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Introduction

The G30 2003 Plan of Action for Global Clearing and Settle-
ment identifies, among issues requiring urgent attention, a Points of legal uncertainty
number of points of legal uncertainty regarding securities ‘Gd;g‘;:‘;do‘:seizncems by
held indirectly through intermediaries®. Similar concerns have

been expressed by the Giovannini Group?, CPSS/10SCO® and

the European Securities Forum®.

Substantial work has already been undertaken to address

these concerns. For example, the EU Collateral and Settle-

ment Finality Directives have harmonized key aspects of the Existing measures to ad-
laws of EU member states relevant to securities settlement  dress these concerns
systems and indirectly held securities, and the concerns re-

lating to conflict of laws issues have been addressed by the

December 2002 Hague “PRIMA” Convention®.

These initiatives have achieved important progress, but are
not of themselves enough fully to address the concerns iden-
tified by the G30. EU Directives operate only on a regional Further work required to
level; and while it is hoped that the Hague Convention will in ;”‘j?ress the concerns in
due course extend worldwide, it is by its nature confined to

1 See in particular recommendation 15 and, in part, recommendation 13.

2 second report on EU Clearing and Settlement Arrangements, April 2003, especially the discussion
of the removal of Barrier 13.

3 Recommendations for Securities Settlement Systems (2001), especially recommendations 1, 12
and 19.

4 ESF cCall for Action on integration of clearing and settlement in Europe, May 2003, especially para-
graph 2.4.

5 See the Final Act of the 19" session of the Hague Conference on Private International Law,
incorporating the text of a Convention on the law applicable to certain rights in respect of
securities held with an intermediary.
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conflict of laws issues. A clear identification of the applicable
law is a huge step forward, but the law identified may be un-
satisfactory when measured against the standards suggested
by the G30. Moreover, individual laws which operate satisfac-
torily in isolation may fail to combine effectively in the con-
text of cross-border holding and settlement systems.

There is therefore a clear need for a forum in which -

the issues of substantive law that are fundamental to the
achievement of legally sound and robust arrangements for
indirect holding and clearing and settlement can be identi-
fied and discussed;

agreement can be reached on any issues which demand
uniform rules of substantive law; and

the uniform rules thus identified can be drafted.

UNIDROIT, as a global legal organization with 59 Member
Countries, whose laws include all the key systems of financial
law around the world, is ideally placed to provide such a fo-
rum. Indeed, work in this area is already well under way. In
accordance with the clearly expressed preferences of Member
States, UNIDROIT current projects include a project regard-
ing securities held with an intermediary. A restricted Study
Group, comprising experts from a number of countries, many
of whom were also closely involved in the development of the
Hague Convention, was constituted in 2002.

The Study Group held its first session in September 2002. It
concluded that it was indeed important to consider the mod-
ernization and harmonization of key aspects of substantive
law relevant to the cross-border holding and transfer of secu-
rities held through intermediaries. It divided the issues into
two categories —

The first category was that of issues relating to the key
features which a structure for the holding and transfer of
securities through intermediaries must possess if it is to
be regarded as sound, taking account in particular of ob-
jectives of investor protection and efficiency. The study
group termed these issues of internal soundness.

The second category was that of issues affecting the abil-
ity of different legal systems to connect successfully
where securities are held or transferred across national
borders. If the rules of two systems of law, though each
achieving internal soundness, produce an unclear or un-
satisfactory result in combination, this raises issues which
the study group termed issues of compatibility.
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It was agreed that further discussion and study were re-
quired, in the light of more detailed consideration of the cur-
rent position under a number of legal systems. To that end,
the Study Group agreed to meet again in March 2003 and to
undertake fact finding initiatives in the interim. Fact finding
meetings were in the event held with groups of experts in the
United Kingdom and France in the early part of 2003.

The Study Group developed and refined its thinking further at
its March 2003 meeting. It focussed first on the criteria that
should govern whether a particular matter needs to be gov-
erned by a harmonized rule. It concluded that a rigorous ap-
proach should be adopted, and that a harmonized rule should
be regarded as appropriate if, but only if, it is clearly re-
quired for the reduction of legal or systemic risk or the pro-
motion of market efficiency. This approach recognizes that,
however desirable it is in principle to achieve harmonized
rules, this is in practice a complex and difficult process re-
quiring both technical and political consensus. The difficulty
of achieving this, particularly within a reasonable timeframe,
strongly supports a restrictive approach to the scope of har-
monization.

Confusion can easily arise from the different traditions and
conceptual frameworks of different systems of law. For this
reason the Study Group concluded that it should adopt a
functional approach — that is, one which uses language which
is as neutral as possible and formulates rules by reference to
their results. It drew in this respect on the experience of the
Hague Convention, where it was found unexpectedly difficult
to use even common concepts such as “property” or “proprie-
tary” interest in a manner which would be understood in the
same way under all laws. The Hague Convention therefore
avoided such terms and used instead more neutral language
such as “effects against third parties”.

A key element of the Study Group’s approach is a recognition
of the central position of book entry accounts in modern indi-
rect holding and transfer systems. Parties dealing in securi-
ties held with an intermediary need to be sure that a credit of
securities to their account represents a good and effective in-
terest. Equally, an intermediary making such a credit will of-
ten itself need the assurance that a corresponding credit in a
book entry account held with a higher tier intermediary
represents a good and effective interest.

The importance of the security of book entry interests is par-
ticularly marked in the common situation where linked trans-
fers of interests are taking place through different intermedi-
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aries and settlement systems, operating under different laws.
Any doubt about the effectiveness of an interest represented
by a book entry credit, or about the effectiveness and finality
of a transfer made through book entry debits and credits,
would give rise to damaging uncertainty and systemic risk.
For the same reason, intermediaries and operators of settle-
ment systems need to be confident that they can look to, and
accept instructions from, the investors recorded in their own
book entry accounts and are not exposed to adverse claims
or attempted interference from third parties.

In the light of these objectives, the Study Group has provi-
sionally concluded that uniform rules are desirable in relation
to —

the effects against the intermediary and third parties of
the credit of securities to a securities account;

the protection of an intermediary operating securities ac-
counts from claims of or interference by parties other than
its account holder (exclusion of “upper-tier attachment”);

the procedure for transfer of securities credited to a secu-
rities account and in particular the need for, and suffi-
ciency of, book entry credits and debits to effect such a
transfer;

priorities between competing dispositions (in particular,
an appropriate bona fide acquirer rule);

the finality of transfers of book entry securities and the
irrevocability of instructions for such transfers.

Because book entry accounts have become the universal me-
dium for the holding and transfer of securities in the modern
indirect holding system, the Study Group regards the above
issues as issues of compatibility requiring a uniform rule. It
has also considered other issues which go to internal sound-
ness and which, because they form part of the basic under-
pinning of book entry accounts, may also require uniformity
as to the result, if not necessarily as to the manner of at-
tainment. Such issues include —

the protection of property representing account holders’
interests from the claims of general creditors of the in-
termediary in an insolvency of the intermediary;

the consequences of any insufficiency of assets held by
the intermediary to satisfy the rights of account holders
(the Study Group view being that the appropriate rule
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should be a pro rata abatement of the account holders’
claims).

Further points on which the Study Group has yet to reach a
concluded view as to the need for a uniform rule include —

the perfection of security interests: whether there should
be a uniform procedure for perfecting security interests in
book entry securities created otherwise than by transfer
to a new book entry account;

definition of terms of such as “securities”.

In relation to some other issues, the Study Group inclines to
the view that a uniform rule is not necessary under the stan-
dards suggested above. It has however considered whether,
where issues of this kind are relevant to the standard of in-
ternal soundness, there should be a “benchmark” instrument
describing minimum standards that should be applied.

The Study Group is working on a position paper summarizing
and explaining its thinking, which it is proposed to issue in
the summer of 2003. The purpose of the position paper will
be to facilitate widespread discussion of the issues among all
interested parties in preparation for a further meeting of the
Study Group in November 2003. Following that meeting it is
expected that a decision will be taken on the form and broad
content of the instruments required. If it were agreed that a
convention is needed, one could expect the preparation of a
text for presentation to member State governments to take a
minimum of around two years.

The complexity of the subject matter, and the crucial impor-
tance of understanding how holding and settlement systems
operate in practice, make it essential to ensure close co-
operation with industry and other interested parties. The ex-
perience of developing the Hague Convention suggests that
this is likely to be a time-consuming process, but one that
would greatly enhance the quality of the final product and
also greatly facilitate its attainment.

Just as the involvement of industry is crucial, so too is the
support of national and international policy makers. It is
therefore timely that the G30 has stressed the importance of
these issues in its Plan of Action.
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