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2.17 Recognition requirements relating
to the default rules of UK RIEs

2.17.1 The text of part of regulation 3 (Interpretation) of and Parts Il and IV of the
Schedule to the Recognition Requirements Regulations is set out below.

2.17.1A Regulation 3 (Interpretation) of the Recognition Requirements Regulations:

..."default fund" means the sum of the default fund contributions by the
members or designated non-members of a [recognised investment exchange]
to that exchange or by one [recognised investment exchange] to another or
by the members of a [recognised clearing house] to that clearing house or by
one [recognised clearing house] to another to the extent those contributions
have not been returned or otherwise applied;

"default fund contribution" has the same meaning as in[section 188(3A)| of
the Companies Act [1989];"...

2.17.2 Schedule to the Recognition Requirements Regulations, Part Il
Paragraph 10 (Default rules in respect of market contracts)

(1) The [UK RIE] must have default rules which, in the event of a mem-
ber of the [UK RIE] being or appearing to be unable to meet his ob-
ligations in respect of one or more market contracts, enable action
to be taken in respect of unsettled market contracts to which he is
party.

(2) The [default rules] may authorise the taking of the same or similar
action in relation to a member who appears to be likely to become
unable to meet his obligations in respect of one or more market
contracts.

(3) The [default rules] must enable action to be taken in respect of all
unsettled market contracts, other than those entered into for the
purposes of or in connection with the provision of clearing services
for the [UK RIE].

(4) Sub-paragraph (5) applies where the exchange has arrangements
for transacting business with, or in relation to common members
of, a [recognised clearing house] or another [recognised investment
exchangel.

(5) A [UK RIE] must have [default rules] which in the event of the clear-
ing house or the investment exchange being or appearing to be un-
able to meet its obligations in respect of one or more [market con-
tracts], enable action to be taken in respect of unsettled [market
contracts] to which that person is a party.

Paragraph 11 (Content of rules)
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(1) IIJ:_iﬁ,graph applies as regards contracts falling within
155(2)(a)

|of the Companies Act [1989].
The [default rules] must provide -

(@) for all rights and liabilities between those party as principal
to unsettled market contracts to which the defaulter is party
as principal to be discharged and for there to be paid by one
party to the other such sum of money (if any) as may be de-
termined in accordance with the [default rules];

(b) for the sums so payable in respect of different contracts be-
tween the same parties to be aggregated or set off so as to
produce a net sum; and

(c) for the certification by or on behalf of the [UK RIE] of the
net sum payable or, as the case may be, of the fact that no
sum is payable.

The reference in sub-paragraph (2) to rights and liabilities between
those party as principal to unsettled market contracts does not in-
clude rights and liabilities -

(a) in respect of margin; or
(b) arising out of a failure to perform a market contract.

The [default rules] may make the same or similar provision, in rela-
tion to [designated non-members] designated in accordance with
the procedures mentioned in sub-paragraph (5), as in relation to
members of the [UK RIE].

If such provision is made as is mentioned in sub-paragraph (4), the
[UK RIE] must have adequate procedures -

(@) for designating the persons, or descriptions of person, in re-
spect of whom action may be taken;

(b) for keeping under review the question which persons or de-
scriptions of person should be or remain so designated; and

(c) for withdrawing such designation.
The procedures must be designed to secure that -

(a) a person is not, or does not remain, designated if failure by
him to meet his obligations in respect of one or more mar-
ket contracts would be unlikely adversely to affect the opera-
tion of the market; and

(b) a description of persons is not, or does not remain, desig-
nated if failure by a person of that description to meet his
obligations in respect of one or more market contracts
would be unlikely adversely to affect the operation of the
market.

The [UK RIE] must have adequate arrangements -

(a) for bringing a designation or withdrawal of designation to
the attention of the person or description of persons con-
cerned; and

(b)  where a description of persons is designated, or the designa-
tion of a description of persons is withdrawn, for ascer-
taining which persons fall within that description.

Paragraph 12 (Content of rules)

(1 his paragraph applies as regards contracts falling within
155(2)(b)| or |(c)]of the Companies Act [1989].

The [default rules] must provide -
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(a) for all rights and liabilities of the defaulter under or in re-
spect of unsettled market contracts to be discharged and for
there to be paid by or to the defaulter such sum of money

(if any) as may be determined in accordance with the
2 [default rules];

(b) for the sums so payable by or to the defaulter in respect of
different contracts entered into by the defaulter in one capa-
city for the purposes of|section 187|of the Companies Act
[1989] to be aggregated or set off so as to produce a net
sum;

(bb) if relevant, for that sum to be aggregated with, or set off
against, any sum owed by or to the investment exchange by
or to AP under an indemnity given or reimbursement or sim-
ilar obligation in respect of a margin set off agreement in
which the defaulter chose to participate so as to produce a
net sum;

(c) for the net sum referred to in [(2)](b) or, if relevant, the net
sum referred to in [(2)](bb) -

(i) if payable by the defaulter to the exchange, to be set
off against -

(aa) any property provided by or on behalf of the de-
faulter as cover for margin (or the proceeds of realis-
ation of such property);

(bb) to the extent (if any) that any sum remains after
set off under (aa), any default fund contribution pro-
vided by the defaulter remaining after any applica-
tion of such contribution;

(ii) to the extent (if any) that any sum remains after set
off under (i), to be paid from such other funds, includ-
ing the default fund, or resources as the exchange
may apply under its default rules;

(iii)  if payable by the exchange to the defaulter, to be ag-
gregated with -

(aa) any property provided by or on behalf of the de-
faulter as cover for margin (or the proceeds of realis-
ation of such property);

(bb) any default fund contribution provided by the de-
faulter remaining after any application of such contri-
bution; and

(d) for the certification by or on behalf of the [UK RIE] of the
sum finally payable or, as the case may be, of the fact that
no sum is payable.

(2A) In sub-paragraph (2), "margin set off agreement” means an agree-
ment between the exchange and AP permitting any eligible posi-
tion to which the Participant Member is party with the exchange
and any eligible position to which the Participant Member is party
with AP to be taken into account in calculating a net sum owed by
or to the Participant Member to either the exchange or AP and/or
margin to be provided to, either or both, the exchange and AP.

(2B) In sub-paragraph (2) -

"AP" means a [recognised clearing house] or another [recognised
investment exchange] of whom a Participant Member is a member;

"eligible position" means any position which may be included in
the set off calculation;

"Participant Member" means a person who
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(a) is a member of the exchange;
(b) is a member or participant of AP; and

(c) chooses to participate, in accordance with the rules of the ex-
change, in such agreement. 2

(2C) The property, contribution, funds or resources referred to in (2)(c),
against which the net sum is to be set off (or with which it is to
be aggregated) are subject to any unsatisfied claims arising out of
the default of a defaulter before the default in relation to which
the calculation is being made.

(3) The reference in sub-paragraph (2) to the rights and liabilities of a
defaulter under or in respect of an unsettled market contract in-
cludes (without prejudice to the generality of that provision)
rights and liabilities arising in consequence of action taken under
provisions of the [default rules] authorising -

(a) the effecting by the [UK RIE] of corresponding contracts in
relation to unsettled market contracts to which the de-
faulter is party;

(b) the transfer of the defaulter's position under an unsettled
market contract to another member of the [UK RIE];

(c) the exercise by the UK RIE of any option granted by an un-
settled market contract.

(4) A "corresponding contract" means a contract on the same terms
(except as to price or premium) as the market contract but under
which the person who is the buyer under the market contract
agrees to sell and the person who is the seller under the market
contract agrees to buy.

(5) Sub-paragraph (4) applies with any necessary modifications in rela-
tion to a market contract which is not an agreement to sell.

(6) The reference in sub-paragraph (2) to the rights and liabilities of a
defaulter under or in respect of an unsettled market contract does
not include, where he acts as agent, rights or liabilities of his aris-
ing out of the relationship of principal and agent.

Paragraph 12A (Content of rules)

The rules of the [UK RIE] must provide that, in the event of a default,
any default fund contribution provided by the defaulter shall only be
used in accordance with paragraph 12(2)(c)(i) or (ii).

Paragraph 13 (Notification to other parties affected)
The [UK RIE] must have adequate arrangements for ensuring that -

(a) in the case of unsettled market contracts with a defaulter
acting as principal, parties to the contract are notified as
soon as reasonably practicable of the default and of any de-
cision taken under the [default rules] in relation to contracts
to which they are a party; and

(b) in the case of unsettled market contracts with a defaulter
acting as agent, parties to the contract and the defaulter's
principals are notified as soon as reasonably practicable of
the default and of the identity of the other parties to the
contract.

Paragraph 14 (Cooperation with other authorities)

The [UK RIE] must be able and willing to cooperate, by the sharing of in-

formation and otherwise, with the Secretary of State, any relevant office-
holder and any other authority or body having responsibility for any mat-
ter arising out of, or connected with, the default of a member of the [UK
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RIE] or any [designated non-member] or the default of a [recognised clear-
ing house] or another [recognised investment exchange].

[deleted]
2.17.4 [deleted]
2.17.5 [deleted]
2.17.6 The |Companies Act 1989|contains provisions which protect action taken by a

UK recognised body under its default rules from the normal operation of
insolvency law which might otherwise leave this action open to challenge by
a relevant office-holder.
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