INVESTMENT SECURITIESIN MEXICO

Overview

The following summary of Mexican law and practice on the pledging of de-materialized
investment securities illustrates the difficulties, and some of the successes in adjusting Mexican
commercial law to the present practices in sophisticated financial markets for investment
securities. Mostly the problems are conceptual: How to square the novel Article 8 concepts of
security entitlement and control within traditional civil law categories such as rights in rem, ad
rem, in personam, as well as fiduciary rights and duties. The increasingly widespread use in
Mexico (and other Latin American countries) of the guaranty trust offers an intriguing possibility
because it is in theory usable for corporeal things as well as incorporeal rights, it fragments
ownership into different types of title, it provides protection against creditors’ rights in
insolvency and bankruptcy and creates rights in personam against fiduciaries as principals or as
agents or intermediaries. Nonetheless, much empirical and analytical study needs to be
undertaken. Hopefully, this summary of Mexican legal developments will stimulate parallel
analysis for other Latin American jurisdictions.

This summary broadly outlines aspects of Mexican law, applicable to the transfer and
pledge of securities held in an indirect holding system that could benefit from aligning with
current trends occurring in the international arena. Nearly four years ago, the National Law
Center for Inter-American Free Trade (NLCIFT) in association with several organizations in the
United States such as the American Law Institute (ALI) embarked in a project analyzing the
level of consistency of the rules on transfer and pledge of investment securities under Mexican
law with certain principles adopted by countries actively involved in international securities
markets. In conducting the study, the NLCIFT consulted with leading practitionersin Mexico as
well as with entities involved in the Mexican securities market such as the central securities
depository (the Ingtituto para el Depodsito de Valores or Indeval) and the Mexican Stock
Exchange. The NLCIFT study identified certain aspects of Mexican commercia law that had
room for development in the area of transfer and pledge of securities in the indirect holding
system. The conclusions of the study were shared and analyzed with the Mexican Comision
Nacional Bancariay de Valores (CNBV).

Since the conclusion of the NLCIFT study, either in the way of law reform, through
reform bills that currently are under discussion at the Federal Congress, or by actively
participating in international conventions on these topics, Mexico is advancing towards
consistency both with the principles mentioned in the preceding paragraph, and current trends of
the international securities markets. This paper draws on the NLCIFT study to reflect current
changes under Mexican law and to signal certain aspects that would benefit from increased
consistency to rules and practices widely adopted in leading markets around the globe.

l. The NLCIFT Study and the “Four Principles”



Traditional commercial laws were designed to govern the traditional direct holding
systems of securities'. In looking at the experience of the United States securities market and
measures adopted by other countries, the drafters of Revised Article Eight of the Uniform
Commercial Code® realized that there are four fundamental principles that commercia laws
should embody to substantially reduce systemic risk within the modern securities markets where
securities are held through many tiers of intermediaries.

The NLCIFT Study recommended the implementation of these four principlesin Mexico.
Below is a brief description of each principle and of where does Mexican law stand in
connection with each one of them.

A. Principle One
Principle Oneis described as follows:

“Interests in securities held through multiple financial intermediaries should be defined
by the legislation or otherwise interpreted as a type of interest in a pro-rata portion of the pool
of securities or interests in securities held by the intermediary with whom the interest holder has
a direct contractual relationship evidenced solely by the interest holder ’s account with the
intermediary, and not as a traceable property right in individual securities or a mere contractual
claim”

In accordance with this principle for example, Revised Article 8 defines the interest held
by a secured creditor or investor through afinancia intermediary as a “security entitlement.” A
“security entitlement” is not a specific property interest in securities; rather it is a sui generis
from of property consisting of certain rights by the entitiement holder and the corresponding
duties by the securities intermediary. It is a combination of property rights and contract rights
that result from an undertaking by a person to provide to another person the rights that constitute
a security.

Revised Article 8 defines security entitlement as “both a package of rights against the
securities intermediary and an interest in the property held by the securities intermediary.”*Under
Mexican Law, an investor’s interest in securities held through financial intermediariesis actually
interpreted, either as a traceable property in individual securities or as a contractual right vis-a
vis the market intermediary. This ambivalence does not alow market participants to determine
the substantive law in advance, and it generates an atmosphere of uncertainty in the market.

A discussion of both propositions and their limitations follows:
1. Right of the Securities Holder as a Personal Right

The argument that the investor holds a property interest in the securities held through an
intermediary is based upon the character of the relationship between investor and intermediary.

! See RICHARD SMITH & PAUL SHUPACK, A New Article 8 is Ready and Needed in New York, 1996.
2 Hereinafter Revised Article 8
3 Comment 17 to Sec. 8-102 of the Uniform Commercial Code.



In the Mexican Stock Market, the relationships, activities and operations engaged in by an
intermediary on behalf of its clients are governed by an agreement entered into by the investor
and the intermediary known in Spanish as a contrato de intermediacién bursatil.* Pursuant to
article 90 of the Ley del Mercado de Valores (LMV), this agreement confers on an intermediary
a general authority to perform various functions on behalf of its client in exchange for afee. At
the same time, under Mexican law a contract that confers authority to enter into commercial
transactions on behaf of another is known as a “Commercial Agency (comision mercantil)
contract.”™ In this sense, a contrato de intermediacion bursatil is basically a commission
contract. A “comisionista’ (agent) is obligated to perform certain commercial transactions in its
own name but on behalf of another in exchange for afee. Since a type of commission contract
governs the investor/intermediary relationship, the intermediary is an agent/principal relationship
where the principal is the investor. The intermediary holds the securities on behalf of its client
and is not permitted by law to dispose of the customer’s property. Therefore, ownership thereof
is not transferred to the intermediary.

2. Right of the Securities Holder as a Property Right

The legal nature of the right of the securities holder is not completely clear in the law.
According to article 78 LMV Indeval must issue to those intermediaries for whom it holds
accounts nonnegotiable receipts representing securities held on behalf of each intermediary.
These receipts are then coupled or matched with the intermediary’s internal list of customers for
whom it holds the securities represented in Indeval’s receipts. Under Section | article 78 LMV,
matching both records proves that each customer has title to the securities allocated to her
account, and if the securities are shares of stock, the customer is thereby entitled to be registered
as shareholder in the issuer’s records. In this sense, article 78 LMV seems to indicate that upon
matching Indeval’s receipts with the intermediary’s internal records of accountholders or
customers, each investor would be considered as having a property right on, or title to, a certain
number of securities.

In view of the above, a strong argument supporting the position that the investor has a
property interest in the securities may be made. However, the investor or securities holder does
not always hold a specific, identifiable asset. The securities are deemed fungible goods. Such
legal characterization is set forth in article 71 of the LMV which reads “The securities
depositories will replace the assets deposited and will return to the depositor securities of the
same par value, class and kind as those securities originally deposited.”

Nevertheless, as discussed above, one may argue plausibly as well that an investor’s right
vis-a-vis the intermediary should be characterized as a personal right. The characterization of an

* The relationship between a brokerage house and its client is broadly regulated in arts. 90-103 of the Ley del Mercado
de Valores [Securities Market Law].

® A comisién mercantil agreement isacommercial contract under which a commission merchant or agent, known as a
comisionista, usually a professional, is obligated to execute certain commercial transactions under its own name, but on
behalf of another, in exchange for afee. The agent must act in accordance with the principal’singtructions. Inthe U.S,,
thisis known as an agency contract, the agent will equal the Mexican comisionistawho will act on behalf of the
principal. Mexican law permits the agent to act in a discretionary manner if so authorized by the principal. In order for
an agent to perform its obligations, the principal must pay the necessary resources and pay the agreed fees.



investor’s rights has a profound impact in the event of an intermediary’s reorganization or
bankruptcy.

In this sense, Mexican law could benefit from characterizing investor’s rights more
specifically and adopting a definition along the lines of that recommended by principle one.
Redefining Mexican law in this way would be consistent with the way an indirect holding system
of securities operates as it would add legal certainty and finality, which among other best
practices, constitute the cornerstones of a strong securities market.

B. Principle Two
Principle Two is stated as follows:

“Investor s interest should be protected in the event that the intermediary becomes
insolvent .

The pool of securities or interests in securities held by an intermediary to satisfy the
interests of its accountholders should be protected against the claims of the intermediary’s
general creditors.

Mexico underwent a fundamental change in reorganization and bankruptcy law since the
conclusion of the NLCIFT study. On May 12, 2000 the new “Ley de Concursos Mercantiles”
(Reorganization Law) was published repealing the prior Ley de Quiebrasy Suspension de Pagos.

Under articles 20 section VIII and article 56 section V111 of the LMV, the bankruptcy of a
brokerage house and of a central clearing depository (such as Indeval) will be governed by the
Reorganization Law. In al instances, the CNBV will oversee and supervise the correspondent
reorganization and/or bankruptcy proceedings.

A principlein article 70 of the Reorganization law is that assetsin debtor’s possession: (i)
which are identifiable and (ii) title to which has not been transferred to the debtor legitimately
and irrevocably, may be segregated from the estate by their legitimate owners. Although this
principle is not new, the chapter of the Reorganization law dealing with this issue specifies
different instances in which an owner or titleholder may validly separate her assets from debtor’s
estate.

As indicated above, the way in which the investor’s rights to the securities are
characterized is a key element in determining the treatment of investors in the event of an
intermediary’s insolvency or bankruptcy.

1. Treatment of Creditors of an Insolvent Intermediary When Investor’s Right is
Considered a Property Right.



Generally speaking, if an investor’s interest in securities is considered as a property right
the creditors of the intermediary will have no recourse to such securities in the event of the
intermediary’s insolvency or reorganization.

Separation of the Assets from the Bankrupt Estate

As indicated before, the general rule of article 70 of the Reorganization law is that the
legitimate owner of assets in debtor’s possession may validly separate them from the estate to the
extent (i) the assets are identifiable and (ii) title to the assets has not been transferred to debtor
legitimately and irrevocably.  In describing specific instances in which assets can be removed
from debtor’s estate, section VII article 71 of the Reorganization law provides that assets in
debtor’s possession under deposit, administration, trust, commission or agency to buy, to sell or
to collect on another’s behalf, may be validly separated.

Asindicated before, an intermediary holds securities (and to that matter, cash aswell) on
its customers’ behalf (investors) pursuant to a Contrato de Intermediacion Bursatil, which is an
agency agreement. Incidentally, section IX article 91 LMV specifies that an intermediary may
hold assets and cash owned by its customers either materially or virtually. This specification is
fundamental for our analysis since by its very nature the indirect holding system of securities
implies “virtual possession” of securities (i.e., credited in accounts held on behalf of
intermediaries at different levels or tiers) rather than physical or material possession (the
underlying premise of the direct holding system).

In this sense, if intermediary’s virtual possession or holding of securities on its
customer’s behalf derives from an agency relationship, it arguably follows that under section VI
article 71 of the Reorganization law these assets are readily removable from debtor’s estate. A
different question, however, is whether the investor’s assets will pass the test of identification
required by article 70 of the Reorganization law.

As indicated when discussing the characterization of an investor’s rights to securities held
in the indirect holding system, matching Indeval’s receipt issued to the intermediary with the
intermediary’s internal list of account holders certifies each customer’s title to the securities
alotted to the customer’s account. As suggested before, these securities are allotted to the
customer’s account on a fungible basis. This suggestion is supported by the fact Indeval is
required to deliver to its depositories (intermediaries) securities of the same face value, kind and
class than those originally deposited by or alocated to the intermediary. It then follows that the
intermediary may only alot securities to its customers in the same manner, that is on a fungible
basis.

2. Treatment of the Creditors of an Insolvent Intermediary When the Right of the
Security Holder is Considered a Contractual Right.



If the right of the investor-customer is considered as a mere contractua claim against the
intermediary, it follows that the securities holder does not have title to the securities and hence
that these assets are effectively transferred to the intermediary. Thus, the securities will not be
removed from the bankrupt estate and the investor’s claim therein will be categorized as that of a
genera creditor. Again, clarifying the characterization of the investor’s rights is key to mitigate
any risk of a court facing two different interpretations bringing opposite results concerning the
investor’s protection in the event of an intermediary’s insolvency.

3. Distribution of Securities Among Claimants

A question that remains is how the intermediary will distribute the securities among
different creditors. This becomes particularly complex when the intermediary holds an
insufficient quantity of securities to satisfy all customers. A shortfall of securities may arise if
the market intermediary wrongfully transfers or pledges customers’ securities or falsifies its own
records, reported transactions as completed when they have not been executed or settled. If the
pool is insufficient to satisfy all accounts of customers the bankruptcy court must decide the
manner in which the securities must be distributed to the creditors.

As stated earlier, intermediaries hold securities on a fungible basis. In this sense,
investors do not hold an interest on any particular identifiable security. In this case, a Mexican
court is likely to guide its resolution by the provisions in article 222 of the Reorganization Law
which provides that general creditors who cannot establish a priority claim are entitled to share
in the remaining estate pro rata without regard to the time when their claim arose.

4. Netting Provisions

An important development of Mexican insolvency law introduced by the Reorganization
law is the possibility of netting transactions with securities in the event of an intermediary’s
reorganization or bankruptcy. Generaly speaking, the Reorganization Law allows the execution
of master or specific agreements between parties who have reciprocal debtor and creditor
obligations under securities transactions providing that upon reorganization of one of the parties
the transactions will be accelerated, terminated, calculated at a certain value and thereafter offset.
The resulting monetary value upon offset being effected will be a debit or credit obligation of the
insolvent party. Thisisasignificant development in the sense that it provides enhanced certainty
to market participants aswell. Articles 102 to 105 of the Reorganization law deal with netting of
repo transactions, securities loans, securities transfers, derivatives and other similar transactions.

Although a full analysis of these provisions exceeds the scope of this paper, insolvency
issues dealing with this topic should be part of the task force analysis on the proposed project on
transfer and pledge of investment securitiesin Latin America.

C. Principle Three

Principle Three can be described as follows:



“Without a clear choice of law rules, market participants cannot determine in advance,
with certainty, which jurisdiction’s substantive law will govern their relationships or a
particular securitiestransaction.”

An important development since the conclusion of the NLCIFT study is the adoption in
The Hague of the Convention on the Law of Certain Rights in Respect of Securities Held with an
Intermediary (the PRIMA Convention). The PRIMA Convention implements a revised version
of principle three on conflicts of law applied to transactions with securities held in the indirect
holding system. Although the PRIMA Convention is yet to be ratified, Mexico was involved
actively in the adoption of the convention and should make it possible for it to inform the current
policy in this important topic. As soon as the PRIMA Convention is adopted and ratified by
Mexico it will become applicable law at the level of federal law, thereby superseding any
inconsistent conflicts of law provisionsin Mexico.

Among other specific instances, the PRIMA Convention determines the law applicable to
issues such as the legal nature and the effects against an intermediary and third parties of a
disposition of securities, or the perfection of such a disposition, and the priorities of one person
over another’s interest thereon. Generally speaking the PRIMA Convention looks at the place of
the relevant intermediary as the jurisdiction whose law would be applicable.

It is worth noting that currently the lex loci rule is the principle provided under Mexican
conflicts of laws rules when dealing with issues related to movable goods. Although this
approach is functional in the direct holding system of securities (at the end, securities and rights
to securities are considered movable goods under Mexican law) it does not resolve the problems
that arise in the indirect holding system where different tiers of intermediaries may come into
play in perfecting a single disposition of securities. In this sense, Mexico’s participation in the
creation of the PRIMA Convention represents a trend to implement a modernized conflicts of
laws system specifically dealing with securities held with an intermediary.

D. Principle Four

Principle Four can be described as follows:

“Procedures for Creating and Enforcing a Pledge or Security Interest in Securities
Credited in Accounts with Financial Intermediaries Should be Smplified”

Simplifying the rules and procedures for creating and perfecting security interest in
accounts kept by financial intermediaries facilitates the collateralization of credit exposure.
Collateralization is an important means of controlling systemic risk because it limits exposure on
loans and other extensions of credit. An effective means of collateralization encourages lenders
to provide needed liquidity to market participants in times of market stress. In addition,
simplified methods for creating and enforcing a security interest in securities held on account
will increase the value of the securities because they enable the market to place the securities to
their highest and best use and will decrease the cost of credit for market participants.



At the conclusion of the NLCIFT study, the LMV provided basically two mechanisms to
create and perfect security interests in securities held by intermediaries. These mechanisms are
the Caucion Bursatil and the Fideicomiso en Garantia (Guaranty Trust). Under a recent reform
bill approved by the Mexican Senate and currently under discussion at the House of
Representatives of the Mexican Congress, security interest laws are relocated and in certain
instances modernized as explained below.

In this regard, the rules applicable to the Guaranty Trust on securities held by
intermediaries are relocated from the LMV to the more specific Ley General de Titulos y
Operaciones de Crédito (the “Negotiable Instruments Law™). At the same time the proposed
modifications to the LMV related to the caucién bursétil are intended to provide this mechanism
with added versatility and use it also to create and perfect what has been characterized as a “hard
pledge™ and including provisions dealing with re-hypothecation, top-up, and novation of the
underlying secured obligation.

1. The Guaranty Trust

A trust agreement in Mexico generaly resembles the Anglo-Saxon trust, pursuant to
which a party—the settler or beneficiary (“fideicomitente”)—conveys in trust to a third party—
the trustee or fiduciary (“fiduciario””)—one or more assets for the attainment of a specified legal
purpose for the benefit of either the settler or a third party beneficiary (“fideicomisario”). The
major difference between the Mexican and the Anglo-Saxon trust is that in Mexico only banks
(and for7certain limited purposes stock brokerage houses and insurance companies) can act as
trustees.

Therefore, a trust agreement can be setup where the debtor, or a third party on the
debtor’s behalf, settles in trust one or more assets, which will be sold by the trustee if debtor
defaults in any of the obligations secured by the trust. In the context of securities held with an
intermediary debtor and creditor will enter into a Trust Agreement with an intermediary. The
intermediary would act as the trustee and will hold the affected securitiesin a special account

The rights deriving to a beneficiary from a trust are of an “in personam” nature, since
they can be exercised only against the trustee. Technically, the trustee is the holder of record of
the securities transferred by debtor into the trust. In this sense, the only right the beneficiary will
have is to demand from the trustee performance as set forth in the trust. If the trustee fails to
perform, the beneficiary will only be able to file a claim against trustee for damages, but will
have no direct right or action against the property in trust.

The main advantages of having a trust arrangement securing the obligations are: (1) the
parties may agree upfront within the trust agreement on an extra judicial foreclosure process to

® See Joseph Sommer’sdraft of the Model Law on Securities Transfer and Custody in Indirect Holding System.

" Articles 346 to 359 of the Negotiable Instruments Law. See also, articles 22, section |V, subsection d, of the Securities
Market Law (“Ley del Mercado de Valores”), and article 34, section |V, of the Insurance Ingtitutions and Mutual
Companies Genera Law (“Ley General de Instituciones y Sociedades Mutualistas y de Seguros”).



sell the securities and repay the secured obligation. This feature provides flexibility for
repayment without having to resort to a court of law; (2) as explained above, another advantage
isthat upon transfer of the securitiesinto the trust these financial assets are effectively carved out
from the debtor’s estate, enhancing bankruptcy remoteness character of this type of transaction;
(3) given the free will that the parties can validly bring to their understanding in structuring the
trust, this agreement can accommodate a number of provisions such as the authority of one of the
parties to instruct the trust to trade the securities, replace the securities, monitor that a certain
value of the collateralized portfolio is maintained, etc. From a practical perspective however, it
is important to point out that the costs and fees associated with structuring and managing the
trust agreement will escalate in proportion to its complexity and the level of involvement
required from the trustee. In this sense, the trust agreement is suitable when a considerable
number or volume of transactions between the parties is expected to come into play in order to
make the mechanism cost efficient.

2. The “Caucion Bursatil ”

The “caucion bursatil,” or securities guaranty, is a relatively new mechanism, created by
an amendment to the LMV passed in 1993. Its main purpose is to create a ssimple and efficient
tool through which securities market operations requiring security or collateral, would be
guaranteed with publicly traded securities without having to use the regular pledge, which is
inadequate for the needs of the securities market. Other financial intermediaries—banks,
insurance companies that are depositors of the Indeval—can also use the “caucion bursétil” to
secure operations in their normal course of business.

A securities pledge or “caucion bursétil” must be in written from. No other formality is
necessary, as the law specifically stipulates that no endorsement or material delivery (to the
creditor) of the pledged securities, or registration in the issuer’s registry book is required.
Indeval will have custody of the collateralized securities and will increase or create a “guaranty”
account where the securities will be deposited. Indeval will obtain a copy of the security
agreement and it will take note on its records of the creation of the guarantee.

The LMV governs the foreclosure procedure under the “caucion bursatil” which is quite
simple. The parties may freely agree on an extrajudicial procedure to foreclose on the securities
in the event of default in the understanding that a minimum set of requirements must be observed
in order to avoid conflicts of interest.

As mentioned above the LMYV is currently under revision at the House of Representatives
of the Mexican Congress, and if the amendments passed as submitted by the Senate, an
important set of changes will be implemented. Perhaps the most important change is that the
parties may agree that the secured creditor will be transferred title to the securities being pledged.
This feature will allow the secured creditor to dispose of the securities by re-hypothecation or to
foreclose more efficiently on the collateral, yet the creditor will have the same obligations as a
the purchaser in a repurchase agreement generally known as repos, athough the “caucién
bursétil” remains as an independent and stand-alone mechanism unrelated to the repo (as
explained below, repos have been traditionally used as functional mechanisms of security
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