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An Introduction to Client Money and Assets

Introduction

The study of Client Money and Assets differs from
many of the other aspects of regulation that are
explored in the Investment Operations Certificate
(10C) workbook series, and understanding this at
the outset will probably be useful to students.

The Client Assets (CASS) Sourcebook (which
contains the Financial Conduct Authority (FCA)
Rules) is applicable to many different types of
firms, and so must cover many different business
processes and types of services. The Client Assets
Sourcebook (CASS) also contains a wide range of
types of rules — some requiring very precise and
specific treatments and controls, with others setting
out the ’'big picture’ requirements while leaving
firms with flexibility to design and implement their
own approaches relative to the type of financial
services and products they offer and the types of
clients they support.

This gives firms great freedom - but the specific
rules cover such a range of potential services that
the rules can at times lose clarity. Each firm should,
therefore, ensure that it has understood the CASS
rules at a holistic level, understanding which of the
various elements are relevant and which are not,
and how the firm’s selected approach provides
compliance with the specific rules that are relevant
toit.

However, as we will see, this flexibility has made
the drafting of individual rules more difficult (in
contrast to the FCA prescribing by rule a single
operational approach that all firms would be
obliged to follow). Many rules become harder to
interpret as a result, and some can appear to be
contradictory. Therefore, each firm will at times
need to make and document its own decision
as to how a given rule should be interpreted in
a particular context - in light of its own control
environment and the services it provides.




Each firm should be able to clearly and confidently explain its position to its regulator or auditor (who
we will see plays a very important role in ensuring that firms are acting within the CASS rules). However,
the auditor must in turn recognise that there is no single solution to client money and asset controls.
The auditor should be able to test the way in which each firm has established its control framework
according to its own interpretations of what CASS requires of it. Indeed, practitioners will be aware
that different audit firms may hold differing views on a number of topics. What matters is that firms
are not expected to fit into a single mould — an outcome that would reject the flexibility the FCA has
rightly written into the rules. Rather, CASS compliance requires an active engagement by all participants
to ensure that a logical model reflecting the rules has indeed been implemented by each firm, and is
operating as designed.

The auditor should be able to determine whether the overall controls implemented by a given firm
successfully combine to satisfy the specific requirements of the CASS rules, ie, to assess whether a
firm is compliant in its approach, rather than inadvertently imposing a common approach on all firms
they review. It is vital that the firm is able to clearly and consistently communicate how the decisions
regarding its CASS controls relate to the actual business being undertaken, and that the auditor
approaches its review of each firm based on the actual business model being serviced.

The dynamic that this situation creates has a significant impact upon the writing of a workbook on CASS.
For example, it is not appropriate or helpful to provide fully detailed examples of how a reconciliation
should be completed, because the rules support multiple approaches and different administration
systems will create different reporting extracts. As such, this workbook will primarily focus upon the
rules and guidance. Guided by the syllabus, it will unpack the background behind why certain controls
are required, and highlight some reasons why different types of firm might approach a given control in
different ways. In this way, we should be able to understand the specific requirements of the individual
rules, while also understanding the broad purpose for which those rules were created - to protect client
assets (usually described as ‘the spirit of the rules’). However, if a firm’s view of ‘the spirit of the rules’
would conflict with multiple specific rules, it would seem difficult to justify that perspective.

What remains for you, as a CASS practitioner in whatever role and type of company you serve, is to:

< remain alert to the balance between prescription and flexibility within the CASS rules

- understand the way in which your organisation has interpreted the client money and asset rules,
and

« be able to confidently demonstrate (both to internal and external audiences) the holistic rationale
by which the CASS controls established in your organisation satisfy the specific requirements of the
CASS rules.

Our hope is that this workbook will help prepare you for that challenge.
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The Legal and Regulatory Context of Client Money and Assets

1. Fundamentals of -
Client Money and
Assets

1.1 Giving Confidence to
Clients

To be successful, the financial services sector needs
a number of strong foundations to be in place. At
an overall industry level, these foundations are
secured through the work of the Financial Conduct
Authority (FCA) in its role as one of the national
regulators. The FCA is separate from the Prudential
Regulation Authority (PRA), which is part of the
Bank of England (BoE). The PRA’s scope includes
banks, building societies, insurers, and major
investment corporations. While many firms subject
to PRA supervision will also be involved in holding
client money and/or custody assets for their clients,
itis the FCA's CASS rules that govern such work and
so are the focus of this workbook.

The FCA has a statutory strategic objective to ensure
that the relevant markets are functioning well. This
is supported by three operational objectives:

Protect consumers - secure an appropriate
degree of protection for consumers.
«  Protect financial markets - protect and
enhance the integrity of the UK financial system.
- Promote competition - promote effective
competition in the interests of consumers.

These together should produce an environment
in which consumers can have confidence that
financial firms will perform in the expected ways,
and that firms both understand and manage the
structural risks associated with achieving those
client outcomes.




It is, therefore, particularly important that consumers can be confident that a regulated firm will take
good care of any money or assets held on behalf of the consumer, and the Client Assets Sourcebook
(CASS) sets out the FCA's requirements on regulated firms in this regard.

While CASS is important in how a relevant firm runs its business at all times, the potential risks for
a consumer are perhaps best illustrated by considering the potential consequences if a firm was to
become insolvent while holding assets of its clients.

A financial services firm is a business like any other, incurring a range of expenses as illustrated in the
following diagram. Its income comes from the fees and charges it collects from its clients in return for
the services provided, plus some interest and commissions arising from its activities.
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If the client’s money was simply received by the firm into its own corporate accounts, then that money
would be mixed within all other proprietary assets of the firm. If the firm became insolvent, the creditors
of the firm would be able to claim against all these as assets of the firm. In this way, the firm's insolvency
would put the clients at risk.

For this reason, each regulated firm must segregate the money and assets of its clients from its own
corporate money, and the CASS rules set out in detail exactly how such segregation is achieved. The
principle is that the firm creates a distinct set of records specifically recording client positions (separate
from any corporate assets held), and establishes separate bank accounts. Similar arrangements apply
to clients’ assets covered in custody arrangements under which securities belonging to its clients will
be held. In this way, the firm creates a segregated environment in which assets of its clients are secure.
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If a company can no longer pay debts as they fall due, the legal process of insolvency begins. Insolvency
laws require that a specialist party (known as an insolvency practitioner) take effective control of the
failing company to either:

1. solve any underlying problems and rescue the company to continue as a going concern, or
2. wind up what remains of the company’s activities and distribute the realised assets between its
creditors.

In the event that a regulated firm was to become insolvent, the segregated assets are protected for the
benefit of the firm’s clients. The insolvency practitioner would respect that client assets could not be
sold in order to pay the corporation’s general creditors. In this way, the clients are protected against the
risks of the firm’s insolvency.

There are some important points to note about this premise. Firstly, it is important that each separate
regulated firm (ie, each legal entity) establishes its own segregation arrangements. Secondly, the
segregation process must be robust enough to withstand any legal challenge. This requires the
segregation to be achieved both legally (by evidencing that the party holding the assets on behalf of
the firm recognised that the assets held in those accounts were not corporate assets), and practically
(through the use of specific client accounts).

The controls and processes required by the CASS rules must be established by each regulated firm.
In some cases this is simple to achieve, where the firm’s investment offering is limited, and the firm
is independent of other financial services firms and is maintained in isolation. However, there are
many large financial services organisations which comprise multiple separate regulated firms. In such
cases, the management of each regulated firm in the organisation must ensure that the CASS rules are
followed for their firm on a standalone basis.
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It is not acceptable for a larger organisation to blur the boundaries between multiple legal entities
within its broader group structure (indeed, such blurred responsibilities have at times been cited by
the FCA when penalising firms for inadequate CASS controls). Clients enter into legal agreements
with a specific firm, and that firm has a corresponding duty to protect its clients’ assets. In the event of
insolvency affecting all or part of a larger financial services organisation, there must be no ambiguity
over which persons are clients of which company (as this determines which persons are impacted by the
insolvency).

2. Legal Contracts and Relationships

2.1 Components of a Contract

Learning Objective

1.1.1  Know the importance of legal agreements

Everything that a regulated firm does for its client is a matter of legal contract - and so it is useful to
have an understanding of how contracts are formed.

Four things are required to form a legal contract:

1. Offer (ie, an offer by one party to provide goods or services to another party, based on certain
specified terms and conditions).

2. Acceptance (ie, confirmation by the second party that it agrees with the offer made).

3. ‘Valuable consideration’ (a contract needs some form of payment, as otherwise it is simply one party
helping another. This ‘payment’ might not be in money, but it must be something that is agreed as
valuable).

4. An intention by both parties to enter into a legally binding agreement (normally evidenced by a
written contract being negotiated and signed by both parties).

2.2 Formation of Client Contracts

If we consider a simple example: suppose you offer to look after my garden while I am on holiday, and |
say ‘yes, thank you'. If we do not agree any form of payment then no legal contract would be created - it
is simply you doing me a favour. However, if you had expected me to pay you and you then tried to sue
me for non-payment, the courts would be unlikely to support your claim. There is also no evidence that
we both intended to form a legally binding contract.

Consider a different example: suppose you run a window-cleaning business and have put an advert
in the local paper, to which I reply. In law, your advertisement is not an offer, but is instead called an
‘invitation to treat'. If | reply to your advertisement asking you to work for me, | am making the offer. At
some point you would tell me what you would charge, and the terms of that ‘valuable consideration’
are wrapped up in the offer | make (ie, | want you to clean my windows once a month in return for a
specified payment). You would check whether you are able to take my job (you might already be fully

10



The Legal and Regulatory Context of Client Money and Assets

booked, or my house may be too far away for you to want to take on my business) and you would then
agree to my offer. Being a professional, you would probably want us to have some documentation -
confirming the agreement - because you would want to be protected against me later trying to avoid

payment, or claiming that you had not done the agreed work.

We can apply this model to a financial services relationship. Let us imagine a firm called Dependable
Investments Itd. It publishes marketing material to advertise its services and a potential client finds
those services appealing.

Marketing l I

Dependable

Investments Itd

Client Firm

The client reads the terms and conditions defining the service, and completes the application form
(making an offer to the firm to enter into a legal contract defined by those terms and conditions).

[ N
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Dependable

Investments Itd

Offer

Client Firm

The firm will check that the application has been correctly completed, that the person appears to satisfy
any eligibility requirements for the service (such as a minimum age, or minimum investment value, or
satisfactory completion of anti-money laundering (AML) checks) and, if satisfied, will agree to provide
the service and so the legal relationship begins.

[ ) N
Acceptance l I

Dependable

Investments Itd

Client Firm
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The CASS rules that we will explore in this workbook are applicable to a wide range of firms and
servicing relationships, and firms must ensure that their actions and records are aligned with the
services they are providing. The fundamental aspects of legal contracts discussed above provide an
important foundation for the treatment of client assets.

2.3 A Financial Services Transaction

While a legal contract is formed each time a client takes up a service from a regulated firm, each separate
transaction performed within that service is also a legal contract.

It is important to recognise that CASS is focused upon the books and records of the assets and money
that a firm holds on behalf of its clients, and the firm’s controls over those assets and records. CASS
rules do not consider the quality and speed with which a firm executes the client’s instructions (other
parts of the FCA rules address such points), and do not need the firm to specifically calculate future
balances based on pending transactions. CASS rules must be approached from the perspective of what
assets and money are held, and what assets and money the firm’s records indicate should be held for
each client. An understanding of the transaction life-cycle is therefore important to each firm building a
cohesive approach to complying with the CASS rules.

Consider a simple example: a client purchasing units in a collective investment scheme (CIS) via an
investment platform.

e
[ | *\I R
. . * |y -':.'
Instruction l l Instruction )—l/,{
>

L i - ¥
Dependable Growth
Investments Itd Fund Managers

Fund

Client Firm Ma:ager

The client has a relationship with Dependable Investments Itd (Dependable), the investment platform
firm, and instructs it to buy units in a fund operated by Growth Fund Managers Itd (Growth). Dependable
will usually combine that order with any other orders it receives for that same fund and will instruct an
aggregated deal for the Growth Fund. The terms of the deal are agreed, and this date is known as the
‘trade date’.

Settlement of the deal follows a number of days later. For many funds, settlement occurs three days
after trade date (known as ‘T+3’). ‘Settlement date’ is the date on which the valuable consideration on
the contract becomes due, and legal ownership of the asset will be expected to transfer in full to the
new owner (subject to any relevant terms and conditions). Up until settlement date, the transaction
contract could therefore still fail, as either party might fail to deliver the money or assets required by the
contract. On settlement date, the transfers and exchanges should be completed.

12



The Legal and Regulatory Context of Client Money and Assets

However, even the simple example above demonstrates that there is more than one contract at work.
The client only has a contract with Dependable, and has no direct relationship with Growth. Dependable
has entered into two different contracts:

1. Aclient contract to allocate the asset to the client’s account (providing the client pays the necessary
valuable consideration to Dependable).

2. A fund manager contract to purchase the actual units from Growth (which bears a settlement
obligation for Dependable to pay on settlement date).

Trading in equities or corporate bonds and other securities would follow a similar journey, though the
period between trade date and settlement date may be different, so firms supporting a range of assets
must ensure they understand the applicable settlement obligations.

Note that the two transactions are related to the extent that Dependable is only trading with Growth
fund managers because its client placed an order. However, they each form separate contracts and
so Dependable is obliged to settle its transaction with Growth fund managers even if some problem
prevents the client’s money from being received.

All types of business models need to recognise these aspects, and the potential misalignment of
settlement is a key factor behind the complexity of the CASS rules. The CASS rules do not tell firms how
to resolve the practical difficulties, but they do ensure that the consequences of such problems are
addressed in order to minimise the overall risks that clients experience loss as a result.

The multiple transactions taking place also illustrate two other important aspects of controlling client
money and assets. The importance of:

- maintaining detailed books and records, so that the firm knows the status of each transaction it has
undertaken, and
- being clear which legal entities are concerned in any given transaction.

24 Two Approaches to Settlement

Learning Objective

1.1.2  Understand the difference between contractual and actual settlement and the key implications
for client assets segregation: transfer and other settlement systems

As noted above, each transaction has a contractual settlement date (ie, the agreed date on which
the cash and securities executed by the trade are exchanged to reach settlement), but problems can
prevent actual settlement from being completed on that date, for example:

- if the valuable consideration is not transferred to the seller, or
- if therelevant asset is not delivered to the buyer.

13



Such situations expose the parties to legal claims because the terms of the contract have not been
satisfied. While the specific management and resolution of such legal claims fall outside the scope of
this workbook, it is important to note one way in which the industry seeks to manage the potential
consequences of a failed settlement. Remember that the market essentially operates by moving the
same assets between different owners at agreed contractual prices. The same asset might be scheduled
to settle between multiple parties on the same date. Therefore, a failure by one party to complete any
transaction could produce a wave of failures for other firms (for example, Firm A cannot deliver the asset
to Firm B because it did not receive it from Firm C).

While ‘actual settlement’ reflects the position summarised above (by which settlement occurs at the
point when parts of the transaction are actually completed), many firms adopt an approach known as
‘contractual settlement’ to support their services.

Contractual settlement simply means that the firm honours the terms of the original contract regardless
of whether actual settlement occurred. If a firm offers contractual settlement to its client, it will record
the asset bought as being available for the client’s use with effect from the contractual settlement
date of the purchase transaction, irrespective of any upstream failed settlement, ie, the firm reflects to
its client that the settlement was completed as intended. A firm that offers contractual settlement of
trades therefore takes on a financial risk; by telling its client that an asset purchase has been successfully
completed, the client might instruct the sale of that asset. If the firm did not actually receive the asset
now being sold, it will not only need to resolve that problem, but must also now deliver the relevant
sale proceeds to its client. (Offering contractual settlement also has implications for the firm’s CASS
reconciliations, which we will consider in chapter 4.)

Contractual settlement, therefore, creates financial exposures for the firm, but does simplify aspects
of its market and customer interactions. Each firm will make its own decision as to whether to provide
contractual settlement, and will need to write the necessary information into its operational processes
and the terms and conditions which govern its services. It should be noted that, in some cases, a firm
might provide contractual settlement for only a set number of days (intended to provide the typical
additional time necessary to resolve any problem in effecting trade settlement), and the position if the
market trade has still not settled by that time.

14



The Legal and Regulatory Context of Client Money and Assets

3. Looking after Assets for Clients

Learning Objective

1.2.1  Know: that the UK operates a trust regime and other types of regime (agency and custodial
regimes); the fundamental concepts of trust law, including the concept of fiduciary duty,
statutory trust, and pollution of the trust; how legal title is registered and recorded

3.1 The Custodian Regime

We have already mentioned a couple of different types of financial services firm (investment platform
providers and fund managers). However, when considering market settlement and the security of client
assets, a key type of firm is the custodian.

This is a specific type of regulated firm which exists in order to hold and service assets on behalf of its
clients — and will settle market trades on their behalf.

Generally, a custodian will operate a large market position, ie, an aggregated holding representing all
of its various clients positions. Historically, these records became known as nostro and vostro accounts
(from old Latin words).

Nostro means our, and so the custodian’s nostro account represents its own overall position. It is the
internal record that the custodian maintains of what has actually happened (eg, the settlement of
market transactions).

Vostro means your, and the custodian’s ‘vostro’ account is the position that it maintains of the assets
allocated to each client’s account.

Custodian

. Custodian’s N
Client/ Internal Rec

Customer :

- —

E —  » ‘The Market’

Total 110

]

e

‘Yours!' ‘Ours!’
(Vostro) (Nostro)

(The Greek letter sigma (3) is mathematical shorthand for ‘the sum of’, as used in spreadsheet software.)
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Importantly, it is the custodian’s responsibility to ensure that any difference between its nostro and
vostro positions is identified and resolved. The custodian’s client is able to simply rely upon the vostro
position that the custodian reports (as the custodian is telling the client that the associated money and
assets are available for their use).

It should be noted that a platform provider (such as Dependable in the example above) will also have a
nostro and vostro position. On the one hand, Dependable is ensuring that its market activity is correctly
recorded; on the other hand, it is providing each customer with a record of the assets that ‘Dependable’
considers are available to trade.

Alignment of these two internal views (nostro and vostro) is therefore an important control, as we will
see when discussing reconciliations in chapter 4 and chapter 6.

3.2 Registration of Assets

We began by emphasising the need for each client’s assets to be segregated from any assets of the firm.
We, therefore, need to understand how ownership of transferable securities (such as shares, bonds, and
units in collective investment schemes (CISs)) is demonstrated. Historically, companies issued physical
share certificates to investors who bought their shares. However, in order to enable computerised
trading of securities, share certificates were largely replaced by electronic registers (a process known as
dematerialisation). Ownership of most types of financial instrument is now evidenced in the electronic
register of that asset.

The register is a record maintained by the company (or some other party that has issued the asset to
the market on behalf of the company) in which the number of shares/units owned by each person is
recorded.

The person or institution named in the register is called the registered owner, and is said to own ‘legal
title’ to the asset (assuming that any obligations under the contract to buy the asset have been satisfied).

If each client bought the asset directly from the issuer, then each person would be directly recorded
on the register of that asset and the client would directly hold legal title to that asset. However, the
financial services sector provides products and services to clients in ways intended to simplify the
process for clients or to reduce the risks associated with direct investment. As such, transactions will
often include additional parties, and various firms retain the services of other specialist companies in
order to support their business models.

The inclusion of additional firms within the chain of ownership of an asset often means that the assets
are not registered in the name of the individual client. As most financial assets are registered in a
specified name (as opposed to bearer assets that, like a bank note, are legally owned by the holder), it is
important that the way each firm holds assets demonstrates that its client assets are separate from any
corporate assets of that firm.
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The Legal and Regulatory Context of Client Money and Assets

While assets could be registered in the name of the individual underlying client, this would not be
operationally effective for some business models and product requirements. Therefore, it is common for
a financial services firm to use a nominee company to hold the assets bought by the firm on behalf of
its clients.

Client/Customer

N\
I

Dependable

Investments Itd

Aggregated Deal Instruction

Aggregated

Dependable W‘ Nominee Deals ‘( Register of
Nominees Itd J‘ 'L the Asset

A nominee company is a distinct legal entity used to hold assets that must not perform any other
business activity or trading. As a result, in the event that Dependable Investments Itd was to become
insolvent, the separate nominee company Dependable Nominees Itd would not be directly involved
in that insolvency (as the nominee company simply exists to hold the segregated positions on behalf
of the operating company). A nominee company has no FCA authorisation as it performs no regulated
activity. It simply exists to enable a different legal entity to act as registered owner of assets that need
to be segregated. The regulated firm will maintain internal records for the assets held on its behalf by
the nominee company and accepts the same level of responsibility to its clients for that nominee with
respect to the custody rules.

The CASS rules expect assets to be held in either the client's name or the nominee company of either
the firm or an authorised third party custodian. We will consider in chapter 4 the additional options that
CASS allows for assets traded in certain non-UK markets.
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33 The Statutory Trust Regime

English law recognises another legal structure that can support segregation, which is used in particular
to ensure the legal segregation of client money. This structure is the statutory trust regime. We will see
that CASS rules themselves create a legal trust, enabling a legal entity (eg, Dependable Investments Itd)
to open a bank account that is legally separate from any other bank account opened in its own corporate
name, ie, rather than using a nominee or other company to act in a custodian capacity, the trust regime
provides a legal segregation that is reflected within the records of the legal entity.

A key foundation of English trust law is the role of the trustee - the person who holds an asset on behalf
of another. We see this trustee role in various contexts: unit trusts, pension trusts, and bespoke trusts
that people may create for their own affairs and inheritance management. Regardless of the context, the
trustee of a trust must always act solely in the interests of the beneficiaries (the people for whose benefit
the trust is established). The important consideration for CASS is that client money is normally held
under statutory trust (rather than the firm simply acting in its clients’ interests to protect their assets).

For a firm to successfully maintain the statutory trust to provide the necessary segregation of client
money, it is necessary to ensure that the trust arrangement has legal standing to provide a sufficiently
robust legal protection of client money against claims from other creditors of the firm in the event
of the firm's insolvency. It is, therefore, vital that the bank (or other third party) holding the money in
the client bank account (CBA) acknowledges that the trust exists. We will consider the CASS 7 ‘trust
acknowledgement letters’ used to recognise this legal segregation in more detail in chapter 2 of this
workbook. Note that to be effective, both legal and physical segregation are required.

Any failure to maintain the correct physical segregation can undermine the validity of the trust.
Therefore, if a firm became insolvent and any of its client bank accounts (covered by the client money
statutory trust) were found to contain corporate money of the firm, the trust might fail and all the money
held within that account could be claimed for general creditors by an insolvency practitioner. Such a
blurring of segregation is sometimes referred to as pollution of trust.

In respect of client money, it is therefore important that a firm only puts corporate money into a client
money bank account in the limited circumstances when CASS permits or requires it to do so. Putting
corporate money into a client money bank account under any circumstance not set out in the CASS rules
could pollute the trust and so undermine the protection of client money.
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4. The Financial Conduct Authority (FCA) and its Rules

Learning Objective

1.3.1  Understand the meaning and purpose of the elements of the FCA handbook that are
relevant to client assets protection, including: the FCA principles for business (PRIN); senior
management arrangements, systems and controls (organisational arrangements) (SYSC); CASS
sourcebook; conduct of business sourcebook (COBS); supervision (SUP); compensation (COMP)

4.1 The FCA Handbook and its Sourcebooks

The FCA regulates financial services firms in the UK. Each firm wanting to perform certain types of
activity (such as giving investment advice, dealing in investments, or acting as a custodian) must apply
to the FCA for permission to perform those services, as it is illegal to perform regulated business in
the UK without first being authorised by the FCA. Each legal entity that is authorised receives a set of
permissions (which are publicly available via the FCA’s website: https://register.fca.org.uk).

Once authorised, the firm must operate in line with the requirements of the FCA Handbook, which is
also available via the FCA’s website (https://www.handbook.fca.org.uk). The Handbook is very large and
covers a wide range of areas. To help firms navigate the rules, and to help each firm identify the parts of
the Handbook that are relevant to its own blend of regulatory permissions, the Handbook is split up into
a set of Sourcebooks (each of which is known by an abbreviation).

Each Sourcebook provides the FCA’s rules for a given subject area — whether these rules are decided
specifically by the FCA, or are rules which are applicable in the UK because of our national participation
in various international conventions (or which remain aligned with rules made by the European Union
(EV)).

The following table summarises a number of Sourcebooks and the role they fulfil:

Sourcebook Full Name Role

Sets out 12 overarching principles that govern the
way in which a firm should operate. For example,
PRIN Principles for Businesses Principle 10 requires that ‘A firm must arrange adequate
protection for clients’ assets when it is responsible for
them’.

This mainly focuses on the actions of a firm’s senior
management while running the regulated firm. SYSC

Senior Management contains requirements for governance arrangements
SYSC Arrangements, Systems, and the ways a firm should oversee outsourcing (the
and Controls situation where a regulated firm retains regulatory

responsibility for its work but delegates to a third party
the performance of underlying administrative tasks).
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Sourcebook

COBS

Full Name

Conduct of Business
Sourcebook

Role

Contains detailed requirements regarding the way
that various tasks should be completed - particularly
the firm’s interactions with its clients. COBS includes
rules for categorising clients as retail, professional, or
counterparties; it prescribes various communications
that the firm should provide at various stages during
a business relationship (such as providing trade
confirmation information having agreed the terms of a
contract on trade date and providing statements).

COBS also includes obligations on the firm to act
honestly, fairly and professionally in accordance
with the best interests of its client. This overarching
requirement covers a range of activities, for example,
not making improper profits out of the client’s
investment activity.

CASS

Client Assets

Detailed rules regarding identification, segregation,
and controls to protect client money and custody
assets.

SUP

Supervision

Sets out how the FCA will achieve active supervision
of regulated firms. SUP sets out various reports that a
firm must submit to its regulator (including the client
money and assets return, known as CMAR).

SUP Chapter 3 sets out important requirements in
relation to the firm’s auditors.

COMP

Compensation

While compensation is often associated with
rectification after a complaint or an error by the
firm, the COMP sourcebook outlines the workings
of the Financial Services Compensation Scheme
(FSCS). Regulated firms have obligations in respect
of FSCS activity (including confirming the qualifying
conditions for a claim, recognising eligible claimants,
and time limits on payments). The role of FSCS will be
discussed in chapter 6 of this workbook.

Other Sourcebooks set out the requirements for firms to hold a sum of capital in reserve to reduce the
risk of the firm becoming insolvent without notice, and specific rules for firms that operate regulated

collective investment schemes (CISs) or act as a credit union. However, the Sourcebooks listed in the

table are the most relevant to defining how the firm must ensure the protection of client money and

custody assets.
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4.2

FCA Principles for Business

The Legal and Regulatory Context of Client Money and Assets

It is useful to be familiar with the 12 FCA Principles for Businesses as they provide a high-level basis for
the underlying specific rules contained in the other Sourcebooks. While Principle 10 specifically relates
to clients’ assets, a number of other Principles are relevant to the way in which a firm ensures that the
risks associated with its client responsibilities are appropriately managed.

Principle A firm must...

1 Integrity ..conduct its business with integrity
2 Skill, care and diligence ..conduct its business with due skill, care and diligence
..take reasonable care to organise and control its
3 Management and control affairs responsibly and effectively, with adequate risk
management systems
4 Financial prudence ..maintain adequate financial resources
5 Market conduct ...observe proper standards of market conduct
L. ..pay due regard to the interests of its customers and treat
6 Customers’ interests .
them fairly
..pay due regard to the information needs of its clients
7 Communication with clients and communicate information to them in a way which is
clear, fair and not misleading
..manage conflicts of interest fairly, both between itself
8 Conflicts of interest and its customers, and between customers and other
clients
. . ...take reasonable care to ensure the suitability of its advice
Customers: relationships of . ) L. ]
9 trust and discretionary decisions for any customer who is
entitled to rely upon its judgement
. , ..arrange adequate protection for clients’ assets when it is
10 Clients’ assets ,
responsible for them
..deal with its regulators in an open and cooperative way,
11 Relations with regulators and disclose to the FCA appropriately anything relating to
the firm of which the FCA would reasonably expect notice
12 Consumer Duty ...act to deliver good outcomes for retail customers
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4.3 Individual Sourcebook Rules

Each Sourcebook contains many rules — the COBS Sourcebook is over 900 pages long if printed in
full - so each Sourcebook is split into chapters containing numbered sections. Any individual rule
can be identified by using the Sourcebook, chapter number, section number, and paragraph number.
For example, below is an extract from the CASS Sourcebook (correct as of April 2025) introducing the
external client money reconciliation.

T.15.20 E A firm must conduct, on a regular basis, reconciliations between its internal
records and accounts and those of any third parties which hold client money.

[Mote: article 2(1){c) of the MiFID Delegated Directive]
T.15.21 G The purpose of an external client money reconciliation is to ensure the

accuracy of a firm's internal records and accounts against those of any third
parties by whom client money is held.

We will discuss reconciliations in detail in chapter 4 of this workbook. At this point, we will focus upon
the way the Handbook works.

The rule references are shown on the left-hand side. 7.15.20 identifies the 20th paragraph of the 15th
section of the 7th chapter of the Sourcebook (which in this case is CASS).

The ‘R’ denotes a Rule. This is a requirement; something that the firm must do (if the context of that rule
is applicable to the business undertaken by the firm). In the case above, any firm that uses a third party
to hold client money would be required to perform this reconciliation. Note however that a rule will
often be written in a way that sets a principle or an objective rather than prescribing the individual steps
that the firm must take. This is deliberate, in order to provide the maximum possible flexibility to firms to
make their own business decisions rather than being squeezed into a single mould.

This is where other types of paragraph become relevant. In the above extract, CASS 7.15.21 has a letter
‘G’ rather than a letter ‘R’. The ‘G’ stands for Guidance: additional comments to help the firm understand
and apply a specific rule. In this case, the guidance focuses on the practical purpose of the reconciliation
rule. A firm can devise an external client money reconciliation in line with its own business structures —
but if that reconciliation process fails to achieve the purpose stated in the guidance then the firm might
later be found to have breached the rule to which that guidance relates. Note that on a technical point a
firm cannot breach guidance; it can however breach a rule if it has not sufficiently satisfied any relevant
guidance associated with that rule.
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Most of the Handbook is made up of rules and guidance, though there are some other types of content,
as shown in the following extract from CASS Chapter 10.

10.1.9 E (1) For the purpose of B CAS510.1.7 R, the following documents and
records should be retrievable immediately:

(a) the document identifying the institutions referred to in
W CASS 10.2.1R (2);

(b) the document identifying individuals pursuant to
W CASS 10.2.1R (4);

(c) any written notification or acknowledgement letters referred to
in M CASS 10.2.1R (5);

(d) the most recent internal custody records checks referred to in
M CASS 10.3.1R (3);

(e) the most recent external custody reconciliations referred to in
W CASS 10.2.1R (5);

(f) the most recent internal client money reconciliations referred to
in M CASS 10.3.1R (7) and ®W CASS 10.3.1R (7A); and

(g) the most recent external client money reconciliations referred to
in M CASS 10.3.1R(7A).

(2) Where a firm is reliant on the continued operation of certain systems
for the provision of component documents in its CASS resolution
pack, it should have arrangements in place to ensure that these
systems will remain operational and accessible to it after its
insolvency.

(3) Contravention of (1) or (2) may be relied upon as tending to establish
contravention of m CASS 10.1.7R.

‘E’ denotes an Evidential Provision. This is a specific form of guidance which produces a regulatory safe-
zone. Where a firm can show it has satisfied an evidential provision, that fact is deemed to demonstrate
compliance with the associated rule (where normal guidance paragraphs will usually still leave some
space for interpretation). Note that the above is not itself a rule, and so the firm would not be obliged
to complete the items listed. However, if the firm can demonstrate that these points have been met, the
firm will be seen as having satisfied CASS 10.1.7R (as noted in the opening sentence).

There are some other types of paragraph in the FCA Handbook, but these are rare and so will not be
discussed in this workbook.

You may have noted that some words in the above Handbook extracts are in italic font. This identifies
terms that have been specifically defined by the FCA in the Handbook glossary. Some definitions are

detailed and complex; others are simply used to establish a term that can be referenced within a number
of other Handbook paragraphs.
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5. FCA Authorisation and Permitted Business

Learning Objective

1.4.1  Know: the scope of regulated activities which could give rise to client assets; the geographical
application of CASS rules; which permissions could give rise to client money obligations; how
permission to hold client money is granted; the difference between holding client money and
deposit taking; the application of the banking exemption

The Financial Services and Markets Act 2000 (FSMA 2000) is the primary legislation that sets out the
regulatory structures for UK financial services. It is supported by various other legal materials, including
the Regulated Activities Order (RAO), which establishes the specific types of activity that can only be
performed by a firm holding the relevant FCA authorisation.

Each firm must therefore consider its intended business model and services against two lists arising from
the RAO:

« Regulated activities - the firm must identify which (if any) of these activities it will be performing.
- Specified investments - the firm must determine which of these investment types will be applicable
to each of the activities it will undertake.

The firm will then seek FCA authorisation for the resulting scope of its business. Such firms may be
domiciled in the UK or in other countries, but in order to perform regulated activities within the UK
market, any firm must first gain authorisation from the FCA - even if that firm is already authorised by
another regulator in its home state. The CASS rules are therefore applicable to firms that are authorised
by the FCA to perform relevant regulated activities in the UK - regardless of where the company itself
may be domiciled.

5.1 Activities

The FCA is responsible for regulating over 60 different activities, though many of these are slight
variations of others. The following table is therefore not exhaustive, but it summarises a number of
broad areas covered by these activities, and lists some actual activities as examples. We will discuss
many of these permissions in more detail as the workbook continues.
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Broad Area Comment Example FCA Activity
Dealing in Relevant fora firr’n which will be Dealing in investments as agent.
investments party to transactions (as agent
, S o
or principal). Dealing in investments as principal.
Being a key ‘pa.rt of a process Arranging (bringing about) deals in
Arranging tha.t results in mvestme.nts investments.
investments taking place, though without _ _ _
being a party to the investment Making ?rran.ge'ments with a view to
contracts. transactions in investments.
Directly making investment
Investment . . . Lo
decisions on behalf of a client, in | Managing investments.
management

respect of that client’s portfolio.

Responsibility
for a Collective
Investment Scheme
(CIS)

Acting as the operator or
trustee of a CIS, with different
management activities applying
to different types of CIS.

Managing an undertaking for collective
investment in transferable securities
(UCITS).

Managing an authorised alternative
investment fund (AIF).

Acting as trustee or depositary of a UCITS.

Acting as trustee or depositary of an AlF.

Financial advice

Giving advice to a client about
the best financial decisions to
take in their circumstances.

Advising on investments.

Advising on regulated mortgage
contracts.

Providing basic advice on stakeholder
products.

Either looking after the assets of
a client, or bringing about the

Arranging safeguarding and
administration of assets.

Custody context in which a third party
will directly look after the assets Safeguarding and administering of assets
of your client. (without arranging).
Permissions relating to firms . .

e Effecting contracts of insurance

writing insurance, but also

Insurance permissions related to other Carrying out contracts of insurance

u

firms involved in the operation
of insurance (such as claims
management)

Assisting in the administration and
performance of a contract of insurance

Permissions relating
to debt services

Being professionally or officially
engaged in managing or
resolving a situation of debt,
mainly in respect of consumer
credit, either on behalf of the
consumer or the creditor

Debt adjusting
Debt counselling

Debt collecting
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As you can see, the regulatory perimeter covers a large number of activities, and so the FCA is responsible
for regulating a diverse range of companies.

Most firms performing any of the above regulated activities are likely to be subject to at least some
aspects of the CASS rules. Many of these firms will receive and hold money for their clients, and those
performing safeguarding and administration of assets will have CASS obligations in respect of those
custody assets and associated third party relationships. We will see in chapter 7 that a firm would be
within the scope of some CASS rules if the firm is able to instruct payments on behalf of its client, even if
that firm neither receives or holds any money of its client. In this way, a firm that deals as agent may be
subject to some CASS rules.

One practical consequence of this breadth of regulated activity is that some aspects of the Handbook
(such as CASS) have become more complex due to the increased diversity that the rules need to govern.
Each FCA regulated firm (whether domiciled in the UK or overseas), must determine which parts of CASS
are applicable to its business model and operations.

In respect of each activity, the firm will also state whether the activity will be performed for retail clients,
professional clients, and/or eligible counterparties. This information forms part of the firm’s permission
statement.

You will also note that performing the types of activity listed above could result in the firm at some point
receiving or holding the money of its client, in order to efficiently complete the client’s instructions.
A financial adviser may instruct and settle transactions; a debt management service may receive its
client’s money in order to give confidence to the client’s creditors; the authorised fund manager (AFM)
of a regulated CIS will normally receive money from prospective unitholders and ensure redemption
proceeds are sent back to unitholders.

5.2 Specified Investments

A firm need only be regulated for one of these activities if it performs that work in relation to specified
investments. The full list of specified investments contains over 20 different types of financial assets,
however, for the purposes of this workbook, the most relevant are:

« contracts of insurance

- shares

- fixed-income securities, gilts or bonds
- rights to, or interests in, investments

« unitsinaClIS

- financial futures

- options, and

- contracts for differences.

When requesting authorisation from the FCA, the firm must confirm which specified investments will
be applicable to each activity it intends to operate. In recent years there has been discussion of digital
assets becoming part of a client’s investment portfolio. At present such tokens would fall outside of the
regulatory framework, unless they were constituted in a way that brought them within the definition of
any of these specified investments’. Firms need to closely monitor legal and regulatory developments in
this space.
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53 Deposits and Deposit-taking

Aside from the items listed above, there is one additional activity and one further specified investment
that we must consider. There is an activity for accepting deposits, which is the activity of receiving
money from a client in order to hold it as banker. This permission is therefore only applicable to credit
institutions, such as licensed banks, and relates to the context where money is held on the bank’s own
balance sheet.

The activity of accepting deposits is used in respect of the specified investment of deposits. This can be
viewed as money that has been consciously deposited with a specific bank in order to bring about the
benefits offered by that deposit (eg, to earn interest, or gain access to banking services). This is different
from client money, which the FCA’s rules define as being money relating to the investment business
being undertaken.

It follows that where a bank has permission to take deposits, it is able to consider any money received
from/for its clients as being a deposit held for those clients, as opposed to a sum of uninvested client
money held on behalf of those clients. As such, the CASS 7 rules for handling client money need not be
applied to a bankin respect of money it is holding as a deposit taker. This is sometimes referred to as ‘the
banking exemption’ (though the CASS Sourcebook itself does not use the term). In such a position, when
the firm chooses to use this exemption, it is necessary for the bank to disclose to clients the fact that the
money will be held as banker rather than trustee, and is not protected under the client money rules. If
the bank decides to protect the money as client money, it must also disclose this to the clients, so that
there is clarity over which arrangements apply.

The permissions discussed above do not refer to client money, because money is not a specified
investment, and each activity must relate to specified investments. However, it is important to know
whether a firm is permitted to hold client money, and so the firm’s overall statement of permissions will
include a comment from the FCA confirming whether or not the firm is allowed to hold client money.
When drawing up its business model in readiness for submitting an authorisation request to the FCA,
the firm will determine whether it will need to handle client money in order to provide its services to
customers — and the FCA will consider this request as part of the overall authorisation process.

54 An Example Permission Statement

All of the points discussed above (activities, specified investments, and ability to hold or control client
money) come together in the firm’s permission statement. The permissions held by each regulated
firm can be seen in the FCA Register (accessed via the FCA website). While outside the scope of this
workbook, it should be noted that many permission statements will include a requirement (agreed
between the firm and the FCA as being relevant to the firm’s business).
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Here is an extract of a firm’s permission statement, accessed via the FCA website:

Restrictions

Check the requirements placed on this firm. Requirements are
restrictions governing the regulated activities that this firm can do.

Client Money
This firm can hold and can control client money

Specific requirements may change this firm's ability to hold or control client money - see below for details.
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Note that the above example shows the wording used when a firm is allowed to hold client money.
Where a firm is not permitted to hold or control client money the following text will be used:

Client Money
This firm cannot hold and cannot control client money.

Specific requirements may change this firm's ability to hold or control client money - see below for details.
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Where a firm is authorised to accept deposits, the permission statement will include an element such as
the following:

Accepting Deposits A

Customer Type

All

Investment Type

Deposit

It is therefore possible for a credit institution to obtain both the ‘accepting deposits’ permission and the
‘client money’ permission. However, these permissions relate to fundamentally different treatments of
money:

. Client money is segregated from the firm’s money.
- Deposits are received onto the bank’s balance sheet.

Therefore, the two approaches would not be used together in respect of the same money.

6. Roles and Responsibilities

Learning Objective

1.5.1  Know the roles and responsibilities of the following in relation to client assets protection: the
FCA; authorised firms that hold or control client money or assets; SMF Prescribed Responsibility
‘z'; auditors

1.5.2  Know the classifications of authorised firms as per CASS 1A

Successful protection of client assets across the industry requires a number of parties to fulfil specific
functions. Each of these responsibilities is complementary to ensure overall protection for clients and
confidence in the market.

At this point, we will discuss the roles of these parties at a high level. Later in this workbook we will
explore these roles in greater depth and discuss the practical realities.
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6.1 The FCA

The FCA’s primary responsibilities in respect of client asset protection are to authorise firms and to
maintain the Handbook of rules and guidance in a way that enables firms to appropriately minimise risk
and to ensure that firms meet the FCA’s expectations through supervision and enforcement. In respect
of client assets, we will naturally focus on the rules within the Client Assets Sourcebook.

CASS is split into 14 chapters (each covering a different aspect of client assets) supported by additional
schedules and a set of transitional provisions (relating to rule changes). These are listed in the following
table:

Commodity futures trading
Commission Part 30 exemption order

CASS 1 | Application and general provisions | CASS 12

CASS fi lassificati d
CASS 1A |.rm class| |c.a on an CASS 13 | Claims management: client money
operational oversight

Temporary Permissions Regime - client
CASS 3 | Collateral CASS 14 porary Issl gi i
assets rules

Client money: insurance mediation

CASS 5 activity TP Transitional provisions

CASS 6 | Custody Sch 1 Record-keeping requirements
CASS7 | Client money Sch2 Notification requirements

CASS 7A Egi:;er:\oney distribution and Sch3 Fees and other required payments
CASS 8 | Mandates Sch 4 Power exercised

CASS 9 | Information to clients Sch5 Rights of action for damages
CASS 10 | CASS resolution pack Sch 6 Rules that can be waived

CASS 11 | Debt management: client money

(Note: at the time of writing, the FCA is going through the regulatory consultation process to create
additional chapters of CASS. CASS 15 will implement a set of CASS rules applicable to payment service
providers and e-money firms. (CASS 16 and 17 are expected to set out a framework for regulating
cryptoassets.)

The chapters relevant to an individual firm will depend upon the types of business undertaken. For
example, a firm that has no involvement in insurance services will not be subject to any rules in CASS
5. Similarly, CASS 6 is normally only relevant to a firm that provides services relating to safe custody
assets. This workbook focuses on firms conducting investment business in the UK, and therefore only
the most relevant chapters of CASS are covered.
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While the chapters are distinct there are important crossovers between the different chapters, because
the rules relate to transactions and record-keeping which by definition will often involve questions of
whether a given client is entitled to an asset or the corresponding transaction settlement proceeds. It is
therefore important that the CASS rules are approached as a whole, because approaching single rules in
isolation (without then surveying the overall position) can lead to misunderstanding or misapplication
of controls.

It must also be recognised that the CASS rules are written with a sense of realism. CASS does not expect
perfection or the total removal of risk; rather it defines certain controls that a firm must introduce to
ensure that any risks will be mitigated and that errors will be identified and rectified. For example, CASS
7 includes requirements for the performance of client money reconciliations and sets out how the firm
should resolve any discrepancies that arise. The fact that a discrepancy arises is not always a breach of
CASS, though failure to manage that identified discrepancy within the necessary time period would be a
specific CASS breach (we will look at reconciliations chapter 3, section 3).

It must also be recognised that CASS does not specify every individual control that a firm should
implement. CASS covers a wide range of financial services, so requires each firm to ensure that it
implements organisational arrangements adequate for that firm’s activity. While CASS specifies a
number of key controls, and in some cases prescribes those controls in great detail, the CASS rules grant
firms much flexibility in many areas regarding the way in which the firm chooses to perform its business.

It is the FCA’s role to ensure that the right degree of flexibility is available, and that the CASS rules
clearly set out the regulator’s expectations. If the CASS rules are unclear then there will be inconsistency
regarding how different firms approach a given topic.

6.2 Authorised Firms

We have seen that each authorised firm needs to determine what types of permitted business it will
undertake and apply for the relevant authorisation. Once operational, the firm must ensure that its
business decisions and operational processes are compliant with CASS.

We have noted that while the CASS rules are very detailed in many areas, the rules also contain much
flexibility over the way that a firm decides to structure its business processes. To give a simple illustration
(though we will address the full rules in more detail later, as there are some exemptions that need to be
considered), the rules require client money to be segregated from corporate money of the firm, with that
segregation continuing during any period in which the firm is effecting a payment back to its client (such
as where the client has requested the sale of an asset and the withdrawal of the sale proceeds). While the
firm might achieve this by effecting the outward payment from a client bank account (CBA) (an account
to hold money segregated as client money per CASS), CASS also allows the firm to effect the payment
from a corporate account - provided an equal amount remains segregated in a CBA until the payment
is completed.

This simplified example illustrates that the CASS rules allow firms to arrange their accounting and
transactional processes in a number of ways. As such, there is no single means of complying with CASS.
It is therefore necessary that each firm understands the consequences of each choice it makes — however
trivial an individual choice might initially appear - to ensure that the consequences of those choices do
not breach specific obligations under CASS.

31




The firm must also recognise that any resulting CASS tensions may not indicate that the relevant rule
is faulty or inadequate, but may instead arise from some decision made earlier in its business design
process. If so, the firm should explore how changing that earlier decision would enable compliance with
CASS and/or be ready to clearly explain and justify its position.

It is also worth noting that under the CASS rules (specifically CASS 1A) each firm will be categorised
according to the highest value of client money and/or safe custody assets held by the firm in the
last calendar year. The following table summarises the parameters that determine which category is
applicable to a firm:

Client Money: Highest amount
held in last calendar year (or
projected for current calendar
year)

Safe Custody Assets: Highest
value held in last calendar year (or
projected for current calendar year)

CASS Firm Type

CASS Large Firm More than £1 billion More than £100 billion

CASS Medium Firm | Between £1 million and £1 billion Between £10 million and £100 billion

CASS Small Firm Less than £1 million Less than £10 million

Some firms may hold client money; others may hold safe custody assets; some will hold both. If a
firm holds both types of asset for its clients, its categorisation will be the higher of the two results.
For example, if the firm held no more than £5 million of client money at any time in the last calendar
year, but held safe custody assets with a peak value of £120 billion during that period, the firm would
be a CASS large firm by virtue of its safe custody asset position despite its client money balance only
categorising the firm as a CASS medium firm.

The categorisation of the firm affects how certain control and reporting obligations apply to a firm, and
these will be noted as the workbook progresses. It will also impact the level of focus the FCA gives the
firm.

6.3 SMF Prescribed Responsibility 'z’

The FCA places specific obligations on the individuals performing the most senior activities within a
regulated firm. The Senior Managers & Certification Regime (SM&CR) covers executive directors and
other key roles (such as the Money Laundering Reporting Officer (MLRO)), with additional specific
responsibilities being recognised as a firm increases in size.

A firm subject to CASS must identify its most senior leader responsible for the performance of CASS
activity (usually a board member), and formally allocate to that individual prescribed responsibility ‘z’
(which relates to compliance with CASS). This person is accountable for the appropriateness of the firm'’s
CASS policies and practices, and can be penalised by the FCA if deficiencies are found.
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In many firms there will be a separate person (or team) working for this individual to perform CASS
operational oversight and provide findings and information to the person holding prescribed
responsibility ‘z'. (The topic of CASS operational oversight will be discussed further in chapter 5).

6.4 Auditors

All public companies are required to retain an independent auditor to ensure that their corporate
accounts are properly maintained. This is equally true for financial services firms, though certain firms
are also subject to a separate obligation to have an annual assurance process carried out by auditors to
check and report on their compliance with the CASS rules.

These CASS audit reports are provided to the FCA, and so it is important for the firm to ensure that its
CASS assurance process is completed on time. There is of course potential for firms and auditors to have
differing views as to whether a certain aspect of the firm’s approach is compliant with the requirements
of CASS, and such discussions can be highly technical. It is therefore important for the firm to articulate
the overall business approach and the implications of the individual matter under discussion to the
auditor’s satisfaction.

7. International Considerations

So far we have built up the foundations of client asset obligations from the basis of a UK company
operating within the UK market under UK rules. While the UK remained a member of the European
Union (EU) the evolution of UK rules was heavily influenced by the development of EU Regulations and
Directives, with such common rules enabling a firm authorised by one national EU regulator to perform
regulated business within a different member state. Such passporting is no longer applicable between
the UK and EU member States, although the UK rules still reflect many of the standards established in
those EU rules.

As we consider the CASS rules, we still see the shadow of two particular EU Directives:

. the Markets in Financial Instruments Directive (MiFID), and
. the Insurance Distribution Directive (IDD).

The UK’s decision to leave the EU means that such rules are no longer directly applicable in the UK, and
over time, we can expect the UK and the EU rules to diverge to some extent. However, at present, the
UK statute strongly reflects the EU rules with many EU laws having been adopted into the UK law and
regulation.

From a CASS perspective, however, the historic origin of any particular measure is now of less importance,
as the FCA will decide upon future changes to CASS without being directly bound by decisions taken in
the EU. References to MiFID and other EU rules do however remain within the FCA Handbook.
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However, the CASS rules derived from EU Regulations/Directives are often written as high-level
expectations (rather than detailed requirements), such as the following examples:

Requirement to protect client money ...

T1.121 B| A firm must, when holding client money, make adequate arrangements to
safeguard the client’s rights and prevent the use of client money for its own
account.

[Note: article 16(9) of MiFID]

:123 | A firm must introduce adequate organisational arrangements to minimise
the risk of the loss or diminution of client money, or of rights in connection
with client money, as a result of misuse of client money, fraud, poor
administration, inadequate record-keeping or negligence.

[Note: article 2(1)(f) of the MiFID Delegated Directive]

The above rules emphasise that each firm must have adequate arrangements in place to minimise
the risk of loss of client money, but they are only expressed at a high level. The specific controls that a
firm must establish as part of these overall adequate arrangements (such as the external client money
reconciliation noted above) are set out in other areas of CASS (defined by the FCA rather than inherited
from the EU rules). Nevertheless, rules like the above remain applicable and firms must be careful not to
breach such requirements - however broadly they might be phrased. If a firm has failed to consider its
overall control environment, the result may be a breach of the above high-level rules.

There can be a situation where a firm has established what it considered to be adequate organisational
arrangements and subsequently discovers a flaw in those arrangements. The firm should investigate the
issue and take appropriate steps to remediate its arrangements to ensure they are again ‘adequate...
to minimise the risk of loss...”. Such a response to the discovery would align with the expectations of
this rule (though there may be debate as to whether the existence of the discovered deficiency itself
constituted a breach of this particular rule, providing the firm acts promptly to resolve the concern). If,
however, the identified weakness meant that a specific CASS control (such as the external client money
reconciliation) had not been correctly completed for a period, the firm would record a breach against
such a specific failing.

The Insurance Distribution Directive (IDD), sets out requirements for firms that fulfil supporting
functions in respect of insurance business. Note that the IDD does not affect the activities of the insurer
itself; it relates to the firms which enable that insurance contract to operate. The IDD dictates the need
for insurance premiums passing through agents or brokers to be segregated to protect clients against
the intermediary’s insolvency. The UK rules relating to insurance distribution activity are located in CASS
5, enabling any firms engaged in such activity to readily understand their obligations in respect of the
premiums and claims they are handling as intermediary.
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End of Chapter Questions

Think of an answer for each question and refer to the appropriate workbook section for confirmation.

1. What is the overarching aim of the Client Assets Sourcebook (CASS) rules?
Answer reference: Section 1.1

2. Each legal entity must ensure segregation of client assets from the firm’s own assets. What two
aspects of this segregation must both be in place to ensure it is effective?
Answer reference: Section 1.1

3. What is meant by ‘contractual settlement’ and what is the implication for the client where a firm
provides ‘contractual settlement’?
Answer reference: Section 2.4

4. In general, where is ownership of a transferable security recorded, and what is the impact where
an investment business holds those assets for their clients?
Answer reference: Section 3.2

5. What effect does trust law have on the holding of client money?
Answer reference: Section 3.3

6. What does the Senior Management Arrangements, Systems, and Controls (SYSC) Sourcebook
govern?
Answer reference: Section 4.1

7. What is the most relevant of the Principles for Businesses (PRIN) to CASS and how does it apply
to client assets?
Answer reference: Section 4.2

8. What activities related to client assets require firms to be approved and regulated?
Answer reference: Section 5.1

9. What is the difference between deposit-taking and holding money as ‘client money’?
Answer reference: Section 5.3

10. Under CASS 1A, what are the criteria for a firm to be classified as a CASS medium firm?
Answer reference: Section 6.2
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Client Money Fundamentals (CASS 7)

1. Client Money: What It Is

In this chapter we will build on the foundations
discussed in chapter 1, with a focus on client money.
The first step is therefore to establish exactly what
constitutes client money (as the regulatory reality is
more complex than the foundations discussed in the
opening chapters of the workbook).

The Financial Conduct Authority’s (FCA’s) glossary
definition of ‘client money’ is complicated, largely
because the definition is written in terms of the
different types of regulated business that a firm might
undertake. For the purposes of this workbook, we
will adopt a different approach which aligns with this
definition but enables us to more readily see the key
stages in determining whether or not a sum of money
received by the firm should be considered to be client
money or not.

There are two broad categories of money that should
be treated as client money under the rules of CASS 7
(Chapter 7 of the CASS Sourcebook). The first broad
category relates to money that is moving between
legal entities as part of enabling investment activity.
The following will serve as our abridged definition to
determine amounts as being client money:

«  ‘Money...

« ...thatafirmreceives...

- ...fromits client or for its client...

- ...inconnection with designated investment business

(and certain other types of FCA-regulated business)
« ...unless a CASS 7 exemption is applied.’

When considering any process flow, the firm should
consider whether the above five elements are
satisfied. Looking at these elements enables some
important observations to emerge:

. Client money rules relate to money. If the firm
receives something other than money, CASS 7 is
not applicable. (While this might initially seem
an obvious point, we will see that there are some
circumstances where the firm will need to check
whether the thing it has received is money or
something else.)
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< Money from/for a client is not client money until it is received by the firm. The firm has no CASS 7
responsibility for money it has not yet received.

«  Money that is received but which the firm can show does not relate to a client cannot be client
money, so should no longer be segregated.

«  Money that passes between the firm and its client but is not related to the investment activity being
undertaken would fall outside of CASS 7.

« There are a number of exemptions written into CASS 7, which a firm can consider when drawing up
its business model. We will return to exemptions later, once the fundamental approach and controls
have been discussed.

The second category of money that needs to be understood in respect of CASS 7 is money that the rules
specifically instruct (or in some cases permit) the firm to treat as client money, even though it does not
satisfy the five points above. While the above describes the position where money is moving between
parties, this second category relates to situations requiring the firm to take some of its corporate money
and treat it as client money. Importantly, the firm cannot simply decide to treat money as client money;
it can only segregate corporate money as client money in response to a specific CASS 7 rule. Treating
corporate money as client money in any other case risks polluting the trust established to protect client
money.

2. Segregation of Client Money

We began the workbook by considering the need to segregate client money from corporate assets:

4 I
<«— | AFinancial ServicesFirm | _——
Corporate Money and

— Money and Assets of
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Office Supplies &
@

CASS 7 requires the firm to segregate the sums that are to be treated as client money. This is achieved
by having distinct bank accounts, specifically:

- client bank accounts (CBAs) (containing money that the firm is treating as client money under the
two broad categories described in section 1), and
- corporate bank accounts (used for the firm’s own commercial activity).
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Let us now consider how a firm should handle the sums of money it receives from external parties, to
ensure that appropriate segregation of client money is achieved. CASS 7 defines two approaches that a
firm might use in order that the correct segregation is achieved.

2.1 The Normal Approach to Client Money Segregation

Learning Objective

2.1.1  Understand the normal approach to client money segregation

Under the normal approach to segregation, the firm should first consider what types of transaction or
interaction would result in an external party remitting money to the firm. It must then consider whether
such sums being received would fit within the five legs of our abridged client money definition:

‘Money...that a firm receives...from its client or for its client...... in connection with designated
investment business...unless a CASS 7 exemption is applied.’

For any sums that the firm considers would be client money when received, the normal approach
to segregation requires the firm to ensure that the money will be received directly into a client bank
account of the firm and not first paid into a corporate account.

A firm operating under the normal approach must therefore decide which methods of payment it will
accept, and ensure that the arrangements for each would comply.

If the firm accepts cheques the firm should ensure that its operational processes will bank the cheque
directly into a client bank account, rather than banking the money to the firm’s corporate account and
subsequently transferring it to a client bank account. If accepting money via debit card, credit card, or
direct debit methods, the firm must similarly ensure these processes will receive the money directly into
a client bank account.

If the firm invites an investor to transfer money electronically it will need to provide the client with
details of the bank account to be used. The firm must ensure that the bank account details it publishes
for use by clients are the details of client bank accounts rather than corporate accounts.

Similarly, the firm should ensure that payments relating to other business relationships (ie, those not
related to its client designated business) do not use a client bank account.

Note that the details of both the client bank accounts and the corporate accounts may become publicly
known, and so it is possible that some remitting party will send money to the wrong account. If such
an error is made by the remitting party despite the firm providing the correct information, the firm
has still complied with the normal approach, but must ensure that its downstream daily CASS controls
can identify any such cases and promptly rectify the payer’s error. If, however, the firm had incorrectly
published its corporate bank account details rather than the client bank account details, resulting in
money being remitted directly to the corporate account, such a situation would be viewed as breaching
the normal approach.
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The normal approach to client money segregation should therefore ensure that any money the firm
receives which ought to be segregated in a client bank account is segregated immediately. This act
of segregation then enables all downstream CASS controls to be brought into effect. It should also be
noted that the normal approach requires that the firm segregate such receipts as client money even if it
is not yet certain which client the monies relate to. We will return to this issue of allocating client money
later in the workbook.

The CASS rules enable some firms to adopt a different approach to segregation, and we will return to
this alternative approach in section 5 of this chapter.

3. Client Bank Accounts

Learning Objective

2.2.1  Know where, and into which types of account, client money can be deposited

2.2.2  Know the definitions of general client bank accounts and designated client bank accounts

The previous section made reference to client bank accounts - the bank accounts into which client
money is deposited. In this section, we will look at the characteristics and requirements of a client bank
account.

In chapter 1, we highlighted that effective protection of the client’s assets needs the firm to successfully
demonstrate both legal and physical segregation. Client money is segregated under the CASS rules
through the use of a statutory trust, and the client bank account is key to achieving both the outcomes
needed to achieve an effective trust structure.

A client bank account is a bank account that exists only to hold client money - which we have seen is
made up of:

« money the firm receives as part of its designated investment business, which satisfies the five-leg
abridged definition, and

« other money that the CASS rules specifically confirm must be treated as client money (which we will
discuss in detail later).

We have seen in section 2.1 that the ‘normal approach to segregation’ requires this type of client money
to be received directly into a client bank account. Any other money that the firm recognises ought to be
segregated because of specific CASS rules will similarly be segregated by the firm into the client bank
account (generally transferring the money from its corporate bank account). This achieves physical
segregation and ensures that no other corporate money remains in a client bank account, which is vital
to ensure that no pollution of trust arises.
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However, physical segregation must be accompanied by legal segregation, and so establishing a client
bank account is not simply a matter of the firm picking one of its bank accounts for this purpose. Both
the firm and the bank must clearly differentiate a client bank account as legally existing for the purpose
of segregating client money. Without this legal segregation, if the firm was to become insolvent the
insolvency practitioner working to resolve the firm’s affairs might be required to treat the contents of
the client bank account as being a corporate asset, and use the money to settle the overall debts of the
firm (rather than the money being secured for the firm’'s clients).

In respect of the Client Money rules, the FCA Handbook defines a ‘client bank account’ as either:

- acurrent account or deposit account at a bank, expressly held in the firm’s name for the purposes of
segregating client money, or
- amoney market deposit account, identified as being client money.

The definition then adds that in either case the account should be identified as:

- ageneral client bank account
- adesignated client bank account, or
- adesignated client fund account.

We will now consider these aspects.

3.1 Where can a Client Bank Account be Opened?

The CASS rules require that firms place client money in an account opened with one of the following:

- A central bank (as the central banks in some jurisdictions will enable accounts to be held).

- A Capital Requirements Directive (CRD) credit institution (essentially now defined as a bank with
its registered office in the UK).

- Abank authorised in a third country (meaning a bank authorised outside the UK).

- A qualifying money market fund (QMMF) - a type of authorised CIS which enables unitholders to
readily sell their units and so receive cash promptly.

You will note that the first three of these options are all types of bank and so satisfy the definition
of client bank account noted above. While a firm can place client money within a QMMF, the QMMF
does not however satisfy the definition of a client bank account. You will also recall that the normal
approach to client money segregation required the firm to immediately segregate money into a client
bank account. Therefore, while a firm may choose to use QMMFs as part of its overall client money
arrangements, it is important to note that a QMMF itself falls outside of the defined term ‘client bank
account’ and its use must be agreed to by the client.

As part of discussing broader controls over client money within chapter 3 of this workbook, we will
explore the controls that a firm will have in place regarding the selection of an individual bank and the
considerations of that choice.
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3.2 What are the Three Types of Client Bank Account?

The definition of client bank account requires it to be identified as one of three types of account — each
of which is defined in the Glossary of the FCA Handbook. The reason these three different types of client
bank account can exist is because of the flexibility offered by CASS which enables the firm to determine
the best way to effect legal segregation within the context of its own financial services offering and the
business model in operation. The following table considers the three options:

As you would expect, this is the most general type of CBA. It holds money of
the firm's clients in general. The name of the account must distinguish it from
the firm’s own money.

General Client
Bank Account

This is an account used to hold the client money of only certain of the firm’s
clients who have agreed in writing to their client money being held with the
Designated Client| bank concerned. In technical terms, each designated client bank account

Bank Account creates a ‘pool’ of client money which is separate from any other CBA in
operation (pooling will be discussed later in the book).

The account name must include the words ‘designated client’.

Despite the name, this is still a form of CBA. It is an account used to hold at
least part of the client money held for one or more particular clients, each of

whom has consented to their money being held in such a CBA.
Designated Client

Fund Account If the bank holding a designated client fund account was to fail, each

designated client fund account held by the firm with that bank would be
brought together to form a single pool (rather than each account forming a
separate pool, as in the case of a designated client bank account).

Our focus in this chapter is about establishing the bank accounts necessary to support the firm’s
business model. To understand how those accounts will deliver the legal and physical segregation
required to ensure that the client money trust is operable, it is important to recognise that the firm
will be allocating these sums of client money to individual clients within its own internal ledgers. We
will explore the firm’s records of client allocation in greater detail in section 2 of chapter 3; the following
sections consider what the CASS rules require in respect of actual movements of client money.
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3.3 How is Legal Segregation Demonstrated?

Learning Objective

2.2.3  Know: the function of an acknowledgement letter; the requirements of CASS to complete an
acknowledgement letter, using the FCA templates

In order to ensure that money in a CBA will be successfully segregated, the trust status of the account
must be acknowledged by the bank used. This is achieved through use of an acknowledgement letter,
as described in CASS 7.18R.

An acknowledgement letter is a legal document, prepared by the firm using wording specified in the
CASS rules, and countersigned by the bank to evidence the nature and purpose of the trust being
established over the client money.

The CASS rules contain three different templates, each designed to achieve the same outcome but
drafted to reflect the specific relationships the firm may form with different types of organisation. At this
point we will focus upon the acknowledgement letter used where money is being held with a bank -
which is known in CASS as the Client Bank Account Acknowledgement Letter. Each template primarily
comprises fixed text (which must not be changed), with a small amount of variable text (which the firm
should complete or amend accordingly).

In order to ensure the trust is legally secure, the firm should apply the following approach:

1. Open the account with the relevant institution, ensuring that any relevant wording is included in the
account name.

2. Select the correct acknowledgement letter template (here we will assume the client bank account
acknowledgement letter).

3. Complete the variable text, print the letter on its own headed paper, and arrange for it to be signed by
the relevant internal signatory.

4. Send the signed letter to the bank, who will countersign the letter and return it to the firm.

5. Use ‘reasonable endeavours’ to confirm that the person countersigning on behalf of the bank was
authorised to do so, and retain evidence to this effect.

This provides the firm with documented evidence that both the bank and the firm have acknowledged
that the money held in that account is legally segregated as relating to the firm’s clients.

Importantly, in normal circumstances, the firm should not place any money into a new CBA until it has
received the countersigned acknowledgement letter back from the bank, and ensured that the letter
has been correctly completed. Remember — any error could put at risk any client money balance held
within that CBA.

The firm should retain each acknowledgement letter (along with any other supporting documentation it
considers relevant, including evidence that the countersignatory was authorised) until at least five years
after it ceases to use the relevant account. It must also establish a periodic control (at least annually, per
CASS) to ensure that it holds a completed, correct, and countersigned acknowledgement letter for each
CBAin place.
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The rules do recognise that in certain unusual circumstances the firm might need to change its CBA
arrangements - such as transferring its banking arrangements to a different bank, or following the
failure of a bank. While the first of these examples would be part of a substantial project within the firm,
and the second example would potentially arise without the firm having much advance notice of the
problem, the CASS rules recognise the potential that in such circumstances it might be impractical for
the firm to obtain the countersigned copy of the acknowledgement letter prior to needing to apply
client money to the new accounts opened. In such cases, CASS permits the firm to use the new CBAs for
up to 20 business days after the firm sent the signed letter to the bank. However, if the countersigned
copy is not received by the end of that 20-day period, the firm must cease using the affected accounts.

Note that this is an example where CASS accepts the potential of investor exposure, as the client money
would be exposed to risk of loss until the countersigned acknowledgement letter has been received and
validated. The CASS rules do not attempt to eliminate all risk of investor loss, but to reasonably minimise such
potential for loss within the practical realities of interactions between different types of regulated institution.

34 When Money Becomes Client Money

Learning Objective

2.2.4  Understand when money becomes client money, including the treatment of interest and
commission

We have already noted that some money is client money as a result of it being received by the firm, while
other amounts of money become client money because certain rules in CASS require (or allow) this to
occur, despite there being no corresponding receipt of money. We will now consider various scenarios in
greater detail to understand the threshold at which the CASS rules would apply and require such money to
be client money, and any other key obligations arising.

34.1 Physical Receipts of Client Money

A firm can receive money in two broad ways. It can ‘pull’ money from the payer (such as when it banks a
cheque, which results in the bank collecting the money and depositing it in the account chosen by the
firm). Alternatively, money might be ‘pushed’ to the firm by the payer (such as where a BACS Payment
Schemes Limited (BACS) transfer or telegraphic transfer is performed).

It follows that the firm’s CASS obligations will be different in these two scenarios. Where the bank pulls
money to itself, the firm is clearly responsible for ensuring that instructions are made according to the type
of money being received (client money or corporate money) and whether the firm is applying ‘the normal
approach to client money segregation’ (in which case, any client money being received should be received
directly into a CBA).

However, the CASS rules include comment regarding physical receipts of client money — which might be
actual cash but would also include cheques or payable orders received by the firm (as CASS considers such
cheques to be money). If the firm is operating under the normal approach to client money segregation,
the firm must, generally, deposit the cheque (or physical cash) into a CBA no later than the business day
following receipt of that item by the firm.
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If the firm is operating under the alternative approach to segregation, then the firm is obliged to bank the
money to a corporate account within that same time frame. (We will return to the alternative approach
later in section 5 of this chapter.)

In most cases, the firm will not unduly delay banking the money, though if the money does need to be
retained by the firm rather than immediately banked, it must be held in a secure location. The firm should
also record the receipt in the firm’s books and records.

CASS does however recognise two scenarios in which the money need not be paid into the bank account
within this time frame. One is where some restriction of the regulatory system would effectively prevent
the firm taking such action. An example of this would be where the firm has not been able to complete
sanctions screening for a client it has received money from. If the firm was to bank such money, it
may result in a breach of sanctions law and/or regulations and so CASS allows the firm to extend the
process and delay banking the money. Therefore, CASS permits a firm to determine whether some other
regulatory obligation should override the need to bank any physical money received. Similarly, where
the cheque is future dated the firm will be unable to bank the cheque, so the FCA permits the firm to
hold the cheque until the date on the cheque, at which point it must pay it into a CBA. In either case, the
cheque must be stored securely in the meantime.

34.2 Amounts ‘Due and Payable’to the Client (from the Firm)

Section 3.4.1 focused upon the need for the firm to recognise and process monies that are received into
its bank accounts to ensure that the correct segregation is achieved. However, we must also recognise
that, at times, the firm will determine that certain sums of money are due to its client regardless of
whether any actual money has been received by the firm. Such obligations will usually be documented
within the terms and conditions that define the service being provided to the client. The most common
scenario where money becomes due and payable from the firm to the client is where the firm has
entered into a principal trade with the client, meaning that the firm must pay the client settlement
proceeds when the client delivers the securities. However, a firm might also need to declare money
as being due and payable to the client in order to rectify an error that has taken place, or if it provides
contractual settlement (as noted in chapter 1, section 2.4).

If a firm offers contractual settlement when selling the client’s asset, it follows that the firm will consider
the settlement proceeds are due and payable to the client with effect from the intended settlement
date (regardless of whether the asset sale has actually completed in the market). In such a case, the firm
will allocate money to the client because it has a contractual obligation to do so.

In any situation where money is due and payable from the firm to the client, CASS requires that the
money must either be paid away to the client or segregated and allocated as client money by the
close of business on the day after it became due and payable. Therefore, if the firm pays that money
to the client by close of business on the next day, such a payment can be made directly from the firm’s
corporate bank account (being a sum ‘due and payable from the firm to the client’) as a result of the
contractual arrangements between the parties. Otherwise, the firm must segregate the money in a
client bank account in line with the allocation performed.
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3.4.3 Bank Interest

The treatment of interest earned on client bank account balances can be complicated, as a wide range
of contractual arrangements may arise. CASS 7 requires that any interest earned on client money held
for a client should be paid to that client — unless the firm has notified the client in writing that a different
approach will be taken. A firm should therefore ensure that its terms and conditions are clear as to the
contractual obligations relating to bank interest both received on client bank accounts and offered to
clients.

Consider the example where the firm operates a set of designated client bank accounts, such that each
client’s money is held in isolation. If those bank accounts each earn interest it is a simple task for the firm
to allocate to each client the value of interest to the corresponding designated client bank account. In
such a case the firm’s terms and conditions would note that interest will be applied to the client upon
receipt (rather than the interest being due and payable from the firm to the client).

However, in other cases the firm may create a contractual obligation to pay its clients a certain rate
of interest regardless of any interest being received on the client money balances it holds. In such an
example the firm’s terms and conditions will clarify when and how much interest will be paid by the firm
(being amounts that are contractually due and payable from firm to client), while any interest that the
firm may receive on the client money balances is not itself allocatable to the firm's clients.

Note that while the interest will generally be accruing each day, the CASS rules do not require the firm
to segregate the accrued entitlement daily as client money; the obligation to segregate and allocate
interest as client money arises only when:

- the firm receives client money from the bank and that money is owed to the clients upon receipt, or
« an amount of interest becomes contractually due and payable from the firm to the client in
accordance with the firm’s terms and conditions (regardless of any interest received by the firm).

It might seem surprising that an investment firm would offer its clients a pre-determined rate of interest
rather than taking what appears to be the simpler process of allocating to its clients the interest it
receives. However, a firm might service a large number of retail clients within a single general client
bank account, such that the interest received on that account is a result of potentially thousands of
entries moving across the account during the month. For the firm to allocate the total interest it received
so that each client receives the amount arising on their own personal activity, becomes a difficult task
(likely to result in some rounding difference between the amount received and the amount allocated).
By defining the rate of interest it will pay to its clients, the firm can focus on calculating the accrual for
each client without needing to refer to the amount of interest received by the firm.

344 Other Payments

Some firms will offer contractual arrangements under which the firm will pay sums of money (or other
benefits) to the client. For example, the firm might offer to pay back a portion of a servicing charge
if the client retains a balance above a certain level during the period. Such a rebate will become due
and payable to the client from the date at which the relevant contract stipulates that the commission
amount should be recognised.
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CASS therefore requires contractual commission arrangements to be treated as client money from the
date at which the contract states those sums become due and payable to the client. Similarly, once fee
overpayments or corrective items have been calculated they should be considered due and payable to
the client.

It therefore follows that where a firm might choose to make a voluntary payment to the client — such as
a condolence gift following a bereavement, or an ex-gratia payment to apologise for a service failing
- such sums are not related to any contractual obligation that the firm owes to its client. These sums
are therefore not due and payable to the client as a result of the designated investment business being
performed. Accordingly, such sums remain corporate expenses of the firm and are not items of client
money governed by CASS. Of course, if the client pays that money back to the client money account,
or otherwise instructs the firm to use the money for investment purposes, at that point the firm would
treat the money as a new client money receipt and ensure segregation and allocation of the money.

3.5 Releasing Money from Client Money Segregation

Learning Objective

2.25 Understand when money ceases to be client money

In section 3.4, we explored the types of activity that should result in the firm segregating money as
client money - either because money has been received by the firm in connection with an investor’s
activity, or because the firm’s contractual arrangements with the investor mean that a certain sum of
money is now due and payable to the investor. (Note: there are a range of exemptions that can relax this
treatment, which are discussed in section 7.)

We will now see what the CASS rules say about when the firm is permitted to remove client money from
segregation. There are specific actions and circumstances in which the firm’s obligations under the
client money trust are deemed to have been satisfied; the legal term is that the firm has ‘discharged its
fiduciary duty’. The firm must prevent pollution of the trust, so it must ensure that having discharged
any particular fiduciary duty it does not continue to segregate a corresponding sum as client money.

The following table outlines the situations in which CASS confirms that the firm has discharged its
fiduciary duty. Before looking at the scenarios it is important to highlight that CASS does not specify that
payments related to client money must be paid from the client bank account. Rather the rules enable
a firm to make its own structural business decision as to whether to effect payments from a corporate
bank account instead (and continue to segregate and allocate the relevant sum in a client bank account
until the corporate payment has been successfully completed). The following scenarios therefore clarify
the point at which the firm’s fiduciary duty is discharged, and if any corresponding payment had been
completed using a corporate account, the fact that fiduciary duty is discharged on that date enables the
firm to release a corresponding sum from the client bank account back to the corporate account.
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Scenario

Comment

Money is paid to the client or the
client’s representative

This relates to direct payments of cash to the client or their agent. (Note: payment to the client’s personal bank
account is regarded as a separate scenario in CASS.)

The firm pays the money to

a third party on the client’s
instructions (or with their
consent) to effect a transaction

We have seen that transactions require settlement on a specific date, and the third parties referenced by the CASS
rules include entities such as an exchange, clearing house or intermediate broker.

CASS is clear that the firm should effect settlement payments necessary to conclude the investor’s business
and that by effecting such a payment to a third party the firm has discharged its fiduciary duty. (Note that the
discharge of fiduciary duty is not dependent upon the receipt of the corresponding asset; the discharge is
effective because the payment is made at the correct time.)

The firm pays the money to a
third party where necessary to
satisfy an obligation on the firm
related to the business being
undertaken for the client

This is similar to the point above, but would include a wider range of payments. A firm must understand any
payments that are necessary in order to effect the client’s business, and if any fall into this category then the firm
should ensure that its CASS treatment is correct.

The firm transfers the client’s
business to a different regulated
firm

Each regulated firm is a business, and on occasion a firm may decide to stop offering certain services. At
such times, the firm will usually arrange for another firm to take over providing those services, if the client so
wishes, and the client’s business is transferred to the new firm. CASS sets out the requirements by which any
client money held by the original firm can be transferred over to the new firm, and the fiduciary duty of the
first firm discharged.

This scenario is specifically excluded from the third-party routes in the rows above because, in addition to
consent or instruction from the client, the firm is rquired to assess whether the new firm has appropriate
measures in place to protect client money.

(Note: there is a de minimis provision in CASS which confirms that if the balance being transferred for a retail
client is less than £25, or less than £100 for other types of client, this extra due diligence requirement does
not apply).

oz
uz
£&
£z
Zy
28
FH
PH
I3
52

e
N
!
O

50



Client Money Fundamentals (CASS 7)

‘Wi 3Yy Aq pamo Ajjeuibrio Anp

Kreppnply ayy buibieydsip se pasiubodal aie syusawhed Yons "pauIadU0D SUSID 3Y3 0} A3daJ1p pied Asuow sy}
995 Ued dDJD PasuUoyIne sy} Jo ssa304d Juswabeuew 3 Nejap syl Uayl (S} neyap wiiy 3yi ‘1) suoirebljqo su ul
S|1ej USY1 Wiy SY1 §| "SUOIIdBSURI] SAIIRALISP Buljgeua s9d1AISS apn|dul pjnom sajdwex] *(dDD) Aediaunod
[eJ3udd pasioyIne ue yum A3uow 3udl|d ade|d 03 Wil e 24INbaJ PINOM JUSI|D B 0} PRIDJJO SIIIAIDS SWOS

Jusip sy
0} A]123.1p A1ediaunod |esjuad
pasuoyine ue Aq pied Aauopy

"$SS9IX3 Ue 3 03 JUNOWE 3y} SaUIWIISP
|0J3UOD UOI1RI|IDU0D31 By} 3snedaq Aauow ay} dAowal 0} pabijqo Ajdwis si wliy ay3 ‘palysizes aq 03 19ap
|e63| 10 ssauIsNg Ou SI I3y} — Wil 9y} 03 3|qeked pue anp paJe|dap Buiag Jou si ASUow yons Jeyl 0N

*}snJy 3y} Jo uonnjjod ploAe 0} JapJo Ul gD paiebaibas ay) Woiy UMeIPYIM 3 0} Junowe jey) salinbal
SSYD ‘SS®IX3 Uk 9 0} 949U} SSUIWIDISP UOIIRI[IDUOD3I [RUISIUI UR DISYM ‘UBY] 335 ||IM M SY Y OOCMJOM
SIY} Ul J33e| |IRIDP Ul PASSNISIP Sq ||IM pue ‘|043u0d jueliodwi Ue aJe suojlel|1dDuodaJ Aauow jual)d Ajleq

vdD
33 Ul SS9IX3 Ue Se U0I}el|1DU0d3l

e ul payuap! ASUop

“wily 03 1usid

wouy 3)qeded pue anp mou si 3214d aseydund ay3 Jey3 JSPISUOD PINOd WLy 9y} 1ybnog usaq buiaey se 3asse
9Y3 SPJ0daJ WI} SY) puUe ‘paydeal S| apesl Y1 JO 91ep JUSWS[NSS 9yl 95U *(YgD e ul parebaibas Asuow juaid
Buipuodsaii0d ayy buluieial sjiym) s1ap.o aseydind 3ayew soejd 03 Asuow 33es0diod sasn wuly ay3 asoddng
"SUOIIdeSURIY }9XJeW D[}DS 0} WLy e AQ Pash swisiueydaw 3y} uo buipuadap asue ued sjdwexa Jayjouy

"9]qeAed mou 1gap 9y} JO JUSWI|NSS Ul ASUoW 2)elodiod se use)

9q Ued 0GF 9y} OS pue ASUOW 1eY)} O} PIHIUS SI WIS BY} YdJB|A | € UO “JSASMOH *AS3Uow Jual|d se parebalbas
pue jual|> 3y} 0} Pa3LDO||e UleWdJ PINOYS 3 OS ‘Wil 9y} 03 9|qeked pue anp Jou S| wWNs 3ey3 ‘yaJe L€ [13un
"JUNODJDk Ue Bululejulew Jo4 Jeak ydea YdJep LE Uo 05F 40 abieyd |enuue ue SaiAl] Wiy ay3 1ey) ajdwexa
1o} 9soddng ‘sjeasaiul Jejnbal je Junodde s,3uald ay3 03 paljdde aq [1m 1ey3 abieyd 10 39} BudIAISS B plod3l
SUOI}PUOD pue SWI) W1 9Yl 249YyM 3 p|noM djdwexa SNOIAQO Uy "Wl 9y} 03 SOMO JUdi|d Y3 1ey}

193p e 9|13s 0} pasn bulaq Aj9A13193 Asuow Judi|d> A|snoiaaid sem 1eyl ASUOW Ul 3 NS SJUIAS UIRLDD)

wJij Y3 01 o|geked
pue anp mou s 1ey3 ASUo

"JUNOdDe Yueq S,WJlj SY) WOoIS U e} usadq sey Asuow

93 }eY} SMOYS JUSWIL)S JUNODIE Yueq 3y} [13Un A3UoW Judl|d JO wns buipuodsaliod 9y} 9sea|al JouU pjnoys
0S pue ‘a3ep d1y10ads e Uo paysed aq ||Im anbayd sy} 32y} SWNSSe 30U PNOYS Wl Y3 ‘Junodde ajelodiod e uo
umelp st anbayd ay1 “1anamoy ‘J| -anbayd pajuasaid ayi sAed yueq ay3 |13un palebalbas surewals Asuow sy}
Sse palysiies Ajjedizewolne si siyl ‘gD 9yl uo umesp uaaq sey anbayd ay3 4| Mueq ayi Aq pied s wns sy} usym
s1n2>0 A1np A1ednpiy Jo abieydsip syl 1ey) sailie|d osje SSyD ‘anbayd Aq syuswked jo 139dsai ul ‘1eyl 910N

"JU3SUOD S,3UdI|D Y3 INoy}M pauado wilj Y3 1Y} JUNOdIe Ue 3q
JOU }SnW pue ‘Dweu s,ullj 3y} Ul 9g J0uUed JuUNodde jueq Siy} 3ey3 sa1els SSyD “(enbayd e Bulpuas 1o ‘1ajsuel
SOV4 AQg) 1unodde yueq |euostad s,1uai|d ay3 01 JusawAed e 10949 IybBiw wuly 3yl ‘ysed buiked ueyy sayiey

jJuBdWIWO)D)

JU3I|D> 3Y3 JO JUNoddE
jueq ayi ojul pied si Aduoy

oueuddS

51



oz
uz
£&
£z
Zy
FH
PH
I3
52

e
N
!
O

Scenario

Money paid by an authorised
central counterparty to a clearing
member (other than the firm)

in connection with a porting
arrangement

Comment

This also relates to corporate failure when client money has been placed with an authorised CCP. A porting
arrangement enables the business arrangements of a failing clearing member to be moved to a different
clearing member. Where this arises and the firm itself has failed, the porting event is viewed as a discharge of
fiduciary duty in respect of the client money transferred.

Money transferred by the firm to
a clearing member in connection
with a regulated clearing
arrangement, then remitted to
another firm/clearing member

Where the firm places money with a clearing member as part of a regulated clearing arrangement, a business
failure may cause the clearing member to activate its default management procedures. Such movement from
one clearing member to another is recognised as discharging the fiduciary duty of the firm.

Money transferred by the firm to
a clearing member in connection
with a regulated clearing
arrangement, then remitted
directly to the indirect clients of
the firm

Similar to the above scenario, though here the money is distributed by the clearing member to the indirect
clients of the firm. Again, this is seen as discharging the fiduciary duty of the firm to its clients.

Allocated but unclaimed client
money paid away to charity
(without a specific instruction
from the client concerned)

Over time, a firm might find a balance of money arising for a given client — such as if the client does not bank
the cheques received from the firm. Such balances need to remain allocated to the client concerned.

CASS sets out a process by which a firm can discharge its fiduciary duty for such allocated balances, and so is
no longer required to hold that money as client money. This process enables the firm to pay such monies to a
chosen charity, without receiving an instruction from the client to do so. The process is set out in more detail
below.

Transferred to a dormant asset
fund operator

The Dormant Assets Act 2022 created a legal framework by which unused cash balances can be passed to
the operator of a specific nationally-recognised dormant assets fund and used to provide funding for certain
charitable purposes. CASS grants a discharge of fiduciary duty in such cases provided the firm has first taken
appropriate steps to contact the client concerned.

However, in the event that the client subsequently contacts the firm for the return of their money, it is possible
for the firm to recover the money from the fund.
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3.6 Payment to Charity of Allocated but Unclaimed Client Money

Learning Objective

2.2.6  Know the treatment of: allocated but unclaimed client money; mixed remittance payments

As noted in the table in section 3.5, on occasion, a firm will find itself unable to effect payment back to its
client. This is most commonly because the client has failed to bank a cheque, often combined with the
news that the client has changed address (as firms do not wish to enable fraudulent activity by sending
further correspondence to a client who has gone away from their last known residential address).

CASS enables a firm to pay to a registered charity sums of allocated but unclaimed client money,
providing the client’s balance has been held by the firm for at least six years (ie, the only transactions
passing on the account during this period must be periodic events, such as interest or fees, rather than
customer-directed activity).

Where the balance is small (less than £25 for a retail client, and less than £100 for other types of client)
the firm need only make one further attempt to contact the client at the last known address and so
attempt to repay the money. If the client has not responded after 28 days, the firm can affect the
payment to the nominated charity and so discharge its fiduciary duty in respect of that sum. The firm
must maintain records of the balances paid away by this method, including the respective client and the
charity receiving the money.

Where the balance is larger (over £25 for a retail client, or over £100 for other types of client) the process
is more complex, as CASS sets out a more prescriptive set of reasonable steps that the firm should
perform to attempt to reunite the client with their money, shown below:

1. Determine as far as reasonably possible that the contact details held by the firm are correct.

2. Write to the client at the last known address (either post or electronic mail) advising that the balance
on account will be paid to charity if the client does not respond within 28 days.

3. After those 28 days, the firm must then attempt a further communication via a different channel.
(The CASS rules suggest telephone calls or media advertisements might be considered.) This
communication will again warn that after 28 days the money will be paid away to charity.

4. If the client has still not contacted the firm once those 28 days have elapsed, one further written
communication should be made (either via post or electronic mail) to confirm that in 28 days’ time
the money will be paid to charity — though also noting that the firm will remain obliged to pay the
client an equivalent sum if they make contact with the firm in the future.

5. Once that final set of 28 days has elapsed, the firm may pay the balance to charity and discharge its
fiduciary duty.

CASS confirms that if the firm has received confirmation that the contact details it holds for the client
are no longer correct (eg, it knows the client to be gone away from their last known address), it need
not send communications to those contact details. However, reasonable steps would still need to be
demonstrated, and so some firms may consider the use of tracing services before effecting the payment
to charity.
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Note that for these larger sums, the firm remains legally obliged to effect payment to the client in the
future - despite the client money having been paid to charity and the firm’s fiduciary duty having been
discharged. In such cases, the firm may benefit from a simplified operational process once the stale
balances are removed - but does so only by incurring a potential future financial liability. The firm or
a member of its group must, before paying away such balances, make an unconditional undertaking
that it will pay the equivalent sum to any client making a later valid claim. This undertaking must be
authorised by the firm’s governing body, be legally enforceable and must be retained indefinitely.

Full and detailed records must therefore be kept when any firm chooses to pay allocated but unclaimed
client money away to a charity without an instruction from the client.

The CASS rules also require that any costs incurred by the firm in satisfying these requirements to pay
allocated but unpaid money away to a charity must be borne by the firm and not passed on to the client.
Such costs include both the operational costs of trying to contact the client but also the cost of any
insurance retained by the firm against potential future claims.

3.7 Mixed Remittance

It is possible that a given client might make a payment to a firm that is intended to serve multiple
purposes. For example, suppose the client owes a sum of money to the firm (such as an outstanding
fee for the firm's services), but also wishes to make a further investment in assets (being effected by
the firm as part of that service). By definition, the money being paid to the firm to settle an outstanding
debt is not client money, as the money is already due and payable to the firm as a creditor of the client.
However, the additional money destined for investment purposes should be treated as client money.

CASS rules describe such a payment as a mixed remittance, ie, a single receipt which includes money
that is client money as well as money that is corporate money of the firm.

Where the firm is using the normal approach to segregation, CASS requires the firm to receive the
full sum into a client bank account. The firm would then process the money through its ledgers and
determine the portion that is due and payable to the firm. Once the firm believes the amount has been
cleared by the bank (ie, the money is actually available to withdraw), the portion identified as being due
and payable to the firm would then be removed from segregation no later than one business day after
clearance.
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3.8 Use of Multiple Currencies

Learning Objective

2.2.7 Know the requirements around client money held in different currencies

Financial services is an international industry, and many firms will offer services to their clients enabling
them to invest in assets domiciled in a range of countries. As such, firms will need to manage the
consequences of handling client money in multiple currencies which may include:

- having client bank accounts open in multiple currencies

- having books and records that can distinguish between currencies

« being able to perform foreign exchange transactions between currencies, and recording such
foreign exchange transactions within its books and records, and

- being able to report accurately to the client what activity has occurred on their behalf in each
currency.

Again, CASS does allow firms some flexibility in how to arrange these facilities. It would be possible for
the firm to retain client money in pounds sterling at all times, providing it ensures that this approach is
in line with the terms and conditions defining the services being provided.

However, in some cases, there will be client money arising in multiple currencies - either in order to
effect market settlement of asset transactions, or when receiving dividends or other payments arising
from assets held. In such cases, it would be possible for the firm to open CBAs in the relevant currency —
providing the bank concerned provides the completed acknowledgement letter.

As this might not be possible, CASS also allows a third option. The firm is allowed to hold the client
money in a different currency from the actual currency in which the money was received or is due to
the client. However, if the firm uses this approach, it must perform a calculation to ensure that the
amount segregated (in the chosen currency) is at least equal to the value due to clients. This conversion
calculation must be performed daily, based on the exchange rates at close of business on the prior day.

Where the firm opens a CBA in a non-sterling currency, all other CBA-related controls are still applicable
to that CBA.
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4, Client Transaction Accounts (CTAS)

Learning Objective

2.3.1 Know the difference between client bank accounts and client transaction accounts and the
different treatments of each

In this chapter we have focused on the need for the firm to segregate client money in a CBA, the need to
ensure a legal trust is in place over that money (achieved by completing the relevant acknowledgement
letter), and ensuring that the firm knows when its fiduciary duty is discharged.

There is, however, an additional type of account that may also be relevant to the segregation of client
money, depending on the types of services that a firm offers. This type of account is called a client
transaction account (CTA). While a CTA will only be required by a fraction of the firms that handle client
money, it is important to understand how CBAs and CTAs differ in order to understand the application
of the client money controls that will be discussed in the next chapter.

While a CBA is opened at a bank, enabling the firm to deposit sums of client money to ensure ongoing
segregation, a CTA is opened with a third party through which the firm intends to perform transactions
forits clients and should only be used for money directly required to effect a transaction with or through
that third party.

One example quoted in the CASS rules is the scenario where a firm transfers client money to a clearing
house to act as a margin payment for a transaction being undertaken. A CTA may also be applicable if a
firm was transacting business through an exchange, intermediate broker, or a counterparty used by the
firm when conducting over-the-counter derivative activity.

While a CTA should only be used to hold client money necessary to complete a client order/transaction
(a CTA would not be used to hold general balances of segregated client money), it is still necessary to
secure a CTA by obtaining an acknowledgement letter. CASS provides standardised wording for the
CTA acknowledgement letter, which differs from the wording used for a CBA. It is therefore important
for the firm to ensure that it understands the type of acknowledgement letter required, and uses the
correct template wording. As with the other forms of acknowledgement letter, the third party should
countersign the letter and return it to the firm.

Another way in which a firm might use a CTA is in respect of assets held for its clients. CASS requires that
where safe custody assets are deposited with a third party (we will discuss such arrangements when
discussing custody later in the workbook), the firm must ensure that the third party takes one of the
following approaches in respect of any client money arising on those assets:

- Directly pay such money into a client bank account of the firm. (Note: if the third party is itself a
bank, this might be achieved by the third party operating a CBA for the firm.)
«  Record such monies in a client transaction account for the benefit of the firm’s clients.

Such monies may include dividends or other income received on the assets, or the proceeds of asset
sale transactions.
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The following table highlights the two key differences between CBAs and CTAs, as noted in CASS 7:

Client Bank Account Client Transaction Account

Can be opened at any third party (other than a bank) with

Can only be opened with a bank which the firm is transacting

Should not be used to maintain balances of client
money, but should only contain the monies required for
transactions being undertaken

Can be used to hold sums of
segregated client money on deposit

The full wording of the different acknowledgement letter templates can be seen in CASS 7, and many
of the clauses in the CBA acknowledgement letter also appear in the CTA acknowledgement letter.
However, it is interesting to see some of the ways in which the two templates differ. Remember that, in
each case, the letter should be written by the firm on its headed paper and countersigned by the bank/
third party to demonstrate their agreement to the terms contained.

The CBA template states:

‘we hold all money standing to the credit of the client bank account in our capacity as trustee under
the laws applicable to us’.

The corresponding paragraph of the CTA template states to the third party:

‘you are instructed to promptly credit to this client transaction account any money you receive in
respect of any transaction that we have notified to you as being carried out on behalf of our clients’.

Note how these two clauses set the operational expectations for how these different accounts will
function. Correct use of a CTA is dependent upon the firm clearly identifying for the third party whether
a given transaction is being carried out for its clients such that the third party must then process
movements in line with the instruction documented in the acknowledgement letter. By contrast, the
CBA letter simply confirms to the bank that the firm is acting as trustee in respect of money held in the
CBA.

The CBA template includes some wording not found in the CTA template, requiring the bank to release
on demand by the firm (or any liquidator, receiver, administrator or trustee appointed over the firm’s
affairs) any money held in the CBA. The letter does confirm that in such a case the bank would be
entitled to retain any sums due to the bank as agreed fees for running the CBA (though the bank could
not use money from a CBA to settle any debt owed by the firm in respect of other accounts operated).
It is important to note that the bank does not have any right of set-off or lien in respect of CBAs, ie, it is
not able to use money from a CBA to pay off a debt relating to another account it maintains for the firm.

The CBA template also includes a clear statement by the firm that the bank is not responsible for
ensuring that the firm complies with its obligations as trustee for the CBA.
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The CTA template similarly has some wording not found in the CBA template. The CTA acknowledgement
letter confirms that all money credited to the CTA will be payable to the firm in its role as trustee -
except where default by the firm means that the third party applies its default management process
and so transfers the money to another party (in the ways noted earlier as constituting a discharge of the
firm’s fiduciary duty).

5. The Alternative Approach to Client Money
Segregation

Learning Objective

2.4.1  Understand the alternative approach to client money segregation and the approaches to
managing risk arising from its use

In this chapter, we have so far considered the normal approach to client money segregation, by which
client money is immediately segregated upon receipt. (Note: there are some exemptions that can be
applied, and we will explore those later in section 7.) CASS 7 acknowledges that some circumstances
requiring a firm to apply the normal approach could themselves result in excessive operational risk.
This could undermine the consumer protection that the client money rules are intended to provide.
CASS 7 therefore permits a firm to adopt an alternative arrangement - helpfully called ‘the alternative
approach’ — which the firm might consider according to the relevant context of its specific business
lines.

Under the alternative approach to segregation, the firm will receive client money into a corporate
account, while performing a daily calculation to determine how much money the firm should ensure is
segregated as client money for the protection of its clients. The result of this is best demonstrated by
considering what would happen if a client was to make a payment to the firm today and to assume that
no other movements occur on this day.

Suppose the payment is £10,000, a firm using the normal approach would receive that money directly
into its CBA. At the end of today the amount segregated would be £10,000 higher than the balance at
close of business yesterday. However, if the firm had used the alternative approach to segregation, the
closing balance today would remain unchanged. Tomorrow the firm will perform its daily calculation to
determine how much money ought to be segregated as of close of business today, and will therefore
segregate the £10,000 sum tomorrow as part of its daily control processes.

As you can seeg, the alternative approach therefore contains a built-in time lag; it runs one day behind
the figures that would arise under the normal approach (as the same pattern emerges for payments
back to the client). This creates a potential risk, as the amount of client money that the firm may owe
to its client population on any given day may be less than the amount actually segregated in the firm's
CBAs.
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To mitigate this risk, the rules enabling the alternative approach require the firm to calculate an
additional sum of money that it reasonably considers would have been sufficient to cover any such
shortfall during the previous three months of business. The rules describe this figure as the ‘alternative
approach mandatory prudent segregation figure’, and the firm must add this value to the balance
maintained in its CBAs. The firm must keep records to justify this calculation. (Note: this figure is
different from any other prudent segregation that the firm may put in place, which is discussed in
more detail in the section 6.2.)

Due to the additional calculations and accounting complexity required to successfully apply the
alternative approach, any firm wishing to use this approach for any of its business lines must first obtain
a written report from an independent auditor to confirm that in the auditor’s opinion the firm's systems
and controls are suitably designed to deliver the alternative approach in line with CASS 7 requirements.
This opinion includes the calculation of the ‘alternative approach mandatory prudent segregation
amount’.

This process therefore takes time, and CASS requires that, at least three months before it intends to
apply the alternative approach, the firm must notify the FCA of its intention and agree to make available
any documentation requested by the FCA. Once the auditor’s written report is received, the firm must
send a copy to the FCA, again before it begins to apply the alternative approach. Principle 10 remains
applicable to the firm, regardless of the segregation approach operated.

6. Other Money Segregated as Client Money

6.1 Unidentified and Unallocated Client Money

Learning Objective

2.5.1  Know the rules around allocation of client money, including unidentified and unallocated
amounts

So far in this chapter, we have looked at money that the firm has received from a specific client - such
as by cash or cheque. However, the firm may receive client money in other ways too — such as where the
client pays by a regular direct debit, arranged by the firm with the client’s bank.

In all such cases, the firm is in some way in control of the money arriving at the bank; it can coordinate
its records against the knowledge that the money is expected. As such, the firm should allocate the
money against the relevant client, making a clear record in the firm’s systems that a given amount was
received for/from a given client. These allocations are very important in ensuring that all client money is
accurately accounted for, and that none is mislaid.

However, it is also possible for money to arrive when the firm is not expecting it, or for money to
be ‘pushed’ to the firm’s bank account rather than the firm ‘pulling’ the money from the client. For
example, suppose the firm permits its clients to send money by telegraphic transfer or online banking
instructions, such that the money will simply arrive within the firm’s bank account accompanied only by
whatever reference information has been passed on by the client’s bank.
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CASS places certain obligations on the firm to ensure that any such monies are also suitably protected.
Firstly, if the firm is operating under the normal approach to segregation, it should only provide clients
with the bank details for the client bank account (rather than any corporate account of the firm). In this
way, any client money that is received unexpectedly will be immediately segregated.

CASS also requires the firm to promptly investigate any such unexpected sums received, as such
sums might be client money, or could actually be money that belongs to the firm. CASS uses the term
‘unidentified client money’ to describe such money, and unidentified monies should remain segregated as
client money while the firm continues its efforts to determine whether the money is due to the company
or is in fact client money. If the firm determines the money is client money, though remains unaware
of the specific client(s) concerned, it should make a record in its systems to state that the relevant sum
is unallocated client money. If, however, the firm’s investigations confirm that the money is actually
corporate money rather than client money, it must at that time remove the money from the CBA.

Note that no retrospective CASS breach arises for any period for which a firm segregates such money
as unidentified client money (even if the money is later concluded to be corporate money). Often the
investigations of unidentified items will also confirm the relevant client, in which case the money should
become allocated to the client in the usual way (rather than being recorded as unallocated).It is possible,
however, that on occasion the firm may be unable to identify the client responsible for sending the
money, or conclude that the money might have been incorrectly sent to the firm. In such cases, CASS
confirms that the firm would be justified in returning the money to the remitting party.

You will note in the above comments how important it is for the firm to maintain a complete and
accurate record of client money allocation. CASS confirms that such allocation should be made
promptly, though it does allow a firm up to ten business days following receipt to complete recording
this allocation. (Note, however, that such a slow process could have business consequences —such as if a
delay in allocation resulted in the client’s transaction being delayed.)

If the allocation will not be achieved promptly (generally considered to be on the day of receipt, or
potentially on the following day if the money arrives late in the afternoon) the firm must record the
money as unallocated client money to ensure that it can be fully accounted for within the reconciliation
of client money (which will be discussed in the next chapter.)

As one example, a delay in allocation might arise if the sum of money received is an aggregated amount
that needs to be shared out between many affected clients — such as a compensation amount received,
or the disaggregation of a dividend. Firms must ensure that their records record the nature of all client
money — whether allocated, unallocated, or unidentified.
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6.2 Prudent Segregation

Learning Objective

2.5.2  Know: the concept of prudent segregation; the record-keeping requirements around prudent
segregation

Within any operational process, there is always the potential that errors or other scenarios may occur -
whether within a firm, or in other parties along a transaction chain. Some scenarios could, in the firm’s
view, expose its clients to the risk that (in the event of the firm becoming insolvent before the matter
is resolved) the total amount of segregated client money would be insufficient to pay each client the
correct sum due.

For this reason, the CASS rules include a mechanism that enables a firm to protect its clients against this
type of risk. This mechanism is known as ‘prudent segregation’, and permits a firm to place corporate
money into a CBA in order to mitigate a specific risk identified and quantified by the firm. It may be used
only when the firm considers this is a reasonable means of protecting the clients against the identified
risks. Importantly, prudent segregation amounts are never allocated to clients, and neither would the
money be recorded as either unidentified or unallocated sums (as the money is not ‘due and payable
from the firm to the client’, and neither has any client money been received by the firm for its clients).

In order that such amounts do not pollute the client money trust, any firm that intends to make use of
prudent segregation must maintain certain documentation and record prudent segregation money
movements in a particular way.

Firstly, the firm must prepare a policy document stating the risks for which that firm considers prudent
segregation would become applicable. This policy document must be approved by the firm’s governing
body before any prudent segregation is put in place. The policy should also explain why the firm
considers prudent segregation is a reasonable means of mitigating specific anticipated risks relating
to the circumstances identified and clarify how the firm will calculate the amount of money to be
segregated in respect of each type of risk identified.

When any of the circumstances recorded in a firm’s policy occur, prudent segregation will be put in
place. Each cash movement of prudent segregation (whether into the CBA or out from the CBA) must be
recorded, and the firm must create a specific record (known in CASS as a ‘prudent segregation record’)
that clearly identifies the nature of the money and the purpose for the movement, which evidences that
placing such corporate money into the CBA was not a pollution of the trust.
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For any increase or decrease in the amount of prudent segregation in place, the prudent segregation
record would include:

« the outcome of the calculation of the prudent segregation amount

« the amount paid into or withdrawn from the CBA

«  why the payment or withdrawal was made

- confirmation that either:
a. the payment was made in accordance with the firm'’s existing policy, or
b. that the firm's policy will be amended in light of the circumstances.

« confirmation that the payment or withdrawal has been made in accordance with the relevant rules,
and

- acurrent total of prudent segregation money.

Different firms will therefore apply prudent segregation in respect of different types of potential risk
exposures in accordance with their own internal risk assessments and the policy they have written as a
result. The firm will need to explain its policy to external parties, such as its auditor.

While each firm will make its own decision as to when prudent segregation money should be applied,
one example scenario might run as follows. Note that this is a complex example in order to draw out the
various considerations that a firm such as a platform provider will need to consider when deciding its
approach to prudent segregation.

Date Action/Comment

The firm receives instructions from a large number of clients, all wanting to

Monday 30 March
onday SBMArEh 1 buy units in a particular CIS.

The CIS has its annual accounting date, which triggers the calculation and
31 March subsequent payment of an income distribution to all registered holders of
units.

The firm’s settlements team recognises that the transaction to buy units in
that CIS has not been settled. Investigation confirms that the firm failed to
place an aggregated purchase of units on 30 March. As such, the firm has two
problems:

2 April « It needs to buy the missing units and ensure that any loss arising from
the CIS unit price changing since 30 March is incurred by the firm rather
than its clients.

- The firm will not receive as much income distribution as it should have
- because the firm held insufficient units as at the 31 March accounting
reference date of the CIS.

The firm's initial investigations confirm that 5,389 of its clients had instructed
the purchase of units in that CIS on 30 March, and the firm completes a
calculation of the number of units that should have been purchased on 30
March. The firm instructs that purchase today at the next calculated price. A
trade confirmation received later in the day confirms the actual price of the
executed deal.

3 April
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Date Action/Comment

The firm can calculate the total loss made because of its error, ready for

Monday 6 April
yoap settlement on 8 April.

8 April The trade settles and each investor receives the correct allocation of units.

The CIS pays the distribution, so the firm receives a payment based on the
number of units actually held as of 31 March. The firm must then calculate the
amount of extra income it owes to its clients as a result of failing to purchase
units on 30 March.

Approx. 31 May

Importantly, while the platform provider will swiftly determine the effective timeline for correcting such
an error, some necessary pieces of information cannot be known until later in the process. For example,
the firm will not know the amount of income being distributed for each unit of the CIS until the end
of May but it knows in early April that there will be some outstanding gap, ie, the client money pool
is exposed to a potential deficit and the firm can at best only estimate the likely quantum of such an
exposure.

This is a good example of where prudent segregation might be considered. The firm could use prior
fund performance figures to estimate the likely income payment due for the aggregated market order
that it failed to place on 30 March. It need not allocate such money to underlying clients; adding such
estimated data into the client allocation records risks causing further confusion. However, the firm could
place its own money into the CBA as prudent segregation ahead of the actual figures becoming known
and the relevant allocations being made at client level. In this way we see that prudent segregation is
a mechanism to mitigate the risk to the client pool, separate from the processes that will correct the
investor’s position.

The firm might also consider whether prudent segregation would be applicable while correcting
the missed deals themselves, and the firm’s decision will be affected by two particular variables (and
possibly others as well), namely:

- how the firm settles aggregated asset purchase deals, ie, from its corporate account or from a CBA,
and

- how long the firm believes it will take to post the relevant corrective items against 5,389 client
accounts.

If the firm’s organisational structure is to settle market purchases from its corporate bank account (and
discharge its fiduciary duty on settlement date by declaring the corresponding sums due and payable
to the firm) then it may proceed by settling the full market amount from its corporate account and
only debiting client accounts with the cash value of their original transactions. In such a case, all asset
purchases carry a risk that if the firm was to become insolvent prior to market settlement date, the
investors could incur loss arising from failed settlement.
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Alternatively, if the firm settles asset purchases from a client bank account, the firm will need to provide
additional money to enable the settlement on 8 April because of the loss incurred. One approach is for
the firm to effectively allocate to each client the money needed to complete their portion of the market
transaction - in which case that extra money becomes due and payable to the client and should be
allocated. Until such allocation is completed, the risk remains.

It is therefore also important that such a firm considers how long it may take to post such underlying
entries and allocate the relevant sums to each client. Where the allocation could take an extended
period, the firm might again consider that prudent segregation should be put in place - securing the
overall asset settlement while continuing to progress the allocations of specific sums for each client.

This one example should hopefully illustrate why each firm needs to give detailed and informed consideration
to the scenarios that could give rise to risk for their clients - in the context of that firm’s systems and
processes — and why each firm may have a bespoke prudent segregation policy.

/. Exemptions

Learning Objective

2.6.1 Understand the use of exemptions available within the client money rules

7.1 Professional Client Opt-Out

Many regulations and controls function by prohibiting certain activities, or excluding certain types of
assets. In other cases, the regulatory obligations may make it uneconomical for a firm to undertake
certain types of non-core business due to the costs of establishing the necessary controls.

However, at times, the CASS rules recognise that such restrictions can limit the overall flow of
investments and money within the financial services market. In order to give some flexibility, the CASS 7
rules do allow a professional client to confirm that it wishes to opt out of CASS 7 protection, though only
for non-MiFID business. This choice can only be taken in certain circumstances, and the professional
client must recognise that as a consequence, it will bear a greater potential loss in the event of the
firm’s insolvency. However, agreeing to use the opt-out might be the only way in which the firm and the
professional client can reach a contractual agreement for the firm to undertake certain actions for that
client.

The specific details of the professional client opt-out will be discussed in section 1.1 of chapter 7.
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7.2 Managers of Regulated Collective Investment Schemes (CISs)

In general, the managers of UK regulated CISs deal as principal when selling units to a client (or
repurchasing those units from the client). In such a context, the firm makes a contract with its client to
deal those units (that contract being subject to client money rules, with the settlement money being
due and payable between the firm and the client). Separately, due to its obligations under the Collective
Investment Schemes (COLL) rules, the fund manager might instruct the trustee to issue or cancel units
(those transactions being corporate obligations).

CASS provides an exemption to the fund managers of regulated CISs. For payments from the firm to
its client, the exemption simply echoes the usual CASS obligation for money due and payable from the
firm. The most important operational aspect of the exemption arises in respect of money being received
from the client as it allows the fund manager to receive that money into its corporate account without
breaching ‘the normal approach to segregation’. If the client’s money is received by the fund manager
more than one day prior to the settlement date of a unit transaction, the firm must still segregate
the money in a CBA (having first received it into a corporate account). If, however, the money is only
received on the day prior to settlement (or any subsequent day) then the fund manager need not move
that money into a CBA.

In this way, unless the firm’s client pays settlement monies more than one day before the settlement
date, the fund manager would not need to segregate the money as client money though would still be
viewed by the CASS rules as satisfying ‘the normal approach’.

When making a payment following a repurchase of units, the fund manager must ensure that the cash
settlement is completed by the day following the sum being due and payable to the investor (ie, the
contractual settlement date of the client’s transaction) or must segregate the money in a CBA. (Note that
this reflects the usual expectations of the normal approach to segregation in respect of money due and
payable from firm to client, as explained in section 3.4.2.)

If a CIS’s constitution established a model by which the money would be paid by the authorised fund
manager (AFM) to the trustee in advance of the contractual settlement date, the AFM could apply this
delivery versus payment (DvP) exemption, though they would need to segregate and allocate as client
money any sums that were not paid to the trustee concerned by close of business on the day following
receipt.

The CASS rules recognise the potential that the AFM may deal as agent rather than as principal (which
might for example occur if a unit deal is performed in specie), and in such cases any money that the AFM
happens to receive on its way between unitholder/shareholder and trustee/depositary can be treated
within the one-day DVP window described above.

7.3 Delivery versus Payment (DvP) Transactions

Where a firm is executing a delivery versus payment (DvP) transaction on behalf of a client, and does so
using a commercial settlement system, a CASS exemption can be applied. However, the mechanics and
operation of this exemption relate to an interaction between the firm’s cash activity and its safe custody
asset positions. As such, this particular CASS exemption will be discussed in chapter 4, section 3.4 (when
both aspects of the exemption can be considered).
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End of Chapter Questions

Think of an answer for each question and refer to the appropriate workbook section for confirmation.

1.

10.

11.

12.

When an external party remits something of value to a firm, what five factors would determine
whether the firm would treat it as client money?
Answer reference: Section 1

What is the normal approach to client money segregation, and how would it affect the firm's
receipts processes?
Answer reference: Section 2.1

As well as being able to hold client money in a qualifying money market fund (QMMF), what are
the three types of institution at which a firm can hold client money?
Answer reference: Section 3.1

How is legal segregation of client money achieved?
Answer reference: Section 3.3

In what circumstances may money be ‘due and payable to the client’ from the firm?
Answer reference: Section 3.4.2

What is discharge of fiduciary duty, why is it important, and when does it occur?
Answer reference: Section 3.5

In terms of CASS 7, what is a mixed remittance and how should it be treated?
Answer reference: Section 3.7

What is a client transaction account, where would it be opened and how would one be used?
Answer reference: Section 4

What is the alternative approach to client money segregation?
Answer reference: Section 5

What risk is introduced by the alternative approach of client money segregation, and how is
that risk addressed?
Answer reference: Section 5

What does CASS 7 mean by unidentified client money?
Answer reference: Section 6.1

What information should be contained in the firm’s prudent segregation record?
Answer reference: Section 6.2
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Controls over Client Money (CASS 7)

Introduction

In chapter 2 we discussed how client money is
identified, and the ways in which a firm should
segregate it, including the use of client bank
accounts (CBAs) and client transaction accounts
(CTAs), understanding when a given sum of
money should be segregated as client money,
and the different types of event by which a firm
can discharge its fiduciary duty and so end its
responsibility to segregate that money.

In this chapter, we will look at a range of controls
that CASS 7 requires a firm to establish and
perform as part of ensuring that the client money
arrangements are operating correctly. As we will
see, these controls include detective measures to
ensure that the firm is maintaining complete ledger
records of cash movements, and that any shortfall
in the level of client money held will be addressed
on the day after it arises. Again, a firm should not
rely just upon such daily controls in order to solve
all potential issues; it must maintain adequate
organisational arrangements to minimise the risk of
client money being lost. However, this question of
‘adequacy’ remains a matter of judgement for the
firm — and must be clearly explained to its auditor
to ensure joint understanding.

It should also be noted that the controls discussed
in this chapter are those specified by CASS. All firms
will establish a wider control environment which is
complementary to the CASS-specific controls and
the types of business they undertake. It is important
that each firm blends CASS controls into its overall
business model.
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1. Controls over the Selection of a Bank

Learning Objective

3.1.1  Understand firms’ responsibilities in respect of bank due diligence (selection, appointment,
and review)

CASS 7 considers a central bank to be a reliable place to hold client money. However, if the firm intends
to deposit client money with any other type of bank (including a domestic high street banking group)
the firm must exercise due skill, care and diligence in the selection and appointment of that bank. Such
‘due diligence’ will include the firm considering the bank’s expertise and market reputation, together
with reviewing any legal requirements or market practices that would impact the ways in which
client money would be handled. Similar due diligence reviews should be performed on any Capital
Requirements Directives (CRD) credit institution or qualifying money market fund (QMMF) used to hold
client money.

Guidance in CASS 7 recommends that a firm consider the following when performing due diligence on
a bank:

« The capital and creditworthiness of the bank/QMMF (ie, does it look financially strong?).

« The proportion of the bank’s total deposits that the firm’s client money would represent (ie, would
the firm's client money represent too high a proportion of the bank’s balance sheet exposure?).

« For money to be held outside the UK, whether that money would be protected by any form of
deposit protection scheme in that jurisdiction (ie, is there an equivalent to the UK’s Financial
Services Compensation Scheme (FSCS) — and, if so, how does that scheme function?).

«  Where possible, the level of risk accepted by the bank/third party in its investment and loan activities.

With memories of the global financial crisis of 2008 starting to fade, it is critical that the above factors
are satisfied for UK banks or other regulated entities. However, a UK firm must remember that the CASS
rules remain relevant when it conducts international trade, and so any foreign bank accounts in other
jurisdictions should also provide adequate protection of client money.

It follows that, if a firm does not consider that it can find a suitable bank/third party to provide services
in a given jurisdiction, the firm might conclude that it cannot hold client money within that jurisdiction.
The firm may therefore use local corporate accounts to support business interactions (providing all
such interactions do not contravene specific CASS rules), while ensuring that adequate segregation is
achieved using domestic CBAs.

In addition to all the above factors, if the firm is seeking to use a QMMF to hold client money, the firm
should check whether there would be any restrictions on the amount and frequency of redemptions - to
ensure that using the QMMF will not cause operational tension in effecting payments at the relevant time.

Once the firm is satisfied from this due diligence review that the bank/third party is appropriate (and
remembering to perform all such due diligence on the specific legal entity with which the firm intends
to contract, rather than looking only at a global group level), it can commence operations with that
institution, subject to first fulfilling the acknowledgment letter requirements.
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The firm should periodically review its due diligence on that institution to ensure that no updated
information would undermine its view of that institution. CASS does not specify a timescale for such
reviews, and so the firm will determine an appropriate frequency in the light of relevant factors (such as
the jurisdiction concerned, the stability of economic conditions, and any pertinent market information
and news).

1.1 How Many Banks Should a Firm Use?

Learning Objective

3.1.2  Understand the client money diversification rules

In normal circumstances, we all expect a bank to be stable - in which case a firm can be confident that
money placed with a bank will be available when called upon. However, if a firm places all its client
money in a single entity, any problem experienced by that entity (including system problems that
prevent payments from being processed) could have a significant impact on the firm’s business and
obligations.

It therefore follows that each firm must consider the risks of holding all client money with a single
entity and whether using two or more banks would be a more appropriate strategy. Such a decision
requires consideration of a balance between risk reduction, operational complexity, business costs, and
regulatory obligations - so let’s start with the regulatory aspects.

CASS uses the term ‘diversification’ to describe this division of the total client money balance between
multiple banks, though CASS only requires a firm to ‘diversify’ its client money where the firm is using
a bank or third party from within its own corporate group. The CASS requirement is that no more than
20% of the total client money held by the firm in its CBAs at any time can be held in CBAs run by relevant
group entities.

To put this into context, most UK banking groups include an investment management division, such as a
legal entity that manages collective investment schemes (CISs) or advisory and discretionary portfolios.
Let’s imagine XYZ Bank as an example. CASS allows the XYZ Fund Management company to have CBAs
with XYZ Bank, but no more than 20% of the current total balance can be held in CBAs with XYZ Bank.
Other CBAs would, therefore, be required, with banks outside the XYZ Group.

There are various operational means that might be considered in complying with this rule, and so each
firm will need to determine which approach will best fit with its business model — which might simply be
to only use external banks and so avoid the limitation.

However, while a firm that does not use a group entity to hold CBAs is not therefore subject to this 20%
limit, all firms are required by CASS to consider whether diversification should be part of their overall
controls of client money. As noted above, while there can be a risk reduction aspect to diversification,
the consequences for operational complexity can be significant, particularly for firms managing a high
volume of transactions.
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Separately, the FCA recognises the potential that this blanket 20% rule might be disproportionate
for some firms. Therefore, if a firm only has small client money balances, has a business that is not
unduly complex, and where the group entity concerned is considered to be safe given the information
available, then the 20% limit can be set aside. Such a firm must notify the FCA of this intention before it
exceeds the 20% threshold and must review this decision at least annually. The firm must also advise the
FCA if it later considers that the exemption is no longer applicable.

2. Client Money Books and Records

Learning Objective

3.2.1 Know which books and records should be maintained and their function

A regulated firm must maintain a wide range of records to evidence that it has correctly executed its
many obligations under the contracts entered into with each of its clients. Each FCA Sourcebook that
applies to the firm’s business will specify certain records that need to be maintained by the firm - and
the firm will also wish to retain any documentation or records that would be necessary to defend itself if
a client was to raise a legal claim against the firm.

Where CASS talks about the firm's ‘books and records’ it does not specifically exclude any of this wider
record-keeping; all items form part of the firm’s overall books and records. However, CASS 7 does specify
two distinct elements that the firm should maintain as part of its overall books and records:

« The client money balance that the firm considers it holds on behalf of each client. The firm should
also have records confirming whether this money is held as client money (which reflects whether
any exemption has been applied).

« The money that the firm believes should be held in each client bank account and client transaction
account used to perform its business.

These are fundamental to evidencing CASS control, in order that the firm can comply with CASS
7.15.12R (a rule applicable to all firms which requires a reconciliation between these two aspects of the
firm's internal records — which will be discussed further in section 3 of this chapter).

Both of these internal records may take the form of distinct accounting ledgers, though different firms
will use different approaches to maintaining these records, and use different terminology to describe
them. We must of course recognise that almost every firm will now use electronic accounting and record-
keeping systems rather than manual paper ledgers. As such, there is no standard for the structure of
either record. Instead, the firm must ensure that it understands its overall control structures, and ensure
that its records contain the information and data necessary for that record to fulfil its function - whether
due to a specific CASS control or as part of the firm’s wider control environment.
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For the purpose of this workbook, it is useful to distinguish these specific aspects from the wider
‘records’ maintained by the firm. We will, therefore, adopt the following terms (though, as noted above,
these are not CASS terms):

- Client ledger - the specific part(s) of the firm’s internal records that confirms the money the firm
believes it holds on behalf of each client.

- Bank ledger - the specific part(s) of the firm’s internal records that confirms the money the firm
believes should be held in each CBA/CTA.

The primary function of the client ledger is to record money received and money paid away in respect of
each client. It enables the firm to know the amount of uninvested cash still held for the client, and so is
linked to the discharge of fiduciary duty. For example, a cheque might have been issued to a client, but
until that cheque has been cleared through the banking system and the money has left the firm’s bank
account the firm must continue to recognise that the money is client money.

Importantly, the client ledger itself does not need to recognise where this money is being held. Suppose
that a firm is using a diversification approach to the client money it holds, and so has client bank
accounts open at multiple banks. The client ledger does not need to trace money movements between
those CBAs, as such cash movements do not affect the total amount of money that the firm is holding
for its client. However, if a firm has a functionally rich ledger recording system it would not be wrong for
the firm to include additional information within the client ledger.

The primary function of the bank ledger is to record the money that the firm believes should be held
in each CBA and CTA operated. Remember that most firms handling client money will use a number
of different client money accounts — passing money between them in line with their own operational
structures. It is not sufficient under CASS 7 for the firm to simply track individual client balances
and periodically sum the total to check against a bank account statement, even if the firm was only
operating using a single CBA.

Where the client ledger must record entries that affect the balance held for each client for example,
transactions undertaken, or cash received or paid out to the client, this bank ledger must record all
transactions and movements passing through that CBA or CTA, so must be separately maintained for
each account. Note that as the firm will maintain such a ledger in respect of any CBA and CTA held, it is
possible that some accounts will not actually reside at a ‘bank’. Any circumstances where the difference
between a CBA and a CTA becomes important to CASS controls will be highlighted as this chapter
progresses.

By maintaining these two ‘ledgers’ (in whatever manner, and by whatever name) the firm should be able
to satisfy two other requirements of CASS. The firm should be able to determine from its internal records
(as a whole) the amount of client money it should be holding for each of its clients. In addition, the firm
should also be able to determine from its internal records the total value that ought to be held as client
money. While CASS allows the firm to use any aspects of its internal records to achieve these goals, the
‘client ledger’ and ‘bank ledger’ aspects of those overall internal records should enable the results to be
promptly determined.
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3. CASS 7 Reconciliations

Learning Objective

3.3.1  Know: the purposes of the internal and external client money reconciliations; how often the
client money reconciliations must be performed

As noted in section 2, different firms will maintain their internal records in different ways, but for ease
of discussion this chapter will continue to use the terms ‘client ledger’ and ‘bank ledger’ to describe the
particular parts of the firm’s records. Regardless of how any firm chooses to structure (and name) these
ledgers, the firm needs to recognise how its records are structured in order to satisfy the reconciliation
requirements of CASS.

These two ‘ledgers’ are central to the firm demonstrating that its organisational arrangements are
adequate to minimise the risk of client money being lost. However, it is also important that the firm
has controls to ensure that both these ledgers are updated promptly and accurately. For this reason,
CASS 7 specifies two reconciliations that must be performed, to ensure that any errors arising within or
between these ledgers will be promptly identified and the relevant action taken.

3.1 Internal Client Money Reconciliation

The internal client money reconciliation ensures that the firm's client ledger and bank ledger are aligned
with each other, and that any differences are identified, understood, and promptly resolved.

4 N\ I 4 I\
. Amount of client money that
Amount of client ., .
money that the firm’s | the firm’s records show it
i
y . | 10| dls in client bank accounts
records show it holds | . .
. and/or client transaction
for each client
| accounts
o J S J

As the two ‘ledgers’ serve distinct purposes, it is common for different processes within the firm and
its systems to affect the balances in each of these records. Where such accounting entries are manual
there is a risk that data might be input incorrectly or that certain manual steps within a transaction
process could be missed in error. Similarly, system or timing issues could cause the two records to reflect
different positions.

CASS requires that the internal client money reconciliation must therefore be performed each business
day, and should identify cases where incorrect postings are applied to either of these ledgers, as a
difference would arise between the total represented by each ledger. (Note: the internal client money
reconciliation is not expected to identify all types of error.
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For example, this reconciliation would not identify any errors where both internal ledgers have been
updated incorrectly. Effective CASS control requires multiple different mechanisms to operate correctly.)

The internal client money reconciliation is actually far more technical and complex than this simple
headline statement, and we will consider this in detail in section 4 of this chapter. However, all firms
subject to CASS 7 are required by CASS 7.15.12R to perform a reconciliation between these two records,
regardless of the specific method adopted:

‘An internal client money reconciliation requires a firm to carry out a reconciliation of its internal
records and accounts of the amount of client money that the firm holds for each client with its
internal records and accounts of the client money that the firm should hold in its client bank accounts
or has placed in client transaction accounts.’

It is important that when performing an internal client money reconciliation the firm only uses its
internal records. As the regulation quoted above requires, the purpose is to ensure reconciliation
between these distinct totals within the internal records as at close of business on the previous day. This
requires the firm to ensure that it has processed all relevant postings for that day, in order that the close
of business position will be a reliable representation of all cash movements arising on each ledger.

Note that some types of cash movement cannot be triggered autonomously by the firm. For example,
if bank interest is to be received on a given bank account balance, the firm will generally need to wait
until such an item has been seen on the external bank account before the corresponding internal
ledger entries can be recorded. Identification of such external triggers is, therefore, necessary to the
firm maintaining an accurate record, though the firm should not seek to identify such items as part of
its internal client money reconciliation process. Rather, there should be a separate operational process
to identify such items and ensure they are correctly and promptly recorded in the firm’s records (noting
the obligations for allocation of receipts).

3.2 External Client Money Reconciliation

Learning Objective

3.3.2 Beable to apply the external reconciliation requirements

Ensuring that the firm's client ledger aligns with its bank ledger is only part of the story. We have just
considered that some items will first be identified when a transaction is processed on the bank account
statement. If the firm fails to identify such activity, and so fails to update both its client ledger and bank
ledger, those records will remain aligned even though the additional transaction has been missed. The
internal client money reconciliation would not identify the problem.

Also, depending upon how the firm’s systems process market transactions, it could be possible for a
market transaction executed by the firm to be mis-keyed in the firm's internal records — such that the
bank ledger reflects the wrong settlement figure for the aggregated trade, and the system allocates that
same wrong figure between the relevant clients. Again, the internal records will reconcile, though the
actual money moving in the bank accounts will disagree.
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That is the purpose behind the external client money reconciliation:

the firm’s records show it that the external party
holds in client bank accounts |- states is held in each client

Amount of client money that I Amount of client money
and/or client transaction I

bank account and/or client

accounts transaction account

The external client money reconciliation identifies the amount of client money that the firm’s internal
records state should be segregated as client money and compares it against the amount of client money
that the relevant external bank account statements show to be segregated as client money.

While the internal client money reconciliation must be performed each day, the CASS rules require
the firm to determine the most appropriate frequency for performing an external client money
reconciliation. The firm should complete this reconciliation “...as regularly as is necessary...” to ensure
proper controls, with a maximum period of one month between reconciliations. Guidance within
CASS 7 adds that most firms performing daily transactions should perform the external client money
reconciliation each business day.

Practitioners should be aware of the complexity they face as they transition from study to the real world
operation of CASS controls. Individuals must recognise that certain aspects of CASS rules do require
a firm to make a clear interpretation as to how it will proceed. In most cases, this reflects flexibility
permitted by the rules, and the range of activities that different firms might undertake, though in some
cases the wording is harder to understand. CASS 7.15.27R is an example of the latter, however, the key
aspects recorded in this rule are:

« both CBAs and CTAs are relevant

« each currency and each bank account should be reviewed

- thereconciliation involves the firm’s record of that currency/account and the most recent statement/
confirmation received from the bank (for a CBA) or third party (for a CTA), and

« anydiscrepancies identified should be resolved promptly.

The external client money reconciliation should therefore complement the internal client money
reconciliation, as any error made in the firm’s ledgers (or indeed any error made in the bank’s records)
should be identifiable in either one or both of these reconciliation controls. However, it is important to
note that these ledger controls are not expected to identify any situations where the firm has actually
executed a deal incorrectly in the market. Suppose a client instructed the firm to purchase shares to a
value of £10,000, but the firm incorrectly executes a deal to the value of £1,000. All downstream ledger
processing should reflect the transaction as executed (the value of £1,000), which will agree with the
value settled in the CBA/CTA. As such, neither the internal nor external client money reconciliations will
identify that the original transaction execution was incorrect.
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It is therefore important to note that CASS controls are not intended to identify all potential problems;
rather, the CASS rules should ensure that the firm correctly segregates money according to the actual
activity it has undertaken, that detects and resolves any errors made when recording such executions in
the firm’s ledgers, and to identify any errors made by any third party holding client money on account
for the firm.

4, Methods of Client Money Reconciliation

Learning Objective

3.4.1 Know the difference between the standard methods and non-standard methods of internal
client money reconciliation

3.4.2 Beable to apply the standard methods of internal client money reconciliation

3.4.3 Know how to deal with reconciliation discrepancies

We have already noted that the CASS rules do not define a single operational response from all
regulated firms, but instead represent a set of rules that a firm must understand when making decisions
about how client money will be processed and controlled while in the company’s care. In the same way,
CASS 7.15 sets out the essential obligations of the CASS rules in respect of client money reconciliations.
Each firm holding client money must ensure that its controls satisfy these obligations. However,
because of the potential diversity of operational approaches, the potential complexity of the underlying
accounting processes, and the importance of enabling a successful CASS audit each year, section 7.16 of
CASS sets out particular approaches that a firm can adopt to satisfy its CASS 7.15 obligations.

Even within these approaches, the firm can make choices as to how certain calculations are performed.
Consequently, the approaches set out in CASS 7.16 are referred to as ‘the standard methods of client
money reconciliation’. If the firm devises some other way of achieving the requirements of CASS 7.15
that does not apply the methodology in CASS 7.16, the firm is said to be using ‘a non-standard method
of internal client money reconciliation’.
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The following diagram illustrates the key structural choices that a firm has made to this point:
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In this section, we will unpack the practical implications of this choice between a standard method of
internal client money reconciliation and a non-standard method.

There are some aspects of the internal client money reconciliation that apply in both cases:

« It must be performed each business day.

« Itis performed using the firm’s internal records as at close of business on the prior business day.

« It must include a calculation of the client money resource and client money requirement — two
specific terms defined in the FCA Glossary and explained in detail in CASS. In simple terms, the client
money resource is the amount that the firm’s internal ledgers state should be segregated as client
money within its CBAs (ie, it is derived from the firm’s bank ledgers). The client money requirement is
the amount that the firm’s internal ledgers state the firm ought to have segregated as client money
because of client activity and certain other sums.

- Any discrepancy between the client money resource and client money requirement needs to be
investigated once discovered, and action taken that same day to resolve it.
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The table below sets out how discrepancies must be resolved:

Result of Internal
CM Rec

Known as Consequence

The firm must post the entries needed to resolve the excess
sum within its ledgers. This may simply require the firm to
post a ledger item missed in error on the previous day (for
Resource is greater An example, reducing the bank ledger, or increasing the sum
than requirement ‘excess’ allocated to a particular client).

If there remains an excess once the correct postings have
been made, the firm must remove money from the actual
CBA on the day the reconciliation is performed.

The firm must post the entries needed to resolve the
shortfall position — which may for example have been
caused by the firm not recording a discharge of fiduciary
duty in its client ledger (such that the requirement

Requirement A calculation is too high) or by failing to record a bank
is greater than receipt where the corresponding client-level record was
‘shortfall’ :
resource created on the previous day.

Again, in some cases, the firm's investigations will show
that it must pay actual money into a CBA as part of
resolving this discrepancy on the day the reconciliation is
performed.

There is no internal reconciliation discrepancy (as in this
context CASS uses the word ‘discrepancy’ to identify an
imbalance between the resource and requirement figures
Balanced calculated). However, it is possible that performing the
requirement internal client money reconciliation could still identify
some processing error to be rectified — even if that
processing error does not result in a ‘discrepancy’ as per
CASS 7.

Resource equals

Note that the FCA’s Glossary definitions for resource and requirement emphasise that they are total/
aggregated figures for the firm. Therefore, each day, the firm should determine its final total resource
and requirement figures, although separate component figures will be used as part of the calculation.
Where a shortfall is identified, the rules require that firms pay corporate money into any one of the CBAs.

The term ‘standard method’ effectively relates to the calculations performed by the firm to determine
the client money requirement and client money resource from its internal ledgers. We will see that
there are two standard methods of calculating the client money requirement and one standard method
of calculating the client money resource. If the firm decides to calculate these values using any other
method, then the firm is said to be using a ‘non-standard method’ — which requires prior approval from
its auditor and notification to the FCA. These standard method calculations are explained in sections
4.2.1and 4.2.2.
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4.1 Client Money Resource

Under the standard method, the client money resource is effectively the aggregate balance the firm
has recorded that it ought to hold in its CBAs. This initially sounds simple, but we must remember two
things:

- Asthis is part of the internal client money reconciliation, this calculation must be performed using
the firm's internal bank records, and not using bank statements.

« In deciding when to effect postings to its bank ledger, the firm needs to consider whether the
money is actually expected to be on the account yet.

For instance, if the firm’s business model includes receiving cheques or pure cash from its clients, then
such money will only be within a CBA once the firm has banked the money. Therefore, if the firm has not
yet banked a cheque, it should not include the value of that cheque in its client money resource.

It should be noted that CASS does not make any comment requiring the firm to wait until it believes
the cheque has been cleared before including it in the client money resource; once banked the money
should be included.

It is necessary to make an observation about CTAs, because the FCA's wording appears inconsistent. We
have already noted that CASS 7.15.12R requires the internal reconciliation to include client money held
in both CBAs and CTAs, yet the glossary definition of client money resource states that the term relates
only to money held in CBAs. CASS 7.16.8R describes the way to determine the client money resource
under the ‘standard method’, and again states that only the CBAs should be included. We will note in
section 4.2 how the calculation of client money requirement is affected by CTAs; for the moment it is
sufficient to highlight the interpretative tension affecting a firm that uses CTAs in its business model.

Clarity over the operational interactions between the CTAs and the firm’s CBAs and corporate accounts
is likely to be key to a firm making this decision, and the firm must be ready to explain its decision to its
auditor.

4.2 Client Money Requirement

CASS states that, under the standard method, the client money requirement should be the total amount
of client money a firm is required to have segregated in CBAs in accordance with the client money rules.
This wording is subtle, as it means that the client money requirement is not simply the sum of money
that the firm has allocated to each client. The phrase ‘segregated...in accordance with the client money
rules’ means that other sums of money - including money not allocated to individual clients - must also
be included in the client money requirement if the firm’s application of CASS rules means that the firm
should have segregated that sum.

As with the client money resource calculation, the client money requirement is an aggregate figure
across the firm’s business, though the standard method of internal client money reconciliation offers
two methods by which a firm might determine its client money requirement.
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The first of these methods, known as the individual client balance (ICB) method is available to all
types of firm other than a loan-based crowdfunding firm. In simple terms, the individual client balance
method requires the firm to determine the amount of client money it should be holding for each
separate client (across all products and accounts that the firm operates in respect of that client), and
then perform a calculation based on those figures. Importantly, as we will see in detail shortly, when
applying the ICB method the firm must ignore any client balances that are negative. To complete
the requirement calculation, the firm must then reflect any other sums that it believes ought to be
segregated as client money; as such sums are not allocated to individual clients those amounts have not
yet been included within the aggregate figure being determined.

The second method is known as the net negative add-back (NNAB) method, and it is only available
to the loan-based crowdfunding firms (ie, those prohibited from using the individual client balance
method) or CASS 7 asset management firms (a specific FCA-defined term, representing firms that
receive income primarily from activities such as managing investments, providing platform services,
safeguarding and administering investments, or acting as the authorised fund manager (AFM) of
collective investment schemes).
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segregation internal CM Rec of CM Rec
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In simple terms, the NNAB calculation requires the firm to start with the total amount of money the firm
believesitis holding in its CBAs, and add onto that total amount a sum equivalent to the value of any net
overdrawn cash position currently maintained for any individual client, ie, the value of the overdrawn
balance is ‘added back’ onto the total figure (as it has effectively been deducted within the calculation of
the account balance). The ICB method requires the firm to add into its requirement calculation various
items that are not allocated to an individual client (such as unallocated monies, or sums held as prudent
segregation). Unless such items are specifically added, the requirement figure would be too small. The
NNAB method differs as it starts with the firm's record of the CBA balance, so should include such items
even though they are not allocated to an individual client. As such, a firm using the NNAB method need
only ensure that such items have been included in the internal records used to begin the calculation,
rather than adding in such items later in the calculation.

We will now explore both methods in greater detail. As noted above, certain types of firm will only be
permitted to apply one of these methods, while other types of firm will be able to choose from either
method. Having determined which method it will use, the firm will ensure that data reporting and
system extracts will provide the data necessary to accurately perform the relevant calculation method.

421 Individual Client Balance (ICB) Method

When using this method, the first step to calculating the client money requirement is to determine the
amount of client money that the firm considers it should have segregated for each client. The calculation
of individual client balances can either be performed:

a. separately for each of the firm’s business lines or products, or
b. across all products and services that the firm operates.

However, the final calculation of the client money requirement must then determine the single total
figure for the firm.

Having calculated the underlying ICB figures, all the positive balances are added together. Negative
balances are ignored because firms are not permitted to extend a credit line using client money, so
including them would reduce the total value of the requirement figure, which would result in less client
money remaining segregated.

Suppose that the firm offers a general investment account (GIA), a stocks and shares individual savings
accounts (ISAs), and a non-insurance pension product, and its client ledger shows the following
amounts of uninvested cash:

Investor (¢l ISA Pension
A 250 50 50
B -50 0 200
C -125 25 0
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Investor GIA ISA Pension
D 200 125 75
E 250 150 100
F -325 50 25
G 100 75 125
H -100 50 100
I 400 50 0
J 100 0 0

To use the ICB method, the firm must first determine the total amount held for each client:

Investor GIA ISA Pension Total
A 250 50 50 350
B -50 0 200 150
C -125 25 0 -100
D 200 125 75 400
E 250 150 100 500
F -325 50 25 -250
G 100 75 125 300
H -100 50 100 50
I 400 50 0 450
J 100 0 0 100

Total | £1,950

Here we see the total uninvested cash balance held for each person, which totals £1,950.
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However, £1,950 is not the value the firm needs, because two of the clients have a net negative balance
across their products. Under the ICB method, clients having a negative overall balance (in respect of the
product lines being considered at the time) are excluded. Our current example is determining client
balances across all products and services, and so the firm’s calculation will instead look like this:

Investor GIA ISA Pension Total Requirement
A 250 50 50 350 350
B -50 0 200 150 150
C -125 25 0 -100 0
D 200 125 75 400 400
E 250 150 100 500 500
F -325 50 25 -250 0
G 100 75 125 300 300
H -100 50 100 50 50
| 400 50 0 450 450
J 100 0 0 100 100

Total £2,300

By taking only the positive balances, the amount of money that must be segregated for clients is
increased, which makes sense because the intention is to ensure that all clients would receive back from
the segregated account any money due to them. Even though the firm has potentially only permitted
a client to become overdrawn because some asset position is held instead, CASS requires the firm to
ensure that the total amount of money segregated will cover the total sum of client money due to its
customers.

Note that investor H’'s balance remains in the calculation — despite having an overdrawn balance
associated with the general investment account — because here we are illustrating the approach in
which all products and services are being included together. In that context, it is the client’s net balance
across all products and services that determines whether their balance is included, regardless of any
underlying negative balances in an individual product. If the firm considers its products and services
in a number of smaller packets, it is the client’s net balance in respect of each set of products that
determines whether their balance would be included in respect of that set of products.
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Given the range of postings that may affect a client’s balance, CASS sets out the following calculation
that firms might adopt when calculating the client balance of each individual:

Free money (sums held for a client free of sale or purchase (eg, see (3)(a)) and A
sale proceeds due to the client:
a. for principal deals when the client has delivered the designated investments B
b. foragency deals, when:
1. the sale proceeds have been received by the firm and the client has delivered the 1
designated investments, or
2. the firm holds the designated investments for the client 2
the cost of purchases:
c. for principal deals, paid for by the client when the firm has not delivered the designated D
investments to the client
d. foragency deals, paid for by the client when:
1. the firm has not remitted the money to, or to the order of, the counterparty, or E1
2. the designated investments have been received by the firm but have not been £
delivered to the client
Less:
money owed by the client for unpaid purchases by, or for, the client if delivery of those F
designated investments has been made to the client
proceeds remitted to the client for sales transactions by, or for, the client if the client has not G
delivered the designated investments.
Individual client balance ‘X’ = (A+B+C1+C2+D+E1+E2)-F-G X

Note that the context in which asset transactions are undertaken becomes relevant to how such money
is considered. This largely arises because the market settlement is likely to take a different approach -
including the money movements required to enable settlement. Again, firms must understand their own
systems, processes, and ledger postings in order to be confident that they are complying with CASS.

85



CHARTERED INSTITUTE F
SECURITIES & INVESTME

4.2.2 Net Negative Add-Back (NNAB) Method

The NNAB method determines the client money requirement in a different way. Some types of business
do not intend to hold uninvested cash for their customers, and so the individual client balances would
usually be zero for all clients. Loan-based crowdfunding firms are required to use the NNAB method,
while CASS 7 asset management firms are able to choose this method instead of the ICB method if they
so wish (a decision that will usually be determined by the operations of their internal cash systems -
another example of CASS giving flexibility as to how a firm will achieve compliance with the rules).

On the basis that any cash balance is likely to be an exception case, NNAB does not add up the balances
held for each client. Rather, it starts from the figure that the firm believes is segregated as client
money, ie, it starts with the bank ledger for each CBA used by the firm. The calculation of client money
requirement under the NNAB method is undertaken bank account by bank account.

Suppose that a given firm produces an extract from its client records, confirming that the following
clients have overdrawn positions in certain products:

Investor GIA ISA Pension
B -50 0 200
C -125 25 0
F -325 50 25
H -100 50 100

In some cases, a firm might use a different CBA for each product, or might, for operational reasons, use
one CBA to collect client money while using a different CBA for payments of client money (and perhaps
a third CBA to hold monies currently under investigation and resolution). Where a firm uses multiple
CBAs under the NNAB method, it would need to determine the negative balances against each (though
at the end of the process, the firm will still need to aggregate its client money requirement figure in line
with the definition). To keep this example simple however, let us assume that this particular firm runs its
business using a single CBA.

The NNAB method requires the firm to determine which clients have a net negative balance in respect
of that CBA. Let us assume that the firm’'s bank ledger shows that this particular CBA has a balance of
£1,950:

Total CM per bank ledger £1,950
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The following investors have negative balances on products:

Investor (]2 ISA Pension Total
B -50 0 200 150
C -125 25 0 -100
F -325 50 25 -250
H -100 50 100 50

The NNAB method requires the firm to ‘add back’ onto the corresponding bank ledger balance the
value of any net negative client balances associated with that CBA. In this case, two clients have a net
negative balance, and so those amounts must be added back onto the ledger balance to ensure that all
underlying positive client balances will be sufficiently segregated.

Total CM per bank ledger £1,950

The following investors have negative balances on products:

Investor GIA ISA Pension Total NNAB
-50 0 200 150 0
-125 25 0 -100 100
-325 50 25 -250 250
-100 50 100 50 0
Total £350
Figure needed for requirement calculation | £2,300

You may have noticed that both the examples above were based upon the same underlying client data -
so, for this simple scenario of a single CBA, both calculations should arrive at the same conclusion.

Note also that if a firm using the NNAB method does operate multiple CBAs, the above calculation would
need to be repeated for each of those CBAs (as required by CASS 7.16.17R). Having performed the NNAB
calculation on each CBA, CASS 7.16.17R also confirms that the firm must add together those figures in
order to determine the actual ‘requirement’ for the firm. The firm will still have a single ‘resource’ and a
single ‘requirement’ figure on each day.
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423 Additional Steps to Calculate the CM Requirement — Both Methods

In a simple scenario, both these methods would yield the same result. The two examples above are
based on the same underlying client data, and, in the absence of any other considerations, both
methods would provide the same result. However, there are other considerations that need to be
included within the firm'’s daily calculation of its requirement figure, and these will depend significantly
upon the specific accounting and ledger posting approach taken by a firm. Note also that in satisfying
the following points, each firm will only need to take the steps necessary in respect of the method it has
selected (either NNAB or ICB).

The CASS rules may at first appear vague in respect of these items, but as we will see this is simply a
reflection of the fact that a firm using ICB must act in one way while a firm using NNAB may need to act
in another way.

The following table offers some comments on the additional factors that a firm must consider. While
some of these observations may at first appear obvious, the firm must understand its underlying ledger
processing to ensure that the calculation of its requirement figure achieves the correct outcomes.

Factor Impact within ICB method Impact within NNAB method

Segregated money not

associated to individual clients: As such money should already

be contained in the firm’s bank

+ unidentified/unallocated As such money is not ledger, the firm must ensure
monies

« prudent segregation, and

« sums to cover unresolved
client asset shortfall, where
not attributed to individual
clients.

allocated to a client, the firm | the money remains in the
must add such money to its requirement calculation, which
requirement calculation. may require an adjustment

to be made if it is not already
posted.

CASS recognises that some firms might allocate such sums to
clientaccountsuponreceipt, while others may allocate the money
to the client’s account only once deposited at the bank. Either is
acceptable, but the firm must consider its ledgers. Such money
is not banked, so will not be included in the resource calculation.
If such sums are initially included in the requirement calculation
(ie, within the ICB or NNAB calculation), the firm is required to
deduct such sums before finalising its client money requirement
for that day. Firms should therefore consider the complexity of
this step (and the need to maintain a record of such unbanked
items) when determining the timing of their ledger postings.

Cash/cheques received, but not
yet banked.

Again, firms may operate their ledger postings in different
Cheques/payable orders issued ways. However, such sums must remain part of the client

but not yet paid by the bank. money requirement until the associated fiduciary duty has been
discharged.
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Impact within ICB method Impact within NNAB method

CASS ires that such
The firm must take into requires that such money

account all client money it
ought to hold in connection
with non-margined

Client money held in respect of transactions. Guidance in
non-margined transactions. CASS 7.16.27G effectively
means that monies held in
a CTA are excluded from
each component of the
requirement calculation.

must remain included in

the requirement calculation
regardless of the party holding
the money. While this at first
may seem simple, it can be

a complicated consideration
given the wide range of
approaches that a firm might
take to the execution and
settlement of transactions.

4.2.4 Inclusion of Margined Transactions within the Client Money
Requirement

Learning Objective

344 Know what the margined transaction requirement is

So far, we have looked at simple asset transactions, where a few days after trade date the asset is
exchanged for money. However, there are other types of transaction (such as those involving financial
futures) that create potential future liabilities between the parties to the contract. To reduce the risk
of default on such transactions the parties agree to exchange some money during the time until the
transaction is completed. Such payments are known as ‘margin’ payments (they cover the gap between
trade date and settlement date).

As regards the client money requirement, in the context of this workbook it is sufficient to note that
CASS requires a firm to make a calculation relating to client money held in respect of such transactions.

The margined transaction requirement represents the amount of money that the firm would need
to pay out to the client, minus amounts already set aside by the firm in client transaction accounts,
or other collateral, if the client’s positions were all closed out at the end of the previous business day
(calculated at that day’s closing prices). Where a firm is undertaking margined transactions for its clients,
it must calculate this ‘margined transaction requirement’ and include the amount in the client money
requirement before the firm finalises its figure for a given day. Firms undertaking margined transactions
must perform the ICB method of client money requirement calculation.
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End of Chapter Questions

Think of an answer for each question and refer to the appropriate workbook section for confirmation.

1.

10.

What four elements does CASS recommend be part of a firm's due diligence on the banks or
third parties holding its client money?
Answer reference: Section 1

What two specific aspects of the firm’s books and records does CASS 7 require?
Answer reference: Section 2

In simple terms, what is an internal client money reconciliation and how often should it be
performed?
Answer reference: Section 3.1

What is an external client money reconciliation, and how often should it be performed?
Answer reference: Section 3.2

Under the standard methods of internal client money reconciliation, what are the client money
resource and client money requirement?
Answer reference: Sections 4

What is meant by a client money ‘excess’, and what action must the firm take to resolve an
‘excess’?
Answer reference: Section 4

Within the standard methods of internal client money reconciliation, what are the two ways
that the firm can calculate its client money requirement?
Answer reference: Section 4.2

What type of firm is not permitted to adopt the individual client balance (ICB) method when
calculating its client money requirement?
Answer reference: Section 4.2

When calculating its client money requirement, how should a firm treat any cash/cheques
received from a client but not yet deposited at the bank?
Answer reference: Section 4.2.3

Where a firm performs margined transactions for a client, how should this affect the calculation
of client money requirement?
Answer reference: Section 4.2.4
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Introduction

We have now looked in detail at the way that client
money is protected. A range of mechanisms are
at work: segregation of the money upon receipt,
records of allocation, the reconciliation controls
that ensure that any errors are promptly identified
and resolved, and the firm’s obligation to resolve
any shortfall or excess identified in the daily internal
client money reconciliation. All of these should
ensure that the statutory trust is effective.

We will now explore the parallel considerations and
controls that apply to safe custody of client assets
held by the firm. Again, we will first consider how
the rules function, and then look at the exemptions
that are available to certain types of firm.

1. Safe Custody: What It
s

Learning Objective

4.1.1  Understand the requirements for the
segregation of safe custody assets

In chapter 1, we established many foundations
relating to ‘safe custody’; we noted that ‘legal title’
to transferable securities is recorded in a register
maintained by the issuer of the asset, and that
firms holding assets on behalf of their clients will
commonly use a nominee company to segregate
client assets from any assets of the firm. While client
safe custody assets are not held within a ‘statutory
trust’ (unlike client money), it remains critical that
client safe custody assets are clearly distinct from
any custody assets belonging to the firm itself.
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The use of a nominee company can assist in this segregation, while also being beneficial in the event
of the regulated firm becoming insolvent (as the client safe custody assets would be held in the name
of the nominee rather than the regulated firm). We will see that there are specific rules that govern the
names in which a firm can hold assets within a chain of custody.

We also noted that firms may sometimes retain the services of a specialist custodian in order to hold
and service assets on their behalf, typically in jurisdictions where the firm is not a member of the Central
Securities Depositary (CSD).

This creates what is known as the ‘chain of custody’, where multiple parties each maintain records
relating to the holdings of their own clients, and travelling along the chain eventually brings us back to
the source register of the asset.

Consider, for example, a share traded through a CSD. While there is an official register for the company
shares, the CSD holds a number of those shares and enables trading between firms. Such firms may
include custodians, each of which is acting for multiple customers (such as fund managers, pension
funds, institutions, and platform providers). Eventually, the chain ends with the actual investors, who
each have beneficial ownership of the asset though they will not be the registered owner.

The following diagram illustrates such a chain of custody:

Client/ Platform Custodian CsD Share
Customer Register
1

. L
I~ - — ‘ - —
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(Vostro) (Nostro)

Note that each firm down the chain of custody is operating a set of distinct client accounts, each of
which feeds into an aggregated position that is reflected by the next link in the chain. Many firms
effectively have distinct nostro and vostro records (see chapter 1, section 3.1 for explanation) with the
‘nostro’ reflecting their overall corporate position and the ‘vostro’ reflecting the holdings of that firm’s
different clients. If the platform firm illustrated above also holds its own assets with the same custodian,
the firm would need to open at least two accounts at the custodian, to enable a clear segregation
between its aggregated client safe custody holdings and its aggregated corporate assets. The fact that
the custodian’s holding at the CSD might itself be an aggregate holding across those multiple vostro
accounts does not change the need for the platform firm to ensure segregation of its holdings at the
custodian.
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Note also that if the Platform firm in the above illustration were to fail and its records became
inaccessible, no other party down the chain would be able to associate any holding with the underlying
customer. Where the firm aggregates its position as a single holding at the next entity down the chain of
custody, failure at any level will result in problems reuniting a client with the assets being held on their
behalf, ie, at each link in the chain, the firm is protecting a safe custody asset on behalf of its client.

In this chapter, we will look at the CASS requirements for such safe custody positions, including the
relevant regulatory permissions, the selection and appointment of custodians, and the records and
reconciliations that each firm should maintain and perform in order to secure the clarity of entitlement
down the length of the custody chain.

At times, the relationships being discussed can get confusing, because each firm down a custody chain is
effectively acting as custodian to its clients. For the purposes of this chapter, therefore, we will focus on
the situation where Dependable Investments Itd contracts with Strong Custodians Itd, because it wishes
to deposit the safe custody assets of its clients with a specialist third-party custodian organisation.

You will recognise that many of the expectations CASS places on a firm in respect of safe custody assets
mirror the requirements we have discussed in respect of client money.

2. Holding Client Assets

Learning Objective

4.2.1  Know the obligations created by the permissions: safeguarding and administration of assets
(without arranging); arranging safeguarding and administration

4.2.2  Know: the different legal obligations that arise in respect of custody relationships;
the implications and risks of intragroup models and third-party appointments; firms’
responsibilities in respect of the due diligence (selection, appointment and review) of a third-
party custodian

The firm must perform due diligence on any third-party custodian it intends to appoint in respect
of client safe custody assets. The firm should exercise due skill, care, and diligence in the selection,
appointment and periodic review of the third party and the arrangements to protect client assets.

CASS includes guidance which notes that the firm should consider:

- how well the third party has performed its services to the firm

- the overall arrangements to hold safe custody assets

- any standardised accreditations/certifications that the third party holds

- the capital and/or financial resources of the third party

- whether the third party is creditworthy

- the breadth of the third party’s activities (potentially including any affiliated companies), and
- whether the third party holds the relevant regulatory permissions.
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As always, compliance requires a firm to be able to demonstrate the actions it took, and so the firm
should retain formal records of these initial and periodic assessments, retaining such records for five
years after the firm ceases to use the third party concerned.

2.1 Regulated Activities relating to Safe Custody

Chapter 2 introduced the Financial Conduct Authority (FCA) permissions, and noted that there are two
separate activities relating to safe custody assets:

- Arranging safeguarding and administration of assets.
- Safeguarding and administering of assets (without arranging).

In simple terms, the FCA considers that there are two distinct types of work that a custodian performs.

- Safeguarding relates to protecting the asset from harm or damage. Where an asset is in physical
form (such as a bearer share), the custodian provides a facility to keep that document safe. For
example, it would use fireproof safes and other security measures to protect the integrity of the
document. For dematerilaised securities this normally means holding the asset in the firm’s (or its
nominee’s) account.

- Administration of the asset relates to the consequential aspects that arise from investments — such
as collecting dividends and other income events, or handling corporate actions that may arise.
Administration of assets is essentially ensuring that the client receives all applicable entitlements,
despite the fact that the asset will usually have been registered within the custodian’s nominee
name rather than the client’s own name.

Having established ‘safequarding’ and ‘administration’, we must next understand what is meant by
‘arranging’ or ‘without arranging’. The best way to approach this is by looking at two different business

models that a firm might adopt.

Suppose that Dependable Investments Itd (‘Dependable’) sets up a product that allows the clients to
buy and sell a range of assets, with product terms and conditions stating how the assets will be held.
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We can see that Dependable is taking ownership of assets on behalf of its customer; holding those
assets in its own nominee company name. While Dependable has appointed a third-party custodian,
opening an account at the custodian in the name of Dependable Nominees Itd, the fact remains that
Dependabile is itself responsible to its clients for the safeguarding and administration of the assets held
on their behalf. In such a model, Dependable would be performing the activity of safequarding and
administration of assets (without arranging), even though the use of a third-party custodian means that
the third party is safeguarding and administering the assets on behalf of Dependable and the other
clients of that third-party custodian. The contract between Dependable and its clients makes it clear
that Dependable is responsible for the assets.

However, it is also possible to adopt an alternative custody structure, which would operate as follows.
Suppose that Dependable Investments Itd creates a product that allows the clients to buy and sell a
range of assets, again governed by a set of terms and conditions. However, in this case, those terms
and conditions state that Dependable will open a custody account at Strong Custodians Itd (‘Strong’)
for each investor that applies. Importantly, each of those accounts would be opened in the name of the
investor concerned, and not in the name of either Dependable Investments Itd or its nominee company
(as the nominee company is only required if the firm is holding assets for its clients). Dependable will
use the consent provided by the client in the application form to introduce or arrange for that client
to directly become a customer of Strong Custodians Itd. Trade instructions would be subject to the
Dependable terms and conditions, while the custody arrangements would be governed by separate
terms and conditions of Strong Custodians Itd (which relate to a separate contract).
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Dependable, therefore, has no ongoing operational involvement in the safeguarding and administration
of the assets traded; it simply arranges for the custody service to be put in place (though Dependable
might pay Strong for the service being provided to the investors).

As we continue to explore the types of CASS controls that need to be put in place to protect client safe
custody assets — controls such as segregation and reconciliation - it is worth noting that a firm that only
arranges safeguarding and administration of assets would consequently have no obligations in respect
of segregation and reconciliation, as the firm holds no assets to segregate or reconcile.
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In some cases, the two companies combining their efforts to service the client may be part of the same
corporate group, ie, sister companies within one large financial institution. However, as we saw from
the outset, client asset rules exist to manage the risk of loss that materialises following the failure of a
specific legal entity. Therefore, under either of the models illustrated above, each firm must consider its
own regulatory and servicing obligations regardless of the potential that individual services are being
provided by a different legal entity from within the same corporate group (‘intra-group’).

The term ‘intragroup’ is sometimes used to indicate a servicing structure in which two legal entities from
the same financial institution each perform certain duties associated with their respective regulatory
authorisations. Where the firm has appointed a third party to act as its custodian, it usually follows that
the firm will also have obligations to its clients (as the custodian account will normally be in the name
of the firm or its nominee company). From a CASS perspective, each firm operating in an intragroup
model must exercise the same level of care and due diligence as it would when working alongside any
independent provider, regardless of whether they are part of the same group.

Note also that this section relates to the distinction between the two FCA permissions relating to
custody services, and whether the firm has any contractual obligations for the assets. This distinction is
separate from the question of whether a firm has ‘outsourced’ or ‘delegated’ the performance of certain
operational tasks to a different entity. We will discuss the consequences of outsourcing in chapter 5,
section 3.2 of this workbook.

It should be noted for completeness that the trustee/depositary of a collective investment scheme (CIS)
is able to hold the assets of that fund by virtue of its authorisation — but would not be able to offer a
separate custody service to other clients without also having one of the custody authorisations noted
above.

2.2 International Considerations

Learning Objective

424  Know the rules concerning depositing assets outside of the UK

The requirements for protecting client safe custody assets apply regardless of the jurisdiction in which
that asset might be held. However, the CASS rules recognise that as market practices and domestic law
may differ in certain jurisdictions it is necessary to provide some additional flexibility to firms in some
situations.

One example is the registration and recording of legal title. CASS 6 recognises that in some jurisdictions
it might not be possible to hold certain assets in the name of the client or a suitable nominee company.
Where such approaches are not possible (not simply that the firm would prefer to use a different
approach), CASS permits the firm to apply the following registration method.

The firm might use the services of a third party to hold the assets (without utilising a nominee company)
— if the firm is prevented from using either of the approaches in section 2.1, and is not a trustee firm.
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The firm must have assessed whether proceeding in the proposed way remains in the client’s best
interests, and the firm must notify the client in writing that proceeding will mean that the assets will not
be protected in the usual manner.

Finally — and only if law or market practice would prevent any of the other approaches being taken —
CASS will allow the firm to register the assets in its own name. This would require prior consent from a
retail client, though if servicing a professional client it is sufficient for the firm to notify that client of the
circumstances applicable to the custody agreement.

2.3 Third-Party Custody Agreements

Learning Objective

4.2.5 Know the requirements for third-party custody agreements

CASS requires that the firm enter into a written agreement with any third party with whom it either
arranges the custody of client safe custody assets or who holds such assets on the firm’s behalf. The
agreement must be binding in legal terms and clearly set out the custody service being performed
during the period while the assets are held.

Guidance in CASS highlights certain types of clauses that the firm should consider when entering
into such an agreement. These include operational factors (such as the procedures and authorities
governing instructions between the parties), service limitations (such as any restrictions on the ability to
withdraw assets), and matters relating to how the firm'’s holdings will be recorded within the custodian’s
own records (and how the custodian will register the assets in the next link of the custody chain).

Liability is another important aspect, given that the custodian is the external interface for settling
transactions and receiving income due on holdings. The agreement should specify how income will be
claimed and received (whether dividends, interest, or other types of payment), as well as establishing
the third party’s liability in the event of an asset being lost due to fraud, wilful default or negligence.

The CASS rules also emphasise that the custody agreement should not grant a lien, set-off right, or
security interest over client safe custody assets unless such a right relates specifically to debts incurred
by the third party in the performance of its work for the firm’s clients. Effectively, this is a contractual
equivalent to the trust acknowledgement letter discussed in chapter 1, section 3.3 in the context of
client bank accounts. The custodian must accept and acknowledge in the contract that it cannot simply
take over the assets it holds for the firm in respect of the firm’s clients.
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3. Exemptions

Learning Objective

4.3.1 Understand the use of exemptions available within the custody rules

Once a firm has decided upon its business model and the authorisations necessary to put that model
into effect, the firm will be able to determine whether CASS 6 (the custody rules) as a whole is applicable
to that business model. We have seen that firms which are only arranging for another entity to perform
safeguarding and administration of assets will have fewer obligations under the rules as the firm itself
does not ‘hold’ any assets for its clients.

However, even once a firm has concluded that CASS 6 is relevant to its business, there are some specific
exemptions that can be applied to certain scenarios and transactions.

3.1 Business in the Name of the Firm

We have seen that the firm might not be ‘safeguarding and administering investments’, in which case it
would not be responsible for any assets subject to CASS 6.

CASS 6 specifically notes that some types of transaction the firm might perform on behalf of its clients
might require the firm to carry on business in its own name. The example given in CASS 6 is if the firm
borrows safe custody assets from a client as principal under a stock-lending agreement.

3.2 Temporary Handling

There are occasions when a firm might need to receive some asset from its client in order to undertake
the proposed service. For example, if a firm’s business model does not include any services relating to
the holding of physical assets (such that the firm would not need to maintain any documentation or
policy in respect of a physical asset reconciliation).

Suppose that one of the firm’s clients then sends a physical share certificate to the firm, explaining
that this was an existing investment and requesting the firm to add these shares into the investment
portfolio being managed/administered by the firm. While the firm had not intended to service physical
assets, they are now in possession of one. CASS 6 grants an exemption in such cases, which is applicable
providing the firm is not going to hold the asset for a prolonged period. If the asset will only be held by
the firm for a short time - long enough simply to fulfil the client’s instructions - then this ‘temporary
handling’ exemption can be used, removing the need to build full-strength capabilities to hold and
administer physical assets. Normally the asset should be held for no longer than one business day.
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A firm using the ‘temporary handling’ exemption must not ignore the risks presented by it receiving this
asset — the firm is still subject to Principle 10 — but the operational requirements are simplified. The firm
must take four key actions:

«  Keep the asset secure while it is in the firm's possession.

- Record that the asset belongs to the specific client.

- Acton the client’s instructions as soon as practicable.

- Make and retain a record of the asset that has been handled, together with details of the client and
the actions taken.

This last point might at first seem to merely duplicate the items above. However, the key point here is
the need for the firm to maintain a formal record of the events. Each year, the firm’'s CASS auditor will
review the controls in place, and so any firm that has been using the temporary handling exemption will
need to demonstrate to its auditor that the correct actions were taken and that the assets were not held
for longer than necessary.

3.3 Managers of AlFs and UCITS

Alternative investment funds (AlFs) and undertakings for collective investment in transferable securities
(UCITS) are two terms used to define types of CISs. While the terms were originally used in EU Directives,
they remain part of the UK rules.

There is an exemption in CASS 6 addressed to regulated firms that manage such CISs. It should be
noted that this exemption is only expressed as guidance within CASS 6 - indicating that the guidance
paragraph is merely confirming something that ought to be identifiable from an individual rule. Again,
the basis of the exemption is to understand the firm’s activity and the role it is performing. The manager
of a CIS is always balancing obligations in two different contexts:

- whatis happening inside the fund'’s investment portfolio, and
- ensuring that unitholder instructions are being correctly managed and executed.

In respect of the first bullet point, the manager of a CIS does not itself ‘hold’ the assets of the fund. The
structure of collective investments requires an independent party (known as the depositary or trustee)
to look after all scheme property on behalf of the unitholders of the fund. Therefore, even without the
CASS 6 exemption we would recognise that the fund manager entity has no CASS responsibility for
the fund'’s investment portfolio — because the manager is not performing a task of ‘safeguarding and
administration’ in respect of those assets.

The position for unitholder activity is subtly different. Clearly, the fund manager is receiving and
executing orders from its clients (because a client will apply to the fund manager in order to buy or sell
units in the fund). However, where the fund manager is acting in their capacity of fund manager, those
unit deals are executed against the main register of the fund. Each client becomes a direct unitholder
on the main register of the fund. No firm or intermediary is involved in a chain of custody; there is
no nominee arrangement; the insolvency of the fund manager would not create a gap in the records
relating to ownership of the units — because the main register of the fund (itself subject to specific FCA
rules outside the scope of this workbook) includes the names and personal data of each unitholder.
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There is the possibility that the legal entity acting as fund manager might also undertake additional
types of financial services activity, and this is the point that the CASS exemption guidance seeks to
address. The exemption confirms that where the firm is undertaking ‘excluded custody activities’, the
custody rules do not apply. Excluded custody activities essentially reflect any point at which the firm
might be viewed as holding a custody position as a result of performing its duties as fund manager.

However, if the firm performs any types of business that are not directly associated with its regulatory
obligations as fund manager (ie, business outside of receiving direct applications for main register
activity), the CASS guidance confirms that the custody rules may still be applicable. CASS uses MiFID
business as a simple example. When acting as fund manager, the firm is subject to UK rules applicable
to fund managers (largely derived from the EU’s UCITS and AIFM Directives). If however, the firm does
offer a wider range of services outside the scope of its pure fund manager activity, then such additional
services are likely to be subject to UK MiFID - in which case, the custody rules would be applicable to
those services.

34 Delivery versus Payment (DvP) Transactions

34.1 What is the DvP Exemption?

CASS 6 includes an exemption for ‘delivery versus payment’ (DvP) transactions performed within a
‘commercial settlement system’. Applying this exemption to a purchase or sale transaction performed
for a client can allow the firm a window during which the asset need not be treated as a CASS 6 asset
(the window lasts until the close of the third business day after the firm delivers its side of settlement).
The exemption may avoid the creation of CASS 6 shortfalls if there are problems with market settlement
of a transaction, thus removing the need for the firm to cover such positions. (It should be noted that
there is a corresponding DvP exemption within CASS 7, such that the same window is available for both
the asset being traded and the corresponding cash settlement sum.)

The fact that this DvP exemption is applied to both the asset and the associated cash settlement sum
reflects that this exemption applies where a commercial settlement system is used - and recognises
that such systems may require the firm to part with either the asset or purchase consideration sum
prior to the transaction settling. The FCA’s objective of maintaining orderly markets means that CASS
obligations should not create undue barriers to market liquidity. Accordingly, for certain firms in certain
circumstances, the CASS rules allow firms to complete these trades without creating temporary shortfall
positions that could require substantial amounts of corporate money to cover.
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As using this exemption creates an exposure to client loss (if the firm was to fail before the settlement
was fully completed, and an incoming insolvency practitioner was unable to achieve settlement of the
transaction), there are some important requirements before it can be applied:

1. The client concerned must have provided written agreement confirming that the firm may apply the
exemption.

2. The firm must intend to exchange the client’s money for their asset within one business day of each
other. (Note: the transaction should be expected to leave the client exposed for no longer than
one day - though the exemption permits the firm up to close of business on the third business day
following the commencement of its use of the exemption, if required to resolve any problems with
achieving market settlement. If, however, the firm expects the transaction type would usually leave
the client exposed for more than one day, the exemption cannot be used.)

3. The firm must be a direct member or participant of the relevant commercial settlement system, or
can be a sponsored member.

4. The transaction must be completed in accordance with the terms and conditions of the commercial
settlement system.

5. The transaction must be settled directly by the firm in an account held at the commercial settlement
system.

Once the firm has received the settlement proceeds of an asset sale or received the asset purchased for
the client, it must stop using the exemption and apply the CASS 6 and CASS 7 rules in the normal way.

3.4.2 What is a DvP Transaction?

There is no specific FCA Handbook Glossary definition of DvP, and so firms will need to make their own
determination as to how broadly this term might be applied — and be ready to justify their stance if their
auditor seeks clarification.

Reflecting on our initial comments regarding legal contracts, every contract requires valuable
consideration — so every trade involving the delivery of an asset by one party is expected to involve a
corresponding payment by the other.

However, the comments included in CASS in respect of this exemption imply a context in which the
design and operation of the commercial settlement system will create a gap in protection between the
delivery of the asset and the corresponding cash settlement (or vice versa).

For the purposes of this exemption each firm will need to determine what types of activity it considers
will be DvP transactions.

343 What is a Commercial Settlement System?

The exemption can only be applied if the DvP transaction is being performed through a commercial
settlement system. A commercial settlement system is defined in the FCA Handbook Glossary as follows:

‘a system commercially available to firms that are members or participants, a purpose of which is to
facilitate the settlement of transactions using money and/or assets held on one or more settlement
accounts’.
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A ‘settlement account’ is itself defined in the Handbook. In brief, the definition relates to an account
holding money and/or assets, held with an institution acting as settlement agent and used to settle
transactions between participants or members of that commercial settlement system.

A firm wishing to use this exemption should therefore satisfy itself that the trading/settlement
mechanism in question satisfies the Handbook definitions.

35 Allocated but Unclaimed Safe Custody Assets

While not an ‘exemption’ as such, CASS 6 includes a process by which a firm holding unclaimed safe
custody assets can dispose of the holding by making a payment to charity. The process is similar to the
corresponding approach for unclaimed amounts of client money, though with some differences.

The two most significant differences are:

- the safe custody asset must have been held for at least 12 years (rather than the six years required to
dispose of a client money balance), and

« thereis no de minimis option — so when using the CASS rules to dispose of safe custody assets of any
value, the full requirements of CASS must be satisfied.

The firm must demonstrate that it has taken ‘reasonable steps’ to trace the client concerned. The
evidential provision describing such reasonable steps would be satisfied if the firm took the following
approach:

. Determine, as far as possible, the correct contact details for the client.

< Write to the client - at their last known postal or electronic mail address advising that the asset will
be disposed of if no instruction is received in the following 28 days.

« If noresponse is received in those 28 days, attempt a further communication via a different method
of communication.

« If still no response is received after a further 28 days, write one final time to the client advising that
the asset will be disposed of within 28 days.

- If still no response is received, the firm can dispose of the asset.

« The firm can either sell the asset and effect payment of the proceeds to a registered charity, or could
potentially transfer ownership of the asset to a registered charity.

As with client money balances paid to charity, if the firm receives positive confirmation that none of the
contact details for the client remain current, it is not obliged to effect further written communications.

If the firm does effect the payment to a registered charity, the firm must undertake to pay the client the
value liquidated/transferred if the client should contact the firm at any point in the future.

Lastly, this approach applies only where the firm seeks to dispose of the asset without receiving an
instruction from the client. There may be occasions where a client of the firm may receive a small
number of residual shares - too small to trade efficiently — and instruct the firm to effect a payment to
charity. The firm in such a situation would not be applying this process, but simply fulfilling the client’s
instructions.
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4, Types of Security Interest

Learning Objective

44.1 Understand the impact of legal arrangements on the custody rules (CASS 6): bare security
interests; right to use clauses/rehypothecation; title transfer collateral arrangements (TTCA)

44.2 Know when the collateral rules (CASS 3) apply
443 Know when a firm can enter into securities financing transactions in respect of client assets

444  Know the circumstances in which liens may be granted over client assets

CASS 6 requires the firm to maintain any client safe custody asset as properly registered and subject to
reconciliation controls. However, there are certain types of investment-related activity that a firm might
agree to undertake for its client that would require the asset to be moved to a different firm.

The legal contract between firm and client will need to make clear whether the firm has any authority to
remove assets from the protection of CASS 6 rules and we will explore different contexts for this.

First, we must understand what is meant by ‘collateral’ and when collateral might be used between
regulated firms or between a regulated firm and its clients.

4.1 Collateral

Put simply, collateral is a means of mitigating the risk on a contract. So far, we have looked at financial
services transactions that have a defined trade date and settlement date, generally only a few days apart.
However, there are more complex types of financial services contracts that extend for longer periods
and which can build up substantial financial exposures between the parties. One example is derivative
trading (such as taking a position in financial futures, or taking part in a put or call option).

Where a deal is struck under which one party is obliged to effect future delivery of a given asset (or
its corresponding value), it is common for the parties to agree that a portion of the outstanding value
should be exchanged at the outset to mitigate the overall exposure. This amount is known as the
collateral relating to the derivative transaction.

It is therefore important to note that the collateral is not part of settling the deal; it is always the
intention of the parties that collateral will remain the actual property of the original owner. However, in
order to be effective as collateral it might need to be ‘pledged’ (set aside — which may include registering
the asset to some independent party) or transferred to the counterparty (in which case both firms
will maintain records of what collateral has passed between them, so that it can be returned once the
contractual position between them has been closed out and the exposure therefore resolved).

If a firm agrees or offers to provide its clients with a means to perform such types of investment activity,
it will be necessary for the firm to manage the related collateral movements with whatever other firm is
acting as counterparty to the transactions. This raises a question: if collateral is to be provided, does the
firm use its own money (or assets) to provide the collateral, or does it use its client’s money (or assets)?
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A second question follows if the firm wishes to use client money or client safe custody assets as
collateral: does CASS allow the firm to change the registration of the asset, or have that asset held by a
different party?

CASS 3 is focused on collateral - though it includes few rules. The firm must maintain adequate records
of any collateral in place, and can only use the client’s assets as collateral if the client has given the firm a
‘right to use’ the assets for that purpose. Until the asset is used as collateral, the normal CASS obligations
apply. Investment activity requiring collateral can therefore be undertaken for clients — providing those
clients understand the risks associated with such types of transaction.

4.2 Bare Securities Interests

The word ‘interest’ can have various meanings. To have an ‘interest’ in a security means to have some
stake in the value of the asset in question. The phrase ‘bare securities interest’ effectively means ‘to
have an interest in the securities, but nothing more’. That may sound odd at first, but as we look at more
complex legal arrangements the comment will make more sense.

Understanding when a bare securities interest could be established will also help understanding of
the concept. Suppose a firm is running a service that includes providing custody of client safe custody
assets. The firm will be charging a fee for this service, and expect its client to pay their bill. However,
in case the client does not pay, the firm will generally include in its terms and conditions a right to sell
some assets of the client in order to settle the sum owed. In other words, until any such debt becomes
outstanding, the firm only has a bare interest in the securities - it is looking after the assets on behalf
of its client, but has the ability to acquire or dispose of an asset in order to settle some amount due and
payable to the firm.

Any such right must be set out in the client agreement defining the firm's services. In English law, it is
known as a ‘lien”: a right granted over an asset to secure some future payment (or the fulfilment of some
other type of obligation between the parties). In Scottish law (or countries having legal systems derived
from Roman law), the term ‘hypothec’ may be used (which gives rise to the term ‘hypothecation’,
discussed in section 4.4).

A key feature of a lien is that the asset remains the legal property of the first party until that first party
fails to fulfil their obligations under the contract concerned — at which point, full ownership of the asset
passes to the second party in settlement of that obligation. When granting a lien it is generally expected
that the asset will at no point change hands, though the existence of the lien makes it easier for the
parties to do business together, as the creditor’s risk is mitigated at no effective cost to the debtor.

A bare security interest is not therefore an example of collateral, because ownership of the asset only
changes owner upon a default. Creating the bare security interest does not itself require any transfer
of ownership/registration; it only creates a legal understanding that if the debtor party defaults on its
payment, the full ownership of the asset concerned would transfer to the creditor party. CASS 3 is not
applicable to such cases, as the registration of the asset/money is unaffected while the lien is in place.
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4.3 ‘Right to Use’ Clauses

Slightly more complex are situations where the client might grant to the firm a ‘right to use’ some or all
assets — and collateral is a good example. Suppose a client of Dependable Investments Itd (Dependable)
wants to enter into a financial futures contract or stock lending arrangement - both of which would
require Dependable to provide collateral to the relevant counterparty.

If Dependable wants to use the client’s assets as collateral it must ensure that it obtains from its client a
right to use that client’s assets for that purpose. CASS 3 confirms that in such a case exercising the right
to use an asset equates to a change in legal ownership of that asset, such that it belongs to the firm
rather than the client. Such an event must be clearly recorded in the firm’s books and records.

While the right to use may exist, any asset covered by such a right remains a normal client asset (subject
to normal CASS controls and protections) until the right to use is exercised and the firm's records are
updated to reflect that change in legal ownership. Securities financing transactions (SFT), such as stock
lending and repurchase transactions would require a ‘right to use’.

4.4 Rehypothecation

CASS does not refer to the term ‘rehypothecation’ — though it is prudent to understand the risk that this
technique may represent.

We have noted that taking collateral does change the legal ownership of an asset — and that the firm
would require a ‘right to use’ clause in its client agreement if it is to use some client assets as collateral.

Rehypothecation is a term used in the industry to describe the ability of a regulated firm that has been
pledged assets by its clients to itself then pledge that collateral asset in respect of some other business
being undertaken by the regulated firm. The regulated firm is therefore able to back out its own financial
exposures, but the danger to the industry is the potential that the same asset is effectively being used
by multiple parties to cover multiple exposures. In the event that one regulated firm in such a chain of
counterparties was to become insolvent, or for some other reason fail to make delivery of some asset,
there can be knock-on implications for other firms who were also protecting their own positions with
reference to that same asset.

Investigations into the collapse of Lehman Brothers and MF Global identified that rehypothecation was
a contributing factor in the failure of those companies. Firms should recognise the risks involved in
supporting their own financial positions with reference to assets that are not actually registered in their
own name - as such assets might not be delivered to the firm if called upon.
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4.5 Title Transfer Collateral Arrangements (TTCAs)

CASS 6 and CASS 7 give specific details about when and how title transfer collateral arrangements
(TTCAs) can be effected, given the types of risks and exposures noted above.

A ‘title transfer collateral arrangement’ is defined in the FCA Handbook Glossary to mean any
arrangement by which the client transfers full ownership of money or an asset to a firm for the purpose
of securing or otherwise covering a present or future, actual, prospective, or contingent obligation.

The key legal consideration, and largest risk consideration for the client, is that once the firm has
exercised the power of the TTCA to take ownership of the asset concerned, the asset from that point
becomes the legal property of the firm and is no longer protected as a client asset. While the firm is
under an obligation to return the asset to the client (subject to the terms of the TTCA), in the event that
the firm subsequently fails, the client would only be able to claim against the firm as a general creditor
- which offers less protection for that client, and is very likely to result in loss if the firm was to become
insolvent.

CASS rules (as derived from MiFID) prohibit the firm from entering into a TTCA with a retail client. If a
firm wishes to enter into a TTCA with another type of client, then the parties must enter into a formal
contract (either in writing or some other durable medium, ie, some type of retrievable media confirming
their agreement to the terms). The agreement should include the arrangements for transferring
ownership to the firm, and any arrangements for subsequently returning the asset to the client’s legal
ownership.

The firm must be able to demonstrate that is has properly considered the appropriateness of operating
a TTCA for the client concerned, in the light of the ‘client’s best interests’ rule, and consider whether to

return the assets to the client if collateral is no longer required.

Let us briefly consider a TTCA in operation:

Exposure
<
Firm
Client
° N
l I Deal/ —
ol ¢" Instruction Contract Derivative

Dependable —— Counterparty
Investments Itd

Assets

Dependable offers its clients an opportunity to take exposures under derivative contracts, which it
secures with a derivative counterparty.

Collateral
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In order to maintain those exposures, Dependable may need to provide some asset collateral to the
counterparty, which it achieves by first taking legal ownership of the client’s asset under a TTCA.

Providing all parties achieve the eventual settlement of the derivative exposure, everyone will be
satisfied: the collateral will be returned, the investor will receive the return on the derivative position,
and Dependable will collect its servicing fees.

However, if the derivative counterparty was to fail, the position changes:

Firm
Client n
Instruction l l Derivative Collateral
> Dependable Counterparty

Investments Itd

Assets

The contract between Dependable and the derivative counterparty fails, such that the client will now
not receive any return from the derivative exposure. Further, the collateral that had been moved to
the counterparty will be caught up in the insolvency of that entity, and so may not be returned to
Dependable.

This creates an effective loss, as the custodian account holds less assets than was previously the case
because the client gave Dependable a ‘right to use’ their assets as corporate assets in order to secure the
derivative exposure.

Firm
Client n
[ ]
Unsecured — Creditors
¢ Instruction Creditor Derivative
—» Dependable —— Counterparty
Collateral

Investments Itd

Assets
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Dependabile is simply an unsecured creditor of the failed counterparty, unlikely to recover the full value
of the collateral transferred. As a result, the loss will effectively fall on the investor.

There would be a similar chain of events if Dependable was to fail, even if the derivative counterparty
remained in operation.

5. Custody Books and Records

Learning Objective

4.5.1 Know which books and records should be maintained and the function of each

We must now explore the control processes that a firm must establish to ensure that its clients are
protected from the risk of their safe custody assets being lost, or the return delayed, in the event of
the firm’s insolvency. There are parallels with the controls required to protect client money — with key
components being the selection of relevant third parties, the records maintained by the firm, and a
discipline of reconciling those records to ensure that discrepancies are identified and resolved.

It is important that the firm maintains an accurate and complete record of which of its clients has
ownership rights for which of the safe custody assets held by the firm. Recording the entitlement of
each client is therefore vital (ie, the vostro record). However, unlike the obligation in CASS 7 for the firm
to maintain a distinct record of its aggregated bank account, CASS 6 does not require the firm to have
a separate ledger of its aggregated holdings. While the firm may choose to maintain such a distinct
ledger, it is sufficient under CASS 6 for the firm to determine its aggregated client safe custody position
as the calculated sum of all client-specific asset balances.

It should be noted that the firm’s custody records should reflect the aggregate safe custody assets the
firm is obliged to hold, rather than assets to be received at a future settlement date. The firm’s records
of client entitlement to assets will reflect the assets that the firm contractually considers belong to the
client (which may reflect contractual settlement of assets not yet held in the firm’s aggregate position)
in the market. We will see in the following section what actions a firm will be required to take if its
reconciliation between these different records identifies that insufficient or excess assets are held.

Controls over pending inflight transactions are important to successful settlement processes, and so
while firms are likely to implement a range of controls it is important that the firm’s records recognise
assets ‘held”

«  Cash records reflect the cash positions that are ‘held’ by the firm.

« Settlement date is the point at which assets bought become ‘held’ by the firm in exchange for it
no longer holding cash. While cash might be reserved in the firm's records between trade date
and settlement date, the money remains client money (or a deposit for firms utilising the banking
exemption) until completion and the corresponding discharge of fiduciary duty.
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6. Reconciliations and Record Checks

6.1 Safe Custody Asset Reconciliations and Checks

Learning Objective

4.6.1 Understand the purpose of the external custody reconciliations, physical asset reconciliations,
and internal custody record checks

There are three types of record check (or equivalent) that can arise in respect of client safe custody
assets, though some firms will not need to perform all three types. These are:

- external custody reconciliation
« physical asset reconciliation, and
- internal custody record check (ICRC).

CASS includes guidance stating that, wherever possible, these checks and reconciliations should
be carried out by employees that are independent, ie, people who are not involved in producing or
maintaining the records being checked.

The external custody reconciliation is broadly similar to the external client money reconciliation:

« the firm determines from its own record the total amount of each asset held for its clients (whether
calculated from client entitlements or taken from a discrete record of the firm’'s aggregated position)

- the firm compares this figure against the amount of each asset that the external custodian or other
third party (such as registrars, CSDs or transfer agents) states is held on the firm’s behalf.

CASS requires a firm to undertake this reconciliation ‘as regularly as necessary’, though the period
between external custody reconciliations must not exceed one month. Guidance in CASS states that
assets held at a CSD should be reconciled daily where possible.

Similarly, the physical asset reconciliation is only relevant to firms that hold physical assets on behalf
of their customers. The context here is a vault or room filled with filing cabinets holding physical items
(such as share certificates). We have already shown that the firm must keep a record of each client’s
entitlement to the assets held, and so the physical asset reconciliation is required to ensure that the
assets which should be held in the vault are present and correct.
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CASS offers two methods that a firm can use when performing a physical asset reconciliation, as
explained in the following table. It is perhaps useful to imagine the practical challenge of reconciling a
large inventory of physical assets, in order to understand the need for these two different methods.

Method How the method works

The reconciliation is performed as a single check - effectively the person(s)
performing the reconciliation would start with the first certificate, typically
alphabetically, and work through to the last until complete over a defined
Total Count Method | period, often over a weekend.

Such an approach seems sensible providing it can be achieved logistically
because any misfiled assets should be identified as part of the single
reconciliation effort undertaken.

A firm might instead perform the reconciliation in stages (either through

choice or because it is not logistically possible to complete the physical

count in a single sitting). The first day of the reconciliation might complete

Rolling Stock all assets beginning with the letter ‘A’; the second day of reconciliation
Method activity (perhaps on the following weekend) might review the assets

beginning with ‘B". Under the rolling stock method, the firm works its

way methodically through the entire inventory in as many sittings as are

necessary to promptly complete the reconciliation.

Whichever method is selected, CASS requires that the physical asset reconciliation be performed as
regularly as necessary — but without more than six months passing between each reconciliation.

At first it might appear that the rolling stock method is inferior to the total count method, because a lost
or misfiled item seems to take longer to find under the rolling stock method. Indeed, CASS rules require a
firm that adopts the rolling stock method to document that its methodology is ... adequately designed to
mitigate the risk of the firm'’s records being manipulated or falsified’. However, as both methods are subject
to a six-month maximum frequency, it might equally be considered that either method could resultin a
lost or misfiled item not being identified for up to six months from that error taking place.

The firm must make its own decision as to what frequency it considers to be ‘as regularly as necessary’
(subject to the maximum six-month period). That decision must be documented as a policy of the firm,
and the firm should perform an annual review to ensure that its policy decision remains appropriate in
light of its current service model and any issues experienced.
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6.2 Internal Custody Record Check (ICRC)

Note that this is a ‘record check’ rather than a ‘reconciliation’. This reflects the point noted above
that CASS 6 does not require a firm to maintain an internal record of its aggregate safe custody asset
positions separate from its client-level records. For this reason, CASS identifies two ways in which the
internal custody record check might be achieved. In either case, CASS requires the firm to complete
an ICRC “...as regularly as necessary...” but without allowing more than one month to elapse between
each ICRC. Again, this is a policy decision that must be documented and subject to annual review. Staff
performing the ICRC should again be independent of the functions being reviewed.

Method How the method works

Where a firm's systems are designed so that it does maintain two
distinct asset records — one tracking each client’s entitlement, and
a separate record tracking the firm’s aggregated holding for its
clients — then the ICRC can be achieved by performing a formal
reconciliation between these two distinct internal records.

Internal Custody
Reconciliation Method

Where a firm’s systems do not separately determine the aggregate
asset position, performing such a reconciliation would be
meaningless. In such a case, the firm must use the internal system
evaluation method (ISEM) to complete the ICRC (though ISEM can
be selected by any firm — even one that does maintain distinct asset
ledgers).

ISEM requires the firm to consider its own system and data structure,
and to identify those scenarios and actions that pose a risk to the
accurate recording of the trades executed by the firm. For this
reason, the CASS material on ISEM is understandably generic, as ISEM
requires each firm to first determine for itself those controls that are
fundamental to the accuracy of its client-level custody records.

Internal System Evaluation
Method (ISEM)

The ISEM itself is a periodic internal review carried out so that

the firm can satisfy itself that those controls have been working
as designed, and that any exception items identified have been
investigated and resolved as planned. In this way, it should detect
certain types of weakness and record-keeping discrepancies.

A firm adopting ISEM must establish a process that evaluates the completeness and accuracy of its
internal records. That evaluation should include whether the firm’s fundamental CASS 6 controls have
correctly identified and resolved discrepancies in the firm'’s internal records of safe custody assets.
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CASS provides a non-exhaustive list of items that the firm should consider when devising their ISEM.
They are:

« negative balances

processing errors

« journal entry errors

« [T errors, and

‘test’ entries or‘balancing’ entries that might incorrectly over/understate the size of a holding.

The firm must consider what behaviours its systems should exhibit, and what controls should prevent
other behaviours arising, and then the ISEM evaluates whether those controls have been effective.

While it is true that the FCA has therefore not defined the detailed completion of an ISEM, it is important
to note that ISEM is a process to evaluate whether the firm’s controls have effectively identified and
resolved errors within its internal record of safe custody assets held for its clients. However, as we saw
when considering CASS 7 controls, the controls established over the firm’s CASS 6 records (including its
internal custody reconciliation, or an ISEM established to evaluate the controls) should not be expected
to prevent all forms of potential error. Where a firm might have made an error when executing a given
transaction (such as buying the wrong asset), the firm'’s internal custody record should reflect the actual
trade executed. Therefore, ISEM need not be expected to identify errors in the execution of trades; such
errors fall within the remit of Conduct of Business Sourcebook (COBS) regulations rather than CASS.
CASS becomes important once the firm has executed a transaction — to ensure that the assets (and
money) actually held by the firm in light of the executed activity are correctly segregated and protected.

Of course, as each firm that has a custody responsibility for assets is obliged to perform these
reconciliations and checks, it follows that the same checks are being performed by each UK-regulated
firm along a custody chain. The following illustrates the scenario where clients transact via a platform,
which holds an account at a third-party custody account in the name of its nominee company, and the
custodian has an aggregated holding on the asset’s main register:

Client/ Platform Custodian Asset
Customer Register
Platform’s
ICRC o c p”
Platform’s ustodian’s
External Rec “— External Rec —
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The platform must perform its ICRC (which might be the internal reconciliation method, if the firm has a
separate aggregate holdings ledger) and an external custody reconciliation. The custodian will similarly
be performing internal and external checks and reconciliations, and so on back to the end of the custody
chain.

6.3 Reconciliation Discrepancies

Learning Objective

4.6.2 Know: how to treat reconciliation discrepancies; firms’ obligations in relation to shortfalls; how
often the reconciliations must be carried out

Any discrepancy identified in any of these reconciliations or ICRC processes should be promptly
investigated and resolved. Resolution here may, however, be a longer process than the resolution stages
we discussed for cash, because the firm may not simply be able to deliver additional shares. The firm may
need to place a market trade to make up any difference identified.

Suppose a firm's internal records showed that its clients had a beneficial interest in 35,000 Marks &
Spencer plc (M&S) shares, while the firm’s custodian reports that it holds only 30,000 M&S shares for
the firm. The firm's external custody reconciliation will identify a shortfall of 5,000 shares, and if the firm
believes it is responsible for that shortfall it must consider what remediation is required.

If the firm is a large institution that also trades on its own account, it may well have a separate portfolio
that holds M&S shares. If so, the firm could simply transfer 5,000 M&S shares from its own corporate
asset account to its client safe custody asset account. This would bring swift resolution of the client asset
shortfall — achieved by the firm putting its own assets into the client account to resolve the discrepancy
(in the same way that corporate money is used to resolve a client money reconciliation discrepancy).

However, suppose the firm does not hold its own investment portfolio. Buying the ‘missing’ 5,000 shares
will require it to place a deal with a broker, which will only settle in two days’ time (potentially longer for
other asset types). In such a case, CASS requires the firm to segregate sufficient cash or other assets to
cover the shortfall position. If the firm does place a market transaction to buy the necessary shares, then
it can treat the shortfall by segregating the relevant sum of corporate money to settle that future market
obligation.

The firm might however decide to not purchase the missing shares, and to instead cover the asset
shortfall using either cash and/or some other corporate assets held by the firm. In such a case, the firm
would be obliged to ensure each day that the value of cash and/or assets it has segregated against the
shortfall remains sufficient against the current value of the missing 5,000 shares. The value must be
determined by the previous day’s closing mark to market valuation.

Guidance in CASS 6 notes that during the period between applying cash to cover a custody shortfall and
the resolution of the discrepancy (eg, the delivery of additional shares bought by the firm), a mark to
market should be performed '...as regularly as necessary...’. Given the potential of a market trade failing
some firms consider that the mark to market should be performed on each day until resolution.
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CASS recognises that the firm might not be to blame for a shortfall arising. If the firm’s investigations
conclude that the discrepancy is the fault of some other person, the firm must take all reasonable
steps to seek resolution of the problem by that other party. In the meantime, the firm should however
still consider whether to notify the affected client and/or fund any shortfall that has arisen. The only
exception is where the firm considers that a shortfall has arisen only because the records used to perform
the reconciliation have been produced at different times (such as where a firm in the UK is reconciling its
UK close of business position against a custodian account with a US-based institution).

Where the external reconciliation identifies an excess in client assets the firm must promptly investigate
it and resolve it without undue delay.

6.4 Establishing the Frequency of Safe Custody Reconciliations and
Checks

When discussing each of the safe custody checks and reconciliations, we saw that, while CASS specifies
a maximum period between checks, the firm must ensure that the task is performed "...as regularly as
necessary...".

CASS requires the firm to consider the nature of the CASS activity in order to determine a suitable
frequency for performing these checks, and consider how these would affect the records being
maintained. The firm should consider the transactions it undertakes: does it trade a high volume of
deals? Are those deals for high value? The firm should also consider whether the transactions expose its
clients to a greater risk, assessed in respect of the nature, volume and complexity of those transactions
(eg, does the firm enable derivative transactions or short-selling, which could affect the extent of
potential loss if an error was identified after a longer period).

Having concluded this analysis, the firm should formally document the frequency with which it
will perform the internal custody record check, external custody reconciliation, and physical asset
reconciliation, and these chosen frequencies should be reviewed at least annually to ensure that the
decisions remain appropriate in the light of any change in the firm’s business model or activities.
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End of Chapter Questions

Think of an answer for each question and refer to the appropriate workbook section for confirmation.

1. What matters should a firm consider when performing due diligence on a third party to hold
safe custody assets?
Answer reference: Section 2

2. What is meant by an ‘intragroup’ safe custody model, and how does such a model affect due
diligence obligations?
Answer reference: Section 2.1

3. What regulated activities relate to safe custody assets?
Answer reference: Section 2.1

4. In what ways might CASS allow non-UK assets to be registered that would not be acceptable for
UK assets?
Answer reference: Section 2.2

5. What exemptions apply to the custody rules?
Answer reference: Section 3

6. Whatis a ‘right to use’ and who would use this arrangement?
Answer reference: Section 4.3

7. What is a title transfer collateral arrangement?
Answer reference: Section 4.5

8. What records and accounts must a firm maintain on safe custody assets?
Answer reference: Section 5

9. Aside from the internal custody record check (ICRC), CASS 6 describes two types of
reconciliation. What are these reconciliations and to what do they relate?
Answer reference: Section 6.1

10. Where a firm uses the internal system evaluation method (ISEM), what five elements does CASS
6 expect a firm to include in the design of the ISEM?
Answer reference: Section 6.2

11. What is the process for discrepancies and shortfalls?
Answer reference: Section 6.2
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Governance and Oversight

Introduction

We have now explored the specific controls that
CASS requires a firm to have put in place to mitigate
the risk of loss when handling client money and
safe custody assets.

However, we have also seen that CASS grants firms
a substantial amount of flexibility in the ways that
they structure their business processes. The firm
should therefore have a holistic understanding
of where those structural choices could expose
its clients to risk, and ensure that sufficient and
appropriate mitigation is in place to manage those
risks.

In particular, this chapter will focus on four broad
areas:

CASS rules regarding the firm's ‘organisational
arrangements’

« the individual who is responsible for CASS
oversight

« the need for the firm to exercise good corporate
governance, including oversight of any
operational outsourcing in place

« the CASS audit performed on the firm.
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1. Organisational Arrangements

1.1 CASS Rules in respect of ‘Organisational Arrangements’

Learning Objective

5.1.1  Know the rules on organisational arrangements as set out in CASS 6 and CASS 7

5.1.2  Know firms’ obligations to notify the FCA of breaches in accordance with CASS 6 and CASS 7

Both CASS 6 and CASS 7 include a high-level statement taken from the Markets in Financial Instruments
Directive (MiFID). The CASS 7 wording requires the firm to ‘...make adequate arrangements...” to
safeguard client rights, and to “...introduce adequate organisational arrangements to minimise the risk of
the loss of diminution of client money..." as a result of factors such as misuse, fraud, poor administration,
or inadequate record-keeping.

The CASS 6 wording is similar, requiring the firm to have "...adequate organisational arrangements to
minimise the risk of loss or diminution of clients’ safe custody assets...” due to similar underlying causes.

A key observation here is that these words do not require perfection; some residual risk will remain in
any business model, but the firm should be able to demonstrate in a coherent and holistic manner that
the array of processes and controls in place are adequate to minimise the risk of loss of clients’ assets.

Interpretation and application of such rules can be a challenge, and it should be recognised that the
MIFID wording reflects a European legal perspective, which emphasises the intended outcomes, while
English law tends to consider detailed aspects of all potential outcomes.

Consider the case of an internal client money reconciliation. The specific CASS rules require the firm to
identify any incorrect postings in that reconciliation and correct any resulting shortfall or excess. The
specific rules consider it sufficient for such identification and resolution to be achieved on the date the
reconciliation is performed.

Some would therefore argue that the wording of broad organisational requirements should not be
interpreted as needing any more stringent a requirement in respect of identification and resolution
of shortfall/excess sums. If the EU rules had demanded something stronger, the drafting would have
applied additional obligations.

Some in the industry have taken the opposite interpretation, and argued that any failing arising in client
money control indicates a failure of organisational arrangements.

The key is for the firm to understand where risk can arise, whether that risk is due to internal causes or
external factors, and understand whether any decisions taken by the firm in arranging its business could
present risk exposure that is unreasonable in context.
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It should also be noted that the organisational arrangements rules relate to overall structures, rather
than to specific cases of operational error. An operational error does not mean that the firm’s overall
organisational arrangements are flawed. Equally, where the firm’'s organisational arrangements are
flawed, that position exists regardless of whether any specific operational incident occurs as a result of
that weakness, ie, it is not a defence to claim that despite being flawed, controls are sufficient because
the firm, by luck, did not experience a breach.

Therefore, any firm that determines itself to be in breach of the organisational arrangements rule would
need to identify some way of amending those arrangements in order to close the associated breach.

CASS 7 recognises the example of the clearance period associated with money that the firm might
receive via different payment methods. The firm must consider the active consequences of the payment
methods it supports; consider when ledger postings ought to be generated in order to most correctly
reflect the client money position; and ensure that in its view, the overall business model represents an
adequate management of the risks inherent in investment transactions and settlement activity.

1.2 FCA Notifiable Breaches

There is likely to be a strong correlation between the firm’s satisfaction with its organisational
arrangements and any CASS breaches that may have arisen, and a high number of certain breaches may
suggest a systemic weakness rather than an isolated human error.

In addition to the natural use of breach data to help a firm reduce the risk of further errors, CASS 6 and
CASS 7 each contain a list of breaches or failures which, if they arise, must be immediately notified to the
FCA. These are events of significance, which the FCA considers could be indicative of a firm that may be
experiencing serious difficulties in achieving the required client asset protections. Requiring the firm to
formally notify the FCA that such a breach has arisen would enable the regulator to become involved
prior to any actual business failure taking place.

CASS contains two separate lists of notification requirements (one in CASS 6 and another in CASS 7).
While both lists cover essentially similar types of risks and controls, we will list them separately for ease
of reference:

CASS 6 requires a firm to notify the FCA if:

- its internal records and accounts of safe custody assets are materially out of date, or materially
inaccurate/invalid, to the extent that the firm cannot distinguish assets held for different clients

- itis unable to (or materially fails to) take necessary steps relating to shortfall

- itisunable to (or materially fails to) conduct an internal custody record check (ICRC) at the frequency
decided in the firm's policy

- itis unable to (or materially fails to) conduct a physical asset reconciliation at the frequency decided
in the firm’s policy

« it is unable to (or materially fails to) conduct an external custody reconciliation at the frequency
decided in the firm’s policy, and

- when acting as trustee/depositary of an alternative investment fund (AIF) or undertakings for
collective investment in transferable securities (UCITS).
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CASS 7 requires a firm to notify the FCA if:

- itsinternal records/accounts are materially out of date/inaccurate/invalid, to the extent that the firm
cannot distinguish client money held for different clients

« itis unable to (or materially fails to) identify and resolve discrepancies having completed an external
reconciliation

« itis unable to (or materially fails to) complete the daily internal client money reconciliation

- having completed the internal client money reconciliation.

. itis unable to (or materially fails to) perform its external client money reconciliation as per the firm’s
internal policy, and

« it becomes aware that during the past 12 months the amount of client money actually segregated
was materially different from the amount required to be segregated.

2. CASS Oversight within a Regulated Firm

Learning Objective

5.2.1  Understand the role responsible for CASS operational oversight within a firm, and its
relationship with prescribed responsibility 'z’

In chapter 2, we noted that each regulated firm having permissions relating to client assets will be
categorised as either a CASS large firm, CASS medium firm, or CASS small firm. We also noted that the
FCA had created a specific senior management prescribed responsibility for CASS matters within the
firm (prescribed responsibility ‘z’).

However, aside from this prescribed responsibility (which should reside with the most senior member of
the firm’s executive having responsibility for CASS), the CASS rules create a requirement for a ‘director
or senior manager’ to have specific responsibility for overseeing the operational CASS model of the firm
- and highlighting internally any concerns arising.

Within a CASS medium firm and CASS large firm this function has three key elements:

1. oversight of the operational effectiveness of the firm's systems and controls designed to achieve
compliance with CASS

2. reporting to the firm's governing body in respect of that oversight, and

3. completing and submitting to the FCA a standard client money and assets return (CMAR).

While this individual need not be part of the executive management of the firm, they should report to
either a member of the board or the head of a significant business unit. In some firms, this CASS oversight
role will be allocated to the same individual holding prescribed responsibility 'z’ — though in other firms
separate people may be given these distinct responsibilities (with the prescribed responsibility ‘'z’ given
to the more senior within the company).

124



Governance and Oversight

A CASS small firm faces a broadly similar requirement, as it must allocate to a director or senior manager
responsibility for two elements:

- oversight of the firm's operational compliance with CASS, and
- reporting to the firm's governing body in respect of that oversight.

Note that in this case there is no requirement for the individual to complete and submit the CMAR, as a
CASS small firm is not required to submit CMARs to the FCA.

We will now consider how this individual (sometimes referred to as the ‘client assets oversight officer’ or
‘CAOQ’) should fulfil this responsibility.

2.1 Oversight of Operational Effectiveness

Throughout the workbook we have noted the importance of the firm recognising how its processes and
procedures together enable client assets to be protected, and the range of approaches that a firm might
take to its business structure while still providing the necessary protection. We have also noted how
certain controls are specified within CASS, while other controls will need to be determined by the firm in
light of the structures and process decisions it has taken.

The CAOO (which may not be the same person that holds prescribed responsibility ‘z') must understand
this overall structure and the various decisions that have been taken in building the firm’s business
model. Armed with this understanding, they must devise an oversight mechanism that will demonstrate
that the necessary systems and controls are in place to ensure that the firm’s particular business model
will successfully deliver effective compliance with CASS.

The larger the firm, or the more diverse its activities, the more complex the business model becomes
and the more complex the CAOO's oversight activity will become. Larger organisations may outsource
significant administrative functions to external service providers, and may potentially have multiple
service providers, each supporting a different element of the overall business model.

The CAOO is therefore likely to require regular reporting, from internal departments or outsourced
service providers, to confirm that the operational procedures are being performed as expected. Any
service disruptions having the potential to disrupt CASS processes should be communicated to the
CAOQQ, and they are likely to seek management information about any CASS-related breaches that may
have arisen — in particular to understand any control weaknesses indicated by the root-cause analysis.

The CAOO must therefore be thoughtful when drawing up the oversight approach, as it will always be
possible to seek more information. Part of the skill in their role is to ensure that they obtain the right
data to undertake the necessary analysis without being buried in excess information.

2.2 Reporting to the Firm’s Governing Body

The CASS rules do not specify details as to how such reporting might be presented; the individual must
determine what reporting should be provided to the governing body to ensure that it is sufficiently
aware of any risks to overall continued CASS compliance.
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The content and frequency of this reporting is therefore likely to reflect the nature, scale, and complexity
of the firm’s CASS affairs — and may be increased if a particular problem or concern is under review.

As with all controlled functions, the individual is personally responsible to the FCA for their proper
conduct in fulfilling their function. The CAOO must therefore be confident that the reporting they
provide to the governing body would be sufficient to satisfy the FCA if the regulator was to review the
materials. Where prescribed responsibility ‘z" is held by a different individual within the firm, that person
will have a direct interest in the board-level discussions of the firm’s CASS affairs.

2.3 Completion and Submission of Client Money and Assets Return
(CMAR)

Learning Objective

5.2.2  Know the requirements for the content and submission of the Client Money and Assets Return
(CMAR)

The CMAR is a formal periodic submission by the firm to the FCA as its regulator. The requirements of
the report are therefore contained within the Supervision Sourcebook (SUP) rather than in the CASS
Sourcebook. Note that a CASS small firm is not required to submit a CMAR.

Each CASS large firm and CASS medium firm must submit a CMAR each month. The data should be
taken from the firm’s internal records, effectively based on the close of business position as at the end of
the calendar month (though firms need only submit the return by the 15th business day of the month).
Therefore, the firm’s internal reconciliation material completed on the first business day of each month
is the primary source material for populating the CMAR.

The following table provides some information on the nine key elements that make up a CMAR:

No. Element Comment

Core factual information: the firm’s name; whether it held client
money and/or safe custody assets during the month; whether
the alternative approach to segregation was operated (and, if so,

confirmation that the FCA had been made aware and the auditor
Information about the

1 had provided the necessary reports).
firm
This section also includes a summary of the firm’s business activities

- such as the type and number of clients serviced, and the balances/
value of client money and safe custody assets held at the end of the
month.

The firm must confirm both the highest and lowest balances held
2 High/low balances | during the month for both client money and safe custody assets
(again, as shown in its internal records).
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No. Element Comment

The firm must provide information regarding each institution used
to hold client money: name of the institution; the type of institution
(for example, CRD credit institution, exchange or qualifying

money market funds (QMMF)); the balance held; the country of
incorporation; and whether it is a group entity of the firm.

Client money
segregation structure

Confirmation of the resource and requirement figures determined
for the firm within the internal client money reconciliation
performed on the first day of the month (ie, the figures as at
close of business at the end of the month). The CMAR must
Resource and . R
4 . confirm a number of the individual component amounts of the
requirement . . . . .
requirement calculation: unallocated but identified client money;
uncleared payments; prudent segregation in place; any shortfall/
excess identified; and any adjustments made as a result of the
reconciliation.

Confirmation of the firm’s approach - including the frequency
with which the firm performs internal and external client money

Client money

o reconciliations, and the number of unresolved client money
reconciliations

reconciliation items recorded (split according to the age of the
exception item: 6-29 days/30-59 days/60-90 days/over 90 days

High-level values, grouped according to registration method:

how the assets are registered; how they are held; the name of the
institution holding the assets; the number of stock lines registered
in that way with that institution; the country of incorporation of the
institution; and whether that institution is a group entity of the firm.

Segregation of safe
custody assets

The number of unresolved items remaining in the firm’s
reconciliations/record checks (split by age: 30-59 days/60-89 days/
at least 90 days); confirmation of the frequency with which the firm
performs each of the distinct safe custody asset reconciliations and
record checks; and the types of assets included in each of those
types of reconciliation/record check.

Safe custody asset
7 record checks and
reconciliations

Recording separately for client bank accounts (CBAs) and client
transaction accounts (CTAs): the number of accounts open at the
start and end of the month; the number opened or closed; the
number with acknowledgement letters; and explanation where
these numbers do not match.

Record-keeping and
breaches

The breach data confirms whether any notifiable breaches occurred,
and whether the necessary notification to the FCA was completed.

Each service provider is identified, stating the location, the CASS
functions outsourced to that entity, and whether any significant
changes are made or being planned.

Outsourcing and
offshoring
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3. Corporate Governance Arrangements

3.1 Internal Corporate Governance Arrangements

Learning Objective

5.3.1  Understand the elements of good oversight, including appropriate governance, training,
compliance, risk management, and internal audit

Aside from the specific obligations of the two specific senior CASS roles, each regulated firm should
establish a range of corporate governance controls to ensure good oversight of its own activity.

Key corporate committees involved in directing the firm should have defined terms of reference; key
management responsibilities should be allocated to staff of sufficient seniority, and staff should be
given sufficient initial and ongoing training to ensure they are able to fulfil their duties correctly.

Such activities and controls are then supported and supplemented by certain independent functions
within the company - risk management, compliance, and internal audit. Where the firm is subject to
UK MiFID, the FCA Handbook reflects certain obligations, though any firm should consider the value of
deploying specialists to act in these disciplines for the overall health of the firm.

3.1.1 Risk Management

The risk management function has responsibility for ensuring that the risks inherent in the firm’s
business activities are understood, and that appropriate mitigations are in place to reduce the residual
risk exposure of the firm. Such risks would include the following:

- Operational risks — for example, any manual data input to the firm’s systems or ledgers carries a risk
of manual error.

« Systemsrisks - if automated systems become unavailable or corrupt, the firm may be unable to rely
upon reporting or process outputs, potentially destabilising the firm’s activities. Requirements of
data protection are often linked to systems risks.

- Counterparty risks - where the firm’s business is dependent upon the successful delivery of assets
by market counterparties, the risk of failed delivery could have an impact on the firm’s financial
liquidity.

«  Vendor risks - failure by any third party to deliver the services required could have a significant
impact upon the firm’s ability to fulfil its business obligations.

The risk management function will generally work to ensure an understanding of such matters within a
structured framework to support the firm’s governing body in making decisions to sufficiently mitigate
these risks in a pragmatic and business-focused manner.
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3.1.2 Compliance

The compliance function is responsible for understanding the regulatory obligations of the firm -
whether in respect of its client-facing activity (such as providing information to clients), market-facing
activity (settling transactions), or regulatory relationship (obligations applicable to the firm by virtue of
it being a regulated firm - such as periodic reporting to the FCA).

The compliance function will support the firm in determining what is required for the firm to demonstrate
compliance with the rules, and advise the operational areas accordingly. Compliance personnel should
be available to support operational staff if any issues arise — to help prioritise remediation actions in line
with relative regulatory expectations.

It will also perform internal compliance monitoring activity; a structured programme of sample-based
reviews to demonstrate that the firm’s procedures are (a) sufficient to demonstrate compliance with
applicable rules; and (b) being correctly implemented by the operational areas concerned. Compliance
and risk management functions are often referred to as the firm’s ‘second line of defence’. These ‘second
line’ functions will often deliver reviews of all corporate activity within a fixed review period (such as a
year or 18 months).

3.1.3 Internal Audit

Internal audit is a broader discipline, and some smaller firms may not retain such a function. Like the
‘second line’ functions, internal audit will take a view over the firm’s overall activity, ensuring that the
firm’s activities are efficient and controlled. The internal audit function is sometimes referred to as the
‘third line of defence’, as its own review programme will tend to focus on specific areas of concern,
rather than seeking to replicate the ‘second line’ functions in reviewing all activities each year. Internal
audit work tends to have a more intrusive focus, digging deeper into the underlying processes of the
firm in order to draw out potential enhancements to improve delivery or efficiency.

3.2 Oversight of Outsourcing Arrangements

Learning Objective

5.3.2  Understand the firm's oversight responsibilities in respect of outsourcing arrangements

Outsourcing is any arrangement by which a regulated firm retains the services of another entity to
perform administrative or other duties that would otherwise be executed by the firm itself. Importantly,
a firm that outsources activity remains fully responsible under regulations for the correct performance
of the tasks being completed on its behalf. Outsourcing is generally performed in the background, and
the customers of the firm may for practical purposes not be aware if they are communicating with the
firm itself or some outsourced service provider acting on behalf of the firm and in the firm’s name.
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Outsourcing is therefore different from the situation where one firm appoints another entity - such as a
bank or a custodian - which is itself regulated and will be performing its own regulated activity in its own
name. If we consider the custodian, for example, the firm will need to access the records of what assets
and/or money the custodian shows as being held for the firm’s nominee within the custody account
- but the firm has no obligation to explore the custodian’s nostro account (as this reflects the interior
functioning of the custodian in performing its own regulated activity, which is not the responsibility of
the firm). Similarly, the firm needs to access the account records maintained by its bank, but does not
need to examine the internal workings of the bank’s clearing processes. Such matters relate directly to
the authorised activity of the bank or custodian concerned, and are not ‘outsourcing’ by the firm.

It is therefore important that the firm fully understands the tasks it has outsourced, in order that it can
establish sufficient oversight of the performance of those tasks. Even though the outsourced service
provider may not itself be regulated, it will generally establish risk management controls and/or
perform internal monitoring to ensure the accuracy of its work - and may provide certain outputs of
such monitoring work to the firm.

However, the firm remains responsible for the actions of its outsourced service provider, so will generally
require certain reporting — generally referred to as ‘key performance indicators’ (KPIs) - to give statistical
information about the quality of service being received.

In addition, the firm will generally perform direct monitoring of the outsourced service provider —
either using remote system access, or physical visits to the service provider’s premises — to review the
processing environment and validate the understanding and accuracy of work being performed.

It should of course be noted that the firm should be performing similar oversight of all work being
undertaken within its own internal departments, but the fact that outsourcing involves a separate
legal entity means that the firm must ensure it has the necessary access and expertise to perform the
oversight it deems necessary.

One final observation regarding outsourcing: within some larger financial organisations a number of
group legal entities may all outsource certain administrative functions to a single group company. Such
‘intragroup’ outsourcing raises the same regulatory obligations for oversight. However, there have been
circumstances in the past where regulators have found that intragroup outsourcing arrangements have
failed to sufficiently distinguish the records and accounts between the various group entities being
serviced - such that insolvency of any one legal entity could have become unmanageable.

It is therefore important that all firms ensure that the records and accounts being maintained on their
behalf are clear and distinct — whether they are created and maintained in-house, under an intragroup
outsourcing arrangement, or by an external outsourced service provider. When outsourcing, it is
particularly important to ensure that the records are maintained for each distinct legal entity being
serviced.
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4. The CASS Audit

Learning Objective

5.4.1  Know the duty of the CASS auditor to submit a Client Assets report

5.4.2 Know the difference between a reasonable assurance engagement and a limited assurance
engagement and when these apply

5.43 Know the content, format, and submission deadline of the Client Assets report and be aware of
the Financial Reporting Council (FRC) standard that applies

544 Know the role of the FRC in respect of the client asset assurance standard

4.1 The Need for a CASS Audit

All companies have a financial audit to ensure that their financial affairs are being correctly managed,
and to confirm the appropriate treatment of their company accounts, known as a statutory audit. In a
similar way, the SUP Sourcebook requires many regulated firms to retain an auditor to opine on their
levels of compliance with the CASS Handbook.

We have already seen that the CASS auditor is required to give a formal opinion if the firm makes certain
decisions regarding their CASS models - such as a decision to apply the ‘alternative approach’ to client
money segregation. The annual CASS auditor’s report is a separate, annual obligation.

The firm must appoint a CASS auditor who is independent of the firm, and must confirm to the FCA
that an appointment has been made. The firm must then provide the auditor with the necessary access
to accounting records and personnel - including any materials and personnel relating to outsourced
services.

The CASS auditor is then directly responsible under SUP 3.10 to provide a client assets report to the FCA.
Two different types of report can be produced:

- reasonable assurance engagement report (used in most cases, where the CASS auditor has
performed checks to validate the appropriateness of the firm's CASS processes), or

. limited assurance engagement report (used where the firm is obliged to have a report produced,
but claims that it held no client assets during the period).

Both of these types of report follow the FCA rules in SUP 3.10 and are also governed by standards
defined by the Financial Reporting Council (FRC) (effectively the trade body for auditors and, therefore
responsible for ensuring a consistent standard of CASS audit activity across the country). The FRC's Client
Asset Assurance Standard is periodically updated, with the most recent change being implemented for
accounting periods beginning from 1 January 2020. As the auditor is responsible for ensuring that the
audit is carried out in accordance with the standard, firms should seek to understand any proposed
changes to the FRC standard in order to ensure that the relevant information can be made available to
their auditors once that revised standard becomes effective. The FRC's Client Asset Assurance Standard
requires auditors to review the firm’s documentation of controls in place to meet each CASS rule, so
firms must ensure these are maintained in a way that meets the auditor’s expectations.
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Each CASS audit must cover a period of no longer than 53 weeks, beginning from either the previous
CASS audit or the date of the firm becoming authorised and subject to the CASS audit requirement. The
report must be submitted to the FCA within four months after the end of the period. For this reason,
it is common for the auditor to perform some testing over the course of the year, rather than trying to
perform all the necessary review work following the end of the period.

In the event that an auditor does not submit its report within this four-month period, it must write to the
FCA to explain its failure to comply and include a full explanation of the reasons for its failure.

The FCA requires the firm to consider the auditor’s draft report, and provide the auditor with information
about any breach scenarios identified and any remedial actions implemented. The completed audit
report should be shared with the firm’s governing body as part of the evaluation of the effectiveness of
the firm’s systems to control the risks associated with client assets.

4.2 Content and Format of the Reasonable Assurance Engagement
Report

A reasonable assurance engagement report will include the following elements:

« Addressed to the FCA.

. Statement that this is an independent reasonable assurance
engagement report.

- Name and FCA reference number of the firm.

- Start and end dates of the period.
Introduction - Confirmation that the report is prepared per SUP 3.10.4R.
- Recognition that the FCA is the relevant regulator.

- Statement that the auditor has met all of the procedures specified in
the FRC standard.

- Statement that the opinion relates only to the period under review.

- Statement that the report gives no assurance to later periods.

Basis of Opinion

« Whether the firm maintained adequate systems to comply with
specific CASS rules throughout the period.

« Whether the firm was in compliance with those CASS rules as at the
end of the period.

Opinions

« Where a subsidiary nominee formed part of the business model, an
Opinion re Nominee opinion as to whether adequate systems were maintained for the

involvement custody, identification, and control of custody assets held at the
nominee (including reconciliations).

. If a secondary pooling event (SPE) took place during the period
(such events will be discussed in chapter 6), whether the relevant
rules were satisfied.

Opinion re Client
Money Distribution
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A statement confirming that the report must be read in conjunction
with the Breaches Schedule attached (a record of all CASS-related
breaches identified during the audit review or advised to the auditor
by the firm).

Breaches Schedule

« The audit firm is identified, noting the jurisdictions in which it
operates.

Signature - The report is signed by the individual with primary responsibility
within the audit firm.

« Thereport is dated.

The Breaches Schedule must list each CASS breach identified within the period — whether identified by
the firm or the auditor — regardless of materiality. For each breach, the following must be recorded:

A reference number for the breach (which may be a simple count within the Breaches Schedule)
Rule reference(s) relevant to the breach

The party which identified the breach

Details of the breach

The firm’s comments in response to the breach.

The auditor is responsible for the first four of these items, with the firm being required to provide its
comments to the auditor so that the final column can be populated accordingly.

4.3 Content and Format of the Limited Assurance Engagement
Report

The content of a limited assurance engagement report is broadly similar, though as such reports are
applicable only where the firm advises that it held no client assets during the period, there are some
important differences:

The limited assurance engagement report will include an assertion from a director of the firm that no
client assets were held during the period.

The limited assurance engagement report will generally not include a Breaches Schedule (as no
CASS breaches should have arisen).

The basis of the auditor’s opinion is different, as the limited assurance standard naturally includes
fewer considerations.

Accordingly, the opinion statements are different.
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A limited assurance engagement report will therefore include the following elements:

- Addressed to the FCA.

. Statement that this is an independent limited assurance
engagement report.

- Name and FCA reference number of the firm.

. Start and end dates of the period.
Introduction - Confirmation that the report is prepared per SUP 3.10.4R.
« Recognises that the FCA is the relevant regulator.

- A statement confirming if the firm’s permission does not allow
it to hold client money and/or safe custody assets.

Director Assertion/Regulatory

Permission . Confirmation that the directors of the firm have confirmed that

the firm did not hold client money and/or safe custody assets
during the period.

- Statement that the auditor has met those procedures specified
in the FRC standard that the auditor felt necessary to give
limited assurance that no client assets were held.

- Statement that the opinion relates only to the period under
review.

- Statement that the report gives no assurance to later periods.

Basis of Opinion

- Whether, based on the procedures reviewed, anything has
Opinions come to the auditor’s attention to indicate that client money
and/or safe custody assets were held during the period.

« The audit firm is identified, noting the jurisdictions in which it
operates.

- Thereport is signed by the CASS engagement leader.

- The report is dated.

Signature
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4.4 Audit Opinions: Qualified and Adverse

As shown in the tables, an important part of either Assurance Engagement Report is the Auditor’s
opinion of the state of the firm’s CASS controls. The FRC Client Asset Assurance Standard highlights two
types of opinion that the auditor might make, according to the number and significance of weaknesses/
errors identified within the audit work performed.

A ‘qualified opinion’ is one in which the auditor concludes that the firm was generally in compliance
with the CASS rules, though the auditor is of course obliged to qualify this assurance by listing the
relevant breaches that had occurred during the period, ie, the firm is considered to be compliant aside
from those breach items, and the written audit opinion statement will include language to the effect
that “...except for...[the items identified]... the firm was compliant...".

If there were no breaches in the period, the auditor will issue a ‘clean’ opinion. Due to the complex
nature of CASS this is normally only the case for firms with limited CASS footprints.

More concerning for a firm and FCA would be if their CASS auditor was to give an ‘adverse opinion’. An
adverse opinion is one in which the auditor concludes that the firm’s controls and activities fell short
of the requirements of the CASS rules. Rather than simply experiencing some individual events that
caused breaches, the firm’s controls, systems, processes, or procedures were not sufficiently designed
to achieve demonstrable compliance with CASS requirements. An adverse opinion will adopt language
such as “...the firm did not maintain...” or '...the firm was not in compliance with...".

On occasion an auditor may consider that it has not been able to see sufficient evidence to conclude
its opinion, in which case it can record its inability to form an opinion - though must explain its reasons
within the client assets report in order that the FCA can understand the situation.
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End of Chapter Questions

Think of an answer for each question and refer to the appropriate workbook section for confirmation.

1. Rules in CASS 6 and CASS 7 require organisational arrangements to minimise the risk of
diminution of client assets in respect of what four underlying causes?
Answer reference: Section 1.1

2. Inrespect of CASS 6 safe custody assets, what are the six types of event that would be notifiable
to the FCA if they arose?
Answer reference: Section 1.2

3. Fora CASS medium firm or CASS large firm, what are the three responsibilities of the person
performing client asset operational oversight?
Answer reference: Section 2

4. How is CASS oversight responsibility allocation achieved within a CASS small firm?
Answer reference: Section 2

5. What are the nine elements included in a client money and assets return (CMAR)?
Answer reference: Section 2.3

6. When is a client money and assets return (CMAR) required to be made?
Answer reference: Section 2.3

7. What are the two types of CASS assurance engagement report that may be provided by the
firm’s auditor?
Answer reference: Section 4.1

8. Who must provide the CASS audit report to the Financial Conduct Authority (FCA), and what are
the timescales for doing so?
Answer reference: Section 4.1

9. What is contained in the Breaches Schedule to a CASS audit report?
Answer reference: Section 4.2

10. A reasonable assurance engagement report will include three statements forming the basis of
the auditor’s opinion. What are these three statements?
Answer reference: Section 4.2

11. A reasonable assurance engagement must include the auditor’s opinion on two matters, with
two further opinions provided according to the firm’s activity during the period. What are these
four items of opinion?

Answer reference: Section 4.2
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Chapter Six

When Problems Arise...

Introduction

1. Financial Services Compensation Scheme (FSCS)
2. Client Money Distribution and Transfer (CASS 7A)
3. CASS Resolution Pack (CASS 10)

4. Consequences of Regulatory Failure

This syllabus area will provide approximately 5 of the 50 examination questions
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When Problems Arise...

Introduction

We have explored what CASS requires of an
investment firm, including the types of event that
would require the firm to immediately notify the
Financial Conduct Authority (FCA) of the problem
encountered.

In this chapter, we will explore in more detail
certain problems that can arise - some being
problems that CASS helps the firm to manage, and
others being the consequences for a firm if it fails
to correctly understand and perform its obligations
under the CASS rules.

We will also discuss how the Financial Services
Compensation Scheme (FSCS) provides additional
protection for investors.

1. Financial Services
Compensation
Scheme (FSCS)

Learning Objective

6.1.1  Know in what circumstances the Financial
Services Compensation Scheme will pay
compensation, and how much

Investment involves taking financial risks in order to
seek a profit, and potential losses must be accepted
as a consequence. One of the purposes of the
regulatory regime is to try and limit such potential
losses to the core investments themselves, and
prevent losses arising because a financial services
firm through which the client is acting itself
becomes insolvent.
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1.1 When Does the FSCS Provide Compensation?

The FSCS coverage is relevant when a financial services firm goes into ‘default’, ie, when it fails to pay its
obligations to customers under the regulatory regime. The FSCS will cover losses that arise on deposits,
investment business, home finance, debt management, insurance policies, and insurance broking. If any
customer of a financial services firm considers that the company has defaulted, resulting in a loss from
one of these areas, the customer can claim against the FSCS.

1.2 How Much Compensation is Available?

The FSCS is financially supported by the industry, through a levy paid by regulated firms. The amount
of cover available from the scheme is therefore limited, with the level set for different types of product
reflecting a typical investor’s exposure.

The following table summarises the amounts of compensation available, as at June 2025, for a valid
claim in respect of the business covered by this workbook:

Type of Activity Protection Available

100% of the deposit value, up to a maximum of £85,000 per person
per banking licence. (Some banks within a banking group operate
separately, yet have a single licence. If two such banks were to fail, a
person that was a customer of both banks would only receive FSCS

Deposits . .
protection totalling £85,000).

In addition, there is a £1 million protection limit for temporary high
balances held by a bank, building society, or credit union.

100% of the value of the investments lost, up to a maximum of £85,000
per person per firm.

Investments (Remember: the compensation relates to the firm being unable to
deliver assets that should have been held for the client, or failing to
provide any investment return that was specifically guaranteed. Normal
investment losses are not protected by the FSCS).

The COMP Sourcebook includes more information regarding the FSCS claims process, such as identifying
eligible claimants, and other qualifying conditions for a claim. (Note that PRA rules are applicable for
deposit-takers).
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When Problems Arise...

2. Client Money Distribution and Transfer (CASS 7A)

Learning Objective

6.2.1  Know the definition of a: primary pooling event; secondary pooling event

6.2.2  Know: factors that trigger a primary pooling event; the consequence of a primary pooling
event

6.2.3  Know: factors that trigger a secondary pooling event; the consequence of a secondary pooling
event

All of the controls discussed within this workbook are intended to ensure that, in the event of a firm’s
default, it should be possible to return to each client the correct value of assets and money held by the
firm on their behalf. In CASS, such a return of client money is referred to as a ‘client money distribution’.

CASS uses the word ‘pool’ to describe a given aggregate sum of money (for example, the amount of
money held within a particular client bank account (CBA)) held for a specific group of clients. In many
cases, a firm will operate one general pool of client money, with the money of all clients mixed together,
so that each client has a claim on money held in any of the CBAs operated in the firm’s name. However,
we noted in chapter 2 that designated CBAs or designated client fund accounts would produce
additional ‘pools’ if the bank concerned was to fail (in contrast to the firm itself failing).

As we now approach the scenario where some failure has occurred, we will find that understanding
the ‘pools’ of client money that exist becomes increasingly important to resolving the position. CASS
defines two types of client money distribution, depending on the legal entity that has failed:

primary pooling event (PPE), and
secondary pooling event (SPE).

2.1 What Events Trigger a Primary Pooling Event (PPE)?

Four different types of event will trigger a PPE under CASS 7A:

1. Failure of the firm (ie, the legal entity holding client money on behalf of the client becomes
insolvent).

2. Vesting of assets in a trustee in accordance with an ‘assets requirement’ imposed under the Financial
Services and Markets Act 2000 (FSMA 2000).

3. Imposition in the firm’s FCA permission of a requirement relating to all client money held by the
firm.

4. Where a firm is unable to correctly identify and allocate in its records any valid claims arising as a
result of a secondary pooling event (SPE) (which will be explained later in section 2.3). CASS does
confirm that this last trigger of a PPE applies only if the firm has no reasonable grounds to expect
that it can rectify the position in a reasonable period.

For simplicity, the following discussion will assume that the first of these four trigger events has arisen:
that a firm holding client money for its client has become insolvent.
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2.2 What is the Consequence of a Primary Pooling Event (PPE)?

The key consequence of the PPE is that all client money pools that existed prior to the firm becoming
insolvent must be effectively frozen. Any new money that is received by the firm after the insolvency
event must either be immediately returned to the sender or, if kept by the firm, be placed into a CBA
that is fully separate from any CBA already in use for that pre-liquidation pool.

This causes fundamental operational problems if the firm is engaged in high-volume retail investment
business, as it is likely that investment instructions and payments will continue to arrive in the post even
though the firm is now under insolvency law, with an insolvency practitioner assessing the best course
of action (for example: close the firm, or sell the firm to a new owner who will honour any debts in place).

CASS notes that any money received after the PPE which relates to investment business contracted prior
to the PPE should continue to be accepted by the firm within the pre-PPE client money pool. This is a
sensible position, as the FCA wants to see stable markets; as such, it is best if any market commitments
entered into by the firm prior to its insolvency are able to settle - to avoid contagion to other firms if
market commitments are voided. In order to settle those transactions, the firm is likely to require the
use of any money owed by the client concerned, and so CASS 7A expects the firm to continue to receive
such monies and allocate them within the original relevant client money pool.

While this approach is therefore sensible in terms of maintaining market stability, it again increases the
operational complexity for a firm undergoing a PPE - in respect of any sum of money received after the
PPE, the firm must decide into which of at least two client money pools that money should be applied.

In theory, providing this separation between pools is achieved, within approximately one week all
market transactions should have settled and the client money (and associated safe custody assets)
should be reconciled and be ready to be released to the individual clients concerned. Some of the
standard CASS controls described earlier are suspended in respect of a client money pool that is
undergoing a PPE.

If the insolvency practitioner concludes that the firm can continue in operation, then any such ongoing
business should be conducted in the separate post-PPE client money pool. Standard CASS controls
would continue in effect for that continuing business.

Itis hoped that the PPE process (while having much potential operational complexity) will enable clients
to receive their money swiftly, reduce the likelihood of contagion following failure of a firm, and enable
an insolvency practitioner to consider continuing the firm’s business activity while sorting out the
original failure event.
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2.3 What Events Trigger a Secondary Pooling Event (SPE)?

A secondary pooling event occurs if a third party fails while holding client money on behalf of a firm (eg,
if a bank holding client money becomes insolvent).

Consider the following example of a firm operating a single client money pool, currently containing a
total of £5,000 of client money with its bank (‘First Standard Bank’):

Clients

Firm

J

¢
> First Standard Bank
Balance: £5,000

Dependable

Investments Ltd

\

s =aDe =mDs =miSe

Records (Requirements)

Client A: £2,000
Client B: £1,500
Client C: £1,000
Client D: £500

Ledger (Resource): £5,000

We can see the firm’s internal ledger position, which shows a balanced position for resource and
requirement (assuming there are no outstanding settlements, prudent segregation or unallocated
sums, for example). We can also see the balance recorded by First Standard Bank, and see that the
external client money reconciliation is also balanced.

Suppose that First Standard Bank announces that it can no longer honour sums deposited with it.
Dependable can no longer consider that the £5,000 is available to it, so must write down its bank ledger
accordingly:

Clients

Firm

.
_—— l > FirgsStandarN§gnk

Balance: £5,000
Dependable

Investments Ltd

Records (Requirements)

Client A: £2,000

Client B: £1,500

Client C: £1,000 Shortfall £5,000
Client D: £500

Ledger (Resource): £5,800 Nil
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At this point Dependable has a choice. It might use its corporate cash to resolve the shortfall (in the
same way as it would resolve any other shortfall identified as part of the reconciliation cycle), and if
the shortfall amount is relatively small this might well be the preferred course of action. By opening/
activating a client bank account held at a different bank (say ‘Southern State Bank’), and depositing at
that second bank sufficient cash to clear the shortfall arising at First Standard Bank, the firm can resolve
the secondary pooling event and return to a balanced position:

Clients

£5,000 Southern
Firm (Client Money)
State Bank

"' /;ependable First S[ﬂndard Bank

Investments Ltd Balance: £5,000
Records (Requirements) \

Client A: £2,000

Client B: £1,500

Client C: £1,000 >
Client D: £500

Ledger (Resource): £5,000 Nl

While CASS 7A therefore provides a theoretical approach to resolving the problems of a bank becoming
insolvent, it should be noted that in reality there may be a considerable delay in opening a fresh CBA
with an alternative bank. Some firms may already operate CBAs with multiple banks, which could
potentially be of benefit were one of those banks to fail, though such an approach would only be
successful if those accounts formed part of the same pre-event client money pool.
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When Problems Arise...

24 What is the Consequence of a Secondary Pooling Event (SPE)?

If the firm is unable to resolve the SPE in the manner outlined above (by placing a corresponding
balance of corporate money into a different CBA that can be applied to the same client money pool as
that experiencing the SPE), the firm is obliged to take different action to resolve the shortfall arising.

Clients

\ Firm

\ N WC
| | | | )

_—— l I > Firs;fndMgBank

Balance: £5,000
Dependable

Investments Ltd

- =B =m> =

Records (Requirements) \
Client A: £2 £0
Client B: £ £0
Client C: £ £0 >
Client D: £ £0
Ledger (Resource): £5,800 Nil }

While it may be surprising (given the effort that each regulated firm must expend each day in order to
ensure that client money balances are known, recorded, and reconciled), if the firm cannot resolve the
SPE by making up the shortfall into a different CBA, CASS 7A requires the firm to instead write down the
client entitlements to client money in line with the shortfall that has arisen. In the example here, the full
balance of client money is considered lost, and so all client balances must be written down by 100% to
zero. In the event that only some of the client money balance has been lost, each client in the affected
client money pool would see their balance reduced pro rata to the overall balance.

The firm will then continue to perform its standard CASS controls each day as usual — but using the
written-down figures for its client ledger and requirement values.

The firm may still expect that in the future it can recover the lost money - either because the bank’s
insolvency practitioner will return money previously held in the CBA (in whole or in part), or by way of a
claim against the FSCS on behalf of the affected investors. As such, CASS 7A requires the firm to make a
record of the amounts by which each investor’s balance has been written down.
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Clients

|

Firm
& \ -
r— > N &)
‘ﬁ’ 2 l I > Firs;fndMgBank
= Balance: £5,000
o Dependable
' Investments Ltd

Sums written down

Client A: -£2,000 £2 £0
Client B: -£1,500 £ £0 .
) Reconciled
Client C: -£1,000 £19 £0
Client D: -£500 £ £0

Ledger (Resource): £5,000 Nil

If the firm recovers any money relating to the client money pool which incurred the SPE, such money
must be re-credited to the affected clients, pro rata against the firm’s record of the sums by which their
client entitlement was reduced.

It is therefore hoped that this process could result in all clients receiving back some money due to them,
but without the bank failure also pushing the firm into insolvency. However, as noted above, if a firm
finds that it has lost control of the records being used to manage an SPE, that fact alone can require the
firm to enter a PPE (without the firm itself being insolvent).

3. CASS Resolution Pack (CASS 10)

Learning Objective

6.3.1  Understand the purpose of a CASS Resolution Pack

6.3.2  Know: the contents of and the requirements for updating a CASS Resolution Pack; the
timeframes for retrieval of this information and what this means for operational support; firms’
obligations to notify the FCA of breaches in accordance with CASS 10

As we have seen, insolvency of a firm is a critical time for ensuring that client assets are properly protected
— particularly as an insolvency practitioner will usually be appointed to oversee the management of the
failed company. Such an insolvency practitioner is likely to have some familiarity with financial services
businesses, but will not have a pre-existing understanding of how this particular firm may operate, or
how to navigate the firm’s records and data archives to best effect.

For this reason, the FCA requires that all firms holding client money and/or safe custody assets must
maintain a CASS Resolution Pack (CASS RP) - effectively a guide to an incoming insolvency practitioner
containing certain key information that will be required to enable the business to be correctly managed,
and confirming how other important data can be retrieved.

146



When Problems Arise...

3.1 What Does a CASS Resolution Pack Contain?

The CASS RP contains two broad types of material:

- summary information about how the firm operates (including matters like the banks at which client
money is held), and

«  certain 'business-as-usual’ materials that should be retrieved for inclusion in the CASS RP in the
event of the firm’s failure.

Some materials must be available immediately (which firms may define as a certain number of minutes
or hours for testing purposes), while others can be provided within 48 hours of the insolvency occurring.
Note that the firm should therefore ensure it has made arrangements for the retrieval of this material
even if the firm’s staff are no longer available to fulfil such a request. This may include paying a retainer
to an outsourcing service provider to extract data for the CASS RP and provide it to an insolvency
practitioner even if the firm may no longer exist to pay its outstanding fees.

CASS 10 sets out the requirements for the CASS RP. The following list of documentation must be
assembled specifically to be part of the CASS RP in the event of the firm's failure:

- A master document containing the information needed to retrieve each of the underlying materials
making up the CASS RP (such information might include file locations in the firm's network drives, or
the report names. that would be required to obtain the material from a third party).

« A document confirming each institution used by the firm to hold client money or client safe custody
assets.

- A copy of the executed agreements, including side letters and acknowledgement letters, entered
into with each of the institutions holding client money or client safe custody assets.

« A document identifying each appointed representative, tied agent, field agent, or other agent
receiving client money or safe custody assets in its capacity as agent of the firm.

« A document confirming each senior manager and director (or equivalent) within the firm who
is critical or important to the performance of operational functions relating to CASS. The nature
of their responsibility should be recorded. This list should include the individual having CASS
operational oversight responsibility.

. Documentation identifying any related group company involved in any CASS operational functions
of the firm (such as group service companies).

- Documentation confirming any third party performing operational functions relating to CASS 6 or
CASS 7 on behalf of the firm (ie, any outsourced service providers).

- A copy of the executed agreements, including side letters, entered into with each outsourced
service provider.

« Where the firm relies on a third party for CASS processing, a document confirming how to gain
access to the relevant information held by that third party and effect a transfer of any client money
or safe custody assets held by the firm but controlled by that third party.

« A copy of the firm's procedures manual relating to the management, recording and transfer of client
money/safe custody assets that it holds (ie, procedures for CASS-related processes that the incoming
insolvency practitioner would need to perform).
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The context of outsourcing must be considered, as many firms use outsourced service providers and
the items listed above include some that specifically relate to outsourced services. The fundamental
purpose of the CASS RP is to enable the incoming insolvency practitioner to efficiently understand
how the firm has structured its CASS activities, in order to operationally replace the failed firm. The
procedures required are therefore the procedures of the firm (and not the procedures of any outsourced
service provider), and the firm must specifically confirm in its CASS RP what activities had been
outsourced prior to the insolvency, together with details of how the insolvency practitioner can gain
access to data held by a third party and affect a transfer of any assets held by a third party. (Remember
that using a third party to hold assets on behalf of the firm is not a form of ‘outsourcing’. The list above
distinguishes between (a) institutions holding client assets for the firm, and (b) third parties performing
operational functions of the firm).

The internal operational procedures of an outsourced service provider are not required by the CASS
RP; the focus is the procedures of the firm (as the insolvency practitioner will need to follow those
procedures in order to exercise control over the assets). In some cases, the firm’s contract with the
outsourced service provider may terminate if the firm becomes insolvent, and so the firm should ensure
that any such termination does not expose the assets to risk (hence the importance of contracts and side
letters being included in the CASS RP). Such information enables the incoming insolvency practitioner
to consider — in light of whether the business will be a running concern — whether any outsourced
services are required or whether the outsourcing arrangements can simply be allowed to terminate.

Note that the regulatory requirement is to retrieve the most recent version of the CASS RP materials
completed prior to the firm becoming insolvent. CASS 10 specifically states that these items should not
be generated following the insolvency of the firm. Consequently, any material changes to documents
in the CASS RP are required to be included in documentation within five business days of the changes.
Staff in the affected areas need to be made aware of this and controls need to be put into place to
ensure that this deadline has been met and that all documents are therefore up to date. The following
list summarises the existing ‘business-as-usual’ documentation that must be retrieved in order to
complete the CASS RP:

« selection/appropriateness of a third party holding safe custody assets

« details of consent by clients who have permitted the firm to use their safe custody assets

- records confirming each client’s entitlement to specific safe custody assets and client money held

- executed client agreements including any right to use safe custody assets

« the most recent safe custody asset reconciliations and controls, including the date performed, the
actions taken to perform the control, any discrepancies identified, and the actions taken to resolve
those discrepancies

« the most recent internal and external client money reconciliations, including the date performed,
the actions taken to perform the reconciliation, and the outcome of the calculation of client money
resource vs client money requirement

- policies and procedures for the carrying out of record checks and reconciliations

- records confirming the grounds on which the firm considered each third party to be appropriate to
hold client money

« the categorisation of each client (as retail, professional or eligible counterparty), plus any notice
issued to the client to confirm their categorisation, and

- copies of all client agreements entered into.
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3.2 Additional FCA Requirements Relating to the CASS RP

An incomplete or outdated CASS RP would therefore risk causing confusion in the event of a firm’s
insolvency; the insolvency practitioner might not be able to locate all the assets held for the firm, or
might waste time trying to investigate old reconciliation differences that the firm had in fact already
resolved. However, maintaining an accurate and current CASS RP requires time and effort by the firm
(given the amount of documentation involved).

The CASS 10 rules, therefore, confirm that the firm should be able to extract the required records within
48 hours of an insolvency practitioner (or similar individual) being appointed over the firm’s affairs.
While this is a rare and unlikely event, which could result in firms not wrestling with the practical reality
of this deadline, firms should be aware that the rules also enable the FCA to request any firm to provide
it with a complete CASS RP within the same 48-hour period. The FCA, therefore, has the ability to
actively test any firm’s readiness to generate a CASS RP, and the firm’s CASS auditor may also ask about
the firm's readiness to do so.

Again, in recognition of the importance of the CASS RP in the event of a firm’s insolvency, the FCA
has also included a specific notifiable breach requirement relating to the CASS RP. If the firm has not
maintained its CASS RP, or has been unable to extract the material in line with the CASS 10 rules, that
fact is a notifiable breach that must be reported in writing immediately to the FCA.

4. Consequences of Regulatory Failure

Learning Objective

6.4.1  Know the historical background, including key cases that have shaped the regime

We must consider one last form of failure: the failure of a firm to operate in line with the requirements
of CASS. If the firm fails to establish an operational environment that satisfies CASS, the firm will be
exposed to the risk of regulatory sanction by the FCA. FCA action could begin as a result of the auditor
issuing an adverse or qualified CASS audit report, or following the firm notifying the FCA that its key
CASS controls are not being effected as required. Regulatory investigation is time-consuming for a firm
to manage, so even if the firm successfully defends itself and is not subject to a financial penalty, there
will still be a financial cost in its defensive activity.

This is another example of why it is important that a firm can clearly, concisely, and comprehensively
explain to a third party (in this case, the FCA) how its organisational arrangements for CASS function,
and demonstrate that the overall approach is robust.
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4.1 Past Regulatory Action

The FCA publishes details of the regulatory sanctions it issues. Such ‘final notices’ provide details of
the failures observed in the firm, how those failures were identified, whether such warning signals
were heeded or ignored, and the period of time for which the failures were allowed to exist. In the case
of CASS events, the final notice will usually indicate the value of client assets that were exposed to
potential loss as a result of the failures concerned.

There have been over a dozen CASS-related financial sanctions issued by the FCA, ranging from relatively
small sums (£12,000) up to substantial sums (the current record being a penalty of £126 million).

Often the final notice will record that the firm failed to satisfy various FCA Principles — often Principle
3 and Principle 10 - because the mechanisms to protect client money and/or safe custody assets were
flawed or incomplete in some way.

Some of the most significant failings identified in past regulatory action include the failure to:

- properly segregate client assets from corporate assets

- perform appropriate compliance reviews of the CASS processes

- perform client money calculations of resource vs requirement

« notify the FCA of relevant CASS 6 and CASS 7 failures

< monitor and manage the firm's appointed representatives

« segregate the correct sum relating to margined products

« obtain/maintain acknowledgement letters for CBAs

- establish the necessary controls over client money held in money market deposits, and

- sufficiently identify the legal entity to which internal records belonged (as noted below).

The largest fine yet issued by the FCA related to a pair of group companies that together failed to record
the correct legal entity on asset records, a situation that had continued for almost six years. As a result,
the FCA concluded that the asset reconciliations were incorrect, which also made the CASS RP and
Client Money and Assets Return (CMAR) reporting of the firms inaccurate over that full period. The FCA
also found that client assets had been mixed with corporate assets, and that the firm had settled client
transactions using assets of other clients.

While there can be little defence for a firm that has failed to correctly interpret and apply the CASS rules
to its business, it should be noted that the firms in question were all subject to an annual CASS audit.
An FCA Final Notice issued in respect of Charles Schwab UK Limited in December 2020 demonstrated
this point. The FCA’s comments indicate that the firm had misunderstood its relationship with a group
company located in the US; some individuals thought the firm had outsourced work to the US, while
other individuals believed that the UK firm had effectively introduced business to the US company
(without itself having responsibility for the client’s assets). As a result of incorrectly understanding
its own business model, the UK firm performed regulated activity for which it had not gained FCA
authorisation. Having not understood that its business model included responsibility for client assets,
the firm failed to establish the processes and controls needed to comply with the CASS rules, and it was
the CASS Auditor who identified that client assets were in fact held by the firm. The FCA's investigation
highlighted a catalogue of failings and non-existent controls, which resulted in the firm being fined
£8.96 million.
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The FCA’s level of concern at CASS compliance, combined with the value of fines being applied for CASS
failures, has increased the sensitivity of auditors to any CASS failings identified. While it is important that
auditors apply consistent standards when performing their audit engagement work, it is also important
that they exercise their professional skills to assess the arrangements that each firm has put in place,
in light of the specific decisions that firm has taken in respect of client money and safe custody assets,
rather than expecting to see all firms apply a single approach to CASS compliance. The audit relationship
must be able to support robust discussions between firm and auditor, to ensure correct understanding
of the processes and any weaknesses identified by the auditor in the operation of those processes.
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End of Chapter Questions

Think of an answer for each question and refer to the appropriate workbook section for confirmation.

1. What is the Financial Services Compensation Scheme (FSCS)?
Answer reference: Section 1.1

2. The Financial Services Compensation Scheme (FSCS) protects investors up to certain value
limits. What limit applies to losses from deposit activity?
Answer reference: Section 1.2

3. When an investment falls in value, resulting in loss for the investor, what level of protection is
available from the Financial Services Compensation Scheme (FSCS)?
Answer reference: Section 1.2

4. What four types of event can trigger a primary pooling event (PPE)?
Answer reference: Section 2.1

5. What is a secondary pooling event (SPE)?
Answer reference: Section 2.3

6. When a secondary pooling event (SPE) occurs, the firm must choose between two courses of
action. One action is to use corporate money to immediately resolve the resulting shortfall via a
separate client bank account. What is the other option available to the firm?

Answer reference: Section 2.4

7. What is the purpose of a CASS Resolution Pack (CASS RP)?
Answer reference: Section 3

8. What ‘business-as-usual’ documents must be collated when completing a CASS resolution pack
(CASS RP)?
Answer reference: Section 3.1

9. What contracts need to be included in the firm’s CASS resolution pack (CASS RP)?
Answer reference: Section 3.1

10. In what ways would a regulatory investigation impact a firm?
Answer reference: Section 4

152



Chapter Seven

The Client

Introduction

1. Client Types and CASS Exemptions

2. Mandates (CASS 8)
3. Client Reporting (CASS 9)

4. Client Relationships, Contracts and Agreements

This syllabus area will provide approximately 4 of the 50 examination questions
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The Client

Introduction

In chapter 1, we considered the basics of legal contracts between the parties, and the contracts that
enable investment activity. We can now revisit these arrangements in light of all the details we have
considered.

We have now seen that the full relationships needed to support investment transactions would be
illustrated as follows:

Client Firm Broker Counterparty

0 ‘Buy’ N ‘Buy’ ‘Sell’
o Instruction l I Instruction Instruction v,

—_— —_— Matchmaker 4—

Dependable Proking Power Finance
Investments Ltd
Appointment Appointment
ﬁ Asset Delivery ﬂé
Strong ) >
Custodians . d Diamond
Limited Cash Delivery ;
Custody Services
Custodian
Southern
- State Bank

First Standard Bank

Instructions move between the regulated firms to match a trade in the market. Both Dependable
Investments Itd (‘Dependable’) and ‘Power Finance’ each need to instruct their custodians to deliver
or receive assets, and instruct any cash movements necessary between their respective banks and
custodians, so that the various contractual settlement obligations can be effected on settlement date.

Given the potential that a mistake anywhere in this network could result in a failed settlement, it is
important that Dependable knows exactly what its obligations are to its client - and these will be set out
in its client agreement (sometimes known as ‘terms and conditions’ or ‘terms of business’).

We will also look in this chapter at certain obligations that the firm has under CASS in respect of reporting
to its clients, and ensuring that information held by the firm (such as the client’s bank account details)
are not misused. We will additionally note how the categorisation of a client as a professional client can
reduce the burden of CASS compliance for the firm.
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1. Client Types and CASS Exemptions

Learning Objective

7.1.1  Know the application of the client money rules to: professional clients (and the professional
client opt-out); affiliates; credit institutions and approved banks

1.2.2  Know the potential tax implications of the main investment products and how this affects:
asset servicing; record-keeping

We have noted some considerations related to client types and exemptions in earlier chapters; however,
we can summarise the points here. Note that, in some cases, the type of investment product being used
by the client will affect the custodial relationship by which client money and/or custody assets are held.
For example, a custodian holding assets that relate to a stocks & shares ISA will view the ISA Manager
as its client (rather than the Investor). Similarly, a custodian holding assets that relate to a SIPP will have
the SIPP Trustee as its client (rather than the pension member). We have seen already the importance of
maintaining accurate allocation records for CASS 6 and CASS 7, and so the custodian will need to ensure
that it has allocated any asset to the party that is its client (even if there might be a different person
acting as end-investor in respect of those assets).

1.1 Professional Clients

The FCA rules distinguish between retail clients and professional clients — based on criteria such as
whether the client is itself regulated, has experience of market investing, or has investable assets
exceeding a certain value. A professional client is therefore assumed to have superior knowledge and
understanding of the financial services market. Accordingly, we have seen that CASS rules will allow a
firm to perform certain types of activity for a professional client that would not be permitted for a retail
client (eg, title transfer collateral arrangements (TTCAs)).

In most cases, the CASS rules apply equally when the firm is contracting with a professional client as
with a retail client. However, the following differences are worth noting:

« If the firm is enabling the client to invest in a non-UK market in which assets can only be registered
in the name of the firm (rather than the client, a nominee, or a third party), prior written consent is
required if holding assets for a retail client, while the firm need only notify a professional client of
the approach being taken.

« For non-MiFID business only, the ‘professional client opt-out’ enables a firm to allow a professional
client to choose whether their money should be handled as client money or not. While it may seem
unlikely that a client would voluntarily allow the firm to not apply the various protections set out in
CASS, it should be noted that foregoing certain protections might be necessary in order that the firm
can access certain assets or certain markets on behalf of the client. A professional client is deemed to
have sufficient understanding to make such a decision in respect of their investment activity.

«  The de minimis level for paying allocated but unclaimed client money away to charity is higher for a
professional client (£100) than for a retail client (£25).
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1.2 Affiliates

It is possible that one of the firm’s clients might be an affiliated company of the firm. Generally, such a
position does not affect the CASS controls and protections afforded to that client’s assets.

However, there are some cases where the nature of the relationship does affect the application of the
CASS rules:

Where a firm is safeguarding and administering investments in respect of the non-MiFID business

of an affiliated company, the custody rules (CASS 6) do not apply unless either of the following two

criteria apply.

o the affiliated company is being treated as an ‘arm’s length’ client (ie, treated as any other client
of the firm), or

> the firm has been notified that the designated investments concerned belong to one or more
clients of the affiliated company.

Where the firm holds or receives client money in respect of the non-MiFID business of an affiliated

company, the client money rules (CASS 7) do not apply unless any of the following three criteria

apply:

- the affiliated company is being treated as an ‘arm’s length’ client (ie, treated as any other client
of the firm)

o the firm has been notified that the money concerned belongs to one or more clients of the
affiliated company, or

o the affiliated company is either the manager of an occupational pension scheme or is an
overseas company and has notified the firm that the money is to be treated as client money as it
relates to the affiliated company’s work for its own clients.

1.3 Credit Institutions and Approved Banks

We have already noted that the so-called ‘banking exemption’ applies to firms that are authorised to
accept deposits and have confirmed to their clients that any monies received are being handled as
deposits rather than sums of client money. CASS 7 does not therefore apply where the credit institution
or approved bank treats the money as a deposit.

1.4 Trustees/Depositaries of UCITS funds and Alternative
Investment Funds (AlFs)

While not an ‘exemption’ as such, it should be noted that the CASS rules has very specific application
to firms that are acting as trustee/depositary of collective funds (whether UCITS funds or AlFs). Affected
firms will need to assess the detailed requirements within CASS to determine the individual rules that
are applicable to their business model, but in general the key points to note are as follows:

The trustee/depositary of a UCITS/AIF are not subject to CASS 7 rules for client money.

The trustee/depositary of a UCITS/AIF is generally subject to other chapters of CASS (including,
for example, the CASS 6 rules relating to the assets held by the depositary on behalf of the fund),
but with certain rules disapplied so as to avoid duplication or conflict with other sourcebooks
specifically related to UCITS/AIFs.

When applying CASS rules to its business, the trustee/depositary of a UCITS/AIF should interpret
‘client’ to mean the fund to which it acts as trustee/depositary.
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2. Mandates (CASS 8)

Learning Objective

7.2.1  Know: the definition of a mandate; the circumstances that may give rise to a mandate

7.2.2 Know what records and internal controls have to be maintained in respect of mandates

The mandate rules in CASS 8 are very different from the CASS 6 and CASS 7 obligations we have
considered so far. The CASS 8 rules are intended to reduce the risk to clients where the client provides
the firm with information that would enable the firm to exercise control over assets of the client held
outside of the firm’s domain. However, application of these rules within a firm can become complicated
as the rules address what the firm would be capable of doing with the information, rather than what it is
permitted or authorised by the client to do with that information.

It should also be noted that the word ‘mandate’ is commonly used by various firms to denote an
authority or instruction held. The CASS use of the language is therefore different to the usual way the
term is used within a regulated firm, and care should be taken when discussing CASS 8 Mandates to
ensure that the scope of the discussion is correctly drawn.

2.1 Definition of a CASS Mandate

CASS defines a ‘mandate’ as being ‘any means’ that would enable the firm to control a client’s assets
(or liabilities) - if five specific conditions are satisfied. For example, if a firm receives its customer’s debit
card details or bank account details (both of which would enable the firm to send instructions to collect
the client’s money) those would be ‘means’ in the context of CASS 8. If those ‘means’ satisfied the five
conditions then this would qualify as a CASS 8 Mandate.

The five conditions are as follows (with some comments added to illustrate the subtle implications of
each):

1. The ‘'means’ must be obtained by the firm from the client and with the client’s consent, ie, if the
firm obtains the necessary information from some other source, then according to the rules such
information would not constitute a CASS 8 Mandate.

2. If the ‘means’ is obtained in respect of insurance mediation activity, the information must be
received in written form, ie, if a firm receives the client’s debit card details during a telephone call in
order to pay an insurance premium, there is no CASS 8 Mandate created. Note that for investment
business this recording would be a mandate.

3. The ‘means’ must be retained by the firm. This is a complex matter, and so CASS 8 gives additional
information on the retention of data. In essence, CASS 8 recognises that in order to use the data
even one time, the firm will usually need to make a record of it. However, if the firm does not
subsequently delete that record, the data is considered to have been ‘retained’ even if the firm has
no intention to submit further collections using that information, ie, the fact that the ‘means’ has
been ‘retained’ in the firm’s records would satisfy this condition, regardless of whether the firm
intends to make subsequent use of that ‘means’.
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4. The ‘means’ would enable the firm to instruct another party (such as the client’s bank) without any
additional involvement of the client being required. Note that this relates to capability to create
an instruction, rather than the client having authorised each such instruction, ie, if the firm has the
client’s bank account details and could submit an electronic direct debit instruction, which would
be honoured by the client’s bank without being pre-approved on each occasion by the client
concerned, that would satisfy this condition.

5. The ‘'means’ enables the firm to give one of the following types of instruction:

a. instruction to another person (such as a bank) to affect money held by that person for the
client

b. instruction to another person (such as a financial services firm) to affect a client entitlement
maintained by that person for the client (including money held under either CASS 5 or CASS 7)

c. instruction to another person (such as a custodian) to affect a safe custody asset of the client
held by that person, or

d. instruction to another person such that the client would incur a debt to that person (or some
other person) as a result.

In simple terms: if the firm receives from its client and retains the information necessary to instruct an
external party and as a result affect the money or assets of the client held other than by the firm, the
firm holds a CASS 8 Mandate. The following list includes example scenarios in which a CASS 8 Mandate
would exist:

- A client wants to set up a direct debit so that the firm can collect money from a different bank
account of the client. The client provides their bank details (whether in writing or via other channels),
which the firm retains (in paper or electronic form) and uses to instruct the cash collections from the
bank concerned.

« A client authorises the firm to be able to instruct transactions against an account of the client held
at a separate custodian. The firm stores the account information for future use and understands that
any such instructions will simply be accepted by the external custodian without the client being
asked to re-confirm each separate transaction.

« A client provides their debit card/credit card details so that the firm can collect money each time
periodic fees are due. If the firm directly receives and stores the card details, then a CASS 8 Mandate
exists. (However, it should be noted that in respect of e-commerce it is becoming common for a firm
to use an independent party to effect the actual cash collections without the firm’s own IT systems
ever receiving or storing the actual card details - and where the firm does not retain the card details
there is no CASS 8 Mandate.)

2.2 Controls Relating to CASS Mandates

Given that CASS 8 considers a mandate to be any ‘means’ that enables the firm to instruct movement
of the client’s assets held by another party, the key control required by CASS 8 is to maintain a list of all
mandates obtained by the firm.

This list must include details of any conditions that the client or the firm has placed on the use of the
mandate (remember that the ‘means’ remains a mandate even if the firm has no expectation of making
future use of the information). As such, a ‘condition’ might include the amounts to be collected, or the
frequency of collections — so might include the resumption date of a direct debit collection following an
agreed payment holiday.
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This list must be retained in a manner that enables it to be provided to an auditor completing the CASS
audit and may be requested by the FCA. The CASS rules also include certain pieces of information that
must be included in the list of mandates where the ‘means’ was received in non-written form (such as
via telephone call). The following five points are quoted directly from CASS 8:

the nature of the mandate (eg, debit card details)

the purpose of the mandate (eg, collecting insurance premiums)
how the mandate was obtained (eg, by telephone)

the name of the relevant client, and

the date on which the mandate was obtained.

vk wnN =

In addition to the list of mandates, the firm should also maintain the following controls:

« Arecord of each transaction entered into under each mandate held.

« internal controls to ensure that each transaction entered into under each mandate is carried out in
line with any conditions placed on the mandate by either the client or the firm’s management.

« A summary of procedures and internal controls for giving instructions under the mandates held by
the firm.

«  Where the firm holds a passbook or similar documentation of the client, internal controls for
protecting such material.

Once a firm destroys its record of the ‘means’, it ceases to hold a CASS 8 Mandate. However, it should
continue to ensure that it can demonstrate that the mandate had been subject to the correct controls
(for a period of at least one year, or at least five years if the mandate related to MiFID business). An
audit trail of any changes to the list of mandates must therefore be retained, so that it is clear what has
changed and on what date any changes have been made.

The above mechanisms seem based upon the perception that a given firm’s approach to securing such
information will be highly segregated. In an IT-based industry however, the client records are likely to
be highly integrated - such that creating a ‘list of mandates’ may well require the firm to create a report
that serves no distinct operational purpose aside from demonstrating compliance with CASS 8. These
particular CASS rules therefore create additional record-keeping requirements for many firms, and the
specific data to be included can be a source of tension for some firms.

3. Client Reporting (CASS 9)

Learning Objective

7.3.1  Know the obligations regarding reporting and information to clients contained in CASS 9

3.1 General Reporting to Clients

The firm’s obligations on reporting to its clients are largely found in the Conduct of Business
Sourcebook (COBS) . CASS 9 notes the COBS obligation to provide information about the firm’s custody
arrangements when commencing business for a new client.
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CASS 9 also reminds firms of the COBS requirement to provide each client with a periodic statement
of client money and safe custody assets held. The minimum frequency for providing these statements
is quarterly for MiFID business, and annually in other cases. However, CASS 9 adds two specific
expectations in respect of this report.

- Firstly, it obliges the firm to issue upon request from the client a duplicate of a report previously
provided. Such requests must be satisfied within five business days of receipt.

- Secondly, CASS 9 obliges the firm to provide an ad hoc statement upon request from the client,
showing the current client money and assets held.

In both cases, CASS 9 allows the firm to receive a fee for the additional effort — providing that fee
reasonably corresponds to the costs incurred by the firm. (Note: there is no equivalent ability to recover
costs for issuing the original annual statement of client money and safe custody assets held.)

CASS 9 also highlights that any statement should clarify which of the money or assets listed are held
subject to the respective CASS 6 and CASS 7 rules and which are not.

CASS 9 also reminds firms of their COBS obligations to provide factual information to each client about
the ways that safe custody assets and client money will be held on their behalf.

3.2 Prime Brokerage Services

CASS 9 also includes obligations for a firm providing prime brokerage services to provide a daily
statement of the client assets held in relation to those services. These statements must reflect the values
and positions as at close of business on the statement date and be provided by close of business on the
following business day.

The statement must include the following:

- The total value of client money and safe custody assets held by the firm for that client.
- The location of all safe custody assets (including those held with a subcustodian).
- A list of all institutions holding client money (whether in client bank accounts (CBAs) or client
transaction accounts (CTAs)).
- The total collateral held by the firm in respect of secured prime brokerage transactions.
«  The cash values of each of the following:
o cash loans made to the client (including accrued interest)
o securities to be redelivered by that client in respect of open short positions
o short sale cash proceeds held by the firm
o the current settlement amount arising under futures contracts
o cash margin held by the firm in respect of open futures contracts
- mark-to-market close-out exposure of any ‘over-the-counter’ transactions secured using safe
custody assets or client money, and
o all other safe custody assets held by the firm for that client.
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4. Client Relationships, Contracts and Agreements

Learning Objective

7.4.1  Know: the purpose and content of client agreements; the different types of agreement
depending on the service provided and the main clauses that impact on the administration
of the client account; enforceability, arrangements for changing the agreement; CASS related
disclosures

We can now apply all that we have learned about the decisions a firm will take in determining its
business model, and consider the firm-client relationship in greater detail than in chapter 1.

The client relationship is central to everything that a regulated firm does — not only in respect of CASS.
The firm must know the identity of its clients to ensure that it protects against money laundering.
The relationship must clearly be created between a specific regulated firm and the client (whether an
individual or some corporate entity that has contractual capacity). It is important that the client knows
which legal entity is working on its behalf and in what capacity — particularly in cases where there
are multiple group entities involved, or where the firm arranges custody as we have seen in previous
chapters (and only provides execution or investment management). Such detail is critical in insolvency,
or cases of contractual dispute, or if the client wishes to escalate a complaint against the relevant firm.

COBS requires certain disclosures be made to a prospective client when a firm is to perform regulatory
business for that client, and CASS 9 includes a signpost reminding firms of the particular obligations
relating to custody assets and client money.

To set out the contractual parties and respective obligations there will be a formal client agreement,
essentially a legal contract, often described as ‘terms and conditions’. This should set out the obligations
on each party to provide information or execute certain tasks within certain time periods in order that
the client’s instructions can be correctly carried out. Such an agreement is ‘enforceable’ - as it allows
either party to take legal action if the other fails to deliver the promised service.

These terms and conditions will also enable the firm to document various factors we have explored
during the workbook - such as the following:

«  How will the client’s assets be held? This will often include confirmation of the registration to be
applied, and whether the assets will be pooled with assets of other clients, but will also confirm
structural matters such as whether the firm is providing a custody service directly, or is ‘arranging’
for some other entity to directly provide the client with a custody service.

- What consents the client has given to the firm in respect of the business to be undertaken. Some
consents will be specifically obtained in stand-alone documents (enabling each client to make their
own decision about whether to grant the firm consent for a particular aspect of servicing). A possible
example of such a consent would be the professional client opt-out, by which a particular client will
agree to be treated as a professional client for its non-MiFID business and so receive a lesser level of
CASS protection. Other consents might be written into the firm’s terms and conditions as standard
elements, though the firm’s lawyers should always review such decisions to ensure that the clauses
will be robust in the face of legal or regulatory scrutiny.
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Examples of consents that the firm might seek within its terms and conditions might include the use
of a delivery versus payment (DvP) exemption when transacting in particular assets.

Whether the firm is providing contractual settlement (and, if so, whether there is any limitation
on the provision of contractual settlement, such as according to asset type) or will pass on actual
settlement to its client. This is particularly important for the firm when establishing its CASS business
processes: where the firm will give contractual settlement to the client, it should ensure that relevant
sums are shown as ‘due and payable’ to the client on settlement date, and are paid to the client/into
a client bank account (CBA) on that date, (rather than adopting a sequential processing approach
by which the firm would only allocate the monies or assets that the firm has actually received).
Remember that either approach can function under CASS; however, the firm must establish its CASS
processes in the light of the client agreement being honoured.

Whether the firm has unilateral power to amend the agreement (such as by advising the client of
changes, to become effective after a certain number of days), or whether any change to the contract
requires specific negotiation between the firm and each client. While the first approach enables
the firm to maintain a standardised service across all clients, for some types of business such an
approach might be too limiting, in which case the firm must take conscious and specific steps to
ensure that it will support bespoke services, as this will affect the design and implementation of
transaction processing and CASS controls within the firm. There are also certain elements which are
required by the CASS rules to have the explicit agreement of the client, such as the use of TTCAs.
The treatment of interest earned on client money balances should also be stated. A CASS 7 firm
can apply interest to each client if it so chooses, though can alternatively disclose some different
approach (particularly if the administration processes to correctly disaggregate interest earned on a
centralised client money account would be disproportionate to the value of the interest expected).
The firm might even arrange with its bank that no interest will be earned on client money balances.
The contract with the client should clarify the position. If it is silent on this point, all interest received
on client money balances must be paid to the clients.
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End of Chapter Questions

Think of an answer for each question and refer to the appropriate workbook section for confirmation.

1.

10.

What are three differences between the CASS treatment of a professional client compared with a
retail client?
Answer reference: Section 1.1

If a firm is holding assets within a jurisdiction that only supports registration in the name of the
firm (rather than the name of the client, nominee, or other third party), how might the firm’'s
actions differ depending on whether the client is a retail client or a professional client?

Answer reference: Section 1.1

CASS 7 will not apply to a firm holding or receiving client money in respect of the non-MiFID
business of an affiliated company unless any of three conditions are satisfied. What are those
three conditions?

Answer reference: Section 1.2

To what extent is the trustee/depositary of a UCITS or alternative investment fund subject to the
CASS rules?
Answer reference: Section 1.4

How does CASS define a ‘mandate’, and what conditions must be satisfied?
Answer reference: Section 2.1

Aside from maintaining a ‘list of mandates’, which four controls does CASS 8 require in respect
of mandates?
Answer reference: Section 2.2

CASS 8 specifies five pieces of information that must be included on the firm’s ‘list of mandates’
for each mandate received in non-written form. What are these five items?
Answer reference: Section 2.2

CASS 9 confirms two scenarios in which a firm must provide a statement detailing the client
money and safe custody assets it holds for that client. What are these two scenarios?
Answer reference: Section 3.1

Why is it important for the terms and conditions to specify whether and how contractual
settlement is being provided to the client?
Answer reference: Section 4

What structural matters regarding the holding of safe custody assets should be set out in the
terms and conditions?
Answer reference: Section 4
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Agent

1. One party officially representing another,
and acting on its behalf.

2. Role adopted when party to an investment
transaction when the transaction will settle
on the external market rather than within the
firm (as distinct from a principal deal).

Auditor

An independent party, with expertise in the
review of business operations and/or financial
record-keeping, retained by a firm to ensure its
operations are effective and accurate.

CASS Resolution Pack (CASS RP)

A set of documents that a firm must maintain
to assist an insolvency practitioner understand
and operate the CASS model if the firm were to
become insolvent.

Client Assets

A term including both client money and safe
custody assets.

Client Bank Account (CBA)

A bank account opened by a firm specifically to
hold client money rather than corporate money.

Client Money

Money of either of the following types: (a) money
received by a firm from/for a client in respect of
designated investment business (unless some
exemption applies); or (b) money that the CASS
rules specifically require a firm to segregate as
client money (such as prudent segregation).

Client Money and Assets Return (CMAR)

A specific data return that a CASS large firm or
CASS medium firm must submit to the FCA each
month.

Glossary

Client Transaction Account (CTA)

An account opened with an exchange, clearing
house, broker or counterparty for the purposes
of settling transactions on behalf of clients.

COBS

The ‘Conduct of Business’ Sourcebook, part of
the FCA Handbook.

compP

The ‘Compensation’ Sourcebook; the part of the
FCA Handbook dealing with FSCS.

Custodian

A regulated firm that specialises in the
safeguarding and administration of transferable
securities and other safe custody assets.

Deposit
A sum of money held by a bank or similar
institution, and treated as a balance sheet item

of the bank rather than a sum of client money
held.

Designated Investment Business

A term that includes a wide range of specific
activities that are subject to FCA authorisation
and regulation, if performed for business
purposes.

Due Diligence

A review process undertaken by a firm when
selecting, for example, a bank or custodian, to
appoint in respect of its holdings of client assets.
Periodic reviews may also be performed.

Excess

The position where a CASS reconciliation or
records check concludes that the amount held
by/for the firm is greater than the value owed to
its clients. CASS requires that the firm remove an
excess sum from a client bank account.
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Financial Conduct Authority (FCA)

The UK regulator responsible for the conduct of
firms that look after client assets.

Financial Services Compensation Scheme
(FSCS)

An industry-funded facility to compensate
clients if a financial services firm fails to honour
its obligations.

Firm

Term used to identify a company, sole trader,
or partnership that is authorised and regulated
by the FCA to conduct designated investment
business.

Individual Client Balance (ICB) Method

One of the standard methods of calculating
the requirement in the internal client money
reconciliation.

Net Negative Add-Back (NNAB) Method

One of the standard methods of calculating
the requirement in the internal client money
reconciliation.

Nominee

A type of company that exists to hold assets on
behalf of an operating company. As the nominee
company must have no direct business activities
it should be secure against insolvency.

Primary Pooling Event (PPE)

Term used for a situation where a firm stops
passing money through its existing pool of client
money (such as following the firm's insolvency).

PRIN

The ‘Principles for Business’ Sourcebook, part of
the FCA Handbook.

Principal
Role adopted when a firm deals for a client

using the assets or money owned by the firm (as
distinct from an agent deal).

Prudent Segregation

A specific process by which a firm can set aside
a sum of corporate money to protect the client
money pool against the risk of a potential
shortfall.

Registration

The recording of ownership of an asset -
particularly in the main register maintained by
the issuer of an asset.

Regulated Activities

A specific list of financial service activities
that may only be performed by a firm that is
authorised by the FCA for those activities.

Requirement

The client money requirement is the figure
calculated by a firm from its internal records
indicating the amount of money that ought to
have been segregated as at close of business
on the prior business day. It will be compared
against the resource.

Resource

The client money resource is the figure that the
firm’s internal records indicate is held in client
accounts at third parties (such as banks) as at
close of business on the prior business day. It will
be compared against the requirement.
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Safe Custody Asset

An asset held by a firm as part of providing a
custody service to a client.

Secondary Pooling Event (SPE)

Term used for a situation where a firm no longer
considers client money held at a given institution
is available for use - requiring the firm to either
resolve the shortfall created, or write down the
entitlement of affected clients.

Segregation

The legal and physical separation between
money and assets of the firm and the money
and assets that the firm may hold on behalf of
its clients.

Settlement

The exchange of assets and/or money at the
conclusion of a financial services transaction.

Shortfall

The position where a CASS reconciliation or
records check concludes that the amount held
by/for the firm is less than the value owed to its
clients.

Specified Investments

A list of asset types to which regulated activities
relate. When applying forauthorisation, each firm
must record the types of specified investments
that will be applicable to each regulated activity
undertaken.

Standard Methods (of Internal Client Money
Reconciliation)

A term used to describe either of two methods
used to determine the firm’s client money
requirement for comparison against the client
money resource.

Glossary

SuUpP

The ‘Supervision’ Sourcebook, part of the FCA
Handbook dealing with the firm’s interactions
with FCA.

SYSC

The ‘Senior Management Arrangements,
Systems and Controls’ Sourcebook, part of the
FCA Handbook.

Transaction

An agreement to exchange a specific type and
quantity of one asset (or money) for a specific
type and quantity of another. A transaction will
either be subject to the rules of the exchange on
which it is executed, or the terms and conditions
defining a service. Firms may therefore process
a wide range of transactions — both internal and
external.
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Multiple Choice Questions

Multiple Choice Questions

The following questions have been compiled to reflect as closely as possible the exam standard that you
will experience in your exam. Please note, however, they are not the CISI exam questions themselves.

1.  Which of the following is true of the CASS 7 client money rules?

A.
B.

They apply to money that the firm controls but does not hold

Professional clients can opt out from CASS 7 protection if performing MiFID business with the
firm

Professional clients can opt out from CASS 7 protection if performing non-MiFID business with
the firm

External reconciliations must be performed at least weekly

2.  Which of the following is not true in respect of firms that hold client money or have custody of
client assets?

A.

The legal title of assets must always be registered in the name of a nominee controlled by the
firm

The firm remains responsible for assets held by a third party on the firm’s behalf

Bearer certificates held by the firm are subject to CASS 6

Client bank accounts used to hold client money must be segregated from corporate accounts,
with the firm acting as trustee

3.  Which of the following best describes the overall aim and purpose of the client assets regime?

A.

B
C
D

B.
C
D

To ensure firms have appropriate processes and procedures when holding client assets
To ensure firms have adequate capital resources
To ensure that clients are protected, particularly in the event of the firm’s insolvency

To ensure that firms have set aside sufficient assets to cover clients’ liabilities

Which of the following is most true of a bare security interest?

A.

Legal ownership of the asset changes when the interest is created
It is a form of collateral
It establishes actions that will follow the default of a debtor party

It enables the firm to enter into securities financing transactions
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Which of the following events would the CASS rules not require the firm to notify the Financial
Conduct Authority (FCA)?

A.

B.
C
D

Failure to complete an external asset reconciliation
Failure to effect prudent segregation where required by the firm’s policy
Material inaccuracy in the firm’s records of safe custody assets held

Making the required funding movement relating to a client money reconciliation discrepancy
24 hours after it was identified in the relevant reconciliation

Which of the following is a potential consequence if the firm chooses to offer contractual
settlement when selling an asset for a client?

A.
B.

Client money is ‘due and payable’ from firm to client on the trade date

The firm will allocate settlement proceeds to the client regardless of whether an associated
market transaction settles as scheduled

The firm will only reduce the investor’s asset position once the settlement proceeds have been
received in the firm’'s client bank account (CBA)

Prudent segregation is mandatory for such contracts

The ‘Total Count Method'’ relates to what type of CASS control?

A.

B.
C
D

Mandates
Net negative add-back (NNAB)
Internal system evaluation method (ISEM)

Physical asset reconciliation

In which of the following would a CASS mandate be necessary?

A.

B
C
D

The firm is providing services of portfolio management in respect of assets held at its nominee
A bank is making use of the banking exemption when holding client money
The firm will collect periodic fees directly from the client’s personal bank account

The firm is the operator of a regulated collective investment scheme (CIS)

Which of the following must be treated as client money?

A.

Money received by a fund manager two days before the contractual settlement of a unit deal
in a regulated collective investment scheme

Money that is due and payable to the firm for periodic charges
Commission rebates received by the firm but not yet contractually due to the client

Money held on deposit in line with the banking exemption
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10.

11.

12.

13.

14.

Multiple Choice Questions

Which of the following is true in respect of the client assets regime?

A.

B
C
D

The regime only applies to retail clients
If the firm operates a‘designated bank account; that account will hold the money of all clients
The UK operates a discretionary trust regime for firms holding client money

The UK operates a statutory trust regime for firms holding client money

If a firm chooses to use a non-standard method of internal client money reconciliation, which
external entity must approve the approach?

A.

B
C
D

The Financial Conduct Authority (FCA)

The person responsible for CASS operational oversight
The CASS auditor

The Financial Reporting Council (FRC)

Which of the following is true in respect of the allocated but unclaimed custody assets
requirements?

A.

B
C
D

The firm can dispose of the asset providing it has been held for at least six years
The firm must use a search agency to demonstrate that it has tried to trace the client
If the asset is valued at less than £25 the firm can simply transfer it to a corporate account

CASS allows the firm to transfer the assets to a charity without an instruction from its client

A firm holds £28 of allocated but unclaimed client money for a retail investor. Which of the
following must be true if the firm decides to pay this money away without an instruction from

the client?

A. The firm must have held the money for at least 12 years

B. The firm must unconditionally undertake to pay to the client concerned the amount paid away
to charity in the event of the client seeking to claim the balance in future

C. The firms must use credit reference agencies and tracing agencies to trace the clients

D. The individual performing the compliance oversight control function can approve the

payment to the charity

Which of the following is true in relation to outsourcing arrangements in respect of a firm’s
client money and assets obligations?

A.

Firms that outsource client money activities do not require Financial Conduct Authority (FCA)
permission to hold client money

The third-party provider owes regulatory and contractual obligations to the firm
The third-party provider enters into a relationship with the underlying clients of the firm

The firm retains regulatory responsibility for the client money and assets requirements
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15.

16.

17.

18.

19.

Which of the following is true of client reporting obligations under CASS 9?

A.
B.

The firm is not permitted to charge for providing an ad hoc statement

The firm can charge a reasonable fee for the effort involved in providing a duplicate of a
previous statement

Duplicate statements must be provided within three business days of a request

The report must only list those safe custody assets and client money balances that are held
subject to CASS 6 and CASS 7 respectively

Which of the following is not a requirement placed on firms in respect of good governance and

oversight?

A. The firm must clearly identify and apportion responsibility among its directors

B. The CASS operational oversight function must be performed by the individual who performs
the regulatory compliance oversight function

C. The compliance function must ensure it is monitoring the firm’s activities against its regulatory
obligations

D. Firmsare expected to maintain an effective compliance function which operates independently

Which of the following is true regarding client money?

A.

B.
C
D

If the firm is a bank then it is not required to hold money as client money
Client money can only be held at a central bank or a credit institution
The alternative approach to segregating client money only applies to professional clients

Client money cannot be held with a central bank

Which of the following statements could be true in respect of a CASS medium firm?

A.

An individual responsible for the oversight of CASS within the firm must be personally
approved by the Financial Conduct Authority (FCA)

The highest total of client money held by the firm during a specific time period was £11 billion
The client money and assets return (CMAR) must be undertaken on an annual basis

The highest total of client custody assets held by the firm during a specific time period was £85
billion

Which of the following documents would provide information of a fine/regulatory sanction
imposed by the Financial Conduct Authority (FCA)?

A.

B
C
D

Sourcebook
Final notice
Audit assurance report

Regulated activities order
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20.

21.

22,

23.

24,

Multiple Choice Questions

Which of the following is true in respect of the exemption rules that apply in relation to the
custody rules?

A.
B.

The exemptions apply in respect of professional clients only

When a firm temporarily handles client custody assets it is not obliged to comply with Principle
10 (clients’ assets)

Before a firm makes use of the delivery versus payment (DvP) exemption it must obtain
agreement from the client

The DvP exemption only applies for the business day prior to the contractual settlement date

Which of the following is true in respect of the collateral rules?

A.

The rules apply to incoming European Economic Area (EEA) firms, in respect of passported
services

The rules only apply when the firm is acting for a retail client
The rules apply even when a firm only has a bare interest in client assets

Using the collateral rules involves a change in legal ownership of the asset.

Which of the following is true of the banking exemption?

A.
B.
C

The exemption applies only to European Economic Area (EEA) and third-country banks
Banks have to apply to the Bank of England for the exemption

Under the banking exemption, a bank is not permitted to hold more than 20% of funds with a
group-related entity

Banks need to disclose and explain to clients that their cash will be held by the firm as ‘banker’
rather than as‘client money’

Which of the following is most true of the ‘normal approach’to segregating client money?

A.

The firm must receive the money from the client into the firm’s account and then transfer it to
a client bank account at a credit institution

Client money can only be held at a central bank or credit institution

Firms must undertake annual reviews of each financial institution used to deposit client
money

The client must pay their money directly to a client bank account of the firm, opened at a third
party

Which of the following is a specified duty of the CASS operational oversight officer?

A.

Highlighting to the regulator where the firm has discrepancies in its reconciliation processes
for client money

Approving the firm's CASS audit report
Agreeing on the method of internal reconciliations

Submitting the firm’s client money and assets return (CMAR)
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25.

26.

27.

28.

29.

Which of the following best describes the CASS 7 obligations relating to bank interest earned?

A.

o N

The trust acknowledgement letter prevents a client bank account (CBA) from earning interest
The firm must pay retail clients their share of any interest earned on client money balances
The firm must pay all clients their share of any interest earned on client money balances

The firm can advise the client what (if any) interest the client will receive

What is the main purpose of a client bank account (CBA) acknowledgement letter?

A.
B.

It provides the bank’s confirmation of money it has placed with itself

It is @ one-way confirmation from the firm that funds deposited with the bank are treated as
client money

It requires the bank to recognise that the money is client money and that there is no right of
set-off in respect of any sum owed to it

It enables the CASS oversight function to prevent error and control the parties holding client
money of the firm

Which of the following is correct in respect of the records and internal control requirements in
relation to mandates?

A.
B.

The mandate must be part of the client agreement

Firms need to only retain records of the mandate for one year following it ceasing to exist for
non-MiFID business

The mandate list must be maintained by the CASS operational oversight function

No records are required to be maintained of non-European Economic Area (EEA) clients

Which of the following is true in respect of the client money and assets return (CMAR)?

A.

B
C
D

Large CASS firms must submit a CMAR every six months
Small CASS firms must submit a CMAR each year
Safe custody asset reconciliation items of less than 30 days are not included in the CMAR

CMARs must be submitted on the first business day of the month of submission

Which of the following is true in respect of a firm holding client money and safeguarding client
assets?

A.

Firms need to obtain permission from the Bank of England, aside from any Financial Conduct
Authority (FCA) permission obtained

The FCA would authorise the firm for both activities

An FCA-regulated firm needs to hold its client money in deposit accounts at the Bank of
England

The firm is automatically classified as a CASS Large Firm
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30. Which of the following is true in relation to client asset protection?

31.

32.

33.

A.
B.

The firm's CASS auditor must provide an annual assurance report to the regulator

Auditors must provide a‘reasonable assurance report’ to a firm that did not hold client money
or assets during the period

The Client Assets Sourcebook dictates the firms that can hold client money

The audit report must be submitted within two months of the period ending

Which of the following is true in respect of securities financing transactions?

A.

Firms do not need written client consent to enter into securities financing transactions in
respect of client custody assets

Firms are required to hold adequate records that identify which clients have given consent and
the assets that will be used for lending

The use of a retail client’s assets is not permitted, unless they opt out of the client money and
assets rules

The firm must record the corporate assets it allocates to the client for this purpose

Which of the following is true of CASS requirements for firms when selecting third parties to
deposit client money with?

A.
B.

Only banks incorporated in the UK may hold client money on behalf of firms

Firms must limit the amount of money held with group entities to no more than 20% of all the
client money held by the firm

Firms must undertake annual reviews of the financial institutions with which they deposit
client money

No more than 20% of the total of all the client money held by the firm can be deposited with
a single financial institution

Which of the following is true in respect of liens?

A.

B
C
D

A lien is the right given to another by the owner of property to secure a debt
A lien arises where two parties dispute control of a specific asset
When a client transfers assets to a firm then a lien is placed over the assets by the firm

Firms cannot prevent liens being applied by third parties in jurisdictions outside the European
Economic Area (EEA)
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34. Which of the following is true in respect of the CASS resolution pack?

A.

A firm that does not have permission to hold or control client money and that does have
permission to arrange safeguarding and administration of assets need not maintain a CASS
resolution pack

The CASS resolution pack must be provided to the Financial Conduct Authority (FCA) annually
Firms must be able to retrieve documents required within 12 hours

Firms must be able to retrieve documents required within 24 hours

35. Which of the following best describes the main purpose of the internal client money
reconciliation?

A.

B
C
D

To support the Financial Reporting Council (FRC) standard audit tests
To ensure that discrepancies in the firm's records are investigated and resolved
To evidence the firm’s internal oversight of any external party holding client money

To ensure that third parties are holding funds deposited with them as client money

36. Which of the following is true in respect of the permission to safeguard and administer assets?

A.

A firm is not permitted to undertake the safeguarding and administering of assets until it has
been granted the relevant Financial Conduct Authority (FCA) permission

The Prudential Regulation Authority (PRA) authorisation team approves all applications, even
from FCA-only regulated entities

A firm with the permission to accept deposits would be permitted to provide safeguarding and
administration of assets

A bank making use of the ‘banking exemption’ does not need to apply for permission to
safeguard client assets

37. Which of the following is true in respect of a firm depositing assets with third parties?

A.
B.

Firms must undertake annual reviews of the third parties

The initial assessment of the third party must be submitted to the Financial Conduct Authority
(FCA)

The initial assessment record must be retained for a period of five years

In some markets, the assets might be registered in the third party’s name, providing the firm
has notified its client in writing to that effect

38. What is the main purpose of the ICRC?

A.

B.

C.

To ensure compliance with SUP regulatory requirements
To ensure the firm's operational and risk management practices are appropriate

To update the firm’s records to match the statements of assets provided by third parties
holding clients’ assets

To assess the accuracy of the firm’s records of safe custody asset positions
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39.

40.

41.

42.

43.

Multiple Choice Questions

What is the current maximum Financial Services Compensation Scheme (FSCS) compensation
available for investment business done with a single firm?

A.

B.
C
D

£100,000 of all losses
£100,000 for non-delivered assets or guaranteed returns
£85,000 of all losses

£85,000 for non-delivered assets or guaranteed returns

Which of the following is true of the standard methods of internal client money reconciliation?

A.

Any discrepancy between the client money resource and client money requirement needs to
be investigated once discovered, and action taken that same day to resolve it

The reconciliation is completed using amounts/values provided from third-party statements
Reconciliations must be carried out at least weekly

Firms must obtain approval from the Financial Conduct Authority (FCA) prior to using these
methods of reconciliation

Which of the following is true in respect of a firm holding safe custody assets?

A.

B.

CASS requires the external custody reconciliations to be completed each day

Firms must investigate and resolve external discrepancies within seven days from identifying
the issue

The Financial Conduct Authority (FCA) must be notified immediately if the firm's internal
records are materially out of date or inaccurate

Firms do not cover any shortfall resulting from discrepancies identified in an internal
reconciliation

Which of the following is true of the client money distribution requirements?

A.

B.
C

A secondary pooling event is due to the failure of the firm
Client money distribution requirements only apply to retail clients

Following a primary pooling event (PPE), new money received from a client for an existing
contract should be banked to the original intended client money pool

A PPE occurs only upon insolvency of the firm

If a paragraph within the Financial Conduct Authority (FCA) Handbook is denoted by letter ‘E,
what type of text does it concern?

A.

B
C
D

Elective provision
Evidential provision
European provision

External provision
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44,

45.

46.

47.

48.

What is the minimum frequency required by CASS for a firm to perform an external custody
reconciliation?

A.

B.
C
D

Daily
Weekly
Monthly

No minimum frequency is stated

Which of the following is true in respect of a firm’s CASS audit report?

A.

The auditor must provide the report to the FCA within four months from the end of the period
covered

The auditor’s report must be approved by the firm’'s CASS operational oversight officer
A copy of the CASS RP must accompany the audit report

If the auditor will not be able to meet the reporting deadline, the regulated firm must advise
the FCA

Which chapter of the CASS rules particularly reflects requirements arising from the Insurance
Distribution Directive?

A.

B.
C.
D

CASS 5
CASS 6
CASS 7
CASS 8

Which of the following best describes the client assets regime’s interaction with the Financial
Conduct Authority (FCA) objectives?

A.

B
C
D

Firms secure an appropriate degree of protection for consumers
Firms must protect and enhance the integrity of the financial system
There must be effective competition in the interests of customers

Consumers get financial services that meet their needs from firms that they can trust

Which of the following best describes a firm’s responsibility for resolving a shortfall discrepancy
identified in an external custody reconciliation?

A.
B.

The missing assets must be applied to the account on the day the discrepancy is identified

The firm must instigate an asset purchase in the market on the day the reconciliation is
identified, but need take no other action

If the firm cannot resolve the shortfall using assets, it should segregate an equivalent value of
cash until the discrepancy can be resolved

If the firm considers that the discrepancy arose because of an error by a third party, the firm
must not cover the shortfall
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Multiple Choice Questions

49. Which of the following is true in respect of trust law and applies to firms holding client money?
A. Trust law only applies to retail clients

B. The signed acknowledgement letter returned to the firm evidences that a client bank account
(CBA) is protected under trust law

C. Trust law only applies to UK banks

D. Legal agreements need not be entered into for professional clients

50. CASS defines two methods by which a firm can complete an internal custody record check
(ICRC). One is the internal custody reconciliation method; what is the other method?

A. Total count method

B. Internal system evaluation method
C. The standard method
D

Individual client balance method
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Answers to Multiple Choice Questions

1. C Chapter 7, Section 1.1

For non-MiFID business only, the ‘professional client opt-out’enables a firm to allow a professional client
to choose whether their money should be handled as client money or not.

2, A Chapter 4, Section 2.2

CASS 6 recognises that in some jurisdictions it might not be possible to hold certain assets in the name
of the client or a suitable nominee company. Where such approaches are not possible the firm might use
the services of a third party to hold the assets (without utilising a nominee company), or can register the
assets in its own name (if local law and practice would prevent other approaches being adopted).

3. C Chapter 1, Section 1.1

It is important that consumers can be confident that a regulated firm will take good care of any money
or assets it holds on their behalf, and the Client Assets Sourcebook sets out the Financial Conduct
Authority’s (FCA's) requirements on regulated firms in this regard. While CASS is important in how a
relevant firm runs its business at all times, the potential risks for a consumer are perhaps best illustrated
by considering the potential consequences if a firm was to become insolvent while holding assets of its
clients.

4, C Chapter 4, Section 4.2

A bare security interest is not therefore an example of ‘collateral, because because ownership of the
asset only changes owner upon a default. Creating the bare security interest does not itself require any
transfer of ownership/registration; it only creates a legal understanding that if the debtor party defaults
on its payment, the full ownership of the asset concerned would transfer to the creditor party.

5. B Chapter 5, Section 1.2

Failing to apply the firm’s prudent segregation policy is not a notifiable event under CASS.

6. B Chapter 1, Section 2.4

‘Contractual settlement’ means that the firm honours the terms of the original contract, regardless of
whether actual settlement occurred. For a sold asset, the firm would record the cash as being available
for the client’s use with effect from the contractual settlement date of the transaction, regardless of
any upstream failed settlement. The firm portrays to its client that the settlement was completed as
intended.

7. D Chapter 4, Section 6.1

CASS offers two methods that can be used when performing a physical asset reconciliation: the Total
Count Method and the Rolling Stock Method.
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8. C Chapter 7, Section 2.1

CASS defines a‘mandate’ as being ‘any means’ that would enable the firm to control a client’s assets (or
liabilities) held elsewhere — providing that five specific conditions are satisfied. For example, if a firm
receives its customer’s debit card details or bank account details (both of which would enable the firm to
send instructions to collect the client’s money) those would be ‘means’in the context of CASS 8.

9. A Chapter 2, Section 7.2

While an authorised fund manager can receive settlement monies into a corporate bank account, if
the client’s money is received more than one day prior to contractual settlement date the sum must be
segregated as client money.

10. D Chapter 1, Section 3.3

The client assets regime applies to both professional and retail clients. A designated client bank account
(CBA) is used to hold the money of only certain of the firm’s clients.

The UK operates a statutory ‘trust’ regime whereby client money is held by firms separately from its own
money in designated client money bank accounts - so as to distinguish it from the firm’s own money.

11. C Chapter 3, Section 4

If a firm decides to use a non-standard method, that method must receive prior approval from the firm's
auditor. While the decision will be notified to the Financial Conduct Authority (FCA), the FCA does not
give approval.

12. D Chapter 4, Section 3.5

CASS permits a firm to dispose of assets if there has been no contact/instructions received from the
client in the last 12 years, either transferring the asset to a registered charity or selling the asset and
paying the proceeds to the registered charity. The following conditions must be met:

- The firm has held the safe custody assets for at least 12 years.

« The firm can demonstrate that it has taken all reasonable steps to trace the client concerned and
return the safe custody assets.

« The firm must unconditionally undertake to pay the client the value of the assets at the time they
were paid away if the client subsequently claims them.

13. B Chapter 2, Section 3.6

A firm may pay away to a registered charity, of its choice, a client money balance which is allocated to
a client if it has held the balance concerned for at least six years following the last movement on the
client’s account and has demonstrated that it has taken reasonable steps to trace the client concerned
and to return the balance. For larger sums (above £25 for a retail client, or above £100 for other clients)
the firm must make an unconditional undertaking to pay the sum to the client if so requested in the
future.

185



f
CHARTERED INSTITUTE FOR
SECURITIES & INVESTMENT

14. D Chapter 5, Section 3.2

Outsourcing is any arrangement by which a regulated firm retains the services of another entity to
perform administrative or other duties that would otherwise be performed by the firm itself. Importantly,
a firm that outsources activity remains fully responsible under regulations for the correct performance
of the tasks being performed on its behalf.

15. B Chapter 7, Section 3.1

CASS 9 allows the firm to receive a fee for the additional effort to produce ad-hoc or duplicate
statements, providing that fee reasonably corresponds to the costs incurred by the firm. (Note: there is
no equivalent ability to recover costs for issuing the original annual statement of client money and safe
custody assets held.)

CASS 9 also highlights that any statement should clarify which of the money or assets listed are held
subject to the respective CASS 6 and CASS 7 rules and which are not.

16. B Chapter 5, Section 2.1

A CASS firm must identify a director or senior manager to be responsible for CASS operational oversight.
The CAOO (which may not be the same person that holds prescribed responsibility ‘z’) must understand
this overall structure and the various decisions that have been taken in building the firm’s business
model.

17. A Chapter 1, Section 5.3

A credit institution or approved bank may hold money as a deposit rather than client money (referred to
as ‘the banking exemption’).

18. D Chapter 1, Section 6

For a firm to be classified as a CASS medium firm it would hold between £1 million and £1 billion in
client money and between £10 million and £100 billion in client custody assets.

The client money and assets return (CMAR) must be completed monthly for large and medium CASS
firms.

19. B Chapter 6 Section 4.1

The Financial Conduct Authority (FCA) publishes details of all regulatory sanctions it issues. Such ‘final
notices’ provide details of the failures observed, and in the case of CASS events, the final notice will
usually indicate the value of client assets that were exposed to potential loss as a result of the failures
concerned.

20. C Chapter 4, Section 3.4.1

The client concerned must have provided written agreement confirming that the firm may apply the
CASS 6 DVP exemption.
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21. D Chapter 4, Section 4.3

Where a firm wishes to use the client’s assets as collateral it must ensure that it obtains from its client a
‘right to use’that client’s assets for that purpose. CASS 3 confirms that in such a case exercising the ‘right
to use’ an asset equates to a change in legal ownership of that asset, such that it belongs to the firm
rather than the client. Such an event must be clearly recorded in the firm’s books and records.

22, D Chapter 1, Section 5.3

A bank making use of the exemption must disclose to clients the fact that the money will be held as
banker and is not protected under the client money rules.

23. D Chapter 2, Section 2.1

For any sums that the firm considers would be client money when received, ‘the normal approach’
to segregation requires the firm to ensure that the money will be received directly into a client bank
account of the firm and not first paid into a corporate account.

While firms would be required to undertake periodic reviews of a credit institution and/or bank with
which they deposit client money, CASS does not require that such reviews be annual.

24, D Chapter 5, Section 2

The role/responsibility of the CASS oversight function is to oversee the operational effectiveness of
the firm's systems and controls that are designed to achieve compliance with CASS; report to the firm’s
governing body in respect of that oversight; and complete/submit the client money and assets return
(CMAR) to the Financial Conduct Authority (FCA).

25, D Chapter 2, Section 3.4.3

CASS 7 requires that any interest earned on client money held for a client should be paid to that client
- unless the firm has notified the client in writing that a different approach will be taken. A firm should
therefore ensure that its terms and conditions are clear as to the contractual obligations relating to bank
interest both received on client bank accounts and offered to clients.

26. C Chapter 2, Section 3.3

The firm sends to the bank a signed acknowledgement letter, and the bank will countersign the letter
and return it to the firm. This provides the firm with documented evidence that both the bank and the
firm have acknowledged that the money held in that account is legally segregated as relating to the
firm’s clients.

27. B Chapter 7, Section 2.2

A firm should continue to ensure that it can demonstrate that the mandate had been subject to the
correct controls for a period of at least one year. For MiFID business this period increases to at least five
years.
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28. C Chapter 5, Section 2.3

The client money and assets return (CMAR) includes safe custody asset reconciliation of unresolved
items by age: 30-59 days, 60-89 days, and at least 90 days.

29. B Chapter 1, Section 5.1

Both these business activities would be included in the Financial Conduct Authority (FCA) regulatory
permissions obtained by the firm.

30. A Chapter 5, Section 4.1

Regulated firms are required to retain the services of a CASS auditor. Where the firm holds client assets
or client money a ‘reasonable assurance’ review would be performed, and a ‘limited assurance’ review
performed where the firm states that no client money or client assets were held. One obligation of the
CASS auditor is to submit an annual CASS auditor’s report to the Financial Conduct Authority (FCA),
commenting upon the firm’s CASS controls.

31. B Chapter 4, Section 4.3

A firm that intends to use the client’s assets as collateral for a securities financing transaction must
ensure that its client provides a‘right to use’ the relevant assets for that purpose.

32. B Chapter 3, Section 1.1

Firms must limit the amount of funds that they deposit or hold with a relevant group entity or
combination of such entities so that the value of those funds does not at any point in time exceed 20%
of the total of all the client money held by firms in their client bank accounts.

Firms must periodically assess the financial institutions that they have placed client money with, though
CASS does not require such assessments be performed annually.

33. A Chapter 4, Section 4.2

Alienisaright granted over an asset to secure some future payment (or the fulfilment of some other type
of obligation between the parties). A key feature of a lien is that the asset remains the legal property of
the first party until that first party fails to fulfil their obligations under the contract concerned - at which
point full ownership of the asset passes to the second party in settlement of that obligation.

34. A Chapter 6, Section 3

A CASS resolution pack (CASS RP) must be maintained by firms that hold client assets/money. A firm
with permissions only to ‘arrange’ safeguarding and administration, without the ability to hold client
money, would not be required to create a CASS RP.

35. B Chapter 3, Section 3.1

The internal client money reconciliation ensures that the firm’s client ledger and bank ledger are aligned
with each other, and that any differences are identified, understood, and promptly resolved.
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36. A Chapter 1, Section 5.1

The FCA is responsible for regulating over 60 different activities, including the custody permissions for
safeguarding and administration of assets.

37. D Chapter 4, Section 2.2

The firm might use the services of a third party to hold the assets (without utilising a nominee company).
The firm must have assessed whether proceeding in the proposed way remains in the client’s best
interests, and the firm must notify the client in writing that proceeding will mean that the assets will not
be protected in the usual manner.

38. D Chapter 4, Section 6.2

The internal custody record check (ICRC) can be achieved by either of two methods: internal custody
reconciliation method or the internal system evaluation method (ISEM). Both should enable the firm to
identify errors within its internal records of safe custody assets held.

39. D Chapter 6, Section 1.2

For investment activity, the Financial Services Compensation Scheme (FSCS) protects 100% of the value
of the assets lost, up to a maximum of £85,000 per person, per firm.

Note, the compensation relates to any failure by the firm to deliver assets that should have been held, or
provide any investment return that was specifically guaranteed. Losses due to the reduction in market
value of the investments are not protected by FSCS.

40. A Chapter 3, Section 4

The standard methods of internal client money reconciliation determine the calculation of the client
money resource and client money requirement each day. Any discrepancy between the client money
resource and client money requirement needs to be investigated once discovered, and action taken that
same day to resolve it.

41. C Chapter 5, Section 1.2

CASS 6 requires a firm to notify the Financial Conduct Authority (FCA) if its internal records and accounts
of safe custody assets are materially out-of-date, or inaccurate/invalid, to the extent that the firm cannot
distinguish assets held for different clients.

42, C Chapter 6, Section 2.2

CASS notes that any money received after the primary pooling event (PPE) which relates to investment
business contracted prior to the PPE should continue to be accepted by the firm within the pre-PPE
client money pool.
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43, B Chapter 1, Section 4.3

‘E’ denotes an ‘evidential provision’ This is a specific form of guidance which produces a regulatory
‘safezone’. Where a firm can show it has satisfied an evidential provision, that fact is deemed to
demonstrate compliance with the associated rule (where normal ‘guidance’ paragraphs will usually still
leave some space for interpretation).

44, C Chapter 4, Section 6.1

CASS requires a firm to undertake this reconciliation ‘as regularly as necessary;, though the period
between external custody reconciliations must not exceed one month.

45, A Chapter 5, Section 4.1

The auditor’s assurance report must be delivered to the Financial Conduct Authority (FCA) within four
months from the end of the period covered.

46. A Chapter 1, Section 7

The Insurance Distribution Directive (IDD), sets out requirements for firms that fulfil supporting functions
in respect of insurance business. UK rules relating to insurance distribution activity are located in CASS 5.

47. A Chapter 1, Section 1.1

The Financial Conduct Authority’s (FCA’s) strategic objective is supported by three operational objectives
- one of which is to make sure that firms secure an appropriate degree of protection for consumers. It is
particularly important that consumers can be confident that a regulated firm will take good care of any
money or assets held on behalf of the consumer, and the Client Assets Sourcebook (CASS) sets out the
FCA’s requirements on regulated firms in this regard.

48. C Chapter 4, Section 6.3

The firm may not be able to apply shares on the same day (as market trades may need to be traded and
settled). If the shares cannot be applied, the relevant sum of corporate money can be segregated to
cover the shortfall. Even if the firm considers that a third party’s error was the cause of the shortfall, the
firm should still consider whether a shortfall has arisen.

49, B Chapter 2, Section 3.3

An acknowledgement letter is a legal document, prepared by the firm using wording specified in the
CASS rules, and countersigned by the bank to evidence the nature and purpose of the trust being
established over the client money.

50. B Chapter 4, Section 6.2

CASS identifies two ways in which the internal custody record check (ICRC) might be achieved: The
internal custody reconciliation method and the internal system evaluation method (ISEM).
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Syllabus Learning Map

Syllabus Unit/ Chapter/
Element Section

Element 1 Fundamentals of Client Money and Assets Chapter 1

Legal Contracts and Relationships

1.1
On completion, the candidate should:

1.1.1 Know the importance of legal agreements 2.1

Understand the difference between contractual and actual settlement
1.1.2 and the key implications for client assets segregation: 24
« transfer and other settlement systems

Looking after Assets for Investors

1.2
On completion, the candidate should:

Know:

« that the UK operates a trust regime and other types of regime
(agency and custodial regimes)

121 « the fundamental concepts of trust law, including the concept of 3
fiduciary duty, statutory trust and pollution of the trust

« how legal title is registered and recorded

Know the potential tax implications of the main investment products

199 and how this affects: Chapter 7,
- . asset servicing sec 1
« record-keeping
1.3 The Financial Conduct Authority and its Rules

On completion, the candidate should:

Understand the meaning and purpose of the elements of the FCA
Handbook that are relevant to client assets protection, including:

« the FCA Principles for Business (PRIN)

- Senior Management Arrangements, Systems and Controls
1.3.1 (organisational arrangements) (SYSC) 4
- CASS Sourcebook

«  Conduct of Business Sourcebook (COBS)
< Supervision (SUP)

«  Compensation (COMP)

FCA Authorisation and Permitted Business

1.4
On completion, the candidate should:
Know:
« the scope of regulated activities which could give rise to client
assets
141 « the geographical application of CASS rules 5

- which permissions could give rise to client money obligations

- how permission to hold client money is granted

- the difference between holding client money and deposit taking
« the application of the banking exemption
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Syllabus Unit/ Chapter/
Element Section
1.5 Roles and Responsibilities
’ On completion, the candidate should:
Know the roles and responsibilities of the following in relation to
client assets protection:
- theFCA
1.5.1 e : 6
« authorised firms that hold or control client money or assets
«  SMF Prescribed Responsibility 'z’
- auditors
1.5.2 Know the classifications of authorised firms as per CASS 1A 6
Element2  Client Money Fundamentals (CASS 7) Chapter 2
2.1 Segregation of Client Money
’ On completion, the candidate should:
2.1.1 Understand the normal approach to client money segregation 2.1
2.2 Client Bank Accounts
) On completion, the candidate should:
9o Know where, and into which types of account, client money can be 3
o deposited
599 Know the definitions of general client bank accounts and designated 3
- client bank accounts
Know:
« the function of an acknowledgement letter
223 . 33
- the requirements of CASS to complete an acknowledgement
letter, using the FCA templates
224 Understand when money becomes client money, including the 34
o treatment of interest and commission '
225 Understand when money ceases to be client money 35
Know the treatment of:
2.2.6 - allocated but unclaimed client money 3.6
+ mixed remittance payments
237 Know the requirements around client money held in different 38
o currencies '
23 Client Transaction Accounts
’ On completion, the candidate should:
Know the difference between client bank accounts and client
2.3.1 . . 4
transaction accounts and the different treatment of each
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Syllabus Unit/ Chapter/
Element Section
24 ‘The Alternative Approach’ to Client Money Segregation
) On completion, the candidate should:
24 Understand the alternative approach to client money segregation 5
o and the approaches to managing risk arising from its use
25 Other Money Segregated as Client Money
) On completion, the candidate should:
Know the rules around allocation of client money, including
2.5.1 . . 6.1
unidentified and unallocated amounts
Know:
2.5.2 « the concept of prudent segregation 6.2
« therecord-keeping requirements around prudent segregation
2.6 Exemptions
) On completion, the candidate should:
261 Understand the use of exemptions available within the client money 7
h rules
Element3  Controls over Client Money (CASS 7) Chapter 3
3.1 Controls over the Selection of a Bank
) On completion, the candidate should:
311 Understand firms’ responsibilities in respect of bank due diligence :
o (selection, appointment, and review)
3.1.2 Understand the client money diversification rules 1.1
3.2 Client Money Books and Records
) On completion, the candidate should:
391 Know which books and records should be maintained and their 5
o function
3.3 CASS 7 Reconciliations
) On completion, the candidate should:
Know:
331 « the purposes of the internal and external client money 3
o reconciliations
« how often the client money reconciliations must be performed
332 Be able to apply the external reconciliation requirements 32
3.4 The Standard Methods of Client Money Reconciliation
) On completion, the candidate should:
Know the difference between the standard methods and non-
3.4.1 . . R 4
standard methods of internal client money reconciliation
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Syllabus Unit/ Chapter/
Element Section
342 Be able to apply the standard methods of internal client money 4
o reconciliation
343 Know how to deal with reconciliation discrepancies 4
344 Know what the margined transaction requirement is 424
Element 4 Safe Custody of Assets (CASS 6) Chapter 4
Segregation of Safe Custody Assets
4.1 . .
On completion, the candidate should:
411 Understand the requirements for the segregation of safe custody :
o assets
Depositing Assets with Third Parties
4.2 . .
On completion, the candidate should:
Know the obligations created by the permissions:
4.2.1 - safeguarding and administration of assets (without arranging) 2
« arranging safeguarding and administration
Know:
- the different legal obligations that arise in respect of custody
relationships
4.2.2 « the implications and risks of intragroup models and third party 2
appointments
- firms’ responsibilities in respect of the due diligence (selection,
appointment, and review) of a third party custodian
424 Know the rules concerning depositing assets outside of the UK 2.2
4.2.5 Know the requirements for third-party custody agreements 23
43 Exemptions
) On completion, the candidate should:
4.3.1 Understand the use of exemptions available within the custody rules 3
44 Types of Security Interest
) On completion, the candidate should:
Understand the impact of legal arrangements on the custody rules
(CASS 6):
4.4.1 « bare security interests 4
« right to use clauses/rehypothecation
- title transfer collateral arrangements (TTCA)
44.2 Know when the collateral rules (CASS 3) apply 4
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Syllabus Unit/ Chapter/

Element Section

Know when a firm can enter into securities financing transactions in

443 ) 4
respect of client assets
444 Know the circumstances in which liens may be granted over client assets 4
4.5 Custody Books and Records

On completion, the candidate should:

451 Know which books and records should be maintained and the s
o function of each

CASS 6 Reconciliations and Record Checks

4.6
On completion, the candidate should:
461 Understand the purpose of the external custody reconciliations, :
o physical asset reconciliations and internal custody record checks
Know:
« how to treat reconciliation discrepancies
46.2 e . 6.3
- firms’ obligations in relation to shortfalls
« how often the reconciliations must be carried out
Element 5 Governance and Oversight Chapter 5
5.1 Organisational Arrangements
) On completion, the candidate should:

514 Know the rules on organisational arrangements as set out in CASS 6 11
o and CASS 7 '
519 Know firms’ obligations to notify the FCA of breaches in accordance 1
o with CASS 6 and CASS 7 '

CASS Oversight within a Regulated Firm
5.2 . .
On completion, the candidate should:
591 Understand the role responsible for CASS operational oversight 5
- within a firm, and its relationship with Prescribed Responsibility ‘z’
599 Know the requirements for the content and submission of the Client 23
- Money and Assets Return (CMAR) '
Corporate Governance Arrangements
5.3 . .
On completion, the candidate should:
Understand the elements of good oversight, including appropriate
5.3.1 governance, training, compliance, risk management, and internal 3.1
audit
539 Understand the firm’s oversight responsibilities in respect of 3
o outsourcing arrangements '
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Syllabus Unit/ Chapter/

Element Section

The CASS Audit and Assurance Standard

5.4

On completion, the candidate should:
5.4.1 Know the duty of the CASS auditor to submit a client assets report 4
549 Know the difference between a reasonable assurance engagement 4

and a limited assurance engagement and when these apply

Know the content, format, and submission deadline of the client
543 assets report and be aware of the Financial Reporting Council (FRC) 4
standard that applies

Know the role of the FRC in respect of the client asset assurance

544 4
standard
Element 6 When Problems Arise.... Chapter 6
6.1 Financial Services Compensation Scheme (FSCS)
’ On completion, the candidate should:
611 Know in what circumstances the Financial Services Compensation 1
o Scheme will pay compensation, and how much
6.2 Client Money Distribution and Transfer (CASS 7A)

On completion, the candidate should:

Know the definition of a:
6.2.1 «  primary pooling event 2
- secondary pooling event

Know:

6.2.2 - factors that trigger a primary pooling event 2
- the consequence of a primary pooling event
Know:

6.2.3 - factors that trigger a secondary pooling event 2

- the consequence of a secondary pooling event

CASS Resolution Pack (CASS 10)
On completion, the candidate should:

6.3

6.3.1 Understand the purpose of a CASS Resolution Pack 3

Know:

« the contents of and the requirements for the updating a CASS
Resolution Pack

6.3.2 « the timeframes for retrieval of this information and what this 3
means for operational support

- firms’ obligations to notify the FCA of breaches in accordance
with CASS 10
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Syllabus Unit/ Chapter/
Element Section
6.4 Consequences of Regulatory Failure
) On completion, the candidate should:
641 Know the historical background, including key cases that have 4
o shaped the regime
Element 7 The Client Chapter 7
Client Types and CASS Exemptions
71 . .
On completion, the candidate should:
Know the application of the client money rules to:
211 «  professional clients (and the professional client opt-out) 1
o . affiliates
. credit institutions and approved banks
- Mandates (CASS 8)
) On completion, the candidate should:
Know:
7.2.1 - the definition of a mandate 2

« the circumstances that may give rise to a mandate

299 Know what records and internal controls have to be maintained in 5
- respect of mandates

Client Reporting (CASS 9)

7.3
On completion, the candidate should:

231 Know the obligations regarding reporting and information to clients 3
o contained in CASS 9

Client Relationships, Contracts and Agreements

7.4
On completion, the candidate should:
Know:
« the purpose and content of client agreements
- the different types of agreement depending on the service
741 provided and the main clauses that impact on the administration 4

of the client account
- enforceability
. arrangements for changing the agreement
«  CASS related disclosures
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Examination Specification

Each examination paper is constructed from a specification that determines the weightings that will be
given to each element. The specification is given below.

It is important to note that the numbers quoted may vary slightly from examination to examination as
there is some flexibility to ensure that each examination has a consistent level of difficulty. However, the
number of questions tested in each element should not change by more than plus or minus 2.

Element Number Element Questions

1 Legal and Regulatory Context of Money and Assets 10

2 Client Money Fundamentals (CASS 7) 9

3 Controls over Client Money (CASS 7) 6

4 Safe Custody of Assets (CASS 6) 10

5 Governance and Oversight 6

6 When Problems Arise... 5

7 The Client 4
Total 50

Well done for finishing your studies...

But what’s next?

Book your CISI exam!

Our exams can be sat at a test ceritre near you'
or via remote invigilation from your home or a meeting' room..

To find your nearest test centre venue, To learn more about remote invigilation,
visit cisi.org/cbt visit cisi.org/ri

To book your exam, visit cisi.org/exam-booker or contact our. Customer Support Centre on +44 20 7645 0777
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Gain a competitive edge with first-class CISI membership benefits. These benefits are enjoyed by over 43,000
professionals across the world and help keep our members on top of their game.
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Online Learning

Cutting edge analysis and insight for financial services
professionals, available anytime, anywhere

We offer over 200 elearning modules to help you meet your CPD requirements. Here are some of the modules available.
These CISI Professional Refreshers are free to CISI members and accessible to CISI student members.

To find out more about Professional Refresher elearning modules, visit cisi.org/pr
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MLRO, and the sanctions and
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