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Should the Rules of Central Securities Depositories be Given Recognition by the Convention?


The Working Group on Transparent Systems raised the question of whether the rules of CSDs should be recognized under the Convention in its Report (Document 70).  During the meeting of the Committee of Governmental Experts in May 2007, members of the plenary discussed whether the draft Convention should define and describe central securities depositories (“CSDs”) in greater detail and, more particularly, whether the rules of CSDs should be given recognition under the Convention.  Some participants were strongly of the opinion that the rules of a CSD should be recognized in the Convention; the delegation from Brazil, for example, submitted a working paper (Appendix 5) to this effect (attached as Appendix A as a reference) which is part of the Report on the May 2007 meeting (Doc 95).  The plenary came to no resolution on this question, though, and simply recommended that further analysis be conducted.  
The uniform rules of “securities settlement systems” (“SSS”) and “securities clearing systems” (“SCS”) are, to a more or less extent, given recognition under various provisions of the current draft.  Accordingly, the draft definitions of these terms contain certain gatekeeper requirements that assure that only the rules of appropriate entities qualify for this privileged status.   SSSs and SCSs are required to either be operated by a central bank or be subject to regulation by a governmental or public authority, and must also have been declared as a SSS or SCS by the relevant Contracting State.  Presumably, at a minimum these two requirements would also need to be satisfied in order for CSD rules to be given effect by the Convention.

The current draft text does not define CSDs even though it refers to CSDs.  CSDs are currently mentioned only in Article 3 of the current draft, to clarify that the relations between CSDs and issuers as to the creation, recording, or reconciliation of securities are not within the scope of the Convention.  If the Convention were to affirmatively give effect to the rules of CSDs, however, it may become significantly more important for the Convention to define them which is a difficult task.  
A greater definitional challenge is presented, perhaps, by the task of describing the types of entities that should qualify as CSDs.  First, the drafters will need to consider whether it is possible to craft a definition that does not overlap with the existing definitions of SSS and SCS.  Are there CSDs that do not qualify as SSSs or SCSs?  What are their distinguishing characteristics?  Possibly, the answer to this question is that CSDs act as custodians for the central handling of securities, but do not themselves perform any functions of clearing or settling.  This raises a second important question of distinction: can a definition distinguish between CSDs and other financial institutions that merely act as intermediaries or merely serve in a custodian capacity?
 
Assuming the definitional challenge can be met, the question remains of whether parties to the Convention should make a substantive decision to accord the rules of CSDs the same status that it does SSSs and SCSs.  This requires an analysis each article that refers to the rules of SSS and SCS to determine whether it is appropriate to refer to the CSD rules. In order to begin that analysis, an Appendix B is attached to this paper excerpting the provisions that refer to SSS or SCS rules.  Based on a review of this document, it appears that such recognition may be merited in certain places in the draft since, depending on the jurisdiction, CSD rules may affect the finality of credits and debits, and hence may need to be taken into account in determining the duties of an intermediary in case of a shortfall or insolvency.  But any conclusion to this effect will need to be considered carefully, in the context of each provision, and after getting a better understanding of the features that may distinguish a CSD from SSSs and SCSs. The rules recognized must relate to the subject of the Convention and not include rules relating to corporate rights which are generally outside of its scope.  In addition, one must determine whether the rules of CSDs would already be included in the references to non-Convention law.
The working paper submitted on the uniform rules of CSDs makes the argument that reference to CSD rules should be made everywhere in the text that the rules of SSSs are mentioned.  The analysis focuses primarily on the need for recognition of CSD rules in Article 7(1)(c) of the revised draft but also refers to Article 7(1)(a) which does not currently refer to the uniform rules of the SSS or SCS. Article 7(1) specifies the rights that a credit to a securities account confers on an account holder; Article 7(1)(c) specifies that account holders have the right, by providing instruction to the relevant intermediary, to cause securities to be held otherwise than through a securities account, subject, inter alia, to the extent permitted by the domestic non-Convention law, to the account agreement or the uniform rules of a SSS.  
In order to resolve these questions there are a number of questions to analyze.

Key questions for analysis:

· What distinguishes a CSD from a SSS or a SCS?  

· Is there overlap between CSDs and SSSs/SCSs?

· Is it possible to create a definition of a CSD that does not include financial institutions that are merely intermediaries or that merely provide custodial functions?
· Should there be a declaration mechanism for CSDs?

· Is it necessary for the draft to take account of the rules of CSDs?
� 	As a point of reference, the U.S. Securities Exchange Act of 1934 defines a “clearing agency” as including both entities that clear or settle and “any person, such as a securities depository, who (i) acts as a custodian of securities in connection with a system for the central handling of securities whereby all securities of a particular class or series  of any issuer deposited within the system are treated as fungible and may be transferred, loaned, or pledged by bookkeeping entry without physical delivery of securities certificates or (ii) otherwise permits the settlement of securities transactions or the hypothecation or lending of securities without physical delivery of securities certificates.”  The definition goes on, at length, to exclude certain categories of financial institutions, such as banks or broker-dealers.  15 U.S.C. § 78c(23)  The rules of “clearing agencies,” as defined in the ’34 Act, are given effect by the Article 8 of the U.S. Uniform Commercial Code.  U.C.C. § 8-111.








