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The concept of security entitlement in UCC Article 8

ISU KIM

Abstract
The basic legal model of securities ownership is that of the direct holding of
securities. Under direct holding system, the owner? interest is a direct property right.

But the concept of a direct property right is difficult to apply in the context of



indirect holding system. This is because under traditional legal principles commingling
fungible property terminates direct property rights of owners of the individual
commingled items. For the reasons of efficiency, depository that holds securities for
investors generally commingles them through omnibus customers account. And indirect
holding system is made up of various tiers, thus making the structure look like a
pyramid. Under indirect holding system mentioned above, an investor may have rights
against its immediate intermediary for the return of the same amount and type of
securities initially deposited; alternatively, the investor whose securities has been
commingled may have some form of co—proprietary interest with other investors in
the commingled securities bulk. The fundamental difficulty with the former is that the
investor becomes wholly reliant on the integrity and solvency of its immediate
intermediary. As a result, structures have evolved under which the individual
investors continue to have rights that are protected in the event of the insolvency of
the immediate intermediary. One model which has this effect is to treat the
commingled securities held for investors as a separate pool of property in which the
investors have some kind of co—proprietary interest. A few years ago, another wholly
new approach to create a legal structure which ensures that investors continue to have
property rights notwithstanding the commingling that arises from indirect holding
systems, but without using a co—ownership concept was adopted at Article 8 of the
U.C.C. in the United States.

Article 8 of the U.C.C. underwent major changes in 1994, after uncertainties in the
application of the old legal regime of the 1977 version of Article 8, which was based
on a direct holding system. had been revealed. The 1977 revisions to the Article 8
were made on the assumption that securities industry would move to uncertificated
securities (dematerialization) to resolve the mechanical problems created by the
physical delivery of certificates. But securities market solved the problems of
transferring paper certificates by virtue of immobilization, or indirect holding system.
The 1994 revision explicitly addresses the new market reality of the indirect holding
system. Revised Article 8 contains express definitions of key terms such as
?ecurities intermediary? ‘ecurity?and lecurities account?and also provides various
duties of a securities intermediary to its customers. The most important feature is
the introduction of the ?ecurity entitlement? Under this concept, an investor does not
have a traceable property right to a specific security located somewhere in a vault.
Instead, the investor has a package of rights and interests against the securities
intermediary with which the investor has a direct contractual relationship. A security
entitlement is itself a form of property interest, combined with a package of in
personam rights against the intermediary. Most importantly, the entitlement holder
does not take the credit risk of the intermediary. If the intermediary becomes
insolvent, its securities holdings corresponding to customer claims satisfy these claims
before they are available to satisfy the claims of general creditors.

In this paper, the pros and cons of the legal regime of the 1994 version of U.C.C.
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