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[ Code of the District of Columbia

§ 28:8-511. Priority among security interests and

entitlement holders.

(a) Except as otherwise provided in subsections (b) and (c) of this section, if a securities
intermediary does not have sufficient interests in a particular financial asset to satisfy
both its obligations to entitlement holders who have security entitlements to that
financial asset and its obligation to a creditor of the securities intermediary who has a
security interest in that financial asset, the claims of entitlement holders, other than the
creditor, have priority over the claim of the creditor.

(b) A claim of a creditor of a securities intermediary who has a security interestin a
financial asset held by a securities intermediary has priority over claims of the securities
intermediary’s entitlement holders who have security entitlements with respect to that
financial asset if the creditor has control over the financial asset.

(c) If a clearing corporation does not have sufficient financial assets to satisfy both its
obligations to entitlement holders who have security entitlements with respect to a
financial asset and its obligation to a creditor of the clearing corporation who has a
security interest in that financial asset, the claim of the creditor has priority over the
claims of entitlement holders.

(Apr. 9, 1997, D.C. Law 11-240, § 2, 44 DCR 1087.)

Prior Codifications
1981 Ed., § 28:8-511.

Section References
This section is referenced in § 28:8-503.

Uniform Commercial Code Comment

1. This section sets out priority rules for circumstances in which a securities
intermediary fails leaving an insufficient quantity of securities or other financial assets to
satisfy the claims of its entitlement holders and the claims of creditors to whom it has
granted security interests in financial assets held by it. Subsection (a) provides that
entitlement holders’ claims have priority except as otherwise provided in subsection (b),
and subsection (b) provides that the secured creditor’s claim has priority if the secured
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creditor obtains control, as defined in Section 8-106. The following examples illustrate the

operation of these rules.

Example 1. Able & Co., a broker, borrows from Alpha Bank and grants Alpha Bank a
security interest pursuant to a written agreement which identifies certain securities that
are to be collateral for the loan, either specifically or by category. Able holds these
securities in a clearing corporation account. Able becomes insolvent and it is discovered
that Able holds insufficient securities to satisfy the claims of customers who have paid for
securities that they held in accounts with Able and the collateral claims of Alpha Bank.
Alpha Bank’s security interest in the security entitlements that Able holds through the
clearing corporation account may be perfected under the automatic perfection rule of
Section 9-115(4)(c), but Alpha Bank did not obtain control under Section 8-106. Thus,
under Section 8-511(a) the entitlement holders’ claims have priority over Alpha Bank’s

claim.

Example 2. Able & Co., a broker, borrows from Beta Bank and grants Beta Bank a
security interest in securities that Able holds in a clearing corporation account. Pursuant
to the security agreement, the securities are debited from Alpha’s account and credited to
Beta’s account in the clearing corporation account. Able becomes insolvent and it is
discovered that Able holds insufficient securities to satisfy the claims of customers who
have paid for securities that they held in accounts with Able and the collateral claims of
Alpha Bank. Although the transaction between Able and Beta took the form of an outright
transfer on the clearing corporation’s books, as between Able and Beta, Able remains the
owner and Beta has a security interest. In that respect the situation is no different than if
Able had delivered bearer bonds to Beta in pledge to secure a loan. Beta’s security interest
is perfected, and Beta obtained control. See Sections 8-106 and 9-115. Under Section
8-511(b), Beta Bank’s security interest has priority over claims of Able’s customers.

The result in Example 2 is an application to this particular setting of the general
principle expressed in Section 8-503, and explained in the Comments thereto, that the
entitlement holders of a securities intermediary cannot assert rights against third parties
to whom the intermediary has wrongfully transferred interests, except in extremely
unusual circumstances where the third party was itself a participant in the transferor’s
wrongdoing. Under subsection (b) the claim of a secured creditor of a securities
intermediary has priority over the claims of entitlement holders if the secured creditor
has obtained control. If, however, the secured creditor acted in collusion with the
intermediary in violating the intermediary’s obligation to its entitlement holders, then
under Section 8-503(e), the entitlement holders, through their representative in
insolvency proceedings, could recover the interest from the secured creditor, that is, set
aside the security interest.

2. The risk that investors who hold through an intermediary will suffer a loss as a result
of a wrongful pledge by the intermediary is no different than the risk that the
intermediary might fail and not have the securities that it was supposed to be holding on
behalf of its customers, either because the securities were never acquired by the
intermediary or because the intermediary wrongfully sold securities that should have
been kept to satisfy customers’ claims. Investors are protected against that risk by the
regulatory regimes under which securities intermediaries operate. Intermediaries are
required to maintain custody, through clearing corporation accounts or in other approved
locations, of their customers’ securities and are prohibited from using customers’

securities in their own business activities. Securities firms who are carrying both
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customer and proprietary positions are not permitted to grant blanket liens to lenders
covering all securities which they hold, for their own account or for their customers.
Rather, securities firms designate specifically which positions they are pledging. Under
SEC Rules 8c-1 and 15c¢2-1, customers’ securities can be pledged only to fund loans to
customers, and only with the consent of the customers. Customers’ securities cannot be
pledged for loans for the firm’s proprietary business; only proprietary positions can be
pledged for proprietary loans. SEC Rule 15¢3-3 implements these prohibitions in a fashion
tailored to modern securities firm accounting systems by requiring brokers to maintain a
sufficient inventory of securities, free from any liens, to satisfy the claims of all of their
customers for fully paid and excess margin securities. Revised Article 8 mirrors that
requirement, specifying in Section 8-504 that a securities intermediary must maintain a
sufficient quantity of investment property to satisfy all security entitlements, and may not
grant security interests in the positions it is required to hold for customers, except as
authorized by the customers.

If a failed brokerage has violated the customer protection regulations and does not
have sufficient securities to satisfy customers’ claims, its customers are protected against
loss from a shortfall by the Securities Investor Protection Act (“SIPA”). Securities firms
required to register as brokers or dealers are also required to become members of the
Securities Investor Protection Corporation (“SIPC”), which provides their customers with
protection somewhat similar to that provided by FDIC and other deposit insurance
programs for bank depositors. When a member firm fails, SIPC is authorized to initiate a
liquidation proceeding under the provisions of SIPA. If the assets of the securities firm are
insufficient to satisfy all customer claims, SIPA makes contributions to the estate from a
fund financed by assessments on its members to protect customers against losses up to
$500,000 for cash and securities held at member firms.

Article 8 is premised on the view that the important policy of protecting investors
against the risk of wrongful conduct by their intermediaries is sufficiently treated by
other law.

3. Subsection (c) sets out a special rule for secured financing provided to enable
clearing corporations to complete settlement. The reasons that secured financing
arrangements are needed in such circumstances are explained in Comment 7 to Section
9-115. In order to permit clearing corporations to establish liquidity facilities where
necessary to ensure completion of settlement, subsection (c) provides a priority for
secured lenders to such clearing corporations. Subsection (c) does not turn on control
because the clearing corporation may be the top tier securities intermediary for the
securities pledged, so that there may be no practicable method for conferring control on
the lender.

Definitional Cross References “Clearing corporation”. Section 8-102(a)(5).

“Control”. Section 8-106.

“Entitlement holder”. Section 8-102(a)(7).

“Financial asset”. Section 8-102(a)(9).

“Securities intermediary”. Section 8-102(a)(14).
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“Security enutiement”. Section 8-10z(@j17/).
“Security interest”. Section 1-201(37).

“Value”. Sections 1-201(44) and 8-116.
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