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Dear Madam or Sir, 
 

INTRODUCTION 

The European Focus Committee of the Association of Global Custodians (AGC-EFC) is grateful for the 

opportunity to submit this contribution to the Law Commission in response to its recent 

Intermediated Securities Call for Evidence1 (the “Call for Evidence”).  Established in 1996, the 

Association of Global Custodians (the “Association”) is a group of 12 global financial institutions2 that 

each provides securities custody and asset-servicing functions primarily to institutional cross-border 

investors worldwide. As a non-partisan advocacy organization, the Association represents members’ 

common interests on regulatory matters and market structure. The member banks are competitors, 

and the Association does not involve itself in member commercial activities or take positions 

concerning how members should conduct their custody and related businesses.  

The Association has long engaged extensively with government and regulatory authorities 

throughout the world to support their work to better understand our industry and ensure the safe 

and efficient provision of securities custody services for the benefit of investors and the financial 

system as a whole. The Association continues to support these efforts and stands ready to provide 

assistance and information – within the boundaries of competition and antitrust constraints - as 

authorities require.   

Before providing our response to the questions, we would like to highlight the following key points:  

▪ We note the Law Commission has not raised the topic of segregation specifically, 
however, we believe shareholders’ rights in large part derive from appropriate 
segregation in books and records of intermediaries and so should be identified as an 
important attribute in protecting the interests of ultimate investors; 

▪ The system of intermediated securities (also referred to herein as the “indirect 
holding system”) should be seen as a solution for ultimate investors seeking to 
exercise their rights and rather than as a source of problems; 

▪ The key challenge for public authorities and for industry participants is in ensuring 
there are no legal and/or market practice barriers that prevent, or place obstacles 
to, the exercise of the ownership rights of the ultimate investors; 

                                                
1 Law Commission, Intermediated Securities Call for Evidence (August 2019) 
2 The members of the Association of Global Custodians are: BNP Paribas; BNY Mellon; Brown Brothers 
Harriman & Co; Citibank, N.A.; Deutsche Bank; HSBC Securities Services; JP Morgan; Northern Trust; RBC 
Investor & Treasury Services; Skandinaviska Enskilda Banken; Standard Chartered Bank; and State Street Bank 
and Trust Company.   
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▪ Within the UK there are legal challenges arising from the ultimate investor not being 
recognized under English law as being the shareholder of record, with the effect that 
the ultimate investor is unable to exercise certain rights. Although there are certain 
market challenges associated with this legal structure and framework, any change to 
this would require an overhaul of the current legal framework and system which 
could ultimately lead to a heavily burdensome processing infrastructure. Rather 
than initiating a change to the nominee holding legal system, the AGC believes it 
would be more effective to consider how regulatory changes, such as the 
transposition and implementation of SRD2, can be used whereby the end investor 
(beneficial owner) is considered the shareholder from a regulatory perspective. It is 
therefore important we ensure that SRD2 (both the Level 1 text, and the 
Implementing Regulation) is effective in English law so that operational processes 
and requirements required under SRD2 apply with respect to the ultimate investor 
(and not solely with respect to the registered shareholder). The text of SRD2 
therefore needs to be complemented with industry-led market standards. 

▪ An unavoidable consequence of holding securities on a cross-border basis is that “no 
intermediary (i.e., an account provider) can provide its account holder with a legal 
position that is better than the one it holds itself.” 

▪ The clear lesson learned from the financial crisis is that regulation and insolvency 
law must be considered and addressed together so they operate to protect the 
interests of ultimate investors in their securities by creating favorable conditions to 
do this both before and after an insolvency of an intermediary. 

On a broader level, the AGC-EFC has supported the European Commission’s efforts regarding post-

trade services pursuant to its Capital Markets Union (“CMU”) Action Plan. In addressing post-trade 

aspects of capital markets, the Commission noted that relevant services are related to the 

processing of a transaction between two parties (e.g. clearing, settlement, collateral management) 

that are performed after the execution of a trade. These services are broad and interrelated: 

therefore, addressing one aspect of these services may affect other aspects, and in this connection 

we agree the Commission’s overriding goal of achieving efficient and integrated financial markets 

through “efficient and integrated post-trade markets”.3  The AGC-EFC encourages the UK to continue 

to participate in these efforts following Brexit. 

The AGC-EFC for many years has encouraged international, European and other national authorities 

to harmonise laws and practices relating to the holding, disposition and other exercise of rights 

relating to intermediated securities. The AGC-EFC’s work recently in this arena include: 

1. Presenting to the International Organization of Securities Commission (“IOSCO”) in plenary 

and submitting a contribution in response to its Principles regarding the Custody of Collective 

Investment Schemes’ Asset Consultation Report (CR07/2014)4;     

2. Addressing the so-called the Giovannini Barriers together with new identified barriers under 

the auspices of the European Post-Trade Forum (“EPTF”);5  

                                                
3 European Commission, Consultation Document on post-trade in a Capital Market Union: dismantling barriers 
and strategy for the future (August 2017) (the “2017 EC Consultation”), p.3. 
4 This led to the issuance of IOSCO’s FR25/2015, Standards for the Custody of Collective Investment Schemes 
Assets (the “IOSCO Report”). 
5 In early 2016, as part of the Commission’s Capital Markets Union Action Plan, the European Commission 
established in an expert group, the European Post-Trade Forum (“EPTF”), to assess the evolution of the EU 
post-trade landscape and progress in removing barriers. Areas relevant to the Call for Evidence that the EPTF 
recommended being addressed in the resulting “EPTF Report” (issued May 2017) included Giovannini Legal 
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3. Responding to the European Commission’s 2017 Consultation on post-trade in a Capital 

Markets Union6 (the “2017 EC Consultation”); 

4. The FCA’s continuing development of the Clients Assets Sourcebook (CASS);  

5. Extensive engagement with the European Commission and ESMA on custodial account 

structures (i.e., omnibus versus segregated and related issues) through the intermediated 

holding chain of custody for investment funds under the UCITS Directive and the Alternative 

Investment Fund Managers Directive (AIFMD)7; and 

6. Over the past two years, the AGC-EFC has participated in extensive industry efforts to 

develop market standards for implementation of the Shareholders Rights Directive II 

(“SRD2”). 

In all of the AGC-EFC’s work to date, we have been mindful of the application and operation of 

English law – as well as other European national laws – impacting post-trade services.  We have also 

been mindful of the interests of the ultimate investors in whose interest intermediaries serve. In this 

connection, there has been much focus on “segregation” of customer interests in book-entry 

securities in a custodian’s record (as an “account provider”) and how and the extent to which this 

protects the interest of both its proximate customer (the “account holder”) and – if the account 

holder is itself an intermediary - the ultimate investor. 

In our view, protecting ultimate investors’ interests in intermediated securities requires a common, 

generally accepted understanding of what kinds of segregation actually operate to advance this 

overriding goal of fostering efficient and integrated capital markets.  The kinds of “segregation” of 

accounts that achieve this balance8 are arrangements made by an intermediary (“Intermediary A”) in 

its books and records that are intended to ensure that:  

1. its customers’ book-entry securities will not be treated as the property of Intermediary A 

and used to meet the claims of creditors of Intermediary A, which is generally achieved by 

keeping records to identify book-entry securities as belonging to each of its customers; 

2. if Intermediary A’s customer is also an intermediary (“Intermediary B”), the book-entry 

securities of Intermediary B’s end investors will not be treated as property of Intermediary B 

(nor are they the property of Intermediary A) and are protected from the creditors of not 

just of Intermediary A but also of Intermediary B; and  

3. each customer’s book-entry securities will not be treated as the property of any other 

customers and are protected from the creditors of those other customers (however, 

“customers” are only the direct customers of each intermediary: in the example above, a 

customer of Intermediary B is not considered a “customer” of Intermediary A).   

                                                
Barrier 1 (good faith acquisition in TTCAs/repos) and Legal Barrier 2 (clients’ ownership rights and allocation of 
shortfalls). Operational barriers were also identified . . .  
6 European Commission, Consultation Document on post-trade in a Capital Market Union: dismantling barriers 
and strategy for the future (August 2017). 
7 See, e.g., AGC submission (the “AGC Asset Segregation Submission”) in response to ESMA’s Call for 
evidence, Asset segregation and custody services, ESMA/2016/1137 (15 July 2016) (the “ESMA Asset 
Segregation Consultation”).  The AGC would be happy to provide these materials to the Law Commission. 
8 This balance has been recognised by the FCA in CASS 6 as well as by ESMA in relation to UCITS and AIF 
investment funds in its “Asset Segregation Opinion”.  See, ESMA Opinion, Asset segregation and application of 
depositary delegation rules to CSDs, ESMA 34-45-277 (20 July 2017). 
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As the above description explains, “segregation” does not equate to replicating account structures, 

or mirroring them, from one intermediary to the next through the chain of custody. As we explained 

more fully in our responses to ESMA’s Segregation Consultation and elsewhere, segregation and 

omnibus accounts can co-exist – and in fact broadly do co-exist – through the custody chain. 

 
Q1: Do you consider that it is difficult for ultimate investors to exercise their voting rights? 
 

If so: 
 
(1) Do you have examples, or specific evidence, of difficulties experienced by ultimate 

investors in exercising their voting rights? 
 
(2) What could be done to solve these problems? 

 
ANSWER: 
 
Answer to (1): 
 
The challenge for ultimate investors exercising their rights associated with the ownership of 
securities, including voting rights, lies two key attributes that are inherent in their 
relationships with issuers. These attributes are that (1) “many” ultimate investors need to be 
able to realise their rights in securities against “many” different issuers, and (2) these issuers 
may be located in “many” different jurisdictions (i.e., across national borders). 
 
In such a context, the system of intermediated securities (also referred to herein as the 
“indirect holding system”) should be seen as a solution for ultimate investors seeking to 
exercise their rights and rather than as a source of problems. 
 
The key current challenge for public authorities and for industry participants is in ensuring 
that all ultimate investors holding securities through the indirect holding system are able 
fully to exercise their ownership rights. More specifically, the question is how to ensure 
there are no legal and/or market practice barriers that prevent, or place obstacles to, the 
exercise of such rights. 
 
Over the past 20 years, the industry has undertaken extensive work to improve operational 
processes established for the exercise of rights by ultimate investors who hold securities 
through intermediaries. Important steps taken include the establishment of “Market 
Standards for Corporate Action Processing” and “Market Standards for General Meetings”. 
 
The revision in 2017 of the Shareholder Rights Directive (herein, “SRD2”) is another 
important step, as this contains a regulatory framework for the exercise of shareholder 
rights, for shareholder identification by issuers and sets out common operational processes. 
 
In general terms, the efficacy of the current indirect holding system in respect of 
shareholders’ rights may be fairly described as (1) working well in respect of the right of 
ultimate investors to dispose of their securities, (2) working slightly less well in respect of the 
right to benefit from corporate actions, and (3) working noticeably less well in respect of 
rights associated with general meetings. 
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With respect to the exercise of voting rights and of rights of participation in general 
meetings, some specific challenges in respect of UK equities are set out below: 
 
1/ Positioning of the record date – the placing of the record date 48 hours before the 
meeting date and at the same time as the issuer deadline for voting instructions has the dual 
effect of disenfranchising some ultimate investors, and of creating operational complexity 
and risk that hampers the voting process - please see our answer to question 5 for more 
details; 
 
2/ Inability under some circumstances to split votes: specific examples are referenced by the 
Law Commission at paragraph 2.90 of the Call for Evidence, citing Association of Member 
Nominated Trustees: “the current manual process of voting is said by fund managers to be a 
barrier to allowing split voting on behalf of ultimate investors in pooled accounts”.  Our 
members acknowledge the possibility of this, but we have uncovered no examples in 
practice;   
 
3/ Restrictions with respect to the appointment of proxies, and with respect to the 
attendance in person by the ultimate investor at the general meeting; and 
 
4/ Differences in treatment between registered shareholders with addresses in the UK and 
those with addresses outside the UK. 
These challenges variously involve elements of the following problems: 
 
1/ Legal problems – arising from the ultimate investor not being recognized under English 
law as being the shareholder of record, with the effect that the ultimate investor is unable to 
exercise certain rights; 
 
2/ Operational problems – arising from some operational processes, such as the sequence of 
relevant dates (including the record date), not being designed to facilitate the exercise of 
rights by ultimate investors that hold positions through intermediaries . . . with the effect 
that under some circumstances ultimate investors are unable to exercise certain rights 
 
3/ Discretionary legal/operational problems – arising when (i) an issuer agent, or a relevant 
intermediary (including investor CSDs such as Euroclear UK), has discretion regarding 
whether to facilitate the exercise of rights of an ultimate investor, and (ii) specific legal 
and/or operational problems make the facilitation of such rights more difficult, so that the 
issuer agent or intermediary exercises its discretion not to facilitate the exercise of rights. By 
not recognizing the ultimate investor as being the “shareholder”, and thus by not granting 
formal rights to the ultimate investor, English law increases the number of situations in 
which such discretion can be exercised in this way. 
 
The implementation of SRD2 processes and incorporation of requirements into English law 
would seem to require some consequential impacts on elements of English law. For 
example, once the process for shareholder identification (per agreed Market Standards) 
under SRD2 is put into effect, the process set out under existing section 793 of the 
Companies Act will be redundant. 
 
Answer to (2): 
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A key part of the solution is to ensure that SRD2 (both the Level 1 text, and the 
Implementing Regulation) is effective in English law so that operational processes and 
requirements required under SRD2 apply with respect to the ultimate investor (and not 
solely with respect to the registered shareholder). 
 
The text of SRD2 therefore needs to be complemented with industry-led market standards. 
Work is currently underway by industry associations to modify in light of SRD2 the existing 
Market Standards for General Meetings, and to develop additional market standards to 
cover specific SRD2 processes and requirements. This work should be continued, and 
completed, and there will be a need for a process to monitor compliance in the UK with 
these standards.  Further, consistent with paragraph 2.5 of the Call for Evidence, we 
recommend consideration of extending these concepts so they apply to other investors’ 
rights – e.g., to holders of debt securities.   
 
We also agree with the Law Commission’s suggestion to amend Part 9 of the Companies Act 
2016, which provides for certain rights, including voting rights, to be passed back to ultimate 
investors, so that such provisions are mandatory rather than optional and apply to all UK 
listed issuers (see para 2.9(2) of the Call for Evidence). Finally we see no reason not to 
prohibit a contractual provisions between intermediaries and investors which exclude the 
requirement for an intermediary to exercise voting rights on behalf of the investor (see para 
2.9(1) of the Call for Evidence), however, we stress investors should retain the option to opt 
out if they so choose (as instructed to the relevant account provider). 
 
If the work of SRD2 and market practice implementation do not solve all the problems 
identified in the answers to the questions of this questionnaire, then additional targeted 
changes to UK law may be needed.  As discussed in our answer to Question No. 2 below, we 
believe “behavioural” concerns regarding whether or not intermediaries should be expected 
to perform certain asset servicing functions for shareholders are best addressed through 
regulatory requirements rather than in any changes to private law, which focuses on 
holdings and dispositions of securities as property.  
 
In addition, we note that in the case of more complex voting decisions, ultimate investors 
may be inhibited from voting because they lack sufficient knowledge of the issues to make 
an informed decision.  The Law Commission may wish to consider whether a requirement 
for issuers to provide (via intermediaries) a clear and concise explanation of the issues which 
are to be voted on and the “pros and cons” of each voting choice (using, say, a prescribed 
form) would encourage ultimate investors to exercise their voting rights. 
 

Q2: Are there particular systems or models of holding intermediated securities which could 
better facilitate the passing back of direct rights for ultimate investors? 

 
If so, what are the current obstacles to the use of such systems? 

 
ANSWER: 
 
First, as a legal matter, a distinction needs to be drawn between rights in rem (“property 
rights”) versus those that arise contractually (i.e., rights in personam) (contracted “asset 
servicing” rights).   
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Second, both of the above sets of rights between an account provider and an account holder 
need to be distinguished from those a shareholder may have as against an issuer, which are 
rights in personam.  
 
Third, a further distinction needs to be made between the proprietary rights in 
intermediated securities and the administration of an insolvency of an intermediary holding 
these securities.   
 
Fourth, and finally, a distinction needs to be made between traditional securities custody 
arrangements and those that are subject to pledge or lien rights as well as rehypothecation 
rights.  
 
With the foregoing distinctions in mind, we believe it might be helpful to first call attention 
to defining characteristics of the major legal systems, including those that are common.   

As a general matter, a key characteristic that is common to all major legal systems is 
recognition in one way or another that book-entry securities are not tangible property - like 
gold bars or bottles of wine - that can be physically separated from a “bulk” so that specific 
securities can be identified as belonging to a particular end investor. Securities cannot be 
held or transferred separately from the rest of the securities of the same issue. Transfers of 
part of the bulk are simply transfers of a proportion of the bulk rather than of identifiable 
units of it. As a result, all owners of securities are – in one way or another - effectively co-
owners with other investors of securities in the same class, whether or not the securities are 
held in the same account.  

If an intermediary opens a separate account with the intermediary (or issuer) above it in 
order to segregate the entitlement of one of its account holders from the others, then, 
under English law (by way of example):  

“[t]he [end investor’s] interest remains an indirectly held co-ownership interest with 
other investors in securities of the same class. The issue of the securities constitutes a 
single asset which can only be held in sole ownership or co-ownership. The 
shareholding is segregated only in the sense that it is identifiable in the books of the 
intermediary’s own intermediary . . . The status of an account as a non-fungible 
account does not mean the holder is the sole owner of the separate asset, only that 
his or her interest is excluded from the common pool and is identifiable in the records 
of higher tier intermediaries and may therefore be traced up the chain to the 
issuer.”9 

As a result, the consensus in the industry and among legal practitioners is that arguments 
about lack of identification of particular securities become redundant. As stated above, 
‘segregation’ of securities is meaningful only at the account holder/account provider 
interface. 

Under the trust model in England and Wales, as the Law Commission notes, investors (as 
account holders) own a beneficial interest in securities “held” in a securities account: 
account holders therefore are considered “beneficial owners” of the securities. The 
custodian (as account provider) holds the securities “on trust” for the account holder: the 
custodian/account holder is therefore referred to typically as “bare trustee”. A trust is a type 
of fiduciary relationship by which the trustee retains “legal” ownership (with beneficial 

                                                
9 R Goode ‘Are intangible assets fungible’, LMCLQ [2003] 379, pp 387-388. 
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ownership being retained by account holders) and which imposes a number of equitable and 
statutory obligations on the trustee such as a duty of care, a duty of loyalty, a duty to 
account to the beneficiary and a duty to maintain the integrity of the trust property separate 
from the trustee's own assets. A trust prevents the trustee from benefitting unconscionably 
from having legal ownership of the assets.   

If the trustee utilises another custodian to provide access to securities (e.g., in another 
jurisdiction where another custodian is required), the trustee (the “first trustee”) becomes 
an account holder vis-a-vis the third-party custodian (the “second trustee”), who as an 
account provider would also be considered a “bare trustee” under English law. The first 
trustee would retain immediate beneficial interest in the securities as between the first 
trustee and the second trustee, with the second trustee holding the securities “on trust” for 
the first trustee. This arrangement – in which the chain of custody becomes attenuated – 
involves what is referred to as “overlapping trusts”: the first trustee in turn holds the same 
securities on trust for the ultimate beneficial owners. 

The first trustee (as account holder) retains beneficial ownership of the interests held in the 
account with the second trustee (as account provider), often in an omnibus account.  
However, the first trustee is also an account provider and, as such (and as bare trustee), it 
would segregate the positions for its clients, the ultimate beneficial owners (account 
holders).   

A beneficiary of a trust may only enforce its rights to its assets against its own trustee (the 
first trustee), and not the trustee of another level trust (the second trustee) or any other 
third party; the first trustee is obliged to enforce such rights on behalf of the beneficiary.10 
Accordingly, where the ultimate investor has an individual account in its name on the books 
and records of the first trustee, it would only have a claim against the first trustee, and not 
the second trustee. Accordingly, there would be no benefit from an entitlements perspective 
in requiring the ultimate investor’s trust assets to be specifically distinguished in the books 
and records of the second trustee or any other account provider at other level or tier in the 
chain. This is consistent with the “segregation” principles outlined in our introduction above: 
the safety, efficiency and scale of post-trade aspects of modern capital markets require the 
use of omnibus accounts on this premise.  

However, we have taken note of the recent Tesco case in which Tesco asserted that the law 
has failed to keep pace with the development of post-trade services supporting 
dematerialised securities - and argued that because the ultimate investors held shares 
through more than one intermediary (i.e., overlapping trusts, as we describe above), they 
had no interest in the securities.  The court, in dismissing this claim, wrote that FSMA should 
be read to effectively protect investors because “. . . the draftsman and legislature did 
understand the market in intermediated securities, did not intend to strip away the rights of 
investors who chose that mode of holding their investment, and must have been persuaded 
that the words they used were appropriate to preserve and enhance those rights”.11 The 
court’s reasoning is important to consider for what it didn’t say, i.e., that beneficial owners’ 
rights are effectively protected through the chain through trusts.  We believe the Law 
Commission should consider addressing any uncertainty in this respect against future claims 
similar to Tesco’s.   

                                                
10 Logically, this is sensible: otherwise, the second trustee may receive conflicting instructions on disposition of 
the property. For this reason, account holders ordinarily should not “leap” over intermediaries.  
11 SL Claimants v Tesco plc [2019] EWHC 2858 (Ch), at, 88. 

https://www.bailii.org/ew/cases/EWHC/Ch/2019/2858.html
https://www.bailii.org/ew/cases/EWHC/Ch/2019/2858.html
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Other Member States such as the Ireland, Cyprus and Malta also recognise trusts, and that 
ownership may be split similarly.  

In EU Member States with a civil law tradition, an intermediary that maintains a securities 
account for account holders generally retains no legal ownership interest in the 
intermediated securities within the account. Sole ownership of the securities resides with 
the investor (the end investor) at the bottom of the chain of holding.12  

We noted and compared the relevant aspects of other legal systems in some detail in our 
above-referenced AGC Asset Segregation Submission.13  In this submission, in addition to the 
“Trust Model”, we classified these systems as follows:  

• The Undivided Property Model: France 

• The Pooled Property Model: Germany, Luxembourg, The Netherlands, Belgium 

• Transparent or “Direct” Models: the Middle East, Brazil, China, Spain, Ukraine   

• “Hybrid” Models (permitting “pooled” models for foreign account holders): the 
Nordics  

• The “Securities Entitlements” System: The United States and Canada 

We noted that a common thread among the above-mentioned states that allow for holdings 
on a “pooled”, “undivided” or “entitlements” basis is that account holders in effect are given 
proprietary rights in their intermediated securities (or equivalent protection) by treating 
interests in an omnibus account as co-ownership (or co-proprietary) interests in a fungible 
pool.14 The end result is an approach in each jurisdiction that operates to protect 
shareholder interests in a manner that is similar to English law: rights in rem are created in a 
fungible pool of securities held by the intermediary that are pro-rated. Another common 
thread is that to the extent there is a “shortfall”, account holders are left  with personal 
claims against the intermediaries for the difference.  In the case of an insolvency of an 
intermediary, jurisdictions such as Belgium only provide a form of “look-through” of the 
exercise of rights in the event of the insolvency of the intermediary by allowing the account 
holder to step into the intermediary’s shoes domestically - but this may have no effect to the 
extent intermediaries are located in other jurisdictions that do not recognise such a “look 
through”. 

It becomes quickly evident that securities custodians are not in a position to employ a 
particular securities holding model through a cross-border chain of custody.  For domestic 
holdings, this is possible, as the model employed will be a function of the applicable local 
law (e.g., a UK depositary/custodian holding UK securities will do so as bare trustee under 
English law).  For cross-border holdings, however, the situation is more complicated. 

In acting as “account providers” with respect to book-entry securities, it is emphasized that 
securities custodians provide access to property rights - and the exercise of shareholder and 
similar rights - to securities which in the first instance are deposited with CSDs by issuers and 
their agents under the law applicable to the CSDs.   

                                                
12 Under German law, however, securities that are held in safe custody abroad and credited to an account 
holder’s account under the WR-Credit system are also held by the intermediary in the capacity of fiduciary 
trustee (Treuhander). 
13 See, footnote 7, supra.  
14 This is generally true in so-called “hybrid” systems with respect to foreign account holders. 
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In this connection, the European Commission’s 2011 Report (the “2011 Report”)15 advised 
the Directorate General for Internal Policies, Economic and Monetary Affairs of the 
challenges posed by cross-border holdings, describing these as among the most difficult 
obstacles in overcoming the Giovannini Barrier of legal uncertainty.16 The challenges were 
categorised into three groups: 

1. The legal landscape of securities holdings and dispositions as well as of assisting 
investors in the exercise of their rights attached to their securities is 
fragmented.17 

2. 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.  

3. Member States have an interest in defending their respective domestic concepts 
underlying securities holdings and dispositions; therefore, solutions envisaged 
by them deviate.18 

The key inhibitors to achieving legal clarity – and clarifying legal obligations of intermediaries 
– associated with cross-jurisdictional (cross-border) holdings of securities were identified in 
the 2011 Report as: 

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

2. The five basic holding models for securities: the trust model, the entitlement 
model, the unshared property model, the pooled property model and the 
transparent model;19 and 

3. The legal framework for providing collateral over securities is sub-optimal. 
Collateral is one of three major risk-mitigation tools (in addition to netting and 
segregation of client assets away from proprietary assets). It is used throughout 
the financial markets, in particular also by Central Counterparties (CCPs).20 

An unavoidable consequence of holding securities on a cross-border basis is that “no 
intermediary (i.e., an account provider) can provide its account holder with a legal position 
that is better than the one it holds itself.”21 

Investors access rights and attributes in book-entry securities through the custody chain. The 
net effect is that characterisation of these rights and attributes requires a blending of 
different legal systems unless a rule can be agreed by which one system is favoured over 
another22 or, alternatively, a “top-down” approach is imposed by which key rights and 
attributes are resolved without regard to (and without trying to resolve) national law 
differences. The AGC-EFC has been pleased to see the European Commission’s ongoing work 

                                                
15. P. Paech, Cross-Border Issues of Securities Law: European Efforts to Support Securities Markets with a 
Coherent Legal Framework, prepared for the Directorate General for Internal Policies, Economic and Monetary 
Affairs (May 2011). 
16. Ibid., 7. 
17 Potentially serious consequences stemming from this include conflicts of law regarding the good faith 
purchaser defence or applicable law with respect to security interests in subject securities, including with 
respect to perfection requirements or priority.  
18. Ibid. 
19 See, AGC Asset Segregation Submission, referenced above. 
20. Paech, 13. 
21. Ibid., 24. 
22 Proposals employing application of PRIMA rules on governing law have been explored. 
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in this respect at the EU level: we are contributing to the process in order to achieve a 
workable solution that ensures investor protection. 

We now turn to address the importance of the three distinctions mentioned at the 
beginning of our answer above: 

1. Contractual undertakings by intermediaries (or the lack thereof) and rights to use 
customer assets 

 
Problems that are described by the Law Commission relating to the exercise of shareholder 
rights in large part have arisen in the context of whether or not certain asset servicing 
undertakings by intermediaries have been contracted for with their customers (e.g., 
contracts not providing for proxy voting as a service offered, authority granted to brokerage 
firms to rehypothecate client assets leading to potential temporary or even permanent 
shortfalls, etc.) rather than problems associated with the effective recognition of an account 
holder’s property rights (i.e., rights in rem) in the securities themselves.   
 
It is for this reason that post-crisis reform measures focused on imposing new and/or 
different regulatory requirements on intermediaries that varied depending on types of 
intermediaries and the activities they undertook. For example, the UK undertook an 
overhaul of its client asset rules, imposing extensive new requirements on intermediaries, 
including brokers, and relevant insolvency law (insolvency aspects are discussed in “2” 
below).23 A number of improvements were made in regulations to improve the UK FCA’s 
client asset regime, particularly so-called “behavioural” enhancements around good 
recordkeeping, enhanced reporting to clients, improved understanding around our client 
assets regime (the protections it affords and its limitations) and increased clarity around 
certain intermediaries’ intra-group relationships.  
 
We note the Call for Evidence’s reference to the FCA’s post-Lehman enhancements to the 
CASS Handbook24 and the question raised regarding whether the regulatory regime, as 
revised, is sufficient or whether “private law principles” should be reviewed as well.  As 
stated above, in our view, the kinds of issues cited by the Law Commission are, by and large, 
behavioural issues and do not reflect a fundamental problem with substantive law.  
Therefore, we believe that any concerns regarding contractual undertakings of 
intermediaries should be addressed in this context: a “regulatory overlay” is appropriate in 
order to clarify and enhance contractual obligations to be imposed on intermediaries. 
Moreover, we note that SRD2 in effect addresses many of these aspects by requiring 
intermediaries to facilitate proxy voting and the exercise of other shareholder rights.  These 
requirements will of course need to be transposed into UK law.   
 
Importantly, no changes to private law in the UK have been identified as necessary because 
issues of concern have not reflected problems with substantive law in this respect.     
 

                                                
23 “We [the FCA] increased our focus on client assets protection following the failure of Lehman Brothers 
International (Europe) (‘LBIE’). We did this by creating the Client Assets Unit (bringing together specialist risk, 
supervision and policy functions) and making various improvements to the client assets regime, such as 
enhancements to auditor reporting, reintroduction of the Client Money and Asset Return (‘CMAR’) and the  
creation of the CASS operational oversight function (‘CF10a’).”  See, PS14/9, Review of the client assets regime 
for investment business and Feedback to CP13/5 and final rules (June 2014). 
24 Call for Evidence, paragraph 2.42. 
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2. Shareholder rights as against an issuer 
 
We emphasise the importance of effective transposition of SRD II requirements to give 
effect to these rights on a harmonized basis across the EU (including, we hope, the UK post-
Brexit). Intermediaries clearly have a role to play in this respect, but we also emphasise that 
providing for the effective exercise of shareholder rights as against issuers is not a function 
of private law.    
 
3.  Insolvency of Intermediaries 
  
Difficulties relating to intermediated securities tend to become visible in cases of insolvency 
of intermediaries. Insolvency, its rules and how it is administered, therefore, constitute the 
true testing ground for whether and how intermediated securities are maintained and 
protected sufficiently in the interest of ultimate investors. 
 
Under the UK model described above, beneficial interests, and therefore trust property, fall 
outside of the insolvency estate of a trustee. An insolvency estate comprises a company's 
own assets and would not include assets held on trust for beneficial owners. 

However, the time taken either to get before a court or to engage with the administrator in 
order to obtain consent to enforcement of rights is inevitably longer than the needs of 
participants in financial markets typically allow. This was particularly highlighted in the case 
of the failure of Lehman Brothers International (Europe) (“LBIE”), who dealt with thousands 
of counterparties, with the result that a very significant passage of time was required to 
adequately identify and return assets belong to those counterparties, even if under English 
law those assets would have been considered “held in custody” by Lehman International.25 
The Lehman experience inspired UK reform measures, including measures adopted to 
improve on the accuracy and speed with which customer assets could be identified and 
returned in an insolvency.26   

In 2014, HM Treasury (‘HMT’) published the final report of an independent review it 
commissioned of the SAR (the “SAR Independent Review”).27 This report contained a large 
number of recommendations, which were intended to achieve better results for clients by 
accelerating the process for distributing client assets and reducing costs. These included 
introducing a bar date for the processing client money claims, facilitating transfers of client 
relationships and positions, allocating costs of distributing client assets to, and covering 
shortfalls with, the general estate and exploring methods to speed-up reaching 
determinations of legal issues on the interpretation of SAR and CASS in an insolvency.  

Following the SAR Independent Review, the Investment Bank (Amendment of Definition) 
and Special Administration (Amendment) Regulations 2017 (the 2017 Regs) came into force 

                                                
25 The transcript of the emergency hearing in the High Court of Justice, Companies Court, before Mr. Justice 
Morgan, Monday, 22nd September 2008, between (1) RAB Capital PLC, (2) RAB Capital Market (Master) Fund 
and Lehman Brothers International (Europe) highlighted the difficulties that may be encountered in seeking 
the return of customer assets in a large, complex insolvency setting.    
26 See, generally, Investment Bank Special Administration Regulations 2011 (SI 2011/245) (the “SAR”), available 
at: www.legislation.gov.uk/uksi/2011/245/pdfs/uksi_20110245_en.pdf. We note the SAR is referenced in the 
Call for Evidence, at p. 24 (footnote 100). 
27 See P. Bloxham, Final review of the Investment Bank Special Administration Regulations 2011 (January 2014), 
available at: 
www.gov.uk/government/uploads/system/uploads/attachment_data/file/271040/PU1560_SAR.pdf 

http://www.legislation.gov.uk/uksi/2011/245/pdfs/uksi_20110245_en.pdf
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on 6 April 2017. The 2017 Regs aimed to extend and strengthen the existing regime. Despite 
being a special administration regime for “investment banks”, the regime applies more 
widely, including to virtually any regulated firms holding client assets – excepting “deposit-
taking” banks, which of course are subjected to another insolvency regime.   

The detailed workings of the SAR are set out in the Investment Bank Special Administration 
Regulations 2011 (the Regulations) and the Investment Bank Special Administration (England 
and Wales) Rules 2011 (the Rules), as amended.  The SAR’s rules and regulations interact 
closely with the Financial Conduct Authority's (FCA) Client Asset Sourcebook (CASS), which 
sets out a detailed framework for the segregation and protection of client assets, including 
money, held by investment banks and CASS includes rules dealing with an investment bank’s 
failure.  

The clear lesson learned from the financial crisis is that both regulation and insolvency law 
must be considered and addressed together so they operate to protect the interests of 
ultimate investors in their securities by creating favourable conditions to achieve this result 
both before and after an insolvency of an intermediary. 

4. Securities held by intermediaries as financial collateral 

Under English law a security arrangement may be characterised as either fixed or floating.  A 
“floating” charge may be described as a charge over a class of assets, present and future, 
where in the ordinary course of business the assets constituting the class would be changing 
from time to time and it is contemplated that the security provider may use these assets in 
the ordinary course of its business until some further step is taken by or on behalf of the 
security-taker.28   

We remain concerned about the state of English law regarding the effectiveness of security 
interests in the context of intermediated securities subject to a floating charge, which is 
crucial to the operation of financial markets and the provision of securities custody services 
to support them. In particular, court decisions such as Gray v GTP Group29  have suggested 
that “possession” may have no application to “intangible” property such as dematerialised 
securities held through intermediaries.  Following the Gray case, the FCAR30 were amended 
in 2010 to clarify the meaning of “possession” in a manner that was helpful, i.e., in 
recognising the possibility that a floating charge might be within the definition of a security 
financial collateral arrangement, however, a Lehman-related case31 in 2012 raised questions 
regarding the validity of a financial collateral arrangement where a collateral provider 
retains a right of substitution or some other form of access to the collateral (even if subject 
to a requirement to maintain a minimum value of the collateral with the collateral taker).   

In requiring the collateral provider to be “dispossessed” of the collateral, we are uncertain of 
the impact this may have on other legitimate expectations with respect to the securities that 
the collateral provider might have. For example, a collateral provider may wish to exercise 

                                                
28 Re Yorkshire Woolcombers Association Ltd [1903] 2 Ch 284, per Romer J. For a brief treatment of Romer J’s 
characteristics of the floating charge, see Joanna Benjamin, Financial Law (Oxford University Press), p.384 at 
17.5.   
29 Gray v GTP Group [2010] EWHC 1772. See, FMLC paper dated December 2010, Issue 87: Control, Gray & G-T-
P Group Ltd. 
30 Financial Markets and Insolvency (Settlement Finality and Financial Collateral Arrangements) (Amendment) 
Regulations 2010/2993. 
31 Re Lehman Brothers International (Europe) (in administration) [2012] EWHC 2997 (Ch) 

http://uk.practicallaw.thomsonreuters.com/2-522-7182?originationContext=document&vr=3.0&rs=PLUK1.0&transitionType=DocumentItem&contextData=(sc.Default)
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voting rights in respect of equity securities that are provided as collateral, or may wish to 
retain rights to receive dividends on the securities. We would assume the better view under 
English law is that retaining such rights would not prejudice a conclusion that “possession 
and control” of the securities remains with the collateral taker, but we recommend that the 
Law Commission nevertheless consider whether there is lingering uncertainty that should be 
removed.  

Eliminating uncertainty in this respect is important both to intermediaries and ultimate 
investors.  On the one hand, custodians rely on the effectiveness of floating charges due the 
nature of their roles and the services they provide, with floating charge liens protecting 
them against exposures incurred in the ordinary course of securities settlement and other 
related customer-directed activity.  On the other hand, the ability of investors to exercise 
their rights (referred to in the previous paragraph) could be impacted if uncertainty causes 
collateral takers – including custodians and collateral agents – to prevent the exercise of 
those rights in order to ensure collateral providers are sufficiently “dispossessed”. 

In sum, whilst we call attention to concerns regarding any lingering uncertainty under 
English law as reflected in the Tesco and Lehman cases mentioned above, individual models 
of holding should not be not relevant to perceived problems in the exercise of rights by 
ultimate investors. Rather, problems affecting shareholder rights within national systems by 
and large stem from: (1) whether and how intermediaries contract to carry out asset serving 
responsibilities; (2) how issuers accommodate the exercise of shareholder rights through 
intermediaries; (3) the administration of insolvencies of intermediaries; or (4) any continuing 
uncertainties surrounding collateral arrangements which could have unanticipated effects 
on shareholder rights.   
 
More fundamental potential problems affecting shareholder rights arise due to differences 
in national systems within the same holding chain, particularly if there are different 
applications of PRIMA within the chain or there are different rules around the effectiveness 
or priority of security interests or the recognition of the bona fide (“good faith”) purchaser 
defense on an improper disposition of securities. There is little any one jurisdiction can do 
about this, unfortunately, other than join an international convention that resolves these 
differences.   
 

Q3: Do you consider that the type of vote affects the extent to which ultimate investors can 
exercise voting rights? 

 
If so, do you have examples, or specific evidence, of this issue? 

 
ANSWER: 
 
As a general point, we do not consider that the type of vote affects the extent to which 
ultimate investors can exercise voting rights. 
 
However, it is important to bear in mind the two core processes, whereby voting can be 
effected, namely voting through the custody chain, and voting outside of the custody chain. 
 
Voting through the chain is the standard process for voting for ultimate investors that hold 
securities on a securities account with an intermediary. Voting through the chain involves 
the ultimate investor providing its securities account provider with a “notice of 
participation” advising how the ultimate investor will exercise its voting rights (attendance in 
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person, appointment of a proxy, details of voting instructions, etc). The intermediary will 
forward the “notice of participation” so that it arrives at the relevant issuer agent. 
Conceptually, this process is very similar to the standard process for corporate actions 
processing. Problems that may occur are not specifically linked to the type of the vote, or to 
the type of the corporate action. They are rather linked to specific features of the vote or of 
the corporate action (sequence of dates, such as the timing of record date and of market 
deadline, non-compliance with market standards, etc). 
 
Voting outside of the custody chain occurs when an ultimate investor contacts the issuer or 
issuer agent directly (thereby by-passing the custody chain). 
 
Voting outside of the custody chain is a non-standardised process, which, for example, is not 
covered by the Market Standards for General Meetings. 
 
Voting outside the chain is conceptually, and operationally, a complex process, whether or 
not the ultimate investor is the shareholder of record, and thus may be more vulnerable to 
problems arising out of more complex, and more demanding, voting events and corporate 
actions. 
 

Q4: Do you consider that it is difficult for ultimate investors to obtain confirmation that their 
votes have been received and/or counted? 

 
If so: 
 
(1) What is the impact of this? 
 
(2) Do you have examples, or specific evidence, of difficulties experienced by ultimate 

investors in confirming that their votes have been received and/or counted? 
 
(3) What could be done to solve these problems? 

 
ANSWER: 
 
We do believe that in many cases it is difficult for ultimate investors to obtain confirmation 
that their votes have been received and/or counted. 
 
One key reason is that the current version of the Market Standards for General Meetings do 
not cover the vote confirmation process.  Typically results are posted on company websites 
therefore there would need to be a proactive effort by clients and/or their proxy advisors to 
confirm outcomes. In addition, vote results published tend to be generic in style, i.e., only 
the total number of vote types received are available making it challenging to tie back to 
individual submissions. 
 
SRD2 sets out requirements for a vote confirmation process, and work is currently underway 
on developing market standards for this process. 
 
We believe that if (i) the SRD2 implementation in the UK ensures that SRD2 rights apply with 
respect to the ultimate investor, and if (ii) there is full compliance with the future SRD2-
related market standards, then these problems will be solved. 
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Q5: Do you consider that the rules and practical arrangements relating to the timing of voting 
affect the ability of ultimate investors to vote? 

 
If so: 
 
(1) Do you have examples, or specific evidence, of these problems? 
 
(2) What could be done to solve these problems? 

 
Yes. The rules and practical arrangements relating to the timing of voting do affect the ability 
of ultimate investors to vote. 
 
The critical issue is the positioning of the record date. The record date has to be positioned 
so that all ultimate investors with a position on record date can issue votes based on 
definitive positions fixed on record date. If this is not the case, then ultimate investors are 
obliged to issue votes based on anticipated positions. In the event that the anticipated 
position is not equal to the record date position, then there will be a problem with the 
voting instruction. The voting instruction will have to be cancelled, or amended, or a new 
voting instruction will have to be issued. If the record date is set two days before the 
meeting date, then such processing will have to be carried out on the day between the 
record date and the meeting date. Operationally, this is highly challenging for all parties 
(issuer agents, intermediaries, and ultimate investors), and in some cases this may be 
impossible, if, for example, the ultimate investor is located in a different country and in a 
different timezone. 
 
The practical solution is for the record date to be fixed before the deadline of the last 
intermediary in the custody chain (i.e. the securities account provider of the ultimate 
investor). 
 
In the context of SRD2, this means that the record date should be fixed no later than three 
business days before the market deadline for voting instructions. (This is based on the SRD2 
requirement that there be no more than three business days between market deadline and 
the deadline of the last intermediary).   
 

Q6: Do you consider that there are aspects of proxy voting which may affect the rights of 
ultimate investors in the context of an intermediated securities chain? 

 
If so: 
 
(1) Do you have examples, or specific evidence, of these problems? 
 
(2) What could be done to solve these problems? 

 
ANSWER: 
 
As a general point, and as set out in our answers to some of the previous questions, we do 
believe that the process for ultimate investors to exercise their rights associated with 
general meetings can, and should, be improved. 
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With respect to the claim in paragraph 2.22 that there are problems in relation to the 
complexity of intermediated securities chains, we note that, as set out in our answer to 
question 1, intermediated securities chains are a highly effective solution for the 
management of complexity and are not themselves the source of complexity. 
 
We believe that the use of the terms “proxy” and “proxy voting” is a source of considerable 
confusion. 
 
Fundamentally, there are three ways in which an ultimate investor can exercise its rights 
with respect to a general meeting. It can (i) attend the meeting in person, and at the 
meeting it can issue its votes. It can (ii) appoint another person to attend the meeting on its 
behalf, and that person can issue the votes at the meeting. And (iii) it can issue votes on the 
resolutions in advance of the meeting. 
 
With respect to securities held through the intermediaries, the core concept used by both 
SRD2 and by the Market Standards for General Meetings is the concept of a “Notice of 
Participation”. This is the authenticated message sent through the custody chain that 
advises the issuer or its agent as to how the entitled ultimate investor will participate in the 
meeting, and that, in the case of (iii), contains the details of the votes. 
 
The term “proxy” is used in the context of (ii) to designate the person appointed by the 
ultimate investor. It is often used in the context of (iii) to designate the voting process, as 
formally the votes at the meeting may be cast by a “proxy”, typically the company secretary, 
even though the “proxy” (the company secretary) has no discretion on how to vote. 
 
A “proxy advisor” is an entity providing voting advice to an ultimate investor. A “proxy 
agent” may be an agent acting on behalf of the issuer, or an agent acting on behalf of the 
ultimate investor and/or custodial intermediaries. 
 
Proxy advisors and proxy agents provide services to the relevant parties (issuers and 
investors) in order to facilitate the voting process. They are not themselves the source of 
complexity. 
 
As set out previously, the key requirements for eliminating problems associated with the 
exercise of rights associated with general meeting are (i) for the SRD2 implementation in the 
UK to ensures that SRD2 rights apply with respect to the ultimate investor, and (ii) that there 
is full compliance with the future SRD2-related market standards. 
 

Schemes of Arrangement 
 
Q7: Do you consider that the headcount test in section 899 of the Companies Act 2006 has the 

potential to cause problems in the context of intermediated securities? In what way? 
 

If so: 
 
(1) Do you have examples, or specific evidence, of problems arising out of the 

application of section 899 of the Companies Act 2006 to intermediated securities? 
 
(2) What could be done to solve these problems? 
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No answer. 
 
 
Investor’s Ability to Sue the Company or a Higher Intermediary 
 
Q8: Do you consider that, in practice, the no look through principle may restrict the rights of 

ultimate investors who wish to bring an action against an issuing company or 
intermediary? 

 
If so: 
 
(1) Do you have examples, or specific evidence, of problems caused by the no look 

through principle? 
 
(2) What could be done to solve these problems? 

 
 

We refer to our response to Question No. 2: we believe this is a function of effective “asset 
servicing” arrangements which can be addressed by contract.   

 
Q9: In practice, what, if any, are the benefits of the no look through principle? 
 

Please refer to our response to Question No. 2. 
 
Insolvency and Intermediated Securities  
 
Q10: Do you consider that the regulatory regime alone is sufficient to address the risks and 

consequences of an insolvency in a chain of investment intermediaries? 
 

ANSWER: 
 
No.  Please see our response to Question 2 above. 

 
Q11: Do you consider that there is merit in our reviewing the consequences of insolvency in an 

intermediated securities chain from a legal, as opposed to regulatory, perspective? 
 

ANSWER: 
 
The legal perspective should be considered in order to ensure it is consistent with any 
regulatory changes. As noted in our response to Question 2, a clear lesson learned from the 
financial crisis is that regulation and insolvency law must be considered and addressed 
together so they operate to protect the interests of ultimate investors in their securities by 
creating favourable conditions to do this both before (through regulation) and after 
(through effective rules for administration) an insolvency of an intermediary. 

 
Q12: Do you consider that the insolvency of an intermediary in an intermediated securities 

chain has the potential to cause problems? In what way? 
 

If so: 
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(1) Do you have examples, or specific evidence, of problems arising out of the 
insolvency of an intermediary in an intermediated securities chain? 

 
(2) What could be done to solve these problems? 

 
ANSWER: 
 
Yes: please see our response to Question 2 above.  
 
We would add however that to address the Law Commission’s concerns at paragraph 2.49 
regarding shortfalls arising because “assets are removed from the account through breach of 
trust, fraud, administrative error or poor record keeping”, it is essential to recognize the 
underlying purpose of the good faith purchaser defense. We note the Law Commission’s 
acknowledgement of the importance of good faith purchaser defense to market 
expectations at paragraph 2.75: as a result, the possibility of a shortfall – at least as a 
contingency – must be recognized and account for as a possibility.   
 
To address the Law Commission’s concern, we refer to our response to Question 2 in which 
we explain the need for establishment of effective “behavioural” enhancements to 
intermediaries’ record-keeping practices, which in turn may be required in customer 
contracts, through market practice and/or proportional regulation (if necessary).    
 
We also disagree with the Law Commission’s characterisation at 2.50 that shortfalls are 
“caused by the insolvency of an intermediary higher up the chain. . .”: the cause of a 
shortfall is due to something else.  The insolvency merely freezes the moment in time in 
which a shortfall is identified: insolvency may therefore crystallise a shortfall, but it doesn’t 
cause it.  

 
Q13: Do you consider that there is uncertainty about how assets would be distributed in the 

event of an intermediary’s insolvency? If so, how could this uncertainty be resolved? 
 

ANSWER: 
 
We have addressed this in our response to Question 2.  

 
Q14: Do you consider that there is a need for better education of ultimate investors about the 

risks of an intermediary’s insolvency, and a better awareness about the application of the 
Financial Services Compensation Scheme? 

 
What could be done to reduce the exposure of ultimate investors in the event of an 
intermediary’s insolvency? 

 
ANSWER: 
 
Both regulatory requirements falling on intermediaries and rules on insolvency of 
intermediaries should be reviewed periodically as conditions change over time.   

 
Q15: Do you consider that the application of a right to set off has the potential to cause 

problems in the context of an intermediated securities chain? 
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If so: 
 
(1) Do you have examples, or specific evidence, of such problems? 
 
(2) What could be done to solve these problems? 

 
ANSWER: 
 
Strictly speaking, no: set-off under English law consists of the right of a debtor - who is owed 
money by its creditor on another account or dealing - to secure payment for what is owed by 
setting this off to reduce the debtor’s own debt or liability.32 Set-off therefore is relevant to 
claims and obligations in respect of money, especially deposit obligations and loans 
(extensions of credit).  
 
The reality, however, is that securities custody is inextricably linked with deposits and loans 
as securities generate cash for their owners and may also be responsible for extensions of 
credit (e.g., where insufficient proceeds are available to settle a purchase of a security).  In 
such cases, a custodial agent (intermediary) may “set-off” in order to reduce its exposure to 
the customer.  
 
Moreover, setting off proceeds intended for purchases of course could cause problems if the 
result is a failed transaction.  This possibility will be addressed with the full implementation 
of the settlement discipline measures of the CSD Regulation.  
 
We suggest the Law Commission should consider whether restricting the right of set-off 
pursuant to CASS 6.6.6A R successfully balances commercial requirements of intermediaries 
with investor protection. 
 
It is important to keep in mind that “set-off” is not the same thing as “close-out netting”, 
which is a contractual right.  Further, an intermediary may also exercise security rights in 
customer securities to satisfy claims against the customer, which may occur following “set-
off” of the customer’s cash on deposit.  

 
The Good Faith Purchaser and Intermediated Securities 
 
Q16: Do you consider that the disparity in the way that purchasers of directly held securities 

and intermediated securities are protected by law has the potential to cause problems? 
 

If so: 
 
(1) Do you have examples, or specific evidence, of such problems? 
 
(2) What could be done to solve these problems? 

 
ANSWER: 
 
We assume this question applies solely to the transfer of equitable interests, in which case 
we agree with the conclusions of the Law Commission in 200833 that there is no good reason 

                                                
32 Goode on Principles of Corporate Insolvency Law, 5th ed, Kristin Van Zweiten, at 9-01. 
33 Restated at paragraph 2.74. 
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that good faith purchasers shouldn’t still be able to take purchased securities free of defects 
in title or other interests even if those interests are merely “equitable”.  Any disparity in 
effects indeed “cannot be justified on legal or commercial grounds” and potentially “gives 
rise to arbitrary and anomalous results”.  

 
Transfer of an Equitable Interest  
 
Q17: Do you consider that the application of section 53(1)(c) of the Law of Property Act 1925 

has the potential to cause problems in the context of an intermediated securities chain? 
 

If so: 
 
(1) Do you have examples, or specific evidence, of such problems? 
 
(2) What could be done to solve these problems? 

 
We have not envisioned such a problem as we are under the impression that the Law of 
Property Act 1925 should not apply to book-entry securities transfers34 since our view has 
been that the electronic records of the securities intermediary should be sufficient. 
However, we would support clarifying any uncertainty. 

 
Technological Developments / DLT  
 
Q18: Do you consider that distributed ledger technology has the potential to facilitate the 

exercise of shareholders’ rights and, if so, in what way? What are the obstacles to 
adoption of this technology? 

 
Are there any other jurisdictions we should look to as examples? 

 
ANSWER: 
 
There has been much analysis in recent years on Distributed Ledger Technology (DLT), 
including its potential benefits, issues and application in post-trade services. DLT would likely 
bring efficiency to the vote process via improved transparency and security. The current well 
known issues around opacity in the global voting market could potentially be allayed by 
providing the Issuer, Issuer Agent, Vote agent and Investor transparency within one eco 
system: DLT could enable parties to receive the same data at the same time with an 
auditable trail in immutable form.  We note that progress has been made across several 
jurisdictions in the DLT space in the post trade environment. 
 
The AGC is supportive of the development and deployment in innovative technologies which 
lead to enhancements in exercising shareholder rights. However, it is also important that 
market participants providing these services are able to meet their regulatory and legal 
obligations regardless of the underlying technology and are able ensure there are 
appropriate governance arrangements in place to protect shareholders and the safety of 
their assets.   
 

                                                
34 In this respect we are in accord with Benjamin, Interests in Securities, that this is the better view but agree 
with Yates and Montagu, The Law of Global Custody, that it would make sense for the legislator to use its 
power to disapply of section 53(1)(c) under Section 8 of the Electronic Communication Act 2000. 
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Legal and regulatory aspects 
 
As stated in the EPTF Report, any DLT based issuance would continue to need to comply with 
the applicable legal and regulatory framework. If there were a supportive applicable national 
or European framework, providing for an application built on DLT that would allow issuers to 
create their securities directly in the digital ledger along pre-determined formats. However, 
in a DLT environment, which by its nature is digitised and spread across different IT nodes, 
there may be uncertainties as to whether the ledger can be attributed to a particular legal 
entity or jurisdiction and thus about what the applicable law is.  
 
An additional complexity is derived from the question of legal qualification of the issued 
instrument as represented in in ledger (whereby the entry could be considered a mere 
accounting record or constitute proprietary rights or even contain the digital (tokenized) 
asset itself).  
 
Leaving aside company law restrictions, would an issuer be able to issue securities under any 
legislation and independently of the issuers’ location (as is possible from a technical 
perspective)? Further, at least regarding traditional financial instruments, other regulatory 
and legal barriers (e.g. withholding tax procedures) would still be applicable. 
 
Operational and technology aspects 
 
The setup of the UK post-trade industry is currently largely based on a legacy market 
infrastructure, and little has changed in recent years in terms of how different post-trade 
actors interact with each other; these include, for example, custodians, collateral managers, 
settlement agents, and central securities depositaries. As a result, there is often a lack of 
interoperability between market participants’ databases and systems, which has 
subsequently driven the use of siloed digital records of ownership. This, together with the 
sometimes long chains of intermediaries between issuers and investors, can lead to 
inefficiencies in areas such as asset servicing, for example, processes supporting corporate 
actions, shareholder identification, general meeting announcements and shareholder voting.  
 
In theory, DLT can provide an opportunity to overcome these inefficiencies through enabling 
competing market participants to share a common digital representation of record 
ownership of securities, while improving automation across asset servicing through the use 
of smart contracts. However, irrespective of how DLT develops and is potentially deployed 
by market participants engaging with securities, certain key processes, such as the notary 
function and custody, will still need to be performed by institutions which are governed and 
regulated appropriately. 
 
Summary 
 
The legal status of the issuance, execution, settlement and ownership35 of a security on DLT 
will need to be clarified, as would the legal enforceability of smart contracts supporting asset 
serving activities.  The creation of a parallel, DLT based system to track changes in 
shareholding at end investor level, while maintaining the current legacy systems for 

                                                
35 We note in this connection the recent statement of the LawTech Delivery Panel: “The task force states (at 
paragraph 99) that the “complex issues” that arise “will best be resolved by legislation, most likely following 
international cooperation” (emph. added).  See, UK Jurisdiction Taskforce, Legal statement on cryptoassets and 
smart contracts, November 2019, paragraphs 95-99. 
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settlement (as suggested in some studies), could lead to duplication of processes without a 
sufficient offsetting benefit.  
 
It also needs to be examined whether DLT is the most appropriate technology to solve some 
of these issues, or whether other measures leveraging existing technology could be more 
appropriate.   
 
It is therefore the AGC’s view that it is still too early to say whether the adoption of DLT will 
address current market inefficiencies in facilitating the exercise of shareholder rights as the 
application of the technology is still in its infancy, and there remains work to do in relation to 
the legal and regulatory framework underpinning these activities when performed on DLT. 

 
 
Q19: We welcome consultees’ views on, and any evidence of, ways in which technology in 

general might be able to solve problems in the context of an intermediated securities 
chain. 

 
The benefits of increased transparency around the proxy voting ecosystem include:- 
  

• Streamlining the process through technology should reduce or remove the incidence 
of mis- or un-counted votes; 

 

• Improved transparency around share ownership could reduce incidence of over-
voted ballots; 

 

• Streamlined vote processing could reduce errors and thus simplify reconciliations, all 
of which may enhance incentives to participate in shareholder votes.  

 

• In certain jurisdictions physical attendance is required in order to vote: in such cases 
technology would create efficiencies if the need for physical attendance was 
removed. 

 
 
Dematerialisation / CSDR  
 
Q20: Has the market started to prepare for the dematerialisation that would be required under 

CSDR? If so, what steps have been taken and by whom? 
 

Yes. 
 
 
Q21: Are there approaches in relation to dematerialisation in the context of CSDR which could 

be applied to the ultimate investors in an intermediated chain to provide ultimate 
investors with the same or similar rights as direct shareholders? 

 
No Answer – we have addressed this above. 

 
 
Q22: Are there concerns about imposing dematerialisation on long-term shareholders currently 

holding paper certificates, when they may not be confident users of technology? 
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No answer. 

 
Devolution 
 
Q23: We welcome comments from consultees as to whether there are aspects of the law of the 

devolved jurisdictions which we should be aware of given the work we propose in relation 
to intermediated securities. 

 
 No answer. 

 
Comparison with Other Jurisdictions 
 
Q24: What other jurisdictions should we consider and why? 
 

We do not believe other jurisdictions’ approaches need to be considered in view of our 
comments above.  No jurisdiction, to our knowledge, removes all uncertainty or solves all 
problems.  Inevitably, jurisdictions may take different approaches in part because each must 
make its own decision regarding how best to strike a balance between absolute protection 
and facilitating efficient capital markets activities.36 In our view, the UK, like any other 
jurisdiction, must strike its own balance, hopefully in accord with the requirements of SRD II.   

 
What Other Issues Should We Consider? 
 
Q25: We welcome suggestions from consultees as to other issues which arise in practice which 

should be included in our scoping study. For each issue, we would be grateful for the 
following information: 

 
(1) A summary of the problem. 
(2) An explanation of and evidence of the effect of the problem in practice. 
(3) Suggestions as to what could be done to solve the problem, and any evidence of 

the costs and benefits of the solution. 
 

Please see our response to Questions 1 and 2 in this respect. 
 
Impact Assessment 
 
Q26: What are the benefits – financial or otherwise – of the current system of intermediation? 

What are the costs or disadvantages – are there any problems beyond those we have 
highlighted above? 

 
We reiterate – as we wrote in our response to Question No. 1 - that the system of 
intermediated securities (also referred to herein as the “indirect holding system”) should be 
seen as a solution for ultimate investors seeking to exercise their rights and rather than as a 
source of problems. Under current circumstances this system enables “many” ultimate 
investors to be able to realise their rights in securities as against “many” different issuers in 
“many” different jurisdictions (i.e., across national borders). 
 

                                                
36 International efforts to put in place a Geneva Securities Convention, and EU efforts to put in place Securities 
Law Legislation, proved the difficulty of harmonizing approaches across different national systems. 
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Improvements certainly can be made in order to improve the ability of ultimate investors to 
exercise their ownership rights fully. The most important step that can be taken by the UK to 
do this is to support the establishment of the above-mentioned “Market Standards for 
Corporate Action Processing” and “Market Standards for General Meetings” together with 
implementation of SRD II.  

 
Q27: What could be the benefits – financial or otherwise – of ensuring the availability of rights 

and remedies to the ultimate investor in an intermediated securities chain? 
 
No Answer. 
 
Q28: What could be the costs – financial or otherwise – of ensuring the availability of rights and 

remedies to the ultimate investor in an intermediated securities chain? 
 

No Answer. 
 

As noted above, the AGC-EFC welcomes the opportunity to respond to this call for evidence and 

would be pleased to follow up on our response with a meeting with the Law Commission if 

requested.  

 
Sincerely, 
 
 
John Siena 
Chair, European Focus Committee 
Association of Global Custodians 




