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If any of the topics discussed above raise questions or a need for guidance or
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lent Money Failings

Useful links:

BlackRock Final Notice

FSA Client Money & Asset
Report

Dear CEO January 2010

Dear CEO May 2010

Regulatory Roundup 42

BlackRock Investment Management (UK) Ltd (BIM) was subject to a massive
penalty of more than £9.5m (after the traditional 30% discount) for client
money failings.

The failings were fairly basic: the absence of the trust status letters that are
required under CASS 7.8.1.

Under this rule a firm must ensure that when client money is deposited with
a bank, the latter must be made aware — and must duly acknowledge the fact
—that the firm is holding the money as trustee and that in the event of a
default of the firm, the bank is not entitled to e.g. exercise any right of set-off
or counterclaim in respect of any amount owed to it. The Final Notice informs
us that the FSA approached four of the counterparty banks used by BIM
where no acknowledgement of trust status existed. The ‘majority’ of the
banks stated that in the event of BIM becoming insolvent they would indeed
have exercised the right of set-off or would have delayed returning the funds
until instructions were received from the liquidator which would obviously be
to the detriment of those clients whose money it belonged to.

The client money problems with the firm arose following its acquisition in
2006 (when it was Merrill Lynch Investment Managers Ltd) by BlackRock
Group and the subsequent operational changes including loss of experienced
staff and the disbanding of the Credit Control Committee. As commented by
Tracey McDermott, FSA Director of Enforcement and Financial Crime, “this is
not the first time we have seen the impact on client money overlooked as
part of a re-organisation”.

Firms holding client money should consider carrying out a review of their
compliance with the trust status letter requirement, with special attention
given to whether general client money procedures might have been
impacted as a result of any organisational restructuring, change of business
model etc. that may have occurred in recent times.

In the FSA’s Annual Report (see article in Regulatory Roundup 42), the
regulator advises that it has increased its interest in the protection of client
money and client assets. To quote from the FSA BIM press release
“Identifying and protecting client money should be at the top of every firm’s
agenda”.

Links are provided to recent ‘Dear CEQ’ letters on the subject of client
money, which in turn references the FSA Client Money & Asset Report.
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http://www.fsa.gov.uk/static/pubs/final/blackrock.pdf
http://www.fsa.gov.uk/pubs/other/cass_risk.pdf
http://www.fsa.gov.uk/pubs/other/cass_risk.pdf
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centives

Useful links:

Financial Incentives
Guidance Consultation

Regulatory Roundup 43

A further example of the new regulatory approach of being prepared to
intervene at an earlier stage (see the article on unregulated collective
investment schemes in Regulatory Roundup 43) was evidenced by the
release of consultative guidance on ‘Risks to customers from financial
incentives’.

Despite the TCF initiative, there is concern that financial incentive schemes
for staff can be a key-driver of mis-selling. The FSA conducted a review of 22
authorised firms between September 2010 and September 2011 and found
that no less than 20 of those firms had incentive schemes in place that
increased the risk of mis-selling (and one of those firms has been referred to
the regulator’s Enforcement and Financial Crime Division).

There are some horror stories in chapter 3 of the guidance combined with
examples of good and poor practice.

Although the guidance is primarily aimed at all firms in retail financial
services, we are advised on page 6 of the document that wholesale firms
with individual incentive schemes will also need to consider the relevance of
the guidance.

The ‘conclusion and next steps’ section warns firms that this is not a one-off
but rather “the start of a programme of work ... which will be taken forward
by the Financial Conduct Authority”.

Responses are invited by 31 October.
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Reqgulation of Indices

Useful links:

EU Consultation

Useful links:
CP12/22

Regulatory Roundup 39

Regulatory Roundup 42

Regulatory Roundup 43

EMIR

The European Commission has published a consultation paper on the
regulation of indices, which follows the recent alleged manipulation of
LIBOR, and the European and Japanese equivalents.

The paper covers five areas including: who produces indices and what are
they used for; governance and transparency in the calculation of
benchmarks; the purpose and use of benchmarks; the provision of
benchmarks by private and public bodies; and what the impact might be on
the regulation of benchmarks.

Although only 29 pages in length, the consultation paper manages to pack in
46 questions which are summarised on pages 26 to 29 inclusive.

Comments are invited by 15 November 2012.

Following the proposed changes to CASS 1A (classification and oversight)
and CASS 8 (mandates), as mentioned in Regulatory Roundup 43, and the
introduction of the CASS resolution pack concept in (new) CASS 10 — see
Regulatory Roundup 39 - further changes to the CASS regime are proposed
in CP12/22 “Client assets regime: EMIR, multiple pools and the wider
review”.

As suggested by the title the changes are, in part but not wholly, brought
about by EMIR which, amongst other matters, introduces the concept of
clearing standardised OTC derivative contracts through central
counterparties (CCP): see Regulatory Roundup 42 for the most recent update.

The consultation paper is divided into three parts. Part | concerns changes
required by EMIR; Part Il concerns extending similar proposals to all client
money held by all firms in relation to investment business; and Part lll which
is a discussion paper (“achieving better results”).

Please note that Part Il (and Part I1l) will be relevant to all firms that hold
client money.

The FSA press release refers to Part Il as “the most radical change that has
been made to the client money regime in over 20 years”.
(cont.)
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ASS Proposals (cont.)

Under current FSA rules the failure of an authorised firm that holds client
money would give rise to a primary pooling event which requires all client
money to be pooled for distribution — see CASS 7A for the applicable rules
and guidance in respect of primary pooling events (and secondary pooling
events such as the failure of a bank).

Unfortunately this is not in accord with the requirements of EMIR. Under the
latter, should there be a default of a clearing member (which could be an FSA
authorised firm) of a central counterparty (CCP) then the latter will be
required to undertake ‘porting’. This means that the CCP, in respect of the
assets and positions recorded by it in the name of the failed firm, must
transfer them to another clearing member. If that is not possible then the
CCP will have to close out the positions and pay any balances owed to clients
directly back to them. Obviously these obligations are incompatible with the
FSA’s pooling and distribution requirements. The effect of the changes
proposed in Part | will be to exclude client money that is held by a clearing
member firm at a CCP from the pooling that would be required should the
firm become insolvent.

A third possibility is that where the clients of the failed firm are not known to
the CCP then the latter will remit the balance owing directly to the insolvent
member. Here the distribution rules depend upon whether the monies relate
to a client that has chosen individual client segregation (EMIR Article 39(3)) —
not pooled — or whether it’s for an omnibus client account (EMIR Article
39(2)) —is pooled (see also CASS 7A.2.4(3) in CP12/22).

In Part Il the FSA proposes to extend similar options to all client monies held
by all firms and introduces the concept of sub-pools which will hold client
money, that would otherwise be held in a general pool, for a specific client or
class of clients. There will be strict requirements surrounding sub-pools
including notifying the FSA in advance of the intention to establish a sub-pool
and making the client aware of the possible risks in putting money in a
particular sub-pool. Unless such a sub-pool has been created to facilitate
porting, in the event of a firm’s insolvency each client money sub-pool will be
distributed rateably to its client beneficiaries.

The FSA is considering whether to mandate the separation of client money
along certain lines e.g. one for retail clients and one for non-retail clients, or
possibly separating based upon business activities.

(cont.)
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ASS Proposals (cont.)

Useful links:

Remuneration (MiFID)

Part Ill looks at both client money and custody assets with a view to
improving the speed of return of assets following the insolvency of a firm;
reducing the market impact of such an insolvency; and achieving a greater
return of client assets to clients after a firm becomes insolvent.

Comments on CP12/22 are invited by 16 October (Part 1) and 30 November
(Part 1l & Part 111).

The consultation paper reminds us that it only deals with EMIR to the extent
that it affects CASS and is separate from other EMIR related changes to the
Handbook: “we will consult on these changes later this year”.

The proposed rules can be found in both Appendix 1 and Appendix 2 of
CP12/22.

A link is provided to EMIR (Regulation 648/2012).

The consultative guidance on Incentives issued by the FSA (see separate
article in the Regulatory Roundup) was followed a couple of weeks later by
the publication by ESMA of a consultation paper on ‘Guidelines on
remuneration policies and practices (MiFID)’.

If you are unable to access the ESMA paper with the link provided it can be
accessed by copying and pasting the following link into your web browser:
http://www.esma.europa.eu/system/files/2012-570 0.pdf.

Note that this is not the same as the Remuneration Code which reflected in
SYSC 19A. The latter was mainly driven from a prudential perspective (CRD)
whilst what is proposed in the ESMA paper is based upon conflicts of interest
(MIFID) that arise in the provision of services to a firm’s clients. Fortunately
ESMA considers that the principles of CRD should be read across to MiFID in
order to address conduct of business risks in a consistent manner.

Where there may be divergence is in the staff that are
affected. Remuneration Code staff are defined in SYSC 19A.3.4 (risk takers,
senior management etc.). The new guidelines could include sales force staff,
client-facing front-line staff and even line managers; basically anyone who
could be incentivised to act against the best interests of their clients because
of remuneration structures.

(cont.)
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Useful links:

Regulatory Roundup 36

Regulatory Roundup 42

Useful links:
CP 12/24

FSA one-minute guide

Regulatory Roundup 39

Although we are told that the guidelines are targeted at sales activities with
retail clients, firms are reminded that MiFID Article 13 (organisational
requirements) and MiFID Article 16 (conflicts of interest) apply to firms
regardless of the categorisation of the clients.

Scattered through the paper are various examples of good and poor practice,
although if you turn to Annex V you will find in one place the guidelines and
examples. It will be noted that the compliance function should be involved in
the design process of remuneration practices before they are applied as well
as verifying that the firm complies with the MiFID conduct of business and
conflicts of interest requirements.

Where services are provided to a firm under an outsourcing arrangement or
by way of tied agents then the remuneration provided by the firm to the
third parties will also be regarded as remuneration for the purposes of the
guidance. Firms will need to ensure that the third parties also have effective
remuneration policies and practices in place.

Comments by 7 December are invited; ESMA expects to publish a final report
and guidelines by Q2 2013. ESMA will consider the need to revise any
proposals on MiFID 2 implementation (see Regulatory Roundup 36).

Regulatory Roundup 42 contains a link to the ESMA consultation paper on
‘Guidelines on sound remuneration policies under the AIFMD”.

A consultation paper on regulatory reform - CP12/24 “Regulatory Reform:
PRA and FCA regimes relating to aspects of authorisation and supervision”
was released on 12 September.

As will be known, the FSA moved to a ‘twin peaks’ operating model in April in
the run up to cutover - no firm date save for “early 2013” - from the FSA to
the PRA and FCA. Most firms will fall under the FCA for both prudential
supervision and conduct regulation (Regulatory Roundup 39 provided a brief
summary of the new regulatory system, including the impact on ARRROW, in
the article ‘FSA Business Plan 2012/13’). Banks and larger investment firms
will be dual regulated: FCA for conduct regulation and the PRA for prudential
regulation.

(cont.)
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Regulatory Reform (cont.)

Useful links:

Regulatory Roundup 43

Although the title of the consultation paper sounds dramatic, and is 300
pages long, for legal cutover only the necessary changes that are needed for
the new regulatory regime are proposed at this time so firms need not fear a
need to learn a host of new rules in time for cutover.

Many of the changes are fairly modest, for example SUP 15 changes include
substituting ‘FCA’ for ‘FSA’ or inserting ‘appropriate regulator’ when a matter
could be relevant either of the new regulators if a dual regulated firm.

Having said that there are some areas, in addition to any necessary
procedural changes, of change which firms may wish to note.

The general licence granted by the FSA in respect of the use of its logo will
not be carried over to the new regime. As such firms will be restricted in the
ability to use the FCA/PRA logos; changes to SUP 5 will reflect the new
powers of the ‘appropriate regulator’ to itself appoint a skilled person to
provide it with a report; Part 4 A is the new part of FSMA detailing
requirements for permissions to carry on regulated activities so references to
Part IV permission will no longer be relevant (although Part 4A will replicate
the current Part IV with modifications to reflect PRA/FCA so no need for any
actions by firms save to memorise the new term).

The proposed changes to the Handbook can be seen in Appendices 1 to 21 of
the paper, although nearly half of these Appendices merely consist of
‘designation’ of the changes to the FCA and/or PRA. It will have been noticed
that the FSA has been quietly designating Handbook provisions in its
consultation papers e.g. see the article on ‘CASS Update’ in Regulatory
Roundup 43. There are parts of the current Handbook that will not be
adopted by either the PRA or the FCA, details of which can be found in
chapter 12 of the consultation. These are largely transitional or expired
provisions that are no longer relevant but also includes a part of FINMAR.
Although not referenced in the contents, FINMAR 3 (‘Banking Act 2009) will
be deleted in its entirety as it is felt that it adds limited useful information
beyond the Banking Act 2009. As we know, FINMAR 2.2 to 2.4 is already
scheduled for deletion as a result of the changes to the short selling regime
(see Regulatory Roundup 43).

Further regulatory reform consultation papers are promised in the coming
months including changes to Approved Persons/Controlled Functions regime
and changes to the FCA Threshold Conditions guidance.

Comments should reach the FSA by 12 December.
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nervision under the FCA

Useful links:

Clive Adamson speech

Regulatory Roundup 31

Clive Adamson, Director of Supervision, Conduct of Business, gave a speech
at the annual FSA Asset Management Conference on the supervisory
approach that will be adopted by the FCA. Although aimed at the asset
management sector, elements of the speech will be of relevance to all firms.

The audience was reminded of the FCA’s single strategic objective - to protect
and enhance confidence in the UK financial system - which will be delivered
through three operational objectives, including competition, or the lack of it
(see Regulatory Roundup 31 for further details including its six regulatory
principles).

The FCA will move away from a primarily reactive style to being a forward-
looking regulator, including making judgements about firms’ business models,
product strategies and how boards run their business.

Firms will be categorised into four new supervision categories - C1, C2, C3 or
C4 — depending upon impact on consumers and the market. The metrics have
not yet been finalised but C1 firms are likely to be the largest with C4 firms
being smaller with simpler business models; firms should expect a letter in
early 2013 to let them know which category they will be in.

Most firms will also be prudentially regulated by the FCA. Here, firms will be
categorised under three categories — CP1, CP2 or CP3. The latter will include
those firms whose failure is unlikely to have significant impact and will be
supervised on a reactive gone-concern basis.

It is expected that some firms will move to no longer having a dedicated
supervisor, but with more supervisors ready to be deployed to deal with
problems as they arise.

Day to day supervision of firms will be based upon three key pillars: Firm
Systematic Framework (FSF) (based on an analysis of business models and
strategies and an assessment embedded culture); Event Driven (dealing with
emerging issues e.g. whistleblowing allegations); and Issues & Products (driven
by sector analysis). C1 and C2 firms can expect two-year regulatory cycles, with
C3 and C4 firms having their business models evaluated over a four-year cycle.

The intention is not to make an artificial distinction between wholesale and
retail markets in recognition that activities in both markets are connected and
that poor conduct risks can transmit between them. Although wholesale firms
will also be subject to the three supervisory pillars described above, it is likely
that there will be additional wholesale-specific modules for a limited number
of C1 and C2 firms.
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Money Laundering Changes

Useful links:

ML Regs Amendment

Regulatory Roundup 31

HMT Advisory Notice

Regulatory Roundup 42

Useful links:

RDR Guide

HM Treasury advises that the Money Laundering (Amendment) Regulations
2012 will come into force on 1 October 2012 - see Regulatory Roundup 31
concerning the consultation.

The changes are fairly low key but nevertheless firms’ MLROs may wish to
ensure that the amending documentation is filed with their current AML
reference material.

Changes include, but are not limited to, definition of “Financial institution”
(regulation 3); allowing supervisory authorities (e.g. FSA, OFT etc. as defined
in regulation 23) to share information with each other; and amends the “Fit
and proper test” (regulation 28).

On the matter of AML reference material, as will be known FATF recently
issued an updated list of problem jurisdictions (see Regulatory Roundup 42).
Following this, HM Treasury has updated its Advisory Notice. As such, whilst
it does not add much it nevertheless constitutes “advice issued by HM
Treasury about risks posed by unsatisfactory money laundering and terrorist
financing controls in a number of jurisdictions”.

The FSA has published its latest guide on the RDR in response to calls for
help from the industry (and incidentally which reports that firms believe
that implementing the RDR ‘has been a very positive experience’).

Topics covered include, of course, ‘independent advice’ (which will require a
firm to consider the full range of retail products relevant to the client’s risk
appetite); charging structure; and qualifications. The guide also provides links
to further material, including FAQs, and the offer to contact the FSA to
discuss any RDR related matters where firms are still unclear about certain
aspects.
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Regulatory Roundup Archive

Useful links:

Past issues

Searchable archive

Past issues of Complyport’s Regulatory Roundup are available to view using
the link provided.

You can access a searchable version of our Regulatory Roundup archive by
clicking on the link.

The Regulatory Roundup archive allows search in three modes: by topic; by
issue number; or by text search.

If you are using the text search for more than one word or a consecutive
phrase the use of “ “ will help speed your search e.g. a search for “regulatory
fees” will ensure that only articles that contain that term are found (rather
than articles containing the words ‘regulatory’ and/or ‘fees’).

Please note that there is a small time-delay between the publication of the
latest Regulatory Roundup and its availability in the searchable archive.
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If any of the topics
discussed above raise
questions or a need for
guidance or support,
please feel free to contact

Peter Carlisle

Or for details of any other
of Complyport’s services,
please contact Jon

Wedgbury

Complyport is always
interested to receive
feedback and general
comments on either the
Regulatory Roundup or
the Complyport website.
Comments can be sent to
info@complyport.co.uk
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The Complyport Regulatory Roundup is provided for information purposes
only and represents a summary of the above subjects. It is not intended to
offer a legal opinion, advice or recommendation as to future action and it
is provided solely as a discussion document. © Complyport Ltd
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Limited Company registered in ENGLAND with Registered Office at
Devonshire House, 1 Devonshire Street London. W1W 5DR.

This Regulatory Roundup is for the named person's use only. It serves
purely for information purposes, and is not an offer or financial promotion.
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