Liudmyla Savanets
The Pledge of Securities as a Way of Providing Satisfaction for
Credit Obligation under Ukrainian Law

I. Introduction

One of the most common ways of providing satisfaction for credit obligation in Ukraine
is pledge. In the scientific literature it is referred to the most effective,' most efficient,’
highly liquid,’ and the most important way of providing satisfaction for credit and other
agreements.

In recent years, as a result of development of the securities market and collective in-
vestment, crediting under pledge of securities has gained wide acceptance. On the one
hand, using securities as a pledge is less expensive to foreclose on them compared to
other types of property, and on the other hand, leads to additional risk associated with
their liquidity. That is why securities with fixed income most often become a subject of
pledge.’

Characteristic features of pledge of securities as a way of providing satisfaction for
credit obligation include: 1) the right of the pledgee in case of non-fulfilment of the
pledger’s obligation provided by pledge, to obtain satisfaction due to pledged securities
primarily to other creditors; 2) pledge obligations is an additional transaction in relation
to the credit agreement, and has accessory (derivative) character that appears as follows:
invalidity of the principal obligation leads to invalidity obligation that it ensured, ac-
cordingly, the invalidity of the transaction to ensure the fulfilment of the obligation does
not specify the invalidity of the principal obligation.

Thus, the recognition of future credit agreement as null and void, automatically gen-
erates invalidity of the pledge agreement, and a court decision for this case is unneces-
sary; 3) pledge provides requirement to the extent that exists at the time of satisfaction,
including main debt, interests, necessary expenses of pledgee on the maintenance of the
pledged property, damages for overdue (and in cases stipulated by the contract or by
law — penalty) as well as the costs for fulfilment, secured by pledge, requirements unless
otherwise provided by the contract of pledge; 4) ensure the existence and preservation of
pledged securities at the time of calculation of the debtor with creditors; 5) real threat of
deprivation of ownership securities is a good incentive for the pledger to fulfil his obli-
gations properly.

O.A. 3azopynvko, 3aknan sk pedoBHil croci6 3abe3nedeHHs BUKOHAHHSA 3000B’si3aHb (Zagorul ko,
The pawning as in rem way of providing satisfaction for obligation), ABroped. muc. [...] KaHa. OPULI.
Hayk: 12.00.03, Xapkis 1997, c. 1.

' JIM. Tpuoxcyx/B.O.Onitinux, 3actaBa sK croci6 3a0e3NeueHHs BHKOHAHHA 3000B’s3aHb
(Grydzuk/Oliinyk, The pledge as a way of providing satisfaction for obligation), Kuis 2002, c. 3.

I'.B. Maxapenko, PedoBo-nipaBoBi 3aco0u 3a0e3ME4YCHHs 3a IUBUIBHUM 3aKOHOJABCTBOM YKpaiHM
(Makarenko, In rem-lawfuls tools of providing under Ukrainian civil law), Axryambni mpobaemu
nepxkasi i1 nmpasa 2007, Bur. 33, c. 228 (Actual problems of state and law 33|2007).

E. Ilasnoockuii, Kakum ObITh 3akoHy 00 unoteke (Paviodskii, What should be the mortgage law),
3akon 1993, Ne 3, c. 48 (Law 3]1993).

E.B. Bapnasckasi, OcoOSHHOCTH KPEAUTOBAHUS [IOJT 3aJI0T LeHHBIX Oymar (Varnavskaja, Features of
lending against pledge of securities), Momonoi#t ywensni 2013, Ne 1, c. 90-93 (Young scientist
112013).
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Considering the specific legal nature of the securities, the difference in their treat-
ment, conditioned the form of their existence, their pledge comparing to other types of
property has many special features in practical realization. Not the least complications
are aroused by theoretical analysis of pledge.

II. Legal regulation of pledge of securities

Legal regulation of pledge of securities as a way of providing satisfaction for credit
obligation is differentiated by a large number of regulatory array. First of all it is caused
by the features of subjective composition of relations related to ensuring the credit
agreement and specificity of securities as an object of pledge legal relations. Legislation
in the area of pledge of securities as a way of providing satisfaction for credit agreement
can be divided into the following groups:

1) Codified acts: Civil Code of Ukraine® (CC) and the Commercial Code of Ukraine’
(CommC), which set out the general principles of pledge of securities as a way of
providing satisfaction for credit obligation. Thus, Chapter 49 of fifth book “Law of Obli-
gations” CC is devoted to ways of providing satisfaction of obligations. Paragraph 1 of
this chapter determines general provisions about the ways of providing satisfaction for
obligations, and the following paragraphs 2—7 are devoted to regulating certain kinds of
ways of providing satisfaction for obligations in particular, forfeit, guarantees, bailment,
deposit, pledge and retention. In paragraph 6 “Pledge” from among the other type of
property, which may be a subject of pledge, the legislator distinguishes securities, but he
doesn’t establish special regulation of the pledge in the CC. Without specific regulations
about the ways of providing satisfaction for obligation, in art.199(1) CommC it is deter-
mined that the relevant provisions of the CC, which contains a blanket rule in relation to
the provisions of CC, shall be applicable to the relationship about the way the of provid-
ing satisfaction for obligation between the participants of commercial relations.

2) Special regulations devoted to movable property pledged as a way to enforce obli-
gations, these include: the Law of Ukraine “On Pledge™ (which determines general
provisions regarding the pledge as a way of providing satisfaction for obligation, guar-
antees the rights of the parties in the pledge, and contains separate sections devoted to
pledge goods for sale or processing establishment, property rights and securities), Law of
Ukraine “On securing creditors’ claims and registration of encumbrances™ (defines the
legal regime regulating movable property encumbrance established to the providing of
satisfaction for obligations, and legal regime of origin, publishing and other rights of
businesses and individuals in relation to personal property).

3) Special regulatory legal acts devoted to the regulation of credit obligations, in-
cluding: the Law of Ukraine “On banks and banking”,'” Law of Ukraine “On the Na-

6 Husiteauit xoneke Yxpainum (Civil Code of Ukraine) Bim 16.01.2003 Ne 435-IV/Bimomocti
Bepxosnoi Pagu Ykpainu (BBP) (Supreme Council of Ukraine), 2003, Ne 40-44, crt. 356.

Tlocnomapcekuit xomeke Ykpainm (Commercial Code of Ukraine) Bim 16.01.2003 Ne 436-
IV/Binomocri Bepxosnoi Pamu Ykpainu (BBP) (Supreme Council of Ukraine), 2003, Ne 18, 19-20,
21-22, ct. 144.

IIpo 3acraBy. 3akon Ykpaiuu Bix 02.10.1992 Ne 2654-XII/Binomocti BepxoBuoi Pamu Ykpainu
(BBP), 1992, Ne 47, ct. 642.

Ipo 3abe3reueHHs] BUMOT KPEIUTOPIB Ta PEECTpalliio oOTshkeHb. 3akoH Ykpainu Bix 18.11.2003
Ne 1255-1V/Bigomocti Bepxosroi Paxu Ykpaiau (BBP), 2004, Ne 11, ct. 140.

TIpo OGanku i OaHKIBChKY JHisulbHICTh. 3akoH Ykpainu Big 07.12.2000 Ne 2121-I1I/Bimomocrti
Bepxosnoi Pagu Ykpainu (BBP), 2001, Ne 5-6, ct. 30.
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tional Bank of Ukraine”,"" the Law of Ukraine “On financial services and state regulation
of financial services market”,'”> Law of Ukraine “On liability for untimely monetary
obligations discharge”" the Law of Ukraine “On the protection of consumers’ rights™"*
(contains provisions devoted to consumer crediting), National Bank of Ukraine Board
Resolution “On measures to ensure repayment of credits”. °

4) Regulatory legal acts devoted to the regulation of the circulation of securities: the
Law of Ukraine “On securities and stock market”', the Law of Ukraine “On the deposi-
tory system of Ukraine”,"” (defines the legal principles of operation of the depository
system of Ukraine, establishes the procedure for registration and confirmation of rights
to equity securities and rights for them in the depository accounting of securities, and the
procedure of payments for transactions on equity securities), the Law of Ukraine “On
mortgage crediting, operations with consolidated mortgage debt and mortgage certifi-
cates”'® (among other, establishes principles of circulation of one of the types of securi-
ties — mortgage certificates) the Law of Ukraine “On the circulation of promissory notes
in Ukraine”,” the Convention, which introduced a Uniform Law on transferring and
ordinary promissory notes,”’ Convention on the Settlement of Certain Conflicts of Laws
of on transferring and ordinary promissory notes,”’ National bank of Ukraine Board
Resolution “On the order of banking operations with promissory notes in local currency
in Ukraine”,” the Law of Ukraine “On Pledge”” (among other things, regulates the
circulation of one of the types of securities — pledge), Law of Ukraine “On financial and
credit mechanisms and management of housing construction and real estate transac-

Ilpo Hamionaneumii Oank VYxkpainu. 3akon VYkpaiaum Bix 20.05.1999 Ne 679-XIV/Bimomocti
BepxoBHoi Paagn Ykpainu (BBP), 1999, Ne 29, ct. 238.

IIpo ¢inaHCOBI MOCTYTH Ta ep)KaBHE PEryJIIOBaHHS PUHKIB (hiHAHCOBUX IOCIYT. 3aKOH YKpaiHU Bij
12.07.2001 Ne 2664-111/Binomocti Bepxosnoi Pamu Ykpaiau (BBP), 2002, Ne 1, cT. 1.

Ilpo BiAmoBigambHICT 3a HECBOEYACHE BHKOHAHHA TI'POMIOBHX 3000B’A3aHb. 3aKOH YKpaiHM BiJ
22.11.1996 Ne 543/96-BP/Binomocti BepxoBnoi Pagu Ykpainu (BBP), 1997, Ne 5, ct. 28.

IIpo 3axucT mpaB cnoxuBaviB. 3akoH Ykpainu Big 12.05.1991 Ne 1023-XII/Bigomocti BepxoBHoi
Paxu YPCP (BBP), 1991, Ne 30, cr. 379.

IIpo 3axomu mono 3a0e3medcHHs HoTamieHHs KpeauTiB. IlocranoBa mpasminus HamionambHoro
6anky Yxpainu Big 06.08.2009 Ne 461/YpsinoBuii kyp'ep Bin 18.08.2009, Ne 149.

Ipo minmi mamepu Ta donmoBuil puHok. 3akoH Yxpainu Bix 23.02.2006 Ne 3480-1V/Bigomocti
BepxosHoi Pagu Ykpainu (BBP), 2006, Ne 31, ct. 268.

IIpo nmemosurapHy cucreMy VYkpainu. 3akon Ykpaimm Big 06.07.2012 Ne 5178-VI/Bigomocti
BepxosHoi Pagu (BBP), 2013, Ne 39, cr. 517.

Ilpo imoTeuHe KpemuTyBaHHs, oOmepauii 3 KOHCOJIJOBaHMM IMOTEYHUM OOproM Ta iMOTEYHI
ceprudikaru. 3akoH Ykpainu Bix 19.06.2003 Ne 979-1V/Bimomocti BepxoBuoi Pamu Ykpainu
(BBP), 2004, Ne 1, cr. 1.

IIpo o6ir BekceniB B Ykpaini. 3akoH Ykpainm Big 05.04.2001 Ne 2374-I1I/Binomocti BepxoBHoi
Panmu Ykpaiau (BBP), 2001, Ne 24, ct. 128.

KounBentis, K010 3apoBaKeHO YHi(iKOBaHHI 3aKOH IIPO MepeKa3Hi BEKCelli Ta MPOCTi BEKCemi Bix
07.06.1930/ Ochiuiiinmii Bicuuk Yxpainu, 2013, Ne 31, c. 368.

KounBeHmis mpo BperyIoBaHHS JSIKUX KOJi3il 3aKOHIB PO IepeKa3Hi BeKCemi Ta IPOCTi BEKCei Bif
07.06.1930 Ne ETS 051 available at: http://zakon4.rada.gov.ua/laws/show/995 007 (30 March 2015);
Ipo npuegnanns Yxpainu no JKeneBcpkoi kouBeHIil 1930 poky mpo BperymoBaHHS ASSKHUX KOMi3iil
3aKOHIB PO TIepeKas3Hi BeKceml Ta HpocTi Bekcem. 3axoH Ykpainum Bix 06.07.1999 Ne 827-
XIV/Binomocti Bepxosnoi Panu Ykpainu (BBP), 1999, Ne 34, ct. 291.

I1po nopsiiok 3aiCHEHHsT GaHKIBCHKUX OIEpalliil 3 BEKCEIIMH B HAI[lOHATBbHII BAIIOTI Ha TepUTOPIT
Vxpainu. [ToctanoBa npasiinss Haionanshnoro 6anky Ykpainu Bix 16.12.2002 Ne 508/Odiuiitnuit
BicHHK Ykpainu, 2003, Ne 10, c. 58.

IIpo imoreky. 3akon Yxpainu Bix 05.06.2003 Ne 898-1V/Binomocti BepxoBnoi Paxn Yxpainu (BBP),
2003, Ne 38, ct.313.
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tions™* (sets legal principles and characteristics of production, placement and accounting

one of the types of securities — certificates of real estate funds), the Law of Ukraine “On
joint stock companies™ (among other, defines the principles of outstanding shares), the
Law of Ukraine “On Collective Investment Institutions”™® (among other things, sets
emission features, circulation, accounting and redemption of collective investment insti-
tutions securities (investment certificates and corporate investment fund shares), The
decision of the National Commission on Securities and Stock Market “On approval of
Regulation of the procedure of issuance of corporate bonds, bonds of international finan-
cial organizations and their circulation”,”” Decision of the National Commission on
Securities and Stock Market “On approval of Regulation of the procedure of issuance of

local bonds and their circulation”,”® Resolution of the Cabinet of Ministers of Ukraine

“On the issue of treasury promissory notes “Military””,” National Bank of Ukraine
Board Resolution “On the approval of the Regulation of the procedure for banks of
Ukraine deposit transactions with corporations and individuals”,” (along with other
things, regulates the procedure for circulation of one of the types of securities — savings
(deposit) certificates), Resolution of the Cabinet of Ministers of Ukraine “Some issues of
the bonds emission of international financial institutions”,”’ the Law of Ukraine “On
Mortgage Bonds”,” the Law of Ukraine “On certified warehouses and simple and double
warehouse certificates”,”® the Decision of the National Commission on Securities and

Stock Market “On the approval of the procedure of registration of the issue option cer-

" Tpo dhiHaAHCOBO-KPETUTHI MEXaHi3MHU i yIpaBIiHHA MaifHOM mpH OyIiBHHITBI XKUT/IA Ta ONEPAIiix 3

HepyxoMmicTio. 3akoH Ykpainu Bing 19.06.2003 Ne 978-IV/Bimomocti BepxoBnoi Paaum Ykpainu
(BBP), 2003, Ne 52, ct. 377.

IIpo axuionepHi ToBapuctBa. 3akoH Ykpainu Big 17.09.2008 Ne 514-VI/Binomocti BepxoBnoi Pagu
VYxpainu (BBP), 2008, Ne 50-51, ct. 384.

IIpo iHCTUTYTH CHiBHOrO iHBecTyBaHHs. 3akoH Ykpaiuu Bix 05.07.2012 Ne 5080-VI/Bigomocti
BepxosHoi Pagu (BBP), 2013, Ne 29, ct. 337.

IIpo 3atBepmxeHHst [10mokKeHHs PO MOPSIOK 3AIHCHEHHS eMicii obuiramii mianpueMcTB, obuiramiit
MDKHapoIHUX (DiHAaHCOBHX opraHisamiii Ta ix o0iry. Pimenns Hamiomampnoi komicil 3 LiHHHX
mamnepiB Ta poOHIOBOro pHHKY Bix 27.12.2013 Ne 2998/ Odimiitnmii Bicuk Yxpainu, 2014, Ne 12, c.
56.

IIpo 3atBepmxennst [lomoxkeHHs PO MOPSAOK 3IIMCHEHHs emicii oOmiramiii BHyTPIMIHIX MiCHEBHX
Mo3uK Ta ix o0iry. Pimenns HauionanpHoi koMicii 3 IHHHMX TamepiB Ta (OHIOBOrO PHHKY Bif
29.04.2014 Ne 578/Odiuiitnnii BicHuk Ykpainu, 2014, Ne 46, c. 24.

Ipo Bumyck ka3nadelicbkux 3000B's13anb. [loctanoBa Kabinery MinicTpis Ykpainu Bix 05.09.2012
Ne 836/Odinitiauit Bicnuk Ykpainm, 2012, Ne 67, c. 5; IIpo Bumyck ka3HadeliCbKHX 3000B's3aHb
“BiiicbkoBi”. IlocranoBa Kabinery MinictpiB Ykpainu Bix 01.04.2014 Ne 100/Odiuiiitnuii BicHHK
VYkpainu, 2014, Ne 32, ¢. 12.

Ilpo 3arBepmkenHs IlodoxkeHHs IPO MOPSAOK 3JiMCHEHHS OaHKaMM YKpaiHM BKJIAJIHHUX
(memosWTHHX) omepaniii 3 IopuauYHEMH 1 ¢ismaHEME ocobamu. IlocTaHoBa IpaBIiHHA

Hamionansaoro 6anky Ykpainu Bix 03.12.2003 Ne 516/Odiniiinnii Bicauk Ykpainu, 2004, Ne 1, c.
32.

Jesxi mutanHs eMicii oGmiramiii MixnHapomHux ¢inancoBux opranizauiid. [TocranoBa KaGinery
MinictpiB Yxpainu Big 13.08.2014 Ne 327/Odiniiinumii Bicnuk Ykpainu, 2014, Ne 66, c. 27.

Ipo imoreuni oGumirauii. 3akon Ykpaiuu Bix 22.12.2005 Ne 3273-IV/Bigomocti BepxoBnoi Pamu
VYxpainu (BBP), 2006, Ne 16, ct. 134.

TIpo ceprudikoBani TOBapHI CKJIaau Ta MPOCTi 1 MOJBINHI CKJIAJICHKI CBIiONTBA. 3aKOH YKpaiHU Bif
23.12.2004 Ne 2286-IV/Binomocrti Bepxosuoi Pagu (BBP), 2005, Ne 6, ct. 136.
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tiﬁcageszs and their emission prospectus”,** the Law of Ukraine “On privatization securi-
ties”.

5) Regulatory legal acts, which do not belong to the special in the regulation of
pledge of securities, however, contain provisions that may apply to the legal pledge
relations, which ensure credit obligation, in particular: the Law of Ukraine “On insur-
ance”™® the Law of Ukraine “On enforcement proceedings™’ (defines the conditions and
procedure enforcement of court decisions and other organs (officials)), the Law of
Ukraine “On restoring the solvency of the debtor or declaration of bankruptcy”*®, the
Law of Ukraine “On notary”*’ (among other, establishes the procedure for committing

notary’s acceptance of a deposit securities), and others.

II1. The subject of the pledge securities contract

The foundation of the origin of pledge securities on credit obligations is a contract. Ac-
cording to the general rule a contract is concluded since the parties reach agreement on
all its essential conditions. In accordance with the provisions of the CC, the essential
conditions are conditions recognized as essential by law or necessary for contracts of this
type, and the conditions which should be agreed upon request of either party. A pledge
contract should provide the nature, size and term of satisfaction of the principal obliga-
tion secured by the pledge and a certain subject of pledge (art. 584 CC).

The derivative nature of the pledge from the secured obligation allows both: presen-
tation of conditions of pledge contract directly in the text of the contract and by reference
to the conditions of the credit agreement.

Considering the specificity of the legal nature of the securities as a special kind of
civil rights, in the legal doctrine there is a scientific debate on the certainty of the subject
securities pledge agreement. Some scholars argue that the subject of the pledge securities
agreement is a security as an object of right in rem,* others understand that the subject
of the pledge securities agreement is single set: security, certified property rights, and in
some cases — property;* some consider that the subject is a property right, which is con-

IIpo 3atBepmxenns [lopsaky peectpaiii BUYCKY ONIIOHHUX cepTH()IKATIB Ta MPOCIEKTY iX emicii.
Pimenns HamiomaneHoi komicii 3 KiHHEX ©amepiB Ta ¢onmoBoro puHKy Bix 16.06.2009
Ne 572/Odiuiiinnit Bichuk Ykpainu, 2009, Ne 80, c. 53.

Ipo mpuBatm3auiiini mamepu. 3akoH Yxpainm Big 06.03.1992 Ne 2173-XII/Binomocti BepxoBHoi
Paau Ykpainu (BBP), 1992, Ne 24, ct. 352.

IIpo crpaxyBanns. 3akon Ykpaiuu Bix 07.03.1996 Ne 85/96-BP/Binomocti BepxoBHoi Pagu Ykpainu
(BBP), 1996, Ne 18, ct. 78.

IIpo BuKoHaBYe mpoBa/pKeHHs. 3akoH Ykpainu Bix 21.04.1999 Ne 606-XIV/Bigomocti BepxoBHoi
Panu Yxpainu (BBP), 1999, Ne 24, ct. 207.

[Ipo BigHOBJICHHS IJIATOCIIPOMOXKHOCTI OOpIKHHMKA a00 BH3HAHHS HOro OAaHKPYTOM. 3aKOH YKpaiHu
Bix 14.05.1992 Ne 2343-X1I/Binomocti BepxoBHoi Paau Ykpainu (BBP), 1992, Ne 31, cr. 440.

Ipo norapiaT. 3akon Ykpainu Bixg 02.09.1993 Ne 3425-XII/Binomocti BepxoBnoi Pamu Ykpainu
(BBP), 1993, Ne 39, ct. 383.

O.1.Bucosckuii, IlpaBoBe perymioBaHHS 3aCTaBH OC3MOKYMEHTApHUX IIHHUX mamepiB (Vygovskyi,
Legal regulation of pledge of uncertificated securities), AKTyaibHi TPOOIEMH MDKHApOIHUX
BigHocun 2003, Bum.39/1, c. 163 (Actual problems of international relations 39/12003);
0.C.Ki3n06a, Bexcenb y 3acTaBHHX NIPaBOBIJHOCHHAX 3a 3aKOHOAABCTBOM Ykpainu (Kizlova, The
promissory note in pledge legal relations under Ukraine law), HaykoBuii BicHuk MixHapogHOro
rymasnitapHoro yHiBepcurery (Cepist: FOpucpyaenuis), 2013, Ne 5, ¢. 100 (Scientific Bulletin of the
International Humanitarian University (Series: Jurisprudence) 5/2013).

40

4 A4.A. Maxosckas, 3anor JEHEKHBIX CPEACTB M LeHHBIX Oymar, Mocksa 1999, c. 33 (Makovskaja,

Pledge of cash and securities).
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tained in the security.” Determining the subject of the pledge securities — securities or
certified property rights — is the first and perhaps the most difficult theoretical problem,
the solution of which is closely related to the purely practical legal issues. After all, there
are some differences in the regulation of pledge of things, and pledge of property rights.
In the case of pledge of things, the pledger is its owner, whilst in the case of pledge of
property rights the pledger is the person who owns the proper rights. The order of reali-
zation of things, i. e. the subject of the pledge in the case of penalty, is different from the
order of property rights realization, because the realization of property rights is held by
way of pledger concession in favour of the pledgee requirements concerning property
rights.

In legal acts that regulate the relationship connected with pledge securities, the latter
is viewed as direct subject of pledge. In practice, the contract of pledge of securities is
also concluded as a contract the subject of which is the securities. Taking into account
the fact that the securities belong to things and are the subject of civil rights, including
property rights, what ensues from the definition of art.115 (2), 116, 177, 344, 389, 576
CC, we must understand that this approach to pledge securities is valid and legitimate.

The dualistic legal nature of the securities lies in the combination of proprietary-legal
and obligation-legal characteristics, which are manifested in close connection with prop-
erty law on securities and rights of securities. Therefore, pledge of rights certified by
securities, apart from pledge of rights, is impossible. We consider securities, regardless
of the form of their existence, to be a specific object of civil law, the legal nature of
which has a thing-obligation nature, and referring them to things, spreading the legal
regime of the object of ownership on them is a manifestation of the use of legal fiction.
The attribution of securities in the CC to the category of movables certainly affected the
possibility of pledge.

Thus, the subject of the pledge during pledge of securities as a way of providing sat-
isfaction for credit obligation is a security and whole set of legal rights, which it con-
tained.

Specifying the subject of pledge, the parties must fulfil mandatory rules laid down in
art. 576 of CC and in art. 4 of the Law of Ukraine “On pledge” — “the subject of pledge
can be a property, which, according to the legislation of Ukraine, is liable to alienation
by the pledger, and in which the penalty may be incurred”. The legal restrictions and
prohibitions relating to pledge securities of a certain type should be taken into account.
Thus, in order to prevent circumvention of mandatory rules about the procedure for
redemption of shares by their issuer, art. 24 (3) of the Law of Ukraine “On joint stock
companies” stipulates that the corporation has no right to take into pledge its securities.
The decision of the Board of the National Bank of Ukraine “On the order of banking
operations with promissory notes in local currency in Ukraine”* determined that promis-
sory notes issued only for the funds debt or the actual delivery of goods, completed
work, rendered services are accepted for the provision of credit obligations. Privatization
certificates cannot be used as a pledge for providing credits (art. 5 (3) of the Law of
Ukraine “On Privatization Securities”).

Taking into account the specificity of the securities as a subject of a pledge contract,
we should focus on the research questions associated with the issuance of the additional

2 M. Jlakosuy, OcobamBocCTi 3acTaBu LiHHUX nanepiB, Bicuuk JIbBiBChKOTo yHiBepcuTeTy iM. IBaHa

Dpanka 2001, c. 327 (Diakovych, The features of securities pledge, Bulletin of Ivan Franko National
University of Lviv 2001).

IIpo nopsi1ok 3aiCHEHHST GaHKIBCHKUX OMEpalliif 3 BEKCEIIMH B HAL[IOHATIbHIH BAIOTI HA TEPUTOPIT
VYxpainu. IToctanosa [Ipasninns HanionansHoro 6anky Ykpainu Bix 16.12.2002 Ne 508/Ociniitanii
BicHUK Ykpainu, 2003, Ne 10, c. 58.
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shares, firstly, results in an increase in the number of shares of the pledger, and secondly,
reduces the cost of pledge securities in relation to the share capital of the stock company.
It is worth mentioning the situation related to the issuance of additional shares of the
issuer in the period of the pledge contract. In this case, due to the increased number of
shares of the pledger, there is no automatic increase in the number of securities taken
into pledge. After all, in accordance with the contract of pledge securities, a certain num-
ber of nominal value shares were transferred into a pledge and the contract did not pro-
vide their increase under certain circumstances, including in the additional issue. Shares
of additional issue will perform an independent object of civil rights and will be in cir-
culation regardless of the pledged shares. However, in the case of a long-term pledge
contract, the pledgee cannot completely eliminate the risk of adoption shares transferred
into a pledge and make a decision about additional issue of shares by the issuer. This
may result the significant reduction of the number of shares, transferred into a pledge in
relation to the total amount of the authorized capital of the company; in accordance with
that the value of the securities, in the case of incurring a penalty, will be significantly
reduced. In this situation during the conclusion of the pledge securities contract, the
parties should use the provisions of the CC, according to which the object of the pledge
agreement may be property which is in the pledger’s ownership, and the property, which
will be in the pledger’s ownership after concluding the pledge contract. The pledge con-
tract should provide that the additional shares, which the pledger will take, are the sub-
ject of the contract, and that the size of the pledge share of the authorized capital of the
issuer cannot be reduced during the term of the pledge contract.

The subject of pledge of securities might not be limited to one type of securities. In
this case, as noted in p. 4.3.4. of the Resolution of the Plenum of the Supreme Commer-
cial Court of Ukraine “On certain issues of dispute resolution practice, which are arising
from credit agreements”, all subjects of pledge must be individualized, and these subjects
are defined not only by their specific features, but also by individual characteristics.**
The description of securities should include qualitative and quantitative indicators. Qual-
ity indicators include parameters identifying the issuer, the degree of risk, information
about security. Quantitative indicators are expressed in the quantity of securities, which
will be pledged. The agreement of pledge must provide the value of each subject of
pledge specified by agreement of the parties, and the cost of the entire mass of the pledge
in Ukrainian national currency (if necessary, in another currency). All possible changes
in estimations of subject of pledge (for example in the case of reducing the cost of
pledged securities) must be specified in the contract of pledge. According to the theory
of the stock market, the types of securities value are divided into: a) the nominal value of
securities —a certain value, which equals the share in the property of the issuer of the
security; b) emission value of securities — the cost of purchase of securities by their first
owners; ¢) the market value of securities — the main indicator of liquidity of securities,
which is formed in the stock market under the influence of supply and demand for these
types of securities; d) carrying value of securities —a value that reflects the issuer’s share
of net assets, which are measured in accordance with their carrying value.*

“ Tlpo nesKi NMUTaHHA NPAKTMKM BUPIlICHHS CIOPIB, IO BUHHKAKTh 3 KPEIUTHUX JOTOBOPIB.

ITocranosa Ilnenymy Bumioro rocmogapeskoro cyny Ykpainu Bim 24.11.2014 Ne 1, available at
http://vgsu.arbitr.gov.ua/files/pages/ppVGSU_24112014 1.pdf (30 March 2015).

See also: T.b. beponuxosa, PpIHOK LeHHBIX Oymar u GupikeBoe neno (Berdnikova, Securities market
and exchange deal), Mocksa 2002; B.C. 3aropcekuii, PuHok minunx manepis (Zagorskyi, Securities
market), JIbBiB 1995; M.A. 'onvybepe, Axumonepusie ToBapuiiectBa. Donmoas cuprxka. Oneparmu
¢ uennsiMu 6ymaramu (Gol tsberg, Joint-stock company. Stock Exchange. Securities trading), Kues
1996; A.B. Kanuna/B.B. Kopnees/A.A. Kowees, PoiHok 1ieHHbIX Oymar (Kalina/Korneev/Koscheev,
Securities market), Kuis 1999; O.M. Mo3zeosuii, ®onnouii punok (Mozgovij, Stock market), Kuis
1999; 4. M.Mupxun, llennsie Gymaru u GhoHI0BbINH peiHOK (Mirkin, Securities and stock market),
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Considering the abovementioned points, it should be noted that in the contract of
pledged securities, for the assessment of securities, the market value of the securities
should be indicated. The value of credit issued against securities depends on the quality
of the securities and their liquidity rate in the stock market. However, keeping under
control the level of pledge securities rate, the pledgee may require additional providing
of the credit or reducing the credit line limit.*" Indeed, reducing the market value of
securities does not mean the automatic duty of the pledger to provide additional property
(additional securities) to the pledgee for providing the basic requirement, because the
current legislation of Ukraine does not define the change in value of the pledged property
as a ground of premature termination of legal pledge relations.

The amount of the credit that is given against securities is a fixed certain percentage
of the pledge value. This percentage is determined by the degree of risk for the bank on
each security, pledged to secure the credit. Therefore, before granting a credit against
securities, the bank must take into account a number of factors that are common to all
types of securities: the quality of pledged securities; the possibility of the sale of securi-
ties; solvency of the issuer’s securities (reputation, stability of payments income for
securities, which indicates a steady rate of securities); presence in the market value of
securities, specified in the contract of storage space of securities.”’

In accordance with legislation, public accountant verification of the authenticity and
the plenitude of balance or financial state of the corresponding side of the pledge agree-
ment and an estimation of the article of pledge can be carried out at the conclusion of
pledge contract on the consent of parties or upon request of one of parties.

In practice, the necessary minimum for the credit application on securities pledge is
the following list of documents: 1) for issuing securities: financial reporting of issuer,
copies of its constituent documents, information about quotation in the organized secu-
rity market, information as to whether the securities are contained in the stock register,
certificate of registration of extract security, and an extract of securities account of the
owner of the securities provided by the depository institution (for non-documentary form
of issuing securities), or a certificate which is accepted on storage in a bank on the term
of action of pledge agreement (for documentary securities issue), the auditor’s report,
disposal of pledge securities. 2) for non-equity securities: financial reporting of issuer,
pledger, promisor, another person that is the payer of a security, constituent documents
of the issuer (copy) the pledger, promisor, another person that is the payer of a security,
the original of security (including the registry if is necessary), documents and infor-
mation that are important to the rights arising from the pledge, promissory notes, audi-
tor’s report of pledger, promisor, another person that pays for the security.

Unless otherwise provided in the contract of pledge, the securities which are pledged
may be the subject of another pledge (art. 588 CC and art. 18 of the Law of Ukraine “On
pledge”). Another pledge does not terminate the right of pledge of the prior pledgee,

Mocksa 1995; B.M. Ilonosuu/A.U. Cmenanenxo, YNpaBieHHe KPEIUTHUMU PHCKAMH 3aEMIIHKA,
KpeauTopa, ctpaxoBuka (Popovyc/Stepanenko, Credit risk management of the borrower, creditor, in-
surer), Kuie 1996; M.B. Cmapuncoxuil/)K.B.3aéanvna, 1lpaBoBe perynoBaHHs BiJHOCHH y cdepi
BUITyCKy Ta 00iry HiHHUX HanepiB B Yxpaiui (Staryns kyi/Zavalna, Legal regulation of the issuance
and circulation of securities in Ukraine), Cymu 2007.

¥ Monosuu/Cmenanenxo (Popovych/Stepanenko), fn. 45, c. 100; Cmapuncoruii/3aéanvua (Staryns kyj/

Zaval’na), fn. 45, c. 326-327.

30008’ s3asbHe paBo Ykpaiuu: [ligpyunuk / 3a pex. €.0. Xapumonosa/H.FO.I'ony6esoi, Kuis
2011, c.72-82 (Law of Obligations of Ukraine, Kharitonov/Golubeva (eds.)); .M. I'pudoicyx/
B.O.Onitinux, 3abe3nedeH s KpeIUTHUX 3000B's13aHb y AlUIbHOCTI OaHKiB (Grydzuk/Oliinyk, Pro-
vision of credit obligations of banking), Kuis 2001, c. 34.
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which has a preferential right before the following pledgee in order to satisfy his re-
quirements by pledged securities. Following requirements are satisfied in the order of
priority of the right of pledge, after having completely provided the requirement of the
prior pledge. The pledger is obliged to inform each of the pledgees about all previous
pledges, as well as the nature and extent of obligations provided by these pledges.

A transfer of securities into a pledge does not generate the acquisition of the right by
the pledgee. The owner of the set of rights under the securities is the pledger. Therefore,
the pledgee will not obtain the right to vote at general meetings of the company, because
he is not a shareholder of the company, and his interests may be quite different from the
interests of the shareholders (for example, in order to satisfy his requirements it will be
beneficial to carry out liquidation of the company).*®

General rules of the CC that establish the rights of pledge disposal are used in
pledged securities. The pledger has the right to dispose of the subject of pledge, transfer
it to another person, or otherwise dispose of them only with the consent of the pledgee,
unless otherwise provided by the contract (art. 586 (2)). Typically, in a pledge securities
contract, the parties establish the prohibition on the pledgee’s right of disposal of
pledged securities in particular, and for the right of alienation without the consent of the
pledger. However, this prohibition does not always have an absolute character. Despite
this prohibition, in some cases, the pledger will be entitled to dispose of the pledged
securities without the consent of the pledgee. Thus, in accordance with the rules of
art. 68 of the Law of Ukraine “On joint stock companies”, in certain cases the share-
holder must request the mandatory redemption of its own stock company’s voting shares.
As this right is granted to the shareholder by law, he can then use it in the case of pledg-
ing his shares regardless of getting permission from the pledgee for alienation of shares.

IV. The parties of pledge securities contract

The parties in the pledge contract are the pledger and pledgee, who can be an individual,
legal entities or the state (art. 11 of the Law of Ukraine “On pledge”). The pledgee can
be a bank or other financial institution that provides funds (credit) to the loan debtor in
the amount and on terms set by the credit agreement. By virtue of direct prohibition
established in art. 24 (3) of the Law of Ukraine “On pledge”, the issuer of the pledge
securities of a joint stock company cannot act as its pledgee.

The pledger can be both the debtor himself and a third party (property guarantor).
The guarantor is liable to the creditor in the event of the debtor’s failure regarding the
principal obligation solely within the value of the securities that serve as subject of the
pledge. All the creditor’s rights under this obligation are transferred to the property guar-
antor, who performed the credit obligation provided by pledge, to the extent to which he
met the requirements of the creditor. He is the pledger whose identity does not match
with the person of the debtor in the obligation provided by pledge.*’

Analysing the responsibility of the property guarantor as a pledger under the contract
of pledge securities, it must be taken into account that the property guarantor serves as
pledger under the contract of pledge and shall be liable to the pledgee for the failure of
the debtor to perform the principal obligation. But since he is not the debtor established
by the principal obligation, in case of breach of the principal obligation, the property

8 3piiicHenHs Ta 3aXMCT KOPNOPATMBHHX NpaB B YKpaiHi (IMBiTbHO-NpaBoBi acmextw), B.B. Jlyys/

B.A. Bacunvesa/l.P.Kanayp Ta iu., B.B. Jlyys (3ar. pexa.) (The making and protection of corporate
rights in Ukraine (civil-law aspects), Luts/Vasyl 'eva/Kalaur, Luts (eds.)), Tepromnins 2007, c. 198.

4 30608’ manpHe npaBo Yipaimum: IMigpyunux/3a pex. €.0. Xapumonosa/H.FO. Tony6esoi (Law of

Obligations of Ukraine, Kharitonov/Golubeva (eds.)), Kuis 2011, c. 71.
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guarantor is responsible for satisfying the requirements of the pledgee only to the prop-
erty which is the subject of the pledge.

For some categories of subjects, the law may establish prohibitions of participation in
relationship as pledge property guarantor. Thus, according to art. 14 (3) of the Law of
Ukraine “On collective investment institutions”, a corporate investment fund has no right
to grant assets in a pledge in the interest of third parties.

The pledger under the contract of pledge securities can be the owner who has the
right to alienate pledged securities, and the person to whom the owner in the prescribed
manner has transferred these securities with the right of pledge. Thus, a state enterprise,
the property of which is subject to the right of full economic management, independently
performs pledge of the property, because according to art. 136 CommC of Ukraine the
right to economic management as one of the proprietary rights of business entity estab-
lishes for it only limited powers of disposition for certain types of property with the
consent of the owner. Securities that are in common ownership may be pledged only
with the consent of all owners (art. 578 CC, art. 6(1) of the Law of Ukraine “On
pledge”), presented in writing (for example by signing an agreement by all owners or
their authorised persons). This rule also applies to securities owned by spouses on the
right of common ownership. If one or more co-owners of this property will not give such
consent, the pledger is not deprived of his right to appeal to court under art. 364 CC of
Ukraine in order to demand the separation of his share of the common property for sub-
sequent transfer of it to pledge. In case if securities located under common ownership
that were pledged without the consent of all co-owners, the particular contract can be
recognized as invalid by a court on the claim of any of the co-owners of the property,
whose rights and legitimate interests were violated.

An interesting aspect from a practical viewpoint is the issue of pledge securities by a
person who is bound by them, for example in the case of pledge of promissory notes and
shares. According to the opinion of Vygovskyi, in the case of pledge of promissory notes,
the promiser can act as pledger as well as the pledgee of this promissory note. There is a
significant different in the case of the transmission of the pledged promissory notes by
the pledger issued by him under the contract of pledge. In this case, during the period of
the contract of pledge of promissory notes the pledger has no rights — neither rights to
any promissory note nor any rights of a promissory note — and, therefore, the right of
pledge on such a promissory note does not arise. The joint stock company, which be-
comes the owner of its own shares for subsequent resale, distribution among its em-
ployees or cancellation may also serve as pledger. These shares are owned by the joint
stock company by right of ownership, and the company is entitled to dispose of those
shares at its own discretion, in particular in order to provide pledge. However, thus the
pledge relationship does not cease prior to the expiration of the term of alienation of
these shares. As for the shares acquired by the joint stock company in order to reduce the
share capital, the company is not entitled to perform any agreement with them, including
their transfer into pledge. Shares which have not been paid by the shareholders in a time-
ly manner cannot be transferred on pledge by the joint stock company, as such shares are
not located in securities, and the issuer has no ownership rights to unallocated security or
rights certified by these securities, and, therefore, such person shall not be entitled to
carry out any authority of the owner in relation of these shares and, in particular, pass
them on pledge.”

The law provides guarantee to preserve the object of pledge in the case of change of
the owner (art. 27 (1) of the Law of Ukraine “On pledge”). The position of the Plenum of

%0 O.I Bucoscwviuii, TIpaBoBe pery/IOBaHHs 3acTaBM IiHHMX Tianepis B Ykpaini (Vygovskyi, Legal

regulation of the pledge of securities): auc. [...] kann. ropux. Hayk: 12.00.03, Kuis 2005, c.10.
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Higher Commercial Court of Ukraine is that the pledge remains valid also in the case of
transfer of the object of the pledge to the full economic management of another person,
and in cases of replacement of the pledger by the assignee on the grounds provided by
law. At the same time, in the case of the forced sale of pledged securities, the pledge
ceases. The pledge remains in force regardless of whether the person to whom the secu-
rities were moved knew that the latter were the subject of pledge, and/or knew about the
existence of pledge rights of third parties to such property. If the person was not aware of
the existence of collateral, this circumstance has implications on the relationship between
the applicant and also the pledger.”’

In particular, according to the requirements of art. 659 CC, if the pledger during the
conclusion of the contract of sale fails to fulfil his obligation to notify the buyer about
the existence of the pledge rights of third parties for sold goods, this fact gives the buyer
the right to demand a price reduction or termination of contract.

The legal nature of the securities and the peculiarity of their circulation determine the
necessity of participation in pledge relationships, which are the subject of uncertificated
securities of depository institutions and of the Central Securities Depositary.

Thus, the parties of the pledge relationships arising from the enforcement of obliga-
tions under the credit agreement of pledge securities are represented by banks or other
financial institutions (pledgee), physical entities, the state — the loan debtor under the
credit agreement, or a third party (property guarantor) (pledger).

V. The emergence of relations connected with the pledge of securities

The pledge securities contract should be concluded in written form and in the case of an
agreement between the parties, or upon request of one of them it should be notarized.
Besides the conclusion of the contract, the parties should register the pledge according
with the Law of Ukraine “On providing creditors’ claims and registration of pledges”.
This registration is based on entering encumbrances of movable property information
about the origin, modification, suspension encumbrances, as well as the incurring of
penalty on the subject of encumbrance, into the State register.

The legal importance of registration securities pledge lies in the fact that the pledgee
of a registered pledge has a preferential right to satisfaction of requirements before the
pledgee of unregistered pledge or pledgee, who registered his right later (art. 18 (5) of
the Law of Ukraine “On pledge”). However, it should be noted that the registration of
pledge is not related to the moment of appearing pledge right, and does not affect the
validity of the pledge contract, and, therefore, cannot be a reason to declare its invalidity
(art. 16 (2) of the Law of Ukraine “On pledge”). In this case, the pledgee of unregistered
pledge is denied the right to demand the satisfaction of his requirements by the pledge
property, including the pre-emptive right of incurring of penalty on registered property.

Art. 16 of the Law of Ukraine “On pledge” provides for the mandatory necessity of
concluding a pledge contract, which means that the legislator does not provide any ex-
ceptions for uncertificated securities. The conclusion of the contract of pledge of securi-
ties predetermines the necessity of the pledger to appeal to the depository institution of
securities, which provides services of these securities regarding a demand for blocking

Ilpo nesiki MUTaHHS NPAKTUKM BUPINICHHS CIOpIB, IO BHHHUKAIOTh 3 KPCAUTHHX JIOrOBOPIB.
Tocranosa Ilnenymy Bumoro rocmogapceskoro cyny Yxpainu Bixm 24.11.2014 Ne 1, available at
http://vgsu.arbitr.gov.ua/files/pages/ppVGSU_ 24112014 1.pdf (30 March 2015).
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securities which is a sign of fixing of pledge of uncertificated securities. If the pledger
does not initiate any action as to the fixing of the pledge, its fixation can be made by
court decision. In this case, the contract of pledge of securities should be deemed not
concluded, and the pledge not existent. Taking into account the abovementioned points,
and in order to avoid a situation in which the fixation pledge agreement can be signifi-
cantly delayed, if such a fix is generally denied to the parties in the contract of pledge
uncertificated securities it is advisable to carry out the following steps: firstly, confirm-
ing and signing all necessary documents in order to fix the pledge of uncertificated secu-
rities documents at the same time of signing the pledge agreement; secondly, determin-
ing the pledger’s duties on the fixing of pledge and a timetable; thirdly, providing special
rules of responsibility for failure or improper performance of duties in a prescribed pe-
riod; fourthly, in the contract that establishes the basic obligation, the performance of
which is provided by a pledge of uncertificated securities: including conditions that such
an agreement will enter into force only after it is fixed by pledge.>

We consider that pledge of uncertificated securities arises from OR is based on the
following legal structure: conclusion of a certain agreement, notarization of the depositor
signature on disposal of depository institution of securities in order to commit accounting
operations to fix pledge by blocking pledger’s securities as specified in the contract
amount and direct performing of that operation by depository institution of securities.

Considering that the pledge of uncertificated securities requires the depository insti-
tutions to commit accounting operations on the securities account of the pledger, it seems
necessary to require by law that pledge of uncertificated securities arises from the mo-
ment of conclusion of the contract of pledge and fixation of pledge by the depository
institution, and thus it is advisable to introduce a necessary amendment to art. 16 of the
Law of Ukraine “On Pledge”.

If the subject of pledge of securities consists of certificated securities, the pledge can
be done by transferring to the pledgee, or in deposit to the notary or private bank. In this
case, the parties or their representatives approve the act of transferring the securities,
which indicates the type of securities, their quantity, series number, year, place and con-
ditions of storage, carrying costs, and other relevant information. The act shall be signed
and sealed (if available). Pledge warrant securities (promissory notes, bill of sale) are
carried out by conclusion of a contract of pledge, by performance of endorsement, and
the transfer of endorsed security to the pledgee. A pledge endorsement of a promissory
note is a form of endorsement for which prohibits the further transfer of the securities
issued under the pledge. In order to protect the rights on promissory notes, which are
pledged by the bank, the bank should monitor the compliance with all procedural terms,
namely: period of presentation for acceptance, payment, protest, and so on. In accor-
dance with the pledged endorsement, the following rights are transferred to the bank: the
right to presentation of payment and receipt of payment on a promissory note; right to
protest in the case of failure or partial payment of promissory notes; the right of legal
action for the recovery of the amount for payment to the person obligated on the promis-
sory note. If the bank receives a payment on a promissory note prior to an offence
against the term of debt liquidation under the credit, the bank is entitled to regard this
payment as being provided by agreement of the parties.™

In order to secure the credit, as a rule, the promissory notes are accepted (or promis-
sory notes for which the bank is one of the responsible institutions) with maturity a few

2 Maxosckas (Makovskaja), fn. 41, c. 57-58.

IIpo nopsi1ok 3aicHEHHsT GaHKIBCHKUX OMEpalliif 3 BEKCEIIMH B HAL[IOHATbHIH BAIOTI Ha TEPUTOPIT
VYxpainu. [Tocranosa npasninas HamionansHoro 6anky Ykpainu Bix 16.12.2002 Ne 508/O¢iniitamii
BicHHK Ykpaiuu, 2003, Ne 10, c. 58.
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days later than the date of return of the principal amount of credit. For all promissory
notes that are taken to secure the credit, the latest entry in the endorsement number
should be on the name of the pledger.™

In theoretical works there is a point of view according to which a pledge endorse-
ment constitutes the only legal grounds of pledge legal relations. However, most scholars
rightly emphasize the practicability of the conclusion of a pledge contract and the regis-
tration of a pledge endorsement. >° At the same time, Belov argues that a pledge endorse-
ment is the only means of pledge securities in which the drafting of a separate contract of
pledge does not make any sense. The presence of the pledge agreement, which contained
its individually determined object, the act of acceptance and transfer of the pledge and
other documents in the absence of a pledged endorsement do not establish a pledge right
on a security.” Visnevskij indicates that the pledge of securities, made in the form of
pledge endorsement, is not a pledge by its legal nature in the sense given to pledge by the
civil legislation.”” Kraseninnikov supports a contrary viewpoint. He believes that for the
appearance of right on pledge securities, besides the compilation of a pledged endorse-
ment, the pledge agreement shall be required.®

It should be noted that between the contract of pledge of securities and the pledge
endorsement there are some differences. Firstly, a pledge endorsement and a pledge
securities agreement are independent elements of the establishment of the right of pledge
on securities. Each of them is a stage in legal pledge securities relations. On the basis of
a pledge agreement, legal relations of pledge securities are established, while under the
pledge endorsement legal registration of the transfer of pledge securities is made. Sec-
ondly, the pledge of securities, which arises under the pledge endorsement, has some
differences from the general civil regulations that determine the specific mechanism of
pledge. They are caused by means of legitimizing, a form of transaction, the rights of the
pledgee, satisfaction in the case of default of the obligation secured by pledge, and so
on.” Thirdly, the legal registration of pledge relations by pledge endorsement deprives
the pledger of his opportunity to protect his rights in the event of a violation of the
pledge obligations by the pledgee, because securities pledged the sealed endorsement
which is transferred into the pledgee. The pledger does not receive any confirmation of
registration of legal relations of pledge securities.*

In conclusion, it can be said that the pledge endorsement in itself is neither a contract
of pledge of securities nor its form, and it cannot be regarded as the basis of appearance
of legal pledge relations. Agarkov noted that pledge of security is different, depending on
what is registered: a security paper, a bearer or an order security. The differences in the

S Tpuooicyr/Oniiinux (Grydzuk/Oliinyk), fn. 2, . 3.

E.A. luxosa, IlpaBoBble mpoOieMsl 3a10ra HeHHBIX Oymar (Shykova, Legal problems of of pledge
of securities), AKTyajbHbIe MPOOJIEMBI IPAXKIAHCKOrO Mpasa /mox pen. npod. M.HU. Bpaeurnckoeo
(Actual problems of civil law, Braginski (eds.)), Mocksa 2002, Beimn. 4, ¢.221-222; Kiznosa (Kiz-
lova), fn. 40, c. 102.

B.A. benos, BexcenbHoe 3aKOHOAATENLCTBO Poccuu: HaydHO-TIIPaKTHUECKHH KOMMeHTapuit (Belov,
The promissory note legislation of Russia: academic and practical commentary), Mocksa 1998,
c. 148.

A.A. Buwmnesckuii, Bexcenbnoe npaBo (Visnevskii, The promissory note law), Mocksa 1999, c. 104.

E.A. Kpawenunnuxos, 3anor Bekcens (Kraseninnikov, The pledge of promissory note), Xo3siicTBO 1
mpaBo 1999, Ne 4, c. 38 (Economy and Law 4]7/999).

A.B. I'abos, Bekcenb B cucteMe poccHicKux LeHHBIX Oymar (Grabov, The promissory note in the
system of Russian securities): aBToped. auc. [...] kana. ropua. Hayk: cremn. 12.00.03, Mocksa 1999,
c.7.

J.0. Kynux, Po3paxyHKOBHI Uek sk IIpeaMeT porosopy 3actasu (Kulyk, The settlement check as an
object of pledge contract), [TpaBo i cycminectBo 2013, Ne 6, ¢. 97.
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realization of pledge registered, bearer and order securities are mainly caused by differ-
ences in the order of transfer of rights by such securities.®'

The emergence of the relations connected with the pledge of order securities requires
a legal structure, the elements of which are the conclusion of the contract of pledge secu-
rities, making an endorsement on securities, and the transfer of the securities to the
pledgee. The Civil Code of Ukraine distinguishes two types of movable property, for
which the property remains in the possession of the pledger, or is passed into the posses-
sion of the pledgee (pawning). Registering pledge securities in the form of pawning
facilitates the realization of control of their availability by the creditor; and the cost of
storage of securities certificates and maintenance of accounting are burdensome. Taking
into account the features which are typical of uncertificated securities as a registration
accounting entry of securities into the system of a depositary account of securities, it
must be considered that the establishment, as a variety of pledge of securities, can be
used only in relation to certificated securities.

V1. Legal consequences of non-fulfilment of a credit obligation

In the case of non-fulfilment of credit obligation secured by the pledge, the pledgee shall
be entitled to incur a penalty on the securities (the object of pledge), as well as to satis-
faction of own requirements to the full extent. In the CC there is the following distinction
of separate, independent stages: the first stage is related to incurring a penalty on the
object of the pledge (art. 590); the second stage pertains to the realization of the object of
the pledge (art. 591), which gives the pledger and pledgee the opportunities to apply to
each of these stages the principle of freedom of contract.

The pledgee is entitled to premature performance of the pledged credit obligations in
the following events: 1) the object of the pledge was transferred by the pledger to another
person without the consent of the pledgee, if obtaining such consent was necessary; 2) a
violation by the pledger of the rules of replacement of the object of the pledge; 3) the
loss of the object of the pledge as a result of circumstances beyond the pledgee’s control
if the pledger has not replaced or restored the subject of pledge; 4) a violation of the rules
for the following pledge on the part of the pledger; 5) a violation of the rules on disposal
of the object of the pledge on the part of the pledger; 6) in other cases established by the
contract; 7) initiation of proceedings against the pledger in order to restore the solvency
of the debtor or declaring it bankrupt; 8) decision on the elimination of the legal entity of
the pledger.

According to the legislation incurring the penalty of pledge is preformed: 1) by a
court decision; 2) on the basis of an executive inscription of notary; 3) in the extra-judi-
cial order. The possibility of incurring the penalty indisputably to the pledged property
on the basis of an executive inscription of notary is established by Law of Ukraine “On
notary”. However, the executive inscription can be applied only when the given docu-
ments confirm the indisputability of the debt or another liability of the debtor to the
plaintiff, and if it is provided that the date of the claim has passed no more than three
years (between enterprises, institutions and organizations: a maximum of one year)
(art. 88 Law of Ukraine “On notary™).

Incurring the penalty of pledge is conducted exclusively by a court decision if the ob-
ject of the pledge securities are public enterprises (enterprises, at least 50 percent of
shares are state-owned) (art. 20 (6) of the Law of Ukraine “On pledge”). Contracts
signed in violation of this requirement shall be recognized as invalid according to

' M.M. Aeapros, Yaenue o nenHbx 6ymarax (Agarkov, The doctrine of securities), Mocksa 1993,

c. 108.
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art. 215 CC.” In accordance with p. 17 of the Resolution of the Plenum of the Higher
Specialized Court of Ukraine based on the consideration of civil and criminal cases
“About the practice of application of legislation courts at the decision of disputes) arising
from credit relationships”, the presence of a court decision on the satisfaction of re-
quirements of the creditor, that is not executed by a debtor, does not terminate the legal
relationships of the parties of the credit agreement, nor does such a decision exempt the
latter from liability for failure of monetary obligation; the decision does not deprive the
creditor of his right to receive the amounts under art. 625 (2) CC, as the obligation re-
mains unfulfilled properly in accordance with art. 526, 599 CC.%

If the subject of the contract of pledge of securities consists of two or more types of
securities, the pledgee gets full satisfaction of their secured claims. He determines the
securities on which the penalty is drawn. According to the principle of legal indivisibility
of the subject of pledge, a bank or another financial and credit institution, in the case of
incurring a penalty on the part of securities, reserves the right to incur a penalty on other
securities, which constitute the subject of pledge.

In the case of registering an encumbrance of the subject of the pledgee, the latter
must register the information regarding the incurrence of the penalty in the State register
of encumbrances over movable property. This registration is mandatory prior to the
incurrence of the penalty. Prior to lodging a claim to a court, the pledgee is obliged to
make a notice to all encumbrancers.

The realization of the pledge subject, on which the penalty is incurred, is carried out
by a state executor on the basis of the executor’s letter or decision of a Commercial
court, by way of selling the subject in a public auction, unless otherwise provided by
contract or law. The initial price of the subject of pledge for its sale by public auction is
determined by the court. If the first auction (public tenders) is declared frustrated, an-
other auction shall be held. The starting price of the second and subsequent auctions is a
price reduced by 30 percent relative to the initial price of the previous auction. It is an
interesting situation, when the auction is declared frustrated. The legal consequence of
this fact is regulated in law, but with certain collisions. Thus, according to art. 591 CC, if
the public auction is declared frustrated, the subject of the pledgee can be transferred into
the pledgee’s ownership at the initial price with the consent of the pledgee and the pledg-
er, unless otherwise provided by contract or law. Art. 21 of the Law of Ukraine “On
pledge” stipulates the right to keep a pledged property at the initial price which was
proposed at the last auction (public tenders), if the second and subsequent auctions (pub-
lic tenders) were declared frustrated. That is, in one legal act the legislator requires the
consent of the pledgee and pledger for transferring the pledge into ownership, in another
legal act for this action only the will of the pledgee is required. In my opinion, in this
situation the Law of Ukraine “On pledge” should be applied, because, firstly, this is lex
specialis in relation to the general regulation of CC, secondly, art. 591 CC is a blanket
rule, containing provisions such as “... unless otherwise provided by law ...”; so in this
case, namely the Law of Ukraine “On Pledge” is in fact another regulation; thirdly, con-
cluding the pledge agreement, the pledger made the will, which relates to the possibility
of transition of the pledge property into the ownership of the pledgee in the event of non-
satisfaction of the obligation. If the pledgee refuses to keep the pledge property, it is to

% Tlpo nmesKi NUTaHHA NPAKTMKM BUPIlEHHS CIOPIB, IO BUHMKAKOTH 3 KPEIUTHUX JOTOBODIB.

Iocranosa Ilnenymy Bumoro rocmogapcskoro cyny Yxpainu Bim 24.11.2014 Ne 1, available at
http://vgsu.arbitr.gov.ua/files/pages/ppVGSU_24112014 1.pdf (30 March 2015).

IIpo mpakTHKY 3aCTOCYBAaHHS CyJaMH 3aKOHOJABCTBA NPH BHPIIICHHI CIIOpIB, 0 BUHUKAIOTH i3
KpeauTHUX mpaBoBinHocuH. IloctanoBa Ilnmenymy Buimoro cremiamizoBaHoro cyay Ykpainu 3
pO3MIAy LUBITGHHX 1 KpuMiHambHUX crpaB Bix 30.03.2012 Ne 5, available at http://zakon4.rada.
gov.ua/laws/show/v0005740-12 (30 March 2015).
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be sold in the prescribed manner, unless otherwise provided by the contract. The amount
of money received from the sale of the pledge after satisfaction of the obligation is re-
turned to the pledger. If the amount received from the sale of the pledge does not cover
the requirements of the pledgee, the latter is entitled to receive an additional amount
from other property of the debtor, in the order of satisfaction requirements of other credi-
tors.

In accordance with established legal restrictions (art. 7 (8) of the Law of Ukraine “On
Joint Stock Companies”), the realization of pledged shares of a private joint stock com-
pany is carried out in a special mode, taking into account the possibility of using share-
holders pre-emptive rights to purchase the shares. A notification to shareholders regard-
ing the sale of shares must be sent within two business days from the date of receipt of
the information from the pledger prior to the public auction. Shares are offered to share-
holders in proportion to the number of shares owned by each of them, at an initial price
established by agreement or court decision. Pre-emptive rights are valid from 20 days to
two months, and can be terminated prematurely, given that all shareholders received
written statements on the use or discourage of the use of their pre-emptive right to pur-
chase shares. If shareholders do not take advantage of their pre-emptive right to purchase
all shares, the shares will be sold to third parties at a public auction. If only one share-
holder uses his pre-emptive rights, this shareholder concludes a contract of sale of
pledged shares without public auction. In the case of a violation of the pre-emptive right
to buy shares, any shareholder of the company may require a court to transfer to the
shareholder the rights and obligations of the buyer of the shares. Such transfer is only
possible within three months from the date when he learnt about, or should have learnt
about, such violation.

In the case of entering information on the pledge of securities into the State register
of encumbrances over movable property, in accordance with art. 26 the Law of Ukraine
“On securing creditors’ claims and registration of encumbrances”, the pledger shall be
entitled to select one of the following extrajudicial remedies at its own discretion:
1) transfer of securities into pledger’s ownership; 2) sale securities by purchase and sale
contract with any purchaser or at a public auction; 3) encumbrancer transfer of securities,
including direct debit; 4) realization of pledged securities on the basis of notary execu-
tive order. According to art. 27, a pledgee, who intends to extrajudicially foreclose on the
securities that are the subject of security encumbrance, must send a written notice about
the violation of an obligation secured by encumbrance to the pledger and other encum-
brancers, in favour of which the registered encumbrances is set. The notification is sent
simultaneously along with the registration of the information on incurring a penalty over
secured encumbrances in the State register of encumbrances over movable property. If
within 30 days of the registration the obligation is fulfilled, and the securities are not in
the possession of the pledger, the pledger must transfer the securities in the possession of
the pledgee immediately at the request of the latter. Then a bank or other financial lend-
ing institution has the right to satisfy its demand for credit commitments by the acquisi-
tion of ownership of securities and notification of the debtor, other encumbrancers of
these securities about its intention to acquire ownership of the securities. They may ex-
press an objection in writing within thirty days, and send it to other encumbrancers.
Under these conditions, the pledgee must satisfy the request, which is secured by encum-
brance, by selling securities to any person at a public auction, and take notice of the
debtor, other encumbrancer of the securities, indicating the chosen method, place and
time of the sale procedure.

If the debtor expressed any objections, the encumbrancer, which initiates the incur-
rence of the incurring of penalty procedure may acquire the ownership based on the court
decision. A contract of sale of securities is concluded by the pledgee on behalf of the
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pledger, and it is the legal basis for the acquisition the ownership of the buyer over these
securities. Within ten days from the date of sale of securities, the pledgee must give to
the debtor and all encumbrancers, for whom registered encumbrance of securities was
established, a written report on the results of the sale. According to art. 24 of the Law of
Ukraine “On securing creditors’ claims and registration of encumbrances” using extraju-
dicial methods of incurring of penalty on the subject of encumbrance of security does not
deprive the debtor, encumbrancer or third parties of their right to claim to the court. The
following procedure for sale of securities that is the subject of enforcement of credit
obligations is not applied to debt securities, the time of payment on which are already
due for payment, or which shall be paid on demand. In this case, the pledgee satisfies his
requirements by presenting appropriate security for payment. If the amount received
from debt securities payment exceeds the amount of secured by encumbrance claims, the
pledgee must return the excess amount to the debtor. Equity and derivatives securities
(which include shares, investment certificates, certificates of real estate funds, shares of
corporate investment funds, corporate bonds, government bonds of Ukraine, municipal
bonds, treasury promissory notes of Ukraine, savings (deposit) certificates, promissory
notes, bonds of international financial institutions, bonds guarantee fund of individuals)
are in possession of the pledge. Such equity can be sold on the stock exchange at a price
not lower than their market value. If the subject of a pledge consists in securities as bill
on sale, then, according to the literature, the pledger can choose one of three ways for
satisfaction of his requirements: through the implementation of pledged bill on sale di-
rectly by the pledgee, and by addressing to him foreclose on the mortgage (in case of
failure to satisfy the principal obligation secured by a mortgage) or satisfaction of its
claims through the implementation received from the debtor mortgagee (in case of per-
formance of such obligation), or by conventional procedures of incurring of satisfaction
in court or out of court.**

In contrast to incurring satisfaction on pledged property on the grounds provided by
law, there is no clear definition neither in theory nor in practice, for the foreclosure of the
pledged property in cases stipulated by contract. In my view, using the civil law principle
of dispositive, the parties may add other circumstances to the pledge agreement which
are not required by law. Once these circumstances occur, the pledgee obtains the right to
foreclose on pledged property. Such circumstances may include the deterioration of the
borrower’s financial position, a change of interest rate of the National bank of Ukraine
on conditions that a borrower renounces a suggestion of his bank or other financial in-
stitution regarding this change, and so on. The “Legal Committee of the Professional
Association of Registrars and Depositories of Ukraine” has developed recommenda-
tions® for foreclosure on securities that are the subject of a pledge agreement, carried out
under contract by: 1) the conclusion of a separate agreement regarding foreclosure on the
pledge with the participation of depository institutions which accounts pledged securi-
ties; or 2) the inclusion of a direct indication in the pledge agreement that the pledged
securities are to be transferred in foreclosure in the event of certain conditions (for ex-
ample, default by the debtor of the principal obligation which is confirmed by the docu-
ments specified in the contract, or expiration of the term set by the creditor to the debtor
to perform the principal obligation, if such period has not been established immediately,
etc.); or 3) the duty of the pledger to make an order for the cancellation of pledged secu-

% Buzoscwruii, (Vygovskyi), fn. 50, c. 11.

% PexoMmenaniii paBoBoro Komitery mpodeciiiHoi acouianii peectpatopis i menosurapiis “Il{omo

MOPSAIKY 3BEPHEHHs CTATHEHHs Ha 3acTaBieHi minHi manepu” (The recommendations of the legal
committee of Professional Association of Registrars and Depositories, On the order of foreclosure on
pledged securities), available at www.pard.ua/uploads/documents/534ce24b29355.doc (30 March
2015).
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rities to the pledgee in the event of failure regarding the principal obligation; such a duty
shall be reflected in the contract of pledge. This method of realizing the right of incurring
a penalty on the pledge is the most risky one from the viewpoint of the pledgee, because
the latter is completely removed from the control of the fulfilment of the pledge obliga-
tion. In the event of foreclosure and sale of pledged uncertificated securities on the basis
of a court decision or order of the commercial court or executive notary, the depository
institution performs unconditional operation in the depository account to unblock securi-
ties in the account of the depositor and their transfer to the securities account of the new
owner (the pledgee or a third party).

The pledger has the right to sell securities or to transfer the ownership to the pledgee
at any time, in order to stop foreclosure on pledged property by performing the obliga-
tion which is secured by a pledge.

After the foreclosure on pledged property the pledge right is terminated (art. 593
CC), that is, a transaction terminates following requirements of the creditor against the
debtor.

VII. Conclusion

Currently the pledge of securities is the most common way of incurring the satisfaction
of credit agreements. It is caused by efforts to ensure the proper execution of the con-
tract, all the more during an economic crisis in the absence of stability and reliability in
contractual legal relationships, creditors are interested in additional guarantees of the
proper implementation of credit obligations by the debtor. The degree of development of
market economy principles in the Ukraine has a direct impact on the law on pledge. The
peculiarity of the legal nature of securities, the difference in the mechanism of circu-
lation of certificated and uncertificated securities makes it necessary to improve Ukraini-
an legislation on pledge as a means of ensuring credit commitments. Such improvements
would constitute one of the most important components of the general civil law reform in
Ukraine.

The current legislation of Ukraine in fact stipulates the necessity of extending the le-
gal regime of the pledge of things on the pledge of securities while, of course, taking into
account the specific characteristics of securities. This viewpoint is also upheld in the
civil law doctrine regarding the classification of securities to the category of things.
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