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A. Introduction

The vast majority of transactions in securities held with an intermediary take place
in an international context. The notion of internationality is therefore defined in
section B. The Hague Convention of 5 July 2006 on the Law Applicable to Cerrain

10.01






History of the Hague Securities Convention

A situation involving intermediated securities may be domestic to begin with but  10.05

become international when a certain event occurs. For example, granting a security
interest in intermediated securities in favour of a person domiciled abroad intro-
duces a sufficiently foreign element to make the entire situation international.
Any person participating in a transaction involving intermediated securities must
therefore expect the HSC to apply at some time, by virtue of the appearance of a
foreign element.

C. History of the Hague Securities Convention

(1} Object of the Hague Securities Convention

The classic rules of private international law refer to the law of the place where
the security is located (‘lex rei sitae’ or ‘lex chartae sitae’). While this connecting
factor is suited to a direct holding system based on rhe physical transfer of securi-
ties, it is inappropriate to an indirect holding system based on the immobilization
and dematerialization of securities. Any attempt to apply this factor to such a sys-
tem is likely to produce unexpected or even unmanageable results in practice. For
example, in the context of a transaction involving a portfolio of securities located
in different States, the idea of referring each security to the law of the place where
it is located has the unfortunate effect of multiplying the applicable laws. If this
factor is applied to the granting of a security interest in a securities account, it is
in practice impossible for the beneficiary to fulfil the perfection requirements of
all the laws applicable ro all the securities. The development of an intermediated
system for holding securities has therefore given rise to significant legal uncercainty
in private international law.

It is in this context that an international review was launched early in 2000 under
the aegis of the Hague Conference on Private International Law. It followed a joint
proposal by Australia, the UK, and the US to set up an international convention
with a view to establishing modern conflict rules reflecting the fact that securities
are now held, transferred, and pledged indirectly. Harmonizing the rules of private
international law seemed to be the best way of guaranteeing legal certainty.

The work of the Hague Conference was based on two guiding principles: on the
one hand, the need to modernize the traditional conflict of laws rules that exist in
most States, and, on the other, to set up a system of connecting factors that would
guarantee legal predicrability and thus provide legal certainty. Given the urgent
needs of practitioners, the States rapidly reached an agreement, and the text of a
new Hague Convention was adopted in December 2002."

Y Goode et al., Explanatory Report, Int—1 to Ine15.
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Scope of the HSC

D. Scope of the Hague Securities Convention

The HSC applies to ‘securities held with an intermediary’. The definition of this
term has been given in the Convention for the first time in a legal text (section
D(1)). The HSC determines the law applicable to issues falling wirhin its scope of
application (section D(2)). Since the scope of the HSC is limited to determining
the applicable law, it does not apply to questions relating to the competence of the
authorities, nor ro the recognition and enforcement of foreign decisions. These
matters must be dealt with according to the private international law rules of each
State. Furthermore, some issues are explicitly excluded in order precisely to cir-
cumscribe the scope of the HSC (section D(3)).6

(1) Definition of ‘securities held with an intermediary’

The HSC applies only to secnrities held with an inrermediary. In order for a secur-
ity to be an ‘intermediated security’, it must be entered into an indirect hold-
ing system by being credited to a securities account held with an intermediary.
The account holder may be an investor or another financial intermediary, or the
intermediary icself. ‘The Convention is not applicable as long as a security is held
directly; nor does it apply to cash.

According to Arricle 1(1)(f) HSC, ‘securities held with an intermediary means
the rights of an account holder resulting from a credit of securities to a securities
account’. This definirion gains in substance when read in the context of the other
definitions in Article 1. Securities held with an intermediary are thus securities,
that is, ‘any shares, bonds or other financial instruments or assets (othet than cash),
or any right to such securities’ (Article 1(1)(a)), held with an intermediary, thatis, ‘a
person that in the course of a business or orher regular activity maintains securities
accounts for others or both for others and for its own account and is acting in that
capacity’ (Article 1(1)(c)). Central securities depositories are intermediaries (Article
1(4)), as are banks, securities dealers, and other financial intermediaries that main-
tain securities accounts in the course of their business activity. By contrast, persons
who act as registrars or transfer agents for an issuer of securities, as well as those
who act purely as managers or administrators of securities accounts, are not inter-
mediaries within the meaning of the HSC (Article 1(3)).

(2) Issues falling within the scope of the Hague Securities Convention

Article 2(1) HSC provides an exhaustive list of issues thac fall within the scope of
the HSC. This list is meant to include all issues in respect of rights in intermediated

b Sections D~H are inspired by Guillaume, ‘Convention’, 29-81 (Arts 1-11 HSC).
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Scope of the HSC

application would be manifestly contrary to the public policy of the forum (Article
11(1)). Bearing in mind the adverb ‘manifestly’, the public policy exception can
only be invoked, with reserve, in situations where the application of a foreign sub-
stantive law rule would be diametrically opposed to the essential principles of the
legal system of the forum. This limitation of the scope of public policy is intended
to reinforce legal certainty.®

(3) Issues excluded from the scope of the Hague Securities Convention

Anyrthing not included in the list of Article 2(1) HSC is not governed by the law
designated by the HSC,

In particular, the HSC does not apply to purely contractual or personal rights
(Article 2(3)(a) and (b)). These rights derive from the legal contractual status and
are governed by the contract rules of the private international law of each State.
All rights arising exclusively from the conrracrual relationship between an account
holder and its intermediary (or between two intermediaries) fall outside the scope
of the HSC. These include, for example, matrers relating to the degree of diligence
expected of the intetmediary in maintaining securities accounts; the contents and
frequency of account statements; risks of loss; securities prices; the date on which
securities must be transferred against payment; and the consequences of a violation
by one of the parties in the course of a disposition of securities or in payment for
securities at maturity. Contractual rights between parties to a disposition of inter-
mediated securities likewise do not fall within the scope of the HSC.

'The HSC does not apply to the rights and obligations of an issuer of securities,
whether in relarion to the holder of the securities or to any other person (Article
2(3)(©)). These rights depend on the legal status of the issuing company and are
governed by the law applicable to the latter in accordance with the private inter-
national law rules of each State. The law applicable to the issuing company deter-
mines, for example, entitlement to income payments (for example, dividends or
interest); the type of voting right attaching to securities; and the requirements with
regard to granting free shares.

The tegulation of financial markers does not fall within the scope of the HSC.*'The
regulatory provisions relating to the issue or trading of securities as well as those
relating to supervision of financial markers contained in the law of the forum are
thus applicable regardless of the law designated by the HSC. Such mandatory pro-
visions of the forum, whose application is required regardless of the law designated
by the HSC (in other words, ‘internationally mandatory rules’ or “lois d application
immédiate’), are expressly reserved ac Article 11(2). Among the forum laws that

¥ Goodeetal,, Explanatory Report, 11-6,
? Sigman and Bernasconi, ‘Myths’, esp, 31-2.
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Choice of Law as the Primary Rule

To be valid pursuant to the HSC, the choice of law must be explicit. It cannot 10.27

derive implicitly from the provisions of the account agreement or from external cir-
cumstances, [t may be contained in the account agreement in the broader sense: it
may appear in an annex, such as terms and conditions,' Although Article 4(1) does
not require the choice of law to be made in writing, it is difhicult to imagine a situ-
ation in which it could validly be made orally.

The choice of law may be either (i) general, in which case it applies to all legal rela-
tionships between the parties, including issues falling within the scope of the HSC,
or (ii) specific, applying only to issues falling within the scope of the HSC. The law
applicable to issues falling within the scope of the HSC is therefore not necessarily
the same as thar governing other aspects of the legal relationship between the par-
ties to the account agreement. The parties can choose the law of State A for their
contractual relationships and the law of State B for issues specified in Article 2(1).
The choice of law governing rhe parties’ contractual relationships must comply
with the private international law rules of the forum if it is to be valid. If the par-
ties have chosen a single applicable law without specifying a different law to govern
issues falling within the scope of the HSC, then that law also applies automatically
to these issues. In such a case, the choice of law must, if it is to be valid, comply not
only with the HSC requirements but also with those of the private international
law rules of the forum.

A single law governs all legal issues specified in Article 2(1) relating to intermedi-
ated securities that are credited to a particular securities account. The applicable
law cannot be fragmented by stipulating that a different law shall apply to some of
the issues specified in Article 2(1).2

(2) Requirement of qualifying office

The parties to an account agreement cannot choose just any law. The choice of law
is valid only if the intermediary has a qualifying office in the State whose law has
been designared by the parties (Article 4(1) second sentence HSC).

An intermediary is deemed to have an ‘office’ at any place of business in which any
of its activities are carried on (Article 1(1)(j)). Therefore, it has an office atany place
in which it has a registered office, branch, or agency. A place of business which is
intended to be merely temporary or a place of business of any person other than
the intermediary is not an office within the meaning of the HSC (Article 1(1)(j)
in fine). The place of business of a subsidiary or another company belonging to the
intermediary’s group is thus not an ‘office’ as defined in the HSC."

" Goodeetal.,, Explanatory Report, 4-18.
12 Goode et al., Explanatory Report, 4-10,
3 Goode et al., Explanatory Report, 1-25.
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Fall-back Rules

that chis requirement can very easily be fulfilled by the intermediary, the more so
because it is not necessary for the secutities account to be held by the qualifying
office. Since it is unlikely that any private investor will be in a position to oppose a
choice of law proposed by its direct intermediary, the latter has a degree of freedom
to choose the law that best serves its interests in its relationships with investors.
However, the power relationship may be reversed in the case of institutional invest-
ors. Such investors are in a better position to impose the law of their choice on their
intermediary, for example, in order to subject all their transactions to the same law.
Lilkewise, in the context of relationships between two financial intermediaries, the
intermediary that holds the securities account on behalf of the other intermediary
is not necessarily the one that is in a position to impose the applicable law.

'The qualifying office requirement is the only limitation to the freedom of the par-
ties to an accountagreement to choose the applicable law to issues falling within che
scope of the HSC. To a certain extent the qualifying office requirement addresses
the risk of fraud. Therefore, it should nor be possible to invoke fraud as grounds
for invalidating the choice of law made by the parties to an account agreement."
However, the intermediary may be forced to choose a specific law by tegularory
provisions;® it may even be a precondition to patticipation in a system. Such regu-
latory provisions would apply on grounds of public policy (Article 11(2)).

F. Fall-back Rules

The choice of law rule is supplemented by a cascade of fall-back rules that apply in
the event that (i) the parties have not designated the applicable law in their account
agreement, or (ii) the choice of law is not valid (Article 5 HSC). The fall-back rules
provided in Article 5 are objective rules based on the PRIMA connecting factor,
which refers to the place where the account holder’sdirect intermediary—described
as the ‘relevant intermediary’—maintains the former’s securities account.' More
precisely, it refers to the law of the place where the intermediary has an office (sec-
tion F(1)), the law under which it is incorporated or otherwise organized (section
F(2)), or the law of the place where it has its principal place of business (section
F(3)). The decisive moment is the time the account agreement was entered into, or
the time the securities account was opened if there is no account agreement,

The fall-back rules are of only marginal importance, since cases where there has
been no choice of law or no valid choice of law are rare in practice. The main case
where a choice of law is not valid is where the direct intermediary did not have an

7 Goode et al., Explanatory Report, 3-10 and 11-5.
'8 Sigman and Bernasconi, ‘Mythy’, 32.
19 See para 10,10,
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Third-party Rights

securities held within a direct holding system.?' The irrelevance of these criteria is
already apparent from an # contrario interpretation of Articles 4 and 5.

The law applicable to the matters specified in Article 2(1) cannor be determined
with regard (i) to the place where the issuing company is incorporated, otherwise
organized, or has irs staturory seat, registered office, or principal place of business,
or (ii} to the place where the securities are located, or (iii) to the place where a reg-
ister of holders of securities maintained by ot on behalf of the issuing company is
located (Article 6(a)—(c)). Furchermore, only the account holder’s ditect intermedi-
ary is decisive in determining the applicable law (Article 6(d)). It is not possible to
take account of another intermediary in the chain. In particular, the applicable law
cannor be found by treating the direct intermediary as transparent and referring to
another higher-level intermediary, or by referring directly to the issuing company.
The so-called ‘look-through approach’ is not applicable.??

H. Third-party Rights

The system of connecting factors of the HSC is centred on the specific relationship
berween an account holder and the direct intermediary that maintains its securi-
ties account. These two persons may choose which law shall apply to their rights in
the intermediated securities credited to the account (Article 4 HSC). This choice
of law will nevertheless affect the rights of third parties. The chosen law will apply
to the rights of any other person (for example, a creditor) in the same intermedi-
ated securities (Article 2(1)). For example, the requirements for perfection of a
disposition of intermediated securities, as well as priority among competing tights,
are governed by the law designated by the HSC. It should be added that require-
ments arising from a law other than the one determined under the HSC cannot be
imposed over and above that law on grounds of public policy (Article 11(3)). For
example, a procedure for registering securities in a special register stipulated by a
law other than the one designated by the HSC cannot be imposed on grounds of
public policy. The HSC provides special rules to protece third-party rights in two
sicuations where they are particularly valnerable. The first situation occurs when
the parties to an account agreement agree to change the applicable law (section
H(1)). The second comes into play when insolvency proceedings have been opened
against one of the participants in the indirect holding system (section H(2)}.

(1) Change of the applicable law

The issue of third-parry rights on a change of applicable law arises if the par-
ties to the account agreement decide to change the law applicable to interests in

21 Goode et al., Explanatory Report, 6-1.
22 Goodeetal., Explanatory Report, 62 and Int—37 to Int—40.
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Relationship between HSC and GSC

(2) Opening insolvency proceedings

The issue of third-party rights where insolvency proceedings are opened against
one of the participants in the indirect holding system (for example, an investor,
an intermediary, a depository, or an issuing company) is a sensitive one. The open-
ing of insolvency proceedings makes it necessary to determine whether and to
what extent the rights a creditor has acquired in intermediated securities before
the proceedings commenced are maintained and may be enforced after they have
opened.?>

The HSC provides that all rights acquired pursuant to the law that it designares
must be recognized in the context of subsequent insolvency proceedings (Article
8(1)). For example, if an intermediated security was credited to a securities account
before the opening of bankruptcy proceedings against the intermediary maintain-
ing the securities account, the rights of the account holder continue to be governed
by the law designated by the HSC. Therefore, the place where the insolvency pro-
ceedings have been opened does not affect the law applicable to the perfection of
rights in the intermediated securities.

However, the HSC has no effect on ‘the application of any substantive or proced-
ural insolvency rules, including any rules relating to a) the tanking of categories of
claim or the avoidance of a disposition as a preference or a transfer in fraud of credi-
tors; or b) the enforcement of rights after the opening of an insolvency proceeding’
(Article 8(2)). Only the insolvency law (ie, in principle, the law of the place where
the bankruptcy proceedings have been opened) can determine the effects of rights
in intermediated securities in the context of such proceedings. In the above exam-
ple, it is the insolvency law that determines, among other things, whether or not
the tights of the account holder in the securities credited to its account have priority
over the rights of othet creditors of the bankrupt intermediary.

I. Relationship between the Hague Securities
Convention and the Geneva Securities Convention

This section analyses the relationships between the HSC and the GSC. First, we
describe the key idea—the fact that the sphere of application of the GSC is not
determined by itself but by the conflict of laws rules applicable in each State (the
conflict of law rules of the forum) (section I(1)). Second, we point out the main
consequence of this idea, ie, the fact that the HSC determines, at least in part,
the application of the GSC, assuming that both instruments have come into force

35 Fora detailed analysis of the consequences of the opening of insolvency proceedings in respect
of the rights of third parties, see Guillaume, ‘Electio juris’, 77-82.
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Relationship between HSC and GSC

themselves and result from a credit of securities to a securities account, or the dis-
position of securities held with an intermediary. Although the concept is avoided,
the HSC applies mainly to ‘proprictary’ issues. However, purely contractual or per-
sonal rights that arise solely from the contractual relationship between the account

holder and its intermediary or the parties to a disposition inzer se are not included
within the scope of the HSC (Article 2(3)(a)).?

Assuming the HSC were in force in a Contracting State, all the issues mentioned
in Article 2(1)(a)—(g) would be governed by the applicable law determined under
Article 4 or one of the fall-back rules provided in Article 5. Furthermore, it is
important to note that the same law applies to all of the Article 2(1) issues. It is not
possible, therefore, for some of these issues to be governed by one law while others
are governed by a different one.*

Conversely, the GSC contains rules of a very different nature. Rules on: (i) the
effectiveness against the intermediary and third parties of the account holder’s
rights over the securities (for example, Articles 9, 11, and 12); (ii) the effectiveness
against the insolvency administrator (for example, Articles 14 and 21); (iii) the
contractual relationships between the intermediary and its account holder (for
example, Article 10); (iv) or even the exercise of certain rights against the issuer
(for example, Article 29). There is no single, all-encompassing conflict of laws rule
applicable to all these issues. From a conflict of laws perspective, each of these
issues has to be filed in one of the legal categories used by the conflict of laws rules
of the forum to determine the applicable law and, accordingly, whether the GSC
applies.?

Having said that, the interaction between the HSC and the GSC is easy to under-
stand. Within its substantive scope of application, ie, with regard to Arricle
2(1) HSC issues,? the HSC determines the applicable law. If the law is that of a
Contracting State to the GSC, this instrument will govern all substantive issues
included within that substantive scope. As an example, let us assume thar State
A has ratified the HSC and, according to this instrument, State B’s law is applic-
able. All issues included in Article 2(1) HSC are therefore governed by the law of
State B. If State B is a party to the GSC, then the GSC will apply ro those issues
(or, where appropriate, the ‘non-Convention law’ as defined in Article 1{m) GSC).
Note that because the HSC has a universal scope of application (Article 9), the
question of whether State B is a party to the HSC is not relevant.

'The law applicable to other issues that are outside the substantive scope of the HSC
but may fall within the scope of the GSC is determined by the cortesponding

28 Goode et al., Explanatory Report, 2—4. See also para 10.20.

30 Kandaer al., Official Commentary, 4-10. See also para 10.29.

3 See, with further details, Garcimartin, “The Geneva Convention’,
32 See para 10.16.
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Problems of the HSC: the European Debare

governing each relationship. As a result, a conflict of laws approach based on the
relevant intermediary (ie, a ‘tier-by-tier approach’) rule sits easily with the GSC
substantive regime. Conversely, a tier-by-tier approach is more difficult to reconcile
with a substantive law regime based on the idea that the ultimate account holder
hasa direct ownership or co-ownership right over the underlying securities. This is
one of the issues discussed comprehensively in section J.

J. Problems of the Hague Securities
Convention: the European Debate

The purpose of this final section is to analyse the main problems raised by the HSC
from a EU perspective. Section J(1) describes the status quaestionis, while section
J(2) covers the debate on the merits of the HSC solutions. In addition, we examine
ways to move forward (section J(3)).

(1) Status quaestionis

Three EU legal acts lay down a rule to determine the law applicable to rights in
intermediated securities. These rules on the European acguis are worded slightly
differently but are based on the same formula: the law is that of the Member State
(or in some cases third State) in which the securities account that records the exist-
ence of those rights is located (held, maintained, or recorded). The relevant provi-
sions are the following.

Article 9(2) of the EU Settlement Finality Directive (SFD):

Where securities (including rights in securities} are provided as collateral security
to participants and/or central banks of the Member States or the future European
central bank as described in paragraph 1, and their right (or that of any nominee,
agent or third parry acring on their behalf) with respect ro the securities is legally
recorded on a register, account or cenrralised deposit system located in a Member
Stare, the determination of the rights of such entities as holders of collateral security
in relation ro those securities shall be governed by the law of that Member State,

Article 24 of the Banks Insolvency Directive (BID):

Lex ret sitae

The enforcement of proprietary rights in instruments or other rights in such instru-
ments the existence or transfer of which presupposes their recording in a register,
an account or a centralised deposit system held or located in a Membher State shall
be governed by the law of the Member State where the register, account or cenrral-
ised deposit system in which those rights are recorded is held or locared.

Article 9(1) of the Financial Collateral Directive (FCD):

Any question with respect to any of the matters specified in paragraph 2 arising
in relation to hook entry securities collateral shall be governed by the law of the
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of the Convention would be in the best interests of the Community’.# In this docu-
ment, the Commission also suggested that the SFD, BID, and FCD would need to be
chauged and an amendment made to the SFD to eusure thar only one law should be
expressly chosen by all participants in an EU securities settlement and payment system.

However, in December 2006 the European Parliament adopted a resolution on the
implication of signing the HSC.*6 The Parliament pointed out some of the draw-
backs associated with the solutions of the HSC, and called for a comprehensive
impact study on such drawbacks before it was signed on behalf of the EU. Three
years later, in 2009, the Commission withdrew its proposal to sign the HSC.#

The EU Commission is currently working on a proposal on securities law legista-
tion. It is considering the following options: (i) including a conflict of laws rule for
intermediated securities reraining the location of the account criterion but clarifying
its application when multiple branches are concerned ("Where an account provider
has branches located in jurisdictions different from the head offices’ jurisdiction, the
account is maintained by the branch which handles the relationship with the account
holder in relation to the securities account, otherwise by the head office’);* (ii) and/or
opting for the ratification of the HSC; or (iii} introducing a new approach.*®

(2) Substantive debate

The European Parliament Resolution of December 2006 and the Opinion of the
European Central Bank of March 2005% summarize the main concerns raised by
the HSC in Europe. These concerns revolve around four aspects: (a) protection of
third party rights, (b) interaction wich substantive laws, (c) inreraction with public
law, and (d) the diversity of laws within a single secutities settlement system (SSS).

(@) Protection of third party rights

The HSC determines the impact of the applicable law on third parties’ rights.> In
this regard, it has been argued that the choice of law made by an account holderand
its intermediary would disadvantage third parties either because they (i) would not

% EC, Legal Assessment HSC.

4 (3] 2006 C317/904 (hereafter, ‘European Parliament Resolution’),

.07 2009 C71/17,

48 BC, Second Consultation: Legislation on Securities, Principle 14. Article 46 of the proposed EU
CSD Regulatlon (pCSDR) sets out a conflict of laws rule which is also based on the place where
the account is maintained, with two additional clarifications: (i) where the account is used for set-
tlement in a securities settlement system (SSS), the applicable law shall be the one governing that
$SS: (ii) where the account is not used for settlement in an SSS, that account shall be presumed to
be maintained at the place where the CSD has its habitual residence as determined by Art 19 of
Regulation (EC) No 593/2008 of the European Parliament and the Council.

4 See paras 10.98—101.

50 ECB, ‘Opinion’.

1 Sees H.
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(ii) Abuse It has also been alleged that the possibility of choosing the applic-
able law may be used by intermediaries to select a law more favourable to them
than to account holders or by both parties vis-a-vis secured creditors.**

It is true that the HSC may facilitate ‘law shopping strategies™ in principle, it would
appear to be easier to include a choice of law in the account agreement than to reg-
ister or maintain the account in a particular place.*® The situation under the HSC,
however, is not very different from the current EU PRIMA rule. Under this rule,
nothing prevents a domestic account holder from opening a securicies account in a
foreign jurisdiction with a local intermediary. Thete is no prohibition on locating
accounts abroad. Parties already have the freedom, at least from a private inter-
national law standpoint, to choose where their securities accounts are held or main-
tained. By the same token, nothing prevents an intermediaty from locating its
clients’ accounts in a particular office.”’

Finally, the idea that secured creditors may be disadvantaged by any subse-
quent changes to the choice of applicable law made without their consent is also
unfounded. The pre-acquired rights of secured creditors are preserved by Article 7
HSC, the effect of which is thar rights created under the applicable law may not be
restricred or swept aside when that law changes by agreement of the parties. Their
agreement to change the Convention law may not be imposed on a third party that
had acted in reliance on the first account agreement.>®

(b) Interaction with substantive law

The HSC is a pure conflict of laws Convention and does not affect or give rise to
substantive law applicable to intermediated securities.® It is neutral on issues such
as the nature of an account holder’s rights or the requirements for creating or dis-
posing of such rights. Nevertheless, as pointed out above, it has been argued that
the solutions of the HSC correspond better to certain legal systems and, therefore,
may indirectly affect the substantive law rules. These indirect effects have been
considered in two areas: company law and securities law.

The first issue is whether the Convention would jeopardize existing rules applying
to companies. If the law governing corporate actions, such as the exercise of voting
rights or payment of income, differs from the law chosen by the account holder
and its intermediary, this will cause difficulties. By way of example, it has been
suggested that an issuer will be prevented from knowing who the ulrimate investor
is, or rhat a situation could arise where, in order to determine who is entitled to
exercise the rights arising from securities, an issuer would need ro require each

European Parliament Resclution, 8.

%6 See para 10.35.

Potok, ‘Hague Securities Convention’, 219; Sigman and Bernasconi, ‘Myths’, 34,
38 Seepara 10.47.

3 Goode et al., Explanatory Repors, 2—1,
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systems which, at the substantive law level, tecognize a direct, individual, or collec-
tive ownership right of the (ultimare) investors over the original securities, Suppose
that the issuer CSD is located in a jurisdiction that recognizes an investor’s right
to a direct pro rata ownership of the securities. However, the investor’s securities
are held through a custodian in another jurisdiction where law attributes to the
account holder a bundle of rights only against its intermediary that may crystallize
in a ‘security enticlement’ in an insolvency. These two systems are hard to recon-
cile. At least conceprually, it is difficult to understand how the investor may have
a direct ownership right over the securities registered at the issuer CSD and, at the
same time, have a ‘security enritlement’ enforceable only against its intermediary.

To a certain extent, a similar problem arises in a dynamic sicuation. The HSC fits
well with legal systems where a transfer of intermediated securities implies that
the transferor’s rights are discharged and the transferee’s rights are newly created.
Conversely, it does not fit as well with legal systems where rights in rem over the
securities are directly transferred and, therefore, what is acquired by the transferee
derives directly from the transferor. The transferee acquires what the transferor
loses, ie, under these substantive law systems, the rights in rem acquired by the
transferee are the same as those lost by the transferor.®® However, if each part of
the transaction is governed by different laws, as may be the case under the HSC,
the acquisition by the transferee can, and should, be analysed independently from
the question of whether the transferor has lost its rights. The acquisition side and
disposition side of the transaction may be governed by different laws and therefore
analysed independently, As in the static example, this may lead to conceptually
conflicring results, for example, the so-called ‘double interest” situation.*

Nevertheless, this is not a problem arising specifically from the HSC. Itis againan
issue linked to the PRIMA rule.5” This rule, wherher the HSC or current EU ver-
sion, creates different layers of laws. If the chain of intermediaries crosses different
jurisdictions, different laws will apply, one to each intermediary. This means that
problems of cross-border compatibilities may always arise, like those mentioned
above. That is why the HSC calls for a Convention on substantive law ensuring the
compatibility between the conflict and the material law levels.5®

Finally, wich regard to zransparent systems, the solution offered by the HSC seems
appropriate. According to Article 1(3)(b) HSC mere account operarors are not

65 Einsele, ‘Modernising’, 255.

66 EC, Legal Assessment HSC, 10; Einsele, ‘Modernising’, 255; Garcimartin, ‘Disposition
and Acquisition’, 749-50; Régner, ‘Inconsistencies’, 104; Ooi, ‘Critical Reading’, 484-7; Ooi,
‘Intermediated Securities, 227. Goode et al., Explanatory Report, 4—43 to 4-51 deal with this prob-
lem, but only from a conflict of laws perspective.

87 Chun, Cross-border Transactions, 416-17: Goode et al., Explanatory Report, 4—49; Haentjens,
Harmonisation, 233, 290; Morton, ‘Security Interests’, 370-1.

68 [nter alia, Einsele, ‘Modernising’, 256; Thévenoz, ‘Intermediated Securities’, 42630,
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(d) Diversity of laws in securities settlement systems

[t has also been argued chat the HSC would jeopardize the stability of SSSs. Since
the HSC allows the choice of law, an SSS and its members could use a variety of
laws. Different laws may be applicable to different participants which do not coin-
cide with the law governing the system, and this could destroy the commonality
needed for settlement operations within the system.”

The argument is theoretically correct, but not realistic. The system operator and
all participants have a shared interest in a smoothly operating system. This makes
it highly unlikely that any system operator would agree to different laws among
its members.”® Furthermore, regulatory or supervisory authorities also have the
power, if necessary, to cormpel system operators to ensure that no unacceptable
legal or systemic risk can arise from the application of diverse laws. Those author-
ities may, for example, require that all participants in a national system choose the
same law.”?

(3) The way forward

It is not easy to predict the future, but ic is possible to describe the different alterna-
tives and to weigh up each of them, taking into account their main advantages and
drawbacks.

The simplest option is that the EU ratifies the HSC, an option initially favoured
by the European Commission.”® It would solve the main difficulties associated
with the location of the relevant account when different branches are concerned
and, therefore, bring more certainty as to which law applies. If need be, the prob-
lem of a diversity of laws in EU securities settlement and payment systems could
be resolved by amending the definition of ‘system’ or by imposing an obligation
on all participants to choose the same law. Naturally, this would also call for the
amendment of EU directives so as to remove the location of the account formula
as a connecting factor. At this stage, however, this option seems temote since there
does not appear to be sufficient support fot the ratification of the HSC, either in
the Council or the European Parliament or the ECB.™

The other option is to keep the current EU PRIMA rule, extending it to all uses of
securities and refining its application to ensure that it is implemented in the same
way in all EU Member States. In addition, other solutions could be explored to put

75 BC, Legal Assessment HSC, 17; European Parliament Resolution, 14; Ooi, ‘Critical Reading’,
471; Oot, ‘Intermediated Securities’, 233.

8 EC, Legal Assessment HSC, 18; Rank, W., Assessment: Does the Hague Securities Convention
Offer Greater Certainty in International Securities Transactions? (on file with the authors), 18.

7 BC, Legal Assessment HSC, 18, Sigman and Bernasconi, ‘Myths’, 32.

8 EC, Legal Assessment HSC, 23.

79 The situation is the same as reflected in 2007 by EC, Reflection Paper DG MARKT, 4,
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