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Financial Conduct Authority
25 The North Colonnade
Canary Wharf
London E14 5HS

ATTN: Emad Aladhal

11 October 2013

Dear Sirs

Feedback on Consultation Paper 13/5 – Review of the client assets regime for
investment business (the CP)

Thank you for the opportunity to provide feedback on the proposed changes to the UK client assets
regime as set out in the Client Assets Sourcebook (CASS). We recognise the importance of protecting
clients from loss of client money and assets, and the role that this regime plays in ensuring that
consumers can have trust and confidence in financial institutions and markets. We appreciate your
willingness to consider a wide range of CASS issues through this consultation, and the very significant
efforts you have put into shaping these proposals, and into engaging with the industry and professional
services firms like us during this process.

The reforms to CASS are a part of the wider financial services reform agenda in the UK, the European
Union and internationally. While we welcome the proposed changes, the CASS rules alone cannot
ensure speedier return of client assets on insolvency and better consumer protection. To achieve those
objectives, the CASS rules must work in conjunction with many other legislative and regulatory
measures. For example, other initiatives such as MiFID II and the proposed changes to the UK’s
Special Administration Regime may affect the way firms and insolvency practitioners (IPs) deal with
client money and assets.

Many of the proposed changes will have significant implications for the roles that auditors and IPs
play. We welcome your proposals in principle, and your intention to bring greater certainty and clarity
over the treatment of client money and assets. We also welcome your efforts to improve the speed of
return of client assets after a firm becomes insolvent.

We see many of the proposals as an improvement to CASS, in particular:

 Internal custody reconciliation: The existing rule is poorly understood and poorly complied
with, in our experience. By proposing an “internal system evaluation method” you are positively
responding to market practice. The new rules would make it clear to firms what risks they need to
mitigate and allow them to demonstrate that they can address these risks through well-designed
systems and controls.

 Frequency of custody reconciliations: Specifying how often custody reconciliations must be
performed will improve market discipline and make your expectations clearer to firms.
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 Acknowledgment letter template: The template will help bring consistency. It should help IPs
uphold the trust status of client bank accounts.

 Enhanced reporting to clients: The new Client Assets Disclosure Document (CADD) will help
keep clients better informed of what level of protection their client assets are afforded, and the
risks of placing money or assets with firms.

In some areas, we agree with the spirit of the proposals but have concerns about the detail of the rules
as drafted. CASS is rules-based, not principles-based. As auditors, we need the CASS rules and the
criteria set out in them to be precise, so that we can accurately report to the FCA on firms’ compliance
with the rules in CASS assurance reports (CASS reports). We’ve included detailed comments in the
Appendix to this letter, but we would like to highlight a number of key points:

 Costs of CASS reports: The proposed changes are extensive, and will result in changes to most
firms’ systems and controls, cash-flows and/or customer agreements. As auditors, we will need to
do additional work to prepare our annual CASS reports on firms to the FCA. We expect the CASS
report costs to increase both in the year the rules change and, in subsequent years, where the rules
have been tightened.

 Auditors’ letters: The proposed rules call for auditors to provide “reasonable assurance
opinions” in several situations where firms make changes to their systems and controls. An
assurance opinion must be based on evidence obtained through observation and testing. We can
only observe systems and controls as they are operating, and we can only test those controls
historically or as they operate. Therefore, we do not believe that auditors can provide a “reasonable
assurance opinion” on an investment firm’s systems and controls before implementation.

But we could provide an “expert view” on the design of systems and controls before
implementation. An expert view does not constitute “assurance”. We would base this view on
documentation provided by the firm and by applying our experience with other firms.

We could subsequently provide a reasonable assurance opinion, after a firm has put the relevant
systems and controls in place and has been operating them for sufficient time for us to observe and
test them appropriately.

As the audit profession’s regulator, the Financial Reporting Council (FRC) has an important role to
play in the development of standards that auditors should meet in providing assurance to the FCA.
We hope that you will continue your constructive engagement with the FRC.

 Banking exemption: We agree that greater certainty is needed on whether deposit takers hold
their clients’ money as depositor or as client money, to help clients understand the risks to which
they are exposed and to give IPs greater certainty on how to treat client claims. But as written, the
proposed rules do not provide this certainty. The proposed rule states that client money rules do
not apply to an approved bank (non-EEA bank) when it carries on designated investment business
for its clients and “holds any money relating to that business on its balance sheet”. It is not clear
whether the proposed rule is referring to (i) any money held by the firm on behalf of its clients as
an asset on the balance sheet or (ii) recognising the obligation to return that money as a liability on
the balance sheet.
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We believe that the proposed five day time period for allocation of client money to specific clients
will be very challenging for any bank that is arranged along functional lines (where one function
may perform work for a number of legal entities) and which “rolls up” transactions to the balance
sheet at the end of the day, rather than posting each individual transaction. We suggest that firms
should be required to develop and document a policy in relation to prompt resolution of unapplied
credits for the relevant business lines. The policy should be discussed with their auditors and
agreed at the board level. The firm’s policy should set out how they treat unallocated deposits for
client money purposes so as to avoid any systemic over-segregation. We also suggest that draft
CASS 7.4.28CG should make clear that money which cannot be allocated within the timeframe
should be returned to the originator as quickly as possibly (whilst the originator still has its own
transaction records to hand and should be able to return the funds to the underlying client).

 Delivery versus payment (DvP) exemptions:

o Settlement arrangements and segregation: As written, the proposed rules do not
align with the way DvP sales through commercial settlement systems are carried out. In
practice, firms will pay money received on DvP sales into their CREST settlement accounts
(which will not be segregated client money accounts). It is not clear to us how will firms
demonstrate compliance with the normal approach to client money segregation, which
requires client money to be segregated on receipt when using a CREST settlement account.

o Removing the DvP window: Although we agree in principle that removing the DvP
window for authorised fund managers would enhance consumer protection, removing the
DvP window may have a significant effect on some firms’ business models. The FCA’s cost
benefit analysis (CBA) does not appear to reflect this. We believe that firms should be
given more time to make these changes, to ensure that consumer protection is not
compromised through rushed implementation.

 Custody reconciliation discrepancies: The proposed rules would require firms to
immediately make good shortfalls identified through custody reconciliations in all circumstances.
This requirement could have very significant funding implications for firms, particularly those
with a high volume of trades but low margins (e.g. platforms). It may force some firms to change
their business models, if prefunding is not a viable option for them.

 Transfer to third parties: We agree that firms should be able to transfer client money to third
parties, but the rules need to be clearer on discharge of firms’ fiduciary duties where clients
haven’t consented to the transfer. When would it be appropriate for money to be transferred to an
investment firm that was not subject to CASS? How could a firm demonstrate that it had used
“best endeavours” to ensure that transferred money is protected in those circumstances? It might
be clearer to prohibit such transfers, except in specific circumstances (e.g. transfers to bare
trustees or insurers).

 Cleared funds: We are concerned that the proposed rules could lead to firms having to prefund
transactions with house money, or wait for funds to clear before arranging deals. We expect this
would result in poorer customer outcomes – either by reducing competition, as smaller firms
would be less likely to have the liquidity to fund, or by exposing customers to price movement for
several days while funds clear. Also, there is no legal definition of the term “cleared” and there is
no definite date after which payments can be considered “cleared”. A better solution might be to
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require (all) firms to assess the risk of intra-day cross-funding within their business and to provide
a buffer of house money where appropriate.

 Alternative approach: If the alternative approach provides better protection for client money
than the normal approach for large firms with a multi-currency, multi-product business, then that
approach should also be available to smaller firms with similar businesses. Will new market
entrants which meet the criteria be permitted to use the alternative approach?

 Custody rules: Expanding the custody rules to mirror more aspects of the client money rules is
helpful (e.g. on unclaimed custody assets). But the custody rules give firms much less certainty
than the client money rules. For example, the existing and proposed rules don’t cover when an
asset becomes a custody asset (e.g. for units in investment funds, does this occur when the unit is
created or when it is settled?) How should unallocated custody assets be dealt with (e.g. arising
from scrip dividends or other corporate actions)? It would be helpful to have rules or guidance on
these issues.

We hope that our comments will be helpful to you and we would be pleased to discuss them further
with you. If you would like to do so, please contact Anne Simpson on 0207 804 2093 or Laura Cox on
020 7212 1579.

Yours faithfully

PricewaterhouseCoopers LLP
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APPENDIX

I) Responses to individual questions raised in CP 13/5

Q1 – Do you think we should implement the speed proposal or codify the existing
regime? Please explain the reasons for your response.

Response:

We believe that the Financial Conduct Authority (FCA) should implement the speed proposal, rather
than codifying the existing regime.

If large, interconnected firms with wide reach fail, that poses the greatest risk to financial stability and
market and consumer confidence. To be fit for purpose, the rules need to be capable of being to be
applied to these firms. In practice, firms with numerous business lines and locations may not have
sufficient consolidated records and reconciliations to enable the initial pool to be quickly distributed,
particularly because it may not be clear which of such firms’ clients and products are subject to CASS.

We suggest the FCA add additional guidance in draft CASS 7A.2.4 (2A) R, to make it clear how quickly
and under which circumstances funds from the initial pool can be transferred to the residual pool.

We would like to share some of our concerns on the impact that the speed proposal may have on the
IP’s liability. The IP’s powers, responsibilities and obligations are governed by the Insolvency Act and
trust law. On insolvency, the CASS 7A rules effectively form a trust for the administration of the client
asset estate. The powers under the trust created by CASS differ from the IP’s powers under the
Insolvency Act. For example, under the distribution rules the IP does not have the power to promote a
compromise. We suggest that the CASS 7A rules should include a schedule of powers, based on the
Insolvency Act. Also, the CASS 7A rules should be drafted so as to eliminate any conflicts between the
distribution rules and the IPs responsibilities under trust law and the Insolvency Act.

Because the IP administers the client asset estate and the firm’s insolvent estate separately, it is
possible for an individual to have a claim on the client asset estate but a creditor balance with the
firm’s insolvent estate. This situation is particularly likely to arise if a firm had some investment-
related cashflows that were client money and some that were not (e.g. under TTCA). We believe the
views and expertise of the Insolvency Practitioners Association will be critical to designing a workable
proposal.

Q2 – Do you agree that, where used, this transfer proposal will be beneficial to clients?
If not, please provide reasons.

Response:

Yes, we agree in principle.

But we believe that the rules should allow IPs more time to analyse the client assets involved in
potential transfers and to negotiate with potential buyers. More than one regulator may need to give
consent to cross border transfers, which might take more time.
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The wording in draft CASS 7A.2.4I R (2) isn’t sufficiently clear. The draft rule states that “the amount
transferred constitutes the entirety of the initial pool and any residual pool held by the firm”. The
proposed rules envisage that part of the business and the corresponding client money could be
transferred. Transferring the whole of the initial pool may prejudice the sale of remaining portions of
the firm, or it may be inappropriate to transfer the entire client money portfolio to another entity that
is only acquiring a portion of the business.

Q3 – 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.

Response:

We consider that hindsight should be applied in respect of transactions which have settled after the
primary pooling event (PPE) and before the establishment of the initial pool. But in some cases,
applying hindsight could slow down the return of client money, because in practice not all clients close
out their positions, even though the investment firm is insolvent. The rules should make it clear that
the IP is not obliged to wait for all transactions that meet the definition under draft CASS 7A.2.4D(1) R
to settle.

Q4 – 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.

Response:

We agree with the proposal in principle. As the beneficiaries of unclaimed client money still have a
proprietary interest in the estate under trust law, we would like to understand how the pooling of
unclaimed amounts would work in this context. We think that for this to work under trust law, client
agreements would need to have covered the process of redistributing unclaimed client money.

The timescales in the proposed rules are unclear. Draft CASS 7A.2.6EE (1)(b) states that the firm
must allow the client 28 days from the initial communication to make a claim. This contradicts
CASS 7A.2.6EE (1)(d) which requires further contact to the client be made “three months in advance of
the final distribution from the relevant client money pool”. These multiple deadlines could be
confusing. It would also prevent IPs from making a final distribution less than 3 months from the PPE.

For IPs to administer the client money pool, the rules should set out the process if a claim is made
after unclaimed balances have been transferred and state whether unclaimed amounts form part of the
residual pool. We would also like to see guidance about how sums that are paid to clients but not
cashed (so which effectively become unclaimed) should be treated.

Q5 – 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.

Response:

We agree that the rules should make it simpler to allocate and distribute smaller unclaimed amounts
of client money.
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But £10 seems arbitrary and low, and would not even cover the costs of contacting and transferring a
claim to a client. We suggest that the IP should be given powers to propose a higher de minimis sum,
to be approved by the Court or Committee. We believe that the limit should be higher for professional
clients than retail customers.

Q6 – Do you agree with the proposals regarding treatment of interest and currency
conversion? If not, please provide reasons.

Response:

We agree that interest earned after a PPE should be used to make good a shortfall in the overall client
money pool. Draft CASS 7A.2.7A R (1) doesn’t allow client money received after a PPE to be pooled
with client money held at the PPE. We suggest that this rule is amended to exclude interest in these
circumstances. The proposed rules should also provide greater clarity concerning the treatment of
interest where there is no shortfall. Otherwise there is a risk that the client money pool will be
overfunded, creating an arbitrage between client money claims (paid in full) and general creditor
claims which additionally attract statutory interest.

We agree that the client money pool should be converted to the most prevalent currency. Under the
Insolvency Act, currency is converted using an intraday spread but the proposed rules use an end of
day position. We suggest that the CASS 7A method should be made consistent with the Insolvency Act.

Q7 – Do you agree with the proposals regarding the treatment of client money
received after a PPE? If not, please provide reasons.

Response:

Yes.

We also suggest that the rules should provide that post-administration bank accounts should not be
under the same terms of business as pre-administration bank accounts, because there may be specific
legal requirements for the post-administration accounts.

Q8 – Do you agree with the proposals regarding a secondary pooling event? If not,
please provide reasons.

Response:

We agree in principle. We would like guidance on how the porting mechanism would work in practice.

If a firm’s third party administrator (TPA) becomes insolvent, the firm may not be able to carry out its
own reconciliations. The rules should clarify how record-keeping and reconciliations should be
maintained if a TPA becomes insolvent.
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Q9 – Do you agree with the amended proposals to allow clearing firms to operate
multiple client money pools? If not, please provide reasons.

Response:

Yes. We agree that clearing member firms offering net omnibus client transaction accounts at EMIR
authorised CCPs should be able to operate multiple pools. Although firms do not have to operate
multiple pools, we expect that they will respond to client requests and so may need to operate a large
number of pools. If so, the cost of compliance could be high.

We would welcome further guidance from the FCA on the following areas:

 Under the existing rules, firms collect the gross margin from clients (in client bank accounts
under normal approach) and place the net margin with CCPs in the net omnibus client
transaction account held at the CCP. The difference between the gross margin and net margin
will be held as client money in the client bank accounts. Under the proposed rules, firms may be
required to open a sub-pool client bank account and a sub-pool client transaction account for
clients requesting such sub-pool. How firms are operationally expected to capture the difference
between gross margin and net margin held at the net omnibus client transaction account in the
client money bank account opened for the client money sub-pool? Do the proposed rules
implicitly assume that this difference will always be held in the client money bank account
maintained for that sub-pool?

 What type of unique identifying reference is expected for each client bank account or client
transaction account maintained for a client money sub-pool? Is the term “sub-pool” expected to
be included in the account name?

 Operating client money sub-pools is a new concept for clearing member firms and could require
them to modify their systems and controls around record keeping, reconciliations and
segregations to comply with CASS 7. Considering the changes that firms may need to make, we
question whether firms should be required to obtain an auditor letter on the design and
operating effectiveness of controls over the sub-pools as part of their notification to the FCA.

We expect that firms operating multiple pools will face significant additional annual costs relating to
the CASS report because the auditor may need to apply its methodology and sample sizes to each
individual pool. We suggest that the FCA should engage with the FRC so that auditors have
meaningful, consistent guidance on how to approach multiple pools.

Q10 – Do you agree with our proposal to clarify the application of the client money
rules in this way?

Response:

Yes. We believe the additional guidance and strengthening of existing rules will help firms apply CASS
7 appropriately. We would welcome further guidance from the FCA on what constitutes investment
business, particularly with respect to cash-based instruments.

We suggest that draft CASS 7.1.1BG should be modified to acknowledge that money may be exempt
under the rules, e.g. under professional client opt-outs, the banking or DvP exemptions. We also ask
the FCA to clarify in general whether firms that apply an exemption such that money received does not
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need to be treated as client money are nevertheless subject to the rest of the client money rules, as a
number of related provisions use terminology such as this to refer to “CASS 7” firms.

We also note that the professional client opt-out remains available for non-MiFID business. We
wonder how this fits within the context that, elsewhere, the rules seek to protect all client money all of
the time. We also note that non-MiFID business includes UCITS business and investment business
carried out by branches of non-EEA firms. Firms may be able to use the professional client-opt out for
eligible clients and therefore negate some of the FCA’s efforts to make bring previously exempt
cashflows into client money (e.g. transactions between platforms and UCITS firms; institutional
investment business carried out by branches of non-EEA firms).

The CP text states that:

“If money relating to investment business is not held by the firm (as client money) the firm must
assess whether it is providing appropriate protection for clients’ money, for example by complying
with the mandate rules”

This isn’t reflected in the proposed rules.

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

Response:

Yes. Despite the relatively detailed nature of our comments below, we welcome the move to clarify the
banking exemption, and we hope our observations will help to remove further uncertainty.

We note the change to the default position on the banking exemption. Firms must notify clients of
whether money is held as deposit-taker or as client money. So we consider the “default position” to be
of little practical effect, except as a means to defend any claims from depositors against the client
money pool. We suggest that the application definitions in draft CASS 7.1.8A R should be the same for
BCD credit institutions and other approved banks.

Holding money on balance sheet

The BCD does not define “deposit” and so we suggest that draft CASS 7.1.8A R shouldn’t refer to
“deposits within the meaning of the BCD”. We do not believe that draft CASS 7.1.8C G is sufficient to
clarify what a deposit looks like. As a technical point we think this should refer to money being
recognised as a liability on a firm’s balance sheet, rather than “held on balance sheet,” which implies
an asset. We are also aware that there is diversity in practice about how investment firms recognise
client money, with some firms recognising an asset on balance sheet with a corresponding liability.

Draft CASS 7.1.8C G supports the view that a nostro account can be considered within the scope of the
banking exemption, but the CP text indicates that money held with third parties must be client money.
If a firm recognises a deposit liability to a customer we do not consider where any related asset is held
to be relevant. We would also welcome guidance from the FCA on whether money market deposits and
client transaction accounts can be within the scope of the banking exemption.

We understand that large banks operating across multiple jurisdictions and that are set up along
functional lines (where one function may perform work for a number of entities) commonly “roll up”
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transactions to the balance sheet at the end of the day, rather than posting each individual transaction.
In particular, for banks involved in high volumes of transactions, such as collateral substitution or repo
finance, it may not prove technically possible or desirable from a risk perspective to write real-time
information to the balance sheet in respect of every intraday transaction. We would welcome
clarification of whether holding money on the balance sheet means that transactions must be posted
intraday.

Prompt allocation to clients

We believe that banks arranged along functional lines will struggle to allocate amounts to clients
within five days under draft CASS 7.1.10 G (2). We suggest that firms should be required to develop
and document a policy in relation to prompt resolution of unapplied credits for the relevant business
lines. The policy should be discussed with their auditors and agreed at the board level. The firm’s
policy should set out how they treat unallocated deposits for client money purposes so as to avoid any
systemic over-segregation. We also suggest that draft CASS 7.4.28C G should make clear that money
which cannot be allocated within the timeframe should be returned to the originator as quickly as
possible (whilst the originator still has its own transaction records to hand and should be able to
return the funds to the underlying client). Segregating untraced money as client money poses a CASS
risk for two clear reasons:

 the actual client does not have the money accounted for anywhere (i.e. not at originator bank,
not as a deposit at the recipient bank, and does not have a verifiable claim against any client
money); and

 the chances of such money genuinely requiring client money protection are likely to be small,
because it was received into a non-client money collection account or nostro account, so there
is a high risk of systemic over-segregation.

Interaction with other exemptions

We would welcome guidance on how other exemptions within CASS apply to deposit takers. For
example, if a bank moves deposit money into a CREST settlement bank account to effect a client’s
purchase of securities, can it take advantage of the DvP exemption if it adheres to the DvP window?
We consider it to be extremely challenging to deal as agent through a commercial settlement system
without relying on the DvP exemption due to the way in which order queues, debit caps and headroom
stop settlement bank accounts from being considered client bank accounts.

In the context of trades being settled on a DvP basis, this issue may be avoided if (1) it is confirmed
that banks relying on the banking exemption can also separately take advantage of the DvP exemption,
and (2) that the DvP exemption does not require a firm to retain the money and pass it through its own
settlement account (i.e. it can pass it to a third party settlement agent outside of CASS 7 entirely,
provided the DvP window is observed).

Other matters

We suggest that the disclosures required by draft CASS 7.1.8E R should be harmonised with those
required by CASS 7.1.10A R to ensure a consistent approach to disclosure.
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Where a bank does identify client money in line with draft CASS 7.1.8E R, we would welcome some
clarity over the timing and method of segregation. We suggest that this may sit best within CASS 7.4.1
G, possibly with a cross-reference in CASS 7.1.8E R.

We note a typographical error in that there is no CASS 7.1.10B in either the current or the proposed
rules.

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

Response:

Yes. The proposed changes to CASS 1.4.8 R and CASS 7.7 provide helpful clarification to the existing
rules. The pensions regime and CASS distribution rules are incompatible, so we strongly agree with the
proposal to disapply the distribution rules for trustee firms.

We don’t think many trustee firms will choose to apply the client money rules differently for different
trusts. This proposal would allow trustee firms to respond to client requests and give a higher level of
protection where they think it is appropriate. But trustees taking advantage of this option would need
to have different breach reporting and other procedures and deal with additional audit queries.

It is still unclear when a trustee firm is required to fund a “deficit” identified through the internal client
money reconciliation. Firms and their auditors need more clarity in this area to determine what
constitutes a reportable breach of the rules.

We note that the definition of trustee firm has been amended to exclude trusts arising as a result of the
statutory trust under CASS. We suggest that the definition of “client” may also need to be similarly
changed to make explicit that if a client is only a beneficiary of a trust as a result of the statutory trust,
they are still a client.

Q13 – Do you agree with the proposals relating to the TTCA provisions? If not, please
provide reasons.

Response:

Yes, we agree with the proposals, which improve the existing rules and will help reduce the amount of
time required for firms to transfer assets back to clients. We would welcome further guidance from the
FCA on these areas:

 The proposed rules allow firms flexibility in determining the time it takes to safe custody the
assets or protect the client money. We would like the FCA to provide more clarity on the length
of time firms may take to terminate a TTCA.

 We suggest it would be appropriate for assets under CASS 3 to be included in the proposed
CASS 9 client reporting requirements. This measure would help clients understand that their
assets are not provided the same protection as under CASS 6 and CASS 7.
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Q14 – Do you agree with the proposal of clarifying the requirements around the DvP
window? If not, please provide reasons.

Response:

Yes, we agree in principle and believe that the misuse of the exemption puts client assets at risk.

In practice, the proceeds of DvP sales are paid into CREST settlement accounts and therefore cannot
normally be paid directly into client bank accounts. We suggest that draft CASS 6.1.12A G should be
amended to make clear that proceeds of DvP sales within the window need not comply with draft CASS
7.4.1A R. Without this amendment, we think the proposed rules are not workable.

We believe that the commercial settlement system DvP exemptions (existing CASS 6.1.12 R and CASS
7.2.8 R rules) are necessary for both purchases and sales. That is, for purchases the cash is exempt
from the client money rules up until the point at which the transaction settles, then the assets are
similarly exempt post-settlement (whilst the DvP window applies); the converse would apply to sales.
Because CREST settlement accounts have debit caps (effectively overdrafts) and because one client’s
money may be used to fund another’s transactions, due to the queuing of trades, we believe that
CREST settlement accounts shouldn’t be set up as client money accounts. We think it would be useful
to firms if the FCA provides guidance on whether it is possible to transact through CREST without
using the DvP exemption.

Dividends and other client entitlements are often paid via CREST directly to the bank account
connected to the legal shareholder’s CREST account. In such cases, the money will need to pass
through a bank account in the name of the nominee company. Accounts in the name of a nominee
company cannot be client bank accounts. We suggest that the rules should allow firms to receive
dividends into a nominee account provided they are promptly banked as client money.

Because the exemption is framed as a “window”, we suggest that draft CASS 7.2.8 R should be
amended to make clear when that window starts. For example, we suggest the rule should make clear
whether funds received by the firm that will be used for the transaction through a commercial
settlement system can be exempt or whether the “window” only applies during the transaction through
a commercial settlement system itself – that is, while it is in the CREST settlement account. As receipts
from customers would not meet the “required by the very nature of the transaction” test, we expect
that the proposed changes to this rule could significantly impact firms applying a more liberal
interpretation of the rule, as those firms may not have client money permissions.

Other challenges that firms may face in terms of the cost and time required to implement the proposed
changes include:

 enhancing existing systems and controls to ensure all client assets relevant to trades settling on
settlement systems not consistent with the new definition of a “commercial settlement system”
are segregated in accordance with CASS 6 and CASS 7

 increased costs relating to the annual CASS report in the year of change
 appointing a CF10a (where client money balances increase above the threshold for CASS

medium firm) putting processes in place to complete a CMAR
 re-papering all client agreements and ensuring clients agree the new terms regarding the firm’s

use of the exemption; and
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 updating all relevant procedures and policies.

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

Response:

We agree in principle that removing the “delivery versus payment” window for authorised fund
managers would enhance consumer protection.

Impact on firms

Removing the window will have a significant effect on some authorised fund managers’ business
models.

If the DvP window is removed, firms may need to:

 amend their systems so that deals are not processed until they are matched to a cleared
customer remittance or cease to accept cheques as payment for deals

 ensure that fees are removed from the client money account on a daily basis (because a
subscription would be a “mixed remittance”)

 ensure that no interest is received on the client money accounts now used to receive
subscriptions, given the operational complexity of allocating interest across numerous small
investors holding client money typically for a day or less

 amend their general ledger accounting and financial reporting
 for firms whose client money balances greatly increase, institute governance procedures such as

appointing a CF10a and put processes in place to complete the CMAR going forward
 carefully consider cash flows, with particular attention to where deals could be placed (and paid

for) before subscriptions are received/cleared – some firms may not have sufficient liquidity to
pre-fund such deals, which may place smaller firms at a competitive disadvantage; and

 establish or enhance their reconciliation procedures to capture the DvP transactions.

We believe that the CBA underestimates the likely costs to the industry of this change. Because firms
(or their outsourcers) may need to make significant changes to processes, systems and/or their means
of transacting with customers, we suggest a longer transitional period of a year or more would be
appropriate. Many authorised fund managers are dependent on processes at outsourcers and may be
constrained in how quickly they can amend their business model in response to the rule changes and
by how quickly their outsourcers can make any necessary systems changes.

Impact on CASS reports

Firms previously applying this exemption are likely to incur additional costs:

 if an auditors’ letter on design effectiveness of the new systems is required
 to review any changes to the firm’s business model, cashflows, systems and oversight

arrangements; and
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 to carry out the work required in the year the transition is made, to verify compliance before the
transition is made and after the firm has ceased to use the DvP window.

Settlement procedures

The proposal to remove the DvP exemption has led firms to consider settlement processes more closely
both for Authorised Corporate Directors (ACDs) and for firms holding units in collective investment
schemes.

Following FCA’s Collective Investment Schemes sourcebook (COLL) and normal market practice, the
point at which units of an authorised fund are created is not necessarily the same as the point at which
the depositary/trustees receive payment or when clients pay the authorised fund manager. Clients
include retail investors paying by varying means including cheque and direct debits, but also brokers
and platforms placing bulk deals. Creations and cancellations of units are typically settled net with the
trustee/depositary.

As the rules are written, the net settlement of units could create a client money shortfall for the ACD.
We are aware that there is an argument that adjustments to the individual client balance would need
to be made where units have been created but the client has not paid, or units have been cancelled but
the ACD has not received the settlement proceeds. If this is the FCA’s intention, this requirement could
have significant funding implications for firms.

It would be helpful if the FCA could provide further clarity as to how the rules on identifying and
funding shortfalls and only trading with cleared funds would apply, to ensure that normal market
practice for fund managers will not be deemed to be in breach of the rules. See also our response to
question 25 regarding physical receipts and allocations of client money.

Authorised fund managers and ACDs often act as principal in respect of unit transactions. We are
aware that there are differing interpretations of the consequences of this activity for client money
protection in the marketplace. As written, the rules could be interpreted so that if a firm acts as
principal, subscription and redemption money en route between the trustee/depositary and clients do
not need to be segregated. We believe that the FCA’s intent is that money received in relation to unit
transactions in collective investment schemes should be treated as client money. We suggest this is
made explicit.

The custody rules don’t state when an asset becomes a custody asset. For transactions in equities,
where the cash is exchanged for the asset, this is normally relatively clear. But for funds, the day when
the ACD receives payment for subscription is not necessarily the same as the day that units are
created. And depending on the firm’s box management, units may not be created at this point. The
receipt by the ACD, payment to the trustee or depositary, and the allocation of units to the client are
three different events. So firms holding units in collective investment schemes such as platforms and
ISA managers vary in whether they recognise units in collective investment schemes as being held on
behalf of an investor by a firm - and therefore reconciled in line with the requirements in CASS 6 -
from trade date or settlement date. For clarity, if the FCA believes that when units have been created
but not paid this situation should reduce a customers’ individual client balance, the logical outcome is
that for unpaid purchases, the firm would need to remove money from the client money account. We
do not think that this outcome is sensible or desirable. Conversely if units have been cancelled but no
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payment has been received, then if the FCA believes that this situation causes a deficit in the client
money account, firms could face significant funding obligations.

We are aware that there is diversity in interpretation in the industry on these two issues. To provide a
level playing field and to avoid disagreement between firms and their auditors, we suggest the made
rules should set out how ACDs and fund investors should determine whether the customer is entitled
to units, and whether a client’s entitlement to units (whether paid or not) should impact the amount of
client money segregated.

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

Response:

Yes. Depending on the terms and conditions with clients, interest earned on client money and received
by firms should be segregated at all times.

We noted some wording issues:

 As currently drafted, the rules require firms to either pay all interest earned on client money to
retail clients or to agree that no interest will be paid. At present, many firms agree terms with
clients that specify how much interest will be passed on to the client, under the existing rule
(CASS 7.2.14 R).

 We suggest draft CASS 7.2.14A R (3) should be included as a separate section of draft CASS
7.2.14A R or should be included as a sub-section to draft CASS 7.2.14R (2), because we believe
that this requirement would only apply if firms have agreed to pay all interest to retail clients;
and

 It is not clear what the difference is between “received or paid” interest (draft CASS 7.2.14A R
(3)) and “earned” interest (draft CASS 7.2.14A R (1)).

Firms receiving interest on client money may need to:

 re-design processes to ensure that interest received is segregated pending allocation to clients as
per the client agreement

 strengthen and re-paper client agreements to clearly define when interest is due and payable to
clients; and

 allocate interest within one business day of receipt. Logistically this requirement may be very
difficult to comply with because client money is typically pooled across a number of banks that
pay varying rates of interest at different times.

They will incur costs in doing so, and will need appropriate transitional periods to implement these
changes.
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Q17 – Do you agree with these proposals on money ceasing to be client money? If not,
please provide reasons.

Response:

Yes, in general we agree with most of the FCA’s proposals and believe that the proposed changes will
help clarify the circumstances in which firms have discharged their fiduciary duties.

But we are concerned that the proposed change in draft CASS 7.2.15 R(2) may be in conflict with or
overlap with CASS 7.2.15 R(1).

CASS 7.2.15 R(1) states that money ceases to be client money when “it is paid to the client, or a duly
authorised representative of the client”. Draft CASS 7.2.15 R(3) states that money ceases to be client
money when “it is paid into a bank account of the client (not being an account which is also in the
name of the firm) on the instruction, or with the specific consent, of the client”. So, clients don’t need
to consent for money to be paid to them under the existing rules, but instruction or consent is required
under the proposed rules when money is paid to a client’s own bank account.

It is unclear why, from a legal or contractual point of view, firms would need a client’s consent to pay
money that belongs to the client into the client’s own bank account. Under the proposed rules, it is
unclear whether consent is required for each transaction, which would be extremely onerous and
would create operational complexity (e.g. for any dividend payment or settlement proceeds). If firms
were able to obtain blanket consent through the client agreement, they would need to repaper existing
agreements with clients, which is a burdensome process.

We believe CASS 7.2.15 R should include all money that falls under exemptions, i.e. money that falls
within the banking exemption, the DvP window or TTCA. In practice, we have noticed that where firms
rely on the banking exemption to place money on deposit with third parties, the money is usually
returned into a nostro account that is in the firm’s name rather than direct into the clients’ own bank
account. The rule needs to allow for discharge of fiduciary duty in these circumstances.

We recommend that the FCA consider expanding the rules on discharge of fiduciary duty, making the
concept of “due and payable” clearer and more relevant to industry practice. For example, adding
clarity around the treatment of “adviser charging facilitation” money when an investment firm is also
acting as the advisers’ agent in collating the fees.

There is a typographical error in that CASS 7.2.15 R 2 (c) follows on from CASS 7.2.15 R 2 (a), without
a part “(b)”.

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

Response:

No. Although we agree that, in principle, solvent investment firms and firms in administration should
be able to transfer client money when transferring a business to a third party, we believe the proposed
rules are not fit for purpose.
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Transfers without client consent

We would welcome clarification over what continuing to be responsible under CASS for client money
means in the context of CASS 7.2.17A G. For example, is the transferring firm required to ensure that
the receiving firm complies with the CASS rules? If this is the case, how could firms discharge this
responsibility in practice? Or should firms segregate an amount equal to the transferred sum until
client consent is obtained?

Transfers with consent

The distinction between transfers under CASS 7.2.17A G (1) (transfers with client consent) and CASS
7.2.17B R (2) (terms of transfer of business are set out in a written agreement) is unclear: does the FCA
intend that under CASS 7.2.17A G (1) firms must obtain consent for the specific transfer (rather than
the ability to transfer to a third party being written into the general terms and conditions of the client
agreement)? How should firms evidence client consent?

Transfers to third parties not subject to CASS

CASS 7.2.17B R (3)(b)(ii) allows firms to transfer money to firms not subject to CASS if they use best
endeavours to ascertain that the recipient firm applies “adequate measures to protect the sums”. Some
recipient firms may not be “investment firms”, so we suggest that further guidance is given as to what
would be acceptable. For example, would it be acceptable:

 to transfer client money to a branch of an EEA firm holding the money under its home country
rules?

 to transfer to an insurer or to an unregulated firm holding this money as bare trustee?

We note that the custody rules do not have corresponding provisions and in many cases we expect that
investment firms transferring businesses would also need to transfer custody assets (e.g. transfer of a
wealth management portfolio; platform holding; ISA or other tax-wrapped product).

We suggest that instead of requiring firms to use “best endeavours” to ascertain that investment firms
not subject to CASS will protect the money being transferred, that the rules require firms to exercise
due skill, care and diligence in transferring money to third parties, regardless of whether the recipient
firm is subject to CASS. Where recipient firms are not subject to CASS or other relevant regulation (e.g.
insurance companies or deposit-takers) we suggest that transferred money should be held by the
recipient firm under trust.
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De minimis transfers

The bulk of many investment firms’ client money is held in relation to pending transactions. In many
cases, for solvent firms, client money balances being transferred are likely to be old untraceable
balances such as unclaimed distributions. In this case, although the proposed rules allow small
balances to be transferred without specific consent, the client is still required to be notified. We
wonder how effective this provision would be, because firms may not be able to trace clients holding
small historical balances and it is not clear what burden of proof would be placed on the firm to show
that it has “notified” a client of the transfer. We suggest that draft CASS 7.2.17D R and draft CASS
7.2.26 R are linked to provide a consistent means of dealing with de minimis sums of client money.

We recommend that if the costs of managing and reporting these de minimis amounts exceed the value
of the assets, then the firm should be able to pass these costs on to the client.

De minimis amounts are defined as those amounts below £10 and we believe that this should be
higher, perhaps £25 or £50 for retail clients, and even higher for institutional clients.

Transfers on insolvency

Once a primary pooling event occurs, CASS 7.2 no longer applies, but in firms on the brink of
insolvency, draft CASS 7.2.17A-E as written would apply to transfers of business. It may be impractical
for failing firms to give the FCA seven days’ notice of proposed transfers. Transferring client money
relating to one business line could be prejudicial to the interests of other clients.

A transfer on or immediately before insolvency could be prejudicial to the interests of other clients
without the transferred business line or the general creditors.

Draft CASS 7.2.17B R has several conditions. It isn’t clear whether all of the conditions need to be met
or whether just one needs apply.

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

Response:

Yes. But we think the rules could be made more helpful in enabling firms to eliminate historical
unclaimed client money, because existing terms and conditions with clients might not allow firms to
pay unclaimed money away to charity. Also, firms may not hold up-to-date contact details to enable
them to meet the notification requirements. We suggest that the rules should include transitional
provisions for dealing with unclaimed client money, so that firms do not need to seek waivers on an
individual basis. Ideally, we would like to see the FCA use the transitional arrangements to enable (or
require) all firms to clear up their current unclaimed client money balances when the new rules come
into effect, so that the industry can have a fresh start on this issue. To achieve that, firms need to be
given a workable mechanism.

We suggest that firms should still be required to pay the unclaimed balances to UK registered charities
(the draft rules appear to permit payments to non-UK charities as well).

The proposed rules allow but do not require firms to contact clients in relation to unclaimed client
money. We believe that firms should be obliged to deal with unclaimed client money balances that
have been dormant for more than seven years. Having consistency across the industry on how firms
deal with unclaimed client money balances would have a number of benefits: (1) it would be clearer to
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clients what their rights were in relation to dormant client money balances, and as a result they might
be more likely to contact firms to claim their client money within the six year period, (2) it would draw
a bright line as to whether or not firms were treating customers fairly (i.e. that holding on to client
money balances for extended periods of time is not an acceptable practice), and (3) firms would
develop better procedures for dealing with dormant client money balances if eliminating them was
part of “business as usual.”

Under draft CASS 7.2.23 R(1), it appears that firms would be required to keep permanent records of
client money paid away to charity. We suggest that a long stop date of seven years should be used
instead.

We also suggest the rules specify who is responsible for keeping records of client money paid away if
the related book of business is transferred. Also, firms should be required to keep records of their
attempts to contact clients (e.g. where the attempt was made by telephone) so that the firm’s
compliance function and auditors are able to verify that the firm has complied with the required
procedures before donating unclaimed client money to charity.

Other technical points

We suggest that because only legal entities that have a governing body can give undertakings,
references to the “group” are amended in draft CASS 7.2.22 R to refer to other group entities.

We note that firms may incur additional costs in relation to the work their auditors will be required to
undertake to verify compliance with this new rule.

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

Response:

Yes. Having a de minimis amount will help firms avoid some of the administrative burden and costs
associated with returning small unclaimed client money balances. But we suggest that the de minimis
is too low. A higher figure seems more appropriate in light of the administrative costs that firms are
likely to incur in fulfilling the full procedures under draft CASS 7.2.20E(1) (i.e. writing to the client
four times and advertising in local media before donating the money to charity). See also our
responses to questions 5 and 18.

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

Response:

Yes. But we have some minor observations:

 As auditor, we have seen that some firms do not frequently review the institutions where they
hold client money– a “periodic review” can be interpreted in very different ways. Given the
current pace at which global capital markets are evolving, the market perception and risk
appetite of banks holding client money keeps changing. Therefore firms need to adjust their due
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diligence practices on banks, including the frequency with which the due diligence is carried out.
We believe that it would either be appropriate to specify a minimum frequency in a rule or
require firms to determine and document an appropriate frequency for their particular business.

 If the FCA believes that it is important for firms to take into account the FSCS or a deposit
protection scheme in another jurisdiction when selecting a bank, we believe that this should be
included in draft CASS 7.4.9BA G. Investment firms may need greater clarity on the level of
protection afforded under the FSCS here in the UK, so it may be appropriate to direct firms to
the FCA’s Compensation sourcebook (COMP), or to provide guidance on the individual claims
that underlying clients may make against the client money pool. With regard to deposit
protection schemes of other jurisdictions, we note that proposed draft CASS 7.4.9 G (3A) does
not require the firm to consider whether or not the foreign scheme is equivalent to the UK
scheme. Is that consistent with the FCA’s expectations?

 We have also seen different firms take widely varying approaches to diversification of deposit-
takers. We believe that it would be helpful if the FCA provided some guidance on when it
believes diversification is appropriate

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

Response:

We recognise the reasons why the FCA has come to this position. We recognise that the primary
concern must be to protect the interests of clients in the event of a firm failing (a primary pooling
event). But in some cases firms and their clients may feel that the proposals are unnecessarily
restrictive and not in clients’ best interests because firms may have difficulty in obtaining pooled
deposits which pay a meaningful rate of interest whilst still allowing immediate withdrawals (either
with or without penalties).

We recommend that the FCA allows more flexibility and allows firms to place client money on
unbreakable term deposits with appropriate safeguards. For example, firms could be allowed to
determine the average client money balance that remains static over a period of time and place a
proportion of that amount on unbreakable term deposit for a term of, say, less than three months. If an
investment firm becomes insolvent, we think it is unlikely that, even with the speed proposal, the IP
would be in a position to distribute significant amounts of client money before unbreakable term
deposits with a term of three months or less matured.

This area is perhaps one that would have benefitted from the use of multiple pools, in that fixed term
deposit clients could agree and accept the additional risks that they would face in the event of primary
and secondary pooling events, and the impact on their client money pool would not contaminate
general client money held outside of that pool.

We suggest that additional guidance is given to firms on:

 whether or not firms may place client money in accounts that pay a higher rate of interest but
allow funds to be withdrawn within one business day with a penalty charge, even if the penalty
charge may exceed any interest earned (thereby resulting in less than the full amount of the
client money deposited being returned to the firm). If firms are not permitted to do so, they
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would not be able to place client money on deposit in accounts with fixed or minimum penalty
charges

 how the mandate rules apply to a deposit belonging to an individual client where that deposit is
made in the client’s own name; and

 how firms should manage the operational risk involved in moving clients to a mandate regime.

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

Response:

In our experience as auditors, firms have interpreted CASS 7.4.22 G widely and in some industry
sectors many firms have relied on prompt rather than direct banking. We welcome the clarity the draft
CASS 7.4.1A R would bring. But the requirement for direct banking may result in significant increases
in firms’ money being initially deposited in client bank accounts, with consequential increased
operational costs and risk of error.

We note that the CBA identified median costs of £nil for this change. But we believe that firms that
previously relied on “prompt” banking may incur significant costs in relation to:

 changing settlement instructions with clients including direct debit arrangements
 changing SSIs with fund managers and other product providers
 changing banker, for those firms using a bank for client money that is unable to directly receive

cheques or direct debits
 establishing direct banking arrangements in place of receipt mechanisms which do not provide

immediate segregation (e.g. e-money accounts); and
 changing system changes (by firms or their outsourcers) – especially firms that have complex

automated cashflows that are designed to ensure “prompt” banking (where funds are not
received directly into a client money account).

We recommend that firms and their outsourcers are given sufficient time to implement these changes.
Larger firms or those firms that are part of a larger group may find it easier to comply with the new
rules without changing their systems, by prefunding certain trades.

As we note in our response to question 14, firms that settle transactions through commercial
settlement systems may face a particular challenge. Draft CASS 7.2.8AA G requires firms to apply the
client money rules to money received in settlement of a DvP transaction. Proceeds from sales
transactions, e.g. through CREST, will by their very nature be paid into a CREST participant’s
settlement account first. This settlement process will render firms unable to comply with draft CASS
7.4.1A R, which requires that client money is first paid into a client money account.

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

Response:

Yes, we welcome the changes proposed on QMMFs as they provide clarity over the client money
implications of allowing firms to segregate the required amount of client money in a QMMF. We note
that changes in the value of QMMFs will cause a client money surplus or deficit. It is implied that those
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changes would need to be reflected in the internal reconciliation. We suggest that the rules make
including it an explicit requirement.

Clients have the right to oppose the placement of their money in a QMMF. Does the FCA intend that
only clients who have not opposed their money being placed in a QMMF would suffer any loss on a
pro-rated basis or benefit from a surplus?

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

Response:

Recording of receipts

Yes, in principle we welcome clarification that uncleared remittances should be recorded by firms in
their books and records and form part of the client money requirement and resource. There is
currently some confusion and divergence in practice in the industry, in part due to the inclusion of
uncleared cheques as a reportable item in the CMAR. We suggest that the final rules should include
corresponding provisions around how unpresented/uncleared payments should be treated.

Carrying on investment business using cleared funds

We understand that, as statutory trustee firms should not make advances of credit to customers using
client money. If a firm’s system were designed to do so, we would consider it in breach of the current
rules. It is not clear what the intent of the draft CASS 7.4.22A R is: does the FCA intend that firms
should not initiate trades until funds have cleared or that they should not settle before funds have
cleared? In any event, “cleared” is not a defined term and as the rule is written there is potential for
divergent interpretations.

Should the FCA intend that CASS 7.4.22A R prohibits instructing trades before the related funds have
cleared, we suggest that requiring receipts to “clear” before carrying out any designated investment
business is disproportionate to the risk of loss that may arise from firms purchasing investments on
the basis of receipts that may subsequently not be honoured (e.g. cheques that bounce, returned direct
debits). Furthermore, this requirement may put smaller firms at a competitive disadvantage to larger
firms with more significant financial resources, because larger firms may be able to “pre fund” trades
and therefore transact immediately.

We would expect bounced cheques and returned direct debits to be identified and resolved (normally
funded) as a matter of course, as part of the normal bank reconciliation process and the daily internal
reconciliation of client money. Our experience is that such receipts would not typically form a
significant part of any investment firm’s client money and that exposure is typically limited in time.

Overall risk to investors may be increased if they are unable to trade except on cleared funds. Prices
may move significantly during the period while cheques are clearing. This situation compares to the
catastrophic but remote risk of a firm failing while a significant number of clients have purchased
investments using payment methods that subsequently bounce and the resulting shortfall was not
identified and funded through the internal reconciliation. In this case, trying to ensure that 100% of
client money is protected 100% of the time could actually result in worse client outcomes – the
majority of the risk in an investment transaction is not the risk of failure of the broker or intermediary.
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In practice a mechanism will need to be in place to deal with those trades that must be settled with the
market but for which there is no matching cleared receipt. We do not believe that it will be practical for
firms to segregate an amount exactly equal to the client money requirement at all times. To take into
account the operational reality of implementing the rules, we would welcome clarity over whether the
FCA intends that the firms should never have a client money shortfall; or whether they should never
have a client money surplus. We do not consider it practical to require that firms have neither
shortfalls nor surpluses at any time or to construct rules so that to have a client money surplus or
shortfall is in itself indicative of a breach of the rules.

We believe that it will be difficult in practice for firms to manage and monitor the requirement for
funds to clear before carrying on investment business and that the estimate in the CBA that “there are
no material one-off or on-going compliance costs” is unrealistic, given the potential system changes
and funding costs which may arise. We expect that firms would face increased costs relating to their
annual CASS report both in the year of change and subsequent years, given the additional work the
auditor would need to carry out to verify compliance with this proposed rule.

Allocation of receipts

In our experience firms may find it challenging to allocate receipts within five days to individual
clients, especially distributions. External reconciliation differences can be hard to clear and for some
asset types, particularly funds, regulated firms can find it difficult to obtain provider statements on a
timely basis. This situation can have a knock on effect on the ability to allocate distributions to
individual clients.

We would welcome clarification of the nature of the records that firms should keep relating to receipts
that are not yet deposited.

There is a typographical error in transposing CASS 7.4.24 G (2) into draft CASS 7.4.24B G.

Overdrawn bank accounts

The reconciliation rules don’t specifically prohibit firms using the individual client balance method
from having accounts that are in overdraft in aggregate. We are aware of different views in the industry
and within the FCA towards overdrawn bank account balances on client bank accounts, as may be
revealed by external reconciliations.

One interpretation is that an overdrawn bank account is permissible, provided that the overdrawn
amount is offset within a firm’s client money resource by a corresponding surplus in another client
bank account. The opposing technical interpretation is that, by extending an overdraft to the firm, the
bank has extended credit to the firm (not to the firm’s clients). The bank is prohibited from offsetting
the balances in client bank accounts due to their signing of the acknowledgment letter. Consequently,
this means that the bank now has a claim against the nominal pool of client money that would be
created upon a primary pooling event. Because the bank should not be a beneficiary of the client
money trust, this means that the trust has been polluted. Under this view, a firm would not be making
adequate arrangements to safeguard clients’ rights.

If the intention of the FCA is that overdrawn balances should not be permitted, we would urge that the
FCA make this explicit in the reconciliation rules and in CASS 7.3.
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Q26 – Do you agree with our proposals to clarify the proper use of prudent over-
segregation of client money? If not, please provide reasons.

Response:

Yes. We would appreciate it if the FCA would provide further clarification on:

 The type of documentation that a firm will need to produce to demonstrate that the money is
client money and not firm money. Should this be a part of the written policy (required under
draft CASS 7.4.21A R (1)), the daily reconciliations and/or documentation included in the CASS
resolution pack? Should the required documents be easily retrievable for the IP?

 How often would the FCA expect a firm to reassess the amount that it has over-segregated? For
instance, should firms include the information required by draft CASS 7.4.21A (2-4) with their
daily reconciliation records?

 How often should firms reassess their buffer? These proposals seem to anticipate that the buffer
would be dynamic, but does not address the methodology that firms should apply in
determining an appropriate buffer. We note that the proposed rule changes for the alternative
approach include the calculation and use of a buffer – perhaps the proposed rules on prudent
over segregation could cross-refer by way of guidance to the rules on the use of buffers by firms
using the alternative approach.

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

Response:

We agree that the alternative approach should be restricted to investment banks that operate in a
multi-product and multi-currency environment. We welcome the guidance provided in draft CASS
7.4.17A G for firms to consider before applying the alternative approach.

Firms changing to the normal approach

The proposed rules are likely to result in a number of firms needing to change from the alternative
approach to the normal approach. We expect that the affected firms will need to make various
operational and governance changes, such as:

 reviewing and revising their operational model of recording cash inflows and outflows
 re-designing their systems and controls, amending their client agreements and changing

settlement instructions to ensure that they receive client money in their segregated client bank
accounts

 identifying circumstances where they may receive client money in an incorrect account and,
where appropriate, mitigating the risk of that happening by establishing procedures to
investigate unallocated transactions, to mitigate intra-day risk to client money

 establishing procedures to comply with related rules in CASS 6 and CASS 7 that are specific to
the normal approach; and

 incurring greatly increased costs relating to the annual CASS report in the year of change.

Although mostly CASS medium firms are likely to be affected, some CASS small firms also currently
use the alternative approach – typically those firms have customers that are geographically dispersed
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and operate in jurisdictions where electronic funds transfers and bank transfers cannot be used. For
example, such firms may accept payments made via PayPal that are transferred into their house
account. Such firms would need to substantially change their business model to continue doing
business.

The CBA does not explicitly consider the impact on firms that will have to shift from the alternative
approach to the normal approach. We believe the costs for these firms are likely to be significant. Also,
the proposed six month transitional period may be insufficient for firms to make the required changes
to their processes, systems and customer agreements.

Firms following the alternative approach

Firms that continue to follow the alternative approach will also face significant costs to adapt to the
new requirements.

Requirement to obtain an auditors’ report

An assurance opinion must be based on evidence obtained through observation and testing. We can
only observe systems and controls as they are operating, and we can only test those controls
historically or as they operate. The professional standard covering the provision of assurance
engagements is International Standard on Assurance Engagements (ISAE) 3000 as issued by the
IAASB, and this standard makes specific reference to testing the operational effectiveness of controls
in the section on obtaining evidence (paragraph 35 (d)). So we don’t believe that auditors can provide a
“reasonable assurance opinion” on an investment firm’s systems and controls until they have been in
operation for some period of time. We could provide reasonable assurance once the systems and
controls are in place and have been operating for sufficient time for us to observe and test them
appropriately.

But we would be able to provide an “expert view” on the design of systems and controls before
implementation. We would base this on documentation provided by the firm and by applying our
experience with other firms. An expert view will not constitute “assurance”.

Where the draft CASS 7.4.17E R(1) refers to the firm’s systems and controls being “adequately”
designed, we believe that it would be better to refer to them being “suitably” designed as this is the
terminology used by ISAE 3000.

Other technical issues/questions:

We have a few additional comments and questions:

 draft CASS 7.4.17A G (2) – does this mean that a firm using the alternative approach can never
put money in a QMMF?

 draft CASS 7.4.17F R (1) – the rule reference in the final line is incorrect – there is no draft CASS
7.4.17E R(3)

 draft CASS 7.4.18B R (7) – would require a firm to keep records of periodic reviews forever
(assuming it continued to use the alternative approach) – we query whether this is necessary,
perhaps a long-stop date would be appropriate, e.g. years like other statutory provisions?

 draft CASS 7.4.20 G – it would be helpful to insert a heading such as “Payment of money into
client account” immediately before this provision, to differentiate it from the prior provisions on
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the alternative approach and to clarify that CASS 7.4.20 G – 7.4.21D G apply to all firms holding
client money (not just to those firms using the alternative approach).

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

Response:

The proposed changes provide helpful clarification on the responsibilities of firms and third parties
with respect to client money. But the corresponding rules in draft CASS 7.6A do not include client
transaction accounts in the calculation of the client money resource (or as a deduction from the client
money requirement as is the case for QMMFs). This should be changed.

We suggest that draft CASS 7.5.2 R is revised to expressly state that a firm may only allow another
person to hold client money where the firm has obtained a client transaction account
acknowledgement letter in the form required under CASS 7 Annex 3R.

It is not clear from the proposed rules whether the FCA intends that client money held by a third party
should always be held in a client transaction account. We suggest that this requirement should be
explicit in the rules. Client transaction accounts can be held with parties that are not deposit-takers. So
they will not be “accounts” in the normal sense but entries in the third party’s books and records,
unless the FCA’s intention is that third parties should hold an account with a deposit-taker to underlie
the client transaction account. That is, if A, the investment firm, transfers client money for the
purposes of a transaction to B, the intermediate broker, is this money represented by entries in B’s
books and records (and therefore the actual money is pooled with other money, although the records
are separate) or must B open an account with a deposit taker in order to hold A’s money?

The draft acknowledgment letter for the client transaction account is written as if the firm itself is
opening an account, rather than the third party. If the FCA intends that accounts opened by the third
party with a deposit-taker should underlie a client transaction account this should be made explicit in
the rules. If this is the case, then third parties would need to open separate accounts in respect of each
client. This may not be a sensible or proportionate approach.

It would also be helpful in CASS 7.5.1 G to give another example to illustrate a situation where the
client (rather than the firm) transfers money to a third party, for the third party to hold as client
money on behalf of the firm. Presumably this situation would only arise where the firm and the client
have an agreement that permits the client to transfer money directly to the third party (as opposed to
situations where a client mistakenly makes such a transfer).

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

Response:

Yes. We welcome this clarification of the rules.

It would be helpful to have further guidance on how quickly the FCA expects a firm to withdraw excess
funds from client transaction accounts at third parties.
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We note that the definition of client transaction account has been expanded to include accounts at
other third parties including custodians. But the internal reconciliation rules at draft CASS 7.6A do not
include within the client money resource amounts in client transaction accounts that are not used for
margined transactions.

CASS 7.5.1 G refers to the transfer of client money as margin for derivatives trading. It is important
that the FCA expands this guidance to refer to the other situations in which it envisages money being
transferred to third parties, such as in relation to cash equities and funds trading, and clarifies whether
this includes money transferred to ACDs and similar firms for the settlement of units.

Q30 – Do you agree with our proposals in relation to internal and external client
money reconciliations and notification and record-keeping requirements? If not please
provide reasons.

Response:

Yes. We see the internal reconciliation as the key control by which firms ensure that they are
segregating sufficient client money, and we are pleased that the rules are being clarified.

Objective of reconciliation

We note that under draft CASS 7.6.6B G (3) the internal reconciliation is considered to be a “check” to
ensure the client money resource equals the client money requirement. In our experience, most firms
with a significant volume of client money transactions are likely to find that they have a difference
between the client money resource and the client money requirement on most days.

Individual client balance method

We note that the calculation of individual client balances and the margined transaction requirement
have not been greatly amended. In our experience, the individual client balance calculation (currently
paragraph 7 of the annex to CASS 7) is difficult to interpret across different business models. The
calculation in the current CASS 7 annex appears to have been written in contemplation of the physical
movement of paper share certificates and cash rather than electronic matched settlement which takes
place today. Our understanding is that the calculation simply adjusts the cash balance attributable to a
client by any instances where both sides of a trade have not taken place, e.g. where a client has paid for
securities but has not received delivery of those securities. To enable firms and auditors to understand
the calculation, its purpose should be made clear in the rules. We hope that the FCA will amend this
wording in the final rules. It would also be helpful if the FCA would provide FCA Glossary definitions
for undefined terms such as “free money”.

The objective of the margined transaction requirement is similarly not articulated in the rules and the
calculation basis should be clarified. While we believe that the requirement is generally understood in
the industry, the wording of the rules in places is loose and unclear. For example, it is not clear
whether the “firm’s equity balance” is in fact the balance related to its clients or the firm’s proprietary
balance. It is also not clear whether the requirement applies only where the firm acts as principal (c.f.
“the amount which a firm would be liable to pay to the client...”). The way in which close out prices
should be obtained is unclear – should it be the previous day’s closing price or the most recently
available?
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We also noted some points of difference which may be drafting errors:

 while the draft CASS 7.6A.25 R requires firms to include unallocated client money in the
requirement, this is not included in draft CASS 7.6A.16 R; and

 client transaction accounts (other than margined accounts, which are taken into account
through the margined transaction requirement calculation) are not included in the calculation of
the client money resource throughout draft CASS 7.6A.

Net negative add-back

We recognise that the net negative add-back method is not as robust a proxy for the gross amount of
client money that a firm owes its customers as the individual client balance method is. We agree that
its use is particularly inappropriate for firms carrying out margined transactions. As written, draft
CASS 7.6A.17 R would restrict the use of the net negative add-back as a standard method to
“investment management firms”. This is a defined term in the FCA Handbook which is much narrower
than “asset managers” or “firms that would previously have been regulated by IMRO” envisaged by CP
paragraph 4.121, because it excludes some types of firms, e.g. BIPRU firms. It is also not clear to us
why the FCA thinks this method is appropriate for ex-IMRO firms other than it has been permitted by
the relevant rules over a significant period of time. Typically most of the authorised fund managers we
see use the negative add-back method but as the proposed rules are written, authorised fund managers
(UCITS management companies) would not be able to use the net negative add-back method without
an auditors’ letter, because they are not investment management firms.

The net negative add-back does not only differ from the individual client balance method in that it is
applied to each bank account. It differs in that it presupposes that the balance on each client bank
account is an accurate and reasonable starting point for the client money requirement and that only
negative balances need be funded. That is, it places no onus on the firm to prove that the cashbook
balance is accurate by reference to client entitlements or to ensure that the client money account does
not contain other items. We suggest that the net negative add-back should not be included as a
standard method of internal reconciliation.

We believe it is reasonable to allow firms to fund their client money requirements on a bank account
by bank account basis unless this approach demonstrably results in significant over-funding (e.g.
where clients may have large offsetting debit and credit balances on different accounts). Some firms
with multiple business lines may use different systems and have several different TPAs. Because the
CP no longer contemplates the operation of multiple pools, it may be operationally necessary for these
firms to reconcile bank account by bank account or by a group of bank accounts for each functional
area. But we see no conceptual reason why the calculation should not be done on a positive basis – i.e.
calculating the client money requirement as the sum of the client balances for that account or group of
accounts plus unallocated client money and buffers. This calculation is by its nature more rigorous
than the calculation under the net negative add-back method. It would also be less likely to result in
significant over funding of client money accounts and we see no specific reason not to allow it as a
standard method.

Non-standard methods of reconciliation

Under the proposed rules we expect that more firms will seek non-standard reconciliation auditor
letters at some cost to those firms. We note that the proposed rules expand the auditors’ role to include
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a statement that the reconciliation method “is adequately designed to enable it to afford an equivalent
degree of protection” in draft CASS7.6.6E R (2).

We do not consider that the current guidance is sufficient to enable firms or their auditors to assess
equivalence of non-standard methods, especially because the two standard methods could give quite
divergent client money requirements and funding requirements. Further explicit guidance from the
FCA in this area would be necessary to ensure consistency of approach across the industry.

Requirement to obtain an auditors’ report

An assurance opinion must be based on evidence obtained through observation and testing. We can
only observe systems and controls as they are operating, and we can only test those controls
historically or as they operate. The professional standard covering the provision of assurance
engagements is International Standard on Assurance Engagements (ISAE) 3000 as issued by the
IAASB, and this standard makes specific reference to testing the operational effectiveness of controls
in the section on obtaining evidence (paragraph 35 (d)). So, we don’t believe auditors can provide a
“reasonable assurance opinion” on an investment firm’s systems and controls before they are in
operation. We could provide reasonable assurance after the systems and controls are in place and have
been operating for sufficient time period for us to observe and test them appropriately.

But we would be able to provide an “expert view” on the design of systems and controls before
implementation. We would base this on documentation provided by the firm and by applying our
experience with other firms. An expert view will not constitute “assurance”.

Where the draft CASS 7.6.6E R (2) refers to the firm’s systems and controls being “adequately”
designed, we believe that it would be better to refer to them being “suitably” designed as this is the
terminology used by ISAE 3000.

Record-keeping

The proposed rules require firms operating the net negative add-back or non-standard methods of
reconciliation to nonetheless be able to identify individual client balances “at any time and without
delay”. We believe the FCA needs to clarify its expectations around this requirement, including:

 the meaning of “without delay”; and

 whether the firm is expected to be able to ascertain all balances without delay, or certain
balances (i.e., is it in contemplation of what would be necessary in the event of insolvency, or
is it to show that such data can be obtained in response to client requests).

Some complex businesses that operate multiple product lines on a fairly siloed basis may find it
extremely hard to quickly ascertain all client balances across all locations, product lines and third
parties. To do so may require such firms to make significant system changes, structural changes or
even business model changes.
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Cashbook accounting

Draft CASS 7.6.A.25 G would require firms to keep appropriate records of client money not yet
deposited but which does not form part of the client money requirement. It is implied that unbanked
receipts also do not form part of the client money resource. We would welcome clarification of how the
FCA expects unbanked receipts to be booked, and in particular whether it expects the recording to be
done real-time (so a cheque would first be recorded as unbanked and not part of the client money
resource, and then posted as banked after it is physically deposited) or whether end of day procedures
such as unbanked cheque logs are sufficient.

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

Response:

Yes. We support the proposal for the exchange of acknowledgment letters. We believe that requiring
firms to use a template will help increase the certainty that clients’ money is being adequately
protected.

We note the governing law and forum selection wording in the template acknowledgment letters, and
are generally supportive of these measures. But where a firm opens a client money account in a foreign
jurisdiction, it is likely that the standard terms and conditions applicable to the account will seek to
apply the laws of the foreign bank or counterparty. This situation where different laws apply to
different aspects of the same account may result in conflicts of law issues and give rise to
disagreements about which country’s laws should govern a particular dispute. We believe that there is
a risk that in some circumstances such provisions would not be effective in overriding the foreign
country’s laws. We note that the firm’s due diligence on foreign banks should include this analysis.
While we support including these provisions in acknowledgment letters, we think it is important for
the FCA to be aware of this risk.

Small firms without strong banking relationships may find it more difficult to persuade
banks/counterparties to execute the acknowledgment letters without making inappropriate
amendments. So we believe the rules should expressly prohibit firms and banks/counterparties from
adding any additional text to the letters (i.e. not permitting any variable text except where needed to
complete the information in brackets). The term “inappropriately redrafted” in draft CASS 7.8.2 R (2)
is inherently subjective. We think that this would lead to debates between firms and their auditors
about whether or not additional wording inserted by the parties has resulted in a breach of the rules.

Firms may not be able to place money on overnight deposit due to the operational cost and effort in
obtaining a letter before placing funds. This problem is compounded by the diversification
requirements which could mean that firms are placing a number of overnight deposits with different
institutions on a daily basis. The rules should set out whether it is sufficient for an acknowledgment
letter to set out the criteria by which any future deposit would be identified as being client money – for
example through the terms of the deposit instruction and confirmation, the source of the funds (e.g.
from a segregated client bank account) or otherwise. Similarly, it may not be practical for firms with
large numbers of client bank accounts (hundreds, if not thousands) to provide the account title and
unique identifier for each account. The rules should allow acknowledgment letters using a single
identifier for a range of accounts (such as a range of account numbers) rather than identifying each
account individually).
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We believe that six months may not be a sufficient period for firms that have a large number of client
money accounts and/or a significant number of accounts with foreign institutions to complete the
repapering exercise required under the proposed rules. We suggest that a longer transitional period is
given, perhaps one year.

Other technical points

 The rules would be clearer if CASS 7.8.1 R (1) and CASS 7.8.2 R (1) required acknowledgment
letters to be executed before opening an account as opposed to using the words “When (or
before)”. In practice, it will be more difficult for an auditor to determine whether or not an
acknowledgment was in place at the same time as the account was opened, as opposed to before
the account was opened.

 Terms such as “Pool ID” should be defined in the FCA Glossary. The FCA should give examples
of appropriate unique identifiers for term or money market deposits, both in terms of the
references in the acknowledgment letter and the appropriate communication between the
investment firm and bank when placing the money (e.g. Swift messaging).

 It would be helpful to allow firms to put a modest amount of their own money into a new client
account temporarily solely for purposes of opening the client account provided that money was
withdrawn to any client money being deposited in the account (or within one business day after
the first client money deposit was made). In our view, this might ease some of the administrative
process associated with account opening.

 The template client transaction account letter should make provision for the letter to be signed
by a TPA on behalf of the firm.

 Draft Annex 4G provides guidance on the “reasonable endeavours” that firms are expected to
use when confirming the authority of a counter-signatory. But whether a firm has in fact used
reasonable endeavours will be an inherently subjective judgement based on facts and
circumstances that are not objectively auditable factors. Draft CASS 7.8.7 R would be better as
guidance, rather than as a rule.

 We note that SIPP provider firms may find that they are unable to execute client instructions to
place money with a particular institution if that bank is unable or unwilling to provide
acknowledgment as required.

 The proposed rules on updating acknowledgment letters state that updates must be done
“promptly” but do not provide any guidance on the timescale within which firms are expected to
complete such updates if a letter is found to be inaccurate (draft CASS 7.8.10 R) or following a
change in details (draft CASS 7.8.11 G). Absent a rule requiring compliance within a specified
period or guidance on what “promptly” means, it will be unclear to firms and their auditors at
what point the failure to update an acknowledgment letter should be reported as a breach of the
rules, and in practice is likely to lead to much debate.

 In relation to draft CASS 7.8.10 R and draft CASS 7.8.11 G, it would be helpful to have guidance
on the degree of inaccuracy which would constitute a breach – would the failure of a firm to
promptly replace an acknowledgment letter that was found to contain a minor error constitute a
breach (e.g. a spelling error, an omitted word in a party’s name, some incorrect account details,
etc.)?

Q32 – Do you agree with our proposed guidance on the Part 30 Exemption Order and
LME Bond Arrangements? If not, please provide reasons.



PwC  Page 32 of 42

Response:

Although we welcome the expanded guidance, we suggest the following to make the text clearer and
more understandable:

 Draft CASS 7.4.33A G refers to condition 2(g) of the Part 30 Exemption Order without
explaining the condition. CASS 7.4.33 G outlines condition 2(g) but does not expressly mention
it as such. It would be helpful if it did so. The explanation should also be incorporated into the
FCA Glossary definition of LME bond arrangement (which also refers to condition 2(g)).

 Draft CASS 7.4.33A G refers to the “secured amount”. It would be helpful if the term was defined
or a cross-reference was made to section 30.7 of the relevant regulations (as it is in CP
paragraph 4.135).

 Draft CASS 7.4.34 R could be more precise as to the “conditions” referred to in that rule.
 Draft CASS 7.4.36 G indicates that a firm using a LME bond arrangement still needs to act in

accordance with the client money rules. Given that the LME bond arrangement is an alternative
to segregating client money, this guidance may cause confusion. The FCA should state more
precisely what is intended. This section could usefully cross reference draft CASS 7.6A.34 R
which explains that equity balances relating to transactions covered by the LME bond
arrangement are excluded from the margined transaction requirement.

We acknowledge that the FCA monitors firms for compliance with certain aspects of the Part 30
Exemption Order, but we make the following observations concerning these rules:

 Draft CASS 7.4.34 R appears incomplete. It specifies that a firm must not reduce or cancel a
letter of credit but it does not refer to increasing the coverage if the bond becomes insufficient
(because the required secured amount has increased). Also it is not clear why the rule applies
only to a specified client but not for a bond arrangement covering a pool of US clients.

 Draft CASS 7.4.35 R also appears incomplete in that it requires a firm to notify the FCA if a
letter of credit is issued but seemingly not if it the amount of credit available under that letter is
changed later (i.e. reduced or increased). As with draft CASS 7.4.34 R, this rule appears to apply
only to a bond arrangement for a specified client and not for bond arrangements for a pool of US
clients.

The comments above concerning draft CASS 7.4.34 R and CASS 7.4.35 R raise questions as to what the
underlying objectives of these rules are and whether the proposed rules achieve the intended
objectives. These rules make a limited contribution to monitoring US compliance. We wonder whether
it is necessary for these rules to remain within CASS 7 and therefore within the scope of the CASS
report.

Q33 – Do you agree with the proposal of clarifying the requirements around the DvP
window? If not, please provide reasons.

Response:

Please refer to our response to question 14 above.

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

Yes. We agree that CASS should include rules and guidance on how firms should deal with unclaimed
custody assets. Our comments at question 19 apply equally to the draft CASS 6.2.9 R and draft CASS
6.2.12 R.

We also suggest that, as an alternative to liquidating the assets and paying the proceeds to a charity,
firms should be permitted to transfer the unclaimed custody assets to a bare trustee. This would
eliminate the risk to the firm of changes in the value of customer claims over time. To make the rules
workable in practice, the final rules will need to specify how customer claims arising after the firm has
liquidated the unclaimed custody assets will be valued: e.g. would the claim be paid at the current
value of the assets or the liquidation value? What should happen with regards to dividends that would
have been received?

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

Response:

Yes, we agree.

In particular, we believe that removing the option for firms to register proprietary assets in the same
way as safe custody assets will help to safeguard clients’ ownership rights in line with the objective of
CASS 6.2.1 R. We suggest the final rules should be clear whether this rule refers to all assets held by
the firm (including float positions and assets held for box management activities), or whether this rule
is for proprietary assets which the firm is trading as principal, alongside its client activities.

We recommend that a transitional provision is included in the final rules, to allow firms a reasonable
period to carry out an orderly re-registration of any proprietary assets.

Whilst we welcome the option to register the safe custody assets in the name of a trustee firm in draft
CASS 6.2.3 R (2A), we are concerned that the CP text does not explain in what circumstances such
registration is envisaged. We would suggest that CASS 6.2.3B G should include additional guidance to
give clarity to firms and their auditors.

The FCA could also require the firm to obtain confirmation from the custodian that the requirements
of CASS 6.3.4 R are met. Governance could be improved by requiring firms to issue separate side
letters to custodians that list all the client accounts used to record custody transactions. The
custodians could be required to acknowledge and return the letter within 20 business days. Once the
side letter is in place, firms can update the letter (instead of revisiting the entire agreement) when new
client asset accounts are added or existing accounts are removed.

There is inconsistency between CASS 6.2.3 R (2)(a), CASS 6.2.3 R (2)(d) and CASS 6.2.3 R (2)(b).
CASS 6.2.3 R (2)(a) leads on to CASS 6.2.4 R where a firm must accept the same level of responsibility
to its client for any nominee company controlled by the firm with respect to any requirements of the
custody rules. CASS 6.2.3 R (2)(d) imposes the whole of CASS 6.3 on the firm in terms of selecting a
third party. But with respect to CASS 6.2.3 R (2)(b) on an affiliate’s nominee it seems to impose
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neither duty on a firm. The FCA could provide guidance as to what action a firm should take when safe
custody assets are in the name of a nominee company which is controlled by an affiliate. We would
expect the level of responsibility on the firm to be similar to the one imposed under CASS 6.2.4 R.

The ISA regulations allow firms to register assets in ways that CASS 6 does not allow. This has led
some firms to incorrectly believe that they did not hold custody assets, and has caused confusion about
how client assets should be held. It would be helpful if the ISA regulations and the CASS rules were
conformed on this point.

We note that firms may incur additional costs for the year in which they change their arrangements for
registration of assets to comply with the revised rule.

Q36 – 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.

Response:

Yes. We are very supportive of the requirement that written custodian agreements are required for all
situations where firms deposit safe custody assets with third parties, because we believe that it will
ensure better protection of client assets.

We recommend that the final rules also expressly require that all such written agreements must be
“signed by all parties to the agreement” or “fully executed”, to avoid any doubt over whether the firm
has complied with the requirement.

We note the statement in CP paragraph 5.23 that a common failing relates to intragroup
arrangements. We believe it would be helpful to make CASS 6.3 more explicit in this area. The rules
could usefully address both the delegation of custody to group companies and the direct use of group
nominee companies controlled by affiliates. Where group structures are complex, the beneficial
ownership of assets registered in the name of a nominee which is not a subsidiary of the regulated firm
may not be immediately clear. We consider that this lack of clarity could lead to delay or compromise
the return of assets on the insolvency of a regulated firm. But we are also aware that it is common in a
group structure for the nominee company that is used to register assets to be a sister company of the
regulated firm rather than a subsidiary of it.

We are also concerned that the wording in the existing CASS 6.2.3 R (2) may lead to continuing
uncertainty as to whether or not a firm should consider a nominee that is a subsidiary of an affiliated
company to be a third party in the context of CASS 6. CASS 6.2.3 R (2)(b) makes a distinction between
registering assets in the name of a nominee controlled by an affiliated company and the CASS 6.2.3 R
(2)(d) “third party with whom assets have been deposited with under CASS 6.3”. The inference from
this distinction is that a nominee controlled by an affiliated company is not a third party in the context
of CASS 6.3. In such situations, firms may consider that the new CASS 6.3.4A-C rules will not apply to
affiliated company custody arrangements. But we do not consider that the draft amendment to CASS
6.2.4 R in itself will lead to firms applying CASS 6.3 to nominees controlled by affiliated companies,
nor is it clear whether or not this is the FCA’s intention.
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Related matters

Given the current pace at which global capital markets are evolving, the market perception and risk
appetite of custodians holding client assets keeps changing. Therefore firms need to adjust their due
diligence practices on custodians, including the frequency with which the due diligence is carried out.
We believe that it would either be appropriate to specify a minimum frequency in a rule or require
firms to determine and document an appropriate frequency for their particular business.

Q37 – Do you agree with our proposals to provide the two different methods for the
internal custody assets reconciliation? If not, please provide reasons.

Response:

Yes, we agree in principle with the proposed changes and welcome the FCA’s efforts to take into
account current market practice and operational realities in seeking to fulfil its client protection
objective.

The two different proposed methods would allow both firms that use two independent internal records
and those firms that use an integrated books and records system for custody purposes to comply with
the rules. The proposed changes will help promote market consistency amongst firms applying each of
the two proposed methods of reconciliation. The text describing the types of discrepancies that firms
will need to consider in adopting the internal system evaluation method for internal custody
reconciliation is very useful.

We would like to see the FCA provide guidance on defining what “independent records” and “adequate
steps” mean for firms applying the internal reconciliation method and clarifying whether the controls
to ensure data integrity should be detective or preventative for firms applying the internal evaluation
method.

We believe that removing the rolling stock method of internal custody reconciliation for
dematerialised assets could create a considerable burden on those firms that use this method. Those
firms have already invested in agreeing to a non-standard reconciliation approach with their auditors
for dematerialised assets. They may be frustrated that this option will no longer be available to them
under the revised rules. Such firms may face considerable costs and effort to initiate one of the two
prescribed methods. The FCA should take this into account when setting the time periods for firms’
transition to the new rules.

We are also aware that certain firms do not maintain an internal record of custody assets held and
hope that the final rules make clear how such firms can safeguard clients’ rights. For example, where
firms that do not hold collateral assets under TTCA place those assets with tri-party collateral
managers, their internal records would be maintained on a value basis (that X% of the loaned value of
securities is held). Because the actual assets held as collateral constantly changes (to keep the value
constant), the firm’s internal record is constantly out of date. Collateral where the firm has only a bare
security interest is outside of the CASS 3 rules. The FCA could introduce an expanded collateral regime
within the CASS 3 collateral rules, setting out exactly how custodied collateral must be treated, and
how such assets should be treated by IPs in the event of the insolvency of the firm, a borrower, a tri-
party agent or a client.

Other examples where firms do not maintain an internal record include:
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 some firms outsource administration and custody to the same entity, and consequently have a
single “internal” and external record and therefore are not capable of carrying out
internal/external reconciliations per the rules; and

 typically, ISA managers offering units in UCITS funds where another group entity is ACD do
not maintain an independent register of their holdings but instead are reliant on the ACD’s
register.

Related matters:

Where a firm outsources the custody asset reconciliations to a third party administrator (TPA) who
also acts as a custodian to the firm, we have found that complex issues can arise in relation to
reconciliations, oversight and independence. We have also identified concerns about white-labelling
arrangements where firms have outsourced to TPAs their responsibility to record and reconcile
custody assets. These arrangements can create ambiguity as to location of and responsibility for client
money/custody assets. We have observed poor record-keeping practices in some of these situations.

We recommend that the FCA reconsider the CASS 6 rules and guidance relating to internal and
external custody asset reconciliations in these circumstances.

We believe that these issues affect a number of firms throughout the relevant industries.

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

Response:

No. An assurance opinion must be based on evidence obtained through observation and testing. We
can only observe systems and controls as they are operating, and we can only test those controls
historically or as they operate. The professional standard covering the provision of assurance
engagements is International Standard on Assurance Engagements (ISAE) 3000 as issued by the
IAASB, and this standard makes specific reference to testing the operational effectiveness of controls
in the section on obtaining evidence (paragraph 35 (d)). So, we don’t believe auditors can provide a
“reasonable assurance opinion” on an investment firm’s systems and controls before they are
implemented. We could provide reasonable assurance after the systems and controls are in place and
have been operating for sufficient time for us to observe and test them appropriately.

But we would be able to provide an “expert view” on the design of systems and controls before
implementation. We would base this on documentation provided by the firm and by applying our
experience with other firms. An expert view will not constitute “assurance”.

Where the draft CASS 6.5.4I R refers to the firm’s systems and controls being “adequately” designed,
we believe that it would be better to refer to them being “suitably” designed as this is the terminology
used by ISAE 3000.
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Q39 – Do you agree with our proposals in relation to physical custody reconciliations?
If not, please provide reasons.

Response:

Yes. We welcome the clarifications of the method of physical safe custody reconciliations. But we do
not agree that firms should be required to obtain an auditor letter before using the rolling stock
methodology of reconciliation. See further our response to question 40.

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

Response:

Very few firms use the rolling stock method for physical stock reconciliations. Most of the securities
that those firms hold are not bearer securities, and another record of the legal ownership of the
instrument exists (e.g. the company’s share register).

The annual CASS report implicitly assesses the appropriateness of the rolling stock reconciliation. We
question whether the perceived incremental increase in customer protection (which we believe would
be minimal) justifies the increased cost of compliance that firms would incur in obtaining an auditor
letter required under draft CASS 6.5.4R R and subsequent updates under draft CASS 6.5.4RA R (if
their systems and controls change).

The phrase “teeming and lading” is used in quotations in draft CASS 6.5.4R R without being defined.
Would all firms understand what these terms mean?

An assurance opinion must be based on evidence obtained through observation and testing. We can
only observe systems and controls as they are operating, and we can only test those controls
historically or as they operate. The professional standard covering the provision of assurance
engagements is International Standard on Assurance Engagements (ISAE) 3000 as issued by the
IAASB, and this standard makes specific reference to testing the operational effectiveness of controls
in the section on obtaining evidence (paragraph 35 (d)). So, we don’t believe auditors can provide a
“reasonable assurance opinion” on an investment firm’s systems and controls before they are
implemented. We could provide reasonable assurance after the systems and controls are in place and
have been operating for sufficient time for us to observe and test them appropriately.

But we would be able to provide an “expert view” on the design of systems and controls before
implementation. We would base this on documentation provided by the firm and by applying our
experience with other firms. An expert view will not constitute “assurance”.

Where the draft CASS 6.5.4R R refers to the firm’s systems and controls being “adequately” designed,
we believe that it would be better to refer to them being “suitably” designed as this is the terminology
used by ISAE 3000.
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Q41 – Do you agree with our proposals for frequencies of custody reconciliations and
those relating to the handling of discrepancies? If not, please provide reasons.

Response:

Yes, we agree with the proposed changes which address concerns around firms not performing
reconciliations consistently during the year for different asset types.

Firms will necessarily depend on third party information to be able to complete their external
reconciliations. The proposed rules add a requirement to reconcile to third parties responsible for
registering legal title. The CP text does not draw attention to this change nor does the FCA ask a
question about it. As such, this change could be missed by firms and we suggest that you draw
attention to it in the policy statement.

We agree that reconciling to fund manager statements or CREST, for example, is a key control in
maintaining the accuracy of records and agree that it should be an explicit rule requirement. But as the
proposed rule is drafted, if firms are required to reconcile to records that record title to the securities,
for paper securities this would require firms to reconcile to share registers. We wonder whether this is
the FCAs intent, and if it is, whether such a requirement is proportionate to the risk.

Reconciling certain types of fund investment not less than every 25 days may not be possible in
practice, e.g. with profit funds that are valued once or twice a year or non-UK domiciled funds. Six-
monthly or quarterly reconciliations frequencies may be more appropriate for these asset types.

We note that smaller firms and firms with very high values of safe custody assets may not have the
reserves or liquidity to fund large shortfalls that have been caused by third parties, as required under
draft CASS 6.5.10B R (2). Are firms are required to make good any shortfall in circumstances where
the shortfall is attributable to a third party error? Presumably if the firm was unable or unwilling to
make good the shortfall, then in such circumstances the firm would need to notify the FCA under draft
CASS 6.5.13 R (2) and would need to seek a waiver from the FCA.

We believe that draft CASS 6.5.8A G should be a rule, rather than guidance, because it requires firms
to carry out reconciliation not less than every 25 days. If this requirement is expressed as guidance,
firms may argue that this wording is “only guidance”, resulting in firms and auditors debating whether
a breach has occurred where the firm adopts a different approach.

We also believe that draft CASS 6.5.9 G should be a rule, rather than guidance (deleting the words
“whenever possible,”), because this independence requirement represents an important safeguard
against potential fraud as well as errors. If the FCA believes that meeting this requirement will be
difficult for small firms, it might consider applying the rule only to larger firms.

Other technical issues

Draft CASS 6.5.10B R (2) seems to indicate that shortfalls identified through custody reconciliations
should immediately be made good by the firm in all circumstances. This appears to contradict draft
CASS 6.5.12 G, which states that “until the position is resolved and the shortfall is made good”, which
implies that there are legitimate instances where a firm may not have to make shortfalls good for some
(undefined) period of time. It would be helpful if the FCA could provide clarification on this point.
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In many instances, we would expect custody asset shortfalls in respect of omnibus accounts to not be
attributable to identifiable clients, so the resulting money would be segregated on an unallocated basis.
Also, some firms only provide custody services and do not hold client money. How will these firms
segregate the client money equivalent of unresolved custody shortfalls?

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

Response:

Yes. We believe it would be helpful to firms to have further guidance from the FCA about the sort of
information that their policies and procedures should contain.

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

Response:

Yes, we agree with the proposals, which improve the existing rules and will help reduce the amount of
time required for firms to transfer assets back to the client. Our response to question 13 sets out our
general observations around the TTCA proposals.

Rehypothecated assets will take longer to return to clients (or protect under CASS 6). The more times
an asset has been rehypothecated, the longer it will take. We believe it would be useful for the CADD to
make this clear and to explain that the full amount of the assets may be rehypothecated.

Q44 – Do you agree with our proposed requirements on reporting to clients on their
holdings of clients about their holdings of client assets? If not, please provide reasons.

Response:

Yes. But we believe some of the proposed rules could be interpreted in more than one way, and that
such areas may benefit from clarification.

It isn’t clear to us whether or not firms are required to report to clients whose money or assets are
exempt under one of the CASS rules. As the proposed rules are written, execution-only brokers, ACDs
and other firms that hold client money and/or assets in transit for a very short period of time might be
seen to be in the scope of the client reporting rules. We do not believe that requiring firms to send
clients statements of zero holdings would be particularly useful to clients and the costs of producing
the statements are likely to outweigh the benefits to consumers.

Conversely we believe that collateral held under CASS 3 should be covered by the CADD and that this
would give useful information to customers. We suggest that the FCA changes the scope in CASS 9.1.1
R (2) to take this into account.

We believe that it would be reasonable for firms to charge clients to recover their reasonable costs for
issuing statements. We suggest that the FCA makes it clear that charges can be deducted from client
money held for that client by the firm. Over time, this practice would erode unclaimed client money to
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zero. An example of this situation is where a distribution cheque for a few pence has been issued to the
client but it is unlikely to be cashed.

Other technical points:

We have a few additional questions and comments:

 Under draft CASS 9.4.3 R (1), are firms required to provide clients with ad hoc statements on
request?

 Firms often reconcile client assets less often than client money. If firms report client money and
custody assets as at different dates, this may be confusing or even misleading to clients. The
rules should clearly state that money and assets must be reported as at the same date.

 Firms might benefit from the FCA referencing the CASS requirements in guidance in the
Conduct of Business sourcebook (COBS) 16, to remind firms of the more extensive reporting
requirements under CASS 9.

Q45 – Do you agree with our proposals around the information that firms should be
required to provide to clients about their holdings of client assets? If not, please
provide reasons.

Response:

Yes. Firms do not have to report to non-retail clients or on non-designated investments under COBS
6.1.7 R. Draft CASS 9.5.2 R adds to the COBS requirement. It would be useful if the CASS rules made it
clearer that this change represents an expansion of the requirements under COBS 6.1.7 R, perhaps
through guidance.

Q46 – Do you agree with our proposals for the introduction of a Client Assets
Disclosure Document? If not, please provide reasons.

Response:

Yes. We would also like to suggest the following:

 The CADD is likely to be most useful to clients who have foregone some elements of protection.
We suggest that clients who have money or assets which are exempt under the rules, (e.g. under
TTCA or the professional client opt-out) or whose money or assets are controlled under a
mandate should also receive a CADD.

 Referencing the link between the CADD and the rules in COBS as guidance would remind firms
of the required disclosures.

 We believe that firms and clients would find it helpful if the FCA provided guidance or templates
on the content of the CADD for the market, as we have seen in the Transaction Reporting User
Pack (TRUP) or in the Perimeter Guidance Manual (PERG).

 It would be helpful to the IP if firms were required to include a copy of the most recent CADD
sent to each client in the firm’s CASS resolution pack. This would help the IP identify client
money and assets belonging to each client and all client agreements between each client and the
firm.
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 We are aware of a general view that the CADD has to be a standalone document. If this is not the
FCA’s intention we suggest that this is made explicit in the rules or addressed in the policy
statement.

Q47 – Do you agree with our proposal to bring “non written” mandates within the
scope of CASS 8? If not, please provide reasons.

Response:

Yes. We agree with the proposed change and believe this measure will offer better protection to
consumers. The proposal expands the scope of when firms are obliged to have in place adequate
systems and controls regarding their personal data.

It would be helpful if the FCA clarified how the proposals will interact with the existing requirement
under COBS to record telephone conversations.

Q49 – Do you agree with the approach of replacing the existing client assets
sourcebook with a new sourcebook? If not, please provide reasons.

Response:

Yes. We agree that putting the new rules in a new sourcebook will make the rules easier to follow. But
we note that any significant changes to the way the rules are set out, named or numbered may make
the transition to the new rules more difficult for firms, which are likely to have to spend time cross-
referencing between the two sets of rules. It would be helpful if the FCA could provide an annex in the
new sourcebook with cross-referencing to the old sourcebook.

Q50 – What are your views on the benefits and costs of the proposals? Please provide
explanations and qualitative evidence to support your response where appropriate.

Response:

We welcome the FCA’s efforts to carry out the cost benefit analysis for the proposed rules. But we have
some concerns on the wider disparity of cost estimates that the FCA has obtained, and we believe that
in some respects these are not fully reflective of the likely cost of implementation. We believe that the
full cost of implementation will typically exceed the estimates, particularly where procedural and IT
systems change.
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II) Other matters

1. Negative Assurance under SUP 3.10

a) For investment firms that are also insurance intermediaries: We believe that there is an
inconsistency in the scope of negative assurance CASS report as between firms that hold only
insurance intermediary permissions and firms that hold both insurance intermediary and
investment business permissions. Firms that only have insurance intermediary permissions
are not required to have a CASS report. Firms that have both sets of permissions are required
to have a CASS report that covers both activities. It is not obvious that firms that have both
insurance intermediary and investment business permissions are any riskier than those firms
with insurance intermediary only permissions. We would suggest the FCA consider requiring
negative assurance audits for firms that hold only insurance intermediary permissions.

b) For investment firms: There is ambiguity in the interpretation of the SUP rules which can
impact negative assurance opinions for firms that are not authorised to hold client money
and/or client assets. In situations where these firms receive an overpayment of fees that were
due and payable from their clients, and those items are identified promptly and returned, it is
not clear if the FCA expects auditors to qualify their negative assurance opinion to explicitly
say the client did hold client money (even though they returned it in a timely fashion) or
whether that qualification should only apply in situations where these firms did not identify
and/or return promptly the money. We recommend that the rules be clarified to give
additional guidance to auditors on negative assurance opinion in such situations.

2. Adequate organisational arrangements

There is a great deal of uncertainty and variation of views across the industry as to what having
“adequate organisational arrangements” means in practice (for a CASS small, medium and large
firm). More practical guidance as to what “adequate organisational arrangements” mean for each
category of firm would be helpful.

3. Commission sharing

Brokers that are not authorised to hold client money may enter into commission sharing
arrangements with third parties, sometimes at the discretion of and under the control of the
broker. It is unclear whether the commission payable to the third parties should be considered as
client money or whether the third party be treated as a general creditor. If would be helpful if the
FCA provided clarity around commission sharing agreements for those firms that are not
authorised to hold client money.

4. Temporary handling of client assets

The current FCA guidance is not prescriptive. Firms can hold assets for 6 months in an
unforeseen situation and still would be deemed to be in compliance with temporary holding
provision. We have noted instances in the past where the FCA stated that it was not going to take
further action when a firm was holding assets for a month, but we still considered the firm to be
in breach of its permissions in this case. The FCA could provide clarity around what is an
appropriate period for holding custody assets on a temporary basis, including guidance on
whether longer periods mean more than one business day and if so is there any upper limit.


