent review is currently in a second
phase and is likely to report later in 2013. The FOA also notes that the FCA may need to amend
some of its current proposals, particularly those relating to the client money distribution rules, if
there are material changes to legislation introduced by the government as a result of the
independent review.

The FOA welcomes the FCA’s efforts in seeking to improve the process for returning client
assets on the default of a firm, bank or CCP and thereby restoring confidence in the UK’s client
assets regime. However, given the increasing complexity and costs of complying with changes
to regulation (especially where regulation is proposed and then subsequently amended and re-
consulted upon), and, as FCA concedes in paragraph 1.30 of the Consultation where it says
“We recognise that our proposals, in particular those in relation to the client money distribution
regime, may need amending if the government introduces material changes to legislation”, the
FOA would urge the FCA to wait for the outcome of the government’s review before finalising its
own proposals. The FOA does not suggest that the discussion about how best to achieve the
FCA’s objectives should not continue in the meantime and members are keen to participate
actively in those discussions and have set out their immediate concerns regarding the speed
proposal below.

Timing and re-papering issues

The FOA notes the FCA'’s intention to publish final rules during the first half of 2014 with a view



24

2.5

2.6

to their coming into effect six months later or possibly immediately thereafter for the client
money distribution rules. Given the breadth of the changes and the fact that, while many of
them are clarificatory, several of them require firms to amend both internal processes and client-
facing documentation, members are concerned that six months does not allow sufficient time to
make the necessary changes with the degree of care and involvement of all relevant members
of their organisations that would be appropriate. For example:

o firms relying on the banking exemption or the title transfer carve-out may have to make
changes to their terms of business;

o all firms will be required to repaper their client money acknowledgment letters;

o the proposed changes to the rules on reconciliations for both client money and custody
will require some firms to obtain auditor’s opinions before they can continue to use those
methods; and

. firms are facing considerable implementation pressures and complexity and impossibly
tight timetables in delivering changes to account structures required under EMIR which
will also have to reflect appropriate client money arrangements.

The FOA assumes that the FCA does not intend firms to provide disclosure documents to
existing clients to which they already provide services on the date on which the new rules come
into effect but rather than they should start to provide such documents to those clients on an
annual basis, but members would be grateful for clarification on this point as this would
otherwise constitute another practical timing concern. The FOA also asks that the FCA
considers the cost of amending contractual arrangements and, as such, where the FCA’s
objectives can be fulfilled by notification, CASS is clear that two-way agreements or written
client acknowledgements are not required.

EMIR specific issues

Over the coming 12 months, FOA members anticipate the implementation of EU legislation
which may require further amendments or will be relevant to decisions on timing of the
proposed CASS rules. As a general matter, members would ask that national regulations
should not be implemented in a manner that is at odds with an EU deadline. For example, in
order to comply with Article 39 of EMIR, clearing businesses will be required to provide clients
with detailed disclosures about omnibus and individual segregation and obtain client consent to
the use of one or the other in the first months of 2014. The FOA would, therefore, ask that the
FCA does not require that substantially similar CASS disclosures are made to clearing clients
within the same year as this disclosure as this would be largely duplicative and additionally may
confuse clients.

Additionally, as the FCA will be aware, a sub-committee of the FOA has been working on the
implementation of EMIR and, in particular, Article 39 of EMIR, in relation to cash flows. As there
is no specific question in the FCA’s Consultation on this point, it is considered important to set
out the main issues here. The problem stems from the fact that EMIR envisages both the
creation of multiple accounts and, to the extent clients choose individual segregation, at least
one account per client. In addition, CASS requires that cash that is client money remains
segregated from cash received by the firm on a title transfer basis. Given limitations on the
operational abilities of CCPs, settlement banks, custodians and firms, the FOA has proposed
three possible models for transferring cash between a firm and a CCP on the one hand and a
client and the firm on the other. For convenience, these models are set out in Appendix 5.
Options 1 and 2 are the FOA’s preferred models. They each propose a solution whereby a
client electing an individually segregated account interacts with one single clearing member
bank account and, similarly, the CCP interacts with one single clearing member bank account.
The FOA believes this is both practical and workable for clients and CCPs and is achievable for
clearing members to implement within the EMIR timetable. There are pros and cons to Options
1 and 2, as well as some implications on rules relating to, for example, mixed remittances,
acknowledgment letters and the calculation of the client money requirement, which are
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mentioned in the response to Questions 23, 30 and 31. Option 3, by contrast, describes a
situation in which both clients and CCPs interact with multiple clearing member bank accounts.
While this approach is permitted under the CASS rules, the FOA understands from CCPs and
its members’ experiences with clients that currently it is not operationally possible and would not
be a workable solution within the EMIR timeframe.

General clarifications

There are also a number of rules that the FOA believes would benefit from clarification and,
given that the stated purpose of many of the changes is to clarify existing rules, it would seem
sensible to ensure that this is achieved before the changes become effective. In particular, the
FOA would appreciate clarification on the intended effect of CASS 6.5.12 and 6.5.12A on the
need to make good shortfalls in custody assets caused by third parties.

The FOA is also particularly concerned with the number of proposals that appear to extend what
the industry may have perceived as retail standard requirements to wholesale clients. Many of
the circumstances require the provision of information or agreement to certain terms. The scale
of the exercise should not be underestimated given that some firms do not currently have
written terms in place with such clients and that where they do, they are not necessarily
executed as contracts so much as terms of business that take effect by course of dealing.
While the extension of fiduciary type obligations appears to be the FCA’s explicit intention in
some areas, it is in places affected by the extended definition of client for the purposes of
CASS. The FOA would, therefore, urge the FCA to review its rules to ensure that, where
appropriate, the distinction in regulatory requirements is preserved. In particular, in relation to
institutional business, it would be inappropriate to require firms to consider the best interests of
clients. In a number of such relationships, firms will not be acting in an advisory capacity and
will not be well placed to make such determinations.

As the FCA knows, FOA members have a number of long-standing concerns about the practical
operation of certain aspects of the client money rules, some of which have not been addressed
in the proposed changes and a few of which are exacerbated by them. An example is the
diversification rule, whose application in certain circumstances (especially stressed market
conditions) members find difficult to reconcile with client protection. Not only do some of the
proposed changes to this rule develop some of the existing problems, but some of the new
proposals (such as sub-pools and restrictions on term deposits) add to the challenges. The
FOA has made some suggestions about how these issues could be addressed.

Navigation of proposed amendments

Finally, as a purely practical matter, the FOA would request that the FCA provides cross
references in its feedback on the Consultation as the volume and diversity of proposed
amendments has made it quite difficult to identify which drafting relates to which proposal. The
FOA has tried to cross refer to what it believes to be the relevant sections of the text in this
Response but would be grateful to know if the FCA believes that any of them have been
misunderstood.

Chapters 2 to 7 and 9 of the Consultation

Question 1: Do you think we should implement the speed proposal or codify the existing
regime? Please explain the reasons for your response.

3.1

3.2

The FOA supports the FCA’s objective to amend CASS to enhance the likelihood of a timely
distribution of client asset claimants. It agrees that the delays experienced in recent failures
such as those of Lehman Brothers International (Europe) Limited (LBIE) and MF Global UK
Limited (MF Global) were harmful to the reputation of the UK markets and agree with the FCA’s
statements of principle at the outset of chapter 2 of the Consultation.

While the FOA welcomes the FCA's recognition that certain aspects of the client money regime
need to be addressed welcomes the FCA’s willingness to be open-minded regarding the
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proposed solutions and, in general, supports the FCA’s assertion in paragraph 2.5 of the
Consultation that “a faster return of client money following an insolvency is important to maintain
confidence in financial markets and reduce the effect on other participants” (i.e. to reduce the
risk of a financial “domino” consequence), the FOA is concerned that the speed proposal, as
presented, contains a number of flaws that would need to be resolved and, as suggested in
paragraph 3.5 below, may not, in a large number of circumstances, be practical.

The FOA understands that the FCA has the power to change the way in which client money is
distributed because the statutory trust in section 137B of FSMA 2000 refers to the Client Money
Distribution Rules. However, the FOA believes, as indicated in paragraph 2.2 above, it would
make more sense to consider such significant changes to the client money regime at the same
time, and in parallel with, the government considering whether any complimentary or
supplementary changes should be made to insolvency law. The FOA understands that the
government’s review of the Special Administration Regime is in progress and that the FCA
anticipates the possibility of having to re-consult if the government’s conclusions affect the
FCA’s proposed changes, but the FOA believes there would be merit in postponing the
introduction of the proposed changes until this work has been completed so that the new regime
can be designed in the round.

The FOA believes the most important change required to insolvency law for the purposes of the
speed proposal relates to the liability of UK insolvency practitioners. The FOA notes the way in
which an insolvency practitioner's personal liability is restricted in the US, Canada and Hong
Kong (as outlined in paragraph 2.36 of the Consultation) and would urge that similar
qualifications are introduced in the UK. Indeed, the FOA would urge the FCA to encourage HM
Treasury to address all the issues identified by the FCA in the Consultation which have the
effect of undermining the ability of an insolvency practitioner to facilitate faster-track pay-outs of
client money. Additionally, the costs of distributing client money should not be borne by the
client money pool but rather by the insolvent estate of the firm.

Regardless of any changes that it might be desirable to make to insolvency law, the FOA
considers that there are a number of issues with the speed proposal. In particular:

(@) The FOA queries whether the speed proposal (in the form of the creation of the initial
client money pool) could ever work in practice, at least on the insolvency of a large bank.
It doubts there are likely to be many situations where none of the three situations
triggering the alternative approach would apply. For example, in relation to the MF
Global administration, it seems likely that all three circumstances would have applied.
Given that a bank is permitted to hold up to 20% of its client money in an affiliate bank, it
seems relatively likely that the 10% difference test will apply on the insolvency of any
large bank. In addition, while the FOA accepts that the FCA has taken several steps to
try to improve firms’ record-keeping and has proposed a more organised structure for
switching to client money, the type of pressured activity that has tended to occur in the
run up to an insolvency, some of the impediments itemised in paragraph 2.12 of the
Consultation and the added complication of post-default management of sub-pools,
makes the prospect of not being able to readily determine clients' entitlements quite
realistic. Members continue to be concerned about the impact of complex sub-pools on
the distribution of client money. Nevertheless, the FOA believes that the insolvency
practitioner should not be restricted to the three circumstances identified and should have
wider discretion not to create an initial client money pool if it considers that this would not
be appropriate in a particular case. If these triggers revert to a combined client money
pool, it therefore seems likely that the speed proposal might not constitute a significant
change from the current regime in practice. In either case, it will be important to codify
the existing regime in the sense of making the understanding reached in the LBIE cases
clearer on the face of the rules. The FOA agrees with the FCA’s suggestions in
paragraph 2.31 of the Consultation but the FOA would also refer the FCA to paragraphs
3.3 to 3.5 of its First Response which contained suggested changes to confirm the
existing regime.

(b)  Even where it is possible to form an initial client money pool, the FOA believes there are
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some issues resulting from the serious consequences and the financial prejudice that will
result to clients not being part of that initial client money pool. It seems likely that the
insolvency practitioners are going to be subject to significant pressure in determining
whether it is possible to form an initial client money pool and what amounts are owed to
each client and that this decision could be delayed by clients whose cash has not been
held in a client bank or client transaction account seeking injunctions. It should be
assumed that the insolvency practitioners’ strict liability would also cause a delay in such
circumstances as it is likely to consider it necessary to seek the court’s guidance. It is
likely that the distribution of the residual pool would be more costly and contentious. One
means of reducing the impact upon claimants of the residual pool would be to change
insolvency law so that the general estate bears the cost of distribution. The FCA has not
articulated how it intends the client money entitlement to be determined (i.e. by reference
to what information). If it remains the case that entitlement will be determined by
contractual claims (per the LBIE judgement), this should be confirmed in the text of the
rules. The FOA wonders whether there might be an alternative solution that provides
more transparency for clients without them needing to continuously ask firms for
information.

(c) The FOA would also note that it is well established that client money (along with other
client assets held by a firm as trustee) may serve as collateral for a client’s obligations to
a firm, by way of a security interest granted by the client over its interest in the relevant
client money/assets. This is supported in law and under the existing CASS rules. It is
also an essential mechanic for (a) properly collateralising client obligations while (b)
maintaining a segregation of the collateral assets, ring-fenced from the estate of a firm in
its insolvency. This collateral mechanism is used throughout the investment services
industry and, with this in mind, the FOA considers it unrealistic to envisage a process for
distributing client money to clients in a matter of weeks based only on the firm’s books
and records at the time of a primary pooling event. The security interest may secure the
client’s obligations not only to a defaulting firm, but also to its affiliates (as in the LBIE
cases). While the administrator must consider the interest of clients holding claims for
client assets, it must also consider the interests of creditors and the affiliates with secured
claims. In addition, the administrator must also reconcile the liabilities owed by clients to
the firm and consider the interests of affiliates and liabilities owed by clients to those
affiliates. In many cases, it will be the clients (as the non-defaulting parties) who calculate
the value of those liabilities and submit close-out valuation notices to the defaulted firm
(pursuant to their rights under the relevant agreements). The administrator must make
his own calculations and reconcile these with the calculations and claims of clients. All
this takes time and cannot be artificially accelerated. For these reasons, the FOA would
suggest that it is not appropriate for the FCA to amend the client money distribution rules
to allow for a ‘speed method’ of distribution.

If the FCA were to adopt the speed proposal, the FOA believes there are a few areas where the
draft text would benefit from further work or which should otherwise be included in amendments
to insolvency law. For example, it is not clear how the costs of the initial and residual pools
would be borne and it does not seem right that the costs of either pool should be funded by the
other. The FOA assumes that the costs related to the residual client money pool could be
significant as they might include the work of trying to check clients’ tracing claims. It seems
unlikely that any clients are likely to benefit from the residual client money pool because of the
difficulty of tracing cash which is the subject of legitimate claims and the likelihood of clients that
have not recovered the full amount owing through the initial client money pool to make claims.
Even if they were to recover a proportion of their cash, they might have to wait a very long time
as the speed element of the proposals does not seem to address the residual client money
pool. In addition, if a firm holds a buffer in its client money account, which pool would it form part
of and who would be entitled to it? One possibility is that the buffer should be set aside to top
up the residual pool as this is most likely to be the pool in relation to which clients whose cash
should have been segregated (but which was not due to systems and controls failures) will
suffer. Further, it may be helpful that clients hold buffers due to anticipated higher distribution
costs.
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In order to deal with some of the issues, the FOA would urge the FCA to consider amending its
proposal whereby only a percentage of identifiable client money (e.g. 70%) should be returned
on a fast-track basis to those whose client money has been recorded as such, so that those
who have been paid out from the initial client money pool will still have a residual liability to any
shortfall in client money and to any increased administration costs resulting from the
administration of both pools. It seems unfair, in principle, if a minority of customers, through no
fault of their own, have to bear the full force of any shortfall. This alternative suggestion has the
merits of:

. being consistent with the underlying risk basis of an omnibus account, namely
acceptance of the principle of mutuality of (all) fellow customer risk;

o avoiding the injustice of any shortfall being met by the unlucky few; and

o still allowing clients in the initial client money pool to have the benefit of a faster track
pay-out of the majority of their client money.

In conclusion, the FOA does not think the speed proposal should be adopted as drafted for the
following reasons:

(@) inthe absence of a change in insolvency law;
(b)  until further consideration has been given to client money that serves as collateral;

(c) until further consideration has been given to the message that the new regime could
allow for distribution within two weeks because the FOA believes this is unrealistic and,
as a result, advertising this as the aim of the new regime is unlikely to restore confidence
in the UK system;

(d)  until the pros and cons of a 70% (or similar) fast-track payout have been considered as
an alternative to the current proposal for a 100% pay-out; and

(e) because, as indicated earlier, firms are already facing considerable complexity and a
major burden on existing resources in implementing EMIR in the context of client money
changes.

The FOA notes that it is inviting a number of insurance companies to give consideration as to
whether or not they can provide some form of “top up” protection in the event of a shortfall in
client money. Bearing in mind the strengthening of client money rules, tougher capital
requirements, an improved default “waterfall” and a more intensive supervisory approach, it
should be possible for an insurance solution to be made available to cover any shortfall on a
reasonably economic and commercially viable basis. The FOA hopes to be able to revert to the
FCA with some “first thoughts” on such a proposal shortly.

Question 2: Do you agree that, where used, this transfer proposal will be beneficial to clients?
If not, please provide reasons.

3.10

3.11

The FOA questions whether the issue is not so much whether or not the transfer proposal will
be beneficial to clients, but rather that it should not disadvantage them.

The FOA believes that the transfer proposal would benefit clients where there is no or very little
shortfall in the client money pool on the basis that, if a purchaser can be found, it would
presumably be able to continue to provide the services to the clients without requiring a top up
of cash from them. However, it seems unlikely that there would ever be no shortfall, not least
because the expenses of the insolvency practitioners in determining the value of the pool and
organising the transfer process would presumably be deducted from the pool as indicated in
paragraph 2.37 of the Consultation (and we note that the position in the US is that most costs
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and expenses will be borne by the general estate).

It can be anticipated that clients may prefer the distribution process to be handled by an
experienced insolvency practitioner that has the necessary resources rather than a third party
firm with a business priority.

Question 3: Do you agree that ‘hindsight’ should be applied to the valuation of clients’ cleared
open margined positions to determine their entitlements to the relevant CMP? If not, please
provide reasons.

3.13

The FOA supports this proposal and agrees that the delay in closing positions can create a
further shortfall in the client money pool although notes that it may generate a surplus and that
the changes made to CASS to implement the introduction of porting in EMIR should make this
issue less significant than was previously the case for business conducted on EU markets. It
also notes that having to wait for the CCPs or intermediate brokers to close the positions could
delay the timing of distribution of the whole client money pool. However, on the whole, the FOA
believes this is a sensible proposal that could have some impact.

Question 4: Do you agree that where a firm takes these reasonable steps, it should be able to
use unclaimed client money entitlements to make good any CMP shortfalls? If not, please
provide reasons.

3.14

3.15

The FOA agrees that a firm should be able to use unclaimed client money entitiements to make
good any shortfalls in the client money pool provided it has taken steps to identify the relevant
claimants. While the FOA agrees that it is important for firms to take all appropriate actions to
try to locate missing clients, the steps proposed in draft CASS 7A.2.6E are numerous and quite
repetitive (and are ultimately unlikely to be effective if a client has moved from his last known
address). In particular, the FOA questions whether it is necessary to both advertise in the local
media and attempt to communicate on at least three further occasions or whether a choice of
one of those requirements would be more proportionate. It may also not be necessary to send
a final communication three months in advance of the final distribution if a clear cut off time for
claims were established.

The FOA assumes, given the time it is likely to take to establish that assets are unclaimed, that
any such assets will form part of the residual client money pool, but would ask that this is
clarified.

Question 5: Do you agree that these less onerous ‘reasonable steps’ should apply where a
client’s entitlement is less than £10? If not, please provide reasons.

3.16

The FOA agrees that it would be sensible to have de minimis requirements, but notes that £10
is a small amount when compared to what firms actually spend on trying to contact missing
clients, especially when the draft text requires that, as well as the balance being £10 or less,
there has been no movement on the client's balance for at least six years. The FOA considers
that this approach is “over the top” when measured against the cost and effort of trying to
communicate with a “gone-away” client. If the FCA considers that £10 is appropriate for retail
clients, it might consider introducing different thresholds for different types of client so that the
de minimis amount for a professional client or eligible counterparty was, for example, £100.

Question 6: Do you agree with the proposals regarding treatment of interest and currency
conversion? If not, please provide reasons.

3.17

The FOA agrees with proposed CASS 7A.2.6C on the basis that these measures would
undoubtedly reduce complexity and improve the speed of distribution and understands that it is
what has happened in practice on previous administrations subject to two comments:

(a) asthe “most common currency” is not defined, the FOA assumes it would be the currency
forming the greatest percentage of the client money in the notional pool. The FOA would



request that insolvency practitioners be able to determine in their sole discretion whether
it would not be appropriate to convert into the most common currency (e.g. it may not be
appropriate where that currency is particularly risky or volatile). This would avoid conflicts
between the CASS rules and the general duties of the insolvency practitioner under
insolvency law; and

(b) as a firm must pay a retail client any interest earned on client money held for that client
unless it has notified the client in writing that no such interest will be payable (proposed
CASS 7.2.14AR), FOA members would also like to request further clarification from the
FCA that to the extent that funds have already been paid to the client and there is
residual interest, that that interest should be used to reduce any shortfall in that client
money pool. To the extent that funds remain, FOA members would like to request that
those funds should return to the estate of the firm for the benefit of the general creditors.

Question 7: Do you agree with the proposals regarding the treatment of client money received
after a PPE? If not, please provide reasons.

3.18

The FOA agrees in principal with the proposal as set out in draft CASS 7A.2.7A to 7A.2.7C.
However, the FOA would request further clarification from the FCA or additional guidance as to
how the FCA expects firms (where they operate the normal approach) to treat money received
after a PPE which may continue to be received into an account where funds are yet to be paid
out of or moved into a new bank account or set of bank accounts.

Question 8: Do you agree with the proposals regarding a secondary pooling event? If not,
please provide reasons.

3.19

The FOA agrees with the proposed amendments to CASS 7A.3 but wonders whether, if a
ported individual client account is not to be pooled on the basis that other clients do not share
any upside resulting from the client transaction account on a primary pooling event, the same
should apply to an omnibus client account where no excess client money is held by the firm as
margin and the amount attributable to each client is apparent from information provided to the
firm by the CCP, as in CASS 7A.2.6A.

Question 9: Do you agree with the amended proposals to allow clearing firms to operate
multiple client money pools? If not, please provide reasons.

3.20

3.21

3.22

The FOA gave its views on client money sub-pools in paragraphs 3.1 to 3.10 of its Second
Response (see Appendix 3) and its views have not changed. In summary, the FOA believes
that the benefits of having multiple client money pools do not outweigh the significant risks they
entail. The significant risks include: (1) further complexity in CASS and legal risk in terms of
distributing client assets; (2) operational risk of potentially operating multiple sub-pools
alongside the main client money pool; (3) risk of reduced protection for general client money
pool participants (e.g. if smaller general client money pools are held); and (4) the risk of
potential unfair treatment (e.g. if hierarchical participation in sub-pools were to result from
differences in the creditworthiness of different participants).

The FOA would ask, now it seems clear that the FCA intends to introduce this concept, that it
should be possible to create a sub-pool that relates to multiple clients using more than one CCP
rather than being restricted to a sub-pool for each group of clients with each CCP, as it is
operationally difficult for some firms to split accounts between different CCPs. The FOA would
also ask the FCA to confirm its understanding that it need only produce a disclosure document
for each sub-pool on the creation if that sub-pool and should not have to revise the disclosure
document when each new client joins the sub-pool. The FOA understands that firms must
provide the disclosure document to each new client and that each new client must consent but
this would be more manageable if it was not necessary to update the disclosure document on
each occasion.

The FOA would also be grateful if the FCA would clarify that, if a firm chooses to set up a sub-
pool for an omnibus account relating to either one or more CCPs, a client that has chosen an
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omnibus client account should be required to participate in that sub-pool (and should not have
the option of being able to not participate in that sub-pool). Many of the FOA members perceive
it to be impractical and to create too much risk in terms of ensuring that cash is always in the
correct account at the right time to operate a system where clients using the same omnibus
account at CCP level are not treated as being in the same account at firm level. Members also
believe that to allow such a bifurcation of treatment at firm level would undermine the intended
purpose of the sub-pool to facilitate porting in the event of their failure because only the cash
relating to some of the clients would be available to top up that which is already available to the
CCP, while the rest would form part of the main client money pool. This would jeopardise any
increased likelihood of porting for those clients that chose the sub-pool.

In addition, the FOA would note that if the FCA’s objective in introducing the multiple pools
approach is to provide a greater likelihood of porting for omnibus accounts (by ensuring the
CCP has access to sufficient margin to cover all client positions), the FOA considers this would
be more effectively met by use of gross margined omnibus accounts at the CCP and,
additionally, would require less operational intensity, less costs and less risk.

The FOA does, however, recognise that the FCA has looked to develop “a more limited version
of the multiple sub-pools proposal”, but notes that there will still be significant continued
operational complexity that would have to be taken into account in managing a default process.
The issues that the FOA noted would create operational and regulatory risk around the
operation of multiple pools would remain present in relation to those sub-pools which a firm may
set up to support net omnibus accounts. The FOA would therefore like to reiterate its
recommendation that the diversification requirement is lifted for sub-pools as this would
significantly reduce some of the complexity and operational risk.

Question 10: Do you agree with our proposal to clarify the application of the client money rules
in this way? If not, please give reasons.

3.25

The FOA has no comments on the proposed CASS 7.1.1A to 7.1.7BA. However, the FOA
would note that, although it does not disagree that deposits are held on a bank’s balance sheet,
there is a concern about the FCA rules touching on matters that are fully dealt with by
accounting standards. If the FCA rules contain references or incomplete commentary on
accounting matters, this creates a risk of confusion, inconsistency and uncertainty. Additionally,
firms subject to the FCA rules are subject to different accounting standards so it cannot be
assumed that CASS needs only to be in line with International Financial Reporting Standards in
this respect.

Question 11: Do you agree with our proposals in relation to the banking exemption? If not,
please provide reasons.

3.26

3.27

The FOA does not have any particular issues with the proposed amendments given that its
members already tend to notify their clients whether they will hold cash as banker or as client
money in practice. However, the FOA notes that it could be quite difficult for firms to explain to
clients in advance all the circumstances in which their cash may cease to be held as banker and
start to be held as client money. The FOA would also appreciate confirmation that the
obligation is a one-way notification requirement.

The FOA would also like clarification on a couple of points:

(@) The intended effect of CASS 7.1.10(2) (which imposes a five business day limit on
allocating cash to the relevant client) is uncertain.

(b) It would be helpful if the FCA could confirm the intended relationship between proposed
CASS 7.1.8E and CASS 7.1.10A.

Question 12: 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.
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3.28

The FOA notes that paragraph 4.18 of the Consultation suggests that a trustee firm that has
been instructed to hold all client money in a specific institution may be able to obtain a waiver
from the diversification rules. The FOA has asked the FCA previously to consider allowing a
firm not to comply with the diversification requirements in this and a few, limited, other
circumstances and would do so again in light of the concession that appears to be made for
trustee firms. (See our response to Question 21).

Question 13: Do you agree with the proposals relating to the TTCA provisions? If not, please
provide reasons.

3.29

3.30

The FOA is keen to remind the FCA of the importance of title transfer arrangements in freeing
up the use and realisation of collateral assets and with the reduction in formalities and
impediments to enforcement of the security. The FOA understands that these arrangements
are under discussion at an EU level, and the FOA urges the FCA to argue the case for keeping
them. The FOA cannot stress this point enough and members will be happy to assist the FOA
with practical examples and anything else that would be of use in defending the provisions in
forthcoming discussions.

The FOA agrees that it is useful to make provision for switchover from treatment of cash as title
transfer to client money. However, the FOA considers that the proposed CASS 7.2.7A to
7.2.7D could be improved by confirming more clearly in CASS 7.2.7A(3) that a firm is not
required to make such a switch. The FOA believes it would also be helpful to include a
provision to make clear to clients that their request has not been accepted if they do not receive
a notification. The FOA does not consider it appropriate that such arrangements should be
communicated orally. Finally, if a client asks a firm to terminate an arrangement relating to the
transfer of full ownership of a client's money to a firm for the purposes set out in CASS 7.2.3(1)
and CASS 7.2.3A(1), and such request was not made to the firm in writing, the firm must make
a written record of the client’'s request. The FOA would suggest removing CASS 7.2.3A(1) on
the basis that the additional steps for firms to prepare a written request is duplicative given the
requirement to amend the client’'s documentation.

Question 14: Do you agree with the proposal of clarifying the requirements around the DvP
window? If not, please provide reasons.

3.31

3.32

3.33

In relation to the proposed changes in draft CASS 7.1.15F to CASS 7.1.15L, the FOA agrees
that it will be helpful to clarify what is meant by a “commercial settlement system” and that this
should facilitate a level playing field in the operation of this rule.

However, the FCA should consider the timing and costs of the review of existing terms of
business and potential renegotiation of agreements that would be required to clarify the DVP
window. Given that the amendments are essentially a notification requirement combined with a
codification and clarification of existing rules, and in order that they do not get confused with or
delay amendments that need to be made for EMIR purposes, the FOA would suggest that these
provisions are imposed on a forward-looking basis only. Clients should be notified of the
possible loss of protection of client money or assets rather than being required to accept this in
writing.

Further, in clarifying the DVP window, it is important that CASS makes clear that a custodian’s
responsibility should cease at the point of delivery.

Question 15: 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.

3.34

The FOA does not have any comments on the proposed amendments in CASS 7.2.8 to
7.2.8AA.
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Question 16: 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.

3.35

While the FOA generally supports the proposed amendments to delete CASS 7.2.14 and insert
a new draft CASS 7.2.14A, the FOA would ask the FCA to revisit the wording for the following
two reasons:

(@) The FOA considers that the proposed CASS 7.2.14A could be read as meaning that
either all interest earned on client money must be paid to clients or no interest at all.
Some FOA members pay interest to their clients but on specific written terms agreed with
the client (which may not equate to all the interest on a particular client money account) —
this is currently permitted by CASS 7.2.14. The FOA does not consider that the FCA
intends that a firm must pay all interest or no interest as the FCA’'s commentary in
paragraphs 4.36 to 4.38 of the Consultation do not refer to this and the FOA would ask
that the wording be revisited. If the FCA insists on all interest on client accounts being
paid (or no interest), the current FOA members who do pay interest (but not all interest)
will most likely cease paying any interest at all, which will be less beneficial for retail
clients.

(b)  Further, the FOA would ask the FCA to clarify that firms are only required to pay clients
interest on client money where they have agreed to do so in writing (and not where there
is no written agreement with the client in relation to interest payments). The FOA has
concerns in relation to the meaning of “on client money” in CASS 7.2.14AR(3) —i.e. does
it mean that firms have to pay interest on all client money or just where there is no written
agreement with the client? The rule in CASS 7.2.14AR(1) is clear that a retail client does
not have to be paid interest earned on client money if a firm has notified that client in
writing that no such interest is payable, but proposed sub-section (3) could be read as
implying that for non-retail clients, such an option does not exist.

Question 17: Do you agree with these proposals on money ceasing to be client money? If not,
please provide reasons.

3.36

The FOA agrees that the proposed amendments to CASS 7.2.15 and 7.2.16 are useful
amendments as it should be clear that payment into an account in the name of a client is
sufficient to terminate the statutory trust. It would also ask whether it would be helpful to include
a transfer that might occur at the direction of the FCA or another regulator in the event of severe
market stress that does not, for some reason, occur pursuant to applicable law.

Question 18: Do you agree with our proposals in relation to the transfer of client money to a
third party? If not, please provide reasons.

3.37

3.38

The FOA welcomes a rule allowing a firm to transfer client money as part of a transfer of
business without needing to seek the consent of its clients at the time of transfer, at least where
this is difficult or impossible. However, the FOA would make the following observations. It is
not as clear as it might be from the wording of CASS 7.2.17B that the consent to assignment
may have been given in an agreement that was entered into in advance of the transfer being
foreseen. In other words, this provision could be read as meaning that the firm must enter into
a special agreement for this purpose, which should not be the case.

The FOA is also conscious that, while the proposed new rule appears helpful from a regulatory
perspective, firms will need to be conscious of the limits of contract law. For example, rights but
not obligations can be assigned under English law, although we note that, with the requirement
for consent, this is arguably more like an advance agreement to a novation. While there is
some authority for advance agreement to novate being effective, the courts may not follow that
in the future. In addition, where a firm is dealing with consumers, a term which binds
consumers to terms which they have not previously had an opportunity to review before
accepting is indicative of being unfair and it may be unrealistic to assume that the transferee will
accept its new clients on identical terms. However, the more relevant question from the
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3.39

3.40

members’ perspectives is the extent to which sufficient consent could be given through
unsigned terms of business, which would require firms to rely on a course of dealing argument.

Further, and again in relation to consumers, the FOA understands that both the OFT and the
FSA have published guidance that a clause permitting a firm to transfer its rights and obligations
under a contract to a third party where this serves to reduce the guarantees for the consumer
without the consumer achieving a better guarantee might be unfair for the purposes of the
Unfair Terms in Consumer Contracts Regulations 1999 and so transfers from a firm holding
cash as client money to one holding cash as banker would require some thought.

In any event, the FOA queries how useful this rule is in practice if one of the reasons for
needing to rely on it is that the transferring firm cannot locate all of its clients given that one of
the firms has to make the notification in CASS 7.2.17B(3)(c). This is exactly why the client
money waiver has been needed to date. We also note that the explanation of this rule suggests
that it only applies where the transfer is made to another firm which holds cash as client money
or a bank that is relying on the banker exemption, yet the wording of CASS 7.2.17B(3)(ii) could
be interpreted more widely and could potentially cover firms regulated in other Member States,
so we would ask the FCA to clarify which is correct.

Question 19: Do you agree with our proposals in relation to allocated but unclaimed client
money? If not, please provide reasons.

3.41

3.42

3.43

The FOA agrees that a firm should be able to cease to treat unclaimed client money as such
provided it has taken the steps suggested in draft CASS 7.2.20. While the FOA agrees that it is
important for firms to take all appropriate actions to try to locate missing clients, the steps
proposed are numerous and quite repetitive (and are ultimately unlikely to be effective if a client
has moved from his last known address). In particular:

(@) the FOA would request the deletion of “following the last movement on the account” from
CASS 7.2.19R(1) to take into account unclaimed balances held for clients that continue to
trade with a firm but are unwilling to take receipt of residual balances owed to them;

(b) the FOA questions whether it is necessary to both advertise in the local media and
attempt to communicate on at least three further occasions or whether a choice of one of
those requirements would be more proportionate and requests the FCA to amend CASS
7.2.20E(1)(c) accordingly.

The FOA would also ask the FCA to take this opportunity to address unclaimed client money
received by firms before terms of business were amended to set out the contractual basis for
handling unclaimed client assets as many firms still hold residual amounts from many years
ago. Given the fungible nature of cash, the presence of money originating from relationships
documented by agreements which contained no provisions on unclaimed money presents firms
with practical difficulties when seeking to address unclaimed client money, including that which
has been received more recently.

The FOA would also question the benefit of the unclaimed client assets rules when the firm
retains the obligation to pay a client that reappears in spite of the firm’s attempts to contact
them in accordance with the proposed steps. The FOA wonders whether it might be made
permissible to make insurance payments from the unclaimed pool of funds and to include
additional guidance on industry write-offs.

Question 20: 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.

3.44

The FOA agrees that it would be sensible to have a de minimis concept but notes that the draft
text requires that, as well as the balance being £10 or less, there should have been no
movement on the client's balance for at least six years, and considers that this makes the test
overly draconian when it should simply reflect the cost of trying to communicate with a client. If
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the FCA considers that £10 is appropriate for retail clients, it might consider introducing different
thresholds for different types of client so that the de minimis amount for a professional client or
eligible counterparty was, for example, £100.

Question 21: Do you agree with our proposal to clarify the requirements around client bank
accounts? If not, please provide reasons.

3.45

3.46

3.47

3.48

3.49

The FOA has discussed its members' long-standing concerns about the diversification rule with
the FSA and FCA on several occasions (see, for example, paragraphs 4.9 to 4.11 of the First
Response). In summary:

(a) complying with the diversification rule runs the real risk that client's assets may not be
adequately protected, particularly for larger banks, in times of stressed market conditions
and in overseas markets where there is a limited choice of banks and the FOA has long
sought for the FCA to allow for a safe harbour in these instances;

(b) eligible counterparties should be able to request for the rule to be disapplied to reduce
use of the title transfer carve out;

(c) the new Basel liquidity requirements may make it uneconomic for banks to accept
diversified client money and firms are still experiencing this as being a difficulty; and

(d)  the rule (due to its wording) can be technically breached intraday (usually for reasons
outside a firm’s control) whereas the FOA understands that the FCA only intends to
measure it at the end of the business day (see Appendix 2, which contains an email sent
out to firms regarding the application of the diversification requirements, following
discussions with the FSA).

The FOA remains concerned about these issues and, while its members already take into
account the factors described in the draft CASS 7.4.9BA, these concerns will be exacerbated by
draft CASS 7.4.9BA. They also relate to the FCA’s proposals on unbreakable term deposits
and client acknowledgement letters. (See our response to Questions 22 and 12).

The FOA would also urge the FCA to give some thought as to the viability of disapplying the
requirement in the context of client money sub-pools, which would be less diversified in terms of
risk. The FOA also asked, in response to Question 12, about the possibility of a waiver from the
diversification rules in respect of specific accounts, which could be limited to those held for
specific client types, such as wholesale clients only.

Although the FOA welcomes the FCA’s proposed amendment confirming that small balances
may be held on an undiversified basis, further guidance on which accounts do not need to be
diversified would be of assistance. This would help to ensure some consistency in application
of the amendment.

Finally, FOA members would appreciate some clarification on due diligence requirements
because, although they consider that they comply with CASS 7.4.9, the Consultation implies
that firms are not doing enough. Further guidance in a form similar to that provided in relation to
the new client acknowledgement letters might, for example, be helpful.

Question 22: Do you agree with our proposal to prohibit the use of unbreakable term deposits?
If not, please provide reasons.

3.50

The FOA gave its views on term deposits in paragraph 4.17(d) of the Second Response. Some
members are still experiencing difficulty with banks' attitudes to holding large amounts of cash
on terms allowing immediate access and so, unless this changes, the proposed new CASS
7.4.11B will mean they may struggle to maintain diversification across a range of banks with
appropriate creditworthiness. This, combined with the proposed amendments to due diligence
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3.51

3.52

3.53

and diversification requirements, is likely to cause significant difficulty.

The FOA also noted that some of its members saw benefit in term deposits for reducing
operational risk over bank holidays and short periods of unexpected stress and asked that they
should be permitted, subject to risk committee approvals, to use short term deposits in such
situations where they had modelled historic client money balances and identified an appropriate
limit. The FOA does not believe that deposits with a term of one business day are adequate for
this purpose.

Having now seen the FCA’s proposed amendments to these rules, the FOA wonders whether
the application of the term deposits rule should be calibrated to different business models and
products. Where term deposits are not appropriate to client money which is provided in relation
to exchange traded derivatives, it may be appropriate that a percentage of money may be held
on term deposits in relation to other products - e.g. where deposits are demonstrably static.
Even for margined derivatives it may be appropriate for a portion of funds to be placed on term
deposits (e.g. where there is appropriate historic modelling).

In addition, the proposal appears inconsistent with banks’ funding profile requirements under
Chapter 12 of the BIPRU Sourcebook. BIPRU 12 includes a requirement to include breakable
term deposits at their earliest possible maturity, meaning that they are treated no differently
from same or next day access deposits. Further, as a general observation relating to costs, the
FOA would note that, in line with Basel rules, the market is moving away from providing short
term deposits and that under the proposed changes, client directed products which allow the
use of fixed term cash deposits will be significantly impacted. Renegotiating terms with banks
to allow for breaking term deposits will therefore be challenging in the current environment. The
FOA would requests that, where a client requests that money may be placed in unbreakable
term deposits, such arrangements should be permitted. Failing this, the FOA would ask that the
FCA allows sufficient time to renegotiate and repaper these relationships to allow clients to find
an alternative solution.

Question 23: Do you agree with our proposal to clarify the existing requirements around the
immediate segregation of client money? If not, please provide reasons.

3.54

3.55

The FOA generally supports the proposed clarification in draft CASS 7.4.1 subject to two points.
First, and more generally, FOA members find that clients pay money into the wrong bank
accounts despite their best efforts to prevent this happening and would therefore ask the FCA to
confirm that a firm is not in breach where, in such circumstances, it segregates such money as
soon as it becomes aware of such a mistake and, in any event, within one business day.

Secondly, in relation to EMIR, the proposed amendment does not allow sufficient flexibility to
enable firms that are clearing members to operate the cash flows relating to individual
segregation accounts at a CCP in one of the preferred two models referred to in paragraph 2.6
(and set out in Appendix 5). FOA members believe that many, if not all CCPs, will not be able
to or will choose not to return cash that is client money to a client bank account and cash that is
not client money to another account. FOA members are, therefore, preparing for the likelihood
that they will have to receive all cash in a single account and transfer the appropriate amount to
a client bank account or the house account. The existing mixed remittance rule would allow for
this provided the transfer of client money from the firm account to the client account is made
promptly but the proposed revision does not. The FOA would, therefore, request the FCA
create a carve-out to the new rule along the lines of the previous rule to enable missed amounts
paid by a CCP to a clearing member to be received into the firm account of the clearing member
to address this specific EMIR-related situation. For the purposes of drafting such a carve-out, it
is important to note that the mixed remittance paid by CCP to the clearing member may contain
client money in respect of both individually segregated accounts and omnibus segregated
accounts, because certain CCPs are proposing to net all cash remittances to clearing members
in respect of all types of client into one single cash payment. Following the FOA’s discussions
with the FCA on this topic and with its member firms, the FOA suggests some wording below (in
underlined text) that it believes would enable this proposal to work within the existing rulebook
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3.56

with some slight amendments:
“7.4.1AR (Segregation of Client Money)

(1) Except as set out in 7.4.1A(2), unless a firm is using the alternative approach, it should
ensure that all client money it receives is paid directly into a client bank account at an institution
in CASS 7.4.1R(1) to (3), rather than being first received into the firm’s own account and then
segregated.

(2) Except as set out in CASS 7A.2.6AR [money remitted to the firm from an authorised central
counterparty following a primary pooling event], if. in connection with a requlated clearing
arrangement, client money or a mixed remittance is remitted directly to the firm either from an
authorised central _counterparty or from a clearing _member, such client_ money or mixed
remittance may be received into the firm’s own account, provided that the money that is client
money is transferred into a client bank account promptly, and in any event no later than the next
business day after receipt.”

“7.4.23A (Mixed Remittances)

Except as set out in CASS 7.4.1A(2), where a firm using the normal approach receives a mixed
remittance it should:

(1) in line with CASS 7.4.1AR, take necessary steps to ensure it 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.”

The FOA supports the FCA’s rationale for amending the existing mixed remittance rules and
would be willing to explore measures to mitigate the risks identified in paragraphs 4.68 and 4.69
of the Consultation. Such measures could include, for example, the holding of a buffer of firm
money in the client account that would be available to clients in the event that the clearing
member became insolvent, while holding a mixed remittance in the firm account.

Question 24: 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.

3.57

The FOA welcomes the clarification around the status of units in a qualifying money market fund
and does not have any other comments on this proposed clarification in draft CASS 7.4.3.

Question 25: Do you agree with our proposals in relation to physical receipts and the allocation
of client money? If not, please provide reasons.

3.58

The FOA welcomes the proposed rule changes however they may inadvertently cause practical
issues in relation to businesses where there are established margin processes, as follows:

(a) where margin calls are paid by the use of payment cards (both debit and credit), funds
are not generally received into the client’s account until 2 to 3 business days after the
card payment is authorised, leading one client to inadvertently fund another client; and

(b) intra-day shortfalls could also arise in the clearing businesses where margin is taken by
clearing houses prior to clients paying their daily margin call, again leading to one client
inadvertently funding another client.

The Consultation seems to suggest that neither of these should occur. Therefore, it would be
helpful if the FCA could be clearer in articulating what should happen during the delay in
receiving funds from an authorised card payment and if intra-day shortfalls occur and whether
firm provisions to cover these shortfalls (e.g. in the form of prudent margining / use of a buffer)
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will be acceptable.

Question 26: Do you agree with our proposals to clarify the proper use of prudent over-
segregation of client money? If not, please provide reasons.

3.59

3.60

The FOA welcomes the new CASS 7.4.21 to 7.4.21D and strongly supports that the FCA is
acknowledging that it is acceptable to over-segregate in certain circumstances and believes that
the circumstances and the conditions proposed are reasonable. As a general matter, prudent
over-segregation will operate as an additional protection to clients and is not necessarily
indicative of poor record keeping. As stated in paragraph 4.19(a) of the Second Response, the
benefits from this position are: (1) it provides funds to cover the costs of distribution; (2) it covers
potential losses caused by a firm’s failure; (3) it helps cover shortfalls and (4) it benefits firms in
the reduction of movements intraday into and out of the client money account.

The FOA questions whether prudent over-segregation should always be linked to ascertainable
risks of a shortfall. A consequence of such an approach is that it will always be the clients that
bear the risks of an unforeseeable event or circumstances that produce a shortfall. The FOA
would welcome further dialogue with the FCA to establish a universal minimum amount for over-
segregation and does not consider that capital concerns voiced by some institutions would
stand in the way of client protection.

Question 27: Do you agree with our proposals in relation to the use of the alternative approach
to client money segregation? If not, please provide reasons.

3.61

3.62

3.63

Several members of the FOA use the alternative approach for some or all of their business lines
and would suffer significant operational difficulty if they were not permitted to do so, especially
when the clearing obligation under EMIR becomes live. While the FOA understands the FCA’s
desire to limit its use to certain circumstances, the FOA is concerned about the proposed scope
in a couple of respects. Firstly, the FOA does not think the alternative approach should be
limited to the largest investment banks as other firms operate in a multi-product and muilti-
currency environment and may be able to demonstrate the same risks of using the normal
approach. Secondly, the FOA believes the test whether the normal approach would lead to
greater operational risks is too narrow as there may be other types of risk which the alternative
approach can help to mitigate. Thirdly, the FOA would question whether the term “exceptional
circumstances” in CASS 7.4.17A is an appropriate description because the alternative approach
is not used on a one-off basis.

The FOA queries why the FCA needs three months’ notice before a firm can adopt the
alternative approach, particularly since we assume the firm will have been required to undertake
its analysis under CASS 7.4.17B and 7.4.17C before this point, and whether the firm is required
to submit its auditors report at that point. Those members already using the alternative
approach believe that six months should be enough to assess whether using the alternative
approach remains appropriate but would ask the FCA not to make them undertake a further
audit if their previous client money audit was undertaken in the last twelve months and that the
ongoing audit report requirement form part of the annual client money audit cycle.

The relevant FOA members would also welcome a little more prescription of the way they
should calculate the buffer.

Question 28: 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.

3.64

The FOA does not have any comments on this proposed clarification in CASS 7.5.1 to 7.5.3
save for a request to clarify the meaning of “likely to occur” in CASS 7.5.2A.

Question 29: Do you agree with our proposal to allow firms to hold client money in client
transaction accounts at custodians? If not, please provide reasons.

3.65

As regards custody providers, the suggestions that income from custody assets or the proceeds
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3.66

3.67

of sale of custody assets should be treated “as client money (where appropriate)” is unhelpful
as it suggests that cash is client money when it has traditionally been treated as cash held on
deposit at the bank custodian. On this model, the global custodian appropriates cash in local
markets and records in its books that its debt to its clients is increased by the corresponding
amount and currency. If the intention is to undo this model, it means that deposit balances in
global custody would be eliminated. To avoid this interpretation of the provision, “where
appropriate” should be replaced with “where the bank treats such balances as client money”.

Additionally, where a firm provides clearing services, it should be able to agree with its clients
that, while it holds non-cash collateral under the custody rules, it may hold cash on a title
transfer basis. Where small amounts are received as income from collateral, firms should not
be obliged to hold them differently to receipts of cash taken by way of deposit or under a title
transfer arrangement.

Finally, the FOA queries whether CASS 7.5.6 should refer to both the client bank and the client
transaction account as suggested in paragraph 4.103 of the Consultation.

Question 30: 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.

3.68

3.69

3.70

The FOA does not have any comments on CASS 7.6.6 to 7.6.15 in relation to the frequency and
purpose of client money reconciliations (both internal and external) as the proposed clarification
reflects the majority of its members’ current practices. However, the FOA would request that,
where a firm uses the non-standard method of internal client money reconciliation, the
requirement for an auditors report should form part of the annual client money audit rather than
being a stand-alone obligation.

The FOA does not have any comments on the standard method for internal client money
reconciliation or the introduction of the text from Annex 1 into CASS 7.6A although it would like
to raise two other issues relating to the client money calculation. The first is to repeat a point it
made in the First Response that has not been dealt with. The FOA suggests that firms should
be permitted to undertake the client money reconciliations in CASS Annex 1 (1) and (2) on each
business day but using the aggregate balance on the client bank accounts and the client money
requirement as at the close of business on the previous day on which the firm was open for
business rather than the previous business day. This is because many firms execute
transactions on markets outside the UK on non-UK business days and any resulting changes in
the amounts that need to be segregated are not dealt with as quickly as they might be if the firm
has to look back to the previous business day. This suggestion would ensure that firms’ client
money calculations are as up to date as possible.

The second issue relating to the calculation relates to EMIR and the FOA’s suggested models
for making the cash flows between firms and CCPs relating to individual segregation accounts
work referred to in paragraph 2.6 (and set out in Appendix 5). The client money calculation
methodology must be updated to ensure that there is a balanced reduction between assets and
the client money requirement. Either the balance on an individual segregation account should
not be included in the calculation and there be a corresponding requirement on the client’s
account in the firm’s books and records, or the calculation should be amended to reduce both
the location balance and the requirement by the actual value of collateral on the individual
segregation account at the CCP. In relation to Option 1, under which margin payments to the
CCP in respect of individually segregated accounts are always paid out of the firm account on a
title transfer basis, the FOA would suggest that such amounts are not client money and,
therefore, should never be included in the client money calculation. The basis for this view is
that these payments are made to the CCP out of firm money from the firm account. Such
payment effectively gives rise to a ‘debt’ on the part of the client to the clearing member, which
is subsequently discharged after the client pays the relevant margin payment into the client
account and the firm then transfers the relevant amount due and payable to the firm account.
While the cash held on the individually segregated account at the CCP would be outside the
scope of the rules in CASS, it is important to note that it would enjoy protection under EMIR,
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3.71

such that were the clearing member to default, that cash would be ported to a back-up clearing
member or returned to the client, even if the client had not at that stage discharged its ‘debt’ to
the clearing member. Accordingly, where a clearing member operates cash flow in the manner
set out in Option 1 (title transfer payments to the CCP out of the firm account), the FOA
members propose that the calculation should be amended to expressly exclude amounts held
on individually segregated accounts at CCPs on the basis that those amounts should not be
considered client money.

The FOA notes the more prescriptive triggers for notification of breaches to the FCA and the
fact that the FCA has declined to provide further guidance on materiality in this context, save on
a case by case basis. However, the FOA believes it would be helpful if the FCA were to provide
some factors that firms should take into account in determining materiality as there may
otherwise be a risk of firms taking different views and confusing clients’ expectations. The FOA
believes it would also be useful to have an explanation of the intended difference between both
CASS 7.6.16 (2) and (3) and CASS 7.6.16(4) and (5).

Question 31: Do you agree with our proposals for the exchange of acknowledgment letters? If
not, please provide reasons.

3.72

3.73

3.74

The FOA welcomes the introduction of standardised client money acknowledgement letters and
accompanying guidance notes, as well as the incorporation of the FCA’s expectations into
CASS. However, the FOA believes there are some practical problems in relation to client bank
accounts and some additional issues in relation to client transaction accounts.

Starting with client bank accounts, the FOA believes that the loss of the grace period should be
manageable in relation to client bank accounts with banks in mainstream jurisdictions as firms
should be able to find alternative banks if their first choice does not return the acknowledgement
letter sufficiently quickly to meet the client’s requirements. However, this is likely to be a greater
problem in relation to client bank accounts in jurisdictions where there are fewer banks, where it
may make it even more difficult to comply with the diversification requirements. It could also
pose a problem in relation to all banks in times of market stress where a firm wants to move
cash away from a particular bank quickly. The FOA considers that there might be a few
solutions that would go some way towards dealing with these potential problems:

. The FOA would like the FCA to consider whether, in a particularly serious case, it would
be possible for the firm to place cash in an account if the client were to understand and
agree to the risk. Even if this possibility were limited to eligible counterparties, it could be
a useful last resort for exceptional cases.

. Members assume that, if they were to have difficulty in respect of a particular bank, they
could, as a last resort, place their own cash in the account and effectively double
segregate. Although the FOA notes that this may not be possible in light of other
proposals, namely (1) the requirement for funds to be placed directly and immediately in
client bank accounts (question 23 and draft CASS 7.4.1) which may not be achievable if
there is no acknowledgement letter; and (2) the restrictions on the use of the alternative
approach (i.e. would a firm be deemed to be using the alternative approach with a bank
(who has not provided an acknowledgement letter) if it chooses to segregate elsewhere?
If so, clients could be deemed to be paying into the firm’s own account and the firm would
then have to comply with the restrictive provision (and costly auditor provisions) for what
may be a small subset of business).

° Where accounts contain multiple currencies, it would be helpful if the FCA could confirm
that set-off between different currencies in such accounts does not offend against the
obligation not to set off between client money accounts.

° It would be helpful if the rules could include a definition of client money deposit.

The problems that would be caused by an inability to obtain an acknowledgement from a bank
are even more serious with a CCP once the clearing of certain OTC derivatives becomes
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3.75

3.76

3.77

3.78

mandatory and, as the FCA knows, FOA members have historically experienced difficulty in
obtaining even the old style acknowledgements from several CCPs. The problem would not
necessarily be solved by requiring firms to notify a CCP that a particular account contains client
money without requiring a response because some CCPs are likely to respond and express
their disagreement to the fact the cash is held on trust for the client which would risk making the
legal analysis of the status of the cash unclear. Firms therefore believe that the
acknowledgement requirement should be lifted in relation to client transaction accounts that are
individual segregation accounts altogether.

While firms appreciate the FCA’s faith in the provision, it has to be accepted that the client
acknowledgment does not add anything to a client’s protection on the failure of its firm because
the provisions of Article 39(9) of EMIR have the same effect and the likelihood that cash in an
individual segregation account ever being returned to the failed firm should be much reduced by
Article 48 of EMIR and the FCA’'s amendments to CASS 7A. Requiring an acknowledgement
letter is also problematic to the FOA’s proposed cash flow models for transferring client money
and title transfer cash between firms and CCPs referred to at paragraph 2.6.

While the FOA feels strongly that client acknowledgement letters are problematic and
unnecessary in relation to client transaction accounts, if the FCA were to retain them for any
purpose, it is imperative that the FCA liaises with all regulators of the appropriate CCPs to ask
them to require the CCPs under their jurisdiction to sign and return acknowledgement letters in
accordance with the CASS rules. Otherwise firms will be required to either cease providing
clearing services for clients or fund such activities themselves, neither of which is viable on any
scale or for any duration.

The FOA would also ask the FCA to clarify draft CASS 7.8.10R to make it clearer that, in line
with the legal position, a firm does not need to ask a bank or CCP to re-execute a client
acknowledgement letter just because the authorised signatory who signed it ceases to be an
authorised signatory after the date of signing.

The FOA notes the proposal that firms re-paper their entire client bank and client transaction
accounts during the six month transitional period but would urge the FCA to consider an
alternative which does not involve all such accounts being repapered at the same time. For
example, the FCA could require firms to repaper each bank and CCP at the time of their next
due diligence exercise and provide grandfathering arrangements in the interim. Additionally, it
would be helpful if the FCA could confirm that firms will not be expected to close accounts
where firms use best efforts to obtain new style acknowledgement letters but do not receive
timely cooperation from banks and CCPs or where banks had historically refused to provide
acknowledgement letters. For example, it has been the experience of some of the members of
the FOA that in certain jurisdictions (e.g. Germany) there is a lack of acknowledgement of the
principle of trust and in other jurisdictions (e.g. Switzerland) there are complications with
requirements to identify the beneficiaries of the trust. The FOA would ask that if the FCA does
not agree with the grandfathering suggestion set out above, that if there was a full repapering
exerciser, that firms be given 18 months to do so rather than six given the fact that all FCA
regulated entities would be attempting to repaper the letters with the same banking and CCP
institutions simultaneously.

Question 32: Do you agree with our proposed guidance on the Part 30 Exemption Order and
LME Bond Arrangements? If not, please provide reasons.

3.79

The FOA agrees with the clarifications that will be provided by the proposed amendments to
draft CASS 7.4.32 to 7.4.36 and CASS 7.6A.34. However, there is a wider issue in the sense
that the Part 30 exemption is limited in its scope and does not cover, for example, situations
where a firm is trading on a US exchange or clearing OTC derivatives through a US CCP. ltis
possible that, in such circumstances, there could be clashes between the CASS rules and
protections provided by US requirements. Any such issues are likely to become more apparent
as the EMIR and Dodd Frank requirements start to come into effect and FOA members would
be keen to discuss these further with the FCA at the appropriate time.
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Question 33: Do you agree with the proposal of clarifying the requirements around the DvP
window? If not, please provide reasons.

3.80

As with the similar amendments to the client money provisions relating to DVP, the FOA is
supportive of the amendments to CASS 6.1.12 but requests that the FCA consider the timing
and costs of reviewing and amending existing terms of business and clarifies that these
provisions require only a one-way notification and are imposed on a forward looking basis only.
Again, it is important that CASS makes clear that a custodian’s responsibility should cease at
the point of delivery.

Question 34: Do you agree with the proposal relating to unclaimed custody assets? If not,
please provide reasons.

3.81

3.82

The FOA agrees that a firm should be able to cease to treat unclaimed custody assets as such
provided it has taken the steps suggested. While the FOA agrees that it is important for firms to
take all appropriate actions to try to locate missing clients, the steps proposed are numerous
and quite repetitive and are ultimately unlikely to be effective if a client has moved from his last
known address. In this context (i.e. combined with the rigorous process processed), 12 years
seems an unnecessarily long period. As with the similar proposed amendments to the client
money rules, the FOA queries whether, in order to give any benefit to these rules, once a firm
has taken the required steps, it should not then be able to dispose of the assets.

In addition, the FOA would also propose that the FCA considers the following:

(@) that firms should be allowed to make insurance payments from the unclaimed pool of
funds;

(b)  that the following language in CASS 7.2.19R(1) be deleted: “following the last movement
on the account”. The reason for this request is to take into account unclaimed balances
held for counterparties who continue to trade with a firm (e.g. other banks) but are
unwilling to take receipt of residual balances owed to them; and

(c) that the FCA include additional guidance on industry write-offs within the scope of the
changes.

Question 35: 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.

3.83

It should remain the case in CASS 6.2.3 that a one-way notification rather than written consent
is required. The FOA also queries why the FCA considers it necessary to expressly require a
legal opinion in CASS 6.2.3B.

Question 36: Do you agree with our proposals for requiring written custody agreements and
clarification on the terms and details which ought to be included? If not, please provide
reasons.

3.84

The FOA notes that its members tend to enter into written agreements with third parties with
whom they deposit safe custody assets already. Although the FOA welcomes the guidance
provided in CASS 6.3.4B to 6.3.4C, it is concerned that the level of prescription may be overly
intrusive in relation to commercial relationships in the wholesale markets. However, one area
where confirmation would be appreciated is on self-attestation of the adequacy of a third party’s
regulatory permissions, as opposed to independent due diligence being required. It would also
be helpful if the rules could clearly state that the new requirements apply to future relationships
and do not require review and repapering of existing agreements.

Question 37: Do you agree with our proposals to provide the two different methods for the
internal custody assets reconciliation? If not, please provide reasons.
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3.85 The FOA does not have any comments on the proposed amendments to CASS 6.5.4 to 6.5.41A.

Question 38: 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.

3.86 The FOA believes that, as with all the other requirements for an auditors report, this should not
be a stand-alone requirement and should instead form part of the annual CASS audit cycle. In
addition, in order to avoid the risk of duplication or confusion, the rules should make it clear that
an AIFMD assurance report meets the FCA’s requirements for the purposes of this rule also.

Question 39: Do you agree with our proposals in relation to physical custody reconciliations?
If not, please provide reasons.

3.87 The FOA does not have any views on the proposed changes in CASS 6.5.4J t0 6.5.4S.

Question 40: 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.

3.88 The FOA believes that, in line with its comments on other proposed amendments, the
requirement for an auditors report in CASS 6.5.4R and 6.5.4RA should not be a stand-alone
requirement and should instead form part of the annual CASS audit cycle.

3.89 The FOA would also ask the FCA to confirm that the rolling stock method can be used in
relation to some but not all business lines within a firm as some of the larger firms include
businesses with very different models that can be difficult to align.

Question 41: Do you agree with our proposals for frequencies of custody reconciliations and
those relating to the handling of discrepancies? If not, please provide reasons.

3.90 The FOA does not have any comments on CASS 6.5.8 in relation to the frequency of custody
reconciliations (both internal and external) as the proposed clarifications reflect what the
majority of its members’ current practice.

3.91 However, the FOA believes that the proposed changes in CASS 6.5.10 to 6.5.12A warrant
further discussion. It is difficult to object to the proposal that the firm should make good a
shortfall that it has caused but the members are not clear what is expected where the firm
believes that another person is responsible for the shortfall. The revised text in CASS 6.5.12
makes clear that the firm must take reasonable steps to resolve the position but the reference to
not being required to make good the shortfall has been deleted. The FOA assumes that the
FCA is not seeking to impose strict liability or retail type standards on the market given that this
would constitute a significant change and cut across other legislative developments and that the
FCA has not referred to this in any detail in the Consultation. However, members believe that
the revised text could be read as implying just that and would appreciate clarification. Members
would also appreciate confirmation of the meaning of “promptly” in this context.

3.92 The FOA also has concerns about the requirement to consider whether to notify the affected
clients as it may not always be apparent whether or not it is in their interests and, even if it is, it
may not always be practical to do so — for example, if the account is dormant.

3.93 The FOA would also appreciate clarification on the intended link between this custody rule and
client money and, in particular, whether the combined effect of the end of CASS 6.5.10B and
CASS 6.5.12A means that a shortfall should only be made good where the firm holds that
client’s cash as client money or just that, where that is the case, the cash should be held in a
client bank account.

Question 42: 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.
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3.94

The FOA appreciates the importance of documenting a firm’s procedures and processes and
keeping records of its arrangements and does not therefore object to the principles behind the
changes in CASS 6.5.1A to 6.5.3A. However, as the FCA recognises, continued compliance
with these requirements could require significant resource and with so many other changes to
implement during the same period, both as a result of the Consultation and numerous other
legislative and regulatory initiatives, six months from the date of publication of the final rules is
unlikely to be long enough for some firms to make the improvements necessary with the degree
of thought or involvement from all relevant parties within their organisations they would normally
wish to exercise. In addition, the FOA would reiterate that the new requirements for auditors’
reports (in relation to both client money and custody) should form part of the annual CASS audit
cycle rather than requiring stand-alone arrangements to be put in place.

Question 43: Do you agree with our proposals in relation to TTCA? If not, please provide
reasons

3.95

3.96

3.97

3.98

3.99

The FOA agrees that it is prudent that title transfer arrangements should be set out in a written
agreement, although it assumes that the FCA does not require the written agreement to be
signed by both parties where the client is a professional client or eligible counterparty as many
agreements including title transfer provisions with such parties are made in the form of terms of
business which become legally binding through course of conduct. The FOA also notes that it
could be difficult to explain all the circumstances in which assets may transfer back to the client,
although it believes it would be possible to give non-exhaustive examples.

As with the proposals for client money, the FOA agrees that it is useful to make provision for
termination of treatment of assets as title transfer to custody assets but notes that, in
circumstances where the client wants its assets to be held under custody, this is likely to be a
more involved process than the equivalent cash arrangements, not least because the firm will
have to provide its custody terms to the client.

Again, the FOA considers that the new CASS 6.1.8A to 6.1.8D could be improved by confirming
more clearly in CASS 6.8.1A(3) that a firm is not required to make such a switch. The FOA
wonders whether it would also be helpful to include a provision to make clear to clients that their
request has not been accepted if they do not receive a notification.

The FOA also notes the proposed insertion of CASS 3.1.7A to remind firms of the client’s best
interests rule in the context of right of use agreements. The imposition of such a requirement
would be wholly inappropriate to non-fiduciary trading relationships where firms simply do not
have enough information about their counterparties’ circumstances to be able to second guess
whether the grant of a right to re-use assets is in their best interests. It needs to be
remembered that in many cases the firm may need to have a right of use arrangement to
provide certain services such as clearing services for margined transactions and even where
this is not the case, such a right may significantly reduce a client’s funding costs. In addition,
while members endeavour to take this rule into account in all their advisory dealings with
professional and retail clients, its application to dealings with eligible counterparties, as well as
for unadvised business lines, would be a significant change. The FOA believes that the FCA
understands some of the issues which the extension of the best interests rule would create and
would refer to the FCA'’s response to the IOSCO paper on this point. Rather than seeking to
apply what is effectively a retail standard obligation to wholesale business, might it be possible
to reformulate the test along the lines of whether it results in any material disadvantage to a
wholesale client?

Question 44: Do you agree with our proposed requirements on reporting to clients on their
holdings of client assets? If not, please provide reasons.

The FOA does not necessarily consider the amendments to be unreasonable but notes that the
effect of the speed proposal, if it is adopted, is likely to be that clients will want much more
frequent updates on the client assets which a firm is holding for them and it may be that the
firm’s actual costs in responding to such queries are significant (e.g. because it has to dedicate
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3.100

3.101

someone to the role of responding or upgrade its IT systems to facilitate this). Such costs could
obviously be shared among clients where there is more than one which requests such frequent
information but it may still be relatively expensive, at least at the outset. In addition, the
timeframes proposed by the FCA do not allow for the levels of system development or the
procurement that may be necessary to support such changes. Ad hoc or infrequent reporting of
client positions (on their demand) is operationally difficult to implement due to the cyclical nature
of reconciliation and review processes which are integral to client statement production. The
FOA would ask the FCA to consider proposing a greater frequency of reporting to clients as a
replacement to clients requesting statements. The FOA would make a suggestion of reporting
being increased to being monthly (as an alternative). If the FCA disagrees with this suggestion,
the FOA would ask that the number of business days within which statements need to be
produced following a request is increased from 5 to 10 (to allow the appropriate reconciliations
and reviews to take place prior to a statement being sent).

Where client money is rehypothecated in a number of CCPs, each CCP will not necessarily
have a uniform approach to rehypothecation. Security interests will generally be created under
local law and some markets will require the clearing member to take title over securities before
providing them to the market. If firms are required to track the nature of the onward provision of
collateral to the various markets they support, client margin statements could become very
complicated and confusing for clients.

The FOA would ask the FCA to clarify what it means by the definition in CASS 9.1.1(2)(b) of a
“firm which only arranges safeguarding and administration of assets” and why the remainder of
the chapter does not apply to such firms? Additionally, the FOA would ask the FCA to clarify
the definition of client for the purposes of reporting and disclosure documents to confirm
whether it does, or does not, include counterparties with which a firm trades but has no
custodial relationship.

Question 45: 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.

3.102

3.103

3.104

The FOA assumes that the proposed new CASS 9.5.1 is not intended to apply to firms when
dealing with professional clients and eligible counterparties as it is not referred to in the draft
CASS 9.5.3 but believes it would be helpful to clarify this. While not wishing to suggest that the
FCA should extend the scope of CASS 9.5.1, the FOA wonders what the rationale is for making
CASS 9.5.2 on custody assets that are not designated investments wide enough to cover all
clients, including eligible counterparties and thereby treating them differently from other client
assets.

While the FOA understands the rationale for expanding the requirement to cover all assets and
client types, members would note that this proposal would need to be supported by significant
system developments to introduce reporting into some business lines where it was not
previously required. The FOA would strongly urge that a transition period of a minimum of 12
months be considered. This requirement may be particularly onerous in this respect for
commodities businesses.

The FOA would repeat here the need to clarify the definition of client — see the response to
Question 44 above.

Question 46: Do you agree with our proposals for the introduction of a Client Assets
Disclosure Document? If not, please provide reasons.

3.105

3.106

The FOA does not support the idea of a client assets disclosure document for non-retail clients
and questions whether consolidating disclosure information into a single document provides
sufficient additional protection to clients to justify the costs of performing the exercise.

The FOA would ask the FCA not to underestimate the amount of work that will be involved for
firms in putting these disclosure documents in place, not least because they cannot easily be
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3.107

3.108

3.109

designed on an industry wide basis as they need to refer to the relevant terms of the relevant
client agreement. Larger firms providing multiple services are likely to have at least one set of
arrangements in place with each client. This means that they will either be providing several
disclosure documents or what could be a relatively complicated matrix to each client. Given the
amount of work this could involve, the FOA would ask the FCA to consider applying a
transitional period of as long as possible for firms in relation to the arrangements they already
have in place. Given the complexity of the task, if the proposal is adopted, the requirement
should not be introduced at a time when client documentation is undergoing unprecedented
change to introduce a number of new laws and regulations.

The FOA also notes that its members may not have client agreements in place with eligible
counterparties and would ask the FCA to confirm what is expected in such cases. While the
FOA agrees that it would make sense for firms to review their disclosure documents on an
annual basis, it does not believe that eligible counterparties or professional clients will
necessarily wish to receive them.

If the proposal is adopted, the FOA believes the FCA is more likely to achieve some form of
consistency across the market if it were to define the key provisions which it thinks should be
included. The FOA notes that paragraph 6.17 of the Consultation contains a helpful list but this
might be useful in the rule itself as well. Finally, the rules should make clear that the summary
document should not have contractual effect.

The FOA would repeat here the need to clarify the definition of client — see the response to
Question 44 above.

Question 47: Do you agree with our proposal to bring ‘non-written’ mandates into the scope of
CASS 8? If not, please provide reasons.

3.110

The FOA does not have any comments on the proposed amendments to CASS 8.

Question 48: Do you agree that our proposed changes will ensure that CASS is compatible
with the EMIR RTS? If not, please provide reasons.

3.1

3.112

As mentioned in paragraph 1.2 above, the FOA has already submitted its comments on the
proposed changes to CASS described in chapter 8 of CP13/5, namely in the Third Response
(see Appendix 4).

As a supplement, the FOA supports the proposed changes but would request that the wording
is amended. The FOA would note that it should be made clearer that the indirect clearing rules
should only apply to porting of a balance at a CCP, and should not require a clearing member to
return any and all balances to the clients of their direct clients, if the direct client defaulted to the
clearing member. The FOA would propose the following clarificatory wording be included:
“indirect clearing in relation to an Individual Segregation Account at an EU CCP.”

Question 49: Do you agree with the approach of replacing the existing client assets
sourcebook with a new sourcebook? If not, please provide reasons.

3.113

The FOA agrees that, if the FCA proceeds to make more than a few of the proposed
amendments, it would make sense to reorganise the CASS sourcebook so that the provisions
are numbered in a more user friendly way. However, the FOA does not believe it is necessary
to create a new sourcebook and, in fact, it might be better not to do so given the number of
client agreements and terms of business that make reference to CASS or the FCA’s Client
Assets Rules.

Question 50: What are your views on the benefits and costs of the proposals? Please provide
explanations and qualitative evidence to support your response where appropriate.

3.114

While the proposals in the Consultation will impose some discrete costs on firms, the FOA’s
members are having difficulty in determining the likely overall costs of implementing the
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proposals in the Consultation in a realistic way as they link so closely into work that many of
them are already undertaking in preparation for further EMIR obligations. For example, it is
difficult to determine the cost of having to provide extra information to clients when it might be
possible to include that in re-documentation projects being carried on for EMIR purposes but it
depends on the exact nature of the information to be provided and the time at which it will be
required and possible to do so. Although, some members of the FOA consider that the costliest
parts of the proposals will be the repapering of bank acknowledgement letters.
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2

The Futures and Options Association
Comments on the FSA Handbook Client Assets Sourcebook

29 June 2012

Introduction

The Futures and Options Association (FOA) has set out in this paper some suggestions:

{(a) as to how the FSA's Client Assets Sourcebook (CASS) should be amended in order to
bring it into compliance with the Regulation on OTC derivatives, central counterparties
and trade repositories (EMIR}; and

(b) for improving CASS for other purposes, including addressing the Supreme Court
judgment1 in relation to Lehman Brothers International (Europe) client money issues and
various practical problems experienced in trying to comply with CASS.

in putting forward these proposals, the FOA has drawn heavily on the views of its members and
on extensive legal input provided by the international law firm Norton Rose.

Amendments to bring CASS into compliance with EMIR

General

21

22

2.3

2.4

As a general comment, the FOA believes that whatever amendments are made to CASS to
reflect EMIR, it is important to avoid the potential for even greater confusion than already exists
in some quarters as to when clients benefit from client money protection and what that
protection actually provides. In particular, EMIR describes the two types of account which
central counterparties (CCPs) are required to offer as “individual client segregation” and
“omnibus client segregation” accounts (and CCPs may provide variations between these two
types of segregation such as a version of the US LSOC account). However, the industry
traditionally refers to client money accounts as “segregated accounts” so there is potential for
misunderstanding if terms are not used clearly and consistently in the CASS rules. Another
example is differing usages of the terms “net” and “gross”.

Given that EMIR recognises that different levels of segregation will provide different levels of
protection and requires clearing members to inform their clients about the costs and risks of
each, the FOA believes that central counterparties and firms are required or should still be
permitted to offer net omnibus accounts alongside the new segregated accounts. It is likely to
be more difficult to port collateral refating to such accounts and this must be explained to clients
clearly so that they can make an informed choice but the FOA believes there may be ways to
assist the CCPs to facilitate this. In particular, it is exploring the possibility of purchasing
insurance to cover any shortfall in an account that prevents it from being ported and will discuss
this with the FSA in due course.

It will be important to ensure that clients do not think that any of the account types held at CCP
leve! will mean they necessarily have client money protection as set out in CASS because
whether that is the case will depend on various factors including the identity of the clearing
member and whether the collateral is provided on a title transfer basis. At the CCP level,
accounts of each type may or may not be client transaction accounts and some of each type are
likely not to be.

In addition, it would be useful to clarify that a CCP does not hold cash as client money. It should
also be made clear that client transaction accounts are accounts in the same sense as
described in Article 39(9) EMIR, where accounts cannot be combined or set-off in the CCP’s

1 In the malter of Leiman Brothers international (Eurape) (In Administration) and In the matter of the Insolvency Act 1986 -
judgment handed down 29 February 2012
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books and records rather than that this cannot occur in the physical accounts where the CCP
may have deposited the cash.

Account models and pooling

2.5

2.6

2.7

2.8

The FOA is grateful to have had an opportunity to understand some of the options being
considered by the FSA, particulariy in the context of which accounts should be pooled with
which other accounts on a pooling event and how far shortfalls are shared. Having discussed
the practicalities of these ideas with its members, it considers that the most advanced models,
under which the clearing member is required to hold different accounts reflecting each of the
accounts held by each CCP, is likely to invoive significant operational difficulties for all sizes of
firm. This would be exacerbated by the fact that cash will need to be moved in and out of such
accounts on a frequent and timely basis to meet the CCPs’ margin calls (which are likely to be
called more frequently as the process moves to being measured on a real time risk basis).
These operational issues will result in significantly increased costs and provide no clear benefit
in terms of enhanced protection for clients. The FOA betieves one of the slightly simpler models
whereby the relevant client money accounts are combined but given a privileged status would
be preferable.

CASS 7A.2.4, which sets out the pooling arrangements for client money accounts on a primary
pooling event, conflicts with Articles 48(5) and (6) EMIR which require CCPs to commit to
porting assets and positions and, if this is not done within a pre-defined period, to return the
proceeds of risk managing such positions and assets to the client. The FOA believes the
simplest way to resolve this is to exclude client transaction accounts held at CCPs from the
pooling requirement.

As set out in CASS 7A.3.8, on the failure of a bank which is holding a client bank account,
money in each general client bank account and client transaction account is pooled. The failure
of the bank in question may or may not affect the CCP which holds client transaction accounts
for clients of the firm and such a pooling would interfere with the operation of those clearing
arrangements. The FOA would suggest that client transaction accounts held with a CCP are
also omitted from the pooling mechanism in this rule.

In the current version of CASS, it is unclear whether the default of a CCP constitutes a
secondary pooling event (as suggested in CASS 7A.3.1) or not (as suggested by the fact it is
not included in CASS 7A.3.16). The FOA is concerned that the rules are currently drafted in
such a way that there is uncertainty over such a fundamental issue. If all client transaction
accounts are to be omitted from pooling, it may be that this is no longer relevant to CASS, in
which case it may be appropriate to address this point in the proposed framework for recovery
and resolution for banks and investment firms. it should cover both UK and overseas CGPs.
The question of what should be the consequences of a default of a CCP is also a wider
question which must involve a consideration of Part VIi Companies Act 1989 (Part VIl} and the
rules which some CCPs have in place for such an eventuality.

Miscellaneous

29

Firms which are clearing members clearing on behalf of their clients will transfer cash collateral
that constitutes client money in their hands to a CCP in accordance with CASS 7.5. This permits
the transfer of initial and variation margin but not any excess. This contradicts the requirement
in Article 39(6) EMIR for clearing members to transfer to the CCP collateral they have received
from their clients that have chosen individual client segregation in excess of that required by the
CCP. CASS 7.5.3 wiil therefore need to be amended. It will also be important to determine the
nature of any such excess amount for the purposes of the client money regime. If the CCP
holds it in the same account as that client’s required margin, we assume it will form part of the
client transaction account which will be excluded from poofing, whereas if it should not be
excluded from pooling, the CCP may need to hold it in a separate account, which the FSA will
have to designate as some form of client money account.
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2.1
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2.13

2.14

2.15

3.1

3.2

Where a client has chosen an omnibus client segregation account, any such excess may
remain with the clearing member, in which case we assume it will form part of the firm's normal
client money accounts and be included in the pooling events as such.

CASS 7.8.2 applies to clearing members that have transferred client money to third parties in
accordance with CASS 7.5 so the FOA would suggest including some sign-posting between the
two sections, as well as tidying up the terms used in each so that they are the same. The CCP
will not know whether a particular account is a client transaction account so it should be made
clear that the clearing member is responsible for telling the CCP. This will be particularly
important given the Lehmans judgment that identifiable cash in non-client money accounts can
form part of the client money pool. A risk of a defaulting clearing member's insclvency
practitioner trying to recover assets that had been ported would jeopardise the porting concept
but this may have to be addressed in Part Vil

Many firms use the exemption for titte transfer coliateral arrangements in CASS 7.2.3(1) to
facilitate the operation of margin arrangements with exchanges and CCPs. it would be helpful if
the FSA could make the case for continued use of it for such purposes in relation to retail clients
in its forthcoming European negotiations in relation to the MiFID Review.

CCPs will need information about their clearing members' clients in order to be able to port their
positions and collateral or return their collateral to them directly. We envisage that most CCPs
will require their clearing members to provide such information in their Rules but including this
obligation in CASS also would be useful. It will also be important for successful porting that the
CCP, clearing member and client agree on the amounts of positions and coltateral so the
clearing member may need to act as an intermediary and notify the CCP of any discrepancies
between its and the CCP's figures. Such provisions could be included in CASS 7.6.

A clearing member which is holding client money, which it has transferred to a CCP, will need to
ensure that its client money obligations cease on the porting of the client’s positions and
collateral to a new clearing member or the return of its cash from the CCP direct to the client.
Perhaps this could be added to the list in CASS 7.2.15.

FOA members have found that CCPs tend not to respond to requests for CASS 7.8.2
acknowledgements and wonder whether it is worth retaining this rule in retation to CCPs given
that they will be the subject of harmonised and more intrusive regutation and that the FSA and
other regulators must, having authorised the CCPs, be satisfied with their arrangements for
holding client cash. In addition, part of the purpose of the acknowledgements will be lost if client
fransaction accounts are no longer to be pooled as discussed above. In any event, with the
introduction of the requirements for both cleared and non-cleared derivatives in EMIR, it may
not be practicable to provide that a firm must cease to use a client transaction account with a
particular CCP, intermediate broker or OTC counterparty in the event it fails to provide an
acknowledgement under CASS 7.8.2 because the firm or its client will be under an obligation
either to clear the derivative or to collateralise it on a bilateral basis.

Changes necessary to address the Lehman judgment

The FOA is curious whether the FSA considers that the interpretation of CASS provided by the
Lehman judgment is the correct position to be taken as a matter of policy, particufarly in relation
to the potential scope of the client money pool. However, it assumes that the FSA will make the
necessary amendments to CASS in order to codify the Lehman judgment where appropriate
given the various references to the need to adopt the interpretation that best achieves the MiFiD
objective of protecting client assets. The FOA is also conscious that there will be further
directions hearings and cases in relation to both Lehman and MF Globatl and assumes the FSA
will review CASS in response to each of these in due course.

The FOA does not believe the Lehman judgment does or should prejudice the use of the
alternative approach to client money, the continuation of which it supports, as this approach is
fundamental to the operation of many investment firms. Mandating a change to a “normal
approach” business model would require the establishment and monitoring of a huge number of
additional accounts to be monitored on a daily basis, thereby increasing operational Tisk.
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3.3

3.4

3.5

3.6

3.7

4.1

The client money entitlement set out in CASS 7 Annex 1 would benefit from clarification in
respect of both going and gone concern scenarios. Firstly, there are no references fo Annex 1 in
either CASS 7.6 {on reconciliations) or CASS 7A.2 (on the primary pooling event). Secondly, it
would be useful to confirm that the individual client balance and the client equity balance are
contractual entitlements as the judgment concludes. it would also be useful to confirm that an
entitlement to cash in the client money pool is not dependent on the client's contract making
reference to the fact the firm held it as client money, although it is important that clients are
satisfied that their agreements do not say anything to suggest the contrary.

CASS 7.7.2 should be amended to clarify the fact that the trust arises upon receipt of the client
money by the firm.

The meaning of client money account in CASS 7A.2.4(1) should be clarified.

However, the points above do not deal with the most practical issue in the Lehman case, which
is the time it has taken to recover client money. The FOA believes it would be appropriate for
the CASS Rules to include an express authority for the insolvency practitioners to make interim
distributions. It might also be useful, in light of the Lehman judgment, to explicitly enable them to
distribute the cash in the segregated client money pool either to those claimants who have a
clear claim to such cash or to all claimants on a pro-rata basis, before starting to identify client
money in the house accounts or trace into third party accounts. This would even better achieve
the MiFID abjectives.

The FOA is also conscious that the Lehman and MF Global cases have thrown up some
interesting but fundamental questions which have not yet been answered. These include
questions around clients who either should have had client money protection but agreed it
should be disapplied or clients who legitimately chose not to have client money protection but in
respect of whom the firm segregated cash in any event. Another such issue is the extent fo
which the insolvency practitioners will be permitted or required to trace info firms' house
accounts or the principles on which they will do so.

General implementation issues experienced by FOA members

The following ideas for amendments are derived from the experiences of FOA members in
trying to operate under CASS. Many of them are a question of clarifying a rule, often by
expressing the FSA's expectations as to how firms should comply or setting out explicitly and on
the face of the rules where an alternative methed of compliance is acceptable. The FOA
appreciates that the FSA has given guidance on some of the areas of clarification but it can be
difficult for firms to follow such guidance where it is not all in one place.

Scope

4.2

4.3

The FOA finds that the format used in CASS 7.1.7B to D can cause confusion as to the scope
of the professional client opt out. We would therefore suggest some amendments to the
headings.

The FOA believes the carve-out for credit institutions and approved banks in CASS 7.1.8 to
CASS 7.1.11A is unnecessarily complicated and would appreciate clarification from the FSA as
to its intended scope and the policy intention behind it. CASS 7.1.11 makes clear that the FSA
does not regard the carve-out as absolute but does not set out the circumstances in which the
FSA considers that the carve-out does not apply. The FOA believes that different banks may
interpret the carve-out in different ways, particularly in relation to whether cash margin can be
held as a deposit, which will become even more relevant with the introduction of EMIR. Auditors
also appear to take different views on the matter and it is common for them to make
observations about a firm’s use of the banking carve-out and, in some cases, to record this as
an exception, in their audit reports. Arguably, the lack of certainty relating to the banking carve-
out gives rise to competitive inequality as incoming EEA banks are subject to home member
state regulation in this respect and FOA members have noticed that banking supervisors
elsewhere in the EEA tend to view the banking carve-out as absolute.
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4.4

45

It would also be helpfu! if the FSA could clarify the status of the guidance at CASS 7.1.10, which
is a legacy provision from the pre-N2 SFA/ IMRO rules. If CASS 7.1.8 is intended to be a MiFID
copy-out provision, the presence of the guidance appears to be super-equivalent and it is
unclear to what extent it is intended, as a matter of pelicy, to circumscribe use of the banking
carve-out. If the FSA intends to set minimum standards that go beyond those in MiFID, it would
be helpful, in particular, to have more clarity on how firms should interpret the reference to "at
any time” in relation to the reconciliation of client entitements in pooled client accounts and
“within a reasonable period of time” in relation to client entitlements in nostro accounts.

CASS 7.2.8B allows firms not to treat cash 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 certain circumstances. This has the consequence of money
belonging or due to clients being held in the firm's bank accounts and the FOA therefore
considers that the FSA should consider an amendment to this rule.

Allocated but unclaimed client money and client money waivers

46

4.7

48

The FOA considers CASS 7.2.19 to be a useful rule but would note that few firms have, in
practice, entered into a written agreement in which the client has consented to the firm releasing
its client money balances after six years of account dormancy. FOA members would find it
useful if the FSA was prepared to consider and grant releases even where this condition is not
satisfied, or to have some guidance acknowledging that it might be legitimate for a firm to
discharge its fiduciary duty without this condition having been satisfied. The process for reliance
on this rule and any modified version of it as suggested above, and the permitted use of
unclaimed balances, should also be made clearer.

There is no similar guidance in CASS 5, which certain FOA members would find useful.
The FOA also notes that the guidance on obtaining client money waivers in the context of

transfers of business is related to CASS 7.2.19 and suggests that there either be a clear link
from the latter to the former or that the waivers be incorporated in CASS.

Diversification

4.9

4.10

4.11

The diversification rule at CASS 7.4.9A is a cause of significant concern for many FOA
members, particularly the larger banks, in stressed market conditions and in relation to
overseas markets where there is a limited choice of banks. It causes particular difficulty where
to continue to comply with the 20% limit would mean effectively breaching principle 10 on
protection of client assets. The FOA would like to see some form of recognition from the FSA,
ideally in the form of a safe harbour, that a breach of the limits is acceptable where the clients’
assets would otherwise be put at risk. Clearly, any such breaches should be fully documented
with reasons for supervisory purposes,

Many FOA member banks attract clients, in part at least, on the basis of their creditworthiness
and find that some clients would prefer to opt out of the client money rules by using the title
transfer carve out than to have their cash deposited with riskier banks outside the group. The
FOA considers that a firm should be able to disapply the diversification rule in CASS 7.4.9A1f a
client wishes it to do so, at least where the client is an eligible counterparty. The FOA
recognises that it may be necessary to limit this to designated client bank accounts or
designated client fund accounts that hold only the cash of the client in question.

The “at any point in time” wording in CASS 7.4.9A is also problematic because there can be
occasions (particularly intraday) where the limit is exceeded in circumstances over which the
firm has liitle control. The FSA has previously explained to the FOA its policy in deciding
whether such breaches warrant a supervisory response which is helpful, particularly as it
suggests that the FSA will in general monitor compliance against the end of business day
position while recognising that all breaches will be assessed against a series of factors. The
FOA believes it is important that this policy is set out in the rules.

Buffers
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The FOA would appreciate guidance on whether and in what circumstances the FSA supports
the use of buffers. While they are expressly permitted by CASS 7.4.21, some FOA members
have heard the FSA and auditors suggest that the need to use buffers indicates inadequacies in
systems and controls. However, the FOA understands from earlier dialogues with the FSA that
buffers can be used to deal with operational shortfalls, particularly in volatile markets, and that
this kind of cautious approach is particularty appropriate in the current climate. Members do not
believe the judgments in the Lehman case provide sufficient clarity on this point.

Notification and acknowledgement of trust

413

4.14

4.16

Several FOA members have experienced both the FSA and auditors expressing a view on the
format and content of acknowledgments given in accordance with CASS 7.8.1. Some of these
requirements have also been reflected in speeches given by the FSA's CASS Specialist
Supervision Team. These include that they must use the same form of words as CASS
7.8.1(1)(a), that they must be on the letterhead of the firm and be signed on behalf of the bank
on each page (and that the full legal names of each entity must be used as well as the full name
and job description of the signatory) and that the account number and name to which the letter
relates must be set out in full. The FOA generally believes that the FSA's expectations should
be set out in the rules so that they reflect the full extent of the requirements but the reality in this
case is that it is impossible to get certain banks to comply with all the requirements and, where
the deviation is minar, it makes little practical difference to the protection afforded to the assets.
It would therefore be preferable if guidance concerning the detailed requirements for
acknowledgements was centrally located but clearly described as best practice rather than
mandatory.

In particular, several members have experienced difficulty in obtaining acknowledgements from
overseas banks, not least because they are not necessarily familiar with the FSA Rules or do
not recognise the concept of the trust to which the letters refer. As CASS 7.8.1(2) refers to UK
client bank accounts, the FOA would be grateful if the FSA could confirm that a firm is permitted
to use a non-UK client bank where the bank has not provided the acknowledgment within 20
business days without having to double segregate cash. This is particularly important in respect
of jurisdictions where members have littte choice as to which banks to use.

Please see also the comments on CASS 7.8.2 in relation to EMIR in paragraph 2 above.

CFTC Part 30 exemption

4.16

The FOA would be grateful for confirmation of the scope of the CFTC Part 30 exemption in
CASS 7.4.32 and 7.4.33. It is assumed that an eligible contract participant can only opt out of
CASS 7 to the extent set out in CASS 7.1.7B to CASS 7.1.7F. However, if this is the case, the
exemption would appear to be an empty exemption for firms that carry on MiFID business.

Improved calculations

417

4.18

The FOA suggests that firms should be permitted to undertake the client money reconciliations
in CASS Annex 1 (1) and (2) on each business day but using the aggregate balance on the
client bank accounts and the client money requirement as at the close of business on the
previous day on which the firm was open for business rather than the previous business day.
This is because many firms execute transactions on markets outside the UK on non-UK
business days and any resulting changes in the amounts that need to be segregated are not
dealt with as quickly as they might be if the firm has to look back to the previous business day.
This suggestion would ensure that firms' client money calculations are as up to date as
possible. The FOA would like this possibility to be reflected in CASS Annex 1 because some
member firms’ auditors have interpreted the letter of these rules rather strictly.

In addition, as the client money calculation is always at least 24 hours behind at the date of a
pooling event regardless of which approach is used, the FSA might consider the possibility of
asking HM Treasury to require the insolvency practitioners to roll forward the calculation by one
day to better reflect the amounts of cash that should and should not be in the client money pool.
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4.19

Use of safe custody assets

Some FOA members think it would be useful for the FSA to provide further guidance on'its
expectations in relation to the rehypothecation by a firm of client assets in excess of the levels
agreed in accordance with CASS 6.4, in particular, the FSA could consider a similar cure period
mechanism fo that in the U.S. regime, whereby if the safe custody assets could be recalled by
the firm within a set period, the firm will not be deemed to be in breach of the rules in CASS 6.4,
Alternatively, the FSA could consider a structure whereby the firm is able to ringfence an
amount of client money equivalent to the excess in the interim, and that such ringfencing would
not be deemed to be in breach of the trust.

Controlling client money

4.20

The FOA would find it useful if the FSA would confirm its interpretation of the circumstances in
which a firm controls but does not hold client money and falls within the scope of CASS 8. It is
understood that it applies where the firm has a power of attorney or similar authority over a
client's account held with a third party but there may be other circumstances also.

Guidance on the Client Money and Assets Return {CMAR)

4.21

422

4.23

The guidance notes on the CMAR set out in SUP 16 Annex 29A make reference to firms
including the results of the penultimate internal reconciliation for field 21, and the internal
recongiliation carried out on the reporting period end date for fields 14 to 20. There are different
interpretations within the industry on which day’s reconciliation results should be used so more
clarification on the reconciliation dates for fields 14 to 21 would be appreciated, ideally with
worked examples.

For field 17 on unpresented cheques, the FSA has acknowledged that there is a mixed
approach across the industry with some firms only counting stale cheques (those more than 6
months old) and other firms counting uncleared cheques (after the usual T+3 exemption). It
would be helpful if the FSA could again consider whether a consistent approach across the
industry would be preferable.

The guidance notes for field 26 can be interpreted to require different information. The first
paragraph makes reference to firms identifying the number of unreconciled custody assets and
atlocating each item to one of the specified time bands, whereas the second paragraph makes
reference to a firm calculating the number of calendar days between the date on which an
internal recongiliation should have been carried out, but was not, and the reporting date. Once
again, clarification would be appreciated.

General

4.24

4.25

The FOA respects the responsibility which the FSA has put on the auditors in assisting with
improved compliance with CASS. However, there are a number of examples where firms have
encountered difficulties with the way in which some auditors have been interpreting the CASS
Rules. In particular, there have been instances where auditors have highlighted failures to
comply with guidance in CASS which, when subsequently discussed between the firm and the
FSA, the FSA has accepted as an acceptable alternative means of achieving the desired
outcome. The FOA believes that it would be helpful if the FSA could hold a seminar on the
CASS Rules for auditors with a view to ensuring that there is a common approach to
interpretation of the Rules.

Many members would find it easier to ensure they are aware of and compliant with the FSA’s
most recent expectations on client asset protection if all such information was in a single
location rather than spread out across the FSA’s website, various speeches and emails to the
FOA. Members have asked about the possibility of the FSA producing a document equivalent to
the Transaction Reporting User Pack or Market Watch for client assets related issues. At the
same time, at member request, the FOA is working on an industry standard document which
members will be able to provide to their clients to help explain the operation of the FSA's client

CFD-#11866943-vh 7




money rules. It is thought it may also be possible to incorporate the risk disclosures relating to
different levels of segregation that will be needed under Article 38.7 EMIR.

4.26 Some FOA members would find it useful if the FSA issued further guidance on its view as to
how a firm can demonstrate that it has acted in accordance with the client's best interest rule in
its application of the CASS Rules. Whilst there is some guidance on this at CASS 6.4.2 and
CASS 7.2.7 further guidance on the FSA's view on how this can be met in practice would bring
greater clarity to this area.
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1.1

1.2

1.3

1.4

2.1

2.2

CP12/22: Client assets regime: EMIR, multiple pools and the wider review —
Parts H & HI

Introduction

This response is submitted on behalf of the Futures and Options Association (FOA), which is the
principal European industry association for 160 firms and organisations engaged in the carrying
on of business in futures, options and other derivatives. fts international membership includes
banks, financial institutions, brokers, commodily lrade houses, energy and power market
participants, exchanges, clearing houses, {T providers, lawyers, accountants and consuitants
(see Appendix 1).

The FOA is pleased to have the opportunity to respend to Parts I and Il of the Consultation
Paper 12/22 - Client assets regime: EMIR, multiple pools and the wider review (the
Consultation). The FOA welcomes the FSA's willingness to consider fundamenta! changes to
the client money and assets regime and the assurance to underlake an open-minded review of
the regime in 2013. Indeed, while the FOA has supported the various incremental changes the
FSA has introduced to the client assets regime over the course of the last four years, the FOA
has been looking forward to a more wholesale review, which is aligned with necessary changes
to insolvency law and the need to simplify compliance and implementation. The FSA will recall
that the FOA has previously offered its members’ suggestions as to various improvements that
could be made to the FSA’s Client Assets Rules {CASS) and a copy of the paper submitted on [ ]
(the Previous Response) is aitached at Appendix 2 to this response.

The FOA has put together this response foflowing consultation and discussion with its members
and with the significant assistance of Norton Rose LL.P. The FOA would welcome tha opportunity
to discuss its members’ comments with the FSA in more detail if this would be helpful.

The FOA would like to stress the importance for both the FSA and the industry to consider such
fundamental changes carefully and woutd encourage the FSA to engage with it and its member
firms, as well as other industry participants, during the period before trial determination so as to
ensure that any praclical and operational issues can be factored into the FSA's thinking from an
early stage and new rules are finalised. In particular, the level of detail provided in relation to the
wider review proposals is not yet sufficiently developed to enable FOA members to fully
understand and calibrates the impact that such changes might have on the way they carry on
their business.

Genera)

In general terms, the FOA notes the FSA's expectation that the establishment of client money
sub-pools will, as is set out in paragraph 3.10 of the Consultation, localise any client money
shortfalls to a particular sub-pool and so allow distribution of client money from those sub-pools
where no contentious issues have arisen, thereby facilitating a faster distribution of some client
money.

On the other hand, the FOA befieves that those perceived benefits could be more than
outweighed — potentially significantly — by:

(a) despite best efforts by the firms, a major increase in operational complexity {e.g. muitiple
reconciliations, diversification obligations, record-keeping requirements and notification of
requirements of changes leading to increased operational risk and cost) and, for many, a
complete reengineering of firms’ IT systems;

{b) the enhanced risk of legal challenge by customers in the event of a default seeking to
assert that they were put into the wrong pool (particularly where the poo! in question
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2.3

24

2.5

becomes the subject of a shorifall) and the possibility that the recent judgement in the
Lehman Brothers International (Europe) case' could be argued to apply to client's
expectations regarding segregation in a particular sub-pool adding further to the legal
uncertainty.

{c) potential exacerbation in operational complexity where, for example, individual client
pools reflect multiple tiers of risks or where clients are invested across several poals with
differentiated risk profiles or, in the case of difficult or fundamentally differentiated
jurisdictions as regards the treatment of client money, where it may be necessary {o
establish an overarching geographical sub-pools to cover dealings in such a jurisdiction;

{d) the potential reduction in available margin offsets for customers because of the creation
of multiple client money sub-pools — a benefit which may become even more important to
customers if, for example, margin calls are significantly increased in order to respond to
current pressures for them to be counter cyclical,

If the FSA does facilitate establishment of sub-pools, the FOA would have serious reservations
about mandating their use for any purpose, whether for EMIR? purposes or to split the general
pool.. The process changes demanded by implementation of the EMIR articles related to
segregation and portability, facilitated by Part | of the Consultation Paper, represent a major
undertaking for member firms throughout 2013. These changes will impact virtually every step of
the frade cycle, and will require significant technology development and process change. The
addition of concurrent changes to the pool structure will create further complexity, and there is a
high risk of change management and house-keeping issues, which are the greatest enemies of
effective segregation and client protection. Despite these significant concerns, the FOA has
considered and answeread all the FSA’s questions about sub-pools in Part It of the Consultation,
though they should be read subject to this overarching concern. The FOA has also considered
the proposals In Part lil. This assumes that these proposals are related to both the client money
and custody regimes, although its responses focus slightly more on the former.

The FOA would also like to draw a distinction between 2 different approaches to sub-pooling:

{a) EMIR-related Sub-pools: This proposal envisages under-pinning net omnibus accounts
at CCPs with dedicated client money pools. FOA members are concermed that
atiempting to implement and maintain sub-pools at this level will generate counter-
productive cash management (and other operational challenges), as well as generating
complexity for clients in changing account structures, and management of excess margin.
In addition, porting would not be facllitated without giving CCP’s a clear view of client's
positions and margin at a Beneficial Owner level, and establishing arrangements to give
CCP's access to a Clearing members bank accounts in the event of default.

(b)  Business-level Sub-pools: This proposal envisages separation of more complex business
from less complex business, or separation of different business types (eg retail vs non-
retail, margined vs non-margined). FOA members can see the benefit of this approach to
segregation and client protection in terms of the broader objectives of increasing speed
and scale of return to assets to clients within less complex pools. However, members
remain concerned that this is an added level of complexity in the immediate term, which
may conflict with efforts to deliver the segregation and portability measures specified by
EMIR.

The reason why sub-pools should not be mandated or clients incentivised to use them is
because:

(a) this would deny end user choice, which is contrary to the intention and spirit of EMIR;

In the matter of Lehman Brothers International {Eurape) (In Administration) and In the matter of the Insolvency Act 1986 -
dgment handed down 29 February 2012
Regulation EU 648/2012 of the European Pariament and of lhe Council of 4 July 2012 on OTC derivatives, central

counterparlies and trade repositeries
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{b)  end users should not be compelled to use high cost segregation options, bearing in mind
that they are already facing significant increases in direct and indirect ‘pass on’ costs;

(c) the operational complexity of setting up and administrating sub-pools has not yet been
trialled or tested (see concerns set out above), and the FSA has accepted that operating
multiple pools of client money will be costly for firms (which is ultimately a cost for
clients);

(d) the cost-benefit analysis compatibility statement included in Annex 1 to the GCP is
unreliable insofar as, for example, firms have been unable {o assess the establishment or
on-going costs with any degree of accuracy at this early stage.

The FOA believes that some of the problems outlined above and the objective of portability can
be met at less cost and operational complexity by requiring CCPs to offer gross margin omnibus
accounts. An additional benefit of this solution is that it has a high degree of commonality with the
solutions being implemented in the US; a consistent segregation and processing model will be
less complex to implement and maintain  for clients, brokers and CCPs.

However, the FOA believes that the establishment of such accounts should:

(a) Not be mandated or customers be incentivised to use this (or other forms of segregation)
consistent with the overall objectives of EMIR to accommodate customer choice in the
matter of segregation;

(b)  Notundermine the availability of net margined omnibus accounts;

(c) Not impede firms from recovering from their customers the full costs of offering any
parlicutar level of segregation, although the potential high cost of the more secure forms
of segregation may only be economically viable if they are subsidised by the business
lines within an institution - and this could make their provision prohibitive for specialist
firms.

More generally, the FOA appreciates that the FSA is conscious that amending the CASS regime
can only improve client asset proteclion up to a point without making changes to insolvency law.
However, it would reiterate the importance of this second layer of reform because the FSA’s
objectives could be fundamentally undermined without revision of insolvency law. The FOA
helieves this is true in respect of both the FSA’s proposals on sub-pools and the ideas mentioned
in relation to the wider review. The FOA understands that the FSA and HM Treasury are working
very closely together, as well as with the industry, to achieve the most effeclive improvements to
the regime as a whole. The FOA would appreciate the FSA adopting a transparent and
consultative approach to such work.

The FOA considers it is also important for both the FSA and HM Treasury to bear in mind both
the European and wider international context when undertaking their work in relation to client
assets. It is understood that, while the UK insolvency and client assets regimes take into account
cerlain aspecls of European law and international practice, they are fairly bespoke to the UK. The
FOA believes it can only be helpful in the longer term to take into account the practices of other
jurisdictions and regulatory developments at those levels. it is essential that clients and potential
clients in other jurisdictions regard changes introduced to the UK’s client money and assets
regime as {a) addressing previously identified deficiencies and weaknesses in the rules; and {b)
enhancing the level of protection to the point where the UK has one of the strongest regimes for
protecting client assets and money, which is at least comparable (even if different) to that
provided in the US and in other major well-regulated jurisdictions.

On a more cosmetic point, the FOA believes that, should they be introduced, multiple client
money pools should not be referred to with the terminology of “sub-pools™ as this implies that they
are sub-parts of the general client money pool when, in fact, they operate at the same, if not a
higher, level.
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While the FOA recognises that diversification is not the subject of a specific question in the CP, it
does have concerns over its approach to muitiple client money pools and these are set out in the
paragraphs below.

Superimposing diversification upon client money pools would not only require an even greater
number of additional client money bank accounts to be established to hold money in excess of
the margin requirement but would additionally require firms to create separate bank accounts to
support the multiple currencies necessary to manage margin payments in relation to overseas
markets. As clients will receive detailed risk disclosures around the nature of a sub-pool, the rules
already contain a mechanism for a client to give informed consent to opting out of diversification.
Any clients that want an individual or small group sub-pool should be provided the flexibility to
choose whether to have diversified client money bank credit risk, which is fluid and difficuit to
monitor, or whether to be able to decide upon and monitor the bank which holds their client
money.

Some members have experienced difficulties in negotiating terms with external placement banks.
The fact that a firm must insist that client money should be held on overnight deposit to be
capable of immediate withdrawal, together with the requirement that the relationship between the
bank and the firm be disclosed to the firm's clients, makes accepting such deposits unattractive
to many banks. Many external placement banks only have appetite for USD and other major
currencies. Were the external placement banks to be asked to provide multiple accounts
containing small deposits, the FOA envisages that the terms upon which such bank accounts are
offered would become even less attractive. In particular, supporting markets which require non-
G10 currencies may become impassible for firms.

The FOA is also concerned about the impact of operational timings on the allocation of risk as
between sub-pool participants and general client money pool participants. As currently drafted,
CASS 7.10.9 does not create an appropriate allocation of risk as between clients whose money
is held in the general client money pool and those clients that have agreed to have money held in
a client money sub-pool. If remittances are permitted to pass through the general client money
account before being transferred to a bank account that relates to a relevant sub-pool, it is likely
that a disproportionate intraday risk is carried by the general client money pool. By way of
example, if at the beginning of the day, a firm makes its margin calls from its general client
money accounts and defaults before receiving margin money from a client which has subscribed
to a particular client money sub-pool, the general client money pool has funded the sub-pool
clients’ margin requirements.

Part Il of the Consulfation

Question 3: Do you agree that we should introduce multiple client money pools to facilitate

porting of cleared positions?

31

3.2

The FOA understands the FSA's reasons for considering the introduction of sub-pools to facilitate
porting of positions in net omnibus client accounts and agrees that they have the potential to be
beneficial in this context. However, the members believe that these benefits would be more than
outweighed by the significant risks that they entail and that the FSA should consider alternative
options to achieve Its objectives.

The FOA believes it is important to acknowledge that the creation of sub-pools will create further
complexity in CASS, which has already been seen to be capable of different interpretations by
the industry as demonstrated by the Lehman Brothers litigation. Even if CASS can be clarified to
the extent that there is a common understanding of its application in all circumstances, sub-pools
would increase both operational risk on a day-to-day basis and legal risk in the event of another
failure. In terms of operational risk, to facilitate porting, a firm would have to set up at least one
sub-pool per omnibus client account they hold per CCP. The reality is that there will be many of
these because the larger the CCP omnibus accounts and the correlated sub-pools, the less
chance that they will be capable of porting, regardless of whether the CCP has access to any
excess collateral at clearing firm level. This is not least because the clients might not all agree to
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port to the same clearing member. Each sub-pool will take time and resources to set up, both
from an operational, legal and on-boarding perspective. Each account may have different
currencies, each of which will require different accounts, and multiple settlement instructions and
internal transfers will be needed to support them, including to make at least daily variation and
initial margin calls to CCPs. In order to ensure that their funds were protected within the correct
sub-pool, clients would need to manage separate margin calls by each CCP, with different sets of
payment instructions for each margin call. The risk of error will increase with complexity. In terms
of legal risk, this heightened complexity is likely to exacerbate problems in the distribution of
client assets upon the failure of a firm. Despite the FSA’s proposed safeguards, it will be difficutt
for retail clients to understand these arrangements and any error or unclarity in the firm's records
or operations will make it even more difficuit to ascertain clients' entitlements. Even if a firm were
in perfect compfiance, it would take longer for the insolvency praclitioners to work through the
records to check this and would give clients greater scope for arguing that they were entitied to a
share in a different pool or to a different amount, None of this would be likely to make either
insolvency practitioners (given their strict liability) or CCPs more confident to port nor able to do
so sufficiently quickly. This would therefore significantly undermine the likelihood of achieving the
FSA's objectives, not only in facilitating porting but aiso in relation to the timely and full return of
client assets. Overall, this would not necessarily result in a better outcome for either clients or
creditors of a firm.

in particular, the basis of calculation of the “client money entitlement’, as explored in the Lehman
Brothers International (Europe) {LBIE) litigation, is likely to be problematic in the context of sub-
pools. This is because clients could extend the point that their claim refers to the amount of cash
that should have been segregated (rather than the amount of their cash that was actually in the
client money pool) to argue lhat they are entitled to cash in each of or all of the general pool and
sub-pools. The FOA realises that this is the reason for the warning in the disclosure document
but the reality on a firm's failure is that clients have nothing to lose by claiming against all
available pools. This is similar fo their arguments about mis-categorisation referred to in answer
to question 12. The FSA's objectives for sub-pools, both in an EMIR and a wider context, assume
that any particular sub-pool can be resolved ahead of others and the general pool but these
types of practical issues would undermine that assumption. Again, this would undermine the
FSA's objectives generally but would also be particularly unhelpful in the EMIR context. This is
because CCPs operate on the basis of short liquidation horizons (where the decision to transfer
client business or liquidate client positions needs to be taken in a matter of days) and claims are
likely to result in a sufficient delay and prevent porting. To avoid this outcorne, a possible solution
is for the rules o be amended so that the contents of the client money pool should be taken, at
least in this context, as fixed at the last point of recongiliation before insolvency as being a cut off
in ascertaining what money is within the given client money pool.

Further, some members have reservations about whether the creation of muitiple sub-pools could
undermine the protections afforded to general client money pool participants. It is critical that
clients that do not opt for participation in a sub-poo! retain a high level of protection and that a
firm's overall arrangements remain fair. It would not be helpful for firms to have either no general
client money pool or a very small general client pool together with a significant number of sub-
pools because there is some safely in being part of a large general client money pool in terms of
the assets available to cover losses or shortfalls. Were a firm to establish a system under which
the general client money pool was small, the benefits of insulating separate groups from the
consequences of client money shortfalls would be overridden by the considerable operationat risk
and cost that such an arrangement would present. The FOA would also hope that firms would be
discouraged from creating or incentivising hierarchical participation in sub-pools on the basis of
the creditworthiness of fellow participants. Such arrangements would concentrate the
consequences among particular classes of client in a manner that may be perceived to be unfair.

The FOA believes that there are potentially alternative options if the FSA feels that something
needs to be done to facilitate porting of positions in omnibus client accounts. However, the FOA
would note that, while it understands the FSA’s policy aim, any extra measures are not required
by EMIR and that clients should have the choice of an omnibus client account as contemplated
by EMIR (ie. without these additional arrangements). The FOA perceives there are concerns that
clients may choose lower levels of protection on the grounds of cost savings but the members
believe clients should be given credit for understanding and taking into account the wider
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differences. They also believe that there is increasingly little scope for members to profit from
differentials in margining and that they will have to compete on offering and commission rates. In
any event, FOA members believe that the additional complexity involved in setiing up and
operating sub-pools would make them as, if not more, expensive than individual client accounts,
which would give a confusing message to clients as they do not offer such great protection. The
FOA would not advocate this because, if the FSA considers that client cash is safer held by a
CCP than a clearing firm, this could be mandated, as is the case with individual client accounts.
However, on the basis that this is too simplistic an assumption and there are good reasons for
clearing firms to hold excess collateral, the FOA believes that the FSA should instead be
encouraging CCPs to offer gross margining such that they would hold sufficient margin to port all
positions within an omnibus client account. The FOA believes that more than one of the London
CCPs is intending to do this. As indicated above, this should be as an alternative to net
margining as some clients are content with the exisling arrangements.

In any event, if the FSA were to introduce the concept of sub-pools, the FOA feels strongly that
clearing firms should not be required to offer this option for the reasons articulated in paragraphs
3.2 10 3.4 above.

Notwithstanding the FOA’s negative views on sub-pools, the FOA has nevertheless given FSA’s
remaining questions some thought and is keen to share its thinking. However, in light of the
current complex and fluid status of applicable law and regulation applicable to porting client
transactions, the FSA’s proposed rules may require further calibration when EMIR regulatory
technical standards are finalised, more interpretive guidance is provided by the European
Securities and Markets Association (ESMA), HM Treasury have concluded their update of
relevant insolvency laws and the FSA has published its final Handbook text on Part | of the
Consultation. Additionally, the FOA would like to note that many clearing house omnibus and
individual client segregation models are currently under development while they prepare for the
implementation of Titte IV of EMIR.

If multiple client money pools were to be introduced for EMIR purposes, on either a voluntary or
mandatory basis, the draft Handbook text would need further detailed development. For example,
as currently drafted, it is not clear how the cash held in the EMIR sub-pool would be shared
between the clients whose contracis and collateral were recorded in the relevant client
transaction account or whether, if the sub-pool were to contain sufficient cash, the CCP would be
permitted to transfer each client's contracts and collateral to a different back-up clearing member.
The FOA believes that there would need to be some coordination between the CCP and the fim
as to how the sub-pool should be identified in the firm's books and records and what the CGP
would be permilted to do with the cash held in the event of the firm’s defauit.

The FOA notes that the sub-pool terms and disclosure document would need to identify that the
purpose of the sub-pool is to facilitate porting of client lransactions and that the sub-pool terms
must identify the relevant CCP and client transaction account.

Finally, the FOA would emphasise two cost points namely:

(a) Where omnibus accounts are split intc smalfler units, netling benefits are reduced
significantly or, in some cases, may be lost altogether depending upon the nature of the
client money pool. As stated earlier, the importance of netting may become substantially
more valuable for customers if margin calls are increased significantly in order to meet
the need for them to be counter cyclical.

(b}  One consequence of a firm maintaining a number of accounts at a ceniral counterparty is
that default fund contributions will increase in the case of markets which derive the
default fund contribution from the sum of margin maintained by a clearing member.

Question 4: Do you agree that we should make the option of multiple client money pools
available to other fypes of investment businesses?

Again, the FOA can appreciate why the FSA has suggested the extension of the use of sub-pools
and, indeed, members have experienced some client demand for an enhanced form of protection
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far their cash in the event of a firm's failure, but the FOA does not believe the wider introduction
of sub-poals would result in a net benefit for the reasons in paragraphs 3.2 to 3.4 above.

The FOA is concerned at the prospect that multiple client money pools could be extended to
cover all lypes of investment business before they have even been tested in terms of whether or
not they meet the expectations of the FSA and the extent to which those expectations could be
undermined by a significant exacerbation in operational and legal risk. Clearly, if the benefit is
found to outweigh the cost of potential increase in risk then it should be facilitated to cover other
forms of investment business and, indeed, be avallable for clients who wish for an enhanced form
of protection far their cash in the event of a firm’s failure,

The FOA would therefore expect there to be a further consultation before any introduction of sub-
poals for wider purposes and would want to check then that the significant operational risk
inherent in operating a number of sub-pools is fully factored into the FSA’s deliberations as to
whether to introduce the proposed rules. in the meantime, however, the FOA considers that the
FSA has suggested sensible measures in the form of netifications to the regulator and disclosure
to clients. However, the members have some comments on the sub-poc! terms and disclosure
documents, as detailed below. While the FOA believes that applying the same requirements in
refation to segregation, reconciliations and record keeping makes sense, the FOA would again
ask the FSA to allow the diversification requirement in CASS to be waived in respect of any sub-
pool where the client has so agreed. The FOA’s concerns and the practical difficulties with
diversification are set aut in its Previous Response.

Question 5: Do you think the sub-pool terms should include any further information?

3.14

3.15

3.16

317

3.18

If sub-pools were to be introduced, the FOA considers that more guidance from the FSA would
be needed about the level of detail that will be required. There are concerns that the level of
information proposed will be equivalent to that which should be retained in the CASS Rasolution
Pack. For example, the FOA assumes that it would be permissible to identify the beneficiaries by
class (eg. all retail clients with spread betting accounts ar all professional clients trading on the
London Metal Exchange whose cash is held by the firm as client money, in each case, from time
to time) and naot by individual identity as, depending on the type of business carried on, the
specific members of a sub-pool may change on a fairly frequent basis.

As disclosure of the identities of fellow members of a client meoney sub-pool would be
inconsistent with client confidentiality, it would be helpful if any proposed rules confirmed that the
sub-pool terms were confidential to the firm and regufatory bodies. it is envisaged that in many
instances it would be difficult to produce appropriately clear terms which, were they to be shared
with beneficiaries, would not disclose, directly or by inference, the identities of other beneficiaries
in the sub-pool,

It wou'ld also be difficult to specify the locations where the cash relating to the sub-pool is held as
these are likely to change on a frequent basis given firms’ ongoing obligations in relation to due
diligence of banks and diversification.

Question 6: Should firms be required to identify client money accounts in the sub-pool terms
by account number or by name or both?

If sub-pools were to be introduced, the FOA believes that firms should be permitted to use either
account name or number for these purposes as different firms' identification systems work in
different ways.

Question 7: Do you think we should provide template sub-pool terms that can be completed
by firms establishing new pools?

If sub-pools were to be introduced, the members think it would be useful for the FSA to engage
with the industry and publish a template of core sub-pool terms or, at least, an example of the
level of detail that firms should set out in their sub-pool terms, However, the members also think
that it is important that any such template is sufficiently flexible to enable different firms to
produce sub-pool terms that are appropriate to their particular sub-pools (possibly in an annex {o
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the standardised terms). Additionally, firms should not be criticised for using different formats or
providing additional terms provided they contain the required information and are sufficiently
clear.

Again, the FOA would reiterate its concerns about the leve! of detail to be provided and, if such
terms are o be shared, the extent ta which ¢lients will understand and benefit from them. The
FOA believes that firms would appreciate further consultation on any proposed formal. As such it
is important that the industry works with the FSA to develop appropriate sub-pool terms.

Question 8: Do you agree with the content of the sub-pool disclosure document? Do you think

it should contain any further information?

3.20

3.21

3.22

3.23

3.24

3.25

If sub-pools were to be introduced, the FOA believes that, broadly speaking, the items proposed
to be included in the disclosure document are the right ones, subject to the concern about
confidentiality in relation to question 5. It may be difficult to define not only the beneficiaries of a
sub-pool, but also the business lines to which it relates, sufficiently generically. The FOA believes
that any disclosure document should also be useful and understandable by clients, rather than
being drafted for the benefit of insolvency practitioners. Members believe that retail clients are
likely to seriously struggle with these arrangements. However, the FOA questions whether, in
addition to emphasising that a client who is not a beneficiary of a particular pool would have no
claim or interest in it, should be extended to include the assurance that neither would any such
client owe any liability to a particular pool unless it is a beneficiary of it.

In practice it may be difficult to define the content of a disclosure document, for example,
consistently defining the business lines and the risks associated with the sub-pool are open to
interpretation by each member firm, which clients may find misleading and at odds with the
purpose of ensuring clients are fulty aware of the risks they face in placing money in a sub-pool.
The FOA thinks that it would make sense for the FSA or one of the industry bodies to produce a
standard form of wording for items (5), (7) and (8) (although the draft Handbook rule almost
provides this in relation lo (8)) as these should be similar for most types of sub-pools. This
wording could form the basis of the provisions which the firm could then tailor to each individual
situation.

The FOA's deeper concern regarding disclosure documents is about the process of providing
them to the client {and the risk of an undue burden being placed on available resources or on
costs). The FOA would want guidance that there is flexibility in the way in which the
acknowledgement and the consent referred to in draft CASS 7.10.18 could be provided (eg. that
they can be in separate documents) and by what media the disclosure document,
acknowledgement and consent must be communicated, alongside confirmation that wet
signatures are not required. Such flexibility would enable the firm to manage the process in a way
which is appropriate to the firm. However, as such process would be subject to audit, it is
important that the FSA’s expectations are clear on the face of CASS.

Additionally, firms should not be required to produce real time disclosures insofar as, particularly
in times of market stress, this could increase systemic instability where, for example, firms are
obligated to notify their client’s real time when they stop using particular client money banks or
cease providing access to certain markets.

In relation to proposed CASS 7.10.19(1), the risk disclosure document should only be required to
disclose material risks and potential consequences for the beneficiaries as opposed to afi risks. If
reference is made to “principal” risks, this will bring the language in the section in to fine with
proposed rule 7.10.13. It would not be helpful if esoteric risks are subject to disclosure as this
may result in the disclosures being overly long and difficuit for clients to understand.

The same practical questions should also be addressed in relation to any amendments made to
the disclosure document.

The FOA notes, as set out in paragraph 3.26 of the Consultation, that firms will be required to
notify the FSA not less than 3 months before implementing ‘amendments’ to sub-pool terms. The
FOA assumes that this is intended to cover only material amendments mirroring the comparable
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obligation that appears in paragraph 3.32 of the Consultation with regard to notification of
‘material amendmenits’ to clients.

Question 9: Should we provide a template that can be completed by firms?

3.26

Please see our response to question 7 above.

Question 10: Do you agree that clients should be given one-way notification of any material
amendments to a sub-pool three months hefore the proposed amendment?

3.27

3.28

3.29

The FOA agrees that, if sub-pcols were to be introduced, clients should be given one-way notice
of material amendments and that clients should be deemed to have accepted the proposal if the
client does not notify the firm otherwise.

The FOA agrees that clients should be given sufficient notice of a material amendment to enable
them to terminate their client relationship with respect to that pool. The general consensus is that
3 months is not unreasonable in respect of retail clients, but it may be too long in relation to
whalesale clients who may be driving the amendments and where business models and needs
change mare rapidly or more frequently.

The FOA believes, however, that it should be made clearer which amendments require
notification. The draft Handbook text refers to amendments to the disclosure document but not
the sub-paot terms, which may be because the latter is not a client facing document.

Question 11: Do you agree that the surpluses from the sub-pools and the general pool, if there
are any, should be used to cover any shortfalls in other pools in the manner proposed?

3.30

3.31

3.32

3.33

The FOA believes that this proposal would require further consideration if the FSA were to
introduce sub-pools because this raises questions of priority and also ties in with the assumption
that it will be possible to resolve sub-pools in advance of the general pool. While some members
agree that this approach would ensure that, if there was a surplus on any account, that surplus
would be used for the benefit of the firms’ clients as a whole, others question whether a surplus in
one sub-poa! should be shared proportionatety with any other sub-pools which have suffered a
shorifall and the general pool, rather than it all reverting to the general pool. Overall, the timing
implications could make any such allocation very difficult for an insolvency practitioner to manage
efficiently

The way this question is phrased, namely, that surpluses from the sub-pools will be used to cover
any shortfalls in other pools does not quite accord with the statement in paragraph 3.33 of the
Consultation that sub-poo! surpluses should be contributed to the general client money pool.

Question 12: Do you agree that these benefits would result from the segregation of retail and
non-retail client money?

The FOA agrees that wholesale clients are likely to have a higher risk appetite than retail clients
and are therefore likely to invest in more volatile products where client money holdings vary
materiaily from day-to-day, creating risk. However, this analysis is too simplistic to apply to the
market as a whole. There are many firms with business lines which are as risky as the same or
equivalent services provided to wholesale clients, but in which retail clients wish to participate (on
an informed basis). Perhaps it is more to the point that it is less that retail clients do not have an
appetite for risk, but rather that, for perfectly good public policy reasons, they are inhibited from
engaging in high risk transactions, which is not the case with wholesale clients.

The FOA agrees that the division of retail and non-refail client money may allow a more rapid
distribution from the retait pool if fewer or no contentious issues have arisen in relation to that
pool. However, the FOA thinks the chances of there being no such issues is slim as they do not
just arise from the complexity or risk level of a business but also from arguments about what cash
had been transferred to a firm and on what basis, which can get quite complicated in the days
leading up to a failure. To add to the reasons why sub-pools are likely to increase litigation, set
out in paragraph 3.3 above, a retail / non-retail split would almost certainly give rise to
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disagreements as to whether clients were categorised appropriately, with clients using any
arguments available to try to betier position themselves. This would be exacerbaled if the
definition of a retail client were not consistent with evolving definitions of retail, under
cansideration in the proposed revised Markets in Financial Instruments Directive and proposed
Markets in Financial Instruments Regulation. The FSA would also have to confirm how firms
should deal with elective professional clients and eligible counterparties, as well as with
professional clients that a firm has agreed to treat as retail clients.

3.34 Even if the FOA were to agree with the sub-pools proposal, it supports the right of customers to
elect for their preferred level of protection and does not therefore believe that the FSA should
mandate the segregation of client money or incentivise its ptacement into particular pools. The
FOA questions why retail and non-retail clients should be treated differently. Most clients are
afforded client money protection and are not opled out. it is therefore unclear what additional
benefits would be served by creating different pools. For many firms the number of non-retail
clients may be very small compared to their retail clients and the increased administration costs
and effort, plus the increased risks would be disproportionate to any perceived benefits. The fact
that non-retail clients may invest in more volatile investments has no impact on their cash, which
will have the same volatility regardless of client type. The volatility lies in the underlying
investments only.

3.35 As suggested by the FOA’s concerns, it agrees that the additional operational and administrative
burden of creating and maintaining sub-pools could deter firms from offering them if the FSA
were to introduce them. However, it believes that if clients were to perceive the protections to be
sufficiently enhanced, they would put pressure on firms to provide multiple client money pools. It
is worth considering that the clients most fikely ta do this will not be unsophisticated retail clients,
and therefore any segregation of pools should be carefully considered to ensure that this is the
population benefiting from enhanced levels of protection. If the FSA permits sub-pooling, and
does not specify clear scenarios for it to be applied, it is highly likely that Beneficial Owners
operating under a single investment advisor, accessing markets through multiple brokers, may
find themselves operating under different segregation and protection models. This is ultimately
unhelpful for the end client, and may lead to commercial advantage becoming a key driver for
segregation and protection solutions..

Question 13: Do you agree that these benefits would result from the segregation of business
Into margined and non-margined business?

3.36 Members agree that margined business does involve more frequent and generally larger
transfers of cash into and out of the client money account and that it has the potential to give rise
to greater complexities in calculating client money entitlements than other types of business. itis
therefore potentiaily riskier and liable to involve a greater number of contentious issues than
other lines of business.

3.37 Again, however, the FOA does not believe that the operation of muitiple client money pools
should be either introduced or mandated. Even if it were, members are not convinced that it
should be mandated on this basis, which will only be relevant to firms that carry on both types of
business. Several members already have a form of segregation between their exchange traded
business and other margined business because they are operating the normal approach for the
former and the alternative approach for the latter. Such firms would be keen to avoid a change in
these arrangements given the amount of work that has gone into seiting them up and making
them wark.

3.38 In addition, a division between margin and non-margined business may interfere wilth the
operation of cross-margining arrangements e.g. a prime brokerage client which has a cross
margining arrangement which covers cash equities contracts and margined equity derivatives.

Question 14: Do you think we should mandate the division of client money on this basis? If
not, why not?

3.39 As emphasised in response to questions 3 and 4, the FOA has serious reservations about the
introduction of multiple sub-pools and, as discussed in response to questions 12 and 13, the FOA
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does not believe that the FSA should mandate the separation of client money. This applies {0
hoth the suggested splits between retail and non-retail clients and between margined and non-
margined business, each of which is oo much of a one size fits all approach and does not reflect
organisational structures of members’ businesses' and clients’ demands.

Question 15: If we were to mandate the division of client money into sub-pools (for example, a
pool for retail client money and a pool for non-retail client money) do you agree that we
should also allow firms to create further sub-pools within each? If not, why not?

As noted above, the FOA members do not support either the introduction of multiple sub-pools or
the mandating of them. However, if they were 1o be introduced and mandated along either of the
lines praposed, while the FOA does not think this should preclude firms from developing sub-
pools within such poals, it does think that the FSA should carefully consider whether there is a
way of impasing some sensible fimits on the number of sub-paols that a firm could create so as to
limit the extent of the increased risk they entail. Careful thought would also be required as to the
allocation of loss surpluses between such sub-pools and the general pool.

Question 16: Do you think that any mandating of certain client money pools should be
dependent on complexity, size of client money holding and / or type of firm? (For example,
should we mandate segregation only for investment banks or large brokers?)

Again, the FOA would reiterate that it has serious cancerns about the introduction of muitiple sub-
pools and does not support the mandating of any particular sub-pools. However, if they were to
be introduced and mandated, there are mixed views among the members an this question. Some
members strongly disagree with any softening of the regime to accommodate small brokers on
the basis that client asset protection should prevail aver such concerns, while other members
think it would be appropriate to carve out certain firms, such as those whose size means they
would struggle with the operational and administrative requirements relating to establishing and
maintaining different pools and / or whose business is sufficiently simple that it would be
disproportionate.

To the extent that there is a proportional approach, it should be based on both the size and
complexity of the firm as a large firm may have a simple business model and vice versa.
Nonetheless, if segregation were to be mandated and the requirement were to be waived in
respect of certain lypes of firm, that should not prevent the firms that benefit from the carve-out
operating sub-poals if they wish to do so.

Question 17: Do you think there is a way of dividing client money into more than one pool that
delivers greater net benefits for firms and clients?

This question assumes that splitting client money into different pools is beneficial to improving
protection for clients. However, the FOA believes that the more fundamental questions are
whether this assumption is correct and whelher there are alternative ways to achieve the desired
objectives. Even if the other possibilities are also nat perfect, the relative merits and drawbacks of
the various options should be considered before the FSA introduces such a fundamental change
in the regime.

Question 18: Should we incentivise the use of sub-pools by requiring firms to notify their
clients of the risks associated with the general client money poof and the sub-pool options
available?

if multiple sub-pools were to be introduced, members believe that there is an important balance
to be struck between, on the one hand, providing clients with the full facts to enable them to
make an informed decision and, on the other hand, not undermining the protections that exist in
relation to the general pool (ie the current level of client money protection) and the basis on
which financial services business has been done and, for the most part, may continue to be done
in the future. Members believe that there is a risk that such notices could give the impression, not
only to clients but more generally as well, that cash is not properly protected if it is held in a
general client money pool. The FOA believes that it is right to help clients understand the options
avallable in the market and the varying risks associated with them, but that firms should praovide
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such information in a thoughtful way so as not to confuse or impair choice. It may be most
appropriate for the FSA to work with industry participants to provide a basic form of wording for
this. Further and as already stated, this kind of incentivisation (other than the context of key
information disclosure} would potentially distort or undermine the objectives of customer choice
established in EMIR.

Again, the FOA would suggest that there is perhaps a more fundamental question about whether
the risk warnings that firms are currently required to provide to their clients are sufficiently robust
to enable clients to properly understand the risks of client money pooling or whether this,
combined with better education on how client money works, might be a simpler alternative to
muttiple sub-pools.

Question 19: Do you agree that the existing concept of designated client bank accounts and
their use in a secondary pooling event should remain unchanged?

Members believe that the designated client bank / fund accounts should remain unchanged as
their purpose is to protect clients that have requested them from the insolvency of a particular
bank or banks. As far as the FOA can see they do not duplicate or overlap with the purpose of
sub-pools, whose effect is on a primary pooling event. In fact, the members query whether it is
possible for an account to be both a sub-poo! and a designated client bank account.

Part Il

Question 20: Do you agree it is important to have speedy return of client assets following a
firm’s insolvency? Please explain your answer.

The FOA agrees that it is important that client assets are returned to clients as promptly as
possible. This is important for both retail and wholesale clients as explained below and gives a
wider message of confidence in our markets bath in the UK and worldwide. The timely return of
retail and wholesale clients' assets is central fo achieving and retaining public trust in addition to
the points we raise in detail below. In the FOA's view, the simpler the structures that are
designed to achieve this and the more clarity about how they work up front, the better.

Question 21: Does the status quo sirike the right balance befween speed and accuracy?
Please explain your answer.

While the FOA agrees that both speed and accuracy are important, it believes that the
importance of achieving accuracy in the sense of ensuring that all client money claimants and
creditors receive their “fair” share has proved to only be possible at the cost of speed. In this
sense, it does appear that the current regime is weighted in favour of accuracy. While FOA
members do not believe that any client or creditor would want to think that their rights were being
subordinated to the interests of returning cash to themselves and others faster, the reasons for
the delays do not seem to be primarily caused by a desire for greater accuracy, though it is clear
that this is an integral part of it. In olher words, the delay in returning cash to clients and creditors
in the LBIE and MF Global defaulis resutied from the lack of clear records kept by LBIE and the
desire of the administrators to seek court approval for their actions, respectively. While these
were important steps to be taken to ensure accuracy, the former would not need to have laken so
much time and effort if LBIE had kept better records and the latter might not have been as
necessary if the administrators were not so fearful of being challenged. Certainly any rule
changes would need to be harmonised with existing insolvency law to have any significant effect
on speed of recovery.

Many members believe that there is little benefit in further tinkering with CASS. In many cases
the event of a firm's insolvency will often identify serious failings in systems and controls, such
that client money has not been properly segregated or the requisite reconciliations have not been
undertaken, or shortfalls and discrepancies have not been corrected. The current changes that
have been introduced to the CASS regime including the CASS Resolution Pack (CASS RP),
reintroduction of the Client Money Asset Return, the creation of the CF10a client asset oversight
controlled function, together with the proposals in Part 1 of CP12/22 for the porting of margin
money and the Single Customer View, should all have an impact on the speed of distribution.
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There is a real danger that the creation of multiple sub-pools will not have the desired effect and
may even have the opposile result of slowing the process down, which is why the FOA has
serious reservations about its infroduction.

Question 22: Given the potential trade off between costs and speed, how fast do you think
client assets should be returned to retail clients following an insolvency and, as a percentage,
what loss should a retail client be prepared to incur to have client assets back in that time
period?

While some FOA members have closer links to retail clients than others, all FOA members
understand the importance of considering any proposed improvements to the client assets
regime from their perspective. The FOA believes that clients expect to receive the full amount of
their assets within a reasonable time frame and are prepared to wait a liftle longer to receive a full
and fair return in an investment context than for a deposit. That said, FOA members do not
believe clients are prepared to wait too long as, in many cases, they are relying on their
investments to cover various day to day expenditure and to meet liabilities. While this applies
equally to cash and securities, there may be a distinction between a client’s risk position and the
return of its cash in the sense that the client will want to know that its risk has been terminated
and that it is no longer incurring further losses and would likely find it useful to know this amount
even if it will not receive its assels for some lime. One way in which this could be improved may
be the provision of more frequent statements showing a client's positions and assets so that
clients know what to expect.

The FOA notes that the period within which the Financial Services Compensation Scheme
(FSCS) aims to resolve claims for investment business is significantly longer (within three or six
months of determination of a claimant's eligibility) than in relation to deposits {within seven
working days of the institution failing, or within twenty working days for more complex claims). it
would be a positive result if the time for investment business could be reduced and the FOA
would like to think that the work undertaken by firms to comply with new rules and enhanced FSA
monitoring of their client money arrangements would help to lower that differential. There is also
a difference between the maximurn compensation per person per firm for investments {100% of
the first £50,000) and deposits {100% of the first £85,000). However, consumers can manage this
by ensuring they diversify their investment providers. The client assets regime and the FSCS are
separate regimes but the FOA wonders whether there is any way in which the latter could be
used to improve the former for retail clients, for example by ensuring that they are paid a
parlicular percentage of their likely claims in advance of receiving them from the insolvency
praclitioner and the clients’ rights against the insolvency estate being assigned to the FSCS.

Even if this were not possible, the costs of the insolvency practitioner and administration need to
be covered and the need to apportion them proportionately will normally delay the final
distribution until such costs are determined. It may be worth considering making a provision for
the costs out of the FSCS directly for those clients eligible to claim, rather than taking it from the
client and the client then having to make a claim on the FSCS. This may assist in speed of
distribution for retail clients.

Question 23: Given the potential trade-off between costs and speed, how fast do you think
client assets should be returned to wholesale clients following an insolvency and, as a
percentage, what loss should a wholesale client be prepared to incur to have client assets
back in that time period?

The regime should be designed so that client assets can be returned to wholesale clients as
quickly as possible, albeit this will be subject to the level of protection chosen by clients. Most
types of wholesale client have cash flow requirements in the same way as retail clients and their
requirements are arguably more important since if businesses cannot pay one another or their
staff, then the crisis spreads through the economy rapidly. Wholesale clients clearly occupy a
broad spectrum and no doubt there are many that have sufficient reserves to cover a delay in the
period of return, but it would be impossible to create a regime based on such distinctions.
However, as with retail clients, it is important for a wholesale client to know that its risk has been
terminated, even if the client then has to wait a short period for the return of its assels.
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The FOA does not think that there can be an ideal figure aitached to this. If the stale of the
client's administration is poor then the losses may be considerably higher then might be expected
from a firm that was in generally good order but has been brought down due to the failure of a
group company. It is equally important for the reputation of the UK market that wholesale assets
are returned as speedily as possible, particularly where they are related to underlying retail funds.

Liquidity has always been cruclal to financial business but it has been more explicitly recognised
by regulators in the wake of the financial crisis. It will become even more fundamental for such
entities and other companies trading OTC derivatives with the introduction of EMIR. This is why
the EMIR mechanisms for porting or returning client assets are so fundamental, with the
likelihood of porting dependent on speed and, in the absence of porling, the client needing its
balance returned as quickly as possible.

Question 24: Should retail clients and wholesale clients be treated differently in respect of
client asset protection and distribution? Please explain your answer.

At present, the client asset regime offers the same protection and affords the same risks to all
clients, whether retail or wholesale, with the only “differential” being the greater scope for
wholesale clients to “opt out” of the regime through the use of the title transfer exclusion which is
considered justifiable on the basis lhat they have sufficient knowledge to understand the
consequences. The FOA does not feel, or perceive on the part of others, any particular desire to
develop the regime such that retail and wholesale clients that benefit from client asset protections
are treated differently to a greater degree than at present, subject to a possible reconsideration of
whether the level of disclosure provided to retail clients is sufficiently robust and the possibility of
any improvements that can be made to the FSCS arrangements.

The FOA would, nonetheless, reiterate the difficuities that a retail / wholesale client distinction
could cause in practice if there were a greater differential in treatment, with clients attempting to
have their categorisation changed in the lead up to a firm's likely failure and others disputing their
categorisation after the event. Any such distinctions, especially if based on unclear definitions,
may only serve to further increase the number of post-default disputes and extend the insolvency
process.

Question 25: Are there any other impediments that impact on the speed of return of client
assels not identified above?

The FOA believes that there is a complex web of inter-related factors that can impact on the
speed of return of client assets but agrees that these can be summarised as follows {accepting
that they are not all relevant in every case and that some of the work undertaken by the FSA over
the last few years is designed to improve some of them).

(a) The lack of compliance with the client assets regime exercised by the failed firm,
including the availability and accuracy of records. Weaknesses in this area represent the
greatest risk to a full and speedy return of client assets; more complexity increases the
risk of error.

{b)  The complexity of the business of the failed firm

(¢c) The likelihood of disputes arising in the wake of a firm's failure - in particular, any lack of
clarity in the client money rules is likely to be fully explored between claimants in such
circumstances

(d)  The desire of insolvency praclitioners to seek directions from the court in respect of the
steps they propose to take, which is understood to result from their personai liability

() Some of the conclusions of the LBIE insolvency including the use of the point of last
reconciliation as a means of ascerlaining client money entitlements because while
administrators are obliged to trace client money through proprietary accounts, the return
of client assets is likely to remain slow (as explained in paragraph 3.4 above)
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(f)y  Clients opting for lower levels of protection

The FOA believes that many of these factors relate to uncertainties and misunderstandings about
the operation of the client asset regime and its interaction with insolvency law, both by the failed
firm and those dealing with it - including its clients. Members therefore think that developing the
client assets regime fo include multiple client money pools and differential arrangements for retail
and wholesale clients would not speed up the return of client assets unless serious work was
undertaken to develop insolvency law in line with such changes and ensure that the new regime
as a whole is properly understood.

The FOA helieves the key statement is We therefore recognise thaf without changes fo the wider
framewaork that supports the client assets regime fo enable prompt decisions and actions fo be
taken, any changes we introduce may only marginally speed up the return of client assets.'
There should be no further cost to the industry, and therefore {o clients, by further changes to the
CASS regime until such other reviews have been completed. Without such reviews and
amendments to other legistation, any benefits from amendments to CASS will be minimal.

Question 26: Are there any other potential measures (not identified above) that you think
should be considered to increase the speed of return of client assets?

The FOA members consider that it might also be useful to consider the use of bar dates in setting
a deadline, before which those with a claim to client assets must lodge it with the insolvency
practitioner. The FOA appreciates that such deadlines were set in relation to both the LBIE and
MF Giobal administrations, but wonders wheather they could he made shorter or whether, if the
FSA introduced sub-pools, shorter dates could potentially be applied to wholesale client money
pools on the basis lhat such clients should have the resources to enable them to respond
quicker.

Members also wonder whether it is worth considering the treatment of cash received from
affiliates and whether treating it as client money slows down the return to everyone else. The
FOA appreciates that an affiliate of a firm might itself be holding cash on behalf of its client and
does not dispute that such cash should be protectad for the benefit of the client, but wonders
whether there could at least be global consistency in relation to the treatment of proprietary cash
of affiliates to avoid confusion.

The FOA also has some thoughts on some of the possibilities mentioned by the FSA.

(a) Regular statements: many FOA members are in a position to provide clients with
statements at a higher frequency and io a greater level of detail than required by the FSA
rules and will do so at the request of a client. However, they note that this may not be so
easy for all sizes of firm and that more frequent statements for clients would increase
costs and administration, with a commensurate impact for clients. The FOA would also
note that, while some clients do demand such additional information, there are likely to be
many that do not want it and so any such requirement should not be mandated and
should remain at the discretion of the client. Additionally clients will increasingly be able
to review their accounts online and through mobile applications.

(b  The FOA would find i helpful if the FSA could communicate its views on the implications /
impact (if any) on the use of the banking exemption. The FOA would also ask the FSA to
provide more clarity on their initial thoughts with regards to “exclusions” for tille transfer
arrangements in the client assets regime.

{c) Lock in / cooling-off periods: the FOA assumes that this potential proposal would take the
form of some new rules to establish limits on the exient to which clients can request a
change in their client money status, particularly in terms of how quickly they can expect a
firm to be able to achieve this in the run up to a potential failure and how it needs to be
evidenced to be valid. The FOA believes that this could be helpful in minimising the
extent of disputes arising in the wake of a default and would be particularly important if
sub-pools were introduced. However, the FOA would appreciate more guidance on how
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the FSA would see them operating so that it can determine how practical they would be
to implement.

(d) (i} Term deposits: Some members do not support the use of term deposits on risk
grounds. If a firm enters into agreements with its external ptacement banks that its money
will be held on term deposit, that firm will earn interest at a more favourable rate.
However, this benefit is outweighed by the fact that such money will not be immediately
available to clients in the event that the firm in question fails.

(i) However, other members, whilst recognising that term deposits give rise to potential
issues with the timeliness of return of cash to an insolvency practitioner, have
experienced issues with some banks' appetite to hold large amounts of cash on terms
which allow immediate access. This goes beyond the rate of return offered on such
accounts, and members have been requested by some banks io reduce amounts held
with them. The reasons for this are clearly linked to the banks’ own funding needs and
the requirements placed on them under the FSA's liquidity regime when holding instant
access deposits from financial institutions. In these cases, an ability to place some
portion of client money on term or notice deposits with higher-rated, systemic hanks Is
key to a members’ ability to maintain diversification across a range of banks. If all funds
were required to be on instant access, members would be faced with a dilemma of
reducing diversification or adding banks of lower credit quality. Neither of these options is
particularly attractive in the light of the responsibifities placed on them under CASS. A
wider scope of institutions with which firms could deposit client meney could also be
useful in this context as members have found that central banks will not generally accept
it

(iii} The FOA agrees that firms should not be using term deposits inappropriately, where
this involves too high a proportion of total client money being placed on term or at notice
and which could give rise to liquidity issues for the firm, or where funds are tied up for too
long a period in search of yield. However, members need the ability to strike a balance
between instant access for liquidity and term deposits to maintain safety. They also see
some benefit in their use in reducing operafional risk over bank holidays or short periods
of stress in parlicular markets such as Hurricane Sandy. The FOA does not consider
that, if a member has modelled historic client money balances and identified an
appropriate limit (and having received separate risk commitlee approval for banks with
which to place term money), the use of term deposits is inappropriate in and of itself and
would not want them to be prohibited. While firms need to be able to use their judgement
and experience, members would welcome guidance from the FSA on what they consider
to be the maximum acceptable tenor and / or percentage of funds. Various members
would be pleased to discuss the use of term deposits on a smaller group basis if that
would be of interest to the FSA.

Question 27: Are there any other potential measures (not identified above) that you think
should be considered to reduce the market impact of an insolvent firm that holds client
assets?

The FOA would be interested to hear more about the FSA’s thinking regarding the possibiiity of
enabling an insofvency practitioner to sell a failed firm's business without having to constitute the
client money pool and distribute client assets. The FOA believes that this could be an attractive
option if it were possible to effect a transfer sufficiently quickly that clients would not suffer any
loss or lack of certainty. However, the FOA is also unceriain how realistic it would be to obtain the
pre-consent of all clients to such a transfer, given the difficuities that most firms have in
transferring client assets on transfers of business while the firm is still solvent. The FOA wonders
whether, if the FSA were to proceed with this idea, it might be possible to build such consents
into legislation or the FSA rules to avoid such complications. The FOA assumes that any such
transfer mechanism would need to be incorporated into the relevant insolvency law regime in any
event.

Question 28: Are there any other potential measures (not identified above) that you think
should be considered to achieve a greater return of client assets?
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4.19 FOA members also have some thoughts on some of the FSA’s proposals for attempting to
achieve a greater return of client assets,

(a) Buffer: the FOA has previously asked the FSA for guidance on the use of buffers. It is
understood that the buffer under consideration would be for the purpose of providing
funds to cover the costs of distribution and, potentially, losses caused by the firm's failure.
Given the perceived change in thinking on buffers at the FSA, it is equaliy, if not more,
important to explain the FSA’s expectations on firms. The FOA helieves that a relaxation
of the FSA’s current position on buffers would have two additional benefits: it would help
to cover shortfalls and benefit firms in the reduction of movements intraday into and out of
the client money account. The FOA understands the FSA has previously been concemed
that firms should not need to hold buffers if their controls are sufficiently robust but
members perceive that both the pumposes mentioned can be legitimate and note that
buffers are considered useful in the capital and liquidity regimes so could also be
effective in respect of client money. Members are interested to understand how the FSA
would see them being calculated as different approaches suit different purposes but in
any event, would not want the calculation to be prescribed.

(b)  Alternative approach: the FOA also considers it is essential for the FSA to clarify its
expectations in refation to the alternative approach. Several FOA members use the
alternative approach in respect of at least some of their business lines and would face
operational difficulties if it were no longer available. Again, the FOA would be keen to
understand the FSA's thinking on these amendments so that the members who best
understand the issues could have an opportunity to input their practical considerations.

(¢c)  Prioritising some clients over others: before it could consider this properly, the FOA would
want much more information on the basis of how the FSA would propose to prioritise one
set of clients over another for the purpose of allocating a shortfall. However, the FOA
does not currently see how such an allocation could be sufficiently fair and it assumes the
FSA would have to make some value judgements about the industry. It certainly seems
unlikely that clients would agree to being categorised as lower priority.

(d) Insurance: private sector mutual insurance is likely to be difficult and costly to obtain and
maintain and there will be no certainty over whether, in the event of a systemic failure, the
insurance contracts would be honoured.

(e)  Segregation: The FOA would appreciate more detail around what prohibiting, limiting or
increasing controls around the use of client money segregation actually means.

4.20 A further measure that may be worth considering is making provision for the costs out of the
FSCS directly for those clients efigible to ¢laim, rather than taking it from the client and the client
then having to make a claim on the FSCS costs. This may assist in speed of distribution for retail
clienis.
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FOA Response to Section 8 of CP 13/5

Introduction

The FOA is the industry association for more than 160 firms and institutions which engage in derivatives
business, pariicularly in relation to exchange-traded transactions, and whose membership includes banks,
brokerage houses and other financial institutions, commaodity trade houses, power and energy companies,
exchanges and clearing houses, as well as a number of firms and organisations supplying services into the
futures and options sector (see Appendix 1).

The FOA supports the policy objectives of the current Review of the FCA’s client asset regime in CP 13/5
to improve the speed of returmn and achieve a greater return of assets to clients in the event of an
insolvency of an investment firm and to reduce the market impact of that insclvency. It anticipates that
these objectives, to the extent possible, will apply also to the approach taken in relation to indirect clients in
the event of the default of the direct client.

The FOA believes that the FCA's proposals with regard to indirect client clearing should be subject to the
same priority as expressed in paragraph 1.16 of the CP, namely, the importance of striking an appropriate
“balance” belween whal constitutes an “accurate” recovery for clients and the speed with which distribution
should be made following a firm's solvency.

The FOA is preparing to provide its members' views on the CP as a whole in due course but in the
meantime, and given the shorter deadline for responses on this point, provides its comments on Q.48
below.

As a general point, the FOA notes that the industry still has some work to do in determining how indirect
client clearing structures can operate and that some of this needs to be supported by changes in
legislation. While it welcomes the FCA's efforts to ensure that the concept is built into the client money
regime at this stage, it presumes that, o the extent the finalised proposals for amending Part Vil
Companies Act 1989 in order to safeguard the actions of a clearing member in relation to the management
and porting of the positions and associated collateral of indirect clients may impact on the outcome of the
proposed amendments to CASS, it will be the subject of further consuitation in line with the assurance
given in paragraph 1.31 of the CP.

Specific comments in response to Q.48 “Do you agree that our proposed changes will ensure that
CASS is compatible with the EMIR RTS? If not, please provide reasons.”

The FOA believes that the proposed changes are compatible with the EMIR RTS, but would make one or
two observations, largely for the purposes of clarity, parficularly for end-users of the market, namely:

o express confirmation that indirect clearing is not mandated, but a voluntary service that firms
may, at their discretion, decide to offer to any or all of the indirect clients of a direct client of the
clearing member; and

o because there is some confusion over the scope of indirect clearing, it should be clarified that —
as understood by the FOA — the scope of indirect clearing is limited to OTC contracts and does
not include exchange-traded contracts.

The FOA believes that it might be useful to clarify, for the purposes of Rule 7.5.2 and the definition of “client
transaction account”, that "intermediate broker” includes a firm that is a clearing member of a central
counterparty. This will make clear the basis on which a client holding its indirect client's cash as client
money may transfer it to the clearing member.

The FOA questions whether it would be preferable not to link CASS 7.2.15CR, 7.2.15DR and CASS
7A24AG(1A) ({from the draft Client Asset Sourcebook ({(Indirect Clearing} Instrument 2013) and
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7A.2.6BG(1A) (from the draft Client Assets Sourcebook (Amendment No 4) Instrument 2013) to the "EMIR
Level 2 Regulation” directly given that the provisions on indirect client clearing in EMIR relate specifically to
the clearing obligation as set out in Article 4 EMIR and would therefore not capture indirect clearing
arrangements belng used to clear contracts that are not subject to the clearing obligation. We assume that
the authorities intend to encourage clearing outside the scope of the clearing obligation and that where this
happens, the protections that are afforded to indirect clearing that is subject to the clearing obligation
should be extended. The FOA recognises that the FCA is following the drafting approach taken in the
amendments that were made to incorporate EMIR last year but the references to EMIR itself are not
exclusive in the sense that they do not relate specifically to the scope of the clearing obligation.

In both CASS 7.2.15R and, to the extent cash is returned to the client's insolvency official, CASS 7A.2.4 or
CASS 7A.2.4A (from the draft Client Asset Sourcebook (Indirect Clearing) Instrument 2013) or CASS
7A.2.6BG (1) and (1A) (from the draft Client Assets Sourcebook (Amendment No 4) Instrument 2013), the
FOA believes it would be helpful to clarify that payments of client money made by a clearing member (o a
client for onward distribution to its indirect client would not result in that money ceasing to be client money
until that secondary distribution has taken place.

Given the complexity of trying to incorporate indirect client clearing into CASS, the FOA also wonders
whether the FCA might consider clarifying, possibly in a policy statement or a section of the FCA Rules
(separate to the seclions of CASS discussed above) the obligations of the clearing member, client and
indirect client, including those relating to client money. It is considered that this might be useful to help
develop a consistent understanding of how indirect clearing is intended to operate.

The FOA and its members would be pleased to discuss any of these issuves further with the FCA.
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