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V/inter 1989 Uniform Activities

Federal Preemption Remains a Serious Threat to the UCC

f  Artideji^OT the Uniform Commercial 
(Sede-uficeagairi faces a serious threat from 
the Federal Government. The Market 
Reform  Act of 1989, which has been 
proposed to the U.S. Congress jointly by the 
Securities and Exchange Commission 
(SEC) and the Treasury D epartm ent, 
would, if enacted, amend the Securities Ex­
change Act of 1934 and preempt an un­
determined portion of Article 8 and affect 
Article 9 as well.

The Market Reform Act (Senate Bill 
648) will most likely move to the floor 
sometime in the coming year. The bill has 
four principal provisions dealing with: 
large stock and options trader reporting; 
risk assessment for holding company sys­
tems of securities firms; coordinated clear- 
ing and s e ttle m e n t of s e c u r it ie s  
transactions, including federal preemption 
of UCC Article 8; and emergency market 
trading suspensions.

The threat of preem ption actually 
started with the stock market crash of Oc­
tober 1987. The huge market movements 
that occurred created margin and other set­
tlement obligations within the stock, op­
tion, and futures markets that involved 
extremely large cash payments. Because 
many of the participants in each of these 
markets also participate in other markets, 
the size of these cash flows were larger than 
would have been required if clearance and 
settlement of products in these markets 
were coordinated. The tremendous cash 
flows necessitated by the lack of coor­
dinated settlements placed great strains on 
our nation’s payment systems, and deprived 
the trading markets of liquidity at a time 
when it was most needed.

Several reports noted this problem and 
suggested that improvements in clearance 
and settlement, and specifically increased 
intermarket coordination, are among the 
im portant reforms needed. The SEC 
report cites the lack of uniformity between 
~the~SfateT~in th e la iea-jq£_ transf e :.i_aiid__ 
pledges of uncertificated securities as a con­
tributing factor. The report specifically 
notes that not all the states have adopted 
the Article 7^AmieTTdTnrrrr5T?ntre

Section 17A(f)(l) of the Securities Ex­
change Act, as amended, would authorize 
the SEC to promulgate rules concerning the 
transfer and pledge of certificated and un­
certificated securities. Paragraph (f)(1) 
would authorize the SEC to preempt state 
commercial laws (such as Article 8 of the 
Uniform  Commercial Code) governing 
transfer and pledge of securities, but only 
upon making three affirmative findings: (1) 
that the rule is necessary or appropriate for 
the protection of investors or in the public 
in terest and is reasonably designed to 
promote the prompt, accurate, and safe 
clearance and settlem ent of securities 
transactions; (2) that in the absence of a 
uniform rule, the safe and efficient opera­
tion of the national system for clearance and 
settlement of securities transactions will be, 
or is, substantially impeded (for example ' 
due to the lack of scope or inconsistent! 
standards of such state laws); and (3) that to 1 
the extent such rule will impair or diminish 
directly or indirectly rights of investors 
under state law concerning transfers of 
securities, that the benefits of such rule ex­
ceed the detriment to investors.

Obviously this is a serious threat to A r-\ 
tide 8 of the UCC. The Article 8 Amend- 
ments have still not been adopted in ten 
states and the District of Columbia. Five V 
states picked up the legislation in 1989, bu: f  
this is not enough. The only sure way to stop 
federal preemption is to complete adop­
tions of UCC-8 everywhere. J

The Market Reform Act of 1989 is like­
ly to go to the floor for discussion early in 
the new year. With 11 jurisdictions still 
without Article O e d e ra l preemption is ~a 
real possibility, but one that can certainly be 
avoided with prompt action on our part.

To maintain the UCC as the preeminent 
work of the Conference will require diligent 
effort on all our parts. Changes in business

E radices and technological developments 
ave assured changes in the UCC. It must 

evolve as business practices do. Commis­
sioners cannot be slow in pressing for adop­
tion of UCC am endm ents as they are 
completed.
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ALASKA STATS CHAMBER OF COMMERCE
310 Second Street 

Juneau, Alaska 99801
April 13, 1989 (907)386-2323

Depjijrnem  of Lt 

APR 14 1989

S B  88 and HB 67

This responds to your letter of March 9, 1989
concerning the views of the Alaska State Chamber of Commerce 
on the referenced proposed legislation.

As a general proposition, we endorse uniform state 
laws, therefore, we are sympathetic to the purposes intended 
to be served by each of these measures. Further, we note with 
some interest that the new Corporations Code will take effect
July 1, 1989 and that pending amendments to that new code will
incorporate the concept of "certificateless securities" into 
the law; therefore, the amendment to the Uniform Commercial
Code proposed by SB 88 is conceptually consistent with other 
developments in this area. (There is a difference in the
terminology, SB 88 using the term "uncertificated securities", 
but we presume that minor point can be readily resolved.)

We also regard it as notable that the amendments
suggested by SB 88 have been adopted by 35 other 
jurisdictions, including states which our courts regularly
look to in considering interpretations of the law. A network 
of uniform solutions to commercial problems nationwide will 
help to maintain a sense of certainty in business dealings 
which can, in the long run, only promote commercial
development and prosperity.

For these reasons, the Alaska State Chamber of 
Commerce endorses SB 88 as introduced on January 9, 1989 by 
request of the Governor, on the understanding that the 
terminology will be harmonized with SB 204.

We are much more concerned with HB 67 dealing with 
leases of personal property under the Uniform Commercial Code, 
because, unlike SB 88, HB 67 has been adopted by only one



Arthur H. Peterson, Esquire 
April 13* 1989 
Page 2

state, and despite the obvious hope that it will ultimately be 
embraced by the rest of the nation, that has not happened yet. 
The basis for this concern, of course, is that as the draft 
legislation is considered by other states, deficiencies in the 
law may be discovered which are not apparent at this time, 
with the result that either the Alaska Statute is not uniform 
with that adopted by other jurisdictions, or that it is 
deceptively similar, inducing an unjustified reliance on a 
presumption of consistency.

There is no prize for being the first to adopt a 
proposed uniform state law. In fact, it is well known that 
many such proposed uniform acts take many years to be adopted, 
and in some cases, it simply doesn't happen. In a similar 
vein, it is unlikely in the extreme that any state would be so 
impressed with Alaska's decision that it would blindly follow 
our lead. Prudence dictates patience in this case.

Finally, although the leasing of personal property 
is a common activity in Alaska, as elsewhere, we are not aware 
of any unusual problems associated with this sort of lease 
which cannot be adequately addressed under existing provisions 
of law. The primary value of this act, therefore, is that it 
would make Alaska law consistent with the laws in other 
states, which, of course, this bill would not do at this time.

Accordingly, the Alasha State Chamber of Commerce 
does not support adoption of HB 67 now; however, we would be 
willing to reconsider our position at some future date when 
these provisions have been incorporated into the legal 
framework of a significant number of other jurisdictions.

We appreciate the opportunity to comment on these 
measures, and hope that our comments have been helpful to you.

cc; George Krusz

0412ascc



MEMORANDUM State of Alaska
Department of Law

TO:

FROM:

date: March 6, 1989
FILE NO.: 773-89-0062
te l.n o .:  465-3600
sub ject: Senate Bill 88 (UCC,

Investment Securities)

In response to your question last Friday, regarding 
possible problems having developed with regard to the 1977 UCC 
article 8 amendments, I phoned John McCabe, General Counsel and 
Legislative Director for the National Conference of Commissioners 
on Uniform State Laws. He indicated that there has been 
virtually no litigation under article 8, certainly not with 
regard to the 1977 amendments. He is not aware of any problems 
that have arisen in any of the 35 states that have enacted those 
amendments. He did mention an early Harvard Law Journal article, 
by a Peter Coogan, criticizing the article 8 amendments with 
regard to their relationship to article 9 on secured 
transactions. That article was then answered in another article, 
by Robert Haydock and Martin Aronstein, and, I gather, the point 
has not been pursued and the article 8 amendments have not proven 
troublesome in connection with article 9.

I hope that this information is of some help to you and 
the legislature. Thanks for your help in the effort to bring 
article 8 up-to-date.
AP:prm

Arthur H. Peterson \J 
Assistant Attorney General 
Department of Law

Andy Hemenway 
Staff Assistant 
Representative Max 

Gruenberg's Office

03002
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STEVE C O W  PER, GOVERNOR

October 11, 1988

M E M O  R A  N D U M

TO: Honorable Steve Cowper
Governor

FROM: J y y  Grace Berg Schaible
V Attorney General

RE: Attached draft bill on investment securities
under the Uniform Commercial Code 
Our file: 773-89-0062

Attached is a draft bill, requested by this department', 
to enact the 1977 amendments to Article 8 (investment securities.) 
of the Uniform Commercial Code (AS 45.08 in Alaska's version). 
This is one of two major steps offered this year for updatii'g 
Alaska's Uniform Commercial Code (UCC), the other being our file 
773-89-0061 to enact the new Article 2A on leasing.

As originally written, Article 8 of the UCC deals with 
investment securities in a way that relies on pieces of paper to 
represent those securities. The new Article 8 contemplates the 
elimination of the paper. These amendments, already enacted in 
35 states, are essential to recognize modern financial trans­
actions .

Also attached are a draft transmittal letter to the 
legislature and materials mentioned in it.

When you have approved this draft, please let us know, 
and we will prepare the bill for introduction. Into which house 
would you prefer to have it introduced?
GBS:AHP:cb
Minimum Distribution by Governor's Office:

Honorable Larry Merculieff, Acting Commissioner, DCED 
Honorable Hugh Malone, Commissioner, DOR 
David A. Rose, Executive Director 
Alaska Permanent Fund Corporation 
Alison Elgee, Director 
Division of Budget Review 

Mary Halloran, Director 
Division of Policy 
Office of Management and Budget

P.O. BOX K— STATE CAPITOL 
JUNEAU, ALASKA 99811-0300 
PHONE: (907) 465-3600



Under the authority of art. Ill, sec. 18, of the Alaska Constitu­
tion, I am transmitting a bill to enact the 1977 amendments to 
Article 8 of the Uniform Commercial Code, on investment secu­
rities. These amendments were developed by the National Confer­
ence of Commissioners on Uniform State Laws (NCCUSL) in coop­
eration with the American Law Institute and the American Bar As­
sociation. These amendments, already enacted in 35 states, are 
essential to update Alaska's version of the Uniform Commercial 
Code (UCC) and recognize modern methods and necessities of finan­

cial transactions. *

The basic change proposed in this 58-page bill is the introduc­
tion of the concept of uncertificated securities. In other
words, the new Article 8 (AS 45.08 in Alaska's version of the 
UCC) contemplates the elimination of the paper (i.e. "instru­
ment") that identifies the obligation that the security mani­
fests. The term "instrument" will no longer imply the existence 
of specific pieces of paper that act as evidence of obligations 
between people. There are many reasons for this, as explained in 
the material I am attaching to this letter, as furnished by the 
National Conference of Commissioners on Uniform State Laws. You 
will find the following attached: a fact sheet for these Article
8 -amendments, a four-page summary of the amendments, a two-page
item labeled "Why Every State Needs The Article 8 Amendments -- 
Now!", four pages of questions and answers on the amendments, and 

a 1985 endorsement of the amendments by the Securities Industry



Committee of the American Society of Corporate Secretaries. In 
addition to that material, my staff will make available to the 
legislature the pamphlets containing the 1977 amendments, pub­
lished in 1978 by West Publishing Company, including the official 
commentary by the NCCUSL, and a 1976 article by Martin J. 
Aronstein, entitled "A Certificateless Article 8? We Can Have It 
Both Ways," from the American Bar Association's The Business Law-

Z e r -

It is necessary to maintain Alaska's version of the Uniform Com­

mercial Code as up to date as >ossible. This bill is one of the 

ones I am proposing to do just that.

Sincerely,

Steve Cowper 
Governor

- 2 -



A Few Facts About

THE ARTICLE 8 AMENDMENTS TO THE UNIFORM COMMERCIAL CODE

PURPOSE;

ORIGIN:

ENDORSED BY:

STATE
ADOPTIONS:

To provide states with a legal framework for the 
transfer of uncertificated securities, similar to 
the rules for certificates found in the original 
Article 8.

Completed by the Uniform Law Commissioners in 
1977, in cooperation with the American Bar 
Association and the American Law Institute.

New York Stock Exchange
Securities Industry Association
American Society of Corporate Secretaries

Arkansas
California
Colorado
Connecticut
Delaware
Florida
Hawaii
Idaho
Illinois*
Indiana
Kansas

Kentucky
Maine*
Maryland
Massachusetts
Michigan
Minnesota
Montana
Nevada
New Hampshire 
New Mexico 
New York 
North Dakota

Ohio
Oklahoma
Oregon
Rhode Island*
South Dakota t
Tennessee
Texas
Virginia
Washington
West Virginia
Wisconsin
Wyoming

1988
INTRODUCTIONS: District of 

Columbia 
New Jersey

NEED A 
SPEAKER? These persons are avaible to provide testimony or 

give presentations r “'he Article 8 Amendments:

Martin J. Aronstein 
Univ. of Pennsylvania 
Permanent Editorial 
Board for the UCC

Robert Haydock 
Boston, Mass. 
Permanent Editor;al 
Board for the UCC

William E. Hogan 
New York University 
Permanent Editorial 
Board for the UCC

Donald Scott 
Philadelphia, PA 
Permanent Editorial 
Board for the UCC

For information on arranging a speaker, contact John McCabe 
or Katie Robinson at 312-915-0195.

* 1988 Adoptions



ARTICLE 8 AMENDMENTS TO THE 

UNIFORM COMMERCIAL CODE

Article 8 of the Uniform Commercial Code is entitled 
"Investment Securities." A "security" is broadly defined as an 
instrument which:

(1) is issued in bearer or registered form;

(2) is of a type commonly dealt in upon securities 
exchanges or markets or commonly recognized in any area 
in which it is issued or dealt in as a medium for 
investment;

(3) is either one of a class or series or by its terms^is 
divisible into a class or series of instruments; and^

(4) evidences a share, participation or other interest in 
property or in an enterprise or evidences an obligation 
of the issuer.

The commonest examples are stocks and bonds. They have a market 
and are bought and sold, as are "goods" under Article 2 of the 
UCC, and negotiable instruments under Article 3. The UCC sought 
to cover all the major kinds of markets in its conception of 
"commercial transactions." Thus, Article 8 provided a 
fundamental law for the buying and selling of securities.

Note, however, one aspect of this basic definition. It 
states that a security is an "instrument." It implies a piece of 
paper with appropriate writing to identify the obligation the 
security manifests. Therein lies the kernel for the present 
revision - paper. The new Article 8 contemplates the elimination 
of the paper. The term instrument will no longer imply the 
existence of specific pieces of paper which act as evidence of 
obligations between people.

There are a number of reasons for this anti-paper 
revolution. In the late 1960s, the brokers and the exchanges 
became overburdened with paper. The sheer load hampered the 
markets. Also, automation has progressed far enough to make the 
revolution feasible. It is easier and faster to record transfers 
in the computer. It is efficient and more economical. Thus, the 
nature of the transactions in securities is fundamentally 
changing.



Under the revised Article 8, an immediate distinction is
made between types of securities. There are "certificated" 
securities and "uncertificated" securities:. The "certificated" 
security is the one we have long known, represented on and by a 
piece of paper, an instrument. That piece of paper has been, and 
remains, the means of transfer and the evidence of obligation - 
when it exists. But it no longer always exists.

The "uncertificated" security is not evidenced by any piece 
of paper at all. It exists on its issuer's records. Its key 
characteristics are found in the definition. It "is not
represented by an instrument and the transfer of which is
registered upon books maintained for the purpose by or on behalf
of the issuer.. ." Without the instrument, the mechanics of a 
transfer change. Also changed are the manners in which 
obligations are manifested.

Where there is a certificate, it physically participates in 
any transfer of the obligations it contains. A security passes 
upon proper endorsement arid physical delivery of the instrument. 
The instrument takes part in p i dges made by owners of the 
security to secure their own debts. It is also the foundation*of 
the warranties each of the part— s gives in a transaction 
involving a security. The paper is fundamental, and when it is 
eliminated, some changes commensurate with its elimination must 
take place.

When a transfer, or registration of a pledge, occurs in the 
case of an "uncertificated" security, it does so only on the 
books of the issuer. This means that an "instruction" must be 
given to the issuer by the appropriate person. The "instruction" 
normally will be in writing, and obligates the issuer to make the 
necessary entry on the books. The evidence of completion is a 
statement back from the issuer within two business days after the 
registration occurs. It goes to transferror, transferee, and any 
pledgee.

These two items are the only pieces of paper involved in the 
transfer, and are designed to be much simpler than the 
"certificated" security. The last of the two, the "Initial 
Transaction Statement," is the most important. It provides 
notice of terms, restrictions, and adverse claims to the
addressee, and runs against the issuer if it does not. This is a 
similar function to the written instrument which constitutes a 
"certificated" security. The rights of purchasers which depend 
on this information are affected almost exactly as a purchaser's 
rights are affected by a "certificated" security.

There are differences, however. A purchaser of an
"uncertificated" security, in general, can rise no higher th^.n 
his transferror in terms of his rights. He takes as if he had 
his transferror's knowledge, even if he doesn't. A 
"certificated" security does not hold a purchaser to the
knowledge of his transferror, but bases his rights on his own



knowledge. That is a distinct difference between the two forms 
of security.

Further, an Initial Transfer Statement warrants only that 
the acknowledged owner is so at the time of its issuance. It 
does not do so for any following time period. In contrast, a 
purchaser may normally assume that the holder of a "certificated" 
security is the owner and entitled to transfer it. In these 
respects, the Initial Transfer Statement does not offer the 
assurances of a "certificated" security.

It is perhaps anomalous to think of security interests in a 
security, which itself may represent a debt of the issuer. 
People who owr securities, which are valuable property, may 
pledge them for the.ir debts. They create a security interest in 
the creditor by so doing.

A "certificated" security is merely delivered to the pledgee 
with a proper endorsement. That creates the security interest. 
Where "uncertificated" securities are concerned, the security 
interest must be registered. The procedure for doing this 'is
identical to the procedure for a transfer. An instruction is
sent to, and a confirmatory statement returned from, the issuer 
of the security. Once registered, the owner continues all powers 
with respect to the security except the power of transfer. That 
belongs to the registered pledgee.

The "uncertificated" security offers a bit more protection 
to the pledgee than a "certificated" security does. If a pledge 
of a "certificated" security is not registered, additional 
securities and dividends will be distributed to the owner, not 
the pledgee. The procedure relating to "uncertificated" 
securities precludes the problem. It is also to be noted that 
perfection of the security interest is by possession of the
instrument for a "certificated" security, and by the mere
procedure of creating the interest for "uncertificated" 
securities. Perfection is the means of determining the priority 
between competing security interests.

Warranties also differ between "certificated" and 
"uncertificated" securities. The face of the instrument provides 
a basis of warranties for "certificated" securities. The 
presenter to an issuer for registration, the transferror to a 
purchaser, all warrant aspects of the transaction because of the 
instrument and its enforcements and signature guarantees. For 
"uncertificated" securities, the only warranty can be on the part 
of the originator of an instruction to the issuer. That person 
warrants that the registration is proper to the issuer, and that 
the transfer has no defects to a purchaser for value.

Signature guarantees, an essential part of the transfer 
process for widely held securities, also cannot be the same for 
"certificated" and "uncer^ificated" securities. The guarantor of



WHY EVERY STA TE N E E D S  T H E  A R T I C L E  8 AMENDMENTS —  N0W1

In each of the 50 states, the trading of corporate 
securities, typically stocks and bonds, is governed by 
transfer rules found in Article 8 of the Uniform Commercial 
Code.

The transfer system established by the original Article 
8 is based on the "certificate"; transfer takes place when 
the certificate is endorsed and delivered by one party to 
another. The original Article 8 provides:

. Rules for endorsement and delivery of the 
certificate;

. "Warranties of transfer", or guarantees 
of the transfer's validity;

. Rules for the use of securities to secure debts.

While the certificated system still dominates secu­
rities transfers, electronic transfers may ultimately make 
the certificate obsolete. The 1977 Amendments to Article 8 
were therefore drafted to establish regulations for the 
newer system that is evolving —  one which eliminates 
certificates and instead accomplishes transfers by entry on 
the issue books and appropriate notices to the parties 
involved.

The Amendments include the same features as the origi­
nal Article 8, with the important exception of the certifi­
cate requirements, and have been carefully integrated into 
the older Article. They parallel the legal framework the 
original Article 8 established for certificates, and give 
priority in the law to neither system of transfer.

But the practical advantages of an uncertiricated 
system are clear: they allow issuers to take advantage of 
the efficiency and speed of computer technology that can 
eliminate the sea of paper that afflicts the securities 
market.

A majority of states have already recognized the need to 
adopt the Amendments. They include New York, the nation's 
trading capitol; Delaware, the state of incorporation for 
large businesses across the country, and most recently 
Massachusetts. In states which do not adopt the amendments:

. Traders will be less equipped to do 
business with uncertificated companies.

(over)



QUESTIONS AND ANSWERS ON THE 1977 AMENDMENTS TO 

ARTICLE 8 OF THE UNIFORM COMMERCIAL CODE

Q: What do the 1977 Amendments to the Uniform Commercial Code (UCC)
provide?

A: They permit entities creating investment securities (stocks and
bonds are the commonest examples) to issue "uncertificated" 
securities. This kind security would rot be represented by a 
"certificate" and would not be transferred by passing a certificate 
from one person to another. Transfer would take place when the 
issuer creating the security records the transfer on its books.

Q; How does such a transfer take place?

A: In most instances transfers of uncertificated securities will *
require computerized records and electronic communications systems. 
In small corporations that have limited numbers of stockholders and 
are not publicly traded, uncertificated securities might be created 
without these technical advances. Under the Amendments, a transfer 
of any kind follows this basic sequence:

1. The current owner (transferor) of the uncertificated security 
sends an instruction to the issuer to record a transfer to 
another person (transferee). The *nstruction must be in the 
form required hv the issuer.

2. The issuer records the transfer on its records.

3. The issuer return? an identical document to both the
transferor and transferee confirming the transfer. This 
document, called an Initial Transaction Statement (ITS), must 
be returned within two days after the receipt of instruction. 
Receipt of the ITS assures that the transaction is complete.

Q: How are uncertificated securities pledged as collateral for a debt?

A: A pledge is a type of transfer under the Amendments. It requires
the same seouence as any other transfer, such as a sale or a gift, 
except that the effect is to preserve on the issuer's books the 
rights of the creditor in the securities as collateral. A pledge 
can be recorded in two ways. The creditor can be shown on the 
issuer's records as the owner of the securities, as collateral for 
the debt. The pledge, itself, can also be recorded without an 
actual transfer of ownership, In either case, the creditor's



There are issuers, such as mutual funds, that have never made 
certificates available - their customers do not expect what has 
never been offered. Most investors who deal through brokers 
maintain accounts and never see certificates, even though the large 
bulk of stocks and bonds are current! certificated. The majority 
of investors don't expect certificates anymore, and it is likely 
that the demand will be rare, though they will be available.

Aren't computerized records and electronic transfers more open to 
fraud and deception than certificated transfers?

Securities are valuable property and targets of the unscrupulous 
and dhhonest. Certificates are stolen, signatures are forged; 
paper may be counterfeited, even after the most elaborate 
precautions. In short, there are risks inherent for certificated 
securities, and issuers, financial institutions, brokers, and 
investors have to take precautions to protect rights represented by 
certificates. The UCC was never concerned with these problems, 
except to establish certain basic liabilities. The practices of 
the securities industry, bolstered by the establishment of these 
liabilities. The practices of the securities industry, the 1' 
criminal law, have been primarily responsible for protecting these 
valuable interests. The system has worked very well, though never 
perfectly.

The Amendments treat uncertificated securities the same way the UCC 
has treated certificated securities. Certain basic liabilities are 
established, but the practices of the securities industry, backed 
by the criminal law, is the primary defense against fraud and 
deception. The risks, are different with computers and electronic 
transfer systems, but they are not insurmountable. The banking 
system already operates largely on electronic transfers of money 
and while no system of transfers will ever be perfect, it appears 
that a high level of safety is possible and probable. Indeed, if 
the market place did not have a high level of safety, nobody would 
enter the market. That is the best guarantee that systems adopted 
will be very safe before they are utilized.

Do the 1977 Amendments to the UCC affect securities regulation at 
the state or federal level?

The short answer is no. The UCC has provided the basic transfer 
rules for investment securities. It has never been concerned with 
issues of regulation, such as registration of securities issues or 
disclosure to investors. The Amendments make no change in this 
pattern. Uncertificated securities are subject tu the same 
regulatory requirements as certificated securities, and the 
existence or non-existence of the certificate makes no difference 
whatsoever.



AMERICAN SOCIETY OF CORPORATE SECRETARIES, INC.

1270 AVENUE OF THE AMERICAS • N EW  YORK 10020 • TELEPHONE; 212-765-2820

April 25, 1985

Mr. John M. McCabe 
Legislative Director 
National Conference of Commissioners 

on Uniform State Laws 
645 North Michigan Avenue 
Suite 510
Chicago, Illinois C0G11 

Dear Mr. McCabe:

The Securities Industry Committee of the American Societ; of 
Corporate Secretaries endorsed the 1977 Amendments to Article 8 of 
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A Certificateless Article 8? We Can Have It Both Ways

By MARTIN J. ARONSTEIN*

I n  t h e  aftermath of the “ Paperwork C ru n c h ” which seriously impaired the 
operation of the securities markets during  the late 1960s, the  a ir  was filled 
with proposals for reform. Not surprisingly, m any of these proposals focused 
on the elimination of the most visible m anifestation of  paperw ork  problems—  
the negotiable stock certificate. But it was correctly perceived that “T h e  Cer- 
tificatcless Society" was incompatible with an  existing legal regime firmly 
based on the assumption that shares o f  corporate  s tock  m ust inevitably be 
represented by indispensable instruments. In an eSort to  resolve this incom­
patibility, the American Bar Association’s Section of Corporation , Banking 
and Business Law organized a Committee on Stock Certificates. T he  Com­
mittee was charged with the duties of determining w hat legislation, if any, 
would be needed to facilitate the elimination of negotiable stock certificates 
and of drafting such legislation. The C om m ittee  issued its R ep o r t  on  Sep­
tember 15, 1975.' The author served as the C om m ittee ’s R eporter.

This article is intended to be neither a summary of nor a substitute for the 
Committee’s Report. Rather, its primary objective is to cail the  Bar’s atten­
tion to the Committee’s project and to enlist the cooperation of the Bar in 
the implementation of the Committee’s recommendations. Its secondary, 
and somewhat selfish, objective is to permit the R eporter  to express some 
personal views which are  outside the scope o f  the R ep o r t  and which are not 
necessarily shared by the  Committee o r  its o ther individual members.

At the risk of sacrificing the element of surprise, it should be stated at the 
outset that the Committee's principal recom m endations are two. The first is 
the relatively minor amendment of state corporation statutes to  validate the 
issuance of stock not represented by certificates.2 The second is a m ajor and 
comprehensive revision of Article 8 and  related sections in o th e r  Articles of 
the Uniform Commercial Code intended to govern  the attributes o f  uncer­
tificated shares.* The Committee does not recom m end the adoption  of  gen­
eral federal legislation a t  this time but recognizes that such legislation m ay be 
required in the future. O ne  of the circumstances that would seem  almost cer­
tain to lead to federal intervention would be the failure o f  the s ta te  legislatures

• Professor of  Law, University o f  Pennsylvania .
1. Copies of the Report may be obtained by w r i t in i  to  the  C h a i rm a n ,  D ona ld  A. 

Scott, Esq., The Fidelity Building, Philadelphia ,  PA  19109. T h e re  is a charge  o f  $3.00 
per copy.

2. Report of  the Committee on Stock Certificate*, A p p en d ix  A ( P ro p o s e d  A m en d ­
ments to the Model Business Corporation A c t ) .

3. Id.. Appendix B.



to act within a reasonable time. T he  role tha t  the B a r  can play in  expediting 
necessary state adoption is apparent.

The Committee’s Objective

The Committee’s first order of business was to define the scope of its mis­
sion. Amid urgent pleas to legislate the stock certificate ou t of existence, it 
was templing to envision the Committee as identifying or, perhaps, even in­
venting the ideal ccriilicateless system and then proceeding to draft legislation 
that would both compel that system’s universal adoption  and regulate its 
operation. T hat vision was soon abandoned  in favor of a more limited goal.

Initially it was recognized that any viable system had to be (1 )  techno­
logically feasible, ( 2 )  legally permissible and  ( 3 )  commercially acceptable. 
Further analysis revealed, however, that the first tw r  of these elements did 
not really constitute limitations. We quickly cam e to the view that, given ade­
quate time and resources, the technology was up to achieving whatever re­
sults the industry demanded. The important question  was not whether a pa r­
ticular system could be devised but, rather, w hether it could be implemented 
at a cost its users would be willing to pay— in short ,  whether it was commer­
cially acceptable. Similarly, the drafting of legislation to permit the institution 
of certilicatelcss systems was a relatively simple task requiring, in the main, 
amendments of a minor nature to the typical corpora tion  statutes. At least 
two states have already adopted such am endm en ts .4 The real burden on the 
legislative draftsman, as we saw it, was to pro-. .Je  a legal environment within 
which parties could deal with unccrtificated sti>ck with that same high degree 
of conliJcnce that the present certiricate-based law now affords. Or, to phrase 
it somewhat differently, we attempted to create a legal framework that would 
not merely permit the issuance of uncertificated stock but would make its use 
commercially acceptable.

Thus, despite some early notions that we might re-invent the wheel, the 
Committee wisely decided that the industry and its related technologists were 
the most logical source of system development. T h e  appropriate  task for us 
lawyers was to assure that the law could accom m odate  whatever systems 
the industry devised. The statutory changes recom m ended by the Committee 
and set forth  in the Appendices to its R eport  neither compel the adoption 
of certificateless systems no r  prescribe the form  such systems should take. 
Rather, we attempted to construct a lavz, as did the draftsmen of Article 9, 
designed to “m ake it possible for new [systems] . . .  as they develop, to fit 
comfortably under its provisions."1

The Legal Basis of CertificateJessness

In the years before and since the C om m ittee’s organization, the world has

A. M iiliiqan Business Corporation A ct 5 335. 1 5 Mich. St»t.  A nn .  1 21 .200(335) 
l 1974). C alifornia Corporations Code  i  4 1 6 ( b ) .

5. I  nifi-rm  Comm ercial Code i  9-101, C o m m e n t .
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not stuod still. Out in the marketplace, where stock is actually dealt with, the 
development of cortilicatcless transfer has proceeded— apace, in the view of 
some, and with too deliberate speed, in the opinion of others. As the Report 
describes in some detail, significant strides toward "The Certificateless So­
ciety” have already been m ade without the benefit o f  any substantial statutory 
change. Existing certificateless systems, which m ay be broadly defined as 
methods to transfer stock without tb>. physical movem ent of indispensable 
prices of paper, m asquerade under a variety of appellations. T h e  common 
legal basis of each of these systems, however, is that somewhere a certificate 
exists and that someone is holding it as the shareholder's agent-bailee.

The most rudimentary form of ccrtificatclessness is the street nam e broker­
age account.1’ In this arrangement, the broker acts as the agent of the cus­
tomer, a single undisclosed principal, and holds the certificate as the cus­
tomer’s bailee. Certificate movement is eliminated between customer and 
broker when the custom er buys or sells through his broker-agent. Certificates 
continue to be used for transactions with the issuer, like presentment for 
registration of transfer, redemption or exchange, and for transfers for value 
to or from third party buyers, sellers and pledgees. There is, however, one 
common transfer for value, the customer's pledge to secure a margin loan 
from the broker, which, by virtue of the broker’s prior possession, can be 
effected without certificate movement. There is also the comparatively rare 
transfer for value between two customers of the same broker, when, at the 
same time, one buys and the other sells the same security. This transfer is 
effected simply by the entries on the broker’s books.7 By and large, common 
law principles of agency, reinforced by safeguards imposed by the federal 
securities law and the self-regulatory organizations, have proved adequate to 
govern the relationship between the customer and his broker. Article 8’s 
certificate-based law continues to govern the relationships with issuers and 
other third parties.

The independent securities depository is, in legal effect, an extension of the 
brokerage account model, but with one important exception. Like the broker, 
the depository holds certificates in its name and deals with the issuer and other 
outsiders as the agent o f  an undisclosed principal. The  principal is the ag­
gregate of the depository’s customers, usually referred to as participants. 
Unlike the typical brokerage situation, however, transactions between par­
ticipants are neither rare nor fortuitous but, rather, are commonplace and 
by design. Indeed, the prim ary  objective of the depository is to permit trans­
fers between the principals of a common agent without certificate movement.

6. For the purposes o f  this  analysis, ihe custody o r  agency accounts, m ain ta ined  by 
the (rust depar tm ents  o f  banks  for  their  customers,  a re  functionally equ iva len t  to the 
brokerage account.

7. Uni/orm C om m ercial Code 5 8 -3 1 3 r I ) ( c ) .  By its terms this section would appear  
to apply only when there  is "a  specific security in the b roker’s possession."  It would  in 
no event apply to a bank  custod ian .



As early as 1962, it was thought desirable to define expressly the legal conse­
quences of intru-dcpository transfer. This was accomplished by adding sec­
tion 8-320 to the ollieial text of the Uniform Commercial Code. That section 
equates “ the making of appropriate  entries on the b o o k s" '  of the depository 
to “a delivery of a security’''' and thereby establishes the rights and duties 
of the respective participants between themselves and with others with whom 
they might deal. The developing depository system, with several depositories 
each maintaining accounts with the others, may be comfortably viewed as 
an aggregate of agents and sub-agents representing the aggregate of par­
ticipants in all o f  them and holding the participants’ certificates as bailees or 
sub-bailees. For the purpose o f  governing transactions with issuers and non- 
participants, which are normally effected by certificate delivery, the rest of 
present Article 8 continues to provide an acceptable legal framework.

The agency rationale is pushed still further, and, we believe, too far, ia 
those systems which conceptualize the issuer or its transfer agent as the agent- 
bailee of all the shareholders. Existing systems premised o n  that rationale 
include the mutual funds, the increasingly popular dividend reinvestment 
plans and an almost wholly certificateless system which parades under the 
anomalous description of Transfer Agent Depository.10 When the issuer is 
viewed as the bailee of its shareholders’ certificates, the situation is function­
ally identical to that where no certificates exist. It is, so to speak, “The Cer- 
tilicutclcss Society" built on a legal foundat.on which was never intended to 
accommodate it.

The substantial disappearance of certificates from the mutual fund uni­
verse is a consequence of the commercial needs of the issuers and share­
holders. In open-end mutual funds, the model transactions, the purchase of 
shares from the issuer and the redemption of shares by the issuer, do not 
involve third parties. In these two-party transactions which typically involve 
small num bers of shares and  do not require simultaneous exchanges of 
money, the certificate’s utility is reduced to no more than that of a simple 
statement from the issuer o r  letter of instructions from the shareholder. The 
commercial requirements of both parties are better and m ore economically 
satisfied without certificates than with them. Outright transfers for value be­
tween shareholders are  rare, particularly in the co-load funds where the issuer 
stands always ready to sell o r  redeem shares at their net asset value.

In pledge transactions of mutual fund shares, however, the certificate con­
tinues to be dem anded because it performs a necessary function. One could

8. U niform  Commercial C ode  )  8 -320(1) .
9. Id. 5 8 -3 2 0 (3 ) .
10. T h e  "T ran s fe r  A gent  C u s to d ian "  concept should also be included in this group. 

That re la t ionsh ip  arises when, by  agreement between a particular  shareholder and the 
issuer, certif icates are no t  delivered  to the shareholder but a re  held in the transfer office 
subject to the shareholder 's  instructions for fur ther  registration o f  transfer.  It is c o m ­
monly used by some brokers  w ho have a continuing need for both customer name 
certificates a n d  certificates of  specific deaotninatioias to be used in making settlements.
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argue, of course, lli.it a security interest in uncertificated mutual fund shares 
could be perfected urnh*; section 9-305 by simply giving notice to the transfer 
agent in his imagined capacity as the bailee of the debtor’s certificate. It is 
highly doubtful, however, that a pruden t lender or his counsel could be per­
suaded to advance the loan under those circumstances. Furthermore, few, if 
any, transfer agents would have any institutionalized procedure for dealing 
with such a notice even if one were received. In the pledge situation, there­
fore, both the lender and the issuer take refuge in the only procedure now 
expressly validated by statute— the issuance of a  certificate to the shareholder 
and the delivery of that certificate to  the lender. Reliance on the agency- 
bailmcni rationale is just not commercially acceptable under the present law.

The dividend reinvestment plans, in which the typical transaction is the 
purchase of small numbers of shares for  participating shareholders,11 operate 
without certificates for essentially the same reasons that have led to certifi- 
catelcssiiess in the mutual funds. W hen, however, the participant wishes to 
deal with his shares in another transaction, issuers respond, in almost every 
case, by issuing certificates.1- Unlike mutual fund shares, however, the shares 
accumulated in the dividend reinvestment plan accounts are the very same 
intangible interests that arc commonly traded in normal market transactions 
and used as collateral for secured loans. Officials of American Telephone & 
Telegraph Co.. which operates the largest of such plans, are confident that 
they could develop adequate procedures to deal with b. ;h the outright trans­
fer and the pledge of uncertificated shares by book-entr;. if only a satisfactory 
legal framework could be provided. T h e  potential demand for such proce­
dures is foreshadowed by the fact that, after only slightly more than two years 
of operation, AT&T was "holding," as the nominal agent-bailee for some 
541,000 shareholders, more than 9 million uncertificated shares.

The Transfer Agent Depository concept differs from the dividend reinvest­
ment plans in two important respects. First, it envisages a system where cer­
tificates are issued to a shareholder only when they a re  expressly requested.13 
Secondly, it contemplates that shares will not only be  held in uncertificated 
form but may be transferred o r  pledged to third parties by the making of ap­
propriate entries on the issuer’s books.14 T h e  name, "depository,” and the

11. T he  earliest plans and  the majori ty  o f  exis ting plans pool  the dividends payable 
to the participants and purchase ou ts tand ing  shares on the m arket.  E ac h  participant's 
account is then credited with an  appropria te  port ion  o f  the  shares purchased. An 
increasing number of the newer p lans use the  dividends to purchase  newly-issued shares 
directly from the issuer. AT&T gives participants  a  5 ?o d iscount  from the m arke t  price.

12. Some corporations now handle  so cal led  " legal" t ransfers ,  e.g.. decedent to per­
sonal representative, without first issuing a  certificate in the  name o f  the decedent.

13. Conversion from the traditional certif icated system to  a T ransfe r  Agent De­
pository would, in fact, require shareho lders  to "deposit" ou ts tand ing  certificates with 
'.he issuer. \  new corporation without certificates ou tstand ing ,  however,  would issue no 
certificates unless requested to do so.

14. The transfer or pledge by book-entry ,  validated by section 8-320, is available 
only to a "clearing corporation." T he  definition o f  "c lear ing  corpora t ion"  in section 
8-102(3) does not include ao individual issuer o r  transfer  agent.
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contrived ralionile imply that the issuer or  its transfer agent is holding a cer­
tificate as the agenl-bailce of the several shareholders. T h a t  certificate is either 
a useless formality or a patent fiction. Wc arc told, for example, that some­
where in the /VI &T  transfer ollicc there reposes a certificate representing the 
9 million shares beneficially owned by those 5 4 1 ,0 0 0  dividend reinvestment 
plan participants. It seems almost ludicrous to imagine that important legal 
consequences would turn on whether o r  not that certificate is really there.

While the agency-bailment rationale lends an  aura, of validity to uncer- 
tilieutcd shares that may satisfy a law professor or  even a judge, it does not 
respond to the questions which (he prudent busincssmam or his counsel needs 
to have answered before lie can proceed with confidence. By what means 
and with what frequency must the issuer evidence the ownership of share’s?
What must a shareholder do, and what may an issuer require, to effect the 
registration of transfer? When docs a purchaser become the owner of the 
shares he lus bought? By what means can a secured lender perfect a security 
inteicsl in his debtor's shares? How may an unsecured creditor reach his 
debtor's 'hares? ■

In short, the uncertilicatcd share needs a governing statute to provide clear 
answers to those dozens of questions that existing law now provides with re­
spect to the certificate. Without such answers, it is unreasonable to expect the 
expansion of wholly ccrtilicatcless transfer to “ .e kinds of transactions which 
account for the bulk of the industry’s papcrw rk problems. The Committee 
concluded that the requisite degree of confidence, and , hence, commercial 
acceptability, is unlikely to be reached in the present legal framework that 
does not even acknowledge the existence of u.-eertificated shares and, there­
fore, utterly fails to deal with them.

The Future of System Development

It has been frequently staled that a major roadblock to the elimination of 
certificates would be the unsophisticated individual investor. Such an assump­
tion is not in accordance with the facts. Holders of mutual fund shares and 
participants in dividend reinvestment plans have, in preponderant numbers, 
cheerfully foregone the possession of certificates tha t were unnecessary to 
satisfy their commercial requirements. Under existing rules of law, however, 
certificates arc and will continue to bo demanded for those transactions which 
they were originally developed to facilitate— the simultaneous exchange of 
stock for money between unrelated parties neither of which is prepared to ex­
tend unsecured credit to the other. Any system that can  successfully displace 
stock certificates in the typical transfer for value must provide a commercially 
acceptable alternative to precisely that kind of exchange.

The securities depository is one such alternative. By holding its partici­
pants' stock in the depository’s name, the depository assures itself that a pu r­
ported transferor is the owner of the stock to be transferred and has entrusted 
the transfer power to the depository. By crediting the transferee's account,
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the depository, in effect, represents to the transferee that the subject m atter  of 
the transfer exists and has been transferred to him. Thus, the transferee re­
ceives the same assurance that the receipt of a clean, duly indorsed certificate 
would alford him. It is in reliance on the depository's representation that the 
transferee parts with his consideration with confidence that he has received 
the benefit of his bargain.

The depository concept was a logical outgrowth of the clearing facilities 
maintained by the various stock exchanges. For years these facilities were 
utilized to mouitui and expedite the transfer of funds and the delivery of 
securities between exchange members. Although these simultanous exchanges 
were nominally between individual members, they were m ade through the 
clearinghouse which became a de facto intermediary in the exchange. View­
ing the clearinghouse as  an independent party, dealing with all members, was 
a transition more in lorm Ilian substance. The clearinghouse’s function as a 
depository of both funds and securities followed quite naturally from its 
function as a m cic reeord-keeper.

The statutory validation of book-entry transfer was initially limited, by 
the terms ol section « -H l2 (3 ) ,  to entities wholly-owned by a securities ex­
change or association. I he growth of the depository concept in the United 
Slates has. lliereloie. taken place almost exclusively sn conjunction with the 
exchanges. There is general agreement that ihe De >>-»itory T ru s t  Co., the 
New York deposit*uy which now euntrols over 2 bil. hi shares of stock, has 
served its broker participants well. It should he remembered, however, that 
these brokers were already participating in a system .vaieli settled the money 
side of transactions with essentially the same ineeliam-.-u by which the securi­
ties side is now settled.

The exchange-related depository has also provided a mechanism to fa­
cilitate another kind of transfer for value— the broker's loan. In these trans­
actions, lending banks, participating as ‘’pledgees," are satisfied to advance 
funds to borrowing brokers on the strength of the depository’s representation 
that the broker’s stock, by virtue of the depository’s book-entry, has been as 
effectively pledged as would be the case if certificates had been delivered to 
them by the brokers. The demonstrable saving that can be achieved by climi- 

, nating certificate delivery upon pledge and rc-dcljvery upon release has re­
sulted in the substantial use of this procedure by the banks.13

The expansion of the exchange-related depositories to include significant 
participation by banks (other than as pledgees), insurance companies, pen­
sion funds and other institutional investors is far from foreordained. These 
investors are not, as arc the brokers, under a constant obligation to make 
daily settlements with their counterparts through an institutionalized clearing 
facility. They have typically made independent arrangements for C.O.D. set­
tlements directly or  through bank agents. For them, the use of a depository

15. I lie procedure h as  also made il feasible for banks located in a reas  remole  from  
the financial centers to com pe te  with the local bank* for the brokers ' loan business.



constitutes a departure from their traditional settlement procedures rather 
than an extension of an already established mudus operandi.

Thus far, despite the intensive use of depositories by brokers, participation 
by non-broker eligible entities has been quite limited. There are a num ber of 
factors that have militated against bank participation and  some of them have 
been only recently corrected. Nevertheless, there is currently very little hard 
evidence that the exchange-related depositories are destined to expand into 
a national comprehensive depository system that will obviate the need for 
continuing ctlorts to eliminate the stock certificate and its attendant problems. 
It should also be observed that the impact of the exchange-related deposi­
tories. even in the context of broker-to-broker settlements, is itself a function 
of the par t  to be played in the securities markets of the future by the ex­
changes themselves. T o  the extent that the exchanges become less significant 
in the total picture— a distinct possibility in the light of recent events— the 
ameliorating elTeci of their depository facilities will be correspondingly re ­
duced.

As a step to encourage the use of depository facilities by non-brokers, 
the Banking & Securities Industry Committee sponsored an am endm ent to 
section S-10 2 (3 )  which has already been adopted by more than forty states.1* 
The elfect of this amendment is to permit the distribution of the capital stock 
of depositories among their users. This is intended to create a cooperate rather 
than a proprietary form of ownership and control. Depository Trust Co. has 
already announced plans to distribute its st -ck to its users during 1975. 
Whether this will achieve the objective of increased non-broker participation 
remains to be seen.

Another etfect of the 8 -102(3 )  amendment, however, is to permit the 
organization of depositories which are not related to a securities exchange. 
One such depository was organized in 1974 under the sponsorship of a 
group of bank transfer agents and has already achieved substantial grow th.11 
Unlike the exchange-related entities, this depository sees itself only as a com ­
munications network which will permit rapid transmittal of transfer instruc­
tions to issuers and rapid acknowledgment of registration to prospective 
buyers and pledgees. Facilities for clearing the money side of transactions 
are not encompassed within the system and will have to be provided inde­
pendently. Thus, for non-broker participants, the use of this system will b? 
much loss of  a departure  from their current practices than would be p a r ­
ticipation in an exchange-related depositors. It is much too early for even 
its ou  n managers to predict the extent to which such a depository will be com ­
mercially acceptable.

734 • The Business Lawyer; Vol. 31, January 1976

10. The lext of this am endm en t  docs not appear  .n m e  Official Text of  the U n ifo rm  
Commercia l  ( o d e .  It i> set forth in Appendix B of the Report of  the C om m it tee  on 
Stock C cttiiik jies.

17. B> June IV73. the T A D  Depository Corp. had on  deposit over 12 million sh a .aa  
in more ihun I6UU different issues.
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Wlini the foregoing, discussion suggests is that the concept of certificate 
immobilization in imlependeiit depositories is far from certain to result in a 
satisfactory reduction in the paperwork problems of the securities industry. 
'I lie elimination of 'lock eeitilientes, or. in the current fictionalized parlance, 
the use ol the issuer or its transfer agent as a "depository,” may prove to be 
at least a significant part of the ultimate solution. If that be the case, the 
burden of developing the mechanisms tha t will be commercially acceptable 
alternatives to the simultaneous certilicate-for-money exchange rests upon 
the industry. It is our function, as lawyers, to make sure that the governing 
law will provide an environment in which industry-developed systems can 
be implemented with confidence in their legal consequences. Our proposed 
revision of Article 8 is an attempt to create that environment.

Drafting the Statute

Professor Jolls has suggested that a  statute governing the attributes of 
uncertilicated shares need not be nearly so complex as Article 8 and might 
take the form of an additional article of the Unifoim Commercial Code, per­
haps denominated Article XA.1'  O ur initial attempts to draft such a separate 
statute convinced us. for several reasons, that an integration of the rules for 
certificated and uncertilicated shares and , necessarilv. a complete revision 
of present Article X would be the more fruitful approach.

The process of putting pencil to paper for the first Mne exposed a number 
of problems tliat would have to be dealt with in a - .pa ra te  article. Parties 
dealing with uncertilicated shares should be able to ’rnd, in the governing 
statute, the answers to all questions answered by present Article 8 except 
where the question, by its nature, has no application in the absence of a 
certificate. Could an issuer’s lien exist? What is the effect of an issuer’s re­
striction on transfer? Who. if anyone, could be a bona tide purchaser? Were 
there exceptions to the statute of frauds? Was there a statute uf frauds? The 
dozen or so basic sections that Professor Jolls suggested might constitute 
an adequate statute grew quickly and substantially in number.

Even more important, our observation of what was taking place in the 
industry convinced us that the total elimination of stock certificates, even if 
ultimately realized, was a very long way off. W hat we saw was a system in 
which both certificated and uncertificated shares would continue to co-exist, 
in many cases, within the same issue of securities. Under those circumstances, 
the rules for each form of stock would, in many instances, require exceptions 
in the corresponding rules for the other form. F o r  example, the seller's duty 
to perform, stated in section X-314. might be satisfied not only by the delivery 
of a certificate but also by the transfer of an equivalent uncertilicated security. 
Even assuming the ultimate elimination of certificates tor a particular issue,

IX Jolls. The L'nilurm Comm ercial Code and '.he C criiiwU'-lcss Society, 26 Bus. 
LaW. 627 i IV? I).



Ihc transitional period until all certificates arrive at the transfer office for 
cancellation and arc replaced by uncertilicatcd shares will require coordinate 
rules and alternative performance.

The decision to have a single, integrated Article 8 brought with it another 
decision, perhaps not compelled, but highly desirable, tha t the rules govern* 
ing certificated and unecrtifieatcd shares should be the same except to the 
extent that the inherent differences in the form of the shares required distinc­
tions. And. finally, wc decided that it would be unwise to complicate our task 
and. perhaps, to jeopardize prospects for adop tion  by proposing any changes 
in the rules for certificated shares. The end result of this series of decisions is 
astatine which restates the existing rules for  certificated shares and conforms 
the new rules for uncertilicatcd shares to the present law as closely as possi­
ble. We do not imply that we necessarily oppose changes in the present law, 
but only that, if such changes arc to come, they should be equally applicable 
to certificated and unccrtilicated shares wherever the nature  of the change 
permits. T o  illustrate, it has been suggested that section 8-403 be amended 
to eliminate (lie issuer's duty  to make certain inquiries before registering the 
transfer of stock on the indorsement of a corpora tion .19 If that view is ulti- •- 
mately to become generally accepted, it should apply to transfers of all 
securities, whether or not certificated.

The determination of what new rules fo uncertificated stock would, in 
fact, conform to the present rules for cer. Tcated stock was not always clear. 
For example, our revision provides for the perfection of a security interest in 
uncertilicatcd shares by registration ot pledge by the issuer. The conse­
quences of a registered pledge, set forth n new section 8-207, are that the 
registered owner continues to be recognized as the owner by the issuer for 
purposes of d iv id 'n d 1: notices, voting rights and the like but that only the 
registered pie ' :u not the registered owner, has the pow er to cause the 
registration of • *fcr. T o  that extent, the situation exactly parallels that 
when a pledgor delivers a  certificate to the pledgee and the pledgee does not 
undertake to have the transfer registered. If, during the continuance o f  the 
pledge of  a certificate, the issuer should distribute additional stock as a di­
vidend o r  stock split, the certificates representing the new  shares would be 
sent to the registered owner. Although (he additional shares would normally 
be subject to the pledge, the certificates permit the pledgor to dispose of them, 
free of the pledge, to a bona fide purchaser. It has been argued that complete 
parallelism would require that uncertificated shares, issued pursuant to a divi­
dend on o r  split o f uncertilicated shares subject to a registered pledge, should 
be similarly registered free of the pledge thus permitting the pledgor to make 
a similar wrongful transfer. It was our conclusion that this "loophole” for the 
dishonest pledgor exists in the present statute not as a m atte r  of policy but, 
rather, because commercial lending practices produce that result. In new

I'i See A  8 A C om m ittee  Report.  Dew U pm ents in Sim plification o f Transfer of 
FiJuaary Securities. 9 Real Prop.,  Prob. & T r. J. 611, 614 ( 1 9 7 4 ) .
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section R-207( 7) wc provide that the new shares "shall also be subject to the 
rights of the registered p ledgee."

In one instance, and only one. we departed from o u r  general approach of 
merely restating the law with respect to certificated shares and purposely 
extended the coverage of the statute. The rule of present section 8-317, 
requiring certificate sei/.uro lor  a valid creditor's lien, is eminently rational 
when certificates are issued in shareholder name and held by the share­
holder. The apparent exclusivity of this remedy is inconsistent with m odem  
security holding practices. I'o give an extreme, but not uncom m on, example, 
assume that Debtor is the ow ner of IUO shares of Issuer stock and has asked 
Broker to hold the stock in street name. Broker has, in turn, deposited cer­
tificates for 5 .000  shares of Issuer stock with Depository which has credited 
Broker's account. Depository has then delivered these certificates, together 
with certificates received from other brokers, to Issuer which has issued to 
Depository a jumbo certificate, in Depository’s name, for 200 ,000  shares. 
According to section X-317, Creditor, wishing to levy upon D ebtor’s interest 
in Issuer, can acquire no lien without seizing Debtor's certificate. But Debtor 
has no certificate unless one conceives that Debtor has an undivided interest 
in that 2t)0.t)(M) share certificate reposing serenely in Depository’s well 
guarded vault. It is hard to imagine that Depository will voluntarily surrender 
that certificate to the sherilf o r  that a court would compel it to do so. Indeed, 
it is unlikely that Depository will be aware of Debtor’s existence. D ebtor’s 
intetest is known only to Broker. In revised section '-3 1 7 ,  Creditor  obtains 
his lien by garnishment of Broker, thus assuring, a- present section 8-317 
intends, that Debtor will not be able to transfer hi' interest to a bona  fide 
purchaser free of Creditor 's  lien.

It was with some reluctance that we failed to incorporate in the statute 
provisions for a certified transfer order, suggested by Professor Jolls and 
others. Such an order would be an instrument, analogous to a certified check, 
which an issuer would have agreed to honor if timely presented and which 
could be used in C.O.D. settlements. It was not adopted for  two reasons. 
First, it seemed that a wholly certificateless environment would necessarily 
have developed commercially  acceptable procedures to accomplish the 
equivalent of the C .O .D . settlement by electronic communication or  other­
wise. Such mechanisms would make the certified transfer o rder  unnecessary. 
Secondly, pending the developm ent of the procedures described, it appeared  
that certificates would necessarily continue to be available to effectuate 
C.O.D. settlements when they were required.

The Role ot the SEC

The Securities Acts Am endm ents  of 1975, for the first time, expressly 
involve the Securities and  Exchange Commission in the regulation of clear­
ance and settlement systems. By amendment to the Securities Exchange Act 
of 1934, the Commission is empowered to prescribe the form and format of
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securities'-" to facilitate the establishment of u national system for clearance 
ami settlement,-1 to regulate clearing agencies," to regulate transfer agents3  
and to “end the physical movement of  securities in connection with the settle­
ment among b rokers  and dealers." '-1 By these amendments, Congress has 
assuredly not legislated the stock certificate out of existence. Nor has it, ex ­
pressly or by implication, provided for any system not already sanctioned 
under existing law. It has, at the most, empowered the Commission to compel 
hrokcr-dealers to par tic ipate  in som e form of cerlilicateless system without 
prescribing either w ha t  that system should be or setting a time limit for p a r ­
ticipation. Beyond that,  it has merely invited the Commission to submit "its 
recommendations, if any, for legislation to eliminate the securities certifi­
cate.

The newly-granted regulatory powers of the Commission, wisely exercised, 
could do much to encourage  the voluntary adoption and expansion of cer- 
tilieateless systems. I he establishm ent of both financial and operational s tan ­
dards lor clearing agencies, which a rc  defined tu include depositories, should 
have the elfcct of instilling confidence in potential participants jn that form 
of ccitilicatcicss transfer. S E C  supervision is not the equivalent of a govern­
ment guarantee against operational or financial failure, but it m?y, to som e 
degree, tip the scales toward participation by some. So long as participation 
is voluntary, however, it will be the depositories’ burden, by means of satis­
factory perform ance and dem onstrated  ecoii my, to attract additional p a r ­
ticipants.

I lie Com m ission 's  power to prescribe unif -:n standards for transfer agent 
capability is particularly crucial to the deve! pmcnt of wholly certificateless 
systems. When certificates exist, (he registry to mi of transfer merely confirms 
the legal relationships already established by delivery. Without certificates, 
however, the com pletion of many transactions will necessarily await registra­
tion on the books o f  the issuer. Inadequate transfer agent performance can 
be injurious to  a system based on ccrtilica.es In a system without certificates, 
it could he fatal.

It is apparently the view of Congress that the industry, motivated by incen­
tives of cost minimization and increased efficiency, gives promise of p roduc­
ing satisfactory c learance  and settlement systems without mandatory federal 
legislation. In elTect. Congress views the Commission as a stimulus to facili­
tate systems developm ent and to encourage participation, but no: as a  de­
signer of pa r t icu la r  systems o r an agent to compel participation therein. It 
goes without saying that if the industry does not measure up to Congress'

:o .  i n  urines Exclian^if ,4t7 o \ 1934 5 12 < I ) .  I? U S.C.A. 5 781(1) (P a m p h le t  4, 
1V 5 t.

21. 1,1 5 17AI a I • 2 ) ,  15 U .S.C.A . § 7gq-l ( ; i )« 2» i Pam phle t  4. 1975).
22 IJ  ( I ’ M h i .  15 U .S .C .A . » 7 8 q - l t b l i  Pam phle t  4. 19751.
23. IJ. i  17A l e • .  15 U .S .C .A . S 7 8 q - l l c i  t Pam phle t  4. 1975).
24 1,1 j 17,\i  e i . 15 L'.S.C A. 5 7 8 q - l ' e  ) I Pam phle t  4. 1975).
25. IJ. > 2 3 i b > i 4 i i t : > .  15 U .S .C .A . i  7 8 W (b j .4 > (E >  (Pam phle t  4, 1975).



A Certificateless Article 8 ? We Can Have It Both Ways • 739

expectations, the propensity lor further federal intervention is certain to in­
crease.

The Prospects for Adoption

In the course of its deliberations, the C om m ittee  was divided on the issue 
of whether to lecomnieiul legislation by Congress or by the stale legislatures. 
In (he end. the slate ion ic  was espoused on the general principle that cor­
porate and cnmmcicial lav. were areas in which the stale legislatures tradi­
tionally acted and that this tradition should not be lightly disturbed. '1 he 
countervailing argument was that federal legislation was the only way to 
achieve absolute uiiilormiiy and probably the best way to assure reasonable 
promptness. I he several years taken by Congress to enact even the limited 
approach of the 1975 Securities Acts A m endm ents  indicates that proinptncss 
at the federal level is lar from assured. A nd . indeed, with respect to am end­
ments to the Uniform Commercial Code, it is possible that promptness, with 
reasonable uniformity, can be achieved a t  the state level.

H ie  Permanent I ditorial Hoard for the Uniform Commercial Code pro­
vides a unique mechanism for drafting, editing and promulgating commercial 
statutes at the slate level which is perhaps unparalleled in any other a rea  of 
the law. It is contemplated that a revised Article X. bearii i . he imprimatur of 
the Permanent I -.cl it< n i.il Hoard, might he before the i*e legislatures as 
early as 1970. As to the promptness with which the stale . cs ta tu res  will act 
there is less predictability. ( hi the one hand, the recent n m .u Jm c n t  to section 
8 -102(3 ) ,  pioposed initially in 1972, has already been ..Joptcd by more 
than forty stales. On the other, hand, the curren t official t«-xt which sub­
stantially revises Article 9. promulgated in the same year. Iijs been adopted 
by only fourteen. If the operative distinction between ihe-c two proposals is 
their relative complexity, the prospects for prom pt adoption of proposed 
Article X are dim.

There is. however, another important distinction bctwfcef m >  
posals. The 1972 version of Article 9 is intended to displace ji .. Jte
which addresses the same problems and, in som e instances, s o l  . s them dif­
ferently. Secured transactions can, however, still proceed with assurance 
under the earlier, unamended version. New section 8 - 102 < 3 )  provides for 
an  institution, the non-exchangc-owned securities depository, which could 
not exist under prior law. It was recognized that such an institution might 
significantly promote the development of  comprehensive depository systems 
and members of the securities industry got behind the am endm ent and pushed 
the legislatures for its adoption.

If that is the explanation, the prospects for the prompt adoption c f  pro­
posed Article 8 are more optimistic. A t present there is no statute to govern 
the attributes of uneernlie.itej stock. By its terms, present Article 8 applies 
only to "securities" jn d  securities are delined, in section X- K ' l t  1 l, as "in­
struments." A share of stock not evidenced by an instrument is without any
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legal fuiiiul.ilioii in the Uniform Commercial Code with the sinulo exception 
llul n would he classified as a “general intangible" for purposes of Arti­
cle II. as we believe, there is a real need for uncertificated stock the 
attiihtiies ol which will he governed In statutory law rather than by fictitious 
analogy the impetus I'm pushing the legislatures should materialize. If it does, 
the Coiiiiiiiitec '  recommeiulatmn to am end the commercial law at the state 
level is jii'lilied hoih hy practicality and by principle.

The situation with respect to the corpora te  law is different. The Model 
business ( i rporation Act docs not enjoy the almost uniform acceptance 
accorded to the ITiiform Commercial Code's official lo?it. State corporation 
statutes vai\ widely in both form and content and  substantive non-uniformity 
is the rule lather than the limited exception, l-.ach state corporation statute re­
quires an independent analysis and revision, in sharp contrast to the Uniform 
Commercial ( ode fi r which am endm ents  can be centrally drafted and pack­
aged forcxpoit .  In short, the prospects for the prompt and uniform adoption 
of the proposed corporate law am endm ents by the state legislatures are less 
than great.

I lappily. the necessity for the prom pt and uniform adoption of uur recom­
mended corporate law am endm ents is not nearly so pressing. The adoption 
of enabling legislation m just a few m ajor commercial states would permit the 
issuance of ccrtilicalcless stock by a large num ber of corporations. If only a 
handful iff enterprising corporations in c o r p f  .:ed in the adopting jurisdic­
tions could successfully implement the issiian.e of uncertificated shares to 
the mutual benefit of themselves and their -•..ireholders, similarly situated 
corporations in non-adopting jurisdictions can c counted on to urge adoption 
by their respective legislatures, fu r the rm ore ,  n the basis of demonstrated 
succcsslul implementation, it would he uciihci unexpected nor unwarranted 
for the Securities & Exchange Commission to recommend that Congress pro­
vide this power for all or some categories of corporations registered under 
the Securities Acts, thus making state adoption .rrelevant,-7

Conclusion

However illogical it may seem, I am convinced that the prompt and uni­
form adoption of a carefully drafted and rigorously edited commercial statute 
to govern the attributes of uncertificated shares is of far greater importance 
than the adoption of statutes to authorize their issuance. Even how. uncertifi­
cated shares, without express statutory authorization, are being voluntarily

26 Uniform  C om m erc ia l  Code 5 9-106. T h e  result o f  that classification is to requite 
ilic tiling of a financing sta tem ent as the exclusive m ea n s  of perfecting a  security inter­
est hi iinceili licated shares, hi. 5 9 -1 0 2 1 11

27 Sigmlic.mll>. the two stale legislatures that  have  acted have not granted the 
power to issue iiuccriilicated shares to all co rpo ra t ion -  Michigan has limited the power 
to i s s u e r s  of "shales  or o ther  securities . . . listed on a national securities exchange" and 
C.ilitoinia to "a  to rp o ra l iu n  which is the issuer .-I securities registered under  the 
United Mates Securities Exchange Act  o f  1934." See note 4 m p rj.
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issued ill the guise of certificated shares held by the issuer. T he  adoption of 
the proposed Uniform Commercial Code amendments will permit these sys­
tems to develop with that cunlidcncc in the legal consequences of transactions 
that is so essential to commercial acceptability.

There is an even more critical consideration. A recurrence o f  a paperwork 
crisis in the securities industry is likely to evoke demands to abolish the stock 
certificate by law and thereby, in effect, compel the issuance of uncertificated 
shares. I fear that mandatory legislation, enacted under panic  conditions, may 
fail to provide an adequate framework for dealing with the artifacts it cre­
ates.- ' It would he far better to he prepared for uncertilicatcd shares before 
they exist than to have them thrust upon us before we are ready for them.

l)i.ifl*in.-:i ,if ipur.i le  i lam tes  properly ilo no! <.on..-n . mudvcs with the
solution lit niiiv y!illv voinmcrcial  problems,  t h e  Mithig.ni nutc a w/prn. dele­
gates lh.il in.pi.- -Min i.i-k !i> the securities e s t l u n g t  on vtV .i  • <■ ‘iic til i licated shares 
a r t  ii'i. 'il I l it I .diiotni.i  -t .iiute. note 4 w<p>u. is mote e o ’ . . id J e te r s  to its Com- 
missimier nl ( .•• pm ••runs. Hit V e n n  tics 4  L s t lu n g c  '  • * . • • i t  ongrcss. \n d
C ongic-s.  in *1 .11011  • '  \ i c t  o l  tlie I V . '4  \ e l .  blithely t e l l s  ’*i. • • cud the physical
movement o t  s t tu r il ies  cclliIUulcs in connection with ‘lie *.. de-ncm  among b ro k en  
and Jealers.”
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securities;*'" to facilitate the establishment of a national system for clearance 
ami settlement.*1 to regulate clearing agencies,*- to regulate transfer agents23 
and to "end the physical movement of securities in connection with the settle­
ment among b rokers  and dealers.’’’' 1 By these amendments, Congress has 
assuredly not legislated the stock certificate out of existence. N or has it, ex­
pressly or by implication, provided for any system not already sanctioned 
under existing law. It has, at the most, empowered the Commission to compel 
broker-dealers to participate in some form of certilicateless system without 
prescribing either what that system should be or setting a time limit for par­
ticipation. Beyond that, it has merely invited the Commission to submit "its 
recommendations, if any, for legislation to eliminate the securities certifi­
cate.

The newly-granted regulatory powers of the Commission, wisely exercised, 
could do much to encourage the voluntary adnptiun and expansion of cer- 
tilicateless systems. Hie establishment of both financial and operational stan­
dards for clearing agencies, which arc defined to include depositories, should 
have the effect ol instilling confidence in potential participants in that form 
of eeitilieateless transfer. SF.C supervision is not the equivalent of a govern­
ment guarantee against operational or financial failure, but it may, to some 
degree, tip the scales toward participation by some. So long as participation 
is voluntary, however, it will be the depositories’ burden, by means of satis­
factory perform ance and demonstrated cum  my, to attract additional par­
ticipants.

The ( 'ommission’s power to prescribe unit' : .11 standards for transfer agent 
capability is particularly crucial to the dcvcl pmcnt of wholly certificateless 
systems. When certificates exist, the reg is t ra r  m of transfer merely confirms 
the legal relationships already established by Jelivcry. Without certificates, 
however, the com pletion of many transactions will necessarily await registra­
tion on the books of the issuer. Inadequate transfer agent performance can 
be injurious to a system based on certificates. In a system without certificates, 
it could he fatal.

It is apparently  the view of Congress that the industry, motivated by incen­
tives of cost minimization and increased efficiency, gives promise of produc­
ing satisfactory clearance and settlement systems without mandatory federal 
legislation. In effect. Congress views the Commission as a stimulus lo facili­
tate systems developm ent and to encourage participation, bu t not as a de­
signer of particular systems or an agent to compel participation therein. It 
goes without saying that if the industry does not measure up to Congress’

:u . S. <i i n i i a  E xil ian*«• .-Ur uf I9J4  § 1 2 (1 ). I 5 V  S.C A . § 781 ( I ) (P am phle t 4. 
1V’ 5 1.

21. 1,1 i  l ? A f  3 >• 2 ) .  15 U.S.C.A.  § 7 8 q - l t a l i 2 >  i Pamphle t  4. 1975).
22. IJ  < I ’  \ i  h i .  15 U S.C A. V 7«q-1 ( b i i  Pam phlet 4. 1975 i.
23. IJ  i I W i c i .  15 U .S.C .A . j  78q-11 c I I Pam phlet 4. 197J).
24 1,1 ) 1 7 ,\i  e i. 15 U .S.C A. S ? S ij-U e)  iP a m p h le t 4. 1975).
25. IJ.  > 2 3 s b i i4 m  E ) ,  15 U .S .C .A . i  7 8 W T b M « (E l (P am p h le t 4, 1975),



leg a l f o u n d a t io n  in llic  U n i f o r m  ( 'n i i i m c r c i a l  C o d e  w i th  th e  s in g le  e x c e p t io n  

th a t it w o u ld  h e  c la s s if ie d  a s  ;i " g e n e r a l  in ta n g ib le ’’ f u r  p u rp o s e s  o f  A r t i ­

c le  I I . a s  w e  h e lie v e .  t h e r e  is a  r e a l  n e e d  fu r  u n c c r l i l i e a te d  s to c k  th e  

a t l i i l u n e s  «il w h ic h  w ill h e  g o v e r n e d  hy  s t a tu t o r y  la w  r a t h e r  th a n  by  f ic ti tio u s  

a n a lo g y  th e  im p e tu s  I'm p u s h in g  ih e  l e g i s l a tu r e s  s h o u ld  m a te r ia l iz e .  I f  it d o e s , 

th e  ( 'o i i i i ) i i t ic e  '  i c c o i i i i i ic ik Iu I ih i]  to  a m e n d  th e  c o m m e r c ia l  la w  a t th e  s la te  

lev e l is ju > tilicd  h u ll)  hy  p r a c t i c a l i t y  a n d  h y  p r in c ip le .

I h e  s i tu a t io n  w ith  r e s p e c t  to  t h e  c o r p o r a t e  law  it, d ilT o rcn t. T h e  M o d e l 

l iu s ii ic s s  ( t r p o r a t i o n  A c t  d o c s  n o t  e n jo y  th e  a lm o s t  u n ifo rm  a c c e p ta n c e  

a c c o r d e d  to  th e  f i l i f o r m  ( m i im c r c in l  C o d e 's  o l l ie ia l  te x t .  S la te  c o r p o ra t io n  

s ta tu te s  v a i \  w id e ly  in  h o t l i  f o r m  a m i  c o n te n t  a n d  s u b s ta n t iv e  n o n - u n ifo rm ity  

is th e  ru le  l a th e r  th a n  th e  l im i te d  e x c e p t i o n .  I .a c h  s ta te  c o r p o r a t io n  s t a tu t e  r e ­

q u ir e s  a n  in d e p e n d e n t  a n a ly s i s  a n d  rex  is io n .  in  s h a r p  c o n t r a s t  to  th e  U n if o r m  

C o m m e rc ia l  t 'o d e  h  r  w h ic h  a m e n d m e n t s  c a n  b e  c e n t r a l l y  d r a f t e d  a n d  p a c k ­

a g e d  l o r e x p o i t .  In s h o r t ,  th e  p r o s p e c t s  fo r  th e  p r o m p t  a n d  u n ifo rm  a d o p t io n  

o f  th e  p r o p o s e d  c o r p o r a t e  law  a m e n d m e n t s  h y  th e  s t a t e  le g is la tu re s  a r e  less  

llwm g re a t .
I I j p p i ly .  th e  n e c e s s i ty  fo r  th e  p r o m p t  a n d  u n i f o r m  a d o p t io n  o f  o u r  r e c o m ­

m e n d e d  c o r p o r a te  la w  a m e n d m e n t s  is  n o t  n e a r ly  s o  p r e s s in g .  T h e  a d o p t io n  

o f  e n a b l in g  le g is la tio n  in  ju s t  a  fe w  m a j o r  c o m m e r c ia l  s t a te s  w o u ld  p e r m i t  th e  

is su a n c e  o t c o r i i l ic a tc le s s  s to c k  h y  a  l a r g e  n u m b e r  o f  c o r p o ra t io n s .  I f  o n ly  a 
h a n d f u l  o f e n te r p r i s in g  c o r p o r a t i o n s  in c o r p * -  . :e d  in  th e  a d o p t in g  ju r i s d ic ­

tio n s  c o u ld  s u c c e s s fu lly  im p le m e n t  t h e  is s u a i  . e  o f  u n c c r i i f ic a te d  s h a r e s  to  

th e  m u tu a l  h e n e l i t  o f  th e m s e lv e s  a n d  th e i r  «• i r c h o ld e r s ,  s im ila r ly  s i tu a te d  

c o r p o ra t io n s  in n o n - a d o p t in g  j u r i s d ic t io n s  c a n  „■ c o u n te d  o n  to  u rg e  a d o p t io n  

h y  th e ir  r e s p e c t iv e  le g i s la tu r e s ,  f u r t h e r m o r e ,  n th e  b a s is  o f  d e m o n s t r a te d  

s u e e e s s iu l  im p le m e n ta t io n ,  it w o u ld  h e  n e i th e i  u n e x p e c te d  n o r  u n w a r r a n te d  

fo r  th e  S e c u r i t ie s  & I x c h a n g e  C o m m is s io n  to  r e c o m m e n d  th a t  C o n g r e s s  p r o ­

v id e  th is  p o w e r  fo r a ll  o r  s o m e  c a t e g o r i e s  o f  c o r p o r a t io n s  r e g is te r e d  u n d e r  

th e  S e c u r it ie s  A c ts ,  th u s  m a k in g  s t a te  a d o p t i o n  ^ r e l e v a n t . - 7

Conclusion

H o w e v e r  illo g ic a l i t  m a y  s e e m ,  I a m  c o n v in c e d  t h a t  th e  p r o m p t  a n d  u n i ­

fo rm  a d o p t io n  o f  a  c a r e f u l ly  d r a f t e d  a n d  r ig o r o u s ly  e d i t e d  c o m m e rc ia l  s t a tu te  

to  g o v e rn  th e  a t t r i b u te s  o f  u n c e r t i l i c a t c d  s h a r e s  is o f  f a r  g r e a te r  im p o r ta n c e  

th a n  th e  a d o p t io n  o f  s t a tu t e s  to  a u th o r i z e  t h e i r  i s s u a n c e .  E v e n  h o w , u n c e r t i l i -  

c a te d  s h a re s ,  w i th o u t  e x p r e s s  s t a t u t o r y  a u t h o r i z a t i o n ,  a r e  b e in g  v o lu n ta r i ly

26 U niform  C om m erc ia l C ode § 9-106. The resu lt o f lh a i classification is to  requite 
the tiling: Ot a financing s ta tem en t as the exclusive m eans tit perfecting  a security  in ter­
est in u n tc i(ilitn lcd  shares. /</. 3 9-302( I I.

27 Significantly, ihe tw o  ji.uc  leg isla tu res that Kive acted  have not g ran ted  the 
power to issue u ticc riilic jted  shares to  all c o rp o ra tio n . Xlichigan has lim ited the  paw er 
to issuers of " s lu ie s  or o th e r  s e c u rit ie s . .  . listed on  a na tio n a l securities exchange" and 
C .ilito in u  to "a  co rp o ra tio n  w hich i> the  issuer o t •ecuru ics registered un d er the 
United Stales Securities E xchange Act o f  IV34." See note 4 m p u .

• V
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issued in the guise of certificated shares held by the issuer. The adoption of 
the proposed Uniform Commercial Code amendments will permit these sys­
tems to develop with that confidence in the legal consequences of transactions 
that is so essential to commercial acceptability.

There is an even more critical consideration. A recurrence of a paperwork 
crisis in the securities industry is likely to evoke demands to abolish the stock 
certificate by law and thereby, in effect, compel the issuance of uncertificated 
shares. I tear ilut mandatory legislation, enacted under panic conditions, may 
fail to provide an adequate framework for dealing with the artifacts it cre­
ates.- ' It would he lar heller to he prepared for uncertificated shares before 
they exist than to liavc them thrust upon us before we are ready for them.

2K D i.ifi'in.-n ,if . .  ipur.ilc  sta tu tes p ro p erly  do  not con. .-r> m -olvcs w nh the 
solution n u n  cintv -•'iunicTCi.il p rob lem s I tic M ichigan - n><ic J  uipra. dele­
gate's that tn .p te •*ml :.i'k to the securities exchange >>n xxV.I’ • ». •neeitilicatcd  share] 
are  tr ied . I It; ( .ililoini.i -t.ilu te . note 4 w is m o te  e a ’ in-- . . id d e te rs  to Us C om-
missnnier o i < .••poiai'ons. the Securities & E xchange ■ • •••n - . -u ( ongrcss. \n d  
C ongiess. in 'c . l io n  • ’ \ . e  i u t the IV.X4 \e t .  hittltelv n i ls  •••. •' * * en d  the phxsie.il
m oxeuten. o t seeurilies c e ititn a tc s  in con n ec tio n  xsiiii 'he  . .  :!c-'iicut am ong  broker] 
and dealers."
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• I  r  N  E  A  r

January 9, 1989

The Honorable Tim Kelly 
President of the Senate 
Alaska State Legislature 
P.O. Box V 
Juneau, AK 99811

Dear Senator Kelly:

Under the authority of art. Ill, sec. 18, of the Alaska 
Constitution, I am transmitting a bill to enact the 1977 
amendments to Article 8 of the Uniform Commercial Code, on 
investment securities. These amendments were developed by 
the National Conference of Commissioners on Uniform State 
Laws (NCCUSL) in cooperation with the American Law Institute 
and the American Bar Association. These amendments, already 
enacted in 35 states, are essential to update Alaska's 
version of the Uniform Commercial Code (UCC) and recognize 
modern methods and necessities of financial transactions.

In trading securities, electronic transfers have become 
quite common and may, ultimately, make paper certificates 
obsolete. This bill proposes to keep up with these changes 
in the securities industry by introducing the concept of 
uncertificated securities. In the new Article 8 (AS 45.08 
in Alaska's version of the UCC), the term "instrument" will 
no longer imply the existence of specific pieces of paper 
that act as evidence of obligations between people. These 
amendments have been endorsed by the Securities Industry 
Committee of the American Society^oi: Corporate Secretaries.

This bill proposes to 
Uniform Commercial Code as

sion of the
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SB 88 (a) 
1/9/89

N O T E  A N A L Y S I S

For Bill/Resolution N o ._____________

This bill substantially amended Article 8 of the Uniform 
Commercial Code (AS 45.08 in Alaska's version) in accordance with 
recommendations of the Natiojnal Conference of Commissioners on 
Uniform State Laws (NCCUSL) in cooperation with the American Law 
Institute and the American Bar Association. This amended version 
of Article 8 modernizes the regulation of investment securities 
by recognizing the existence of uncertificated securities that 
have resulted from computerized securities transactions. Many of 
the investment securities financial transactions that take place 
today are accomplished by electronic means, without the issuance 
of certificates, because of the shear load of paper certificates 
that have hampered and burdened the financial markets. The
amendments to Article 8 contemplate the elimination of much of 
the paper certificates formerly used in financial transactions. 
These amendments have been endorsed by the Securities Industry 
Committee of the American Society of Corporate Secretaries, and 
they have already been adopted by 35 states, It is not
anticipated that the changes proposed in the UCC will have any
direct fiscal impact on the Department of Law, because they deal
with private sector transactions.

D a c e  £  nf* _
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D EPA RTM EN T OF LAW

O FFICE  O F THE A T T O R N EY  G ENERAL

April 25, 1990

Hon. Max Gruenberg, Co-chair 
House Judiciary Committee 
Alaska State Legislature 
P. 0. Box V 
Juneau, Alaska 99811

STEVE COWPER, GOVERNOR

REPLY TO:

□  1031 W 4th AVENUE 
SUITE 200
ANCHORAGE, ALASKA 99501-1994 
PHONE: (907) 276-3550

□  1st NATIONAL CENTER 
100 CUSHMAN ST.
SUITE 400
FAIRBANKS, ALASKA 99701-4579

□  P.O. BOX K-STATE CAPITOL 
JUNEAU, ALASKA 998 >1-0300 
PHONE: (907) 465-3600

Re: SB 88 -- UCC art. 8, investment securities
(Our file 773-89-0062)

Dear Max:
At this morning's House Judiciary Committee subcommittee 

meeting on this bill, you asked for the names of the states, in 
addition to those 35 listed in that 1988 information sheet 
furnished to you and the Judiciary Committee, that have enacted 
these Uniform Commercial Code article 8 amendments. You also asked 
for the names of those states where a bill proposing these 
amendments is now pending.

Upon checking the 1989-90 Reference Book of the National 
Conference of Commissioners on Uniform State Laws, and talking with 
the Conference staff at the Chicago office, this morning, I find 
the following:

Additional enactments: Iowa, Louisiana, Nebraska, New
Jersey, North Carolina, and Utah, for a total of 43̂.
Pending bills (as of 4/16/90): Arizona, Missouri, and

Pennsylvania (in addition to Alaska).
I am also attaching a one-page article from the 

Conference's Winter 1989 newsletter, entitled "Federal Preemption 
Remains a Serious Threat to the UCC." The gist of the article is 
that federal law might be enacted if the states do not complete 
enactment of the UCC article 8 amendments.

Yours truly,
DOUGLAS B.
ATTORNEY
By:

AHP:ahp
Arthur H. Peterson 
Assistant Attorney General

0 3 . C 5 L H
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Federal Preemption Remains a Serious Threat to the UCC

the Uniform Commercial 
faces a serious threat from • 

the Federal' Government. The Market 
Reform Act of 1989, which has been 
proposed to the U.S. Congress jointly by the 
Securities, and Exchange Commission 
(SEC) and the Treasury Departm ent, 
would, if enacted, amend the Securities Ex­
change Act of 1934 and preempt an un­
determined portion of Article 8 and affect 
Article 9 as well.

The Market Reform Act (Senate Bill 
648) will most likely move to the floor 
sometime in the coming year. The bill has 
four principal provisions dealing with: 
large stock and options trader reporting; 
risk assessment for holding company sys­
tems of securities firms; coordinated clear- 
ing and  s e t t l e m e n t  of s e c u r i t ie s  
transactions, including federal preemption 
of UCC Article 8; and emergency market 
trading suspensions.

The threat of preem ption actually 
started with the stock market crash of Oc­
tober 1987. The huge market movements 
that occurred created margin and other set­
tlement obligations within the stock, op­
tion, and futures markets that involved 
extremely large cash payments. Because 
many of the participants in each of these 
markets also participate in other markets, 
the size of these cash flows were larger than 
would have been required if clearance and 
settlement of products in these markets 
were coordinated. The tremendous cash 
flows necessitated by the lack of coor­
dinated settlements placed great strains on 
our nation’s payment systems, and deprived 
the trading markets of liquidity at a time 
when it was most needed.

Several reports noted this problem and 
suggested that improvements in clearance 
and settlement, and specifically increased 
intermarket coordination, are among the 
important reforms needed. The SEC 
report cites the lack of uniformity between 
the states in the area of transfers anH

tributing factor. The_report specifically 
notes that not all the~states nave adopted 
the Article 8 Amendments to the U C C

Section 17A(f)(l) of the Securities Ex­
change Act, as amended, would authorize 
the SEC to promulgate rules concerning the 
transfer and pledge of certificated and un­
certificated securities. Paragraph (f)(1) 
would authorize the SEC to preempt state 
commercial laws (such as Article 8 of the 
Uniform Commercial Code) governing 
transfer and pledge of securities, but only 
upon making three affirmative findings: (1) 
that the rule is necessary or appropriate for 
the protection of investors or in the public 
interest and is reasonably designed to 
promote the prompt, accurate, and safe 
clearance and settlem ent of securities 
transactions; (2) that in the absence of a 
uniform rule, the safe and efficient opera­
tion of the national system for clearance and 
settlement of securities transactions will be, 
or is, substantially impeded (for example, 
due to the lack of scope or inconsistent 
standards of such state laws); and (3) that to - 
the extent such rule will impair or diminish 
directly or indirectly rights of investors 
under state law concerning transfers of 
securities, that the benefits of such rule ex­
ceed the detriment to investors. ^

Obviously this is a serious threat to A r-^  
tide 8 of the UCC. The Article 8 Amend­
ments have still not been adopted in ten 
states and the District of Columbia. Five 
states picked up the legislation in 1989, but { 
this is not enough. The only sure way to stop 
federal preemption is to complete adop­
tions of UCC-8 everywhere. **

The Market Reform Act of 1989 is like­
ly to go to the floor for discussion early in 
the new year. With 11 jurisdictions still 
without Artjcle 8, federal preemption iiTa 
real possibility, but oTTe that can certainlyEe 
avoided with prompt action on our part.

To maintain the UCC as the preeminent 
work of the Conference will require diligent 
effort on all our parts. Changes in business 
practices and technological developments 
nave assured changes in the UCC. It must 
evolve as business practices do. Commis­
sioners cannot be slow in pressing for adop­
tion of UCC amendments as they are 
completed.




