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1 Introduction

This note discusses the possible relevance of issues being considered by the EU Legal Certainty Project to the
derivatives markets, both OTC and exchange-traded. Fundamental to the Legal Certainty Project is the notion that
there is uncertainty as to the law, and the effects of the law, applicable to securities held through a credit to an
account ("book entries'). Areasin which legal uncertainty may arise through holding of an entitlement in book entry
forminclude:

(i) the nature of the entitlement (property right, contractual, etc) and its classification (security, deposit,
etc);

(ii) requirementsfor transfer of, or creation of a security interest in, the entitlement;

(iii) issues relating to replication of the entitlement in book entries maintained by a different account
provider in a chain (eg effect of shortfalls, upper-tier attachment, ability to look-through to exercise
voting rights and other corporate actions, and set-off); and

(iv) theeffect of insolvency proceedings affecting the account provider.

These issues often arise because the "same" asset is perceived to be recorded in different accounts, maintained by
tiers of account-providers interposing between the issuer of the securities and the ultimate investor.

Entitlement to assets other than securities may also be recorded by book entries. This note explores the relevance of
issues (i) to (iv) above in relation to derivatives contracts and commaodities. The right of a person to be paid a sum of
cashisalso typically recorded in book entries. Cash is outside the scope of this note.

2. OTC Derivatives

Investment firms maintain records of their clients' positions in OTC derivative transactions such as swaps and repos.
Is such arecord of a derivative contract arecord of an "entitlement” to an asset existing el sewhere? In many cases the
firm will not have entered into a corresponding derivative contract in the market - the firm may simply enter into the
contract with the client, and there may be no "execution of the client's order" as there may be in the securities or
futures markets. In such a case the firm is in a sense the issuer of the contract "credited” to the client's account. In
other cases the firm may hedge or offset its position with its client.

On this analysis the contract itself represents no more than a contingent right to a payment, the amount of which (and
who must pay whom) will be determined at its maturity. The amount of the credit to the client's account with the firm
will be the marked-to-market value of the net profit/loss on the transaction; the "credit" may actualy be a debit if the
transaction has moved out of the money. Where there is a credit, the client's right does not "represent” any entitlement
against any person other than the firm itself. No third party would recognise the client as holding any entitlement
against it, and the client would not expect to have any claim against any third party (even if such third party could be
identified). If the firm were to become insolvent, the client would expect to have an unsecured claim againgt it, and
no claim against any third party. Only in those cases in which privity of contract can be lifted (contractually agreed
agency, for example) might these general expectations be confounded.
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Consequently, issues (i) to (iv) would not typically arise commercially in relation to OTC derivatives contracts. The
firm's records would not, therefore, be comparable to securities accounts maintained by an account provider any more
than other accounting records noting the identity of the firm's ordinary creditors.

Some derivatives contracts (such as forward sale contracts) require the delivery of a commodity or security at
maturity. The record of the derivatives contract in the firm's books is unlikely to represent an entitlement to the
commodity under common-law systems, since an ownership interest does not arise under sales of goods laws until a
specific asset has been allocated to the contract. A similar conclusion would be expected in relation to common-law
contracts for the future delivery of securities.

3. Futures contracts

Firms will commonly adopt a similar approach to recording exchange-traded derivative contracts entered into by the
firm on behalf of clients. The difference here is that the client's instructions will be in effect an "order" executed on
the client's behalf, so there is usually a second contract corresponding to the order, but existing between the firm and
its market counterparty.

While market rules commonly require firms to trade in the market as principal (thus replicating the contractual OTC
structure where the firm has hedged the arrangement agreed with the client), this is not invariably the case: clients
may have a direct entitlement against the exchange or CCP. However, there are differences from the record of a
securities entitlement, such as the following:

(8  Non-material nature. If aclient holds a long position (eg a contract to buy 100 lots of an index in 3
months' time at a price of EUR 10000), it can easily close out this position by entering into a short
position (a contract to sell 100 lots of the same index for the same delivery date at today's price,
which is EUR 9000). If it does so, the positions cancel out. There is no finite amount of "product”, so
that concerns about the effect of shortfalls on title do not arise’.

(b)  Margin. Exchange-traded derivatives aimost invariably need to be supported by cash or other
collateral ("margin"). If the client defaultsin provision of margin, its broker may close out the client's
position - in other words its entitlement will disappear.

(c)  Transfer. The market mechanisms for transfer are extremely limited. If a client wishes to acquire a
particular futures contract, it will instruct its broker to take along position - ie to go into the market
and buy. If a different client wishes to dispose of its contract, it will instruct its broker to take an
offsetting short position. Thus, no need for transfer arises unless the broker is insolvent or is
surrendering its market participation. Complex arrangements can allow clients to "transfer” positions
to other brokers, provided that margin is put up by the client to the new broker. It is difficult to
anal ogise these structures to transfers of securities.

Issues (i) to (iv) would seem to be very different for exchange-traded derivatives contracts by comparison with
securities credited to accounts.

4, Give-up Agreements

In some markets (typically futures markets) orders are executed by one broker and then "given up" for clearing? to
another broker. Entitlements to contracts subject to a give-up arrangement are no different from other derivatives
contracts as discussed above. The purpose fulfilled by the give-up agreement is to discharge the executing broker's
obligations to the investor and to create like obligations on the part of the clearing broker. Thereis no "transfer" of
the entitlement, and no centralised or other register on which a book entry is made representing the investor's
entitlement throughout the process.

! There are legitimate concerns about market abuse for physically-settled contracts, where a squeeze is applied and
the value of closing-out contracts rises as holders of short positions seek to obtain the product to satisfy their
delivery obligations, but thisis not a question about risk to title.

2 |In this note "clearing” means the process by which acentral counterparty becomes guarantor of the counterparty risk
on atransaction.
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5. Commodities and Emissions Allowances

A final question arises whether centralised records of entitlement to commodities, which may be relevant in the
context of exchange-traded commodity futures contracts, might raise issues similar to those applicable to book entries
of entitlement to securities.

One system where there is a centralised register of entitlement to commodities is the SWORD system. This is a
system operated for the London Metal Exchange, which is a record of bailees of warehouse warrants (possession of
which may, but will not always, entitle the possessor to delivery of the goods: LME warrants are not exclusively UK-
origin instruments). In an indirect sense the SWORD register is arecord of entitlement to a commodity. The system
depends on the common-law concept of bailment, does not purport to be a register of ownership of goods, and has
explicit rules which do not appear to have given rise to substantial issues of legal uncertainty.

Similar registers of entitlement may exist in member states in respect of emissions allowances created for the purpose
of Directive 2003/87/EC. Directive 2003/87/EC does not, however, prescribe alegal status for emissions allowances,
and the classification of them differs between member states and in some cases is undecided. For example, an
alowance may be a pecuniary benefit existing at the discretion of a state authority personal to the holder (like a tax
rebate) or it may be a species of transferable property. There is as yet no single settled protocol for holding or
settlement of transfers of emissions alowances. While it is possible that registers of entitlement to emissions
allowances share features similar to securities accounts or SWORD, in relation to a species of property in the infancy
of its existence no generalisation is possible.

6. Conclusion

"Settlement" of derivatives does not involve any different form of settlement from other transactions; athough at the
maturity of the transaction a cash payment or delivery of securities or commodities may be required. During the
lifetime of a derivative transaction, "settlement” (in the sense of effecting a transfer of entitlement to a contract from
one investor to another) does not occur, since the concept of transfer does not in practice exist other than in remote
contingencies, and even then "transfer” is effected by discharge of the "transferor's' contract and creation anew of a
contract in favour of the "transferee”.

Although investors may refer colloquialy to "derivatives contracts in my account” just as they refer to "cash in my
account" or "securities in my account”, there would appear to be little overlap between the concepts of entitlement
and legal questions that arise in the context of book entry securities and those relating to derivatives.

Dermot Turing
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