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32 The Law of Global Custody

: ated by the Financial Conduct Authority g
:isnml:rsxc‘: :nncsl mts ActyZQOO. the Client Money Rules! (CMR) g : c’ ra:nc.
apply (broadly) to moncy received or held from or on beh’alf of a chcm in the C()um)
of ‘gmgnated investment business: Or ‘MIFID business’ as appropriate?, Which .iﬁ
practice will include custody services. The general effect of the CMR s heai
a statutory trust over client money?, th!ls protecting it from ll"n‘c ms.olvcncy of the
custodian. However, an exemption 1S avm‘lable for relevant banks®, which wij| Incluyg,
st bank custodians. The bank exemption relates to money held by an 4
bank in an account with itself. It requires that the bank gives written no
client, which (broadly) warns it that the money 1S held by it as banker
wrustee. and will not be held in accordance with the CMR?,

comprise Chapters 7 and 7A of the Financial Conduct Authority (FCA) Cliep,
| m (CASS) in relation to cash held in connection With both non-MiFID business ang Q?ﬁg
business (and also CASS Chapter S in relation to cash held in connection with insurance Mediation
activity, CASS Chapter 11 concerning client money held by a CASS debt managemen firm, ang
CASS Chapter 13 which applies to a firm which carries on regulated claims management activity ang
holds client money). See further in Chapter 7, paras 7.81-7.126 below.

2 See the definitions in the FCA Handbook Glossary. (MiFID refers to Directive 2014/65/E

Ppmp"ialc
llCe o ‘hc
and ot ag

. U of
European Parliament and of the Council of 15 May 2014 on markets in financial ins e

| trumens .
for @ brief discussion of the impact of Brexit, see Chapter 1, paras 1.18-1.20). Dcsign;;cd

investment business includes safeguarding and administering investments for the purposes of g 4
of the Financial Services and Markets Act 2000 (Regulated Activities) Order 2001 (S] 2001/544)
as amended (the Regulated Activities Order) provided (broadly) the assets include ‘designayeq
investments’ as defined in the FCA Handbook Glossary. The definition of ‘MiFID business®
quite complex, but very broadly, means investment services or activities regulated by MiFID
implemented in the UK. For further discussion, see Chapter 7.

CASS Chapter 7, section 7.17.

4  An ‘approved bank' (CASS 7.10.16R(2)) or a ‘CRD credit institution’ (CASS 7.10.16R(1))
purposes of CASS Chapter 7. See Chapter 7, para 7.85 for explanation of these terms,

S CASS7.10.19R.

3.9 Some firms offering custody in the UK are not banks, and are
carry on the business of accepting deposits in the UK', Such custodi
not permitted to treat the credit balances of custody cash acc
them to their clients, but instead must hold such credit b
clients, for a number of reasons. First, non-banks will t from the debtor/
creditor principle as a matter of general law. Secon {u ent to @ that the
operation of a custody cash account otherwise thamefi a trust basi Id amount
to accepting deposits. Third, where such firms receive*or hold oney in the
course of designated investment business or MiFID busin@c custodians will
generally be subject to the CMR?. However, they will not béexempt from the CMR
as they are not banks (although custody clients who are either eligible counterparties’

. or rofessional clie ;-—f ‘,';«\ - W&?g%t’&%empmtecuon in a non-MiFID
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and the discussion in Chapter 7 para 7.27.
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. er’
cquivalent of this opt out in CASS Chapter 710
) E

A
pIv-

?Q
.\O

n @mscd 10
%e generally
% ebis owﬁ@
n trust ¢

-

2B
T

- 'Wa’m“wanwdyrdaum&pmvmgm
+ wm SECURITIES, BAILMENT AND To(jct
{ P00 Whereas eustody clients are generally willing (6 take cogsgig cp

’/, i“ $z y s '¢ ’ . . :
"" g e "fv‘heirmh BT, 1 '? 'TP““""C (O ensure that Securities ¢ cxj'" s
B ecuritics accounts are not at risk” in the custodian’s ; S5t

:;;

: ey P Tl ¢ ' o, n“)'vc . :
el ’ﬁ’fé gé‘crcduorsl The traditional characterisation of (pe cum:; : ‘:‘h:TMSC
; -'/?Lrﬂ‘,? | lbeﬂfef se?WUes‘ (at.ld other non-cash assets such as bullion®) is
of % o the client. This characterisation is based on physical Sy a8 the
SRRV oo 257 © SSion”,
'+ al laws and regulations should ensure that there is segregation of <t .
St %Waﬂ. and no possible claim on client e on of client assets from the princigal

assets in the
a similar event’: 1995 G30/ISSA Recommendations, Mmmm gfcs:mh”k’m‘f

1695 which cemives
ody'ass'ets bclongit?g 1o chents® 1o mah: . :h:r;m
hip rights, especially in the event of the firm’s insolvency’ n;
res a firm to ‘take the necessary steps ¢ et
with a third party are identifiable separately from ‘
and from the applicable assets belonging 4 e

to that third . DY means
1 o? the books of the third party or other equivalent ng“mbt}tu xfnc::

ponds deposited with Mr Hallett according to the receipt, for safe custody,

Butim, no doubt, an ordinary bailee”: Re Hallerr’s Estate. Knatchbull v Hellos
at 708, per Jessell MR. See also Kahler v Midland Bank {1950] AC 24, 119497

| Jr”‘%" Bank of England [1949] Ch 369, [1949] | All ER 946

> | "c. y"hctecleaﬂy relates to the possession or control of the certificates as physical objects™
N\ SWiss Bank Corpn v Lloyds Bank Ltd [1980] 2 All ER 419 at 431, CA. per Buckiey LI

15 ;ﬂmnce of banll}lent 1s the dehv.ery of possession, or physical control (as

‘opposed to the delivery of title, or ownership) by the bailor to the bailee’. Thus, the

"'ggggg'_qnf-has.-possession of the physical custody securities, but they remain

whed 1§y}&mclxent and are unavailable to the creditors of the custodian upon its

......

erson who voluntarily takes another person’s goods into his custody holds them as batlee of that
on (the owner)': KH Enterprise v Pioneer Container, The Pioneer Container [1994] 2 AC 324
o Al 0 EG MCKel\dﬂCk *Bailment’ (Ch 36) in H Beale (ed) Chitry on Contracts (35th edn, 2023,
L e .,.'@ Maxwell/Thomson Reuters), Section 1 — In General, para 36-001: ‘Possession of the goods
- is handed over to someone who is not their owner and that person (“the bailee™) is subject to cemn
. obligations in relation to the goods which obligations are owed to their owner (“the batlor™). At a
~ high level of abstraction, it can be said that bailment “denotes a separation of the actual possession of
~ 20ods from some ultimate or reversionary possessory right™; and para 36-003 “While it is true that
- ’!&'}Yii{nﬂmost cases, the bailor does consent to the bailee taking possession of the 2oods, cases

- can be found in which the bailor clearly does not consent to the bailee taking possession of the goads
- ‘ngllpcntls nevertheless found to exist (where, for example, the finder of a chattel 1s held o de a
- bailee notwithstanding the fact that the bailor was wholly unaware of the intervention of the baries.
And see also the famous classification of bailments in the judgment of Holt CJ in Coggs v Bermand

: ﬁ!"‘km of bailments. The first sort of bailment is, & bare naked baibment of ﬁ
ih ered by one man to another to keep for the use of the bailor; and this [ call 3 depositum,

R

K

15 that sort of bailment which i SR 's case. The second sort is, wika go0ds of
15 that sort of bailment which is mentioned in Southcote’s case. o maaodatem
?»:7.: M‘m useful, are lent to a friend gratis, to be used by hum, vy calh! “ur haikee W
because the thing is 1o be restored in specie. The third sortis, when goods are Ieft With (¢ /88 0
1be used by him for hires this s called locatio et conductio, and the lender s called locaree, and the
Domower conductor, The fourth sort i, when goods o chatels a delivred 18 el 812 0

10 b6 a security to him for money borrowed of him by the bailor; and this 1§ SEEE carmied,

-\‘ ‘.:(; \) '\';.:{‘\T\\‘\: T, e i/ : . ﬂ) wcwm Qkh\m !0& N
S8 AN Bnglish a pawn or a pledge. The fifth sort is when 20008 ers them 10
Of Something is dom p‘&boulmu\em for & reward to be paid by the person who delivess

11[8

-



son!sw!nnﬂmiudch\m of
about them gmh. without Mfmm

view of the custody relationship s challengeq

2 the electronic environment, the assets i, !h)c
in general comprise, not physical instruments, but intangibe
It will be argued bclow that intangibles cannot be the subject of possession, o,
therefore of bailment, and that for these reasons the natural characterisation of th,

contemporary custody relationship is as a trust.

313 A distinction should of course be made between the legal position, apg
what happens in practice. As was seen with the administration procedures fo
L.ehman Brothers International (Europe), it can take an extremely long time fo,
the administrators 10 redeliver client securities and client money (even thoyg
both are held on trust) 10 clients. There is however now the special procedure fo,
administration of ‘investment banks’ (as defined in the Banking Act 2009)", namely
the Investment Bank Special Administration Regulations 201 12, Under these
Regulations, it is important 10 note that the focus is on return of client assets g
the administrator has three main objectives, namely to ensure the return of cliepy
assels as soon as 1s reasonably practicable, to ensurc timely engagement with
market infrastructure bodies and the Bank of England, HM Treasury and the FCA
and to either rescue the investment bank as a going concern Or wind 1t up in the
best interests of the creditors. In particular, the administrator 1s entitled to deal with
and return client assets in whatever order the admmlstrator thinks best achieves the
return of client assets as soon as is reasonably pracncablc In the context of these
objectives, the administrator 18 glven the power to set a bar date for submission of
claims by clients of the custodian in relation to assets held by the clients with
custodian. Following the setting of a bar date, the administrator is required o mm
client assets to clients in accordance with the procedure set down by the I

Bank Special Administration (England and Wales) Rules 2011 ( 01,

The possibility of the bar date is significant, becausc as a result s of the

Regulations and Rules, the existence of a bar date has the co ce that

client assets returned to a client who made a claim pnor t atc canno:'%)
ho ma

recovered by the administrator or any other person, and
prior to the bar date 10 whom assets have been returnc un es
assets as against a client who made a claim after the b ate. In
claims by clients relate to client assets in an omnibus client acco custodian,
any shortfall of assets in that omnibus account which cannot 1edncd will be
borne pro rata by all such clients 4 but this is subject to the points in the preceding
sentence, therefore any client Wthh makes a claim after the bar date 1s more likely
(0 suffer loss as a result of a shortfall in an omnibus account. In many respects this

is quite a radical approach and treats the property rights of custody clients in much
the same way as contractual claims, permitting loss or reduction of property rights
where there is a failure to comply with a bar date. Moreover, in order 10 achieve the
objectives under the Regulations, the administrators may make a distribution plan
which varies the proprietary rights of clients to client assets, for example if (s
enables the l;etnmof ¢hent assets more qmckly, ubject to court approval®, therefore
ar aims of creditors by being held on trus

3 M ﬁl'ﬂ)lmvaljllbe -reqove_red in full by clients in the

such
\on, where

M‘

"  Custodian as trustee ~ the custody relationship

0 tities incorporated in any part of the UK, including England
W"ﬂlﬂ the definition does not solely refer 1o bank el and providing

: 1-' Ol 6 ﬂ“‘” iy
wk Special Administration Regulations 201 |

nt
the electronic s oment %
o’

')'Yr/ 7

, . (S17
.;_x_v':.’-“ ' ' 120117245), reg 1) and 2

» u .\.A g Bmk Special Administration Regulations 2011 (S1201 17245, regs

,, 11 and 12

e Wealthtek LLF (in s
ill R (in special administration) [2024) EWHC 2530 (Ch)

l‘

m“’ common law recognises both physical (or actual) and legal (

Legal possesswn has been described as the right 1o possess. %{ or civil)
basxs of possessmn 1s always fact rather than law because ‘the ;lT: el v}‘c
acm relauon £AICOnAIX @ pparent dominion [is] required as the fn:.xrcx:i: 1on

~" eged nght . The {::5 of constructive possession (discussed in Chapter 1)
oAt ion t thout direct physical control®. However, constructive

. ssion) 1s derived from actual possession, and therefore i
gible assets”. o

An Ess

' uds

»t(,

ssession in the Common Law (1888, Clarendon Press)

o‘)

nstructive possession is mainly concerned with matters such as
hysical assets are contained. %

ions of bailment seem 10 require that rranss
Pals almer on Bailment (2009, 3r§2dn S\xcctu:&o;:;f:ﬁ?w ~-:ms =S 1 :c
m hapter 30 ‘Intangible Property’ of the same work, which notes x;:n. p::qc:x:m
intthas developed in many directions’ since the conclusion in the second edinon of
 PalinereE Iment that ‘bailment is confined to tangible chattels” and "has no application ...
intah iblevprof y'. Reference is made in Chapter 30 to “the difficulty of transiating the socammf
a*i ®ent into situations involving non-matenal things’ but suggests that in principle bailment o
apgibles may be a possibility, although “whether courts are prepared to recognise intangibles as
mroper subject of bailment may well depend on the context in which that issue anses”. Consider
“also Re Lehman Brothers International (Europe) (in administration) [2012) EWHC 2997 (Ch) =
whlch ‘It was common ground between counsel that nghts properly classified m Enghsh faw a5
a general lien were mcapable of application to anything other than tangibles and old-fashioned
cextiﬁmd securities’, but Briggs J ‘invited the parties to consider whether the tme might have come
for English law to take a broader view of the matter'. In this case counsel rejected such invitation,
but the comments of Briggs J suggests that it is not certain that English courts would reject aa
| that a lien (and possibly therefore also bailment) may apply to intangbles. However, see
~ also H Beale (ed) Chitty on Contracts (35th edn, 2024, Sweet & Maxwell/Thomson Reuters), Oh 36,
~ para 36-001: ‘Possession is ... central to bailment: its essence involves the transfer of possession of
:achanzl to the bailee (or the acqmsmon of possession by him)' and Michael Bndge, Louise Guilier,
;‘l(elvnn Low and Gerard McMeel The Law of Personal Property (2022, 3rd edn, Sweet & Maxwell/
‘Thomson Reuters), Ch 12, para 12-005(1): “First, bailment is said to be founded on possessicn.
'.lndaed bailment nec&sanly forms a substantial sub-category of the concept of possession” As
stated in the Law Commission paper Digital assets: Fi nal report, 27 June 2023, para 2.48: “The legal
_concept of possession is traditionally limited to tangible things’, subject to the exception created by
the Electronic Trade Documents Act 2023 (in force from 20 September 2023) pursuant o which
pomsxon of an electronic trade document is possible.

315 As indicated above. the bailor client retains ownership of the bailed

| assets, which are not available to the creditors of the bailee in 1S insolvency. It
..the ‘computerisation of the securities markets precludes the characterisation of the
custodian as bailee, it is necessary to identify another basis on W hich to protect the
client from the credit risk of the custodian. Under English faw, the only available
alternative is trust. In relation to bailment, ‘It is almost universally agreed that no one

can become a bailee without possession of a tangible chattel’! and ‘A batlment PAsses

o seneral property in the subject chattel and cannct by itself make the bailee owner
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of the goods™, but in contrast trust property may be intangible since ‘any bro

. . pe ’
din trust'>. The role of the custodian has evolved far beyond its (ryq;,. " - B nment as a trustee. However, trustee suaryq ¢ he electronic
ctatus as a bailee!, The question arises, has it taken the law relating to bailmey, With  pcluding, importantly, the following. 8Al Consequences
it so that bailment may now relate to intangibles? Or h‘?s e k.:ﬂ .btf'lmcm behing 80 b -"“(’aan'amof the bankruptcy of an individual, assets hetd by the indiyi
l; t now the custodian is a trustee? In the absence of direct judicial authomy ( ' @’; .. 'm by Insolvency Act 1986, s 283(3)(a). In the cage of 3 Vidual 0n trygs g o e
tgi:m the views expressed by the Law Commission and the UKJT in the ¢op lcx?ndf W for the mh;s‘i:n .:‘:' t:us; as‘:;:'t; ::; in the gol:neral principle tha m;’; molvency, the sy,
. 875 §\ 0 S 0 ‘ In case law, See, for H% ownied by the ¢
the discussions of the legal analysis of digital assets™), it would be prudent to 4SS, N f:.,"},’,’..‘"mu Led (1970] AC 567, (1968] 3 WLR 1097, (10641 s A ER gy Lid iy
that the custodian, by moving into the electronic environment, has moved Into g New | [1975] ! szR (zl‘:qh([):n?(‘l’z lfcl o:t!:c Bt:: 634(’ T; well as cases discussed in 6;:‘-“7::»';67,0“ 77
: 7 f ll"‘”ﬁo“ ow, (Il § - noted that, as a 1 0 e g
legal category‘s' and 1S a trustee’. (hat relevant securities were held by the trustee or cww:i;a:o::"“' ﬂ:;;":‘" there is mﬁso::
. partic C ,
| Butseeparadldn3. inthe administration rmc?: ft;f Lehman Brothers Intemational (Europe), i¢ ":y"" £ h'mvrm
Sweet & Maxwell) : the insolve official to identify and redeliver the securities 1o the client, and e time for
’J N E Pllm. Palmer on Ba“mm (2009. 3“' Cdn. » para ‘|31, ) |34. and : “;dnﬂnis(ﬂwf'S dlS(ﬂbU“Oﬂ phﬂ mym Nﬂ“l the pmmm lmmo n marcmm
m3‘03‘0p203- "' \m3'13 mw,) mOf[’t Mm‘- ~
. : : 1-034, See also Tucker, L. Rrs Rt
3 Smell's Equity (2020, 34th edn, Sweet & Maxwell), para 2 + L, Brightyep :
J and Le Poidevin, N (eds) Lewin on Trusts (2020, 20th ;&: edecolz; ﬁ M;IX\\:“); and Hayton, 1y 318 First, und neral law the trustee is subject to a high level of impi;
Underhill & Hayton: Law of Trusts and Trustees (2022, RO LS uciary duti s the beneficiary, and it follows that the e s
A s ion under English 1aw. Agency is the fidu level of its fiduci - Custodian will wish
4  Note that holding as ‘agent’ is not a further option u - AZENCY CONCEpt of gpe carefully to € level ol 1ts Niduciary duties by contract!
person exercising the rights and powers of another (notably, to create contractual relations) o behalf R BRI S |
of such person. It is not a concept of holding assets on behalf qf another. l( an agent holds asseqs on 1 For n of contractual limitation of implied fiduciary duty, see Chapter 6
e s i e ooy [N 11 N
relationship is a form of fiduciary relationship A PP 96) but if ., Englistvlaw distinguish ' .
agent boleasscts for its principal, cases such as Burdick v Garrick (1870) 5 Ch App 233 ang Brlv:: cond guishies between two types of property interest:
v IRC [1965] AC 244 indicate that the agent 1s rcgarded.as !wldmg the asscts as trustee, Of Course, on Prope i SIS recognised by the general body of English | |
the facts the arrangement agreed between agent and principal may be different; for example, j; may | e leaal o gish law (common
SR T L e ol faw) gal intrests
hold on trust (Neste Oy v Lio X INE question, § : . .
which there currently seems 1o be no clear answer, 18 whe(hcr‘a custodian hplds ASSCLs as trustee a:; bTe mtefests are those interests recognised by the branch of Englisb law
carries out its other functions as agent, or the custodian is subject to the duties of a trustee in relagyq, as Equity.
to all of its functions as custodian. Arguably the distinction may be of little significance provided --.‘.V‘ '
the custody terms clearly define the extent of the custodian’s services, because the custodian igfiky,
to be spbject to a high duty of care whether holding assets, or providing services in con wi _ The law of trusts forms part of the law of equity. and the interests of
assets it holds. k) s | : ¢ | x h‘gﬁciaries tfndcr.a trust 1n the trust assc‘ts are equit;.blc and not legal. On this basis.
5 mm 1::1 gﬁmom?mm smfgmaﬁom mngg. 27 June 2023, 6 ‘Legal { . the afmpeth rty rights .mhthc t<‘:ustt’0c.lly p()l{tfolno of the client are equitable. This contrasts
’ ' wi ¢ property rights of a bailor client, which are legal.
6  The bailment analysis will still, of course, be available where the reley ts are p O
instruments and arc directly held by the custodian. % 321 Equitable ownership is as effective as legal ownership in addressing the
Interestingly, the bailment analysis was laid aside in the US inythe, preparation cVised custodian’s credit risk. However, where competing interests in the custody portfolio
Article 8 of the Uniform Commercial Code: ‘Relatively carly ra:fung progess, thedecision arise (in the event of fraud or double dealing), the priority of an equitable i '
was reached to eschew the approach of trying to sq malysis of t pertyWinterest o : A & .p tyl CQUIADIC Inferest 1s
of a person who holds securities through an intermed; ol legal con as bailment': ln some circumstances weaker than that of a legal interest’.
J S Rogers Policy Perspective on Revised UCC Article LR, June , M3 1 at 1496 ] The general principle is that a person acquining a legal interest in good faith, for value and without
7  Custodians who are trustees should not be confused with custodi for the purposes of notice of a prior equitable interest, takes the disputed asset free from the prior equitable interest
Public Trustee Act 1906, s 4(3). Statutory custodian trustees st property while leaving 5 : , ,
the administration and management of the trust to managing stodian trustees may be 322 Third, a technical requirement arises concerning the establishment of 2 valid
appointed in connection with a debenture issue, trust; this is discussed in the followin g paragraphs.
Trust

3.16 A trust is a legal relationship in respect of assets (known as ‘trust assets’)
_between (1) one or more persons each known as a trustee and (ii) one or more persons
-each known as a beneficiary, The trustee holds the trust assets on trust for (ie for the
‘benefit of) the beneficiary. While the trustee has technical or legal ownership of the
r iciary ha &@m&%g@gngpwnershnp.
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RgVL g R V7 R
- -t ’d. P ..-‘ ' - - Avdd A
% ) '1' 4 .v\‘?'-’ll" f‘:.. s '?_:"" \‘)“\. {.‘:% IA:?IJ/.‘

L e SN
317

—

Ti1ot Aacoate - w
-_'20!"".",1. y :
AT ;.‘.

G, MmN N ! SRR oy s ".-n"/'\\’ ) = o) = v e .

_ Trust assets are not available to the creditors of the trustee, and are (hus
protected from the credit 1
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THE ALLOCATION QUESTION!

323  The allocation question 1s a technical issue associated with the customary
Practice among custodians of holding client securities on an unallocated or fungible
basis.
I A large critical literature on this legal question has developed over time. For carbier discessioas
- S¢e D Hayton ‘Uncertainty of Subject-Matter of Trusts™ (1994) 110 LQR 335 § Worthington
- Sorting out ownership interests in a Bulk: Gifts, Sales and Trusts’ [1999] JBL 15 aad P Buks
‘Mixtures', Chapter 9 in Palmer and McKendrick (eds) nterests in Goods (1998, 2ad odn, ‘U\‘ii ;
- Of London Press). In relation to custody, see ) Benjamin *Custody: an ENGESh tM"\x}n}-\:l('\h 2
9 JIBFL 188 and Joanna Benjamin Inferests in Securities (2000, Oxford University Fressh, €2 <
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Poters Custody of Investments (2000, Oxford University p
R‘FA‘:&S&&;::&WS&WN in: Financial Markets Law .Commincc. paper *Issye Y
qu;&ty Interests in Investment Securities®, July 2004; Law Commission paper The UNIDROSY
Convention on Substantive Rules mMm lmcmx:dmtrd qflc)ul{‘(‘)'l‘cls‘ E U'.)dmpd Advice 1o el
Treasury’, May 2007, and Law Commission paper ‘The UN S ‘K\\cnum\ On Substantjy,
Rules regarding Intermediated Securities - Further Updated Advice to HM -rmSu’ry . May 2003,
with the conclusions in Law Commission papet Digital assets: Final report, 27 June 2023, naraq 7 .

10 7.53.

ess),

Fungible custody and equivalent redelivery

324 Custodial arrangements in respect of securities are in most cases fungible,
in the following sense. The custodian aggregates the holdings in securities of ,
particular issue which it holds for its various clients into one commingled holding
(*client holding’). In the case of securities held through a sub-custodian, the client
holding will usually be represented in the books of the sub-custodian by a designateq
client account in the name of the custodian. The client holding in securitics helq
through a settlement system in which the custodian i$ a participant will usually alsq
be held in a designated client account in the name of the custodian. In cases where
sub-custodian or settlement system is not employed, the client holding in registrable
securities will be registered (with a client designation) in the name of the custodian,
or its nominee and physical bearer securities will be physically held (and earmarkeq
for clients) by the custodian or its nominee. While the custodian’s house position! ip
any security will be segregated® from the client holding, there will in general be no
record of any allocation between clients in the books of the relevant sub-custodian,
settlement system, register or in the physical holding, as the case may be. The only
note of the respective entitlements of the individual clients within the client holding

will be in the books of the custodian. This arrangement is referred to in the followi
discussion as ‘fungible custody’”.

{
|  The house position is any holding by the custodian for its own account, beneficially own&l‘gy-&/
2  In the sense that the custodian maintains a separate account 1n its books to record t want of
securities held for the client, and maintains a separate account with its settle
sub-custodians in which are recorded securitics held by the custodian for its clicngz
U

y&linms and

t for wself,

It would be unusual (and impractical) for the custodian’s own assets to igd from cliegh
assets throughout the custody chain, since it is unclear how, for example, t e
a settlement system to maintain with its nominee or depositary a
assets held by the custodian for its clients.

3 Reasons for fungible custody include economies of scale, ad

- G

3.25 Thus, while it is possible at any time to determine how g@

of the individual
securities comprised in the client holding are attributable to icular client, 1t 1s

not possible to determine which ones. A corollary of fungible custody is that the
redelivery obligation owed by the custodian to each client is not an obligation to

return the assets originally delivered in specie, but merely an obligation to return
assets equivalent to those originally delivered.

326  During the 1990s a line of case law prompted a debate in the London legal

community concerning the impact of fungible custody on the trust relationship

between the client and the custodian, which debate is referred to in this chapter as ‘the

allocation question”. The allocation question concerns the possible legal difficulty in
i b e con .

asserting proprietary rights over assets forming part of the commingled pool or bulk,
here one cannot identify which particular assets within the pool
Urports é!”mqpli‘n!u}’ljlﬂhts:? N Aty &

m mstat
2. ".’rl‘&"\.s - .’ .,‘O‘J s
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Custodian as trustee — the custody relationship

in tha

{y
R ent for allocation

»
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. ,;"’ Th° d‘?c‘c"‘{onf::e:agg ::r!:lcr:’n'; the .Iaw'ﬁ INsistence that proprietary righss
" otbe acquired 1n ung g an um‘dc.nuﬁcd Part of a bulk until thes have
e parated by some suitable act of appropriation’ ! This requirement agpiics 1
: g:lw and in eqﬂi‘)" The .COIT.lmOTI law rule is well established in case law r‘f’:ﬂ::r"’)'“
| g sale of 800d52.. and 1§ given stat.utqry force in Sale of Goods Act 1;,79 'S"]i:e’
e pulein equity 15 ba:v»cd on the principle that a trust cannot be vahdly cva.i',h\h;d
ithout certainty of subject matter*. As Lord Mustill stated in Re 6o/

: S dr("P E.(I_'h/]nz(°
- ¢tmakes no difference what the parties intended if what they intend i« impossible as

{o'the case with an immediate transfer of [legal and equitable] title 16 goeds whose
dentity is not yet known.”* _

»
B
B
"

! ‘ R M je ‘Ownership and Qbligation in Commercial Transactions’ (1987; 103 LOR$I a1 4
5 Sce, for example, Heal

6
ett & Sons [1917] 1 KB 337, Re Wair (1927

Cedersplel & Co SA v(CF wigg & Co Lid [1957] 1 Lloyd’s Rep 240 Rlellfi:.d:if’;bg:n‘::
% ors) Lid ROFONPEEC 121, Re Goldcorp Exchange Lid (in receivership) (19951 1 AC "‘4
4 _;(Wlm]‘s WLR 2998[1994] 2 All ER 806, Glencore International AG v Metro Trading Ine 12001

1lovd's Rep f‘ .\ d HM Customs and Excise v Everwine [2003] All ER (D) 97 (a sale of ‘1.\:‘(5:

. muwd Aishing Re SIGP)'IIO{' Fletcher (see paras 3.33-3.34 below) 1o conc! claim

ude that the clam

sgarding the as¢ertained goods but failed in relation to the unascertained soods!

SUCCCCHC

Subject to section 20A below, where there is a contract for the sale of
yroperty in the goods is transferred to the buyer anless and until the oods

ed by the Sale of Goods (Amendment) Act 1995, s I(1) in response 1o Law

aper No 215) provides for title in ex-bulk goods to pass under a icnancy in Common
hase price has been paid.

vision relates to goods, and secunities are not goods but (generally) choses in action
are defined in Sale of Goods Act 1979, s 61(1) to exclude ‘things in action’

## Xnight v Knight (1840) 3 Beav 148
™ [1994] 2 All ER 806 at 814,

3.28 .A.c'éordingly, a trust cannot be created by the legal owner of a commingled

pool of goods who purports to transfer to another person equitable ownership of an
unallocated amount of that pool’.

1  SeeRe Wair [1927] 1 Ch 606. A trust of six of my cases of Chiteau Lafite 1961 where [ own 12 cases

1S void for uncertainty, while a trust of half of my cases of Chiteau Lafite 1961 is valid. But compare

~ White v Shortall 9 ITELR 470 (2006, NSWSC) where such an arrangement regarding shares was
. considered to be effective, following Hunter v Moss (see paras 3.37-3.41 below), and see also Re
 Lehman Brothers International ( Europe) (in administration); Pearson and others v Leiman Brothers

Finance SA and other companies [2010] EWHC 2914 (Ch) and Re LeAman Brothers International
(Europe) (in administration) [2011) EWCA Civ 1544

3-29 ‘Because, in fungible custody, the particular securities are not allocated t©
particular clients, some commentators have argued that the nghts of chents may
be'co_nﬁned (broadly) to a contractual right against the custodian, anising under the
Custody ‘agreement, to call for redelivery of securities equivalent to those onginally
deposued! If this were the position, the implications would be serious, both for
th° (f!ients and for the custodian. The client’s assets would be available to general
creditors in the custodian’s insolvency. Further, the value of the portfolio as collateral
Woul.d be reduced?. Fortunately, in the light of recent case law, the general view 1s that
f"“glbl§ custody is compatible with the protection of clients’ property rights i the
cust Ody portfolio under a trust relationship with the custodian, as discussed bn:'lm\. s
foteworthy that in one of the court cases resulting from the administration of Lehman
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3 had no difficulty in concludin
Brothers International (Europe)”, the judge g that g
held under custody terms (in that case as pnn of a prime brokcmgc a“gcm::‘s
were held on trust, even though the term ‘trust’ was not used in the agreemep, “\c
question of certainty of subject matter of the trust was not even raised,

! Sec Robert Ryan ‘Taking Secunity Over Investment Portfolios held in Global Custody: (1990) 1
JIBL 404.

lfﬂwdianhnmpommnﬂuinﬂnwmun value of such collatera] 1o
: mmndcpmduponmcaedhrklom\ewodwl.asweuuthuoftbeissmroﬂhe u:;‘c’,,‘;‘ ing

secuntics.

3 Re Lehman Brothers International (Europe); Lomas v Rab Market Cycles (Master) Fund 114 (2009,
EWHC 2545 (Ch).

The cases

330 Debate about the allocation question has focused on the following |ine of
cases.

Re London Wine (Shippers) Ltd'

331 This case concerned a wine importing company to which a receiver had been

appointed pursuant to a floating charge in favour of a bank. The company held wipe
in various warchouses. Most of the wine had been sold to clients who left the wine ip

the possession of the company’s warehouse agent. There was no segregation of any

wine crates or cases in favour of clients generally or any particular client. The chcm

had merely personal claims against the company for delivery of wine.
I Re London Wine (Shippers) Ltd [1986] PCC 121.

3.32 Judgment was given in favour of the receiver. This was on @s that lhc
had been no allocation to the clients: proprietary rights could not for w

of allocation or under a trust for want of certainty of subJ
@Vne except

ing stock of the
Awas given in favour of

claimed that they had proprietary interests in the wine. The receiver argued th &

Re Stapyiton Fletcher Ltd"

3.33 The facts of this case were similar to thOse of Re
that the wine intended for customers was scgregat
company. This difference was held to be crucial® and Judg

the claimants from the liquidators: “They will take as ten
| Re Stapylton Fleicher Lid; Re Ellis, Son & Vidler Lid [1994] 1 WLR 1181, [1995] 1 All ER 152
2 Rchdon Mue(wma)wum]rccm.

@ ,..Wcueutbeumpﬁon of the wine purchascd by the customers in a
; - M.' and lbemfl{l@lintenanoe of records within the company. Further
W fmﬂQ sell its ﬂock and uﬁcfy the customers from any other
case': per Judge Paul Baker QC at [1994] |

A . .
'.-.1'2'*'. Y-(f ;"OJ’.\.:‘.* '\'ﬂ . e AR
L4 ) \

'r- . .. ‘.

: - . u.
. v',’nl.'.' ;v f l‘ \ '

w’ﬂ* f,v m*’mm,, ll8llll200

5'77.!.& house po. \lnfa; )Hs.‘fv@ thOldlngs. this case
1”6 &(o)ma,f .uToc -..fc,’, "‘A»s jtwouldbeprudenllo

S T

Re @mﬂ orp Exchange Ltd (in receivership)'
‘mf |

GOIdcorp, a dealer in precious metals, agreed with e

,ui‘ocated customers’) to sell gold to them and with certain

ted basis. It represented that it would ses aside and hold a pool of
0

claims of the unallocated customers, but did n

ent and its stock of gold was insufficient to mccot! -
d customers. In a dispute between receivers a i
ing charge and unallocated customers, judgment waspgxpji?:f‘:

ar of tiiereceivers. The claims of the unallocated customers were held 1o be
v cohtraetual.

Cusiomers
o hold it for them on

in receivership) [1994] 2 All ER 806

distinguishes between ‘generic’ goods (the source of which
ecifiedpand ‘ex-bulk’ goods (which must come from 2 specified source):.
150 Q s claimants failed (both at law and in equity) because on the facts
: ated to generic goods?. If it had been a question of ex-bulk goods, the

i ni ght have been different’. Thus, it could be argued that, because custodians
'-w%_ AL house posmon from client holdings, fungible custody falls outside the

; : f: '. Q‘SOf the decision in Goldcorp. However, the judgment remains unclear on this
POl owhem 1§ it unequivocally stated that if client and house assets had been

s fvw, reg ategl, the interest of unallocated clients would have been proprietary. As Cooke
__;3' inderstated in the court below, ‘it is a difficult area of law’*

| fafg, )2 All ER 806 at 814,
;r;_‘z ]2AﬂBR806at814
‘f» w‘ 2AllBR806ﬂ820
4 Liggettv Kensington [1993] | NZLR 257 at 268,

?‘ Lo
"1"211?1,,,;% Moss'

';‘ @éﬂl_é’ "The ‘custody industry was therefore grateful for the decision in Hunfer v
L SS. e facts of this case were as follows. Moss was the registered holder of 950
- Shares | un a company with 1,000 shares in issue. Moss made a declaration of trust

over "tpercent of the company’s issued share capital in favour of Hunter. A valid trust
& x&f& theld by Colin Rimer QC, a deputy judge, to have arisen from the intention ©

“‘f.. atmst over 50 of Moss’s shares. Moss applied by motion for the judgment o
i b Lecalled to deal with the overlooked point that the trust failed for want of certainty
- ofs llbjecc matter.

ol wcrvuoss[lm] | WLR 934; affd [1994] 1 WLR 452, [1994] 3 All ER 215, CA.

i

‘ 5%‘* ‘QH°W°VCT. Rimer QC held that, in a trust over intangibles, the requirement for
“ertainty of subject matter does not apply.
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“The defendant did not identify any particular S0 shares for the pl
do so was unnecessary and irrelevant. All 950 of his shares carri

... Any suggested uncertainty as to subject matter appears to me t
conceptual rather than real and practical.’!

I [1993] 1 WLR 934 at 946, per Colin Rimer QC (sitting as de
days of mass production, many tangibles are identical.

aintify becayge 1o
ed identicg) rights
0 be thcorctical an&

puty High Court Judge), But i, the
e

3.39  The Court of Appeal dismissed the appeal on the erroncous ground thy; -
as a person can by will give a specific number of her shares in a particular o » Just
so equally she can declare herself a trustee of S0 of her shares in a particular comp""x
However, on death the settlor is divested of all legal and beneficial Ownership, 0‘}3":)'.
shares. In life she can only divest herself of the beneficial interest In shares when &
has done everything necessary 1o identify those shares to which she has rel She

INQuj
beneficial entitlement, namely when she has segregated 50 from those of Wl?ilcl;,sh,w
retains beneficial ownership. she

3.40  This decision has in the past been treated with some caution j

ey ke . N the legy]
community”. In particular, in the Court of Appeal, inter vivos transf

ommun CIS are
distinguished from testamentary transfers. On the particular facts of the case, )

- - . . . i‘
clearly in the interests of justice that a valid trust should be found in the abscnc: 2;
a contractual entitlement. The judgment, which was pragmatic, focused more on the
merits of the dispute before the court than the

wider principles of equity. There s
plenty of authority that certainty of subject matter is essential to a trust OVer a type of

intangible asset, namely cash at bank, which is not adequately dealt with in this cascz\

O

I See D Hayton ‘Uncertainty of Subject-Matter of Trusts’ (1994) 110 LQR 335,

2 See, for example, Mac-Jordan Construction Lid v Brookmount Erostin Ltd [1992] BCLC

also Re Jartray Developments Ltd (1982) 22 BLR 134 Rayack Construction v Lampeter

(1979) 12 BLR 30; Neste Oy v Lloyds Bank plc [1983] 2 Lloyd’s Rep 658; Conc
Co Lid v Colgan Ltd (1984) 29 BLR 120; Mills and others v Sportsdirect.com [

(Ch). However, these cases may be distinguishable on the basis that they relate t
bulk assets.

A purported trust created for value over an unallocated part of a poo
charge if by way of sccurity for payment of a debt: Swiss Bank v Lloy
WLR 201, [1979] 2 All ER 853; revsd [1982] AC 584, [1980] 3
[1982] AC 584, [1981] 2 WLR 893, [1981] 2 All ER 449. See
[1995] 2 BCLC 128 (Ch) and Edwards and another v Flighgli

3.41 However, in spite of these problems, Hu
in Re Harvard Securities', the Hong Kong case of CA Pacifi

and may appear to be good law. In Re Lehman Brothe

(in administration); Pearson and others v Lehman Brot Finance SA and other
companies [2010] EWHC 2914 (Ch), the analysis in Hunter v Moss was followed
and was not disagreed with in the Court of Appeal judgment (Re Lehman Brothers
International (Europe) (in administration) [2011] ENCA Civ 1544)*. Morcover, in

en followed
hite v Shortall.
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later 1w, it was stated that *The legal analysis apparent from the case law is that
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. R4 for mself', stating that the beneficiary was ensi Of the platnsiqy
.Lr M ’ : A .leﬂcdm‘ _ :
o S of afund ... for two different beneficiaries” The jud prng:,:: |

W of shares and the absence of a need 1o identify s
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tonal entitle Over the

ool W pidentifiable part of a larger pool) ent (rather than tha thers e DA

B been without its academic and i f.c.c ..

L trunter v Moss has not . mic

& %"“ on the grounds of uncertainty (o a trust of part of 5 mﬁiﬁ
ﬁo followed, in this country in Re Harvard Securities | 1997] 2

“". ., .5 ‘..‘V Mm' nor

K .“‘ 5 -~
.

i AY
| a2

:\\'. -.
"o”.‘l v

50. I propose to adopt it for the purpmofﬂnmhsw"cyh et
:ona{ (Europe) (in administration); Pearson and others v Lehman B he
companies [2010] EWHC 2914 (Ch). Briggs J, at paras 231, 233 -

ified v Tesco Plc [2019] EWHC 2858 (Ch), Mr Just Idyard
YoVt another v Wilkinson and others [2018] EWCA Civ ‘;Saulc,c;&n N m‘s' See
Y m v Moss and the Lehman Brothers case, there would not be an obstacle o 2 m’?(’;
#untiviged share of a holding of securities or of a credit balance on a bank account” (al e
1d not of course be regarded as suggesting that an undivided share of 2 commingied holding can
be held on trust, if the rest of the holding is not also held on the same trust, and in this case, it was
- concluded that there was no intention to create a trust over part of a business).

)
-

_,,l >

1
- Bl

itable tenancy in common

v v
- L

- \'
5 .
y
'

2 In the authors’ view, Hunter v Moss' may be (roughly) reconciled with
M “grdan 2 and the other cases referred to above relating to trusts over cash accounts.
b jﬁkih&the current position to be as follows. In fungible custody arrangements,

. " By
‘X aM \'-\“.v J..u'- -

_provided client assets are segregated from house assets, the requirement for certainty

\—J\‘ <3

NN

0 %}éct matter is not inapplicable; however, it is automatically satisfied by an
implied co-ownership arrangement, whereby the custodian holds the client holding
"r;gi‘)g_;si_ngle trust for all clients to whose accounts it has credited the relevant

- SRR ORE

- sect rity, as equitable tenants in common’. This analysis is consistent with the

g.t,’,}!,..__.__fcin:_Re-Stapylton Fletcher?, but not with that in CA Pacific’. It is submitted
tha _‘t!lé;laﬁer- 1s unreliable. It is also submitted that it should not be assumed that
ﬁ@‘-ethY property rights unless the client holding is segregated from the house
pos ﬁQﬂf;,ThUS, in collateral arrangements where the custodian is permitted to credit
e&“ntles 10 its house account’, it should be assumed that the client’s rights
,gerély contractual, so that she takes the credit risk of the custodian®, unless the

custodian holds on trust for both itself and its client(s)’.
1 [1993) 1 WLR 934; affd [1994] 1 WLR 452, [1994] 3 All ER 215, CA
e, .Q&jordan Construction Ltd v Brookmount Erostin Lid [1992] BCLC 330,
A C et e | . il R 27 June 2023, para 735 "We
< Sce also Law Commission paper Digital Assets: Final report, 27 | : SN
| . that the best way to understand the interests of beneficianes under such trusts are & 08

Off co-ownership in an equitable tenancy in common. ER 192
Re Stapyiton Fletcher Lid; Re Ellis, Son & Vidler Lid (1994] 1 WLR 1181, [1995] L AUER 132

4
4
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Pacific Ltd (in liguidation) (2000) | BCLC 4%, In lhls.casc It Was conclude :

3 ﬁfgm nll\l\'f o”: "s;:h sccuriti?:s permits the cl?cnt to retain a proprietary jntcm st in ‘h‘c‘:‘\:\u}:htht
the need for appropriation’ but that it was ‘difficult to infer a ienancy-in-commeon’, ( Althe Ot
note that CA Pacific was cited with (apparent) approval in the judgment in Re Lehman Bmuugh
International (Europe) (in administration); Pearson and others v Lehman Brothers Fiy, AACS 1ery

other companies [2010) EWHC 2914 (Ch), see paras 231 and 233.) SA ang

&  Without such segregation, the assets would be generic and not ex bulk, and therefore OUtside
scope of Re Stapylton Fletcher and related cases. the

7 Forexample, under prime brokerage arrangements.

&  See Re Lehman Brothers International (Europe); Lomas v Rab Marker Cycles (Master ) Fung
[2009] EWHC 2545 (Ch), at para 54 ‘it is well established, in particular in commercial rcl.'monshiL id
that the presence or absence of an obligation on B (the recipient) to keep the property separqe frps.
its own property is a powerful indicator of the presence or absence of a relationship of tryq % s
beneficiary between B and A. By contrast, the existence of a right in B to mix the fungible Pro =
of one beneficiary with the fungible property of another beneficiary in a single fund has never hc":ﬂ y
powerful contra-indication against the existence of a relationship of trustee and beneficiary hegy, o
B and A'. And see J Hudson, B McFarlane and C Mitchell Hayton, McFarlane and Mudu»uccn
Equiry and Trusts (2022, 15th edn, Sweet & Maxwell), paras 16-147, 16-148 and 16-150 (the comc(m
is the discussion of Quistclose trusts of money, but the concepts are of wider application): 5

“There must be an intention 1o create a trust on the part of the transferor. This is an objective question
It means that the transferor must have intended to enter into arrangements which, viewed objectivel
have the effect in law of creating a trust. In this respect, Quistclose-type trusts are no differen froz;
any other trusts. ... where it is not demonstrated that money apparently advanced by way of logy i
not 1o be at the free disposal of the transferee, the ordinary consequence is that the money becomes
the property of the transferee, who is free to apply it as he chooses, leaving the lender at risk of hi
insolvency. This is the true default position, in which the transfer of the legal title carries with it the
beneficial interest.”’

9  Asin White v Shortall 9 ITELR 470 (2006, NSWSC).

Two lines of cases

>

3.43 Anadvantage of the above ‘tenancy in common’ approach is that if re
1o

the cases relating to the allocation question with another line of casc%‘
mixing.

the acquisition, by the purchasers, of proprietary interests in formin ma%
a fungible pool. In all these cases the mixing of the w nedates thc%gablc
ownership of part. $ »

3.45 Another line of cases establishes the principle, based on R@aw. that where
the goods of different owners are mixed together so that they ca separated, the
owners will hold the commingled goods as tenants in co In these cases, the
mixing of the whole predates the possible ownership of part. These cases concern

3.44 The issue under consideration in the allocation casc%d@% abox%@Q

the preservation of existing proprietary rights, as opposed to the creation of new ones.

1 S&Budky v Gross (1863) 3 B & S 566, 122 ER 213; Spence v Union Marine Insurance Co Ltd
(1868) LR 3 CP 427; Indian Oil Corpn Ltd v Greenstone Shipping SA, The Ypatianna [1988] QB 345,
[1987] 3 WLR 869, [1987] 3 All ER 893; Glencore International AG v Metro Trading Inc (2001]

:uqydskep 284; and ABFA Commodities Trading Lid v Petraco Oil Co SA [2024] EWHC 147

erational complexities of settlement are such that it may
e which part of a client’s custody portfolio is governed by
' '?%’-.&‘ :‘ :}~.> NN e T G .

- \ihatsuch determination 15
b’*mﬁ;ﬁéin any event, and tha the
X ¥’ 5% o Ao O

dé"c i

p 4 . Iaf . '
< the allocation question: is there sufficient certainty o Underlying securitie
ﬂiesmb“sh a Valid trUSt? As discussed abOVC, the natur
‘to e . ’ .

"m;:bwf all the client securities of a particular type in favour of

Custodian as trustee  the custody FEIOUONShID in the o

:‘j,"wc ' ld"Oﬂ’

,m'relatlon to the custody securities portfofi. it
the credit risk of the custodian. The rr.

10 the allocation
our of each chient
dentify one global
all relevant clients

s tenants in common'.

1on. Martin Dixon, Janet Bignell and Ni

roperty (2024, 10th edn, Sweet & Maxw 9 . ~
on.pe xwell), Ch 12, Part | Joint Tenancy and

‘ nancies in common should not create any admin
: . minist —r
Gdngxoml and automatic, and 2 rative: difficuity,

does not require any practical step 10 be 1aken

¢ uirement under English law for a valid trust is certainty of
wen that English law looks at the substance of the intention of the pa.;:tics,

ather thamsimply the title of the document, the absence of any reference to a trust
e \@. Agreement 1s not an obstacle to the custodian holding the custody assets
{rust. This was made clear in a case arising out of the administration of Lehman
&

.\,‘ ers International (Europe)' where the judge concluded there was a trust as a
feSult of a clear intention in the agreement that the client retained ownership of the

relevant securities.

I In Re Lehman Brothers International (Europe); Lomas v Rab Market Cycles (Master) Fund L
~ [2009] EWHC 2545 (Ch).

2 In this case, Briggs J stated that ‘Where an entity (“A™) transfers legal title to property 1o another
~ ("B") pursuant to a detailed written agreement, the question whether A has retained some proprietary
or beneficial interest in the property transferred depends upon the parties’ deemed mutual intention,

on the true interpretation of that agreement’. Based on ‘the parties ... use of the words “custody”

and “custodian”, and by the phrases ... “belong to the Counterparty” and “do not belong to the
Pame Broker™ Briggs J concluded that the parties had ‘used the clearest language to display thew
intention that securities held by the Prime Broker for the time being continue to belong beneficially

to the Counterparty’. Moreover, even where securities were held in an omnibus account so that ‘the
pmpncmy interest of any particular Counterparty is to a rateable share in the fungible account

| mh" than in particular securities in that account’, he considered that ‘there is no reason ... why
Mimcrest should not be recognised as proprietary, or that the obligations of the account holder

- (be It as custodian or sub-custodian) are those of a trustee.” Briggs J also stated that he regarded the

- Wording quoted from the agreement and the provisions prohibiting the mixing of chent secunbes

- with securities of the custodian or sub-custodian ‘as powerful indicators in favour of the recogmbion

~ Of the creation of a trustee/beneficial relationship between the Prime Broker and Counterparty i
flt}ation to securities’. In addition, in Re Lehman Brothers International { Europe) (2005 EWCA
Cw 1161, where the Court of Appeal refused to allow a scheme of arrangement W hich would Y

o the rights of beneficiaries under a trust, the trusts in question were established L{ndf:f ponx t“*“‘
~ 8greements and custody agreements, and there was no suggestion that the rights of clicals under such
~dgreements to assets held for them by Lehmans were other than as beneficial interests under 3 rust.

3'4:1 ~Inthe interests of legal clarity, it may be prudent 1o include express wording
In the cy : :

: . vy " T s BN “ \\‘ in
~ Sl_Ody documentation to confirm the existence of such Lquuabln (CNANCICS

- SOmMmon among the custody clients over the commingled client holdings.




SHORTFALLS

350 Evenifatrust

custodian, the client Wi

it by the custodian.
“Shortfalls in custodial holdings may develop for a mm.\bcr of reasons, includin8
the failure of trades to settle as anticipated, poor accounting CONLrols, or intentiop,
fraud. The shortfalls may be temporary Of long-standing, Allocation of the risk of

loss from & shortfall will vary depending on the circumstances under which ype
<hortfall arose. Of course, if the custodian is solvent, no real problems arise; j,
may either replace the missing securities, or pay damages, or both. However, if the
custodian is insolvent, or the shortfall arises from fraud or insolvency on the part of
a sub-custodian or CSD, the investor’s risk of loss may be severe.’!

Bank for International Settlements Cross-Border Securities Settlement (May 1995, Basle), p 20,

or similar arrangement is recognised in the Insolvency of
11 still suffer loss if there 1s a shortfall in the securi

Shortfalls and commingled accounts

351 A risk associated with commingled custody accounts is that shortfa)

attributable to the business of one client may be borne by other clients sharing the
account. Where client-specific segregation is not offered, therefore, clients may

wish to know whether the custodian engages in practices which heighten the risk of

shortfall.

3.52 One source of shortfall risk is presented by security interests in favour of

intermediaries in the global custody chain, such as sub-custodians and settleme
systems. For example, if a global custodian becomes insolvent, a sub-custodian m
enforce a lien over the client assets it holds for the global custodian in respéc

unpaid fees’. ,

A

|  The possibility of this is now limited where the custodian is fggulated by the FC
of the grant of liens and similar interests of over client securities, and the use of

triction

the account of the firm or any other person (see Chapter 7, paras 7.62-7.(?5% {xh():o::eduq 0
o with) t

Business Rules (COBS) still require a custodian to inform (but not agr | ) the gli
(for all categories of client) of ‘the existence and terms of any securi rlien whtc .- @
has or may have over the client’s designated investments or client piOngyyer any right pfescloff |
holds in relation to the client’s designated investments or client m sitafy
have a security interest or lien over, or right of set-off in lﬁ )
(COBS 6.1.7R(2) and see similar requirement for MiE $ in C’OBS 320}
Also, the CASS rules require a custodian to obtain ‘ex rior consent f to the use 0
such client’s assets for the benefit of other clients, for ¢ in the cont settlement from an

omaibus client account (CASS 6.4). See further Chapter 7, para 7.70).
S‘ucﬁon of liquidator’s

2300 SRR B, genty T
| r; ..... .‘ 0 = rce . )”‘ﬁal‘Sh‘Ol‘tfau‘tlSk lS‘the . |
' | oy £ p;;v tment Consultants) Ltd" established the
e :
> | i‘f'::/:';'{?'?-";/'. s of the insolvent comp. y,;'aremsufﬁcxent to meet the
costs in administering property held on trust by the company forits clien,

of the trust assets”. This princip
ere the custodian does not hae

"

L
.

o‘.[,

—'; “
. ’
gt o4 ." \erx~

e custody business have

. : - -?a San)
1 M1/’ 9 1 heare NN ’ ) L 1O , :
(S own, and wnere adcquate reCords UL Uiv

AN CE =) - TR ey e 1 ,!},'~°‘o~°' 1 ’
icant work is required to clarify the entitlements of clien's
.-

”..|:.":/".!trr 'I( g%

-
'.'\'
™ . a

2007] All ER (D) 123, Eason a7

) oo\,
. e \' - 5 - A e - 2N o Jo o “="vl » P P . TR b rea o S Fr N .
¥ ‘,,";(‘:.'-.'_ ) ‘}»\,L" & . ‘.'}".‘f' ) e :/-,J‘ > AiS0 KKe dpor .f,)"',f'»‘!’_! ng v / .':’__’,.’_.’.’,,?' égd Kﬁ‘ [2024]

\ TN S G A SR A L e 2 e P X " ",.(“/‘ LR S RS e s B S L ey o
another v Wong [2017) EWHC 209 (Ch) and Re Wealthtek LLP (in special administration)

'y 3 v

Lwne ouo

‘. > v ..

b

- i" 49
i 3 s LN

.‘.’,

ICS helg for

1 within a reasonable period'. Contractual settlemeny a

.J : . y ‘L
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o = commingled securitics account, the following risk

Mounts (o the lending
offered in connection

ST rises. If
‘f-&ﬁ{mctually settled, the client is free to sell them to a thirdapgg;d;?c r:
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“ponds 15> > ent’ ! 12
B e yes the client's holding at zero and the original trade fails, the custodian
Further, as the contractual
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the credit entry without causing a shortfall,

Jait & D - : he other clients of
1stodian gpc bly without their consent or knowledge. Such arrangements mav

l d,. 1Land in breach of CASS requirements.
ual settlement in markets where they are confident of umely settiement

to lend and borrow such assets, as well as taxation 1SSUes.
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oe‘ortfall

z ®
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