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1. Background on transparent systems

One of the paramount themes of the 4th session of the Unidroit Committee of Governmental Experts held in Rome from May 21 to May 25, 2007 was the inclusion of the legal realities pertaining to the so-called transparent systems in the contents of the draft Convention.

With regards to intermediated securities, transparent systems allow the identification of the final investor at the upper level of the intermediation chain, regardless of the tiers existing in it. In some cases, exceptions are made where a foreign client can hold securities in an omnibus account. 

The inclusion of the theme into the agenda in the 4th session took as basis the descriptions of several of the so-called transparent systems, as well as some proposals previously made. 

2. Different categories of transparent systems 

Even among the several transparent systems, there are different interpretations regarding the description of the various categories of transparent systems: 

1) A group of countries (henceforth Category 1) considered that the central securities depository (CSD) is actually the relevant intermediary (pursuant to the terms that have been described in the Convention) and the CSD participants are merely operators of the securities accounts. 

2) In another group of countries (henceforth Category 2), it was understood that the CSD is not the relevant intermediary but rather its participants since the participants are the ones that perform the relevant functions/tasks - such as exercising all the instructions in the securities accounts and in maintaining relationships with the final investors/account holders.

3) For one specific country (henceforth Category 3) the roles of the participants and the CSD are perfectly synchronized, although the middle entity “participant” keeps separated accounts for its account holders. Account information on both levels is consolidated. 

3. Different alternative proposals
Category 1 presented the following proposals: 

Proposal 1) that CSDs were acknowledged as a relevant intermediary, and its participants were acknowledged as mere operators of securities accounts;

Proposal 2) even though CSDs were considered as relevant intermediaries, not all the responsibilities included in the Convention would be assigned to them and therefore, there would exist a concrete proposal that non conventional law (NCL) could determine how the sharing of the functions of the relevant intermediaries would be accomplished (between CSD and its participants / account operators); and 

Proposal 3) that the CSD would be held exempt from responsibility as a relevant intermediary when the latter was the highest level of the intermediation chain and it was performing the function of security issuer (registrar or transfer agent services).
Category 2 presented the following proposals: 

Proposal 4) that CSD would not necessarily be considered a relevant intermediary;

Proposal 5) the netting between security accounts did not need to have a mandatory nature, since in the transparent systems netting is admissible only at the level of final investor; and 

Proposal 6) an exception was made to the prohibition of making attachments at an upper-tier level other than the relevant intermediary, which is the case of the CSD. In practical terms, since the relevant intermediary would be a participant in the CSD, this prohibition would make it unfeasible the centralized execution of attachments by the CSD. 

The search for a consensual solution for the Categories 1 and 2 of transparent systems took as basis a proposal formulated by the US Delegation, which basically envisaged the following: 

1) the possibility that the CSDs  could be considered as relevant intermediaries;

2) a change of the dispositions about netting would be made, abolishing their mandatory nature;

3) the possibility of making an upper tier attachment in other entities than the relevant intermediary with contracting states making use of a mechanism of declaration for this purpose; and 

4) the possibility that some people or entities other than the relevant intermediary would take over functions pertaining to a relevant intermediary within a given country, and for that purpose, a declaration mechanism would be used by the contracting states.

4. Adjustments regarding transparent systems
It was expressly included in the text of the Convention that CSDs may act as relevant intermediaries.

As to the possibility that the functions of relevant intermediaries might be shared by more than one single entity, the idea was allowed in principle. This will only become possible: 

- in the context of the obligations pertaining to that intermediary within that single country; and 

- based on a declaration mechanism made by the contracting states, said mechanism identifying which are these pre-determined functions.

A long discussion took place as to whether the functions of the relevant intermediary and the attachments should take place taking as basis a given entity, or taking as basis a securities account. This debate did not reach a conclusion during the session. 

It was agreed that function sharing by relevant intermediaries will now be possible in terms of the NCL. This solution addressed the concerns of Category 1 countries. 

It was made clear that netting is not mandatory but an exclusively voluntary mechanism. 

Regarding the prohibition of upper tier attachment, a provision was included within the context that the attachment should be made to the securities account. It was also inserted a declaration mechanism according to which the contracting state may indicate that another entity (that not the relevant intermediary) may be responsible for the attachments (such as CSDs), provided it was made clear that this type of attachment will have effects as regards the relevant intermediary.

5. Further amendments to the Convention text

Other amendments were made to the draft Convention, arising from specific debates:  

· New provisions concerning details to be included in the making of the declarations envisaged for the granting of security interests

· New provisions concerning priority in the security interests

· New provisions concerning a reference to DNCL in case of default of the relevant intermediary).  

· New provisions regarding sufficiency of securities 

· New construction for former article regarding limits to the intermediary’s responsibility.

6. Other issues debated

Other debates that took place were related to the nature of the instrument, if it had to be a binding international law instrument (a Convention, as had been considered from the first moment) or if it had to be a document stating General Principles. The prevailing view was that the Convention form was the preferable type of instrument for the subject matter.

Some transitional provisions were also discussed that would need to be faced especially regarding constitution of securities interests that were established before the effective date of the Convention. Three options were available: full grandfathering; grandfathering limited in time with a grace period and a reference to NCL for solution. About this subject, no consensus was reached.

7.  Post-sessional work

Finally, three working groups were formed to discuss the details that were to be included into the text of the Convention before the next and last diplomatic session, envisaged to happen in Geneva, possibly in September 2008.

The working groups have envisaged the discussion themes:

1) Rules for securities clearing and securities settlement systems, including insertion of references in the Convention to uniform CSDs rules;

2) Good faith concept and principles regarding innocent acquisition; and 

3) Interrelation of the Convention with insolvency law.
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