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Introduction
The law on the inolvenc of financial ervice firm i changing. Although
thee firm can and do ecome inolvent, their importance to the proper
functioning of financial market mean that pecial rule hould appl.
Accordingl, the Financial Conduct Authorit and HM Treaur implemented,
and are now in the coure of amending, econdar legilation and regulation
with the aim of enuring that thee firm wind down, or are recued, in wa
that promote the oundne of the financial market.

Thee rule have a direct e�ect on how much mone client recover in
inolvenc proceeding in repect of invetment firm. However, while the
current rule have een ueful, ome high profile cae have hown there i
room for improvement. Here, we explain the pre-exiting rule, the prolem
o far, and the mot notale change on the horizon.

In 2016, the FCA pulihed Dicuion Paper DP 16/2: CA 7A & the pecial
Adminitration Regime Review, and in Januar 2017 it pulihed Conultation
Paper CP 17/2 on the ame uject, which contain draft amended rule to e
implemented  the propoed Client Aet (Client Mone and Cutod
Aet Ditriution and Tranfer) Intrument 2017. Meanwhile, HM Treaur in
2016 pulihed Reform to the Invetment ank pecial Adminitration Regime
and draft delegated legilation, which on 8 Feruar 2017 wa approved 
Parliament: The Invetment ank (Amendment of Definition) and pecial
Adminitration (Amendment) Regulation 2017, which i expected to come
into force imminentl. Thee pulication and intrument follow a review in
2011  Peter loxham puruant to the anking Act 2009.

CASS
The tarting-point i the FCA’ Client Aet ourceook (‘CA’), which
comprie rule made under a power granted to the FCA  the Financial
ervice and Market Act 2000. CA impoe dutie on firm that have
profound e�ect on inolvenc, mainl  precriing rule for the holding of
client’ mone and financial intrument with a view to enuring that the
remain outide the firm’ general etate and, therefore, are not availale to
general creditor.

Firt, a firm i required to regiter legal title to financial intrument that it
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hold for a client in the name of the client or – more likel – in the name of a
nominee compan (unle an exception applie). The legal e�ect (auming
the firm complie with the rule) i that the intrument in principle ought not
to e part of the firm’ general etate in the event of an inolvenc.

econdl, client’ mone – compried for intance of income derived from
financial intrument held (e.g. dividend pament from hare or profit from
elling intrument) – i protected in pecial wa. Under the default rule of
nglih law, there would e a rik that, on the firm’ inolvenc, client would
have to prove like everone ele to otain a ditriution (e.g. in the event that
a trut of that mone were not properl contituted or in the event of a
hortfall), with the uual danger of incomplete recover.

A principal ojective of CA i to mitigate thi rik  impoing a tatutor
trut on client’ mone received or held  mot firm that trade or hold
financial intrument. (Di�erent rule appl for regular depoit-taking 
ank, not dicued here.)

The CA tatutor trut (CA 7.17) and the Client Mone Ditriution rule
(CA 7A) mean that on the firm’ inolvenc, whatever client mone it hold
hould not e part of the general etate. Intead, all client’ mone held 
the firm i pooled on the commencement of an inolvenc proceeding and i
held on trut onl for client, uch that each client can make a claim on that
client mone pool (and, in certain circumtance, u-pool).

Thi mean that on a firm’ inolvenc, there are e�ectivel two di�erent
etate: the ‘client mone etate’ compriing the client mone pool (againt
which onl client can claim); and the ‘general etate’ (againt which all
creditor, including client (e.g. in repect of hortfall cae), can prove).

The Special Administration Regime
CA i clearl ueful in afeguarding client’ mone and intrument.
However, the entr into adminitration of the American invetment ank
Lehman rother – which did a great deal of uine from it UK hu –
demontrated that CA wa deficient in a numer of ke repect.

Depite the hope that client would regain their mone and intrument
quickl and e�icientl, the Lehman rother court cae demontrated that
the proce had the potential in complex cae to e protracted and cotl.
The CA regime aume compliance with the rule and Lehman rother
had not complied in a numer of wa, including through failure to
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egregate for all it client in accordance with the rule and unatifactor
record having een kept while the firm wa a going concern. A a reult,
there were di�icult legal argument aout a numer of complex quetion,
including, mot ignificantl, what mone compried the client mone trut
and which client were entitled to it.

The conenu following the collape of Lehman rother wa that
adminitration under Part II of the Inolvenc Act 1986 wa not fit for purpoe
for financial ervice firm. To cure thee defect, the Treaur enacted the
Invetment ank pecial Adminitration Regulation 2011 (‘the AR’)
puruant to it rule-making power under the anking Act 2009. The AR
work alongide and interact with CA.

The AR created a epoke adminitration regime for invetment firm.
Depite the ue of the phrae ‘invetment ank’ in the AR, the AR pread
it net wide, encompaing mot firm that allow client to trade intrument
or that hold intrument for client. o, for intance, an online trading
platform that meet the definition of an invetment ank will e covered
(although depoit-taking  ank i not).

The AR implemented everal change to a tandard adminitration under
Part II of the Inolvenc Act 1986 (which incorporate  reference chedule
1 to the Act). It ha di�erent tatutor ojective, namel:

a. return of client mone and intrument a oon a i reaonal
practicale;

. engagement with market infratructure odie and regulator in a timel
fahion; and

c. recue of the firm or liquidation.

The AR adminitrator alo have pecial power, uch a more
ophiticated ar date for the return of client intrument (or their value),
and power to diclaim onerou propert (which i normall a power
reerved to liquidator).

There have een everal AR adminitration, uch a thoe for MF Gloal
and Worldpread. While the AR and CA have een ueful, there i till
room for improvement. elow we explain the prolem, and the propoed
olution et out in the aove-mentioned pulication, propoed CA
amendment and amended AR.
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Valuation of claims
The valuation of claim i changing, which will have a major e�ect on how
much client can recover. Currentl, a client’ entitlement to CA client
mone i calculated at the date of the entr into the AR. Thi i contrar to
the ‘hindight principle’ under general inolvenc law, where more accurate
valuation at a uequent date can e ued  an inolvenc o�ice-holder
to value a claim.

In the MF Gloal AR litigation, man client entered into contract with the
firm in which the client took a long or hort market poition. Man of thee
contact remained open at the date of entr into the AR. uequentl,
thoe market poition were liquidated, at higher price. The profiting client
wanted to rel on the hindight principle to make claim for the higher price.
If the had een ucceful, the would have een ale to increae their
claim  $59 million againt the client mone pool. The High Court held,
however, that the hindight principle did not appl.  

The FCA i propoing to change the CA valuation o that the hindight
principle applie to cleared open margined tranaction,  inerting a new
rule, CA 7A.2.5R(-2). Thi eem fairer, and alo hould reduce tactical
deciion  client to make additional claim in the general etate, where
the hindight principle doe appl.

Recovery of interest
The mone in the client mone pool doe not attract interet. Thi i in
contrat to claim againt the general etate, where tatutor interet
accrue at 8% (eing the rate applicale under the Judgment Act 1838).

In the Lehman rother adminitration – where, unuuall, the ank
ultimatel wa ale to pa all it det to third part creditor – thi created a
poile anomal. A client who made a claim againt the client mone pool
wa denied interet. However, it i at leat arguale that the ame client
could intead umit a ‘normal’ unecured claim againt the general etate in
the adminitration, which would include tatutor interet (which, in ome
cae, amounted to man million of pound). Thee are complex quetion,
till to e reolved, aout whether it i poile a a matter of inolvenc law
for a client to urrender it client mone claim in thi wa and e�ectivel “opt
in” to a claim againt the general etate (not leat ecaue of the likel
e�ect vi-à-vi other creditor in a normal cae).
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Irrepective, uch iue have the potential to caue utantial dela to the
adminitration ecaue ome client ma eek to wait and ee whether the
general etate will pa out more than the client etate.

To reduce the potential dela, the amended AR reg.10I provide that a claim
in the general etate will onl pa interet on the part of the det not
recoverale from the client mone pool. Thi eem oth fairer and more
e�icient.

Bar dates and speed of distribution
The original AR contain a ar date allowing the adminitrator to ditriute
client intrument on the ai of claim actuall received  a given date.
An client who mie the ar date can make a late claim againt remaining
aet, ut cannot claim againt intrument alread ditriuted in good
faith. Thi proce i helpful for enuring prompt ditriution to client.

However, the original AR ha ome prolem. Firt, the ar mechanim
applie onl to client intrument, not client mone. econdl, the mechanim
doe not allow the client etate to e cloed completel.

The amended AR reg 12A-12 will allow ar date for client mone, and
create a hard ar date, after which an remaining aet can e moved to the
general etate, and the client etate can e cloed completel. Thi hould
help enure that the adminitrator do not incur cot of maintaining the
client etate at a time when it i unlikel that anone further will make a claim
againt it. To enure client are given reaonale notice of the hard ar date,
the FCA i propoing amendment to CA at 6.7.2R-6.7.7R and 7A.2.6AR-
7A.2.6R.

 contrat, a previou uggetion to allow a peed return of ome client
mone and intrument aed on the ook and record of the firm at the
time of inolvenc ha not een taken forward. The aim wa to enure that
ome aet were returned promptl. However, the FCA and the Treaur
conider there to e too man rik (including that the record are
inaccurate) o that the client who have genuine entitlement do not receive
ditriution. Thi eem enile, on the ai that it i commonl the cae
that a compan which i nearing inolvenc ha not een full compliant with
certain requirement, including in relation to record-keeping and egregation.

Tracing claims
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ecaue client mone i held under a trut, if mone that hould e in the
client mone pool ha een tranferred to the firm’ own or “houe” account
(ometime referred to – confuingl, from the perpective of nglih trut
law – a “proprietar” account), the client mone etate ma have a claim
againt the general etate for reach of trut, and eek to identif (or ‘trace’)
the mone. (The overe poition i that the general etate ma alo have a
claim for recover of mone that erroneoul entered the client mone
etate.) When faced with uch iue, adminitrator ma eek to reolve the
competing claim  appling to court, not leat ecaue doing o will help
protect them from future challenge  aggrieved creditor or client.

The FCA i conidering whether to create a et of rule to replace tracing or
to allow uch ettlement to take place without a court order. An oviou
advantage of uch a rule would e to ave cot, ut the rule would need to
have afeguard to enure that the value of the tracing claim, which ma well
run to man million of pound, i ettled at a fair value. xactl how thi
would work remain undecided and, a with valuation iue in inolvenc
cenario more generall, it i unlikel to e traightforward. A partial olution
ma however e provided  amended AR reg.10H, which HM Treaur ha
implemented to allow an adminitrator to top up client mone hortfall from
a firm’ own account a part of a final reconciliation that ha not taken place
ut would have een due efore the entr into adminitration.

Transfer of positions
The Treaur and the FCA are alo implementing a mechanim to allow the
client mone pool and client intrument to e tranferred from a failing firm
to a di�erent, olvent firm. The amended AR reg.10 et out a mechanim
for thi in the form of a novation of contract en loc  operation of law (i.e.
without client conent eing a prerequiite to uch novation proceeding and
overriding an retriction on tranfer in the underling contractual
document).

It i alo eing propoed that CA will e amended o that the client mone
pool could e tranferred (currentl poile onl in limited circumtance):
ee the propoed amended CA 7A.2.4R(4). Thee propoal have road
parallel in the long-tanding rule in the United tate for inolvencie of
rokerage firm, under the ecuritie Invetor Protection Act 1970.

In 2016, the FCA had propoed that the entire client mone pool rather than
part onl hould e tranferred. Thi wa to avoid a cenario where client
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mone to which certain client’ entitlement relate i tranferred to a new
firm to the detriment of other client, whoe entitlement would remain owed
 the failed firm. In Januar 2017, the FCA in CP 17/2 amended it propoal
o that a tranfer of a client’ (or ome client’) entitlement to the client
mone pool would e allowed a long a other client would not receive le
than the would otherwie receive. Thi hould allow more flexiilit for
inolvenc o�ice-holder to e�ect uine tranfer involving client mone,
o long a the pro-rated nature of entitlement on the pooling of client mone
i not ditured.  

A tranfer mechanim i to e welcomed ecaue in appropriate cae it
hould provide continuit for client  minimiing the diruption caued 
the invetment firm’ failure and ma help minimie the rik of dipute that
might otherwie arie. However it remain to e een how often it will e
capale of eing invoked in practice, particularl where the failed firm’
record are poor or incomplete, or if there i a rik of the remaining client
receiving a leer ditriution ecaue of a partial tranfer. Furthermore,
experience in cae uch a Lehman and MF Gloal ugget that it ma e
prolematic for reponile inolvenc o�ice-holder in larger inolvencie to
reach a concluive determination aout the impact of an partial tranfer on
the remaining client, which i likel to erve a a diincentive to e�ecting
uch a tranfer.

Costs
The poition to date ha een that the cot of adminitering the client etate
are orne  the client etate, which reduce actual ditriution to client.
The Treaur and the FCA intend that cot incurred a a reult of reache
of CA hould e orne  the general etate (a reflected in amended AR
reg.19A(4)). Thi certainl increae client protection, although the e�ect i
that the ditriution to general creditor could e ignificantl reduced. The
AR alo give the court a dicretion to allow client to recover their own
cot from the general etate (reg.12F).

Conclusion
The imminent AR amendment and the propoed CA change dicued
aove are to e welcomed; for the mot part, the eek to trike a fair
alance etween client and other creditor, and the hould peed up the
proce of return of client mone and intrument in the event of a firm’
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failure.

Neverthele, ome iue are merel eing conidered, and remain
undefined. Furthermore, the reported court cae ugget that the prevailing
uncertaintie around the cope of the rule a the tand – and the likel
tet that will face the new rule, once enacted – will ring further complex
litigation in the future on the interpretation and application of CA and the
AR. Indeed, CP 17/2 acknowledge the poiilit of future litigation relating
to the tpe of claim that a firm’ client can ring following the failure of the
firm. For thee reaon, the change, while welcome, are unlikel to e the
lat word on the interaction and croover etween inolvenc, propert and
trut law and financial ervice-related legal and regulator iue.

Mark Cragg i a partner at Norton Roe Fulright LLP pecialiing in
retructuring and inolvenc. He advied the trutee for the liquidation of
Lehman rother’ U roker-dealer on client mone iue ariing in the UK,
including in the upreme Court appeal. amon panier i an aociate at
Norton Roe Fulright LLP pecialiing in financial ervice litigation.
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