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INTRODUCTION

1. La session finale de la Conférence diplomatique pour I'adoption d'une Convention sur les
reégles de droit matériel applicables aux titres intermédiés (/la Convention), tenue a Genéve du 5 au
9 octobre 2009, a adopté la Convention et établi un Comité sur les marchés émergents et les
questions de suivi et de mise en ceuvre (ci-apres le Comité) pour aider a la promotion et la mise en
ceuvre nationale de la Convention.

2. Puis I'Assemblée Générale d’UnIDRroIT, lors de sa 65°™ session, en 2009, a inclus les
travaux en vue de la préparation d’un Guide |égislatif contenant des Principes et des Régles visant
a améliorer les transactions de titres sur les marchés financiers émergents au Programme de
travail d’UniprorT (UNIDROIT 2009 — AG (65) 10). Le Conseil de Direction, lors de sa 89%™ session
(Rome, 10-12 mai 2010), a pris note des mesures prévues par le Secrétariat en vue de la
préparation du Guide, mais en allouant une priorité moyenne/basse a ces travaux en attendant
I'achevement des Principes en matiere de résiliation-compensation.
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3. Suite a l'adoption des Principes concernant |'applicabilité des clauses de résiliation-
compensation lors de sa 92°™ session, le Conseil de Direction a modifié la priorité attribuée a
I’élaboration du Guide |égislatif en la portant de moyenne/basse a moyenne. Cette décision a été
approuvée par I’Assemblée Générale lors de sa 72°™ session (Rome, 5 décembre 2013) qui a
maintenu le projet au Programme de travail de I’Organisation pour la période triennale 2014-2016
avec ce degré de priorité plus élevé (UNIDROIT 2013 - A.G. (72) 4).

I. TRAVAUX PREPARATOIRES ET REUNIONS DU COMITE

4, Depuis la Conférence diplomatique, le Comité s’est réuni a trois reprises. La premiére
réunion s’est tenue au siége d’UNIDROIT a Rome (6-8 septembre 2010), la deuxiéme a Rio de
Janeiro (27-28 mars 2012) et la troisieme a Istanbul (11-13 novembre 2013).

5. Le Secrétariat avait préparé avant la premiére réunion du Comité un projet de “Kit en vue
de I'adhésion” - une premiére étape vers |'élaboration d’un Guide |égislatif sur des Principes et des
Regles visant a améliorer les transactions de titres sur les marchés financiers émergents (UNIDROIT
2010 - S78B/CEM/1/Doc. 3) - ayant pour but de conseiller les pays qui ratifient la Convention de
Geneve sur les titres sur la meilleure facon de I'incorporer et de l'intégrer a leur systeme juridique
interne.

6. Lors de la premiére réunion, le Comité a décidé de diviser le document provisoire en deux
documents distincts. La partie explicative a l'attention des Etats et des Organisations régionales
d’intégration économique sur le systéme des déclarations en vertu de la Convention est devenue
en fin de compte un document d’UNIDROIT en tant que Dépositaire de la Convention (UNibroiT 2011
- DC11/DEP/Doc. 1 rév.). L'autre partie contenant des références a des sources de droit en dehors
de la Convention a été soumise au Comité avant sa réunion a Rio de Janeiro comme base
éventuelle pour les travaux a venir sur le futur Guide |égislatif (UniproiT 2011 - S78B/CEM/2/Doc.
2).

7. Lors de la deuxiéme réunion, le Comité a discuté, entre autres, de la portée éventuelle du
Guide législatif, de son contenu et de sa structure. Le Comité a souligné l'importance de formuler
des principes centrés sur des aspects de droit privé concernant la négociation des valeurs
mobiliéres mais les participants ont indiqué que vu la complexité du sujet, un examen ultérieur et
une étroite coordination avec d’autres aspects (y compris les dispositions réglementaires) et
d’autres organisations seraient nécessaires. Il ressortait des contributions recues que le futur Guide
ne devrait pas étre un texte de loi uniforme, mais simplement un document exposant les
différentes options sur un certain nombre de questions fondamentales en matiere de négociation
des valeurs mobilieres en général, et facilitant une bonne mise en ceuvre de la Convention. Le
Comité a constitué un groupe de travail informel pour rédiger une proposition sur ces questions a
présenter a la prochaine réunion du Comité.

8. Lors de la troisieme réunion, le Comité a centré ses travaux sur la portée et la structure du
Guide |égislatif et a discuté le projet de plan annoté présenté par le Secrétariat (UnipbroiT 2013 -
S78B/CEM/3/Doc. 2). Préparé en consultation avec le groupe de travail informel, ce document
couvrait I'ensemble des sujets de droit privé et de droit public se rapportant a la négociation des
valeurs mobilieres dans les marchés émergents. Il entendait présenter au Comité un cadre complet
des questions de droit privé transactionnel, ainsi que de droit public et réglementaire, duquel
pouvoir extraire les aspects que le Guide législatif devrait couvrir. Pour restreindre le contenu
prévu pour un projet initial, un groupe d’Etats a présenté une proposition centrée essentiellement
sur des aspects de droit privé, mais qui contenait quelques aspects réglementaires en rapport
direct avec les opérations entre les parties. Le Comité a accepté par consensus la proposition qui
prévoyait trois sections importantes (voir UniDroIT 2015 - C.D. (94) 6, Annexe 1, en anglais



UNIDROIT 2016 — C.D. (95) 6 rév. 3.

seulement) qui serviraient de base pour établir la portée du Guide législatif et organiser le contenu
et la structure du projet initial.

II. ETAT DU PROJET

9. Aprés la troisiéme réunion du Comité, le Conseil de Direction, lors de sa 93°™ session
(Rome, 7-10 mai 2014), a exprimé son appréciation pour le travail réalisé jusqu’alors pour
préparer le Guide |égislatif, et ce malgré la pénurie de personnel. Bien que le projet ait subi des
retards, les travaux avaient repris en automne 2014 avec l'arrivée des nouveaux membres du
personnel et le recrutement d’un expert chargé de préparer un projet initial de Guide législatif. Lors
de sa 94°™ session (Rome, 6-8 mai 2015), le Conseil de Direction a pris note des activités menées
ainsi que du calendrier prévu pour une réunion du Comité début 2016. Toutefois, aprés cette
session, le projet n’avait pu étre terminé par I'expert consultant comme prévu. En ao(t 2015, la
préparation a été reprise en interne au Secrétariat qui a opté pour la convocation d’'un groupe
restreint informel d’experts chargé de I’élaboration et de I'examen d'un premier projet du Guide
|égislatif.

A. Le groupe informel d’experts

10. Le groupe informel d’experts est présidé par M. Hideki Kanda (Professeur de droit,
Université Gakushuin) et est composé de M. Philippe Dupont (Associé, Arendt & Medernach), Mme
Dorothee Einsele (Professeur de droit, Université de Kiel), M. Francisco J. Garcimartin Alférez
(professeur de droit, Universidad Autonoma de Madrid), M. Thomas Keijser (Senior Researcher,
Université Radboud), Mme Maria Chiara Malaguti (professeur de droit, Université catholique du
Sacré-cceur), M. Charles W. Mooney, Jr. (professeur de droit, Université de Pennsylvanie), et M.
Luc Thévenoz (professeur de droit, Université de Genéve).

11. Ce groupe informel d’experts s’est réuni pour la premiéere fois au siege d’UNIDROIT les 23 et
24 octobre 2015 et a examiné un projet partiel initial, organisé en quatre parties: a) le contexte de
I’émergence de titres intermédiés, des modeles de détention actuels, et I'incertitude juridique et le
risque systémique; b) une vue d’ensemble de la Convention de Geneve sur les titres; c) les
principes et regles, organisés par participant au marché - titulaire du compte, intermédiaire, et
preneur de garantie - et couvrant les références de la Convention au droit non conventionnel, a la
loi applicable, etc.; et d) d’autres questions. Lors de cette réunion informelle, le Secrétariat a
obtenu la contribution d’experts sur diverses questions, y compris la portée, la structure et le
contenu du Guide proposés, ainsi que sur l'organisation des travaux futurs sur le projet initial, en
vue de son achévement a la mi 2016. Une vidéoconférence de suivi a eu lieu le 16 novembre 2015
et un plan révisé du projet initial a été convenu, et chaque expert a accepté d'étre responsable de
certaines parties (voir I'annexe 1), qui devaient étre rédigées et soumises au Secrétariat début
janvier 2016.

12. Une fois ces projets individuels complétés, ils ont été combinés en un seul document par le
Secrétariat et distribué aux membres du groupe informel d’experts en février 2016. Une autre
vidéoconférence a eu lieu le 7 mars 2016 pour partager des commentaires initiaux sur le projet
combiné et de déterminer la meilleure fagcon de procéder avant la prochaine réunion du groupe les
16 et 17 mai 2016. Il a été convenu que les experts s’efforceraient de fournir des commentaires
sur le projet combiné fin mars 2016, reverraient leurs contributions respectives a la lumiéere des
commentaires regus et des discussions au cours de la vidéoconférence, d’ici fin avril 2016, en vue
de I"élaboration d’un projet révisé qui serait distribué avant la prochaine réunion du groupe a Rome
les 16 et 17 mai 2016.
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B. Le projet de Guide législatif actuel

13. Au moment de la rédaction du présent document, le projet de Guide législatif entend (1)
améliorer le cadre juridique applicable aux titres intermédiés en fournissant des orientations aux
Etats a envisager lors de I'établissement d’'un systéme de détention des titres intermédiés ou de
I’évaluation du systéme existant; et (2) promouvoir |'adoption et la mise en ceuvre de la
Convention. Comme indiqué dans la version actualisée du plan qui figure a I'Annexe 1, ainsi que
dans I’ébauche du projet initial de Guide |égislatif qui figure a I’Annexe 2 (en anglais seulement), le
Guide est actuellement structuré en neuf parties qui sont les suivantes:

. la Partie I donne un apercu des titres intermédiés, décrivant leur origine et
développement, et présentant les divers modéles de systéemes de détention de titres
intermédiés, y compris le modéle de propriété individuelle, le modéle de copropriété, le
modeéle du trust (fiducie), le modéle d’un droit sur un actif financier et le modéle contractuel;

. la Partie II décrit brievement la Convention de Genéve sur les titres, y compris son
objectif de limiter lincertitude et le risque juridique, son approche fondamentale
d’harmonisation fonctionnelle, et le réle important du droit non conventionnel;

. les Parties III-VII identifient les principes et les régles clés susceptibles d’accroitre les
transactions et expliquent leur interaction avec le droit non conventionnel ainsi que divers
exemples de modeéles de ce droit, notamment en résumant les principales regles de la
Convention et, si nécessaire, en discutant des choix a faire par déclaration, des questions a
résoudre ou a clarifier par le droit non conventionnel, et des questions non mentionnées
dans la Convention;

. la Partie VIII donne un apergu des aspects de conflit de lois; et

. la Partie IX donne un apercu de la mise en ceuvre de la Convention de Genéve sur les
titres intermédiés et de sa relation avec d’autres instruments internationaux.

C. Prochaines étapes

14. Comme indiqué plus haut, le groupe informel d’experts prévoit de se réunir pour la seconde
fois a Rome, les 16 et 17 mai 2016. Un projet révisé du Guide |égislatif, mis a jour a la lumiére des
commentaires et des révisions des experts regus fin avril 2016, a été transmis au groupe le 9 mai
2016 (voir Annexe 2 - en anglais seulement).

15. Lors de cette réunion, le groupe devrait, entre autres, examiner le projet révisé en détail et
apporter la contribution d’experts au Secrétariat concernant la collecte d’exemples et d’options,
comme les textes |égislatifs et réglementaires ou des descriptions, de divers systémes de détention
intermédiée pour offrir aux Etats des conseils pour établir un systéme de détention de titres
intermédiés ou pour évaluer un systeme existant.

16. Aprées cette réunion, dés qu’un projet révisé - mis a jour sur la base des commentaires
regus - sera prét, il est prévu que ce projet sera ensuite distribué pour (a) examen au sein du
Comité, en particulier le groupe de travail informel qui avait été mis en place pour travailler sur le
projet lors de la réunion du Comité a Rio de Janeiro, ensuite complété a la réunion d’Istanbul, et
comprenant actuellement les co-présidents du Comité, le Brésil et la Chine, ainsi que I’Afrique du
sud, I’Allemagne, les Etats-Unis d'Amérique, la Fédération de Russie, la France, I'Italie, le Japon et
la Suisse; et (b) une vaste consultation et collaboration avec d’autres organisations et parties
intéressées afin de solliciter leurs commentaires et suggestions. En outre, le Secrétariat envisage
également la transmission du projet au sein du réseau des correspondants d’UniproiT afin de
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demander des suggestions d’exemples et d'options de la plus grande variété de systémes de
détention de titres intermédiés possibles.

17. En effet, compte tenu des progrés importants réalisés a ce jour et attendus dans un proche
avenir sur le projet de Guide législatif, la convocation d’une quatrieme réunion du Comité dans son
ensemble pourrait bientét étre justifiée. Comme ce fut le cas pour les réunions précédentes du
Comité, le Secrétariat proposerait qu’elle commence par un Colloque sur le droit des marchés
financiers auquel les organisations non gouvernementales et les acteurs du secteur privé seraient
également invités.

18. Aprés le Colloque, le Comité se réunirait a nouveau pour examiner les points inscrits a son
ordre du jour. A cette époque, il est prévu que le Comité examinerait I'accueil donné a la
Convention dans divers pays, y compris les développements connexes, étudierait en détail la
derniére version du Guide législatif et discuterait des propositions pour le suivi des activités
promotionnelles et les éventuels travaux futurs d’UnipbroiT dans le domaine des marchés de
capitaux. Cela comprend |I'examen des activités de promotion pour la Convention et les Principes
en matiére de résiliation-compensation. On espére que la quatriéme réunion du Comité pourra étre
convoquée, soit dans un Etat au marché émergent soit au siege d’UNIDROIT & Rome, vers janvier
2017.

ACTION DEMANDEE

19. Le Secrétariat invite le Conseil de Direction a prendre note des activités entreprises par le
Secrétariat, y compris les mesures prises pour élaborer un Guide Iégislatif contenant des Principes
et des Régles visant a améliorer les transactions de titres sur les marchés financiers émergents et
pour planifier une prochaine réunion du Comité vers janvier 2017.



6. UNIDROIT 2016 — C.D. (95) 6 rév.
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GENERAL INTRODUCTION

1. The Legislative Guide on Principles and Rules Capable of Enhancing Trading in Securities in
Emerging Markets (the “Guide”) addresses important matters to be considered in the creation of an
intermediated securities holding system or the evaluation of an existing system. The Guide summarises
the core principles and rules from the UnibroiT Convention on Substantive Rules for Intermediated
Securities (the “Geneva Securities Convention” or the “Convention”) and offers guidance and
recommendations on those principles and rules as well as related matters not addressed in the
Convention.

2. As the Convention’s drafters adopted a core and functional harmonisation approach, the
Convention provides harmonised rules regarding certain intermediated securities issues, but also leaves
various issues to be defined and determined by other rules of law in force in a Contracting State. The
Guide is intended to complement the Convention by addressing these issues and, like the Convention,
improve the legal framework for holding and transfer of intermediated securities, in order to enhance the
internal soundness of domestic financial markets and their cross-border compatibility and, as such, to
promote sustainable capital formation. In particular, the Guide explains what is and what is not covered
by the Convention and provides a menu of options and examples for States to consider in establishing an
intermediated securities holding system or evaluating an existing one. The Guide thus makes clear that
the Convention is capable of accommodating different domestic holding systems and rendering their
interactions significantly more predictable and less risky. The Guide further seeks to promote the creation
of comprehensive and coherent sets of legal rules for intermediated securities, thereby increasing legal
certainty and economic efficiency with respect to intermediated securities holding, both domestically and
in cross-border situations.

3. The Guide is structured in nine Parts as follows.

o Part I provides an overview on intermediated securities, describing their origins and
development and identifying five general models of intermediated securities holding systems.

o Part II describes in brief the Geneva Securities Convention, including its purpose to reduce
legal uncertainty and risk, its core and functional harmonisation approach, and the important role
of law outside the Convention.

o Parts III-VII identify key principles and rules capable of enhancing trading in securities and
explain their interaction with law outside the Geneva Securities Convention together with various
model examples of such law. This discussion includes coverage of the rights of account holders and
the duties and liabilities of intermediaries (Part III), the transfer of intermediated securities (Part
IV), the integrity of the intermediated holding system (Part V), insolvency protection (Part VI), and
special provisions in relation to collateral transactions (Part VII).

) Part VIII provides an overview on conflicts of law aspects.

) Part IX provides an overview on implementation of the Geneva Securities Convention and its
relationship with other international instruments.

4. Lastly, it must be noted at the outset that the Guide is not intended to assist judges, arbitrators or
practitioners in interpreting the Convention’s principles or understanding its implications. The Official
Commentary on the UNIDRoOIT Convention on Substantive Rules for Intermediated Securities (the “OFFICIAL
COMMENTARY”) provides such comprehensive guidance and the Guide, accordingly, draws from it
extensively.
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1. OVERVIEW ON SECURITIES

5. This Part provides an overview on securities. First, Part I.A describes the basics of securities and
securities holding. Second, Part I.B identifies and briefly discusses five general models of intermediated
securities holding systems.

A. Basics of securities and securities holding

6. Governments and enterprises need money to finance their activities, and they often raise money
from the public. For that purpose, they may issue bonds, which are bought and sold by investors in
capital markets. The investors commit to lend money, known as the principal, to the issuers and, in
exchange, the issuers commit to pay interest and repay the principal amount of the bond when it
matures.

7. Enterprises, in addition, may issue shares, which are also bought and sold by investors in capital
markets. Investors who purchase and hold shares commit to provide the money to the issuers and, in
exchange, the issuers commit to pay the investors dividends (e.g. a portion of an enterprise’s profit) and
to grant them particular participatory rights in the enterprise, such as voting in shareholder meetings.

8. Bonds and shares, as well as other financial instruments or assets, are generally known as
securities, although the definition varies from system to system. Such securities may be traditional non-
intermediated securities or intermediated securities.

1. Non-intermediated securities

9. Securities were traditionally issued in the form of physical certificates or by recordation of
ownership of shares or other interests in the issuer’s books.

10. Where physical certificates are used, ownership generally vests in the holder who may sell the
securities by delivery of the physical certificates to a buyer in exchange for the payment of an agreed
price and, where necessary, an agreement to transfer ownership to the buyer. In this kind of securities
holding, the holder (i.e. bearer of physical certificates) is usually unknown to the issuer.

11. For registered securities, on the other hand, ownership of the securities may derive from the
issuer’s recordation of such ownership in its securities register. In keeping these records, the issuer can
mail payments (e.g. dividends or interest) directly to the owner. Such securities can be sold by a
contractual agreement between the owner and a buyer to transfer the securities. Usually the securities
would be endorsed to the buyer, or they may be endorsed in blank, and the issuer is to record such
transfer from the seller to the buyer in its register.

2. Intermediated securities

12. Due to technological advances, it is no longer necessary to hold securities in physical paper form or
to register ownership or transfers directly in the issuer’s paper register. Holding and transfer of securities
are now generally registered as electronic book-entries in securities accounts maintained by
intermediaries, such as banks and other financial institutions. These intermediaries are an important link
between the issuer and the investor in what are referred to as intermediated holding chains.

13. The emergence of the book-entry system is also connected with the immobilisation and
dematerialisation of securities. Immobilisation involves the deposit of paper securities, which remain
immobilised at a central securities depository (*CSD”), which may be considered as another intermediary
in the intermediated holding chain between an issuer and an investor. The deposit of securities at the
CSD may be done in the form of individual certificates or a combined certificate, known as a global or
jumbo certificate, which represents the total volume of securities. Transfers of immobilised securities are
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effected by electronic book-entries by intermediaries and do not require actual movement of the
certificates.

14. Dematerialisation goes further than immobilisation and eliminates certificates altogether. The
securities are represented by book-entries alone throughout the intermediated holding chain.

15. These developments have reduced significantly and, in some systems, even eliminated the
paperwork traditionally necessary for securities transfers. Such developments have accordingly allowed
for greater numbers of holdings and transfers and increased the size of capital markets.

3. Common securities transactions

16. Securities are bought and sold on capital markets, and there are many types of securities
transactions. Some common transactions are so-called “plain” sales of securities, creation of a security
interest, repurchase transactions known as repos, and securities lending transactions:

o A “plain” sale of securities consists of a single transaction of securities for cash.

o A security interest (such as a lien, pledge, or charge) is a legal claim to assets used as
collateral in secured transactions in the event of default by a borrower. For example, if Company A
loans funds to Company B for the purchase of equipment, a security interest may be created in the
equipment in favour of Company A, in order to ensure that A can recover the value of the loan. In
the event that Company B defaults in repaying the loan, Company A could obtain the equipment
and sell it to recover what Company B owes.

o In a repo transaction, a seller seeking cash transfers securities to a buyer outright in
exchange for cash at the purchase date, while the seller returns the cash together with an interest
component at the repurchase date in exchange for equivalent securities.

o A securities lending transaction is similar to a repo, except that the borrower seeks specific
securities instead of cash. For example, a lender transfers securities (e.g. 100 shares of Company
A) to a borrower in exchange for securities (e.g. 100 shares of Company B) and, at a later date,
both parties transfer back equivalent securities and the borrower pays a fee.

17. Market participants may enter into multiple transactions every day. Such transactions occur on
various exchanges or trading platforms, where they are entered into through a central counterparty
(CCP), an entity which operates as the buyer to every seller and as the seller to every buyer so that the
parties only bear the standard credit risk of the CCP, or on the so-called “over-the-counter” market, in
which parties know each other and enter into transactions directly. Where multiple transactions are made
every day, it makes sense not to transfer gross quantities per transaction but, where possible, to net
transfer obligations at predetermined times and to transfer only the resulting net amount.

18. The transaction process involves what is known as clearing and settlement. The process of
verifying and reconciling transaction details and calculating gross or net amounts payable is commonly
referred to as “clearing”. The subsequent actual transfer of securities is known as “settlement”.
Specialised entities in the market carry out these clearing and settlement functions.

4. Securities holding chains

19. In the context of securities holding, as mentioned above, there are various key participants, who
occupy different places in securities holding chains. These participants include:

o Issuers - at one end of the chain - such as a government issuing bonds or an enterprise
issuing bonds or shares to raise capital;
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o Intermediaries - in the middle of the chain - such as a CSD, which is responsible for keeping
paper securities, if any, maintaining electronic records, and administering them, and banks or other
financial institutions which maintain accounts on behalf of investors or on their own behalf; and

o Investors - at the other end of the chain - such as individuals and enterprises.

20. The following are securities holding diagrams, showing both (a) a simple non-intermediated
securities holding example and (b) various examples of intermediated holding chains.

a. Non-intermediated holding

21. In traditional non-intermediated securities holding, there are no intermediaries between the issuer
and the investor. Such holding may encompass, for example, certificated securities held physically by the
investor or securities directly registered in the issuer’s registry in the investor’s name or both. The
advantage of such a direct connection between the issuer and the investor, as shown in diagram 21-1
below, is that the issuer is able to identify the investor (except where it is a bearer security) and the
investor is able to exercise its rights directly with the issuer.

Diagram 21-1:
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b. Intermediated holding

22. In an intermediated holding chain, there is at least one intermediary - and possibly more -
between the issuer and the investor. Such chains may encompass, for example, securities represented by
physical certificates or solely electronic book-entries because intermediation can work with either form.
Such chains, moreover, may be (i) entirely domestic or (ii) international (i.e. cross-border).

(i) Domestic examples

23. Domestic intermediated holding chains can be simple. The CSD, for example, may be the only
intermediary between the issuer and the investor, as set forth in diagram 23-1 below. In some systems,
there are no intermediaries involved other than the CSD, and the investors hold their securities directly
with the CSD. Apart from safekeeping of securities, in some systems, the CSD may act merely as a
conduit for communications between the issuer and the investor. In others, the CSD may have more
responsibilities and play a greater role in a particular securities clearing system or securities settlement
system for the efficient transfer of securities, depending on how such responsibilities are divided among
CSDs, stock exchanges, central banks, and other market participants.
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Diagram 23-1:

Issuer

CsD
(Intermediary)

|

Investor

24. Domestic intermediated holding chains, however, can also be rather long, with several links of
intermediaries in between the issuer and the investor. In such chains, investors are at the end of the
chains, with their securities accounts maintained by intermediaries. These intermediaries can be broker-
dealers, banks or investment entities. Diagram 24-1 shows an example where a top-tier intermediary
(CSD) holds the securities in an account on behalf of another intermediary (#2), and the latter holds
them on behalf of the investor.

Diagram 24-1:

Issuer

|

CsD
(Intermediary #1)

|

Intermediary #2

Investor

25. Naturally, holding chains may become even more complex as the number of intermediaries
increases, as diagram 25-1 shows. The CSD keeps the securities and maintains an account for
intermediary #2, which in turn maintains an account for intermediary #3, which in turn maintains an
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account for the investor. Such chains are actually quite common in the book-entry system. Regulation of
intermediaries, as a result, becomes very important and, in some systems, intermediaries are extensively
regulated.

Diagram 25-1:

Issuer

|

CSD
(Intermediary #1)

Intermediary #2

Intermediary #3

Investor

26. Even in these domestic examples, the presence of intermediaries between the issuers and
investors means that the issuers and investors may not have a direct relationship. Absent proper laws
and regulations within a domestic system, it may be difficult to determine who is entitled to exercise the
rights attached to the securities (e.g. rights which accrue to a holder of securities by virtue of holding the
securities, such as dividends, distributions, bonuses, voting rights). It depends, for example, on whether
that system enables an investor at one end of the chain to exercise its rights directly with the issuer, or
whether those rights are passed along and exercised via the chain of intermediaries.

(ii) International examples

27. In today’s capital markets, investors in securities are no longer confined within domestic
boundaries. On the contrary, investors often buy securities from issuers based in other jurisdictions.
Cross-border holding chains often involve several intermediaries.

28. In many international holding chains, the CSD is located in the same State as the issuer. As shown
in diagram 28-1 below, the securities are issued by an enterprise in State A. Under State A law, all
securities issued by enterprises in that State must be kept and registered at State A’s CSD. This CSD is
the first intermediary and monopolises the market for registering securities in State A. There is another
intermediary in State A, a local investment firm (intermediary #2), which has an account with the CSD,
to which the securities are credited. The investment firm allocates those securities overseas to an
international bank based in State B (intermediary #3), which acts as the responsible sub-custodian for
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the distribution of securities in foreign capital markets. A local bank in State C (intermediary #4) acquires
those securities on behalf of an investor from State C. As soon as the intermediary in State B allocates
those securities to the local bank’s securities account, the local bank in turn credits them to the investor’s
securities account.

Diagram 28-1:

STATEA STATEB STATEC

Issuer

I

CsD
(Intermediary #1)

I

Intermediary #2

Intermediary #3 Intermediary #4

I

Investor

29. In other international holding chains, the CSD is located in a different State than the issuer. As
shown in diagram 29-1 below, for example, an enterprise in State A goes overseas to issue its securities
in the capital markets of State B. In such a case, that enterprise registers and deposits the securities with
State B’s CSD, which is the first intermediary in the holding chain. Two banks in State B complete the
chain as intermediary #2 has an account with the CSD, to which the securities are credited. Intermediary
#2 credits those securities to the account that it maintains on behalf of intermediary #3, and
intermediary #3 credits those securities to the account it maintains on behalf of the investor.

Diagram 29-1:

STATE A STATE B
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30. In these international examples, the investor’s exercise of the rights attached to the securities may
prove to be difficult. A particular domestic law, for example, may not recognise the interests of investors
located in another jurisdiction, may prevent intermediaries from acting on behalf of those investors, or
may not facilitate sufficiently the exercise of the investors’ rights via the holding chain. In addition, the
relationship between intermediaries across borders is governed by contractual arrangements. Subject to
laws and regulations in a particular system, it is the contract itself which defines the rights and
obligations between the intermediaries involved. If the contract does not contemplate the obligation to
pass the corporate rights via those intermediaries, the exercise of such rights by the investor at the end
of the chain may be disrupted. These examples, moreover, generally involve simplified, static holdings
and not transfers. In reality, securities chains involve many intermediaries and account holders and can
fluctuate on a daily basis.

5. Insolvency of the intermediary

31. The proper functioning of the intermediated holding system relies on the financial solvency of
intermediaries, which link issuers and investors together. If an intermediary is financially distressed and
becomes insolvent, there may be a shortfall in securities, whereby the intermediary does not have
enough securities on hand to satisfy those credited to its account holders’ securities accounts. In this
way, an intermediary’s insolvency can both put the holdings of investors at the end of the chain at risk
and pull other intermediaries into insolvency as well, thereby threatening systematic effects. Such effects
may be compounded where there are multiple intermediaries located in different jurisdictions with
different applicable insolvency laws. In some systems, for example, intermediaries may be structured so
as to be insolvent remote (i.e. by engaging only in custody activity and not in any other activity).

B. Intermediated securities holding models

32. At present, there is no international uniform regulation for intermediated securities holding
systems. It is possible, however, to identify five general models of holding systems (i.e. individual
ownership, co-ownership, trust, security entitlement, and contractual), which are referred to throughout
the Guide and are discussed briefly below. After that discussion, an important distinction regarding
identification of the investor in the holding chain is discussed and a more complicated cross-border
example is provided.

1. Individual ownership model

33. Under the individual ownership model (e.g. France), all securities issued are immobilised, and in
some cases dematerialised, and registered by way of book-entries at the CSD, which acts simply as a
register for the issuer and other participants. Neither the CSD nor any of the other intermediaries have
any interest in the securities as the investor has full, individual ownership over the securities which are
deemed to be located directly in the investor’'s securities account. The investor accesses its securities
through its own account with its intermediary and not through any other intermediary.

34. In the event the CSD or any other intermediary become insolvent, the investor, as owner of the
securities, has the right to require re-registration of those securities in the investor’s name.
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Diagram 34-1: Individual ownership model

registration of securities

Issuer CsD

l

Authorised
Account Operator

l

Investor

rendeo

rights attached to securities

2. Co-ownership model

35. Under the co-ownership model (e.g. Austria, Germany and several other civil law jurisdictions),
securities are typically deposited by the issuer with the CSD in the form of a global certificate. The CSD,
in turn, credits the securities accounts of its participants, typically custodian banks acting as
intermediaries for other intermediaries and investors. In this model, an investor has a shared interest
corresponding to its holdings in a pool of securities held by the CSD. The investor thus has fractional
ownership of that pool of securities or, in other words, co-owns them. The investor accesses its securities
through its intermediary and, as a result of the pooling of securities, any intermediaries between the
investor’s intermediary (i.e. relevant intermediary) and the CSD would be unable to identify a particular
investor’s specific holdings.

36. In the event the CSD or another intermediary become insolvent, an investor’'s securities do not
become part of the insolvency estate, as neither the CSD nor the other intermediaries own the securities.
The investor is entitled to exercise and, if necessary, enforce the rights attached to the securities.

Diagram 36-1: Co-ownership model
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3. Trust model

37. In the trust model (e.g. Australia, England and Wales, and Ireland), issuers’ securities are provided
to the CSD for safekeeping, and the CSD acts as the issuers’ register and has no legal interest in the
securities. The CSD’s participants, typically intermediaries such as banks and other financial institutions,
are considered to be the legal owners of the securities, whether for themselves or on behalf of their
clients. Once those intermediaries credit those securities to their account holders’ accounts, they act as
trustees for the account holders, who become beneficiaries and receive an equitable interest in the
securities. Investors access their securities through their relevant intermediaries and not through those
further up the holding chains.

38. In the event an intermediary becomes insolvent, the investor as a beneficiary has a proprietary
right over the securities, which cannot be claimed by the creditors of the intermediary.

Diagram 38-1: Trust model

registration of securities
Issuer csb
(Register)
Intermediary holding investors
(Trustees) assets and own assets

equitable interest

Investor

4. Security entitlement model

39. Under this model (e.g. Canada and United States of America), every securities account holder
receives a security entitlement against its relevant intermediary. In other words, there are security
entitlement holders at each level of the holding chain below the CSD. Security entitlements are in some
ways similar to equitable interests under the trust model, but they are distinct and do not overlap like
equitable interests. In particular, the entitlement holder has no ability to exercise economic or other
rights to the financial asset directly against the issuer. The intermediary, however, has an obligation to
obtain and pass on those economic rights to the entitlement holder and to exercise such rights on behalf
of the entitlement holder. Investors at the end of the holding chain, which hold a security entitlement
against their relevant intermediary, access the securities through that intermediary and not through
other intermediaries in the chain.

40. In the event an intermediary becomes insolvent, the account holder is protected as security
entitlements are separated from the intermediary’s estate.
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Diagram 40-1: Security entitlement model
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5. Contractual model

41. Under the contractual model, found in a few States, investors do not acquire a bundle of property
rights to the securities, but instead acquire contractual rights vis-a-vis the relevant intermediary. The
entire holding system consists of a network of bilateral contracts among different market participants,
from the CSD to the investor. The CSD or other financial intermediaries appear in the book of the
company as the registered holders and, thereafter, the rights and benefits are to flow through the holding
chain from one intermediary to another, eventually being distributed to the investors.

42. The terms and conditions of the relevant contracts between participants set out the legal
framework on various issues, including the exercise of investor rights or the consequences arising out of
the insolvency of an intermediary. Domestic insolvency laws, however, usually determine investor rights
and claims against the intermediary’s estates with respect to securities.

Diagram 42-1: Contractual model
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6. Identification of the investor: transparent and non-transparent systems

43. In some intermediated holding systems, an investor’s particular holdings are identified, or known
to, the CSD primarily because the role of maintaining a securities account is shared between the CSD and
another intermediary in a lower-tier of the holding chain. Such systems are known as transparent
systems. There are three general categories of transparent systems:

o When the investor’s holdings are held in an account with the CSD: In such a system, there
are separate accounts maintained at the CSD for each investor and the intermediaries merely
operate these accounts. Any intermediaries thus serve a technical interface role between the
investor and the CSD.

. When the investor’s holdings are identified in an intermediary’s account with the CSD: In this
case, the CSD maintains accounts in the name of intermediaries, and these accounts are divided
into sub-accounts for each client of the intermediary and reflect each client’s holdings.

o When the investor’s holdings are held by an intermediary in an omnibus account at the CSD
and account information is registered on a regular basis: In this type of system, there is an
omnibus account at the CSD in the name of intermediaries, which maintain separate accounts for
their clients. Information regarding those separate accounts is permanently or regularly
consolidated between the intermediaries and the CSD, thereby enabling the CSD to determine what
exactly the clients hold.

The common feature of these three categories is that lower-tier account holders and their individual
holdings are recognised at the CSD level.

44. Non-transparent holding systems, on the other hand, refer to those in which the investor’s interest
in securities is not recognised at the level of the CSD, but only at the level of the relevant intermediary.

45. In some cases, holding systems may be “mixed systems” (i.e. one part of a holding chain in that
system is transparent while the other part is non-transparent). In addition, most cross-border holding
chains originating in a transparent system are “mixed,” in that a chain generally ceases to be transparent
once it reaches across a border and becomes an international one.

7. Cross-border holdings involving multiple systems

46. Even between two internally sound and reliable domestic systems, holding securities through a
chain of intermediaries across borders may give rise to various problems. First, the legal frameworks in
which each market participant (issuers, intermediaries or investors) operates are different and they may
not be calibrated to work together, thereby jeopardising the exercise of investors’ rights. Second, some
jurisdictions have in place legal frameworks based on traditional models of capital markets and concepts
of property law. Traditional models, even if perfectly developed from a legal point of view, may not match
the standards required by increasingly modern, interconnected, and even paperless capital markets.
Third, in most cases, a conflict of law issue may arise when trying to determine the applicable law with
respect to particular participants and aspects of the holding chain.

47. As shown in diagram 47-1 below, intermediary #2 holds securities in State A, which has a
transparent system. Such securities holding works perfectly under the domestic legal framework because
that system is internally sound. Once some of those securities are transferred and held via intermediaries
#3 (in State B) and #4 (in State C), however, the exercise of certain rights attached to the securities
may become difficult.
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Diagram 47-1: Cross-border holding chain
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48. In particular, each of the account holders in diagram 47-1 - which includes intermediaries #2, #3,
and #4 and the investor as they each have accounts with the respective intermediary above them in the
holding chain - receives the legal position attributed to it under the relevant domestic legal analysis.
Accordingly, different laws (e.g. property, commercial, insolvency) of different jurisdictions might apply
to various parts of the same holding chain, possibly creating incompatibilities and uncertainty.

II. THE GENEVA SECURITIES CONVENTION

49, This Part describes in brief the Geneva Securities Convention, including its (a) purpose; (b)
approach; (c) terminology; (d) scope; and (e) references to law outside of the Convention.

A. Purpose

50. Intermediation in securities holding and the simultaneous developments of immobilisation and
dematerialisation have enabled the rapid expansion of international securities markets by reducing
paperwork, allowing for an enormous volume of transactions every day, and promoting economic growth.
Specific risks related to the physical existence of the certificated securities have been largely eliminated
with the introduction of book-entry systems as such securities are no longer moved. Intermediated
securities holding and transactions, however, are not without risks, as there may be significant legal
uncertainty and even systemic risk, especially when such holding and transactions are cross-border. This
section first describes these risks and then how the Geneva Securities Convention addresses them.

1. Legal and systemic risk

51. Intermediated securities holding is not free from risk. There may be legal risk in the application of
existing law, especially when that law is based on traditional legal concepts not tailored to modern
securities holding. This risk may be compounded when securities are held and transferred across borders
because the various domestic systems may not necessarily be compatible with one another, and different
substantive rules may apply to the various participants in a holding chain. Upon the insolvency of an
intermediary, moreover, there could be significant risk regarding a potential shortfall in securities and
whether the investor’s interests in those securities are protected from the claims of the intermediary’s
general creditors as those issues may be handled differently in various systems. These risks, in some
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situations, may dissuade some investors from acquiring particular securities. In many situations, such
risks increase transaction costs and hamper economic growth.

52. These risks may even become systemic. In times of financial stress, the insolvency of one
intermediary could lead to the insolvency of other intermediaries, thereby triggering systemic effects.

2. Harmonisation to reduce risk and promote sustainable economic growth

53. The Geneva Securities Convention, adopted in October 2009 and tailored to the modern book-entry
system, was carefully developed to address and minimise these risks. The Convention provides the core
legal framework for a modern intermediated securities holding system, which is both internally sound and
compatible with other systems.

54. Regarding internal soundness, the Convention’s drafters identified key features of intermediated
holding systems which must be present in order for a particular system to be considered as sound, taking
into account the objectives of investor protection and efficiency. Holders of intermediated securities
should, for example, be confident that their interests are protected and subject to simple and clear rules
and procedures regarding holding, transfer, and realisation. It was deemed essential, moreover, that the
investor’s interest not be exposed to risks such as the insolvency of any intermediary in the holding chain
or interference by unrelated third parties.

55. Regarding compatibility, the drafters recognised that different legal systems should be able to
interconnect successfully where intermediated securities are held or transferred across borders. In a
cross-border context, as differing rules and approaches may apply in respect of property law issues,
supervision, company law, etc., it was recognised that harmonisation of at least some core issues was of
the utmost importance.

B. Approach

56. In recognising the diversity of legal concepts underlying securities holding around the world, the
Convention embraces a core and functional harmonisation approach in order to accommodate different
legal systems and traditions within a unitary framework. Only elements essential to the establishment of
internal soundness and cross-border compatibility are addressed.

57. The Convention’s approach is a core one in that it harmonises certain key matters related, for
example, to the rights of account holders, securities transfers, and aspects of the integrity of the
intermediated holding system. Other law is thus relied upon to cover matters not harmonised by the
Convention.

58. The Convention’s approach is functional in that it uses language that is as neutral as possible to
formulate rules by reference to their results. Under a functional approach, harmonising rules are
formulated by reference to facts rather than particular legal terms or principles to allow operative results
to be reached without overriding the underlying domestic legal traditions and doctrine. Thanks to the
functional approach, for example, the Convention is compatible with various characterisations of
securities’ rights and interests.

59. In addition, the Convention’s drafters also worked to ensure compatibility with other relevant
instruments, including recent domestic reform legislation, EU directives, and international instruments, in
particular the Hague Securities Convention, the UNCITRAL Legislative Guide on Secured Transactions,
and the [draft] Model Law on Secured Transactions. Whereas the Hague Securities Convention provides
conflict of law rules for intermediated securities as addressed in Part VIII, the Geneva Securities
Convention provides substantive rules for such securities, and the two Conventions complement one
another. The UNCITRAL Legislative Guide on Secured Transactions and the [draft] UNCITRAL Model Law
on Secured Transactions, which are to assist States in developing modern secured transactions laws and
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are addressed further in Part VII.D, do not apply to security rights in securities and there is thus no
overlap with the Geneva Securities Convention.

C. Terminology

60. The Convention’s core and functional harmonisation approach is readily apparent when examining
the terminology adopted by the Convention’s drafters. Article 1 of the Convention sets forth definitions
for terms used in the Convention and comprehensive explanation of those terms is provided in the
OrriciAL COMMENTARY. The Guide adopts that terminology as well and, for ease of reference, the following
terms describing key participants in intermediated securities holding are briefly described below and
together with other important terms in the Glossary at Annex 1:

o Account holder: This term is defined in Article 1(e) of the Convention as “a person in whose
name an intermediary maintains a securities account, whether that person is acting for its own
account or for others (including in the capacity of intermediary)”. It is meant to include not only
investors, but also intermediaries, as intermediaries may be account holders who hold securities
with a higher-tier intermediary in their own name or on behalf of their account holders. Even the
ultimate account holder, at the end of the chain, may not be an investor. That holder may be a
person serving as an agent, trustee, or in another capacity, on behalf and for the benefit of one or
more other persons. Even though the term is in the singular, it does not purport to prohibit a
securities account from being maintained for several persons acting jointly.

o Intermediary: This term is defined in Article 1(d) of the Convention as “a person (including a
central securities depository) who in the course of a business or other regular activity maintains
securities accounts for others or both for others and for its own account and is acting in that
capacity”. Intermediaries are usually entities such as banks, brokers, central banks and similar
persons that maintain securities accounts for their account holders. In some systems, for example,
an intermediary may be referred to an account operator or account provider. Because of the
functional definition, virtually any natural or legal person is covered provided that it maintains
securities accounts for others in the course of its business. CSDs, which are specifically mentioned
but not defined, are intermediaries only in relation to their participants (i.e. its account holders,
which may be investors or other intermediaries) but not in relation to the issuer.

o Securities clearing systems (SCS): This term, which is defined in Article 1(o) of the
Convention, refers to market infrastructures facilitating and enhancing the efficient settlement of
securities transactions among intermediaries. SCSs are those market infrastructure services
performing clearing functions (and possibly other functions not covered by the Convention), such
as central counterparty, clearing house or clearing system, but not settlement.

o Securities settlement system (SSS): This term, which is defined in Article 1(n) of the
Convention, refers to market infrastructures permitting the efficient transfer of securities among
intermediaries, in particular by settling or clearing and settling them. Settling or settlement is to be
understood as an act which discharges the obligations arising from the agreement of the parties to
transfer securities and possibly established or confirmed during clearing. Clearing is to be broadly
interpreted to mean the process of transmitting, reconciling, and in some systems, confirming
instructions for a securities transfer. SSSs possess certain characteristics (e.g. connect at least
three financial participants for purposes of clearing and settlement and operate under a legal,
institutional and operational framework established on an ongoing basis and covering standard
services for such participants), are regulated, supervised or overseen by a governmental or public
authority and, for purposes of the Convention, are identified as such by a Contracting State.

. Issuer: This term is not defined in the Convention, as it is widely understood to refer to a
government or enterprise which issues securities to raise capital. See paragraph 19 above.
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D. Scope

61. Further to the harmonisation approach adopted by the Convention’s drafters, the Convention’s
scope of application is limited to only core aspects of intermediated securities. In this regard, the
Convention’s definitions play a key role in establishing the Convention’s scope of application. The
Convention applies to “securities” (i.e. any shares, bonds or other financial instruments or financial assets
(other than cash), Article 1(a)), which are capable of being credited to a “securities account” (i.e. an
account maintained by an intermediary to which securities may be credited or debited, Article 1(c)) and
of being acquired and disposed of in accordance with the Convention’s provisions. In short, the
Convention covers any financial assets - except for cash - which are apt to be both held in the
intermediated holding system and governed by the Convention. The Convention thus does not provide a
laundry list of securities falling within its scope, allowing therefore for the evolution of market practice
and the creation of new types of securities capable of being held in the intermediated holding system.

62. The Convention, however, generally excludes the area of law usually (but not necessarily) called
corporate law (see Article 8), in particular the relationship between issuers and account holders. While
the Convention generally does not cover this area of law, there are a few exceptions, specifically minimal
provisions necessary to ensure integrity and achieve compatibility of securities holding systems around
the world.

63. Like so-called corporate law, other legal and regulatory aspects fall outside the scope of the
Convention. In other words, such aspects are to be addressed by each Contracting State’s legal and
regulatory system. The only constraint is that such aspects must be addressed in way which does not
contravene the Convention’s provisions.

E. Law outside of the Convention

64. As the Geneva Securities Convention addresses the core issues necessary for achieving internal
soundness and compatibility in a functional way, there are various matters that are to be addressed by
law outside the Convention. In implementing the Convention, States thus retain significant legal and
regulatory space, and there are important policy decisions to be made. There are three particular aspects
to the way in which the Convention deals with law outside the Convention.

65. First, the Convention contains express references to law outside the Convention. Such references
include the following:

) Non-Convention law: This term, which is defined in Article 1(m), refers to substantive law in
relation to intermediated securities (other than the Convention) of the Contracting State. In many
instances, the non-Convention law is to work as a complement to a Convention rule. A list of
references to non-Convention law is included in Annex 2.

o Applicable law: This term refers to the law applicable by virtue of the private international
law rules of the forum. The applicable law may, or may not, be the non-Convention law. A list of
references to applicable law is included in Annex 3.

) Insolvency rules: Insolvency law would be part of the non-Convention law or the applicable
law, but insolvency is dealt with as a separate category because the commencement of an
insolvency proceeding may trigger the mandatory application of special rules of law of the
jurisdiction where those proceedings are conducted that displace, or deviate from, the rules that
would otherwise be applicable. A list of references to insolvency rules is included in Annex 4.

o Uniform rules of securities clearing systems (SCSs) and securities settlement systems
(55Ss): The term “uniform rules” is defined in Article 1(p) as rules of an SCS or SSS which are
common to the participants or to a class of participants and are publicly accessible. Such rules may
derogate from or supplement the Convention’s rules. While Contracting States may only have



Informal Working Group re: EM/Legislative Guide (Revised Draft - 9 May 2016) 23.

limited or indirect influence over the rules of SCSs and SSSs, as they are typically private entities,
Contracting States generally regulate such entities. Through such regulation, for which the
Convention provides no rules, Contracting States could influence the content of these rules. A list
of references to uniform rules of SCSs and SSSs is contained in Annex 5.

66. Second, there are references for which Contracting States, in properly implementing the
Convention, have to make a declaration. The system of declarations provided for under the Convention
gives Contracting States the possibility of making choices regarding these matters so as to achieve the
policy objectives that they see fit in respect of intermediated securities and facilitate the coordination
between the Convention’s provisions and their legal systems. Model declaration forms are included with
the Explanatory Memorandum for the Assistance of States and Regional Economic Integration
Organisations on the System of Declarations under the Geneva Securities Convention, known as the
Declarations Memorandum, which was issued by UNIDROIT in its capacity as Depository for the Convention
and is available on UNIDRrROIT’s website (UNiDrROIT 2012 - DC11/DEP/Doc. 1 rev.).

67. For example, the Convention, in principle, applies to any securities account maintained by an
intermediary. Under Article 5 of the Convention, however, a Contracting State may limit the scope of
application of the Convention to the securities accounts maintained by “regulated” intermediaries or
those maintained by a central bank. The purpose of this rule is to offer States the possibility of excluding
the application of the Convention to the securities accounts that are maintained by “unregulated”
intermediaries, if and to the extent Contracting States deem such exclusion appropriate. For more
information on this optional declaration, including a model declaration form, see the Declarations
Memorandum, Section 4.B and accompanying Form No. 2.

68. Third, there are other particular matters which could have been addressed in the Convention, but
were not due to the core and functional harmonisation approach adopted. Such matters, including in the
field of corporate and regulatory law, are also to be taken into account, to the extent necessary, by law
outside the Convention.

69. Law outside the Convention, in particular these three aspects, is addressed in the following Parts of
the Guide, which offers guidance on the important policy choices to be made in evaluating an
intermediated securities holding system or evaluating an existing one.

ITI. RIGHTS OF ACCOUNT HOLDERS AND DUTIES AND LIABILITIES OF INTERMEDIARIES

70. This Part and those that follow identify principles and rules capable of enhancing trading in
securities and explain their interaction with law outside the Convention together with various model
examples of such law. To do so, each of these Parts identifies key principles, summarises the core
Convention rules and, as necessary, discusses the choices to be made by declaration, the matters to be
addressed or clarified by law outside the Convention, and matters not mentioned in the Convention. This
Part, in particular, addresses (a) the rights of account holders, (b) measures to enable the exercise of
account holder rights, and (c) liability of intermediaries.

A. Rights of account holders

The Convention provides any account holder with a core set of rights resulting from the
credit of securities to a securities account. The law should establish additional rights
consistent with how it characterises the legal position of account holders. It may
distinguish between the rights enjoyed by an investor (including an intermediary acting for
its own account) and those accruing to an intermediary acting in its capacity of
intermediary.
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1. Core Convention rules

o All account holders have the right to dispose of the securities credited to their securities
account and, to the extent it is permissible and feasible, the right to hold the securities otherwise
than through a credit to their securities account. Article 9(1)(b)-(c).

o In addition to these rights, the ultimate account holder must receive and be able to exercise
all the rights attached to the securities. Article 9(1)(a)(i).

o The non-Convention law may provide additional rights to all account holders, or to some of
them. Article 9(1)(a)(ii) and 9(1)(d).

o The non-Convention law determines the limits to the rights above when the credit in a
securities account provides the account holder with a security interest or another limited interest.
Article 9(3).

71. In the intermediated holding system, securities are represented by credits made in the securities
accounts maintained by the intermediaries at each level of the holding chain. A credit may also represent
a security interest or another limited interest.

72. At the bottom of the holding chain is an account holder who is not acting as an intermediary. We
call it the ultimate account holder. The ultimate account holder may be-

o an investor (including an intermediary) acting for its own account;

o a secured party holding the intermediated securities (or a limited interest such as a lien,
pledge or charge) as the result of a secured transaction;

. the beneficiary of a limited interest, such as an usufruct, other than a security interest; or
o a person holding the intermediated securities as a fiduciary, such as an agent, a trustee, etc.

73. Article 9 defines two basic packages of rights resulting from a credit of securities to a securities
account (hereafter: a credit), one for the ultimate account holder, and a less extensive one for other
account holders. Under the Convention, the difference between the two packages is the rights attached to
the securities, which must accrue to the ultimate account holder, but not necessarily to the
intermediaries in the chain.

74. Depending on how it characterises intermediated securities, non-Convention law may extend each
package accordingly. Similarly, non-Convention law will restrict such packages in line with the types of
limited interests it allows the parties to create.

2. Choices to be made by declaration
75. The Convention requires no declaration in respect of Article 9.

3. Matters to be addressed or clarified by law outside the Convention

o The law should supplement the rights accruing to account holders in @ manner consistent
with its own characterisation of an account holder’s legal position. See Article 9(1)(a)(ii) and

9(1)(d).

. In so doing, it may distinguish between the legal position of the ultimate account holder and
the legal position of account holders acting as intermediaries in the chain.
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o The law should clearly define which limited interests may be granted in intermediated
securities, and how these interests limit the rights of account holders. Article 9(3).

° The law should also provide for cross-border situations, where a domestic intermediary holds
securities through a securities account with another intermediary in another jurisdiction, and thus
likely under some foreign law.

76. There is a necessary relationship between:

o the characterisation of intermediated securities and the additional rights conferred by the
non-Convention law on all or certain account holders; and

o the types of security interests and other limited interests allowed by the non-Convention law
and the restriction it imposes on the rights of an account holder when the credit represents such a
limited interest.

77. For example, most legal systems of the civil law tradition consider that the ultimate account holder
has a direct proprietary right over the (certificated or uncertificated) securities held at the very top of the
holding chain. Ultimate account holders are the “owners” or “co-owners” of the securities as well as the
creditors (or right holders) against the issuer. Such systems see the intermediaries as depositories and
book-keepers. Unless an intermediary has obtained a security interest, it does not have any proprietary
right over the securities themselves. Intermediaries do not receive or exercise the rights attached to the
securities, except where this is necessary to pass such benefits down the chain all the way to the ultimate
account holder.

Diagram 77-1: Individual ownership or co-ownership model

csD 78. In such legal systems, the non-
{anter y# Convention law would typically use Article
Securities 9(1)(d) to confer on the ultimate account

holder a proprietary right over the securities.
The holder of a limited interest would also be
recognised as having a (limited) proprietary
right over the same securities. In respect of
Intermediary #2 Article 9(1)(a), intermediaries may not be
entitled to receive and exercise the rights
attached to the securities registered in the
v name of the investor. For unregistered

(bearer) securities, intermediaries would

receive and exercise the rights attached
—> accountrights subject to an obligation to pass such benefit to

——> proprietary rights their own account holder.
— > rights attached to the securities

Issuer

Intermediary #3

79. Other legal systems, typically of the
Anglo-American tradition, characterise the
legal position of each account holder as
including a proprietary interest in the securities or intermediated securities held by the relevant
intermediary. In some systems, this is based on a cascade of trusts. The upper-most intermediary holds
the securities in trust for its account holders. These account holders, who are usually second-tier
intermediaries, are the beneficiaries of this trust. The credit of securities in their securities account
represents their beneficiary interest under the trust. They in turn hold this beneficial interest in trust for
their own account holders, and so on. In some other systems, the credit of securities to a securities
account creates a securities entitlement (i.e., a sui generis bundle of rights against the intermediary and
over the assets held by the intermediary). What these systems have in common is that each intermediary
has a proprietary interest in certain assets (securities, beneficiary interest under a trust, securities

Ultimate account holder
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entitlement) and creates a distinct proprietary interest when it makes a credit to the securities account it
maintains for a client.

Diagram 79-1: Trust or securities entitlement model

csb . 80. In this second group, in accordance with

(intermediary #1) Article 9(1)(a)(ii), the non-Convention law would
\ Tesuer provide for each intermediary to receive the

l Securities rights attached to the securities and pass these
benefits to its own account holders, so that they

Intermediary #2 finally reach the ultimate account holder. It will
also define and characterise the rights (benefit of

a trust, securities entitlement, etc.) each

account holder obtains in addition to the rights

conferred by the Convention. Article 9(1)(d).

Intermediary #3

a. Limited interests

l ——> proprietary rights 81. As discussed below in paragraphs 109 and
———> rights attached to the securities 135, the Convention provides various methods

> account rights for the granting of any type of security interests

Ultimate account holder .. -
e.g. securities entitlement

e.g. trust benefit

and other limited interests in intermediated
securities, but does not prescribe which types
may be so granted. It is entirely for the non-Convention law to define the types of (consensual and non-
consensual) interest that can be granted, such as pledge, lien, charge, title-transfer security interest,
usufruct, etc.

82. The non-Convention law may refer this matter to its general provisions governing other types of
assets (movable assets, intangible assets, etc.).

83. Alternately, the non-Convention law may define one or more types of limited interests that would
apply exclusively to intermediated securities.

84. One way or the other, when drafting or reforming the non-Convention law in this area, lawmakers
should be aware that limited interests are likely to limit the rights that arise from the credit of securities
to a securities account. For example, if the account holder is the pledgee of the securities credited to its
securities account, the non-Convention law regulating pledges is likely to limit the right to dispose of the
intermediated securities to certain circumstances. It may also determine whether the pledgee can
exercise the voting rights attached to the securities.

b. Cross-border situations

85. When drafting or revising law governing intermediated securities, lawmakers should design the
bundle of rights created by a credit to a securities account in a manner consistent with that jurisdiction’s
characterisation of the rights of investors, collateral takers and other account holders. Top-down
consistency may be achieved for holding chains which are purely domestic, from the upper-most to the
last intermediary in the chain. However, this is unlikely to be the case where the holding chain begins or
ends in another jurisdiction. This is due to the different characterisations (and bundles of rights) that this
or these other jurisdictions may attach to a credit of securities.

86. Lawmakers should be aware of this frequent inconsistency in cross-border holding chains, which is
inherent in a global intermediated securities holding system. Because non-Convention law differs from
one jurisdiction to another, and because it generally provides rights in addition to Convention rights, it is
likely that the rights resulting from a credit of securities with intermediary #1 are different from the
rights resulting from a credit of the same securities with intermediary #2. While the non-Convention law
applicable to intermediary #2 cannot unilaterally expand its application to intermediary #1, it can secure
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the position of account holders by providing that, in cross-border situations, an account holder not only
has the rights it enjoys under the non-Convention law, but enjoys any additional rights that the relevant
intermediary (here: intermediary #2) obtains from its own intermediary at the upper level (here:
intermediary #1).

Diagram 86-1:

Intermediary #1

State B

Intermediary #2

Ultimate account holder

B. Measures to enable the exercise of account holder rights

87. The Convention provides that certain account holder rights may be exercised only against the
intermediary. Article 9(2)(c). However, because it does not make any assumption about the legal
structure and characterisation of property rights in intermediated securities, it does not determine
whether the rights attached to the securities can or must be exercised by the account holder against its
own intermediary (“through the intermediated chain”) or directly against the issuer. See Article 9(2)(b).
This is why the law should clearly define the persons entitled to exercise the rights attached to the
securities vis-a-vis the issuer and the conditions thereof. See Part V.D below.

88. Even when an account holder may or is required to exercise the rights attached to the securities
against the issuer, it often must rely on the assistance of the intermediary chain. In many respects,
intermediaries must enable account holders to exercise their rights. They have corresponding duties and
liabilities, which are only partially laid down by the Convention. In this area as in many others, the
Convention leaves broad space for non-Convention law.

The Convention lays down one general and four specific obligations of intermediaries to
their account holders. The law should provide specific contents for these duties and, if
necessary, expand them in a manner consistent with its own characterisation of an
account holder’s legal position. The law should also specify the manner in which an
intermediary may comply with its obligations. Finally, the law should determine the
conditions under which an intermediary becomes liable.

1. Core Convention rules

. An intermediary must generally take all appropriate measures to enable its account holders
to receive and exercise their rights. Article 10(1).
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Specifically, an intermediary:
. must protect securities credited to a securities account (Article 10(2)(a) and 24);

o must allocate securities or intermediated securities to the rights of its account holders so that
they cannot be reached by the intermediary’s creditors (Article 10(2)(b) and 25);

o must give effect to authorised instructions (Article 10(2)(c) and 23);

o must not dispose of securities credited to a securities account without an authorised
instruction (Article 10(2)(d) and 15); and

o may not exclude liability for its gross negligence or wilful misconduct (Article 28(4)).
2. Choices to be made by declaration
89. The Convention requires no declaration in respect of the matters discussed in this section.
3. Matters to be addressed or clarified by law outside the Convention

o The law should determine the extent of information that an intermediary must regularly pass
on to account holders relating to intermediated securities.

o The law should determine to what extent an intermediary must pass on to account holders
any distribution received in relation to intermediated securities. Article 9(1)(a)(ii).

. More generally, the law should determine how an intermediary must enable account holders
to exercise the rights (if any) that they are entitled to exercise vis-a-vis the issuer. Article 9(1)(a).

o The law should specify when a personal representative (such as the guardian of a minor, the
administrator of an estate or an insolvency, etc.) may give instructions in lieu of the account
holder. Article 23(2)(d).

o The law may impose additional duties on intermediaries as required to support the exercise
of account holders’ rights. Article 28(1).

) The law should specify the manner in which intermediaries may comply with their legal and
Convention duties. Article 28(2).

90. In the provisions discussed in this section, it is worth noting that the Convention refers generally to
the non-Convention law and, to the extent allowed by the non-Convention law, to the account agreement
between the intermediary and the account holder or to uniform rules of a securities settlement system
(see section V.D). It is impossible for legal provisions to cover the entirety of the operational obligations
of an intermediary. It is thus quite frequent that legal provisions are supplemented by contractual
provisions in the account agreement, and it is always the case that uniform rules of settlement systems
contain extensive and minute prescriptive provisions regulating the respective obligations of the operator
and the participants to the system.

91. One should also keep in mind that law outside the Convention, including the term “non-Convention
law”, not only refers to statutory instruments but also to decrees and regulations. In most systems, the
duties of intermediaries are the subject-matter of a more or less extensive set of statutory provisions
supplemented by sometimes extensive regulations of a technical nature issued by a ministry, a
regulatory agency or the central bank within the framework of their respective regulatory powers.
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a. Passing on information and distributions received

92. For all bearer securities, and often for registered securities (where the shareholder or bondholder is
identified in a register maintained by or on behalf of the issuer), information and payments provided by
the issuer to the securities holders will actually go through the chain of intermediaries. These “corporate
actions” may in turn require or enable the account holder to declare choices (such as voting resolutions
proposed to the general meeting, accepting a tender offer, exercising an option, etc.), which must be
passed up the holding chain. It is generally so that the law affirms a duty on each intermediary to pass
on such information or distribution, but leaves the particulars to be regulated in the account agreement.

93. The duty to pass on distributions needs some qualifications. There may be several reasons why a
payment received directly or indirectly from the issuer by an intermediary should not be transferred to
the account holder, such as when the intermediary itself or a third party has a security interest in the
intermediated securities.

b. Enabling the exercise of other rights against issuer

94. Many rights attached to the securities cannot merely be passed on to the account holder. To
exercise such rights, the account holder must make a choice or a declaration such as issuing a vote or
giving a power to vote to another person. Or the account holder may need to take an action such as filing
a claim in the issuer’s bankruptcy or filing a derivative suit against the issuer’s directors. In most cases,
the account holder will need the assistance of the relevant intermediary (and possibly other
intermediaries in the holding chain) to convey its declaration to the issuer or to certify its position as a
shareholder or bondholder.

95. While it is unlikely that all situations can be anticipated, the law should deal with the most common
situations and possibly lay out a general principle or test to solve other situations as they may come.
More specific provisions in account agreements or in the uniform rules of a securities settlement system
could supplement the legal provisions.

c. Giving effect to authorised instructions

96. First and foremost, an intermediary owes its duties to the account holder, who is generally
authorised to give instructions for the intermediary to take action. Under certain circumstances, however,
another person may give binding instructions to the intermediary. That person’s power to give
instructions may be additional to the general power of the account holder, or it may limit (e.g., when the
other person has negative control over intermediated securities as the result of an interest granted to it)
or exclude the validity of instructions given by the account holder (such as when the account holder is
legally incapacitated).

97. Article 23(2) contemplates a number of situations where another person is authorised to give
instructions to the intermediary. The list includes persons to whom an interest has been granted in the
intermediated securities; a person who has power to give an instruction under the account agreement or
the uniform rules of a securities settlement system; and a court or administrative authority empowered
by law to issue an order in respect of intermediated securities.

98. Many other situations are not contemplated by the Convention but derive from general principles or
specific rules of the non-Convention law. They may include the power of a guardian over the assets of its
pupil, an executor over the assets of an estate, an insolvency administrator over the assets subject to the
insolvency; the power of directors or officers of a corporation; powers of attorney; etc.

99. The law should therefore clarify generally or by specific provisions which and when such powers are
effective against an intermediary and to what extent such powers displace the account holder’s own
power to give instructions.
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d. Specifying the manner of complying with Convention obligations

100. The general duty of intermediaries to enable the exercise of their account holders’ rights and the
four specific obligations laid down by the Convention are expressed in general terms. This may create a
certain degree of uncertainty for intermediaries. To reduce this uncertainty, Article 28(1) provides that
the non-Convention law may specify the content and the manner in which an intermediary complies with
its Convention obligations. The law may alternately allow such issues to be specified in the account
agreement or (where applicable) in the uniform rules of a securities settlement system. One should keep
in mind that any reference to the law is not limited to statutory instruments but includes regulations as
well.

101. Article 28(2) states that where an intermediary complies with such provisions, it satisfies the
relevant obligation under the Convention.

C. Liability of intermediaries

The Convention contains no provision about the liability of intermediaries. The law (and
the uniform rules of securities clearing and settlement systems) should clearly establish
the conditions and the extent of such liability, and whether it may be exempted by way of
contractual provisions.

102. The Convention does not set out the conditions under which an intermediary becomes liable to its
account holders or to other persons. Non-Convention law should therefore determine the conditions and
the effects of a breach of duty by an intermediary. It may do so by providing a set of rules specific to the
functioning of the intermediated holding system, or by referring to its general provisions and, where
necessary, supplement or modify them to reflect adequately the specificities of the system. Of particular
concern is the liability of an intermediary for the failure of its (own) relevant intermediary.

103. Non-Convention law should specify whether that liability may be modified or excluded by the
account agreement or by the uniform rules of a securities settlement system. That law, however, cannot
derogate from Article 28(4), which states that an intermediary may not exclude liability for its gross
negligence or wilful misconduct.

IV. TRANSFER OF INTERMEDIATED SECURITIES

104. The ability to buy and sell intermediated securities and create and grant interests in them is
essential to the functioning of financial markets. To promote the sound functioning of markets, as set out
in this Part of the Guide, States should establish or revise their laws consistent with the following
principles, rules, and related guidance on transfer of intermediated securities, in particular regarding (a)
acquisition and disposition of intermediated securities, (b) unauthorised dispositions and reversal, (c)
protection of an innocent acquirer, and (d) priorities.

A. Acquisition and disposition of intermediated securities

105. The transfer of intermediated securities and any limited interests (e.g. security interests) may
occur by various methods. Some methods for transfer rely on book-entries in securities accounts, such as
the debit and credit method and the designating entry method. Not all methods for transfer, however,
require such entries. This section deals with transfer (1) by the debit and credit method and (2) by other
methods.
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1. Transfer by debits and credits

The law should allow for the transfer of intermediated securities and any limited interests
therein by debit and credit entries to securities accounts.

a. Core Convention rules

o Intermediated securities are acquired when a credit is entered in the securities account of
the transferee, and they are disposed of when a debit is made to the securities account of the
transferor. Article 11(1) and 11(3).

o Limited interests in intermediated securities, such as security interests, may also be
transferred by debit and credit entries in the securities accounts of the transferor and the
transferee respectively. Article 11(4).

o No further steps, such as publicity or registration requirements, are necessary to make such
acquisition effective against third parties. Article 11(2).

106. As intermediated securities exist as book-entries in securities accounts, debits to the transferor’s
account and credits to the transferee’s account play an essential role in intermediated holding systems.
Such debits and credits, however, do not occur in a void. They are based on the transactions agreed
between the transferors and the transferees and generally result from instructions issued by them to
their respective intermediaries. Based on that transaction and the underlying rights transferred, the
debits and credits may represent the transfer of a full interest in intermediated securities or a limited
one.

107. Debits and credits have become the universal method for transferring intermediated securities. As
a result, the Convention requires that this method of transfer be available to all account holders. The
Convention further requires that, as discussed in Part IV.B, a debit be authorised by the account holder
and, to ensure legal certainty for transferees against third parties, no further step may be necessary to
render that transfer effective.

108. Apart from these core harmonising rules, because of the diversity of legal rules and operational
systems in intermediated holding worldwide, the Convention leaves to non-Convention law various
important issues, which are discussed below.

b. Choices to be made by declaration

109. The Convention requires no declaration in respect of Article 11.

c. Matters to be addressed or clarified by law outside the Convention

o The law should determine whether a “no credit without debit” rule, whereby any credit to a
securities account must have a corresponding debit to another securities account, is to apply to
transfers by this method.

) Although no further steps may be required for effectiveness against third parties, the law
should clearly define what constitutes a valid debit or credit and when a debit is or can be made
conditional. Articles 11(1)-(2) and 16. For discussion, see paragraphs 141-143 below.

o The law should also determine whether to permit net settlement of intermediated securities
transactions. Article 11(5).

. What limited interests may be created or transferred by credits to a securities account is
entirely for the non-Convention law to determine, as the Convention is silent in this regard. For
discussion, see paragraphs 81-84 above.
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(i) The connection between debits and credits

110. The connection between debits and credits is an area of significant divergence between various
domestic legal and regulatory regimes. Most legal systems of the civil law tradition, for example, consider
that the intermediated securities debited from the transferor’s account are the very same ones that are
credited to the transferee’s account. In other words, in a given securities transaction, the same property
that is relinquished by the transferor is acquired by the transferee. The book-entries for that transaction
should occur at the same time, though this does not always occur in practice. If not simultaneous, the
law ensures that there is a single conceptual instance for the acquisition and disposition and that any
mismatch between the relevant securities accounts is resolved as soon as possible.

111. Legal systems of the common law tradition, however, do not necessarily make such a connection.
In a trust system, for example, account holders acquire an equitable interest in the assets held by their
intermediary as beneficiaries of a trust. When an account holder sells securities, that account holder is
not legally transferring its equitable interest to the transferee. Instead, that equitable interest - derived
from the intermediary’s holding - is extinguished, and a comparable interest is created by the
transferee’s intermediary for the transferee. In a securities entitlement system, as another example, a
similar analysis applies. The transferor’s entitlement with its intermediary is extinguished, and another
entitlement is created by the transferee’s intermediary for the transferee.

112. The Convention fully defers on these issues and, depending on how intermediated securities are
characterised (see Part III.A), the non-Convention law should determine whether a “no credit without
debit” rule is to apply.

(i) Netting

113. As noted in paragraph 17 above, where multiple transactions are made every day, it makes sense
not to transfer gross quantities per transaction but, where possible, to net transfer obligations at
predetermined times and to transfer only the resulting net amount. In systems where net settlement of
intermediated securities transactions is permitted, to the extent that there are matching debits and
credits to accounts maintained by the intermediary for its account holders, there need not be precisely
matching entries in the intermediary’s accounts maintained with its upper-tier intermediary. Such entries,
however, should simply reflect the net overall change in the aggregate balance of its account holders
taken together.

114. The Convention does not mandate recognition of netting arrangements. See Article 11(5). Non-
Convention law thus may allow or disallow debits and credits to be made on a net basis in the accounts of
an intermediary with an upper-tier intermediary to reflect, for securities of the same description, the net
result of all movements in the accounts maintained by that intermediary for account holders and its own
holdings. Such law should address and determine whether to provide for recognition of netting
arrangements.

d. Matters not mentioned in the Convention
(i) Definition of debit or credit
115. It is for the non-Convention law to determine what constitutes entries such as debits and credits as
the Convention is silent in this regard. Such a definition, if necessary, may be found in some legal or

regulatory provisions of the non-Convention law or, possibly, in the uniform rules of an SSS.

2. Transfer by other methods

In addition to transfer by debit and credit entries, the law may adopt any one or more of
the other methods established by the Convention.
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a. Core Convention rules

o The Convention expressly recognises three optional additional methods for an account holder
to transfer intermediated securities or any interest therein. An account holder may grant an
interest:

o to another person by entering into a valid agreement with that person and having a
designating entry made (earmarking) in its security account (Article 12(3)(b));

o to another person by entering into a valid control agreement with the intermediary
that permits that person to exercise control over the securities (Article 12(3)(c)); and,

o to its intermediary by entering into a valid agreement with that intermediary (Article

12(3)(a)).

o For these three methods, as for the debit and credit method, no further steps may be
required for effectiveness against third parties. Articles 12(1)-(2). The non-Convention law should
be reviewed to determine whether any further step or steps are required and, if any exist, they
should be eliminated. As to the invalidity or reversal of a designating entry or other book-entry,
see Article 16 and paragraphs 141-143 below.

o Other methods for transfer may be maintained in non-Convention law. Article 13.

116. The Convention expressly provides four methods for transferring intermediated securities or any
limited interests therein: the debit and credit method in Article 11 and three additional methods in Article
12. The three additional methods, although present to varying extents around the world, have not
reached the same level of universal acceptance as the debit and credit method. Accordingly, under the
Convention, the debit and credit method must be recognised, whereas the three additional methods are
optional.

117. Apart from the methods expressly provided in the Convention, Contracting States are entitled to
use additional methods under Article 13. Subject to certain limitations described below, Article 13 permits
States to accommodate alternative methods for transfer (e.g. an existing one that a State may wish to
retain) in that State’s legal framework.

b. Choices to be made by declaration

118. Article 12 sets out a number of options with respect to the three additional methods, and States
may wish to consider whether to provide for one, two, all or none of these methods in their non-
Convention law. The additional methods provided by Article 12 are the following.

) Designating entry (or earmarking): besides a valid agreement between parties, this method
requires a book-entry in favour of the transferee in the transferor’s securities account, made by the
relevant intermediary according to the transferor’s instructions.

o Control agreement: a valid agreement between the parties is accompanied not by a book-
entry in the transferor’'s securities account, but rather it directly states those conditions or
obligations under which the relevant intermediary must act to the benefit of the transferee.

. Agreement with relevant intermediary (or automatic perfection): an interest is created when
the account holder and its relevant intermediary enter into a valid agreement. There is no other
condition to be met because the agreement binds the very same parties that would be needed for a
control agreement, and the position of the intermediary is secured by the control it has over the
securities account that it maintains for the account holder.

119. All these methods have in common that the intermediated securities over which rights are
transferred remain credited to the transferor’'s securities account. Further, two steps are required for
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each: (1) the transferor and the transferee enter into a valid agreement regarding the rights to be
created or transferred and (2) the condition specific to the relevant method is satisfied.

(i) Positive and negative control

120. Because designating entries are book-entries like debits and credits, they conform in many ways
with this universal method for transfer and are preferred in many systems. The book-entry also serves as
a form of publicity, but this is generally of limited value because securities accounts are not public
registries to be consulted without authorisation. Account statements, moreover, may become out of date
within minutes of being generated.

121. Other systems prefer control agreements, which do not require a book-entry in the transferor’s
account and allow for contractual provisions regulating the relationship between the transferor,
transferee and, in typical instances, the relevant intermediary. Such agreements, however, lack the
publicity aspect - albeit limited - that designating entries offer.

122. As the intermediated securities upon which an interest is granted by designating entry or control
agreement remain in the transferor’s securities account, it is not enough that a book-entry be made or an
agreement be in place reflecting the existence of that interest. That entry or agreement must also have
certain effects protecting the transferee against possible unauthorised actions regarding the relevant
securities.

123. For protection in this regard, non-Convention law is to determine whether a designating entry or a
control agreement provides the transferee of the interest with “positive” or “negative” control, or both.
Positive control requires the intermediary maintaining the transferor's account to comply with any
instructions given by the transferee in relation to those intermediated securities as may be provided by
the account agreement, control agreement, or the uniform rules of an SSS, without further consent of the
transferor. Negative control requires that the intermediary maintaining the transferor’s account not
comply with any instructions given by the transferor in relation to the relevant intermediated securities
without the transferee’s consent. See Articles 1(k) and 1(l).

(i) Interests transferable by the three methods

124. In many systems, these three additional methods are typically used to transfer limited interests in
intermediated securities, such as security interests. Like the debit and credit method, however, the three
additional methods may also be used to transfer intermediated securities as well as any limited interests
therein, even though transferees of intermediated securities typically prefer to have them credited to
their securities accounts.

125. Under the Convention, these three methods are not restricted to transferring limited interests,
despite the fact that they are primarily used for doing so, because such a restriction would require
defining particular concepts, such as security interests or collateral interests. This would undermine the
Convention’s functional approach and interfere with the property notions of various domestic systems.

Example 125-1: In some markets, both title transfer and non-title transfer collateral
transactions are effected by Article 12 methods. Some central banks take intermediated
securities from qualifying intermediaries in repurchase operations, known as repos
transactions, without debiting the relevant securities from the participants’ securities
account.

126. In line with commercial practices in numerous markets, Article 12(4) provides that any of these
methods may be used to grant an interest in respect of:

. an entire securities account, so that it applies to all intermediated securities credited from
time to time standing to the credit of that account; or
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o a specified category of intermediated securities, or a specified quantity or value of
intermediated securities, standing to the credit of a given securities account.

(iii) Declarations

127. What methods for transfer are available in which legal systems is important information for
investors and intermediaries. This is why the Convention promotes three optional methods (in addition to
the debit and credit method) and requires Contracting States to make a declaration regarding which
methods they have chosen and, if applicable, to specify the type of control resulting from a designating
entry or control agreement.

128. A Contracting State may also limit via declaration the possibilities provided under Article 12(4),
described above in paragraph 126.

129. The purpose of such declarations is to enhance international transparency and legal predictability,
and they may be subsequently modified. For more information, see the Declarations Memorandum,
Section 4.D and accompanying Forms No. 4A to 4F.

130. Furthermore, if a State chooses both designating entries and control agreements, it should also
consider whether both methods rank equal or if an interest granted by a designating entry always has
priority over an interest granted by way of a control agreement, in which case this should be the subject-
matter of a declaration. See Article 19(7) and paragraph 161 below.

c. Matters to be addressed or clarified by law outside the Convention

(i) Valid agreement required

131. Each of the three additional methods for transfer requires that the account holder enter into an
agreement with or in favour of the person to whom an interest is granted. Non-Convention law
determines the nature, scope, and extent of the interest granted, may establish formal requirements for
such agreement, and may distinguish among classes of account holders. It also determines the
consequences for an agreement that is invalid or ineffective for reasons such as lack of formality, lack of
capacity, mistake, and illegality.

(ii) Other methods for transfer under non-Convention law

132. Apart from the four methods for transfer expressly identified in the Convention, additional
methods, in accordance with Article 13, are not precluded by the Convention. There are a number of
policy choices to be made with respect to such non-Convention methods. States may wish to consider
whether these aspects of intermediated securities law are to be standalone (with creation of special
methods) or part of existing laws or rules within their domestic system. States may preserve existing
methods or consider other approaches to ensure effective transfers of interests.

133. Transfers according to such other methods are not eligible for the protection of an innocent
acquirer under Article 18, though they may be protected by a similar provision of non-Convention law
(see Part IV.C below). Their priorities are determined by the non-Convention law, except that they are
subordinated to all interests that become effective against third parties under Article 12 (see Part IV.D
below).

134. A Contracting State should consider existing methods for transfer falling under Article 13 and
whether they should be retained.

(iii) Limited interests that can be granted

135. What limited interests may be created or transferred by credits to a securities account is entirely
for the non-Convention law to determine. For discussion, see paragraphs 81-84 above.
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(iv) Non-consensual security interests

136. Article 12(8) references non-consensual security interests (e.g. statutory liens, purchase-money
liens, etc.), which are not regulated by the Convention. Such interests arise, become effective against
third parties and enjoy the priority determined by the applicable law. As discussed in paragraphs 165-168
below, States may wish to consider how these types of interests are addressed in their law.

B. Unauthorised dispositions and reversal

Under the Convention, an intermediary may only dispose of intermediated securities with the
authorisation of the person(s) negatively affected by the disposition. This authorisation may
also derive from the non-Convention law.

The consequences of unauthorised dispositions should also be established by the non-
Convention law and, to the extent permitted by the non-Convention law, the account
agreement or the uniform rules of a securities settlement system. This is in accordance with
the general rule of that the validity, reversibility and conditionality of book-entries in
securities accounts are determined by the non-Convention law and, to the extent permitted by
the non-Convention law, the account agreement and the uniform rules of a securities
settlement system.

1. Core Convention rules

o Debits of securities to a securities account, designating entries or the removal of designating
entries or any other disposition of intermediated securities may only be made with the
authorisation of the person(s) negatively affected by the disposition. Article 15(a)-(d).

o The authorisation may also be contained in the non-Convention law. Article 15(1)(e).

o The non-Convention law and, to the extent permitted by the non-Convention law, the
account agreement or the uniform rules of a securities settlement system determine the
consequences of dispositions without the authorisation required. Article 15(2).

) Article 15(2) corresponds with the general rule of Article 16 whereby the non-Convention law
determines whether and in what circumstances a debit, credit, designating entry or removal of a
designating entry is invalid, is liable to be reversed or may be subject to a condition, and the
consequences thereof.

) With respect to unauthorised designating entries the consequences of unauthorised
dispositions provided in the non-Convention law are subject to the protection of innocent acquirers.
Article 18(2).

137. The general idea of Article 15 is that dispositions of intermediated securities must be authorised by
the person(s) who are negatively affected by those dispositions. Article 15(1)(a)-(d) specify such
dispositions, including dispositions in accordance with Articles 11, 12 and 13, and the persons by whom
the intermediary must be authorised. The prerequisites of a valid authorisation are not regulated by the
Convention. But the authorisation itself may be given by any kind of (express or implied) consent under
the Convention, especially including instructions of the affected person. Article 10(2)(c). The non-
Convention law may additionally provide an authorisation (by operation of law and not by the affected
person(s)).

138. The consequences of unauthorised dispositions are deferred to non-Convention law. Dispositions
under Article 15(1) are not necessarily associated with book-entries (e.g. Articles 12(3)(a), 12(3)(c), 13).
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But insofar as unauthorised dispositions implicate a (removal of a) book-entry in a securities account,
Article 15(2) replicates the general rule that the validity, reversibility and conditionality of book-entries in
securities accounts are determined by the non-Convention law. Article 16. The non-Convention law may
permit that the account agreement or the uniform rules of a securities settlement system also determine
the consequences of unauthorised dispositions and the question whether book-entries are defective.
Articles 15(2), 16, 17(d).

139. The relevance of the non-Convention law is subject to the protection of the innocent acquirer.
Articles 15(2), 16, 18. The reason why only unauthorised designating entries are mentioned in Article
15(2) and expressly made subject to Article 18(2) is that only such book-entries may directly result in
defective entries. In the case of other unauthorised or defective (credit or designating) book-entries,
however, an innocent person may, by a subsequent transaction, also acquire an interest in
(intermediated) securities free of adverse claims.

2. Choices to be made by declaration
140. The Convention requires no declaration in respect of Articles 15 or 16.
3. Matters to be addressed or clarified by law outside the Convention

a. Defining authorisation of dispositions and the consequences of
unauthorised dispositions

141. The law should state that an intermediary may only dispose of intermediated securities with the
authorisation of the person affected by the disposition. This authorisation may also be contained in
(general provisions of) the non-Convention law.

Example 141-1: An interest may arise by an attachment order, Art. 12(8). The debtor’s
intermediary executes the attachment order by a designating entry in the debtor’s securities
account without the account holder’s authorisation.

142. The law should clarify the consequences of dispositions that are not authorised by the person who
is negatively affected by the disposition. Article 15(2). The non-Convention law may defer this decision to
the general provisions of its law, to the account agreement or the uniform rules of a securities settlement
system.

143. The non-Convention law may also regard such unauthorised dispositions neither as void nor as
liable to be reversed, but, for instance, as mere breach of a contract between the intermediary and the
person negatively affected by the unauthorised disposition. The consequences of unauthorised
dispositions may be dependent on the model chosen by the respective State.

b. Clarifying validity requirements and conditions of book-entries

144. In general, the law should clarify whether and in what circumstances book-entries are void, are
liable to be reversed or are conditional. Article 16.

Example 144-1 for conditional/invalid entries: Depending on the non-Convention law, credit-
entries may be conditional in case of registered shares with restricted transferability before
the consent of the issuer. The credit-entries may be invalid if the consent is denied.

Example 144-2 for conditional entries: In some States the practice is that provisional book-
entries are made before the end of the settlement period. See OFFICIAL COMMENTARY, para. 16-
22.

145. The law should also consider what the consequences of the reversibility of unauthorised or
defective (credit or designating) book-entries are. In particular, the law has to determine whether the
reversal of book-entries has retroactive effect or ex nunc effect. Corresponding decisions have to be
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made in case of conditional book-entries when the condition is not fulfilled. The non-Convention law may
defer this decision to the general provisions of its law or to the account agreement or the uniform rules of
a securities settlement system. Articles 15(2), 16.

146. The law has to make clear that the consequences of unauthorised dispositions and defective (credit
or designating) book-entries that are determined by the non-Convention law are subject to the overriding

principle of the protection of an innocent acquirer. Article 18 and see also Articles 15(2), 16.

C. Protection of an innocent acquirer

Under the Convention, an innocent acquirer who acquires for value is protected against
adverse claims. This protection covers:

(a) instances in which another person has an interest in (intermediated) securities
which is violated by the acquisition, and

(b) instances in which the acquisition by an innocent acquirer could be negatively
affected by an earlier defective entry.

1. Core Convention rules

o The innocent acquirer who acquires for value is protected against adverse claims. The
innocent acquirer is protected if another person has an interest in (intermediated) securities which
is violated by the acquisition. Article 18(1). The innocent acquirer is also protected against the
invalidity or reversibility of the acquisition based on an earlier defective entry. Article 18(2).
Therefore the innocent acquirer is protected against both the risk of the invalidity and the reversal
of the innocently acquired right.

o With regard to earlier defective entries, the acquisition by an innocent person is, to the
extent permitted by the non-Convention law, subject to the uniform rules of a securities settlement
system or of the account agreement. Article 18(5).

o Article 18 also excludes other claims (e.g. damage claims in tort) that may be asserted
against the innocent acquirer by the person who holds the right or interest or would otherwise
benefit from the invalidity or reversal of the defective entry. Article 18(1)(c), (2)(b).

o The protection of the innocent acquirer is limited to instances when the acquirer has given
(any kind of) value which has to be understood in a broad sense. See Article 18(3), and, as to the
interpretation of this term, see OFriciIAL COMMENTARY, paras. 18-15 and 18-16.

o The priority of interests is, however, not regulated by Article 18, but by Article 19, 20(2).
See Article 18(6).

The definitions which are relevant for Article 18 are contained in Article 17:

) The term acquirer is defined in a broad sense, including the acquisition of a security interest
or a limited interest. Article 17(a).

o A defective entry is a credit of securities or designating entry that is invalid or liable to be
reversed. Article 17(d).

o The acquirer is innocent, unless the acquirer actually knows or ought to know, at the
relevant time, of another person’s interest or of an earlier defective entry. Considering the short
time frame of transactions in intermediated securities that are effectuated through impersonal
markets, an acquirer has no general duty of inquiry or investigation in order to reach the standard
of innocence. See as to the standard of “ought to know”, OFfFiciIAL COMMENTARY, paras. 17-8 to 17-
14,
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o The question whether organisations actually know or ought to know of an interest or fact has
to be determined by reference to the individual responsible for the matter to which the interest or
fact is relevant, Article 17(c).

. The relevant time at which the acquirer must be innocent is usually the time that the credit
is made. Article 17(e). Since interests in (intermediated) securities may become effective without a
credit entry in the securities account, the relevant time is, in this case, determined by the time
when those interests have been made effective against third parties. Article 19(3).

147. The general idea of Article 18 is not only to protect the innocent acquirer, but also to immunise
onward transfers against the risk of being removed or reversed based on another person’s interest in the
(intermediated) securities or on an earlier defective entry. The protection of the innocent acquirer covers
situations, where the other person’s interest in the (intermediated) securities is violated by the
acquisition. Article 18(1). Article 18(2) extends this protection to situations, where the earlier defective
entry does not constitute an interest in the (intermediated) securities at the relevant time of acquisition,
but bears the risk of resulting in the innocent acquisition being reversed. The scope of application of
Article 18(1) and Article 18(2) may overlap.

Example 147-1: A debit of securities to a securities account may be unauthorised by an account
holder and therefore void. The (intermediated) securities are transferred to the account of
transferee 1 who is not an innocent acquirer. As the non-Convention law of the respective
Contracting State regards the credit as void, the credit is defective. The original account holder
who is affected by the unauthorised debit entry therefore still has an interest in the securities
which may, however, be violated by the later innocent acquisition of transferee 2. In this case,
transferee 2 may be protected under paragraph 1 and paragraph 2 of Article 18.

148. As the results under paragraphs 1 and 2 of Article 18 are identical, the distinction between these
paragraphs is usually not relevant. It may become relevant with regard to paragraph 5, however,
because the innocent acquisition principle, to the extent permitted by the non-Convention law, is only
subject to the uniform rules of a securities settlement system or of the account agreement when the
innocent person only meets the requirements of paragraph 2, but not those of paragraph 1.
Consequently, an innocent acquirer who meets the requirements of Article 18(1) is protected under this
paragraph, even if the respective non-Convention law permits limitations of the innocent acquisition
principle under Article 18(2) and the securities settlement system or the account agreement provide for
such rules.

149. The function and meaning of Article 18(1) and (2) depend on the (general) provisions of the
respective Contracting State especially because of two reasons. First, in a so-called matching system (i.e.
a system in which credit entries have to correspond with an equivalent number or amount of debits)
Article 18(1) ensures that the innocent purchaser of (intermediated) securities may acquire securities
even if a corresponding debit has not been made. However, in a system which allows for the acquisition
of (intermediated) securities without corresponding debits, the innocent acquisition principle has more
the character of a limitation of the acquisition which is generally possible by the person to whose
securities account the credit was made.

150. Second, in a Contracting State that regards the transfer (of rights) as a contract that is separate
and abstract from the underlying contract, the transfer of (intermediated) securities is not directly
affected by the invalidity (rescission) of the underlying contract (principle of abstraction). Hence, the
transfer is, in principle, valid, even though the acquired right or interest has to be returned on the ground
of unjust enrichment. The situation is, of course, different if the transfer itself is void. But in this case the
acquirer will already be protected under Article 18(1). Consequently, the problem which is envisaged by
Article 18(2) is in such a State of no particular relevance.
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2. Choices to be made by declaration
151. The Convention requires no declaration in respect of Articles 17 or 18.
3. Matters to be addressed or clarified by law outside the Convention

152. Under the Convention, the law has to allow for the acquisition by an innocent acquirer in instances
when another person has an interest in (intermediated) securities, which is violated by the acquisition.
Article 18(1). The non-Convention law has also to protect the innocent acquirer against the invalidity or
reversal of its acquisition based on an earlier defective entry. Article 18(2).

153. The non-Convention law should clarify whether and to what extent it permits that the rules of a
securities settlement system or an account agreement may limit the innocent acquisition principle of
Article 18(2). If so, the consequence is the reversal of (a series of) book-entries. The innocent acquisition
principle under Article 18(1), however, is applicable at any rate.

154. The domestic legislator should be aware that the rights and liabilities of acquirers in case they are
not protected by Article 18(1) or Article 18(2) are determined by the applicable law. Article 18(4)
replicates the general principle that, if the Convention does not provide any special rules, the applicable
law will determine the rights and liabilities of the respective persons.

D. Priorities

The Convention establishes clear priority rules that apply among competing claimants to the
same intermediated securities. A Contracting State may supplement and adjust these priority
rules by making optional declarations and by addressing in the non-Convention law priority
contests that are not resolved by the Convention’s priority rules.

1. Core Convention rules

o Article 19 sets out the Convention’s basic priority rules for interests made effective under
Articles 12 and 13 with respect to the same intermediated securities—i.e., securities credited to the
same securities account. Article 19(1).

. Article 20 partially determines the priority among an intermediary’s collateral taker and its
account holder.

) Article 39 contains a general transition rule, which preserves the priority of interests created
under the non-Convention law of a Contracting State before the Convention has entered into effect
in relation to the Contracting State.

155. Subject to exceptions mentioned below, interests made effective under Article 12 have priority over
interests otherwise effective under the non-Convention law (i.e., Article 13 interests). Article 19(2).

156. Exceptions to the Article 19(2) priority rule are made for non-consensual security interests, as to
which the Convention defers to priority rules under the non-Convention law under Article 19(5), and for
the priority of interests created by an intermediary as against the rights and interests of the
intermediary’s account holders governed by Article 20.

157. Article 19(3) provides the baseline temporal priority rule. Interests made effective under Article 12
rank according to the time (a) of an intermediary’s acquisition of an interest under Article 12(3)(a), (b) of
the making of a designating entry, and (c) that a control agreement is entered into or, if applicable, that
the relevant intermediary receives notice that a control agreement has been entered into.
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158. Article 19(4) provides a special non-temporal priority rule. If an intermediary holds an effective
Article 12 interest and subsequently makes a designating entry or enters into a control agreement in
favour of another person, the other person’s interest has priority unless the parties expressly agree
otherwise.

159. Article 19(6) permits parties to vary the otherwise applicable priorities by agreement, except that
applicable law governs whether parties may vary the priority of a non-consensual security interest. See
paragraphs 165-166 below.

160. Under Article 20, an interest granted by an intermediary under Article 12 has priority over the
rights of the intermediary’s account holders unless the intermediary’s grantee knew or ought to have
known that the interest violated the rights of one or more account holders. Article 12(2). This is
essentially the same test of innocence provided in Article 18(1). The Convention leaves to the non-
Convention law the relative priorities in the case of the grant of an interest by the intermediary under
Article 13. See paragraph 170 below.

2. Choices to be made by declaration

a. Declaration regarding priority of interests granted by designating entry

161. A Contracting State may declare that an interest made effective by a designating entry has priority
over interests granted by other methods, subject to the priority rule in Article 19(4). See paragraph 158
above. The Article 19(7) declaration is optional and not mandatory. For more information, see the
Declarations Memorandum, Section 4.E and accompanying Form No. 5.

b. Declaration regarding transitional provision

162. Under the transition rule variation in Article 39(2), a Contracting State may declare that a pre-
existing interest will retain its priority under Article 39(1) only if it is made effective under Article 12
before the relevant date.

163. Pre-existing interests are defined in Article 39(3)(a) to mean consensual interests granted under
the non-Convention law other than by a credit to a securities account. The relevant date is defined in
Article 39(3)(b) to mean the date stated by the Contracting State in its declaration, but not later than
two years after the declaration’s effective date.

164. The Article 39 declaration is optional and not mandatory. For more information, see the
Declarations Memorandum, Section 4.J and accompanying Form No. 10.

3. Matters to be addressed or clarified by law outside the Convention

a. Non-consensual security interests

165. Because Article 19(5) leaves the priority of non-consensual security interests to the applicable law
a Contracting State should reconsider any such applicable priority rules for consistency with and
conformity to the policies embodied in the Convention.

166. In particular, a Contracting State should consider whether the priority of any or all applicable non-
consensual security interests may be varied by agreement. See Article 19(5), (6).

167. If the non-Convention law of a Contracting State provides, or if a Contracting State is giving
consideration to the enactment of a law which provides, that an intermediary acting as an agent or
broker obtains a non-consensual security interest in securities to secure an account holder’s obligation to
pay for the securities, then the Contracting State should consider the priority given (or to be given) to
that security interest. The Contracting State should consider giving first priority to such a non-consensual
security interest, subject to the operation of Article 19(4).
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168. A Contracting State should consider whether a right of retention or similar right or interest
provided under the state’s civil code, commercial code, or both applies to intermediated securities for the
benefit of the relevant intermediary. The State should consider clarifying such provisions with respect to
the applicability or non-applicability to intermediated securities and, if applicable, the priority of such a
right or interest.

b. Priorities regarding interests granted by non-Convention methods

169. If and to the extent that the priority rules applicable to interests created under the non-Convention
law of a Contracting State differ from those applicable under the Convention, the Contracting State
should consider conforming those rules to the Convention’s rules.

170. In particular, a Contracting State should consider conforming the priority rule for an interest

granted by an intermediary under the non-Convention law (i.e., an Article 13 interest) to be consistent
with Article 20(2).

V. INTEGRITY OF THE INTERMEDIATED HOLDING SYSTEM

A. Prohibition of upper-tier attachment

The law should prohibit any attachment of intermediated securities of an account holder
against, or so as to affect: (a) a securities account of any person other than that account holder;
(b) the issuer of any securities credited to a securities account of that account holder; or (c) a
person other than the account holder and the relevant intermediary.

1. Core Convention rules
o Article 22(1) prohibits upper-tier attachment with an exception specified under Article 22(3).

o The phrase “upper-tier attachment” is commonly used where a creditor of an account holder
attempts to attach securities credited to a securities account maintained by an intermediary which
is not the account holder’s relevant intermediary.

. In other words, upper-tier attachment indicates that the creditor tries to attach at an
inappropriate tier of the holding chain.

171.  The prohibition of upper-tier attachment is based on an important policy consideration. Permitting
such attachment would undermine the ability of an intermediary to perform its functions and disrupt the
integrity of the intermediated securities holding system. What should be avoided is that such an
attachment order blocks securities accounts of other account holders who have nothing to do with the
subject matter of the attachment. If upper-tier attachment is permitted, such blockage could happen
because upper-tier intermediaries usually do not know and are unable to specify what part of the
securities or intermediated securities are the relevant securities that should be subject to the attachment.
Even if upper-tier intermediaries can identify the relevant securities or intermediated securities,
permitting upper-tier attachment could produce enormous costs for the relevant upper-tier intermediary
in identifying the relevant securities or intermediated securities and could prevent efficient operations of
the intermediated securities holding system.

172. This policy is particularly important in the cross-border context, inasmuch as if some systems
permit upper-tier attachment and others do not, it would seriously harm compatibility and thus efficiency
of cross-border holding of intermediated securities.

173. The definition of attachment should be broad. Article 22(2) defines “attachment of intermediated
securities of an account holder” as any judicial, administrative or other act or process to freeze, restrict
or impound intermediated securities of that account holder in order to enforce or satisfy a judgment,
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award or other judicial, arbitral, administrative or other decision or in order to ensure the availability of
such intermediated securities to enforce or satisfy any future judgment, award or decision.

Example 173-1. AH has a securities account with IM-1. IM-1 has a securities account with IM-2
which it uses as global custodian. Therefore, IM-1 pools all securities which it holds for account
holders in its account with IM-2. A creditor of AH tries to obtain an attachment order against
IM-2 in order to seize securities belonging to AH.

In this case, the court of a Contracting State cannot issue an attachment order against IM-2.
Even if it is clear that all securities of IM-1’s account holders are part of the pool in the account
with IM-2, there is no account maintained by IM-2 for AH. IM-2 usually does not have any
means of knowing how many, if any, securities belong to AH. However, the result does not
change under Article 22(1) even if IM-2 for some reason has a means of knowing how many
securities belong to AH. See OFFIcIAL COMMENTARY, eX. 22-2.

2. Choices to be made by declaration

174. As an exception to the general prohibition of upper-tier attachment, Article 22(3) allows a situation
where an attachment is permitted to be made against a person other than the relevant intermediary. This
is often the case in the context of holding patterns (the so-called “transparent systems”) where the
relevant intermediary shares its functions with a third person. See Article 7. However, the exception of
Article 22(3) can also apply where there is no holding pattern built on such shared functions in the sense
of Article 7.

175. A Contracting State would have to declare that, under its non-Convention law, an attachment of
intermediated securities of an account holder made against or so as to affect a person other than the
relevant intermediary has effect also against the relevant intermediary. Any such declaration would also
have to identify that other person by name or description and shall specify the time at which such an
attachment becomes effective against the relevant intermediary.

Example 175-1: In a given State, the CSD is the relevant intermediary and broker firms act
as “account operators” vis-a-vis the investors (who are account holders). The sharing of
functions between the CSD and the "“account operators” is acknowledged by means of a
declaration under Article 7. The national law prescribes that an attachment order aimed at
impounding intermediated securities of an account holder has to be addressed to the account
operator. See OFFICIAL COMMENTARY, ex. 22-5.

Example 175-2: State A maintains a transparent system in which the CSD participants rather
than the CSD itself are considered to be the relevant intermediaries for lower-tier account
holders. The participants maintain the accounts for and have direct relationships with the
account holders, have legal responsibility to the account holders and receive and act upon
instructions from the account holders. However, credits, debits and designating entries to the
lower-tier accounts, though performed by the participants, are recorded in the CSD’s
computer systems (including in sub-accounts that fully identify the lower-tier account
holders), and the intermediated securities are registered in the issuers’ books in the name of
the CSD as a fiduciary. The sharing of functions between the CSD and the relevant
intermediary is acknowledged by means of a proper declaration under Article 7 and Article
22(3). The national law and regulations prescribe that an attachment order has to be
addressed to the CSD. This attachment shall not be considered an upper-tier attachment
under the Convention as the exemption of Article 22(3) applies. See OFFICIAL COMMENTARY, €X.
22-6.

Example 175-3: In State B, the holding patterns in place do not involve the sharing of
functions and the CSD is not the relevant intermediary. However, the law prescribes that an
attachment has to be made against the CSD and identify the debtor and the debtor’s
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relevant intermediary. It also prescribes that the CSD has to communicate to and check with
the debtor’s relevant intermediary what the debtor’s holdings are before freezing the
intermediated securities in both the relevant intermediary’s and the CSD’s securities
accounts simultaneously.

Both States would have to make a declaration under Article 22(3) in order to be able to
maintain the practice described in the above examples. Without such declaration, their laws
would not properly reflect the substance of Article 22. See OFFICIAL COMMENTARY, ex. 22-7.

176. The rationale for this exception lies in the general purpose of the prohibition of upper-tier
attachment (i.e., upper-tier attachment bears the risk of disrupting the holding chain). However, this
detrimental effect can be avoided where the applicable law provides for special safeguards avoiding such
disruption, in particular reconciliation mechanisms which allow the relevant intermediary and the other
person to communicate with each other and have procedures in place which guarantee that an
attachment made at the level of one entity is correctly reflected in the accounts maintained by the other
entity.

177. In many (probably most) cases, a Contracting State making a declaration under Article 22(3) will
also have made a declaration under Article 7(1) with respect to the sharing of intermediary functions, as
contemplated by Example 175-1 above. However, Article 22(3) does not limit its applicability to such
Contracting States. It is based on the assumption that a Contracting State that elects to become a party
to the Convention and that also elects to make a declaration under Article 22(3) will do so rationally. A
Contracting State should make such a declaration only if a system is in place (through the use of
information technology or otherwise) which ensures that the problems and risks that Article 22(1) is
intended to prevent are adequately addressed. See Example 175-3 above.

178. Where a declaration under Article 22(3) is made, it must identify the other person by name or
description. Furthermore, it must specify the time at which such an attachment becomes effective against
the relevant intermediary. The latter requirement shows that the decisive account at which to look
remains under all circumstances the one held for the debtor by the relevant intermediary. Only if and
when the attachment of intermediated securities standing to the credit of that account takes legal effect,
the intermediated securities are validly frozen, restricted or impounded. Until that point, the
intermediated securities can be disposed of. For more information, see the Declarations Memorandum,
Section 4.C and accompanying Forms 3.A and 3.B (regarding Article 7) and Section 4.F and
accompanying Form No. 6 (regarding Article 22(3)).

3. Matters to be addressed or clarified by the non-Convention law

179. To make a declaration under Article 22(3), a Contracting state should make sure that under its
non-Convention law an attachment of intermediated securities of an account holder made against or so
as to affect a person other than the relevant intermediary has effect also against the relevant
intermediary.
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B. Prevention of shortfalls and allocation of securities

The law should ensure that intermediaries are required to prevent shortfalls, notably by
holding or having available sufficient securities to cover credits to securities accounts that
these intermediaries maintain, and that securities are properly allocated to account holders’
rights, which may be achieved by way of segregation.

1. Core Convention rules

. An intermediary should hold or have available sufficient securities to cover credits made to
securities accounts it maintains. Article 24.

o An intermediary should allocate securities to account holders’ rights. A common way to do
this is segregation. Article 25.

180. It is crucial for the integrity of an intermediated securities holding system to prevent shortfalls as
much as possible, to provide for correction mechanisms when they occur, and to have rules in place for
the distribution of losses due to shortfalls in insolvency. The Convention addresses these issues in Articles
24-26. Lawmakers should ensure that intermediaries hold or have available sufficient securities (Article
24) and that securities are allocated to account holders, notably by way of segregation (Article 25). The
Convention rule regarding the distribution of losses in insolvency (Article 26) and alternative solutions are
dealt with in paragraphs 233-234 and 236 below.

a. Sufficient securities

181. Lawmakers should ensure that an intermediary holds or has available sufficient securities to cover
credits to securities accounts it maintains or, in technical and more precise terms, “hold[s] or [has]
available securities and intermediated securities of an aggregate number or amount equal to the
aggregate number or amount of securities of that description credited to: (a) securities accounts that it
maintains for its account holders other than itself; and (b) if applicable, securities accounts that it
maintains for itself”. Article 24(1).

b. Allocation

182. In addition to ensuring that intermediaries hold or have available sufficient securities and
intermediated securities (Article 24), lawmakers should also make sure that these securities are allocated
to the rights of the account holders of the intermediary concerned (Article 25). This allocation is an
important tool in determining which assets belongs to whom. The allocation should take place to account
holders other than the intermediary itself. The default policy set out in the Convention is that securities
are deemed to be allocated to such account holders up to the aggregate number or amount of their
credits, and that these securities are not available to the intermediary’s other creditors in case of its
insolvency. States may, however, deviate from this policy by making a declaration.

183. The Convention does not determine exactly how allocation takes place, which is thus left to
domestic lawmakers. Article 25(3). However, the Convention does mention the commonly applied
method of segregation. Article 25(4). Two different types of segregation are distinguished. In the first
case of pooled “"omnibus accounts”, the intermediary distinguishes the securities of a certain description
that it holds for itself from those of all other account holders, whose securities of that description are
pooled in an omnibus account. In the second case of so-called “individual segregation”, the intermediary
distinguishes between its own securities and of those of particular account holders or groups of account
holders individually. It should be noted that these different methods of segregation can also be
combined: an intermediary can distinguish between securities of a certain description that it holds for (i)
itself, (ii) a number of account holders individually, and (iii) remaining account holders in an omnibus
account.
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Diagram 183-1: Omnibus account
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In Diagram 183-1, intermediary #4 holds securities X in two accounts with intermediary #3. An omnibus
account reflects securities X held for account holders #1, #2, and #3; another account reflects securities

X that intermediary #3 intends to hold for itself. Intermediary #3 only knows intermediary #4, not the
identity of account holders #1, #2, and #3.

Diagram 183-2: Individual segregation
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In Diagram 183-2, intermediary #4 holds accounts with intermediary #3 for each of its account holders
individually, as well as for securities it holds for its own account. Intermediary #3 knows the identity of
intermediary #4 and of its account holders. In order for the individual segregation to be effective
throughout the chain, it must also be ensured at upper-tier levels (intermediary #2, etc.).
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2. Choices to be made by declaration

a. Sufficient securities

184. No declarations can be made in relation to the requirement to hold or have available sufficient
securities.

b. Allocation

185. The default rule of the Convention is that securities that are available under Article 24 are ex
Conventione allocated to account holders and are not available to the intermediary’s other creditors in its
insolvency. However, a State may decide to protect the intermediary’s other creditors instead of the
intermediary’s account holders by giving “proprietary effect” to the segregation by an intermediary of
securities that it holds for its own account. If the non-Convention law of a State so provides and if a
declaration is made to this end, only the securities allocated to the intermediary’s account holders will be
available to these account holders, whereas all other “own account” securities are available to the
intermediary’s other creditors. See Article 25(5) and the Declarations Memorandum, Section 4.G and
accompanying Form No. 7.

3. Matters to be addressed or clarified by law outside the Convention

a. Sufficient securities: Available methods, timeframe for action, and
allocation of costs and other consequences

186. Lawmakers should decide on the different methods that are made available for complying with the
requirement to hold or have available sufficient securities. Different methods are listed in Article 24(2)
and include registration in the register of the issuer (either in the name or for the account of account
holders or in the intermediary’s own name), possession of certificates or other documents of title, holding
intermediated securities with another intermediary, or any other appropriate method. The suitability of
these methods depends on the set-up of a given intermediated system.

187. Lawmakers should also consider the timeframe within which action should be undertaken in case
the requirement to hold or have available sufficient securities is not complied with at any given moment.
Article 24(3). Again, this policy decision depends on the set-up of a given system. Some systems
envisage an inseparable link between credits and debits (the so-called “no credit without debit” approach)
and any mismatch within the system is therefore conceptually inadmissible. Other systems envisage
some leeway as long as there is a form of financial backup to protect account holders.

188. Another matter that is left to domestic lawmakers is the allocation of cost and any other
consequences of non-compliance with the requirement to hold or have available sufficient securities.
Article 24(4).

b. Allocation/segregation
189. Lawmakers should decide on the available methods of allocation / segregation. See paragraphs
233-234 below.

C. Securities clearing systems (SCSs) and securities settlement systems (SSSs)

The Convention acknowledges the systemic importance of SCSs and SSSs, and in some
instances allows derogations to the rules of the Convention to the extent permitted by the
law applicable to the system. The non-Convention law should only allow for derogations to
the Convention rules where such derogations are necessary to ensure the integrity of the
local SCSs or SSSs.

The Contracting State should seriously consider introducing rules on irrevocability of
instructions and finality of transactions done through an SSS or SCS, even in case of the
insolvency of the SCS, SSS or a participant to any such system.
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1. Core Convention Rules
. Article 1(n) and (o) contain the definitions of an SSS and an SCS.

. SSSs are defined broadly to include systems that connect multiple participants for the
purposes of securities settlement and, as the case may be, clearing.

o SCSs are similar infrastructures, but they only cover the clearing leg of a securities
transaction, and settlement is done outside the system.

o Only SSSs or SCSs that (a) are central to the reduction of risk to the stability of the financial
system (i.e. systematically important institutions) and (b) have been identified as an SSS or SCS in
a declaration of the Contracting State qualify as such under Convention.

190. The effective and safe operation of systematically important systems requires their internal rules
and procedures to be enforceable with a high degree of certainty.

191. This is why Articles 9(1)(c), 10(2)(c), (e), (f), 15(1), 16, 18(5), 23(2)(e), 24(4), 26(3), 27(a)-(b),
28(1)-28(2) and 28(3) of the Convention provide that the uniform rules of an SSS may contain rules
which either derogate from the Convention or the ordinary laws of the Contracting State.

192. Article 27 recognises the effects of the law applying to an SSS or SCS which provide for the
irrevocability of instructions and the finality of recordings in SSSs or SCSs in an insolvency scenario of a
participant to any such system or of the system itself.

193. SSSs which meet the above criteria can benefit from the exemptions of the Convention and hold
securities in a securities account for their participants whether they act as a so-called Issuer-SSS or
Investor-SSS.

194. An SSS acts as an Issuer-SSS if it is the top-tier intermediary in a securities holding chain, and as
an Investor-SSS if it is not acting as top-tier intermediary.

Diagram 194-1:
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195. As it appears from diagram 194-1 above, the SSS is, as an Issuer-SSS, dealing with the issuer of
securities and serves as platform through which securities are introduced first into the book-entry
system.

196. In its dealings with the issuer, the SSS is often identified as a “central securities depository”. Such
dealings, which include the creation, recording and reconciliation of securities, are, pursuant to Article 6,
excluded from the scope of the Convention.

2. Choices to be made by declaration

197. To ensure predictability for intermediaries, it is important that they can easily identify whether an
entity or system can derogate, either pursuant to the law applicable to it or by virtue of its uniform rules,
from the rules of the Convention. To that effect, each Contracting State must identify in a declaration the
SSSs or SCSs which are subject to its laws.

198. Only the Contracting State, whose laws govern a system, may make a declaration, not the
Contracting State whose laws govern the agreement between the SSS/SCS and their participants (if
different).

199. Only SSSs and SCSs that are central in the reduction of risk to the stability of the financial system
may be included in a declaration. This means that only systematically important institutions may be listed
in a declaration. For more information, see the Declarations Memorandum, Section 4.A and
accompanying Form No. 1.

3. Matters to be addressed or clarified by law outside the Convention

200. Contracting States should, with respect to each instance mentioned in paragraph 191, carefully
consider which derogations to the Convention or to its national law they shall allow for the operation of
SSSs and SCSs.

201. They should only allow derogations to the Convention rules if such derogations are essential to
ensure the integrity of the SSS or SCS in light of their systemic importance.

202. Contracting States are encouraged to introduce rules on irrevocability of instructions and finality of
recordings with respect to transactions done through an SCS or SSS, and in particular in the case of an
insolvency proceeding of an SCS or SSS, in order to ensure the integrity of both the national and
international financial system.

D. Issuers and set-off

The Convention generally does not deal with the relationships between account holders
and issuers. The law should clearly define the persons entitled to exercise the rights
attached to the securities vis-a-vis the issuer and the conditions thereto when the
securities are held through one or more intermediaries. It should facilitate the exercise of
those rights by the ultimate account holder, in particular, by allowing intermediaries who
act on behalf of third parties to exercise voting rights or other rights in different ways.

1. Core Convention rules
e The Convention generally does not deal with the relationships between account holders and
issuers. Article 8.

o However, Articles 29 and 30 contain a few exceptions to that principle that are considered
necessary to achieve compatibility of intermediated securities holding systems around the world.
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o Contracting States should permit the holding of publicly traded securities through one or more
intermediaries, and the effective exercise of the rights attached to such securities that are so held;
in particular, they shall recognise the holding of such securities by a person acting in its own name
but on behalf of another person or other persons and shall permit such a person to exercise voting
or other rights in different ways. Article 29.

o Contracting States should not discriminate between non-intermediated and intermediated
securities with regard to set-off rights in relation to the insolvency of the issuer. Article 30.

203. As discussed in paragraph 73 above, securities give investors certain rights that the Convention
refers to as "the rights attached to the securities”. See, e.g., Articles 8(2), 9(1)(a)).

204. In the intermediated holding systems, investors may be unable to directly exercise those rights
against the issuer, since the person who appears in the issuer’s register or in the CSD (when this
institution replaces that register) may not be the ultimate account holder. Issuers may not know who the
investors are and, accordingly, investors may not be entitled to exercise the rights attached to the
securities directly against the issuers.

205. 1In this context, the Convention takes as a starting point the difference between the exercise of the
rights attached to the securities (i) vis-a-vis the relevant intermediary and (ii) vis-a-vis the issuer. As
detailed in Part III, the Convention focuses on the relationship between the account holder and its
intermediary and establishes that the rights attached to the securities belong to the account holder and
that the intermediary must ensure the exercise of those rights (Articles 9 and 10).

206. However, the Convention, in principle, does not deal with the relationship between account holders
and issuers. Article 8 enshrines this principle. On the one hand, from the account holder’s standpoint: the
Convention does not affect any right of the account holder against the issuer of the securities. Article
8(1). And, on the other hand, from the issuer’s standpoint, the Convention does not determine whom the
issuer is required to recognise as the shareholder, bondholder or other person entitled to receive and
exercise the rights attached to the securities. Article 8(2).

207. The Convention is therefore neutral as to whether the rights attached to the securities are to be
exercised by the ultimate investor, its intermediary or any other upper-tier intermediary. This is an issue
governed by the law applicable to the securities. This law also governs the conditions to exercise those
rights. Thus, for example, the law governing the enterprise may establish that when the shareholders
exercise their voting rights by proxy, a valid proxy card must be prepared, signed and submitted to the
issuer within a certain number of days before the shareholders meeting. These rules are not affected by
the Convention.

208. This law will usually be the law of the issuer with regard to shareholders and the law governing the
bonds with regard to bondholders. This law can be the law of a Contracting or of a non-Contracting state.
That is why on this point Article 9(1)(c) refers, among others, to the “law applicable” and the terms of
the securities.

209. As shown in diagram 209-1 below, for example, an account holder has a securities account with an
intermediary. The account is located in State A, but the securities credited to that account are issued
under the law of State B. The Convention does not say anything about whether the ultimate account
holder, his intermediary (intermediary #3) or any other intermediary at an upper-tier level (intermediary
#2) is entitled vis-a-vis the issuer to exercise the rights attached to those securities. The law of State B
may, for example, only recognise as shareholder the persons whose names appear on the issuer’s
register at a certain date. Unless and until the name of the account holder appears on such register, the
issuer is not obliged to treat the account holder as shareholder. This means the account holder’s right
over the securities are effective against the intermediary and third parties (see Article 9), but the account
holder will not be entitled to exercise those rights against the issuer.
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Diagram 209-1:
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210. Even if under the law governing the securities, however, the account holder is not entitled to
exercise the rights attached to such securities against the issuer, Article 10 establishes that the
intermediaries must take appropriate measures to enable their account holders to receive and exercise
those rights, for example, intermediaries should exercise voting rights following their instructions or
should appoint them as proxy holders to attend and vote at the general meeting (infra).

211. Articles 29 and 30 are exceptions to the principle laid down by Article 8. Though the Convention
does not generally apply to the relationships between the issuers and account holders, Articles 29 and 30
contain certain exceptions to this principle that were considered necessary to achieve compatibility of the
securities-holding systems around the world.

212. Article 29(1) establishes an element that is crucial for the well-functioning of exchanges or
regulated markets in particular to ensure cross-border compatibility of the holding systems: the
recognition of the intermediated holding systems. Contracting States shall permit publicly traded
securities (i.e. the securities traded on exchanges or regulated markets of the corresponding Contracting
State), to be held through one or more intermediaries and recognise the effective exercise of the rights
attached to those securities. However, Contracting States are not obliged to require that all securities are
issued on terms that allow them to be held through intermediaries (Article 29(1) in fine).

213. Furthermore, Article 29(2) adds that Contracting States shall recognise the holding of securities by
a person acting in its own name but on behalf of another, and to permit that person to exercise voting
rights or other rights in different ways. In particular in cross-border scenarios, it is common that
intermediaries act in their own name (as nominees) but also on behalf of third parties (beneficiaries). The
purpose of this provision is to ensure recognition of this nominee holding fact-pattern to ensure the
interoperability of different systems.

214. The Convention, however, does not prevent the non-Convention law from establishing certain
conditions for a person (the nominee) to be able to exercise those rights. For instance, the law governing
the issue (State B in diagram 209-1) may require the nominee to disclose the name of his clients in order
to vote in different ways.

215. Article 30 provides an equal footing rule between intermediated and non-intermediated securities
with regard to set-off but only in relation with the insolvency of the issuer. If a set-off right would have
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existed and would have been exercisable in a non-intermediated context (e.g. when the investors hold a
certificate of the bonds), such rights must also exist and be recognised where the securities are held
through one or more intermediaries. The reach of this provision is very limited: it only prevents
Contracting States from discriminating on the mere fact of the intermediation. Whether set-off rights
exist and are enforceable in the insolvency of the issuer is outside the scope of the Convention.

2. Choices to be made by declaration
216. The Convention requires no declaration to be made under Articles 8, 29, or 30.
3. Matters to be addressed or clarified by the non-Convention law

217. The non-Convention law must define the persons entitled to exercise the rights attached to the
securities vis-a-vis the issuer and the conditions thereto when the securities are held through one or
more intermediaries. From a conflict of laws perspective, the Contracting State should make it clear that
these provisions only apply to the securities governed by its own law.

218. The conditions for the exercise of those rights vis-a-vis the issuer should be clearly stated so that
they provide legal certainty and predictability to: (i) the issuer regarding whom it is required to recognise
as entitled to exercise those rights, (ii) and the intermediaries and account holders regarding who is
entitled to exercise them against the issuer. This includes the determination of the date relevant for the
identification of the person entitled to a specific corporate action.

219. Furthermore, the non-Convention law should facilitate the exercise of the rights attached to the
securities by the ultimate investors, in particular establishing a transparent, smooth and effective process
of proxy voting. Thus, if the person entitled to exercise the corporate rights vis-a-vis the issuer is acting
as a nominee:

o The law should clearly establish under what conditions such person may exercise the rights
stemming from the securities on behalf of clients. Thus, for example, the EU Directive on the
exercise of certain rights of shareholders in listed companies (Directive 2007/36/EC) establishes
that in the case of a person who is recognised as a shareholder by the applicable law acts on behalf
of another person, "Where the applicable law imposes disclosure requirements as a prerequisite for
the exercise of voting rights by a shareholder referred to in paragraph 1 [a nominee], such
requirements shall not go beyond a list disclosing to the company the identity of each client and
the number of shares voted on his behalf” (Article 13(2)); and “"Where the applicable law imposes
formal requirements on the authorisation of a shareholder referred to in paragraph 1 [a nominee]
to exercise voting rights, or on voting instructions, such formal requirements shall not go beyond
what is necessary to ensure the identification of the client, or the possibility of verifying the content
of voting instructions, respectively, and is proportionate to achieving those objectives” (Article
13(3)).

) The law should also clearly establish that nominees will not be prevented from granting a
proxy to each of their clients or to any third party designated by a client. Thus, for example, Article
13(5) of said Directive establishes: "Where the applicable law limits the number of persons whom a
shareholder may appoint as proxy holders [...] such limitation shall not prevent a shareholder
referred to in paragraph 1 of this Article [a nominee] from granting a proxy to each of his clients or
to any third party designated by a client”.

220. As a corollary of the recognition of intermediated securities systems, the non-Convention law
should ensure a general principle of non-discrimination with regard to the exercise of the rights attached
to the securities wider than the simple exercise of voting rights. The law governing the securities should
not discriminate against the exercise of the rights attached to the securities on the sole grounds that the
securities are held through a chain of intermediaries. And this principle should apply not only to nominee
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systems but also to alternative systems of holding securities indirectly (e.g. by means of omnibus
accounts).

VI. INSOLVENCY PROTECTION

The Convention establishes important insolvency proceeding-related rules on the effectiveness
of interests made effective under Articles 11, 12, and 13 and provides loss-sharing rules in
case of a shortfall of account holder securities. However, non-Convention law should address
many other important and relevant features of insolvency and regulatory law that the
Convention leaves to it.

A. Core Convention rules

o Article 14 deals generally with the effectiveness of interests made effective under Articles 11,
12, or 13 as against an insolvency administrator and creditors in an insolvency proceeding.

o Article 20 partially determines the priority among an intermediary’s collateral taker and its
account holders. See Part IV.D.2 above.

o Article 21 deals generally with the effectiveness of interests made effective under Articles 11,
12, or 13 as against an insolvency administrator and creditors in an insolvency proceeding of the
relevant intermediary.

o Article 26 provides a loss-sharing mechanism in case of a shortfall of securities credited to
account holders’ securities accounts in an insolvency proceeding on an intermediary.

1. Effectiveness in insolvency in general

221. Article 14(1) provides affirmatively that interests made effective under Articles 11 and 12 are
effective in an insolvency proceeding.

222. Article 14(2) provides that Article 14(1) does not affect substantive or procedural rules applicable
by virtue of an insolvency proceeding such as ranking of categories of claims, avoidance powers for
preferences and fraudulent transfers, and the enforcement of rights to property under the control or
supervision of an insolvency administrator.

223. Article 14(3) provides that Article 14(1) does not apply to the situation of an intermediary
insolvency proceeding addressed by Article 21.

224. Under Article 14(4) the Convention does not impair the effectiveness of an interest that is effective
under Article 13.

2. Effectiveness in the insolvency of the relevant intermediary

225. Article 21(1) provides affirmatively that interests made effective under Articles 11 and 12 are
effective in an insolvency proceeding of the relevant intermediary.

226. Article 21(2) provides that Article 21(1) does not affect rules applicable in an insolvency proceeding
of the relevant intermediary relating to avoidance powers for preferences and fraudulent transfers and
procedural rules relating to the enforcement of rights to property under the control or supervision of the
insolvency administrator. The exceptions in Article 21(2) are narrower than those provided by Article
14(2).
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227. Under Article 21(3), the Article does not impair the effectiveness of an interest that is effective
under Article 13.

3. Loss sharing in case of insolvency of the intermediary

228. Article 26 applies regarding loss sharing unless there is a conflicting rule applicable in the
insolvency proceeding of the intermediary. Article 26(1).

229. If the securities of a description (i.e., a particular issue) allocated under Article 25 are insufficient
to cover the securities of that description credited to securities accounts, the shortfall is to be borne (a) if
the securities are allocated to a single account holder, by that account holder, and (b) otherwise by the
account holders who whom the securities have been allocated in proportion to the number or amount of
securities credited to securities accounts. Article 26(2). This is a pro rata allocation on an issue-by-issue
basis.

230. If the intermediary is the operator of a SSS, the uniform rules of the SSS determine who bears the
shortfall if the rules so provide.

B. Choices to be made by declaration

231. The Articles primarily addressed here do not involve choices to be made by declaration. However,
the optional declaration under Article 25(5) regarding segregation is relevant in the context of an
intermediary’s insolvency proceeding. See paragraph 238 below and Part V.B.2 above.

C. Matters to be addressed or clarified by law outside the Convention
1. General observations

232. Many of the matters that must be addressed by the non-Convention law may fall within the realm
of securities regulation—the regulation of securities markets and market participants such as
intermediaries, exchanges and other trading systems, SCSs, and SSSs. Other matters are squarely in the
field of insolvency law, but involve many complex and highly technical issues in the context of the
insolvency of an intermediary. In this connection, many lessons have been learned through the recent
financial crisis and in particular from the insolvency proceedings of various Lehman Brothers entities.
There is a wealth of recent literature that should be consulted as well as much information available from
the websites and publications of various NGOs. A State wishing to reform its legal and regulatory
infrastructure should consult these resources. While this section of the Guide endeavours to identify the
most important areas of inquiry for such a reform process, it cannot provide detailed specific
recommendations.

2. Loss sharing

233. As Article 26 defers to a conflicting loss-sharing rule applicable in an intermediary insolvency
proceeding, a Contracting State should consider whether it should retain or adopt any such different rule.

234. By way of example, assume that the intermediary has two account holders, #1 and #2. The
intermediary has credited 100 units of A securities valued at 100 to account holder #1. It has credited
100 units of B securities valued at 100 to account holder #2. However, the intermediary only has 90
units available of A securities. Under the loss-sharing rule of Article 26(2), account holder 1 would bear
the loss of the shortfall. Diagram 234-1 illustrates this result.
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Diagram 234-1:

Intermediary

a0A 100 B
100 100
Account Holder #1 Account Holder #2
=90 =100

Under the loss-sharing rule in the United States Securities Investor Protection Act, all account holders
share in the entire pool of securities to the extent of their net equity, which is the value of the securities
credited to their accounts. This is so even if there is a shortfall. Diagram 234-2 illustrates this result. It
reflects the fact that it normally would be purely fortuitous that there would be a shortfall in one issue of
securities as opposed to another and would treat similarly situated account holders in the same manner.

Diagram 234-2:

Intermediary

90A 100 B
100 100
190
AccountHolder#1 | 7 - o5 Account Holder #2
=95 200 = 95

3. Priority of interests granted by intermediary

235. The priority of intermediary-granted interests as against the rights of the intermediary’s account
holders is relevant primarily in the case of an intermediary insolvency proceeding. See generally Part
IV.D.3 above.

4. Account holder protection fund/insurance
236. A Contracting State should consider adopting a scheme that provides a fund or insurance for the

protection of “retail” account holders up to a specified value of securities carried in a securities account. If
a Contracting State already has such a system, it should consider and assess its adequacy.
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5. Transfer of account holder securities accounts to solvent intermediary

237. An important technique for the protection of account holders in the insolvency proceeding of an
intermediary is the transfer of securities accounts (and the underlying securities) to a solvent
intermediary that assumes the insolvent intermediary’s duties and obligations to the account holders. An
account holder protection fund or insurance typically would provide assurances against losses to the
transferee intermediary. A Contracting State should ensure that the relevant insolvency law
accommodates this approach.

6. Rights of intermediary’s creditors and segregation

238. A Contracting State’s decision on whether or not to make a declaration under Article 25(5)
regarding segregation and the corresponding impact on an intermediary’s account holders and unsecured
creditors primarily is relevant in an intermediary’s insolvency proceeding. See generally Part V.B.2 above.

7. Limitations on ranking of categories of claims and avoidance powers

239. A Contracting State should consider whether to adjust ranking of claims and whether to adopt or
retain protection from avoidance as a preference or fraudulent transfer certain transfers as a prophylactic
mechanism to reduce systemic risk in the financial markets. For example, payments made to or within a
SSS for the settlement of securities transactions might be protected. The appropriateness and
effectiveness of such protections is controversial.

8. Stay of enforcement and close-out netting

240. Related to the limitations discussed in Part VII below and as a means of reducing systemic risk, in
some states enforcement against securities collateral and in connection with repo transactions and the
operation of close-out netting are exempt from any stay or other injunction in an insolvency proceeding.
A Contracting State should consider whether to adopt or retain any such exemption. The appropriateness
and effectiveness of such exemptions is controversial.

9. Special provisions in relation to collateral transactions

241. If a Contracting State declares under Article 38 that Chapter V does not apply, it may nonetheless
consider whether it should enact as a part of the non-Convention law the protection of collateral takers in
connection with insolvency proceedings under Articles 33, 36, and 37. See generally Part VII.A below.

10. Return of account holder assets and funds

242. As to securities accounts that are not transferred to a solvent intermediary, a Contracting State
should ensure that insolvency law provides means of promptly returning to account holders securities
credited to their securities accounts and credit funds balances in such accounts. The law should provide
for flexible solutions such as partial returns pending resolution of complex relationships and the potential
for an insolvency administrator to claw back securities and funds to the extent returns were not justified
or were made in error. Ensuring that an account holder’s rights are respected in an intermediary’s
insolvency proceeding, as under Article 14(1), is a necessary but not a sufficient means of protecting the
rights of account holders.

11. Intermediary access to SCSs and SSSs and assets held in such systems or
otherwise as collateral

243. In order to provide proper protection and treatment of account holders and creditors generally,
insolvency law should ensure that an insolvency administrator of an intermediary has access to
information and records and access to assets held in such systems or otherwise held as collateral, such
as by a clearing lender or derivatives counterparty. Of course, the interests of the operators of and
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participants in such systems and of those holding collateral must be protected as well. But it is important
to ensure the transparency of all of these relationships. As to the insolvency of SCSs and SSSs, see
Article 27 and paragraphs 200-202 above.

12. Intermediary access to information, records, and information technology
systems

244. An intermediary’s insolvency administrator must have access to all relevant information, records,
and information technology systems. This is especially problematic in the case of a multinational financial
enterprise group in which an affiliate other than the intermediary manages information centrally and may
be subject to a separate insolvency proceeding.

13. Requirement of advance plan for liquidation or reorganisation

245. A Contracting State should consider imposing a requirement on intermediaries mandating periodic
submission to a supervisory or regulatory authority of a plan of liquidation or reorganisation of the
intermediary in case of financial distress—a so called “living will.” In particular, advance planning and
organisation would assist in addressing the matters discussed in paragraphs 242-244 above.

14. Enhanced regulation and supervision of intermediaries, exchanges and
alternative trading systems, SCSs, and SSSs

246. The optimal approach to the problem of intermediary financial distress would be to ensure that an
intermediary does not suffer from financial distress in the first place. Ex ante regulation and supervision
of intermediaries and the market structures and participants with which they interact may play an
important role in this respect.

VII. SPECIAL PROVISIONS IN RELATION TO COLLATERAL TRANSACTIONS

Clear rules concerning transactions involving collateral in the form of securities are essential.
The Geneva Securities Convention contains optional rules in case such collateral is transferred
or provided by way of a security interest. Other international law instruments provide further
guidance on private and regulatory law issues involved.

A. Core Convention rules

. The Convention covers collateral consisting of intermediated securities provided by way of
transfer of title or security interest. See Article 31.

o A title transfer of collateral should not be re-characterised as a security interest. Article 32.

o Enforcement of collateral may be effected by way of sale, or, if agreed, appropriation or
close-out netting. Article 33(1)-(2).

) It should be possible to enforce collateral relatively easily and quickly (i.e., without prior
notice, approval by a court or other person, or a public auction), also in case of insolvency. Articles
33(3) and 35.

o The collateral taker may be given the right to “use” or “re-hypothecate” the collateral, i.e., to
dispose thereof as if it were the owner. Article 34.

o Collateral agreements and the provision of collateral thereunder are protected against timing
claw back rules in insolvency (such as “zero hour rules”). Articles 36 and 37.




58. Informal Working Group re: EM/Legislative Guide (Revised Draft - 9 May 2016)

247. Chapter V of the Geneva Securities Convention contains optional, private and insolvency law
oriented rules on transactions with collateral consisting of intermediated securities, including repurchase
(or “repo”), securities lending, and collateralised derivatives transactions. The choice to incorporate the
rules of Chapter V in a given jurisdiction can be made independent of the choice to adopt the other rules
of the Convention concerning basic features of the intermediated system. If opted into, the detailed
character of the rules set out in Chapter V means that there are only a few instances for States to make
declarations or determine the content of non-Convention law.

Example 247-1: Repurchase transaction

Purch dat
urchase aate 100 intermediated securities X

______________________ 5
seller buyer
€ ——
Repurchase date
100 equivalent securities X
€ — - — -
buyer
seller
______________________ 5

200 currency Y + interest

In a repo, a seller in need of cash transfers securities to a buyer outright in exchange
for cash at the purchase date, while the seller returns the cash together with an interest
component at the repurchase date in exchange for equivalent securities.

248. The global financial crisis of 1998 and onwards has triggered a range of regulatory standards in
relation to securities financing transactions and other transactions involving financial collateral [(in the
regulatory-inspired debate on shadow banking the term “securities financing transactions” is common,
which overlaps largely, but not entirely, with the transactions covered by Chapter V of the Geneva
Securities Convention)]. Among other things these standards envisage enhanced transparency
obligations regarding securities financing transactions entered into, providing regulators with data to
detect and address systemic risk; limits on the right of use / re-hypothecation [a report of an FSB
working group on this issue was planned for March 2016, but has not yet been published (20 April
2016)]; minimum regulatory haircuts for non-centrally cleared securities financing transactions; and a
temporary “regulatory stay” that enables resolution authorities to administer effectively financial
institutions in distress. These regulatory standards are developed at the international level by bodies such
as the Basel Committee on Banking Supervision and the Financial Stability Board, and are subsequently
translated into regional and domestic guidelines and legislation.

249. This new regulatory approach poses limits on, and at times even contradicts, the liberal private and
insolvency law oriented rules of Chapter V of the Geneva Securities Convention. For example, the
Convention’s rules that enable immediate enforcement in insolvency imply that a temporary stay or
moratorium is not allowed; this is opposed to the regulatory approach that resolution authorities should
be provided with a window for decision-making in the form of a regulatory stay. See paragraph 240
above. Lawmakers should take both the rules of the Convention and the new regulatory framework into
account when considering rules on collateralised transactions.

B. Choices to be made by declaration

. The personal scope of Chapter V may be limited. Article 38(2)(a).
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o Intermediated securities that are not permitted to be traded on an exchange or a regulated
market may be excluded. Article 38(2)(b).

o Categories of relevant obligations (i.e., the obligations of a collateral provider or another
person for whom collateral is provided) may be excluded. Article 38(2)(c).

o Top-up or substitution arrangements may not receive protection if they are triggered by
criteria relating to creditworthiness, financial performance, or the financial condition of the
collateral provider. See Article 36(2).

250. Article 38 provides lawmakers with three possibilities to limit the scope of Chapter V. The first
option is to limit the personal scope in order to protect natural persons or other categories of entities,
notably entities that are not financial market participants, which are deemed to need protection. The
second option is to apply the regime of Chapter V only to intermediated securities that are traded on an
exchange or a regulated market (i.e. to securities that potentially have a significant impact on the
liquidity of the financial markets). The third issue that lawmakers should decide on is whether there are
relevant obligations that should not fall within the regime of Chapter V of the Convention. For more
information, see the Declarations Memorandum, Section 4.1 and accompanying Form No. 9.

251. Article 36 protects the provision of collateral in the course of a transaction under “top-up” and
substitution arrangements against timing claw back rules. The declaration envisaged in Article 36(2)
addresses the specific situation where top-up collateral should be provided as a consequence of changes
to the creditworthiness, financial performance, or the financial condition of the collateral provider or
another person owing the relevant obligations concerned. Such changes may be a prelude to the
insolvency of the collateral provider. Lawmakers should decide on the policy question of whether in such
a case the collateral taker receives the top-up collateral, or whether it is left to the collateral provider’s
general creditors. See paragraph 241 above and, for more information, see also the Declarations
Memorandum, Section 4.H and accompanying Form No. 8.

C. Matters to be addressed or clarified by law outside the Convention
1. Extra rights for collateral takers

252. The basic approach underlying Chapter V is that the liquidity of financial markets should be
enhanced by eliminating traditional rules of private and insolvency law that strike a balance between
collateral provider and collateral taker, and by extending extra rights to the collateral taker. Chapter V
contains a minimum regime. Article 31(2) allows additional rights and powers of collateral takers and
additional obligations of collateral providers. In their decision to go beyond the minimum regime
envisaged in Chapter V, lawmakers should take into account the lessons learnt during the global financial
crisis (notably the debate on the effects of liberalisation versus the necessity of regulatory intervention).

2. Commercial reasonableness

253. The concept of commercial reasonableness is key where securities need to be valued, notably in
the context of enforcement. Article 35 determines that non-Convention rules regarding commercial
reasonableness are not affected by the Convention rules on enforcement and the right of use. The
content of the concept of commercial reasonableness is not specified in the Convention, and it is thus up
to the domestic lawmaker to determine whether a specification of this content is necessary in the context
of securities markets.
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D. Matters not mentioned in the Convention
1. New regulatory framework

254. As mentioned in paragraphs 0-249, lawmakers should take into account new regulatory standards
regarding securities financing transactions and other transactions involving financial collateral as
developed by bodies such as the Basel Committee for Banking Supervision and the Financial Stability
Board on issues such as transparency, the right of use / re-hypothecation, minimum haircuts, and the
regulatory stay. Ideally, when lawmakers devise rules for financial collateral transactions, these
regulatory standards and the policy considerations underlying the rules in Chapter V of the Geneva
Securities Convention are both taken into account.

2. Netting

255. Lawmakers can find specific guidance on close-out netting in the UNIDROIT Principles on the
Operation of Close-Out Netting Provisions. These Principles take the regulatory stay into account.

3. Secured transaction law

256. In case lawmakers decide not to adopt Chapter V as a whole, but only to draw inspiration from its
provisions in structuring their legal framework, they could also look at guidelines regarding general
secured transactions law in the UNCITRAL Legislative Guide on Secured Transactions and the [draft]
UNCITRAL Model Law on Secured Transactions. It should, however, be noted that the Legislative Guide
does not cover securities at all, whereas the Model Law contains rules for non-intermediated securities
only. Policy considerations relating to intermediated securities markets, such as those enshrined in the
Geneva Securities Convention, therefore merit special attention. For example, besides the provisions of
the UNCITRAL instruments on the creation of interests and their third party effectiveness, the
considerations underlying Articles 11, 12, 13 of the Geneva Securities Convention remain relevant; where
priority contests are concerned, Articles 19 and 20 of the Convention should be considered; and in the
case of enforcement, Articles 33 and 35 of the Convention should be taken into account.

VIII. CONFLICTS OF LAW ASPECTS

The Convention lays down harmonised substantive rules on intermediated securities but
does not contain uniform conflict of laws rules. Furthermore, the application of the
Convention is determined by the conflict of laws rules of the forum. Contracting States
should therefore accompany the Convention by the adoption of modernised conflict of laws
rules that respond to the way intermediated securities are held and transferred.

) A large part of transactions in intermediated securities are connected to more than one State
and this circumstance raises problems of conflict of laws.

. The Convention establishes uniform rules on intermediated securities but does not
completely eliminate such problems.

o Furthermore, the Convention does not contain conflict of laws rules. Thus, its sphere of
application is not determined by itself but by the conflict of laws rules applicable in each State (i.e.
the conflict of laws rules of the forum).

o The ratification of the Convention or its incorporation into domestic law must therefore be
accompanied by a set of clear and sound conflict of laws rules that reflect the reality of how
securities are held and transferred.
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A. Introduction: the conflict of laws dimension

257. A relevant part of transactions in securities takes place in an international context and therefore
entails the presence of foreign elements. Thus, for example, the issuer may be incorporated in another
State, the securities may be governed by a foreign law or the holding chain may begin or end in another
State. These situations raise a problem of conflict of laws.

258. The conflict of laws problems are resolved by what are known as conflict of laws rules. These rules
determine which State law applies to a transaction or to one particular aspect of the transaction. Conflict
of laws rules usually employ one or more elements of the transaction, the so called “connecting factor”,
to link the transaction or the legal issue to a particular State law.

259. The harmonisation of substantive rules provided by the Convention reduces but does not eliminate
the conflict of laws problems. As the Convention is based on a core and functional harmonisation
approach, it leaves various issues to be governed by State laws, and these laws may still vary to a large
extent. With regard to these non-harmonised aspects the identification of the applicable law becomes
critical.

B. The Convention’s sphere of application

260. The Convention does not lay down conflict of laws rules. Its application is determined instead by
the conflict of laws rules of the forum. This idea is stated in Article 2(a) of the Convention. The
Convention applies whenever the conflict of laws rules of the forum designate the law in force in a
Contracting State as the applicable law.

261. The reason for this approach is clear. Once the Convention has been ratified by a State or
incorporated into its domestic law, it becomes part of the substantive domestic law of that State.
Therefore, the rules of the Convention will apply insofar as the substantive law of that State is the
applicable law under the conflict of laws rules of the forum.

262. As a consequence, even if the forum is a Contracting State to the Convention, the Convention does
not apply when its conflict of laws rules point to the law of a non-Contracting State as the law applicable
on an issue. And vice versa, even if the forum is a non-Contracting State, the Convention will apply if the
conflict of laws rules of the forum point to the law of a Contracting State as the applicable law. As an
example, let us assume that State A is the forum state and its conflict of law rules point to State B's law
as applicable: If State B has ratified the Convention, the Convention will apply, regardless of whether
State A has ratified the Convention or not.

263. Together with Article 2, Article 3 clarifies the effect of conflict of laws rules on declarations.
Because the declarations established by the Convention are related to its substantive rules — mainly
allowing Contracting States to opt into or out of the uniform rules — the application of such declarations is
also determined by the conflict of laws rules of the forum.

C. Conflict of laws rules for intermediated securities

) The application of traditional conflict of laws rules to intermediated securities has raised
serious difficulties in practice.

o The law should therefore establish modernised conflict of laws rules to address the
particularities raised when the securities are not held directly but with an intermediary.

264. The core elements of the Convention are related to the effectiveness against the intermediary and
third parties of the account holder’s rights over the securities and transfer of those rights, which in some
jurisdictions may be characterised as “proprietary rights” in respect of intermediated securities.
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265. The application of traditional conflict of laws rules - mainly based on the lex rei (cartae) sitae
principle - to intermediated securities has not proved to be very useful, because it entails the attribution
of an artificial location to an asset which by its nature has no physical manifestation. Furthermore, it has
also resulted in legal uncertainty and serious practical difficulties, because a prima facie application of
that principle may lead to the law of the State where the issuer of the securities is incorporated or where
the original securities are physically held by a CSD or registered (“look-through approach”), even though
the entitlement of the ultimate account holder is not registered there.

266. Some States have therefore modernised their conflict of laws rules to go beyond that principle and
offer a more appropriate solution taking into account the way intermediated securities are held and
transferred. In the EU, for example, the Directives on Settlement Finality and Financial Collateral provide
conflict of law rules based on the Place of the Relevant Intermediary Approach (PRIMA principle), that is,
the law of the place where the account holder’s relevant intermediary maintains the securities account for
the account holder.

267. At the international level, the Hague Securities Convention, which was concluded on 5 July 2006, is
the most important instrument. Specifically, this instrument has gone further than the initial formulation
of the PRIMA principle ("PRIMA 1”). The Hague Securities Convention avoids any attempt to locate a
securities account and instead gives effects to an agreement on governing law between an account holder
and its intermediary ("PRIMA 2"). A qualifying office requirement is however added: the State law chosen
by the parties only applies if the relevant intermediary has an office - involved in the maintenance of
securities accounts - in that State. See Hague Securities Convention, Article 4.

268. The application of this approach, either PRIMA 1 or PRIMA 2, to transparent systems may require
additional clarifications. In principle, in these systems, the “relevant intermediary” for the purpose of
determining the applicable law may be the CSD where the accounts are maintained in the name of the
ultimate investors.

D. Interaction between the Convention and conflict of laws rules: the "tier by tier”
approach

269. The Convention follows a “tier-by-tier” approach. It divides the holding chain into tiers and looks at
each link in that chain: for each account holder there is one, but only one, relevant intermediary. The
building block of the Convention is each relationship between an account holder and its relevant
intermediary.

Diagram 270-1: Who owns what in a cross-border context

270. This substantive approach works well with a
conflict of laws approach whereby the applicable law is
determined separately for each tier of the chain of
intermediaries, as in any version of the PRIMA
Issuer principle (PRIMA 1 or 2). Both the Hague Securities
Convention rule and the EU rule determine the

applicable law separately for each tier of the holding
chain (i.e. for each relationship between an account
holder and its relevant intermediary). There may only

l ‘ ‘ be one applicable law for each tier and, therefore, in a
multi-tier structure there may be two or more layers
of laws. And this perfectly suits a substantive law
l l l ———> =accountrights regime that focuses on establishing the rules

csb
(Intermediary #1)

Securities

Intermediary #2

Intermediary #3

——> Pproprietary rights governing each relationship.
— > rights attached to the securities

Ultimate account holder Let us imagine that intermediary #1 is in Spain,
intermediary #2 in Luxembourg and intermediary #3
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in Canada. According to the PRIMA (1 or 2) approach: (i) the law governing the rights of the ultimate
account holder vis-a-vis the securities account maintained by intermediary #3 is Canadian Law, (ii) the
law governing the rights of intermediary #3 vis-a-vis the securities account maintained by intermediary
#2 is Luxembourg law; (iii) and the law governing the rights of intermediary #2 vis-a-vis the securities
account maintained by intermediary #1 is Spanish law. There are, therefore, three layers of rights
governed each of them by a different law. It can be said that the ultimate account holder has a set of
rights governed by Canadian Law over a set of rights acquired by intermediary #3 with intermediary #2
under Luxembourg law, and over a set of rights acquired by intermediary #2 with intermediary #1 under
Spanish law.

271. Lawmakers should modernise the conflict of laws rules to avoid the ambiguities raised by
traditional solutions (i.e. the lex rei (carta) sitae principle), and introduce a solution based on the
relevant intermediary approach as main connecting factor (i.e. the intermediary that maintains the
securities account for the account holder). Additionally a specification of that approach may be
recommendable, focused on either (a) an objective element, the location of the securities account, or (b)
a subjective element, an agreement between the account holder and the relevant intermediary.

E. PRIMA approach and other conflict of laws rules

272. Either version of the PRIMA principle determines the law applicable to intermediated securities, but
only for certain issues; for example, in the Hague Securities Convention, only for the issues enumerated
in its Article 2(1)(a)-(g). If according to the Hague Securities Convention, the law applicable is that of a
Contracting State to the Convention, this instrument will govern all substantive issues included in Article
2(1)(a)-(g) of the former.

273. However, the substantive scope of application of the Hague Securities Convention is not exactly the
same as the substantive scope of the Convention. Article 2(1)(a)-(g) of the Hague Securities Convention
contains an exhaustive list of all the issues falling within the scope of the Hague Securities Convention,
which is narrower than the scope of the Convention. Although the concept is avoided, the Hague
Securities Convention applies mainly to “proprietary” issues. However, purely contractual or personal
rights which arise solely from the contractual relationship between the account holder and its
intermediary or the parties to a disposition inter se are not included within the scope of the Hague
Securities Convention. See Hague Securities Convention, Article 2(3)(a)).

274. The law applicable to other issues that are outside the substantive scope of the Hague Securities
Convention but which may fall within the scope of the Convention is determined by the corresponding
conflict of laws rules of the forum. For example, the law applicable to the contractual obligations of the
intermediary vis-a-vis its account holder is determined by the conflict of law rules on contractual
obligations. In the EU, this is the Rome I Regulation, which is based on the principle of party autonomy
(“A contract shall be governed by the law chosen by the parties”). The same principle inspires the Hague
Principles on Choice of Law in International Commercial Contracts. In application of this principle, if the
law chosen by the parties is that of a Contracting State to the Convention, the provisions of this
instrument on contractual obligations (e.g. Article 10) would apply.

275. Finally, the determination of the law applicable in insolvency proceedings (i.e. “insolvency conflict
of laws rules”) should be designed to ensure the effectiveness of the rights over intermediated securities

in such proceedings as established, in particular, by Articles 14 and 21 of the Convention. See, e.g.,
Hague Securities Convention, Article 8).

IX. IMPLEMENTATION AND OTHER INSTRUMENTS AND REGULATIONS
A. Link to other international instruments or regulations

276. The modernisation of domestic legislation on financial markets is essential to a State’s
development. At the international level, many standard-setting bodies have adopted standards to ensure
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financial stability and mitigate risk, to improve efficiency and to favour cross-border transactions. The
Financial Stability Board (FSB), for instance, keeps a regularly-updated compendium of standards relating
to financial markets. In particular, the FSB selected a number of “Key Standards for Sound Financial
Systems”, concerning three macro-areas: (@) macroeconomic policy and data transparency, (b) financial
regulation and supervision, and (c) institutional and market infrastructure. These are elaborated by
different international standard-setting bodies, according to relevant competences, but are jointly used as
a basis for evaluation of the soundness of a State (e.g. FSAP by the IMF and the WB are based on those
standards).

277. These exercises are done to reduce systemic risk and to prevent financial distress from spreading
from one State to another, but also to support foreign investments and reinforce the infrastructure of
domestic markets. On the other hand, emerging markets offer extremely interesting opportunities for
foreign investments, which in turn may favour the development of domestic sectors of the economy. In
order to strengthen their internal markets, as well as incentivise foreign investments by accruing trust,
Governments endeavour to sustain their own economies with adequate infrastructures according to such
standards.

278. International standards consider as a first requirement to attaining the above objectives of
development and stability that a sound legal system be in place. For instance, Principle One of the
CPMI/IOSCO Principles for Financial Markets Infrastructures (2014), which are included in the FSB Key
Standards, establishes that any FMI needs to have a sound legal basis. This requirement, however,
should not be simply interpreted as meaning that legal obstacles to the working of specific systems or
business schemes be eliminated. This is of course one of the priorities to reduce risk and its diffusion to
foreign markets, but it cannot stand alone: a State needs to have modern legislation that offers a legally
sound environment, conducive to modernisation, and in which operators can act on a level playing field
whilst relevant interests are duly protected and stability adequately taken care of. International standards
nowadays not only require elimination of legal barriers, but also the building of a sound legal
environment conducive to development and stability.

279. Many States use international standards, and in particular those concerning or affecting their
internal legal order, as an effective benchmark for reform. On the other hand, it is generally understood
that a State that respects international standards and possesses a sound legal environment receives
positive rankings in the various international comparative exercises that are performed by international
bodies (such as the World Bank Doing Business Indexes), that can make a difference as for foreign
investments actually received in the State, since respect of such standards has proven to concretely
favour market development and ensure stability. The World Bank Doing Business Indexes include
evaluation of the legal environment of a State in many contexts, and uses international Conventions and
other international instruments for harmonisation as benchmarks.

280. Indeed, the exercises done at the international level by international organisations and bodies to
harmonise domestic legislation in specific fields has the objective, among others, to offer guidance in this
direction, and offer models that are the result of international harmonisation. It is not a specific State’s
model that is diffused by these bodies, but the synthesis of various legal experiences and traditions.
Because of this, they usually reflect balanced solutions to take into serious consideration in any domestic
reform efforts.

281. The adoption of international instruments such as the Geneva Securities Convention is thus a
fundamental step within a wider scenario of domestic legal reforms for modernisation and openness of a
State’s economy using international standards as benchmarks, and international instruments for
harmonisation of law as the most balanced and unbiased models to be used to that end.

B. Overview of implementation in domestic legal framework

282. Each State has its own tradition and is situated within a specific regional context. As a result, each
needs to implement a tailor-made legal reform. However, there are high-level principles that are usually
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recognised as commonly shared, and thus included in international instruments. When principles are
generally shared and can be sufficiently detailed, a Convention is adopted. In other cases, a Model Law or
a Legislative Guide is issued because these instruments, although not offering hard law solutions, permits
convergence by leaving more flexibility in the means to be used to reach such convergence.

283. Ways to adopt a Convention, a Model Law or a Legislative Guide into a domestic legal order are
different, but in all cases the international instrument has to be understood within the more general
context of both other fields of legislation that are not covered by the specific international instrument,
and the very institutional and legal order of the State, with its own existing legal tradition and
institutions.

284. As mentioned, in the case of financial markets a number of international standards and measures
exist of a regulatory nature. The Convention recognises this and excludes such matters from its own
scope, as well as it does so for others of a purely legal nature (such as corporate law).

285. However, these regulations and standards need to be considered by the domestic lawmaker not
only to avoid the risk of leaving essential aspects unregulated, but also because each piece of reform
needs to be drafted in a consistent manner and policy choices taken as much as possible under an holistic
approach. When other international instruments exist in these fields, these need to be adequately
implemented. When international standards do not exist, there is still a need for modernisation, and the
State shall rely on its own general principles of law and institutional framework. This may involve
cooperation by many public bodies in the State according to their individual functions and scope of
responsibility.

286. While the Convention generally does not touch upon corporate law, that law affects the working of
book-entry systems for securities and some rights and duties of holders found in such body of law might
unpredictably affect the application of the Convention. In the same vein, rules on money laundering or
market abuse, which are excluded by the scope of the Convention, need to be put in place if concrete
modernisation wants to be realised.

287. Finally, legal reform coming from international instruments may require the adoption of articulated
implementing measures. Indeed, international rules may be better reflected in a legal system by way of a
statutory act, a secondary measure, contractual agreements by the market, or finally a combination of
these options. Adoption of a reform not only implies evaluation of rules to be adopted into a legal system,
amendment of existing specific provisions or adaptation of legal institutions, but also articulation of the
most appropriate legal instruments to be adopted.

288. In the specific matters governed by the Convention, some provisions need to be included in a
statutory act, because they would establish rights and obligations against third parties. Other provisions
can be addressed by regulations or other secondary measures by relevant authorities. This is surely the
case for regulatory matters outside the scope of the Convention but still to be covered by a wider legal
reform of the sector. In this case, as briefly mentioned, the issue would also raise which relevant
authorities would be competent for such exercise. Finally, standard contractual rules by the market are
often the best normative tool, as the Convention recognises in the case of internal rules of securities
systems or other bodies, usually authorised to operate following satisfaction of a number of conditions
verified by the regulator. All these choices need to be made according to principles of efficiency but also
in light of the existing institutional framework of the State.

289. Whereas technical assistance can substantially help the State to flag consider all of these elements
and address them consistently and in light of international best practice, the reform belongs to the
individual State and is its own product, as a result of efforts usually involving many domestic players.

X x k3
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67.

REFERENCES TO "NON-CONVENTION LAW”

ANNEX 2

References in the Convention

For discussion

Preamble, recital 7:

HAVING due regard for non-Convention law in matters not determined
by this Convention,

OFFICIAL COMMENTARY:
Para P-8

Article 1(k):

“control agreement” means an agreement in relation to intermediated
securities between an account holder, the relevant intermediary and
another person or, if so provided by the non-Convention law, between
an account holder and the relevant intermediary or between an account
holder and another person of which the relevant intermediary receives
notice, which includes either or both of the following provisions: [...]

OFFICIAL COMMENTARY:
Paras 1-52 and 1-54
Legislative Guide:

Para 123

Article 1(1):

“designating entry” means an entry in a securities account made in
favour of a person (including the relevant intermediary) other than the
account holder in relation to intermediated securities, which, under the
account agreement, a control agreement, the uniform rules of a
securities settlement system or the non-Convention law, has either or
both of the following effects: [...]

OFFICIAL COMMENTARY:
Paras 1-53 and 1-54
Legislative Guide:
Para 123

Article 1(m):

"non-Convention law” means the law in force in the Contracting State
referred to in Article 2, other than the provisions of this Convention;

OFFICIAL COMMENTARY:
Paras 1-55 to 1-59
Legislative Guide:
Para 65

Article 1(p):

“"uniform rules” means, in relation to a securities settlement system or
securities clearing system, rules of that system (including system rules
constituted by the non-Convention law) which are common to the
participants or to a class of participants and are publicly accessible.

OFFICIAL COMMENTARY:
Paras 1-100 and 101
Legislative Guide:
Para 65

Article 7(1):

A Contracting State may declare that under its non-Convention law a
person other than the relevant intermediary is responsible for the
performance of a function or functions (but not all functions) of the
relevant intermediary under this Convention, either generally or in in
relation to intermediated securities, or securities accounts, of any
category or description.

OFFICIAL COMMENTARY:
Para 7-19
Legislative Guide:

Paras 174 to 178

Declarations Memorandum:

Section 4.C and accompanying Forms

3.Aand 3.B

Article 9(1)(a)(ii):

The credit of securities to a securities account confers on the account
holder:

(a) the right to receive and exercise any rights attached to the
securities, including in particular dividends, other distributions and
voting rights: (i) if the account holder is not an intermediary or is an
intermediary acting for its own account; and (ii) in any other case, if so
provided by the non-Convention law;

OFFICIAL COMMENTARY::
Para 9-16

Legislative Guide:

Bullets above para 71 et seq.
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Article 9(1)(c):

The credit of securities to a securities account confers on the account
holder: [....] (c) the right, by instructions to the relevant intermediary,
to cause the securities to be held otherwise than through a securities
account, to the extent permitted by the applicable law, the terms of the
securities and, to the extent permitted by the non-Convention law, the
account agreement or the uniform rules of a securities settlement
system;

OFFICIAL COMMENTARY:
Paras 9-21 to 9-24
Legislative Guide:

Bullets above para 71, and para 208

Article 9(1)(d):

The credit of securities to a securities account confers on the account
holder: [....] (d) unless otherwise provided in this Convention, such
other rights, including rights and interests in securities, as may be
conferred by the non-Convention law.

OFFICIAL COMMENTARY:
Paras 9-27 and 9-28
Legislative Guide:

Bullets above para 76 et seq.

Article 9(3):

If an account holder has acquired a security interest, or a limited
interest other than a security interest, by credit of securities to its
securities account under Article 11(4), the non-Convention law
determines any limits on the rights described in paragraph 1 of this
Article.

OFFICIAL COMMENTARY:
Paras 9-31 and 9-32
Legislative Guide:

Bullets above para 76, and paras 81 to
84

Article 10(2)(c), (e), and (f):

An intermediary must, at least: [...] (c) give effect to any instructions
given by the account holder or other authorised person, as provided by
the non-Convention law, the account agreement or the uniform rules of
a securities settlement system; [...] (e) regularly pass on to account
holders information relating to intermediated securities, including
information necessary for account holders to exercise rights, if provided
by the non-Convention law, the account agreement or the uniform rules
of a securities settlement system; and (f) regularly pass on to account
holders dividends and other distributions received in relation to
intermediated securities, if provided by the non-Convention law, the
account agreement or the uniform rules of a securities settlement
system.

OFFICIAL COMMENTARY::
Paras 10-10, 10-13 and 10-15 to 10-17
Legislative Guide:

Paras 88 to 101, 191

Article 11(2):

No further step is necessary, or may be required by the non-Convention
law or any other rule of law applicable in an insolvency proceeding, to
render the acquisition of intermediated securities effective against third
parties.

OFFICIAL COMMENTARY:.
Paras 11-17 to 11-19
Legislative Guide:

Bullets above para 106 et seq.

Article 12(2):

No further step is necessary, or may be required by the non-Convention
law or any other rule of law applicable in an insolvency proceeding, to
render the acquisition of intermediated securities effective against third
parties.

OFFICIAL COMMENTARY:

Para 12-31, which also refers to Paras
11-17 to 11-29

Legislative Guide:

Bullets above para 116, and para 160

Article 13:

This Convention does not preclude any method provided by the non-
Convention law for: (a) the acquisition or disposition of intermediated
securities or of an interest in intermediated securities; or

(b) the creation of an interest in intermediated securities and for making
such an interest effective against third parties, other than the methods
provided by Articles 11 and 12.

OFFICIAL COMMENTARY::
Paras 13-5 and 13-6
Legislative Guide:

Paras 132-134

Article 15(1)(e):

An intermediary may make a debit of securities to a securities account,
make or remove a designating entry or otherwise dispose of
intermediated securities only if it is authorised to do so: [....] (e) by the
non-Convention law.

OFFICIAL COMMENTARY: Para 15-17
Legislative Guide:

Bullets above para 137 et seq.
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Article 15(2):

The non-Convention law and, to the extent permitted by the non-
Convention law, the account agreement or the uniform rules of a
securities settlement system determine the consequences of: an
unauthorised debit; an unauthorised removal of a designating entry;
subject to Article 18(2), an unauthorised designating entry,; or any other
unauthorised disposition.

OFFICIAL COMMENTARY: Paras 15-18 to
15-21

Legislative Guide:

Paras 141-146

Article 16:

Subject to Article 18, the non-Convention law and, to the extent
permitted by the non-Convention law, the account agreement or the
uniform rules of a securities settlement system determine whether and
in what circumstances a debit, credit, designating entry or removal of a
designating entry is invalid, is liable to be reversed or may be subject to
a condition, and the consequences thereof.

OFFICIAL COMMENTARY:
Paras 16-9 to 16-12
Legislative Guide:
Paras 141 to 146

Article 18(5):

To the extent permitted by the non-Convention law, paragraph 2 is
subject to any provision of the uniform rules of a securities settlement
system or of the account agreement.

OFFICIAL COMMENTARY:
Paras 18-11 to 18-14
Legislative Guide:

Bullets above para 147, and para 191

Article 19(2):

Subject to paragraph 5 and Article 20, interests that become effective
against third parties under Article 12 have priority over any interest that
becomes effective against third parties by any other method provided by
the non-Convention law.

OFFICIAL COMMENTARY:
Para 19-13
Legislative Guide:
Paras 155 to 156

Article 19(7):

A Contracting State may declare that under its non-Convention law,
subject to paragraph 4, an interest granted by a designating entry has
priority over any interest granted by any other method provided by
Article 12.

OFFICIAL COMMENTARY:

Para 19-17

Legislative Guide:

Paras 130, 161

Declarations Memorandum:

Section 4.E and accompanying Form No.
5

Article 22(3):

A Contracting State may declare that under its non-Convention law an
attachment of intermediated securities of an account holder made
against or so as to affect a person other than the relevant intermediary
has effect also against the relevant intermediary. Any such declaration
shall identify that other person by name or description and shall specify
the time at which such an attachment becomes effective against the
relevant intermediary.

OFFICIAL COMMENTARY:

Paras 22-19 and 22-20
Legislative Guide:

Paras 174 to 179
Declarations Memorandum:

Section 4.F and accompanying Form No.
6

Article 23(2)(d):

Paragraph 1 [which states that “an intermediary is neither bound nor
entitled to give effect to any instructions with respect to intermediated
securities of an account holder given by any person other than that
account holder”] is subject to: [....] (d) any applicable provision of the
non-Convention law,; and

OFFICIAL COMMENTARY::
Paras 23-26 and 23-27
Legislative Guide:

Bullets below para 89

Article 24(3):

If at any time the requirements of paragraph 1 are not complied with,
the intermediary must within the time permitted by the non-Convention
law take such action as is necessary to ensure compliance with those
requirements.

OFFICIAL COMMENTARY:
Paras 24-20 and 24-21
Legislative Guide:
Para 187
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Article 24(4):

This Article does not affect any provision of the non-Convention law, or,
to the extent permitted by the non-Convention law, any provision of the
uniform rules of a securities settlement system or of the account
agreement, relating to the method of complying with the requirements
of this Article or the allocation of the cost of ensuring compliance with
those requirements or otherwise relating to the consequences of failure
to comply with those requirements.

OFFICIAL COMMENTARY:
Para 24-22
Legislative Guide:

Para 188

Article 25(3):

The allocation required by paragraph 1 shall be effected by the non-
Convention law and, to the extent required or permitted by the non-
Convention law, by arrangements made by the relevant intermediary.

OFFICIAL COMMENTARY:
Para 25-15
Legislative Guide:

Para 183

Article 25(5):

A Contracting State may declare that, if all securities and intermediated
securities held by an intermediary for its account holders, other than
itself, are in segregated form under arrangements such as are referred
to in paragraph 4, under its non-Convention law the allocation required
by paragraph 1 applies only to those securities and intermediated
securities and does not apply to securities and intermediated securities
held by an intermediary for its own account.

OFFICIAL COMMENTARY:

Paras 25-19 and 25-20
Legislative Guide:

Paras 185, 231, 238
Declarations Memorandum:

Section 4.G and accompanying Form No.
7

Article 26(3):

To the extent permitted by the non-Convention law, if the intermediary
is the operator of a securities settlement system and the uniform rules
of the system make provision in case of a shortfall, the shortfall shall be
borne in the manner so provided.

OFFICIAL COMMENTARY:
Para 26-11
Legislative Guide:

Para 191

Article 28(1) and (2):

(1) The obligations of an intermediary under this Convention, including
the manner in which an intermediary complies with its obligations, may
be specified by the non-Convention law and, to the extent permitted by
the non-Convention law, the account agreement or the uniform rules of
a securities settlement system.

(2) If the substance of any such obligation is specified by the non-
Convention law or, to the extent permitted by the non-Convention law,
the account agreement or the uniform rules of a securities settlement
system, compliance with it satisfies that obligation.

OFFICIAL COMMENTARY:
Paras 28-10 to 28-13

Legislative Guide:

Paras 90 to 101, 191

Article 28(3):

The liability of an intermediary in relation to its obligations is governed
by the non-Convention law and, to the extent permitted by the non-
Convention law, the account agreement or the uniform rules of a
securities settlement system.

OFFICIAL COMMENTARY::
Paras 28-15 and 28-16

Legislative Guide:

Paras 90 to 101, 191

Article 31(2):

Nothing in this Chapter impairs any provision of the non-Convention law
which provides for additional rights or powers of a collateral taker or
additional obligations of a collateral provider.

OFFICIAL COMMENTARY::
Paras 31-17 and 31-18
Legislative Guide:
Para 252

Article 34(4):

The exercise of a right of use shall not render invalid or unenforceable
any right of the collateral taker under the relevant security collateral
agreement or the non-Convention law.

OFFICIAL COMMENTARY:
Para 34-17
Legislative Guide:

Bullets above para 247
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71.

Article 35:

Articles 33 and 34 do not affect any requirement of the non-Convention
law to the effect that the realisation or valuation of collateral securities
or the calculation of any obligations must be conducted in a
commercially reasonable manner.

OFFICIAL COMMENTARY::

Paras 35-8 and 35-9
Legislative Guide:

Para 253

Article 36(1)(a)(iii):

If a collateral agreement includes: (a) an obligation to deliver additional
collateral securities: [...] (iii)) to the extent permitted by the non-
Convention law, in any other circumstances specified in the collateral
agreement; or

OFFICIAL COMMENTARY::

Para 36-21
Legislative Guide:
Para 251




72. Informal Working Group re: EM/Legislative Guide (Revised Draft - 9 May 2016)

ANNEX 3

REFERENCES TO “"APPLICABLE LAW”

References in the Convention

For discussion

Article 2(a):

This Convention applies whenever: (a) the applicable conflict of laws
rules designate the law in force in a Contracting State as the applicable
law;

OFFICIAL COMMENTARY:
Paras 2-6 to 2-9
Legislative Guide:
Para 260

Article 3:

If the law of the forum State is not the applicable law, the forum State
shall apply the Convention and the declarations, if any, made by the
Contracting State the law of which applies, and without regard to the
declarations, if any, made by the forum State.

OFFICIAL COMMENTARY:
Paras 3-5 to 3-7
Legislative Guide:
Para 263

Article 9(1)(c):

The credit of securities to a securities account confers on the account
holder: [...] (c) the right, by instructions to the relevant intermediary, to
cause the securities to be held otherwise than through a securities
account, to the extent permitted by the applicable law, the terms of the
securities and, to the extent permitted by the non-Convention law, the
account agreement or the uniform rules of a securities settlement
system;

OFFICIAL COMMENTARY:.
Paras 9-8 and 9-21 to 9-26
Legislative Guide:

Bullets above para 71, and para 208

Article 9(2)(b):

Unless otherwise provided in this Convention: [...] (b) the rights referred
to in paragraph 1(a) may be exercised against the relevant intermediary
or the issuer of the securities, or both, in accordance with this
Convention, the terms of the securities and the applicable law;

OFFICIAL COMMENTARY:
Para 9-17
Legislative Guide:

Paras 87 to 88

Article 12(8):

The applicable law determines in what circumstances a non-consensual
security interest in intermediated securities may arise and become
effective against third parties.

OFFICIAL COMMENTARY:
Para 12-20
Legislative Guide:

Para 136

Article 18(4):

If an acquirer is not protected by paragraph 1 or paragraph 2, the
applicable law determines the rights and liabilities, if any, of the
acquirer.

OFFICIAL COMMENTARY:
Paras 18-17 to 18-18
Legislative Guide:

Para 154

Article 19(5):

A non-consensual security interest in intermediated securities arising
under the applicable law has such priority as is afforded to it by that
law.

OFFICIAL COMMENTARY:
Para 19-15
Legislative Guide:

Paras 165 to 168

Article 19(6):

As between persons entitled to any interests referred to in paragraphs
2, 3 and 4 and, to the extent permitted by the applicable law, paragraph
5, the priorities provided by this Article may be varied by agreement
between those persons, but any such agreement does not affect third
parties.

OFFICIAL COMMENTARY:
Para 19-16
Legislative Guide:
Para 159
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73.

ANNEX 4

REFERENCES TO RULES RELATING TO INSOLVENCY

References in the Convention

For discussion

Preamble, recital 9:

Emphasising that this Convention is not intended to harmonise or
otherwise affect insolvency law except to the extent necessary to
provide for the effectiveness of rights and interests governed by this
Convention,

OFFICIAL COMMENTARY:
Para P-10

Article 1(h):

“insolvency proceeding” means a collective judicial or administrative
proceeding, including an interim proceeding, in which the assets and
affairs of the debtor are subject to control or supervision by a court or
other competent authority for the purpose of reorganisation or
liquidation;

OFFICIAL COMMENTARY:
Para 1-46

Article 1(i):"insolvency administrator” means a person (including a
debtor in possession if applicable) authorised to administer an
insolvency proceeding, including one authorised on an interim basis;

OFFICIAL COMMENTARY:

Para 1-47

Article 11(2):

No further step is necessary, or may be required by the non-
Convention law or any other rule of law applicable in an insolvency
proceeding, to render the acquisition of intermediated securities
effective against third parties.

OFFICIAL COMMENTARY::

Paras 11-17 to 11-19
Legislative Guide:

Bullets above para 106 et seq.

Article 12(2):

No further step is necessary, or may be required by the non-
Convention law or any other rule of law applicable in an insolvency
proceeding, to render the interest effective against third parties.

OFFICIAL COMMENTARY:
Para 12-12
Legislative Guide:

Bullets above para 116 and para 160

Article 14(2):

Paragraph 1 [i.e. Rights and interests that have become effective
against third parties under Article 11 or Article 12 are effective against
the insolvency administrator and creditors in any insolvency
proceeding] does not affect the application of any substantive or
procedural rule of law applicable by virtue of an insolvency
proceeding, such as any rule relating to: (a) the ranking of categories
of claims; (b) the avoidance of a transaction as a preference or a
transfer in fraud of creditors; or (c) the enforcement of rights to
property that is under the control or supervision of the insolvency
administrator.

OFFICIAL COMMENTARY::

Para 14-6 to 14-11
Legislative Guide:

Para 222

Article 21:

(1) Rights and interests of account holders of a relevant intermediary
that have become effective against third parties under Article 11 and
interests granted by such account holders that have become effective
under Article 12 are effective against the insolvency administrator and
creditors in any insolvency proceeding in relation to the relevant
intermediary or in relation to any other person responsible for the
performance of a function of the relevant intermediary under Article 7.

(2) Paragraph 1 does not affect: (a) any rules of law applicable in the
insolvency proceeding relating to the avoidance of a transaction as a
preference or a transfer in fraud of creditors;, or (b) any rules of
procedure relating to the enforcement of rights to property that is
under the control or supervision of the insolvency administrator.

(3) Nothing in this Article impairs the effectiveness of an interest in
intermediated securities against the insolvency administrator and
creditors in any insolvency proceeding referred to in paragraph 1, if
that interest has become effective by any method referred to in Article

OFFICIAL COMMENTARY::

Paras 21-10 to 21-14
Legislative Guide:

Para 225 to 227
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Article 26(1):

This Article applies in any insolvency proceeding in relation to an
intermediary unless otherwise provided by any conflicting rule
applicable in that proceeding.

OFFICIAL COMMENTARY:

Paras 26-1 and 26-9
Legislative Guide:

Para 228

Article 27:

To the extent permitted by the law governing a system, the following
provisions shall have effect notwithstanding the commencement of an
insolvency proceeding in relation to the operator of that system or any
participant in that system and notwithstanding any invalidation,
reversal or revocation that would otherwise occur under any rule
applicable in an insolvency proceeding: (a) any provision of the
uniform rules of a securities settlement system or of a securities
clearing system in so far as that provision precludes the revocation of
any instruction given by a participant in the system for making a
disposition of intermediated securities, or for making a payment
relating to an acquisition or disposition of intermediated securities,
after the time at which that instruction is treated under the rules of
the system as having been entered irrevocably into the system,; (b)
any provision of the uniform rules of a securities settlement system in
so far as that provision precludes the invalidation or reversal of a debit
or credit of securities to, or a designating entry or removal of a
designating entry in, a securities account that forms part of the
system after the time at which that debit, credit, designating entry or
removal of a designating entry is treated under the rules of the
system as not liable to be reversed.

OFFICIAL COMMENTARY:.

Paras 27-1 to 27-3 and 27-19
Legislative Guide:

Paras 192 to 194
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ANNEX 5

REFERENCES TO UNIFORM RULES OF SCSs AND SSSs

References in the Convention

For discussion

Article 1(1):

"Designating entry” means an entry in a securities account made in
favour of a person (including the relevant intermediary) other than the
account holder in relation to intermediated securities, which, under the
account agreement, a control agreement, the uniform rules of a
securities settlement system or the non-Convention law, has either or
both of the following effects:

[.]

(ii) that the relevant intermediary is obliged to comply with any
instructions given by that person in relation to the intermediated
securities as to which the entry is made in such circumstances and as to
such matters as may be provided by the account agreement, a control
agreement or the uniform rules of a securities settlement system,
without any further consent of the account holder;

OFFICIAL COMMENTARY:
Paras 1-53 to 1-54

Legislative Guide:

Para 123

Article 1(n):

“securities settlement system” means a system that: (i) settles, or
clears and settles, securities transactions; (ii) is operated by a central
bank or central banks or is subject to regulation, supervision or
oversight by a governmental or public authority in relation to its rules;
and (iii) has been identified as a securities settlement system in a
declaration made by the Contracting State the law of which governs the
system on the ground of the reduction of risk to the stability of the
financial system;

OFFICIAL COMMENTARY::

Paras 1-61 to 1-88
Legislative Guide:

Para 60, and bullets above para 190 et
seq.

Declarations Memorandum:

Section 4.A and accompanying Form No.

1

Article 1(0):

“securities clearing system” means a system that: (i) clears, but does
not settle, securities transactions through a central counter-party or
otherwise, (ii) is operated by a central bank or central banks or is
subject to regulation, supervision or oversight by a governmental or
public authority in relation to its rules; and (iii) has been identified as a
securities clearing system in a declaration made by the Contracting
State the law of which governs the system on the ground of the
reduction of risk to the stability of the financial system;

OFFICIAL COMMENTARY:
Paras 1-89 to 1-99

Legislative Guide:

Para 60, and bullets above para 190 et
seq.

Declarations Memorandum:

Section 4.A and accompanying Form No.

1

Article 1(p):

“uniform rules” means, in relation to a securities settlement system or
securities clearing system, rules of that system (including system rules
constituted by the non-Convention law) which are common to the
participants or to a class of participants and are publicly accessible.

OFFICIAL COMMENTARY::

Paras 1-100 to 1-107
Legislative Guide:

Para 65

Article 9(1)(c):

The credit of securities to a securities account confers on the account
holder: [....] (c) the right, by instructions to the relevant intermediary,
to cause the securities to be held otherwise than through a securities
account, to the extent permitted by the applicable law, the terms of the
securities and, to the extent permitted by the non-Convention law, the
account agreement or the uniform rules of a securities settlement
system;

OFFICIAL COMMENTARY::

Paras 9-23 to 9-25
Legislative Guide:

Bullets above para 71, and para 208
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Article 10(2)(c), (e) and (f):

An intermediary must, at least: [...] (c) give effect to any instructions
given by the account holder or other authorised person, as provided by
the non-Convention law, the account agreement or the uniform rules of
a _securities settlement system; [...] (e) regularly pass on to account
holders information relating to intermediated securities, including
information necessary for account holders to exercise rights, if provided
by the non-Convention law, the account agreement or the uniform rules
of a securities settlement system; and (f) regularly pass on to account
holders dividends and other distributions received in relation to
intermediated securities, if provided by the non-Convention law, the
account agreement or the uniform rules of a securities settlement
system.

OFFICIAL COMMENTARY:
Paras 10-13, 10-15 and 10-16

Legislative Guide:

Para 191

Article 15(2):

The non-Convention law and, to the extent permitted by the non-
Convention law, the account agreement or the uniform rules of a
securities settlement system determine the consequences of: an
unauthorised debit; an unauthorised removal of a designating entry,
subject to Article 18(2), an unauthorised designating entry,; or any other
unauthorised disposition.

OFFICIAL COMMENTARY:

Paras 15-18 and 15-19
Legislative Guide:

Paras 141-146

Article 16:

Subject to Article 18, the non-Convention law and, to the extent
permitted by the non-Convention law, the account agreement or the
uniform rules of a securities settlement system determine whether and
in what circumstances a debit, credit, designating entry or removal of a
designating entry is invalid, is liable to be reversed or may be subject to
a condition, and the consequences thereof.

OFFICIAL COMMENTARY::

Para 16-1 and 16-22
Legislative Guide:

Paras 141 to 146

Article 18(5):

To the extent permitted by the non-Convention law, paragraph 2 (i.e.
"Unless an acquirer actually knows or ought to know, at the relevant
time, of an earlier defective entry: (a) the credit or interest is not
rendered invalid, ineffective against third parties or liable to be reversed
as a result of that defective entry; and (b) the acquirer is not liable to
anyone who would benefit from the invalidity or reversal of that
defective entry”) is subject to any provision of the uniform rules of a
securities settlement system or of the account agreement.

OFFICIAL COMMENTARY:.
Paras 18-11 and 18-12

Legislative Guide:

Bullets above para 147, and para 191

Article 23(2)(e):

Paragraph 1 [which states that “An intermediary is neither bound nor
entitled to give effect to any instructions with respect to intermediated
securities of an account holder given by any person other than that
account holder”] is subject to [...](e) if the intermediary is the operator
of a securities settlement system, the uniform rules of that system.

OFFICIAL COMMENTARY:

Para 23-28
Legislative Guide:

Para 191

Article 24(4):

This Article does not affect any provision of the non-Convention law, or,
to the extent permitted by the non-Convention law, any provision of the
uniform rules of a securities settlement system or of the account
agreement, relating to the method of complying with the requirements
of this Article or the allocation of the cost of ensuring compliance with
those requirements or otherwise relating to the consequences of failure
to comply with those requirements.

OFFICIAL COMMENTARY::
Para 24-22

Legislative Guide:

Para 188

Article 26(3):

To the extent permitted by the non-Convention law, if the intermediary
is the operator of a securities settlement system and the uniform rules
of the system make provision in case of a shortfall, the shortfall shall be
borne in the manner so provided.

OFFICIAL COMMENTARY:
Para 26-12
Legislative Guide:

Para 191
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Article 27:

To the extent permitted by the law governing a system, the following
provisions shall have effect notwithstanding the commencement of an
insolvency proceeding in relation to the operator of that system or any
participant in that system and notwithstanding any invalidation, reversal
or revocation that would otherwise occur under any rule applicable in an
insolvency proceeding:

(a) any provision of the uniform rules of a securities settlement system
or of a securities clearing system in so far as that provision precludes
the revocation of any instruction given by a participant in the system for
making a disposition of intermediated securities, or for making a
payment relating to an acquisition or disposition of intermediated
securities, after the time at which that instruction is treated under the
rules of the system as having been entered irrevocably into the system;

(b) any provision of the uniform rules of a securities settlement system
in so far as that provision precludes the invalidation or reversal of a
debit or credit of securities to, or a designating entry or removal of a
designating entry in, a securities account that forms part of the system
after the time at which that debit, credit, designating entry or removal
of a designating entry is treated under the rules of the system as not
liable to be reversed.

OFFICIAL COMMENTARY::

Paras 27-1 to 27-8
Legislative Guide:

Paras 192 to 194

Article 28 (1), (2) and (3):

(1) The obligations of an intermediary under this Convention, including
the manner in which an intermediary complies with its obligations, may
be specified by the non-Convention law and, to the extent permitted by
the non-Convention law, the account agreement or the uniform rules of
a securities settlement system.

(2) If the substance of any such obligation is specified by the non-
Convention law or, to the extent permitted by the non-Convention law,
the account agreement or the uniform rules of a securities settlement
system, compliance with it satisfies that obligation.

(3) The liability of an intermediary in relation to its obligations is
governed by the non-Convention law and, to the extent permitted by
the non-Convention law, the account agreement or the uniform rules of
a securities settlement system.

OFFICIAL COMMENTARY:.

Paras 28-1 to 28-3
Legislative Guide:

Paras 90 to 101, 191






