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Abstract 

This briefing provides the legal background understanding in respect of 
securities which are held through banks and other intermediaries 
necessary to access the highly complex area of cross-border securities 
law which is in between commercial-, insolvency- and property law. It 
also describes adjacent legislation and neighbouring international 
initiatives. As the relevant laws are heavily fragmented, the holding and 
transfer of such securities as well as the exercise of investor rights is 
cumbersome and sometimes legally uncertain. Lastly, the main 
mechanisms of the envisaged legislation are presented. Throughout the 
text, a number of crucial issues are explained that had been discussed 
controversially in the past.  
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GLOSSARY AND LIST OF ABBREVIATIONS 
* these definitions are taken from the Glossary to the 'CPSS-IOSCO Recommendations for 
CCPs', 2004, see http://www.bis.org/publ/cpss64.pdf. 

 

CCP* Central Counterparty; an entity that interposes itself between 
counterparties to contracts, becoming the buyer to every seller and the 
seller to every buyer. 

CSD* Central Securities Depositories; entities which keep securities centrally; 
usually they have a direct link with the issuer of the securities (CPSS-
IOSCO Glossary: an institution for holding securities that enables 
securities transactions to be processed by means of book entries. 
Physical securities may be immobilised by the depository or securities 
may be dematerialised - so that they exist only as electronic records). 

choice of law* A contractual provision by which parties choose the law that will govern 
their contract or relationship. Choice of law may also refer to the 
question of what law should govern in the case of a conflict of laws 
(see 'conflict of laws'). 

collateral* An asset or third-party commitment that is accepted by the collateral 
taker to secure an obligation of the collateral provider to the collateral 
taker. 

conflict of 
laws* 

An inconsistency or difference in the laws of jurisdictions that have a 
potential interest in a transaction. Each jurisdiction’s conflict of laws 
rules specify the criteria that determine the law applicable in such a 
case. 

FCD Directive 2002/47/EC of the European Parliament and of the Council of 
6 June 2002 on financial collateral arrangements, OJ L 168 of 
27.6.2002, p. 43 (as amended by Directive 2009/44/EC, OJ L 146 of 
10.6.2009, p.37). 

finality Finality means irrevocability or effectiveness of (given) orders. 

Geneva 
Securities 

Convention 

The Geneva Securities Convention is an international treaty adopted 
under the auspices of UNIDROIT. It addresses the substantive law 
issues surrounding holding and disposition of intermediated securities 
and therefore parallels the work of the Commission in this respect. The 
Convention has not yet entered into force. 

MiFID Directive 2004/39/EC of the European Parliament and of the Council of 
21 April 2004 on markets in financial instruments amending Council 
Directives 85/611/EEC and 93/6/EEC and Directive 2000/12/EC of the 
European Parliament and of the Council and repealing Council Directive 
93/22/EEC, OJ L 145 of 30.4.2004, p. 1. 
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security ‘security’ (sing.) and ‘securities’ (pl.) means financial instruments like 

shares and bonds that are at the centre of this briefing. ‘Security 
interest’ (sing.) or ‘Security interests’ (pl.) is the umbrella term for a 
pledge, charge, hypothecary loan, mortgage, etc. created over assets 
like land, cash, movable property or also over securities. A ‘security 
interest over securities’ means therefore a pledge, charge, etc. over 
securities. Another term often used is ‘collateral over securities’ or 
‘collateral interest’. This denominates basically the same as a security 
interest. 

securities law is a broad term used to describe all relevant laws in a given jurisdiction 
that govern the various legal aspects of securities. Depending on the 
context, these laws are typically property law, commercial law, the law 
governing security interests like pledges and charges, insolvency law, 
corporate law, and, in some countries, dedicated laws governing the 
custody/safekeeping of securities. Regulatory rules can also belong to 
‘securities law’, depending on the context. 

settlement Movement of securities, usually by electronic book-entries beteen 
accounts. 

SFD Directive 98/26/EC of the European Parliament and of the Council of 
19 May 1998 on settlement finality in payment and securities 
settlement systems, OJ L 166 of 11.6.1998, p. 45 (as amended by 
Directive 2009/44/EC, OJ L 146 of 10.6.2009, p. 37). 

T2S Target 2 Securities; European initiative to establish a single platform 
for the settlement of securities, coordinated by the European Central 
Bank (ECB) and aiming to improve the efficiency and safety of 
securities settlement by providing harmonised Delivery-versus-
Payment (DvP) settlement on a real-time gross basis in central bank 
money. It is not a central securities depository (CSD) but a service 
provider to CSDs which can opt to use T2S for settlement (see 
http://www.ecb.int/paym/t2s/about/about/html/index.en.html). 

The Hague 
Conference 

and the Hague 
Convention 

The Hague Conference on Private International Law is an independent 
intergovernmental organisation founded in 1893. Its Members are 71 
States and the European Union. It develops international Conventions 
addressing conflict-of-laws questions in the areas of family law, cross-
border litigation and commercial/financial law (see 
www.hcch.net/index_en.php?act=home.splash). One of these is the Hague 
'Convention on the Law Applicable to Certain Rights in Respect of 
Securities held with an Intermediary' which deals with the so called 
‘conflict-of-laws’ issue (see 
www.hcch.net/index_en.php?act=conventions.text&cid=72). 

UNIDROIT The International Institute for Unification of Private Law (UNIDROIT) is 
an intergovernmental organisation. It was founded 1926 and is often 
regarded as the Hague Conference’s sister organisation as it mainly 
deals with substantive law questions in the areas of cross-border 
commercial and financial law. It has 63 Member States, comprising all 
Member States of the EU; see also 'Geneva Securities Convention'.  
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EXECUTIVE SUMMARY 
The Commission has consulted, at the beginning of 2011, on the details regarding a 
projected directive in the field of securities holding and disposition and the improvement of 
the procedures to exercise investor’s rights attached to securities (see 
http://ec.europa.eu/internal_market/financial-markets/securities-law/index_en.htm#consultation2).  

The Commission initiative ties in closely with pre-existing EU legislation, notably the 
Financial Collateral Directive 2002/47/EC and the Settlement Finality Directive 98/26/EC, 
and is complimentary to them. It aims at comprehensively removing legal fragmentation in 
this area in order to allow for certainty of securities movements across Europe and for 
improved investor rights. Two international Conventions (the Hague Securities Convention 
and the Geneva Securities Convention) address the area, and the European legislator will 
have to decide to which extent the future European legal framework shall be compatible 
with international harmonisation efforts. 

This briefing provides the legal-technical background knowledge necessary to access the 
highly complex area of cross-border securities law which is in between commercial-, 
insolvency- and property law. It also describes adjacent legislation and neighbouring 
international initiatives. Lastly, the main mechanisms of the envisaged legislation are 
presented. Throughout the text, a number of crucial issues are explained that had been 
discussed controversially in the past. 

 

KEY FINDINGS 

 The legal landscape of securities holding and disposition as well as of assisting 
investors in the exercise of their rights attached to their securities is fragmented. 
The international nature of securities transactions leads to situations where the law 
of more than one country can influence the legal situation of securities holding. This 
is a consequence of the fragmentation of the law and widely acknowledged conflict-
of-laws principles.  

 The result of the public consultation on the prospected Securities Law Directive is 
positive on the need for action in this field. 

 The existence of the legal uncertainty in this area is uncontested. However, Member 
States have an interest to defend their current domestic concept underlying 
securities holding and dispositions; therefore, the solutions envisaged deviate. 
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1. Introduction 
About 15 years ago the international community realised1 that the current fragmentation of 
securities laws2 no longer complied with the reality of the financial market. The law 
governing various aspects of securities holding3 and disposition4 was, and still widely is, 
purely national law, whereas the relevant markets were highly internationalised and 
securities were transferred and pledged cross-border all the time. Against this background, 
the EU adopted the Settlement Finality Directive in 1998 and the Financial Collateral 
Directive in 20045. The Hague Conference on Private International Law6 adopted the Hague 
Securities Convention7 in 2002, and UNIDROIT8 adopted the Geneva Securities 
Convention9 in 2009. These EU and international instruments address in part identical 
problems. Some of the solutions provided by these are compatible, or even identical, with 
one another, others differ. The Commission is now considering the proposal of a 
comprehensive Securities Law Directive, which would cover a wide range of relevant 
aspects and would partly overlap with the above mentioned instruments. The planned 
Directive is designed to put an end to fragmentation and legal uncertainty in this area. 

The matter is highly technical and complex. Amongst the 27 Member States of the EU not 
two legal frameworks are the same. Terminology varies considerably and legal concepts are 
intimately linked with each language and Member States’ legal framework. Therefore, it 
would be insufficient to translate, for example, the relevant national word for ‘property’ into 
the other EU languages assuming that the legal understanding would be exactly the same. 
The following text will therefore be as descriptive as possible in order to avoid any 
misunderstandings of that sort. In the following this briefing will 

 Deliver a practical description of how securities are held; 
 Outline the basic legal principles which govern the legal situation of securities in 

modern financial markets; 
 Show how cross-border situations (or better: cross-jurisdictional situations10) render 

the legal status of securities complicated if not uncertain; 
 Provide an overview of existing legislation and international instruments; and, 
 Explain the major elements of the Commission’s concepts regarding securities law. 

                                                 
1 Cf. e.g. the legal barriers described in the so-called 'Giovannini Reports' 2001 and 2003. 
2 ‘Securities law’ is a broad term used to describe all relevant laws in a given jurisdiction that govern the various 
legal aspects of securities. Depending on the context, these laws are typically property law, commercial law, the 
law governing security interests like pledges and charges, insolvency law, corporate law, and, in some countries, 
dedicated laws governing the custody/safekeeping of securities. Regulatory rules can also belong to ‘securities 
law’, depending on the context.  
3 ‘Holding’ is a neutral term that leaves open whether the holder is the owner/proprietor or only the 
custodian/book-keeper, etc. 
4 ‘Disposition’ is a neutral term that covers both outright transfer of and creation of a security interest (pledge, 
charge) over securities. 
5 Cf. section 4.1. and 4.2. 
6 www.hcch.net/index_en.php?act=home.splash. The Hague Conference is an independent intergovernmental 
organisation founded in 1893. Its Members are 71 States and the European Union. It develops international 
Conventions addressing conflict-of-laws questions (meaning cf. infra) in the areas of family law, cross-border 
litigation and commercial/financial law. 
7 Convention on the Law Applicable to Certain Rights in Respect of Securities held with an Intermediary; cf. 
www.hcch.net/index_en.php?act=conventions.text&cid=72.  
8 The International Institute for Unification of Private Law (UNIDROIT) is equally an intergovernmental 
organisation. It was founded 1926 and is often regarded as the Hague Conference’s sister organisation as it 
mainly deals with substantive law questions (meaning cf. infra) in the areas of cross-border commercial and 
financial law. It has 63 Member States, comprising all Member States of the EU.  
9 The UNIDROIT 'Geneva Securities Convention', 
www.unidroit.org/english/conventions/2009intermediatedsecurities/main.htm. 
10 It is possible that the parties of a relevant legal situation are situated in different countries; however, one single 
law might apply to the relevant aspects. Therefore, the term 'cross jurisdictional' is more precise. Further details 
cf. infra. 
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2. How are securities held in practical terms 

KEY FINDINGS 

 Securities are kept centrally in Central Securities Depositories (CSDs). They are 
moved by electronic book-entries between accounts (settlement). 

 Holding chains can be very short (transparent systems) or rather long. The latter 
occurs regularly in cross-border situations. 

2.1. What is a security? 

The question of what is a security11 is actually legal and practical at the same time. It is 
important to clarify some basic principles.12 There are two main types of securities, shares 
and bonds. Both consist, in substance, of a relationship between two persons or legal 
entities. The relevant legal relationships are in their substance obligations to pay money: 

 The shareholder commits to pay the capital contribution to the issuer. The issuer 
commits to pay him a dividend and grant him certain participatory rights, like voting 
in the annual shareholder meeting. 

 The bondholder commits to lend money (the ‘principal’) to the bond issuer. The 
bond issuer commits to pay regular interest and to repay the principal at maturity 
date. 

What made a share or bond (i.e., security) different from a mere credit or other obligation 
is that it was documented in a certificate. This certificate was not meant to be the contract, 
but had the function to render the various dealings surrounding the legal relationship more 
efficient and safer: 

 The certificate (or its coupon) needed to be presented before the dividend or 
interest could be received.  

 The certificate, in case of bonds, would need to be handed back before the principal 
was repaid. 

 The certificate would need to be delivered to any acquirer of the security to render 
the acquisition complete. 

 The delivery of the certificate would protect the acquirer in case the ‘seller’ was not 
actually the owner, or was the owner but not entitled to give away the security 
(‘good faith acquisition’). 

 The issuer was entitled to rely on the fact that the holder of the certificate was 
actually the owner of the security. By paying to the holder, the issuer validly 
performed its obligation, even if the security certificate was in the hands of an 
unauthorised person. 

                                                 
11 Nota bene: a ‘security’ (sing.) and ‘securities’ (pl.) means financial instruments like shares and bonds that are 
at the centre of this briefing. ‘Security interest’ (sing.) or ‘Security interests’ (pl.) is equally an important term 
which regularly creates confusion: it is the umbrella term for a pledge, charge, hypothec, mortgage, etc. created 
over assets like land, cash, movable property or also over securities. A ‘security interest over securities’ means 
therefore a pledge, charge, etc. over securities. Another term often used is ‘collateral over securities’ or ‘collateral 
interest’. This denominates basically the same as a security interest, but the differences are not essential at this 
stage. 
12 Again, each jurisdiction has its proper legal understanding of ‘security’. Where EU law is concerned, for example, 
the MiFID, defines the term, it does not harmonise the national definitions of what a security is but merely defines 
which type of financial asset falls within the scope of the directive or regulation. Even Derivatives might be 
exceptionally treated as securities under national law, tough they are usually outside the securities definition. 
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In legal terms, this result was achieved by assimilating the original rights and obligations, 
now incorporated in the certificate, to the law governing ‘property’ to movable things, 
under which the above principles traditionally applied. In other words, by this 
transformation, the original obligations to pay sums of money between the investor and the 
issuer were converted into ‘property’ as far as any disposition (transfer, pledge, etc.) of 
them was concerned. 

However, as regards the content of the obligations, in respect of a bond, the commercial 
law governing the credit and interest payments still applies. In relation to a share, the 
corporate law continues to govern questions relating to payment of the capital and the 
dividend and to the exercise of the corporate rights. This development was universal. 

2.2. Traditional holding 

Traditionally, an investor received the certificate and put it in a safe place, either in their 
own private vault, or any other safe place; or, they had it safely kept by a third person, 
typically a bank. The bank kept the certificate for the investor in its vault and would hand it 
back to him when he needed it. Obviously, the bank would not become the owner or 
proprietor of the security by merely possessing the certificate. 

2.3. How are securities held, in operational terms, nowadays? 

For reasons of efficiency – i.e. avoiding the necessity of moving physical securities 
whenever a change in ownership of the various banks’ clients took place - the first central 
securities depository (‘CSD’) for securities certificates was founded in 1882 in Berlin (which 
was modelled on the 18th century London Clearing House for cheques and bank notes). The 
centralised custody of security certificates, combined with the centrally organised services 
of keeping account balances for the participating banks and settling securities transfers 
between these accounts, was gradually adopted by all relevant financial markets. The 
institution of a CSD and the service of ‘clearing and settlement’ of securities is therefore 
anything but a new development. 

Put simply, the deriving general13 holding structure could be described as follows: 

All, or part of the security certificates, are kept centrally in the CSD. The CSD maintains 
accounts for the participating banks, or ‘intermediaries’14, to whose accounts the relevant 
number of securities are credited. These intermediaries maintain accounts for their client-
investors and for their client-intermediaries. The latter, again, maintain accounts for other 
persons, etc.  

From the perspective of the investor, there is at least one, but probably more, 
intermediaries involved. The investor holds his securities with his own bank, which holds 
them through a second bank, which holds with the CSD, which keeps the certificates. 

                                                 
13 On a domestic level, some jurisdictions have a very simple structure with only one or two ‘tiers’. They are called 
transparent systems. These models are analysed later. However, as soon as securities holdings are international, 
these simple models do not apply any more and the pyramidal structure depicted here applies in principle to all 
jurisdictions and markets. 
14 The terminology is difficult. In the informal context it is appropriate to use the term ‘bank’. However, this is not 
sufficiently precise for two reasons:   
(a) there might be non-bank institutions performing the function of maintaining securities accounts for others, for 
example security firms or brokers;   
(b) the term of bank does not reveal whether that entity holds securities for clients or holds securities for its own 
account, in which case it is an investor like any other investor.   
Therefore, the term of 'intermediary' (or custodian) is often used. 
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Figure 1: Intermediated holding of securities 
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The actual length of such a holding chain of intermediaries depends on the concrete 
circumstances. In some jurisdictions, there is, besides the CSD, no other intermediary 
involved and investors hold their securities directly with the CSD (‘transparent systems’, cf. 
infra). In other jurisdictions, the number of intermediaries is limited to one. In a third 
category, the number is not limited. However, as soon as securities are held across national 
borders, holding chains often involve several intermediaries. 

The entire system does not entail moving around the certificates. Where account holders 
want to ‘move’ a security, in particular to settle a transfer between to investors or in order 
to render a pledge effective by moving the securities to the pledgee, these moves are 
accomplished by bringing changes to the securities accounts between the various players. 
Depending on ‘how far away from each other’ sender and receiver of the relevant securities 
actually are, only one or several intermediaries must change the account balances. 

If we isolate one single holding chain, i.e. the sequence of accounts that links a particular 
investor to ‘his’ securities, it is possible to consider the different relationships between the 
various links of the chain more closely. The investor, the ultimate person in the holding 
chain, is in functional terms a ‘securities account holder’. His direct intermediary maintains 
a securities account for him and acts therefore as his ‘account provider’. 
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Figure 2: Account holder and account provider 
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However, at the same time, this first intermediary does not have the securities itself but 
holds them through its own account maintained for it by a second intermediary. The first 
intermediary is therefore an account provider and, at the same time, an account holder, 
depending on the perspective. The same principle applies throughout the entire holding 
chain. Only the CSD is not an account holder. It keeps the securities itself. It is true that it 
has a relationship with the securities issuer but this relationship is not characterised as a 
securities account.  

There is an important detail. Intermediaries have to separate (‘segregate’) client securities 
from any securities they may hold for their own account. In practice, own securities and 
client securities are booked to distinct accounts with the intermediary’s own account 
provider. However, client assets are not separated per client, they are ‘pooled’ in the client 
account and cannot be distinguished per client as they are fungible, i.e. not individually 
identifiable. In the above example, therefore, the ultimate account holder’s 5,000 securities 
are comprised in the 25,000 securities at the next level, which are comprised in the 26,000 
securities at following level, and so on. 
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3. Why are cross-jurisdictional situations so complicated? 
What is the resulting problem? 

KEY FINDINGS 

 The relevant conflict-of-laws rules lead to a situation where more than one country’s 
law influence the legal status of the same underlying securities. 

 There are five basic holding models for securities: the trust model, the entitlement 
model, the unshared property model, the pooled property model and the 
transparent model. 

 The result is a sub-optimal legal framework for providing collateral over securities. 
Collateral is one of three major risk-mitigation tools (next to netting and segregation 
of client assets). It is used throughout the financial market, in particular also by 
Central Counterparties (CCPs). 

 

As can be seen in the following diagram, a securities holding chain can reach across the 
borders of several countries. Here, intermediaries in three countries (UK, France, Germany) 
participate in the holding of the relevant securities issued by, say, Rolls Royce plc, the UK 
jet engine maker. The laws of all these three jurisdictions have influence on the holding 
situation. However, it is important to understand, why. 

Figure 3: Cross-border holding chain 
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3.1. What is the national legal analysis of holding securities with 
an intermediary? 

Each jurisdiction has a more or less elaborate legal framework governing this holding chain 
situation. This national legal framework tells us which legal position, which rights and 
obligations every participant in the holding chain has, i.e. covering the position of the 
investor, the intermediary or intermediaries, and the CSD.  
 
It is important to note that national law does only govern the ‘complete’ holding chain 
between investor and issuer as long as the holding chain is purely domestic. As soon as 
foreign intermediaries are involved, it is highly likely that foreign law applies to certain 
parts of it (details cf. infra). 
 
There are as many different legal frameworks as there are jurisdictions, and therefore, in 
the following, we strive to assess them in groups, naturally entailing a certain degree of 
simplification. 

3.1.1. The trust model 

The main jurisdictions using the trust model are England and Wales. Similar approaches are 
found in Ireland, Australia, and other common law countries. 

Figure 4: The trust model 

Investor = 
equit. owner

Issuer

Bank =
Legal Owner

Bank = 
equit. owner

CSD =
Register

TRUST 1

TRUST 2

 
Under the trust model, the issuer entrusts its securities to the CSD. The CSD in England 
(which also serves Ireland) is called the CREST System and is operated by Euroclear UK & 
Ireland. The CSD itself assumes the role of the company register under corporate law and 
has no legal interest whatsoever in the securities. The participants in CREST are considered 
the legal owners of the securities which they hold, whether for their own or their clients’ 
accounts. 
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As regards securities which the CREST participants credit to the accounts of their account 
holders, they act as a trustee. That is, the account holder of the CREST participant 
becomes trustor (beneficiary) and receives an ‘equitable ownership’ in the securities which 
is not exactly equal to legal ownership but encompasses similar elements and is protected 
in case of the insolvency of the trustee.  

To the extent that there is another level, or ‘tier’, in the holding chain, this trustor/holder of 
an equitable interest acts in turn as trustee for its own client (the investor in our example). 
The investor, again, receives a equitable ownership in what the trustee holds for him. Thus, 
the investor receives, in legal terms, an equitable ownership in an equitable ownership in 
the securities. In practice, however, the investor is treated as if the securities were his. 
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3.1.2. The security entitlement model 

The two countries where the security entitlement model applies are the USA and Canada. 

 

Figure 5: The security entitlement model 
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The security entitlement model resembles to some extent the trust model. However, there 
are differences. The CSD in the USA is called the Depository and Trust Company (DTC). 
However, the legal owner of the security entitlement under this model is a special legal 
entity, Cede&Co, which is a 100% subsidiary company of the NYSE. Under US law, every 
account holder receives a ‘security entitlement’ against his account provider, i.e. every 
intermediary in the role of account holder has a security entitlement against its account 
provider. In its role as an account provider, it is the addressee of its account holders’ 
security entitlements.  

The legal nature of a security entitlement is not exactly equal to legal ownership and 
somewhat similar to an equitable interest under English law. In particular, security 
entitlements are separated from the intermediary’s estate in the event of the latter’s 
insolvency. The difference is that security entitlements do not ‘overlap’ as is the case with 
equitable interests under English law. Every security entitlement against an account 
provider is distinct from the security entitlements that the account provider itself holds.  
Consequently, there are legally disconnected ‘security entitlement holders’ on each level of 
the holding chain, as opposed to trustors under English law. As under English law, each 
account holder can only turn to its immediate account provider and not to one at an upper 
level. 
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3.1.3. The undivided property model 

This model, which is followed by French law, is very different from the previous ones. 

 

Figure 6: The undivided property model 
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The French framework knows only ‘dematerialised’ securities, i.e. physical paper certificates 
have been abolished and the securities are only represented by a register entry in the CSD. 
The French CSD is called Euroclear, formerly SICOVAM. The CSD is supposed to act as a 
mere register. Neither the CSD nor any of the intermediaries have any legal interest or 
right in the securities. The investor has the full property over the securities which are 
deemed to be located directly in his account, i.e. the account maintained by his account 
provider. The investor can only access his securities through his account provider but not 
through any other intermediary at a higher level. 
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3.1.4. The pooled property model 

This model is followed mainly by Germany and Austria, also Japan. 

 

Figure 7: The pooled property model 
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The issuer entrusts its securities to Clearstream Banking in Germany or OeKB in Austria. 
The investor receives, under this approach, a shared interest in a pool of securities which is 
located at the level of the CSD. It is a sui generis type of shared property which only exists 
in this precise context. The intermediaries are supposed to have no interest or legal 
ownership, or only a very minor, ‘residual’ one, comparable to ‘possession’, which describes 
a rather factual relationship of having control over the securities. The investor can access 
his securities only through his own account provider and other account providers up the 
chain would be unable to identify him (as a consequence of pooling client securities in 
pooled accounts). 
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3.1.5. The transparent model 

The Nordic countries follow this approach as do Greece and Poland. Outside Europe, China 
and Brazil have systems in place which resemble this approach. 

 

Figure 8: The transparent model 
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The framework for purely national holdings is as follows: In a transparent system there are 
no intermediaries involved, except the CSD. Every investor has his account directly in the 
CSD. The Banks intervening in the securities business do not maintain an account for the 
investor but only operate the one maintained by the CSD under a special legal and 
operational framework. Therefore, in this context they are also called ‘account operators’, 
or similar.  

The investor has a direct and unshared property interest in the securities. For cross-
jurisdictional holdings, the transparent system does not work. The reason is that the 
foreign intermediaries that are involved are unable to directly ‘operate’ the accounts in the 
CSD because they are not part of that highly integrated national system. Therefore, the 
framework for cross-jurisdictional situations in a transparent system resembles the pooled 
property model. 

3.1.6. Sense and non-sense of the distinction direct/indirect 

In the early discussions of this subject, the various models as set out above had not been 
entirely identified. Therefore, reference was often made to ‘direct’ and ‘indirect’ holding 
models. The general feeling was that the trust model and the security entitlement model 
were ‘indirect’, whereas the ‘property based’ models were ‘direct’ ones. The terminology 
focussed on the question of whether the investor had a legal link to his securities or 
whether he only had a right against his intermediary.  
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However, later, it was felt that this distinction was too vague. The case of the security 
entitlement (USA) might still be unambiguously ‘indirect’. However, already in respect of 
the trust model of the UK, it cannot be said that there is no link between the investor and 
his asset, as the equitable interests overlap and relate to the same underlying asset. 
Thirdly, on the other side of the spectrum, the shared sui generis property approach of 
Germany, Austria and Japan was classically regarded as being ‘direct’ but, in practice, the 
theoretically existing legal link had no practical relevance, as an investor is only able to 
turn to his account provider as no other entity in the holding system would recognise his 
rights. Only transparent holding patterns are truly ‘direct’.  

Consequently, in the technical debate, the notions of ‘direct’ and ‘indirect’ should be given 
up in favour of the categories described above. In any case, it was always questionable 
whether such rough categorisation was helpful at all, as the next section will explain. 

3.1.7. What makes the difference between the various approaches? 
Does it matter in terms of safety and certainty? 

It is very appealing to try an easy distinction between these different approaches: a clear 
property interest is better and safer than a pooled property interest, which is still better 
and safer than any ‘derivative’ interest like an equitable interest or a security entitlement. 
We tend to have that reaction because we assume we understand what lies behind the 
notion of property, notably a strong association with safety. However, this reading, if based 
on the pure words, is illusory. The fact that a jurisdiction names a certain right ‘property’ 
alone does not say anything on whether this right is robust or safe in the event of, say, the 
account provider becoming insolvent.  

What matters is whether the entire legal framework, including all accompanying regulation, 
is sound and consistent and provides clear legal answers to some crucial questions.  

These questions describe what the relevant parties should be able to rely on in respect of 
their dealings involving intermediated securities. These parties are the account holder 
(whether investor-account holder or intermediary-account holder), account providers, 
issuers and third parties, in particular where they are the beneficiaries of a security interest 
(‘collateral’) created over intermediated securities. 

The key factor is indeed safety and legal certainty in respect of the holding, the settlement, 
and the various interests created in intermediated securities. However, legal rules also 
need to provide for the best possible reconciliation between conflicting which may arise 
amongst the above listed parties.  

On the basis of the idea of providing legal certainty to the various parties we can establish 
the following catalogue of basic criteria for legal soundness in respect of intermediated 
securities.  
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Box: The basic criteria for soundness 

 

 Can the account holder rely on  

o that the credit appearing on his account balance does actually represent 
securities and legally attributes them to him? 

o that this credit cannot be revoked without any compelling reason? 

o that this credit is robust, i.e. that third parties have no access to the 
securities and that it is shielded from the account provider’s insolvency? 

o that his instructions must be followed by the account provider? 

o that he can exercise the rights flowing from the securities, like receiving 
dividends/interest and exercise voting rights? 

 Can the account provider rely on 

o that it is only bound to accept instructions from the account holder or any 
other clearly authorised person? 

o that such instruction cannot be revoked after certain conditions have been 
met? 

 Can third parties rely on 

o that, if the account holder provides a security/collateral interest over 
securities to them (pledge, charge, etc.), this security interest is robust and 
cannot be adversely affected by actions of other parties or dragged into the 
intermediary’s insolvency? 

o that they can, as soon as the conditions for a realisation of the security 
interest are met, proceed towards that realisation on the basis of a clear and 
reliable framework? 

 Can the issuer rely on 

o that not a greater number of securities holders/investors will claim rights 
(dividend, voting rights) against it than the number of securities it had 
originally issued (no inflation of the issue/excess securities)? 

Any of the different legal approaches designed to address securities holding must be tested 
against these questions. If they can be answered in a satisfactory manner, the internal, 
domestic framework is sound. It is probably fair to say that all legal frameworks for 
securities holding in the EU and in other relevant financial markets are internally sound as 
they pass this test. There might be some queries over details but these are irrelevant in the 
present context.  

However, in cross-jurisdictional scenarios, the answer to these questions might not always 
be positive. The following sections explain, why.  

3.2. The conflict-of-laws situation 

A cross-jurisdictional scenario is characterised by the fact that the laws of more than one 
country apply. This happens in particular as soon as one of the involved intermediaries is 
situated in another country. The first step in assessing the reliability of the law in such an 
international case is to analyse the conflict-of-laws situation.15  

                                                 
15 The expression ‘conflict-of-laws analysis’ is synonymous for ‘private-international-law analysis’. 
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This analysis answers the question of which national law applies to a given legal 
relationship in the event of involvement of foreign elements. The national law that applies, 
i.e. the concrete rules that create rights, obligations, etc. is called the substantive law. 

Each jurisdiction has its own, autonomous, conflict-of-laws provisions, in relation to 
contracts, property, succession, family law etc.16 Most jurisdictions, however, follow 
common principles in this respect. Nowadays it is widely acknowledged that the basic rule, 
in relation to securities holding, is that the law of the securities account applies to the 
securities. This approach has been termed, somewhat misleadingly, PRIMA, or ‘place of the 
relevant intermediary approach’. It is today applied in all relevant financial markets.17 
There are two sub-species of PRIMA:  

 The law of the account is the law agreed upon by the parties. This is the approach 
taken by a number of countries (Switzerland, England and other common law 
countries, USA) and also by the Hague Securities Convention. 

 The law of the account is the law of the place where the account is actually 
maintained (this needs to be defined further). This is the approach taken by Article 9 
of the Financial Collateral Directive and Article 9(2) of the Settlement Finality 
Directive and by most, but not all, civil law jurisdictions.  

However, in the present context the differences between these two sub-approaches are 
irrelevant.18 

                                                 
16 In the EU, the Rome I Regulation addresses conflict-of-laws questions, excluding, however, intermediated 
securities. 
17 Formerly, a variety of additional approaches existed, which lead to huge legal uncertainty. In particular: the law 
under which the securities are issued; or the law of the place where the paper securities are located; or the law of 
the place where the initial electronic record is made. 
18 The difference matters in cases where the law agreed upon by the parties is not the same as the law of the 
country where the account is ‘maintained’. This might occur in particular where two globally acting financial 
institutions have securities accounts with each other. In today’s computerised financial world the account could 
literally be in Singapore, New York, Paris, London or Frankfurt. Therefore, most global players prefer to fix the 
‘location’ of the account contractually in order to be sure which law applies (which is important to obtain robust 
collateral interests, etc.). 
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Figure 9: Impact of the PRIMA principle on a holding chain 
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Breathing life into the earlier example, and applying PRIMA, it becomes clear that the 
holding chain is governed by the laws of three jurisdictions, notably the laws of the UK, 
France, and Germany. Each account holder receives the legal position attributed to it under 
the relevant domestic legal analysis. Keeping in mind that client assets are pooled, we see 
that the original interest in 5,000 Rolls Royce securities changes its legal nature twice, as it 
is included in the holdings on every tier. This simplified example makes clear why cross-
jurisdictional securities holdings might entail confusing results and create legal risk. 

3.3. Which laws apply in a holding chain? 

It is important to note that participants on all levels of a holding chain have a vital interest 
that the legal situation of the securities is clear, cf. the Box listing the basic criteria for 
soundness, supra.  

In particular, an intermediary needs to know which law applies to instructions it receives 
and in any case it would need to assist in the creation of a security interest over the 
securities. Furthermore, an intermediary (in its role as account holder!) must be sure that 
the credit of securities to its account is robust in the event of its account provider’s 
insolvency. Likewise, the investor has the obvious interest that the credit of securities to his 
account is robust against claims of third parties and is shielded against the insolvency of 
the intermediary. Additionally, it is important to him to be able to benefit from the rights 
flowing from the securities and to be able to sell or otherwise dispose of them, etc. 

3.3.1. Do the various applicable laws interconnect properly? 

In concrete terms, the 5,000 Rolls Royce securities of the investor in our example are 
transformed several times, as they are credited to four different accounts in three different 
jurisdictions. The first level account holder, the London Bank, is the legal owner of 50,000 
shares under English law. They comprise the 26,000 shares credited to the Paris Bank, and 
English law applies equally to the account between the London Bank and the Paris Bank.  
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Therefore, the Paris Bank would be the holder of an equitable interest in these 26,000 
shares. It holds in turn for the Frankfurt Bank, and French law applies to that account. As 
French law cannot control the holding chain outside its territory, it attributes a full property 
interest to the Frankfurt Bank over these 25,000 securities, despite the fact that the bank 
acts as intermediary. The account maintained by the Frankfurt Bank for Frankfurt Fund is 
governed by German law which would normally, i.e. in a purely domestic holding chain, 
attribute a shared sui generis property interest in a pool of securities to the ultimate 
account holder. 
 
Figure 10: Combination of legal concepts 
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Obviously, the situation described above is rather confusing. On the one hand, in respect of 
the relevant securities, no intermediary can provide its account holder with a legal position 
that is better than the one it holds itself. On the other hand, each applicable law 
determines autonomously the legal position in respect of the relevant securities, without 
taking into account the parts of the holding chain which are outside its reach. 

The difficulty of receiving clear and binding answers to the catalogue of criteria of 
soundness (cf. supra) is exemplified by the following three thoughts: 

 What type of right does each account holder in the chain receive? Nothing, a limited 
right, or a full right? Is the legal position received through the chain compatible with 
the legal concept attributed by the applicable national law? Is it robust in case of 
insolvency of one of the parties involved? 

 Can the right attributed to the investor be violated by any wrongdoing in other parts 
of the holding chain, for example, by an unauthorised pledge to a creditor of an 
intermediary (in breach of the intermediary’s duties)? 

 Who can exercise the voting rights and receive the dividends, as there is more than 
one ‘legal owner’ (or ‘proprietor’ respectively) in the chain? After all, only the 
investor (i.e. the account holder who bears the risk of the investment) should be 
entitled to voting rights and dividends.  
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For reasons of completeness, at this point, it should be said that the relevant German rules 
do reflect the dilemma that it would be unreasonable to give to the investor the ‘shared 
property interest’ in a cross-border situation confusing like the one depicted above. 
Instead, the investor receives a fiduciary interest in the securities which is not equal to 
legal ownership or property (though equally protected in the intermediary’s insolvency). Its 
legal features very much resemble the position of ‘equitable owner’ under English law. 
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3.3.2. A business situation 

The situation described above which has been so far used as an example is a simple one 
because it is static. There are no dealings other than just holding securities. However, 
business reality is different. The far greater part of securities is held by institutional 
investors which move their securities frequently. In particular, securities are regularly used 
to secure a credit (‘provide collateral’). The parties involved belong mostly to the wholesale 
financial sector, especially when it comes to cross-border relationships.  

In a scenario of financial crisis, where all parties are subject to considerable pressure, the 
legal framework for indirectly held securities has to provide clear answers, especially in 
relation to securities that are being moved (cross-border and) between the various market 
participants. In particular security interests, or ‘collateral interests’, established between 
market participants need to be reliable from the legal point of view. 

Also, the danger of parties’ conflicting interests is particularly high where securities are 
provided to secure an obligation, or where securities can be used by the intermediary to 
secure its own obligations. The case of Lehman has proven that this is not only a 
theoretical possibility. The following case is still simplified; the reality might be much more 
complex. 

Figure 11: Multi-party cross-jurisdictional situation 
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The example depicts a crisis situation with numerous legal problems. It is inspired by the 
Lehman case which was, naturally, much more complex.  

 A fund holds, amongst many other assets, 1m shares in ABC-Corporation in an 
account maintained by its intermediary.  

 The Fund needs cash and pledges 400,000 ABC shares to its creditor in order to 
obtain credit. 
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 The Fund’s intermediary is on the brink of insolvency and also needs cash. It is 
allowed, under the account agreement with the Fund, to re-use (or ‘re-hypothecate’) 
the securities of the Fund in order secure its own obligations, but only those 
securities which are not already pledged. The intermediary disregards the preceding 
pledge to the Fund’s Creditor and pledges to its own Creditor the entirety of 1m 
ABC-shares. 

 Shortly thereafter, the intermediary becomes insolvent. 

 The fund is under huge financial pressure. It tries to retrieve its 1m shares from the 
estate of the intermediary. The insolvency administrator refuses as the situation 
with the Intermediary’s Creditor is unclear, as the latter benefits from a security 
interest over the entirety of 1m shares and the applicable securities law of Country 
D does not provide a clear answer on whether the security interest is (fully) valid. 

 Because of this, the Fund falls insolvent as well. 

 The insolvency administrator of the Fund does not recognise (under the insolvency 
law of Country A) the pledge established over 400,000 shares in favour of the 
Fund’s Creditor.  

 The first reason is that the law of Country D governed the securities account and 
therefore the creation of the pledge. The method used under D-law is a control 
agreement. This method of control agreement, however, is unknown under the law 
of Country A. 

 The second reason is that it is not clear whether the Creditor of the Intermediary 
has priority despite the fact that the Creditor of the Fund obtained its interest first in 
time.  

 The Creditor of the Fund itself gets into financial difficulties as a consequence. 

The case cannot be resolved in this briefing. However, it shows how important it is that the 
law provides clear answers. It is true that the law is incapable of preventing fraud or 
avoiding insolvencies. However, as soon as something goes wrong, the resulting 
uncertainty should not be perpetuated, or even exacerbated, by an unclear legal 
framework. For example, in the Lehman case, affected funds were eventually able to 
retrieve their securities from the Lehman bankruptcy estate. However, it took months and 
some cases are still being looked at. In the meantime, many became insolvent as a 
consequence of the liquidity problem caused by their assets being trapped in the 
insolvency. 

3.4. Result: Uncertainty especially in respect of collateral 

The example above illustrates some of the issues on which the cross-border legal situation 
should ideally be clear. Other examples could be found in relation to all other elements on 
the catalogue of basic criteria for soundness (cf. supra). Different laws (property, 
commercial, insolvency, etc) of different jurisdictions might apply to the various accounts 
through which the relevant securities are held; this may create severe incompatibilities. 

The need for action results from the fact that a clear legal framework for securities holding 
and disposition is vital in particular for the provision of collateral. Collateral is provided 
under very different legal techniques. The Financial Collateral Directive (FCD) provides for 
rules on how collateral is validly established and provided to the collateral taker. In 
particular, formalities are abolished. However, there is no common framework on what 
happens if something goes wrong. The most prominent case is validly provided collateral 
which is subject to a priority contest between two collateral takers.  
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Or, the collateral taker could have accepted collateral which the collateral provider was not 
entitled to use. Or, an intermediary might fall insolvent and the collateral booked to its 
accounts is blocked and accessible neither for the collateral taker nor for the collateral 
provider. 

Uncertainty in this regard affects all market participants, in particular central counterparties 
(CCPs), the main role of which is to cushion risk caused by the insolvency of one 
participant, can only achieve their role because they ‘sit on’ a huge pile of collateral 
provided by their participants. If this collateral is legally uncertain, in particular in times of 
financial turmoil, the CCP cannot fulfil its function and the protection it is supposed to 
provide would be elusive. 

The Basel Committee on Banking Supervision19 identifies three main risk mitigation 
techniques in the financial market: netting20, collateralisation and segregation of client 
assets. A coherent legal framework for securities holding and disposition is absolutely 
essential to obtain reliable and robust collateral interests.  At the same time, a sound legal 
framework would support regulatory rules regarding segregation. 

The question is, therefore, how to remove, or at least minimise, these incompatibilities. 
Two Directives apply to limited issues in that area. Two international instruments are 
proposed. Additionally, the Commission is considering proposing a Securities Law Directive 
to cover a wide range of the relevant problems. Possible solutions are examined in the 
following sections. 

                                                 
19 Bank for International Settlements/Basel Committee on Banking Supervision, Report and Recommendations of 
the Cross-border Bank Resolution Group, March 2010, http://www.bis.org/publ/bcbs162.pdf?noframes=1, 
Recommendation 8, p. 36 et seq. 
20 The Commission is currently considering options to improve the reliability of the legal framework for netting. 
Additionally, Unidroit has launched an international project in respect of cross-border netting 
(www.unidroit.org/english/studies/study78c/main.htm). However, netting is used by all types of market 
participants (including banks, funds, insurances and CCPs) in relation to a wide range of financial positions and 
techniques (including derivatives, repurchase agreements, securities lending, collateral, etc.). Netting is therefore 
not confined to the world of intermediated securities and will not be addressed in this paper.  
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4. EU and international solutions; adjacent legislation 

KEY FINDINGS 

 The planned legislation is complimentary to pre-existing EU legislation. 

 The planned legislation is so far fully compatible with the Geneva Securities 
convention. 

 The planned legislation is incompatible with the Hague Securities Convention. 

The Commission has already announced its intention to propose a Directive on Securities 
Law (SLD), adoption of a proposal is planned for July 2011. However, at the time of 
publication of this briefing, this has not yet happened. Therefore, this paper examines 
approaches which might be likely in view of the preparatory work of the Commission in this 
regard, namely the work of the Legal Certainty Group and the documents provided for the 
two public consultation the Commission held in this area.21 

4.1. Settlement Finality Directive 

The Settlement Finality Directive22 (SFD) addresses legal issues adjacent to the ones 
mentioned before. More precisely it stipulates the ‘finality’ of instructions to settle a 
disposition once the instruction is entered into a settlement system.23 Finality means 
irrevocability of these orders. The core provision of the Directive prescribes that, in the 
event of the insolvency of one of the participating intermediaries, the national insolvency 
law cannot unwind what is regarded as ‘final’ under the rules of the settlement system. The 
mechanism applied under the Settlement Finality Directive brings stability to settlement 
systems, as they are now shielded from the threat of unwinding transactions which have 
already been processed and are difficult to disentangle from the rest of the settlement 
process. The Settlement Finality Directive is regarded as hugely successful piece of 
legislation. 

4.2. Financial Collateral Directive 

Equally, the Financial Collateral Directive24 (FCD) is perceived as very effective by the 
financial markets. It harmonises the framework for wholesale ‘collateral’ transactions, i.e. 
all transactions between banks, brokers, etc. by which cash, securities or claims are 
provided as security/collateral. It levels out differences between various national legal 
concepts of providing collateral. As a consequence, market participants can rely on the 
validity of their collateral interest, regardless of the law under which it is established. 
Formalities are abolished. Additionally, the Financial Collateral Directive eases the 
enforcement of collateral. Further, it clarifies certain market techniques like the agreement 
on a right to use client assets as well as close-out netting arrangements. 

                                                 
21 See the section 'References' for the work of the Legal Certainty Group and the two Commission 
communications. 
22 Directive 98/26/EC of the European Parliament and of the Council of 19 May 1998 on settlement finality in 
payment and securities settlement systems (as amended by Directive 2009/44/EC). 
23 Cf. Article 3(1) SFD. 
24 Directive 2002/47/EC of the European Parliament and of the Council of 6 June 2002 on financial collateral 
arrangements (as amended by Directive 2009/44/EC). 
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4.3. MiFID 

Most of the Markets in Financial Instruments Directive (‘MiFID’)25 relates to regulatory 
questions and will not be discussed here. However, there are two aspects of particular 
interest in the context of law of intermediated securities.  

First, MiFID requires investment firms to make adequate arrangements for the 
safeguarding of client assets.26 In most jurisdictions, this rule is implemented by the 
financial firm’s obligation to segregate client assets from its own assets. Though the rule 
itself does not have direct influence on the legal situation of securities, the financial firm’s 
behaviour (either complying with the obligation or not) has a huge influence on whether 
client assets are correctly attributed. It is important to note that a framework that 
inadequately handles the legal consequences of incorrect segregation can have severe 
unintended consequences and even cause the opposite of what the MiFID rules intend to 
achieve. 

The second issue relates to the imperative that all securities account providers should be 
regulated on a European level, as proposed by the second Commission Consultation 
Paper.27 To this end, the ‘safekeeping of securities [etc.]’, listed in Annex I Section B (1) of 
the MiFID, is planned to be upgraded to become an investment service (under Section A(9) 
of Annex I), and those which provide this service should be authorised and supervised 
under MiFID. 

4.4. Target2-Securities 

Target2-Securities (‘T2S’)28 is the Eurosystem’s future pan-European settlement platform. 
It is designed to be a technical platform for CSDs for the settlement of securities against 
central bank money, concentrating securities and cash settlements within a single IT 
infrastructure. T2S will not replace CSDs, nor will it change the law governing securities 
holding and dispositions. The launch of T2S will therefore not eliminate legal inconsistencies 
in respect of cross-jurisdictional dispositions over securities. Rather, it is built on the 
understanding that cross-jurisdictional dispositions are legally safe. 

4.5. Geneva Securities Convention 

The Geneva Securities Convention29 deals exactly with the very area of (cross-border) 
securities holdings and dispositions. It covers substantive law issues. It was adopted in 
2009 but is not yet ratified by a number of countries sufficient to trigger its entering into 
force. It aims at establishing global compatibility in respect of securities law by setting out 
legal results that are to be achieved by the signatories, without fixing the details (in this 
respect its interaction with national laws is comparable to the technique used in EU 
Directives). It is compatible with the line the Commission has been taking so far on the 
prospective Securities Law Directive. Nineteen EU Member States participated in the 
diplomatic conference adopting the Convention. EU Member States have postponed the 
decision on whether to join the global instrument until after the development of the EU 
legal framework has been completed.  

                                                 
25 Directive 2004/39/EC of the European Parliament and of the Council of 21 April 2004 on markets in financial 
instruments amending Council Directives 85/611/EEC and 93/6/EEC and Directive 2000/12/EC of the European 
Parliament and of the Council and repealing Council Directive 93/22/EEC, OJ L 145 of 30.4.2004, p. 1. 
26 Article 13 (7) and (8) MiFID. 
27 European Commission; Second consultation on the harmonisation of securities law, 2011; 
http://ec.europa.eu/internal_market/consultations/2010/securities_en.htm. 
28 See website of the ECB http://www.ecb.int/paym/t2s/about/about/html/index.en.html. 
29 Cf. Footnotes 8 and 9. 
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It is important to note that the Convention aims at ensuring compatibility of the legal 
frameworks amongst developed (EU, US, Japan, Switzerland) and emerging markets 
(Brazil, China, Russia, India, South Africa). 

4.6. The Hague Securities Convention 

The Hague Securities Convention30 addresses the conflict-of-laws framework of securities 
holding and dispositions. Its main rule determines which national law is applicable to a 
given legal question in this area. The kernel consists of the PRIMA rule (cf. supra 3.2.), i.e. 
the law of the securities account applies. This law, under this specific type of PRIMA, can be 
chosen by the parties, subject to certain restrictions. As said before, the Financial Collateral 
Directive and Settlement Finality Directive cover conflict-of-laws rules which are roughly 
but not exactly compatible with the Hague Securities Convention.  
 
The Commission, so far, has pursued an approach to conflict-of-laws in the Securities Law 
Directive that would consolidate and confirm the existing approach of the two EU 
Directives. In this case it would be impossible for Member States or the EU to join the 
Hague Securities Convention.  

                                                 
30 Cf. footnotes 6 and 7. 
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5. The project of a EU Securities Law Directive (‘SLD’) and 
some major policy questions 

KEY FINDINGS 

 The planned Securities Law Directive covers all relevant legal questions. 

 There are a number of technical-legal questions which need to be carefully 
considered as Member States might have different legal approaches to them. 

5.1. The process 

The idea of harmonising some major issues of securities law was first promoted in the 
Giovannini Reports31 of 2001 and 2003. Following the Giovannini Recommendations 3 and 
13, the 2004 Commission Communication on Clearing and Settlement32 made this a 
Commission policy. The Clearing and Settlement Legal Certainty Group was set up. The 
Commission modelled its legislative policy in this area on the basis of the final report of the 
Legal Certainty Group.33  

The ECOFIN, at its December 2008 meeting in Brussels ‘[invited] the Commission to 
present its response to the Legal Certainty Group advice as a matter of urgency, including 
an outline of proposed legislative measures, accompanied by precise timelines for their 
effective submission to the European legislator, bearing in mind the benefits of maintaining 
global compatibility with other jurisdictions’. 

The Commission published two consultation papers. The following outline of the rules 
considered by the Commission is based on the second consultation34 paper, dated January 
2011. The Commission has published recently the detailed summary35 of the responses to 
that consultation. The following sections briefly refer to these two documents in respect of 
the various issues at stake. 

5.2. The scope of the initiative 

The consultation paper outlines the scope of the initiative. EU law should regulate  

 the legal framework governing the holding and disposition of securities held through 
securities accounts; this covers substantive law as well as conflict of laws; 

 the processing of rights flowing from securities held through securities accounts; 

 the initiative is careful to stress that corporate law shall not be harmonised. 

                                                 
31 Cross-Border Clearing and Settlement Arrangements in the European Union, The Giovannini Group, November 
2001; Second Report on EU Clearing and Settlement Arrangements, The Giovannini Group, April 2003. 
32 Clearing and Settlement in the European Union – the way forward, Communication from the Commission to the 
Council and the European Parliament, COM (2004) 312 final, 28.04.2004. 
33 The Legal Certainty Group was a Commission-led, 35-strong expert group uniting members from the legal 
profession, the financial industry and academia and covering nearly all EU jurisdictions. It publishes, in 2008, the 
‘Second Advice’, a comprehensive guideline for harmonising the substantive law of securities holding and 
disposition: http://ec.europa.eu/internal_market/financial-markets/docs/certainty/2ndadvice_final_en.pdf.  
34 Legislation on legal certainty of securities holding and disposition, Consultation document of the services of DG 
Markt, D(2010) 768690; http://ec.europa.eu/internal_market/consultations/2010/securities_en.htm. 
35 Summary of Responses to DG Market, hereinafter ‘Consultation Summary’, 
http://ec.europa.eu/internal_market/consultations/2010/securities_en.htm. 
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5.3. The main questions 

5.3.1. Does the text settle on one or the other holding model? 

The text does not prefer one single holding model. All models represented in the EU are, by 
their nature, compatible with the ‘functional approach’. This approach only formulates the 
legal results that need to be achieved, leaving to Member States the freedom to decide the 
means how to achieve them. The Commission’s consultation36 paper advocates to fully 
recognising that there are transparent systems in place in a number of Member States, 
where the function of account provider is ‘shared’ between the CSD and an account 
operator. The Consultation Summary37 confirms that a majority of market participants 
supports this principle. 

5.3.2. What does an account holder receive? 

As seen above, the most crucial question is what an account holder receives when 
‘securities’ are credited to the account. Here, the Commission paper takes a functional 
route and leaves it open as to whether the right needs to be a property right, ownership or 
other type of right. This acknowledges two facts:  

(a) that the legal position usually varies depending on whether the account holder is the 
ultimate holder (i.e. is the investor), or whether an account holder holds for 
somebody else (i.e. is an intermediary-account holder), cf. supra, fig. 2; and  

(b) the national legal approach for each of the two cases, cf. supra, section 3. 

The Commission consultation paper38 concentrates on what the account holder should 
receive in functional terms, in one or the other case: 

 the right to exercise and receive the rights attached to the securities if the account 
holder is the investor (or should receive the rights under national law); 

 the power to effect a disposition, including the creation of a security interest under 
one of the harmonised methods, regardless of whether the account holder is the 
investor or an intermediary; 

 the power to have the securities held by another account provider (which is legally 
not a ‘transfer’), regardless of whether the account holder is the investor or an 
intermediary. 

By this means, the rules would make sure that on each level of the holding chain, 
regardless of the applicable law, the same functional characteristics are guaranteed, cf. 
supra. The Consultation Summary reveals that a majority of respondents supported this 
approach in principle.39 

                                                 
36 Cf. ‘Shared functions’, Section 2. 
37 Cf. pages 16 et seqq. 
38 Cf. ‘Account held securities’, Section 3. 
39 Cf. pages 23 et seqq. 
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5.3.3. Methods for acquisition and disposition; control agreement and 
earmarking 

The principal methods proposed in the Commission paper40 for acquisition and disposition 
of securities are crediting and debiting an account, respectively. Additionally, it proposes, 
national optional methods for acquisition and disposition, the conclusion of a control 
agreement, the making of an earmarking, and/or the conclusion of an agreement to that 
effect with and in favour of the account provider. Whereas crediting and debiting are rather 
straightforward, the two optional methods of control agreement and earmarking merit an 
explanation (we are not discussing the third optional method here as it is widely 
uncontested). 

Both are operational methods to complete the creation of a security interest. In the 
material world, if A pledges his watch to B to secure a credit, first, there needs to be 
agreement to that effect. Together with the agreement, the physical handing-over of the 
watch completes the pledge. 

Control agreement and earmarking are best explained continuing the watch example.  

 A had given his watch to C to be kept in a safe place. Now A wants to pledge his 
watch to B (in view of a credit). A, B and C agree between them that C should not 
give the watch back to A before A has repaid the credit to B, unless C has obtained 
B's consent. If A does not repay the credit to B (at the due date) C should give the 
watch to B. This is a control agreement that completes the pledge. In the securities 
world, the intermediary agrees to block the securities in the account and only 
release them under the respective circumstances to one or the other party. 

 An earmarking basically adds one element to the model of control agreement. C 
would on top of agreeing not to give it to anybody, put a marker on the watch 
saying ‘pledged’ or similar, in order to distinguish it from other non-pledged objects 
it may keep for A. This is what an intermediary might do when it blocks securities in 
order to complete the creation of a security interest. In the electronic records and 
on the account statement, some identification is attributed to the relevant securities 
which are the object of the security interest. 

Jurisdictions might apply one or the other or none of these methods and just allow security 
interest to be created by crediting the relevant securities to a special account. Two issues 
arise in this context: 

First, whether a better priority should be afforded to security interest created by 
earmarking in respect of a second security interest over the same securities, which was 
created by control agreement but which had been created first in time. The frequent 
argument is that the earmarking is ‘visible’ in the account but not the control agreement. 
There are valuable arguments for both sides. On the one hand, one could argue that both 
methods in any case depend on the reliability of the intermediary. If it does not comply 
with its book-keeping rules, the designating entry would not help. On the other hand, the 
supporter of preferable treatment of designating entries advocates that it would make third 
parties aware of the fact that there was a preceding security interest. However, this seems 
to be a weak argument because the third party cannot check on the account anyway and 
account statements are outdated within hours. However, one valid point is that the 
obligation to make a designating entry forces the intermediary to strengthen the processes 
managing the various security interests it administers. 

                                                 
40 Cf. ‘Acquisitions and dispositions’, Sections 4, Principles 4-1 and 4-5. 
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The second issue is about the cross-border recognition of security interests created by 
earmarking or control agreement. A jurisdiction would not be forced to introduce one or the 
other for accounts which are governed by its law. However, would it need to be recognised 
in an insolvency proceeding, even if it does not exist in the jurisdiction of the proceeding? 
The answer is that it must be recognised. This result is not a policy decision but flows from 
traditional conflict-of-laws principles and is therefore not a novelty. 

Figure 12: Applicable law in regard to creation of securities interest 
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In our example, the fund, the intermediary and the creditor have entered into the security 
interest on the basis of B-law, which is applicable to the securities account according to the 
PRIMA principle. Consequently, a court or administrator in an insolvency proceeding over 
the Fund (in the example governed by A-law) must respect a control agreement which was 
entered into in compliance with the law applicable to the insolvent’s securities account with 
a foreign intermediary (in the example B-law). If this principle was not upheld, i.e. if 
foreign-law-governed security interests could simply be not applied by national insolvency 
law, cross-border transactions would become very unpopular. 

5.3.4. How to avoid making excess-securities? 

One of the most important concerns is how the making of excess securities can be avoided. 
The Commission Consultation document proposes a set of rules in this respect.41 The 
responses to the consultation showed that a great majority of market participants 
supported the proposed mechanism in principle.42 However, one of the sub-rules, on the 
possibility to pass on the cost for buying in missing securities, faced strong opposition.43 

The term 'excess securities' describes a situation where the aggregate number of securities 
of a given type credited to investors is greater than the number of securities of this type 
originally issued by the issuer.  

                                                 
41 Consultation document, Section 4, Principles 4-2, 4-3 and 4-4. 
42 Cf. Summary, pages 34 et seqq. 
43 Cf. Summary, pages 41 et seqq. 
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Excess securities are harmful because  

(a) the issuer might face more investors claiming rights, and/or  

(b) an incorrect number of securities introduces uncertainty in the system, as 
somebody will have to lose his rights in regard to the 'non-existent' securities.  

The nature of securities does legally not allow the issuer to face more rights than originally 
issued. Therefore, the topic of excess securities must be looked at from two angles: the 
operational and the legal angle. 

As regards operational questions, it is good practice in all jurisdictions to prohibit the 
making of excess securities by regulation. However, they could possibly be created where 
market practices like securities lending or repo-transactions are incorrectly used: for 
example, the securities that have been lent out are simultaneously credited to the lender’s 
and to the borrower’s respective accounts. And finally: no legislation can ultimately prevent 
wrongdoing or fraud.  

What can be done is 

 Introduce a clear prohibition (this exists practically everywhere in the EU) regarding 
the 'creation' of excess securities. 

 Introduce clear booking methods: credit, debit, earmarking, control agreement, not 
allowing for other methods. 

 Introduce mandatory technical mechanisms for reconciliation of accounts. There are 
two ways of doing this: Either, it can be done between the CSD and its participants 
(as in the UK, Germany and the USA and many other markets). Or it could be done 
over the entirety of accounts so that the CSD has a constant overview on the 
number of securities credited to accounts. The latter system is applied in 
transparent holding models (Nordic countries, Poland, Greece, Brazil, and China), as 
in these systems all accounts are directly held in the CSD anyway. France and 
Spain, despite not having exactly transparent systems, have technical interfaces 
constantly reporting to the CSD the number of securities credited in the system. 
However, these systems have one flaw: they only work in a closely integrated 
national environment. They are very inflexible as regards establishing account links 
with entities that do not belong to the national system. As a result, as soon as it 
comes to cross-border holding of securities, reconciliation does not work for the 
foreign part of the holding (cf. also supra, fig. 8).  

As regards the legal aspect to excess credit, the rule is that there are never more securities 
than had originally been issued. There is no jurisdiction that would come to a different 
result. Consequently, the concern of an issuer is a practical one (how to identify who is 
entitled and who is not?) but not a legal one. In legal terms, as soon as there are too many 
credits in the system, the question is therefore who should be identified as not actually 
having the rights. National law differs considerably in this regard. Some jurisdictions try to 
identify who should not have received securities from the intermediary (‘tracing’). Others 
accept all credits received in good faith (i.e. basically the securities have been paid for, 
etc.). These latter systems would rather eliminate the imbalance in the system either by 
holding the intermediary liable to make up for the difference and buy the missing securities 
on the market (buy-in). Or, if this does not work, they apply a pro-rata cutting mechanism 
amongst all account holders of the relevant intermediary who have identical securities in 
their accounts. Trying to identify who should lose is nearly impossible if all account holders 
are in good faith.  
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The result of a later unwinding can have systemic side effects, as the original ‘wrongful’ 
acquirer might have passed the securities on to an acquirer or security taker in the 
meantime, etc. The Commission proposal opts for a middle way, leaving the relevant 
decision to Member States.44 

5.3.5. How does the protection against the account provider’s insolvency 
work? 

This aspect is relatively straightforward and widely uncontested. A first element of the 
Commission Consultation paper states that acquisitions and dispositions that are done by 
one of the harmonised methods are effectively shielded against the insolvency 
administrator and creditors in any insolvency proceeding. Additionally, the text envisages 
that the national law should ensure that in the event of insolvency of the account provider, 
securities and account-held securities held by the account provider for its account holders 
should be unavailable for distribution among, or realisation for the benefit of, creditors of 
the account provider.45 

5.3.6. Are investors put in a position to effectively exercise their rights, even 
through a cross-border holding chain?  

Referring back to one of the initial examples of this paper it becomes clear why the exercise 
of investors’ rights through a cross-jurisdictional holding chain poses at present enormous 
problems. There is potentially an ‘owner’, ‘proprietor’, or ‘beneficiary’ on the level of each 
of the relevant jurisdictions. Naturally, intermediaries are aware that they are not 
themselves investors but have no reliable means at hand to pass the relevant rights on to 
the person who should be entitled. The legal and operational fragmentation amongst the 
different national markets makes the 'transport' of the rights through the chain very costly 
if not impossible. 

Operational harmonisation is tackled by various industry associations, working together 
under the umbrella of the Commission’s EGMI Group (formerly CESAME)46. In legal terms, 
the following is necessary: 

 For the transport of rights through the chain, the legal status of the various links 
involved should be disregarded. The investor rights should stay with the investor 
(who is more precisely called ‘ultimate account holder’). Whoever is not an investor 
(i.e. whoever is intermediary), should in principle not benefit from these rights, even 
if the applicable law terms this person ‘proprietor’, ‘owner’ or similar.47 

 Any intermediary must pass on any information in relation to the exercise of such 
rights through the chain.48 

 The intermediary must facilitate the exercise of the rights by the investor, for 
example by offering to exercise them in his name or by registering him with the 
issuer, etc.49 

 

                                                 
44 Cf. Consultation document, Section 5, Principle 5-3. 
45 Cf. Sections 6 and 10 of the Consultation document. 
46 Cf. http://ec.europa.eu/internal_market/financial-markets/clearing/egmi_en.htm. 
47 Cf. Consultation document, Section 15. Supported in principle by stakeholders, cf. Summary, p. 92. 
48 Cf. Consultation document, Section 16. 
49 Cf. Consultation document, Section 17. Supported in principle by stakeholders, cf. Summary, p. 102. 
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