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JAN FAIKS
Re: SB 88 (investment seGSfINA3BIOrFICE
under UCC)
Our file: 773-89-0062

Dear Chris

I recently returned from vacation to find your phone
message stating that the Senate Judiciary Committee will be hearing
SB 88 on Thursday, November 9, from 1:30 to 4:00 p.m., 1in
Anchorage. The message indicated that you would like to have
supporting documents, such as a sectional analysis, and that I and
John McCabe, of the National Conference of Commissioners on Uniform
State Laws (NCCUSL), are invited to participate, either In person
or by phone. The message does not indicate whether this bill is
the only one being considered at that hearing. Is 1t?

In your absence, Mark Riehle, also of Senator Faiks*®
office, told me that he would doublecheck the files to see exactly
what material had been forwarded to Senate Judiciary by Senate
Labor and Commerce. Evidently, Ilittle 1i1f any material was
forwarded, and Sheila Peterson, of the Commerce Committee staff,
told me iIn the hallway down here that she i1s sending 1t all to
Mark.

I have given Sheila, for forwarding to your office, an
extra copy of West Publishing Company®s green booklet containing
the 19/7 amendments to Article 8 of the Uniform Commercial Code
(i.e., the amendments contained In SB 88). The official NCCUSL
commentary under each section In that publication provides the best
sectional analysis. You will note that the booklet is In two basic
parts: one sets out the revised Article 8, iIncorporating the 1977
changes, along with the correspondingly changed sections of
Articles 1, 5, and 9; the other, beginning at page 173, sets out
the amendments of Article 8, using brackets and underlining to show
thespecific amendments. The discussion at pages 161 —- 172 1is
also very helpful.

i You should have or should be receiving the following
items:
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a fact sheet for these UCC Article 8 amendments;

a four-page summary of the amendments;

a two-page item labeled "Why Every Stat®°. Needs The
Article 8 Amendments -- Now!';

a 1976 article by Martin J. Aronstein, entitled "A
Certificateless Article 8? We Can Have It Both Ways,™
published In the American Bar Association®s The
Business Lawyer;

-— a 1985 endorsement of the amendments by the Securities
Industry Committee of the American Society of Corporate
Secretarys;
an April 13, 1989 letter to me from J. P. Tangen,
expressing the Alaska State Chamber of Commerce®s
support of SB 88;
the West Publishing Company booklet containing the
NCCUSL"s amendments and commentary.

You are welcome to review down here my rough draft of
the bill, which shows how I incorporated the NCCUSL"s amendments
into the Alaska Statutes. The only changes I1"ve made are ones
necessary to conform to Alaska®s format and drafting style. As one
works with this material, it is helpful to keep in mind that iIn our
trade and commerce title (AS 45) Chapter 1 corresponds to Article
1 of the UCC, Chapter 2 to Article 2, etc.; within each AS chapter,
the section numbers are the same as the corresponding UCC article”s
section numbers. Thus, AS 45.08.306, for example, 1i1s the UCC"s

Article 8, Section 306.

The NCCUSL"s John McCabe tells me that he will be
available to participate iIn the hearing, at the committee"s
pleasure, by telephone on November 9. (Chicago time is three hours
ahead of Alaska time.) His title, address, and phone number are
as Tollows: John M. McCabe, Legislative Director and Legal
Counsel, National Conference of Commissioners on Uniform State
Laws, 676 North St. Clair Street, Suite 1700, Chicago, Illinois

60611; phone (312)915-0195.
I will also be able to participate by phone.

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 recognizes modern
technology and business practices to provide a statutory basis for
dealing with securities without those pieces of paper. Although
the. amendments necessitate a 58-page bill, they merely present the
single basic i1dea of uncertificated securities, “hese amendments,
already enacted iIn at least 35 states, are essential.
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Please let me know If there"s any further assistance that
I might be able to provide the committee regarding this bill.

Yours truly,

DOUGLAS B. BAILY
ATTORNEY

By:
Arthur H. Peterson
Assistant Attorney General

AHPscb

cc:  John M. McCabe
National Conference of Commissioners
on Uniform State Laws
676 North St. Clair Street, Suite 1700
Chicago, Illinois 60611

Willis Kirkpatrick, Director
Division of Banking, Securities, & Corporations
Department of Commerce and Economic Development

Robert Evans, Legislative Liaison
Office of the Governor
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States provide nearly all of the funds for
ULC by means of a system of assessments
based on population. Most of the money is
used to support the work of the drafting
committees, and to explain Uniform and
Model Acts to legislators, other government
officials and specialized and general audi-
iences.

ULC gets maximum results from mini-
mum budgets because its major asset - draft-
ing expertise - is donated. Theonly compen-
sation received by Uniform Law Commis-
sioners is that of knowing they have provided
states with solutions to their legal problems.
They receive no salaries or fees for their
work as commissioners.

This means that lawyers devote hundreds
and even thousands of hours-amounting in
some cases to millions oi dollars worth of
time-to the development of ULC proposals.
No state could afford the bills for the legal
expertise that gees into the drafting of each
ULC Uniform or Model Act.

In appraising ULC'’s value to the states, it
is also important to look at its impact on
their treasuries. Most ULC proposals rely on
"private law," or law governing individual
relationships without intervention or regu-
lation by any state agency - except where
redress is sought in state courts for breach
of a legal oblig; ‘ion. By contrast, "public
law" provides for regulation, generally by an
executive agency. ULC helps states avoid the
costs of creating new regulatory agencies.

When drafting is completed on an act, a
Uniform Law Commissioner'swork has only
begun. Commissioners then work for adop-
tion of the proposal by the states. Normal
resistance to anything "new" makes this the
hardest part of a commissioner's job. But the
result can be workable modern state law that
helps keep the federal system alive.

Anyone can ask JLC lo draft a law.
But not all requests are pressing enough
to claim its time and resources. Determin-
ing the need for and feasibility of a pro-
posed new law, then, is an important
first step. The decision to draft is pre-
ceded by a thorough screening process:

¢ Initial screening of requests for new
drafting projects is done by the Scope
and Program Committee. This group eval-
uates the need, urgency, current state of
law in the affected area, and feasibility
of enactment before making a recommen-
dation to the Executive Committee to
further review the request.

« Executive Committee members look
at a request in terms of ULC's financial
and member resources as well as the avail-
ability of additional expertise and fund-
ing to insure success of the draft. If these
appear favorable to the project, they
appoint a special Drafting Com mittee.

¢ Foundation and government grants
support some of ULC's drafting efforts,
making it possible to expand advisory
committee participation, and to retain
expert reporter-Jraftsmen — usually law-
yers experienced in the field —for maxi-
mum input and assistance to the Draft-
ing Committee.

Drafting proceeds at meetings of this
special committee held thoughout the
year. After basic premises and philosophy
are decided, a “first tentative draft’ is
developed for circulation to experts both
within and outside the legal profession,

o falaw

to draw criticism and suggestions that
will shape succeeding drafts.

Uniform and Model Acts are a min-
imum of two years in preparation, since
they must be considered at no less than
two annual meetings by all commission-
ers sitting as a Committee of the Whole.

Before any annual meeting presenta-
tion, a Review Committee for each act
determines: 1) whether the draft con-
forms to the assignment; 2) what policy
decisions were made by drafter*; and 3)
whether the draft is ready for scrutiny
“line by line” by the entire Conference.

Once ULC as a whole approves an act,
its final test is by a vote by states — one
vote per state. A majority of states pres-
ent, and no less than 20 states, must vote
approval of an act before it can be o ffi-
cially adopted as a Uniform or a Model
Act, Code or Court Rule.

This unique and lengthy process of
screening, drafting, revising and polishing
is responsible for the fine edge of excel-
lence that marks ULC “products.” After
receiving the ULC stamp of approval, a
Uniform or Model Act is officially pro-
mulgated for consideration by the states.

Legislatures are urged to adopt Uni-
form Acts exactly as written, to "pro-
mote uniformity in law among the sev-
eral states.”

Model Acts, on the other hand, are
designed to serve as guideline legislation,
which states can borrow from or adapt to
suit their individual needs and conditions.

Commissioners

Each of the 50 states, the District of Col-
umbia and Puerto Rico select lawyers to
serve on their uniform state (a,v commissions.
Since ULC is a confederation of state com-
missions, each state sets its own rules for sel-
ection. Most have at least three, and the gov-
ernor usually selects them.

Considered non-partisan, many commis-
sioners receive their first appointment from
a governor of one party, then continue un-
der another party, thus serving for decades.

Famous commissioners include President
Woodrow Wilson; Supreme Court Justices
Louis D. Brandeis and William F. Rehnquist,
and the Harvard Lav/ legend, Roscoe Pound.

Updating Acts

Exemplifying a Uniform Act, the Uniform
Commercial Code (UCC) structures nearly
all commercial transactions in every state in
the U.S. Another ULC proposal having wide
influence is the Model State Administrative
Procedu e Act (MSAPA). Most states have
adopted it, and look to its provisions to
guide their state agencies.

Both UCC and MSAPA are successes that
states have benefited from. But even the best
oc laws is outdated by technological and so-
cial change. Thus, one of the duties of the
ULC leadership is to constantly review past
successes, checking their relevance for today.

Several methods insure that needed up-
dating goes on. For the Commercial Code,
the problem is solved by a "Permanent Edi-
torial Board” charged with keeping abreastof
developments that require changes in the law.

The Model State Administrative Procedure
Act, however, required appointment of a
new committee to revise quarter-century-old
rules developed before state governments
"boomed" in the 60s and 70s.

Whether a ULC proposal is brand new, a
revision, or an amendment, state government
can be sure that it’'s in step with the times.
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Uniform State Laws are the products of a unique
organization that has been working for the improvement
of state laws since 1892. The National Conference of
Commissioners on Uniform State Laws, representing both
state government and the legal profession, is a genuine
confederation of state interests.

Today there are more than 300 practicing lawyers,
judges, law professors and government officials serving as
Uniform Law Commissioners (ULC). These state-appoint-
ed commissioners, selected for their wide range of legal
expertise and experience, provide an immeasurable re-
source for drafting “uniform” and "model” state laws.

ULC Uniform Acts, Codesand Court Rules —needed
where differences in state laws create specific interstate
and national problems - have ranged from eliminating
jurisdictional child custody disputes to addressing the
legalities of electronic transfer of stock ownership.

When uniformity is neither practical nor necessary,
ULC Model Acts have provided states with a concisely-
structured legislative framework adaptable to their partic-
ular needs and problems —in areas such as sentencing and
correction reform, and state administrative procedures.

Differences in state laws can deter the free flow of
goods, credit and services; restrain full economic growth;
and invite federal intervention to compel uniformity.
Constitutionally, states have wide latitude for cooperating
to solve these problems. ULC is their own cooperative
institution for doing jo, as well as for contributing to the
continuing process of law reform and progress.

National Conference
of Commissioners

LSL| on Uniform State Laws
676 North St. Clair Street
Chicago. lllinois 60611

(312) 915-0195

yiM R M |
STATE LAW S

0

m

VT

Back In1892

The "Gay Nineties" rolled in
on the railroad tracks that were
tying the nation together. And
Americans were beginning to ssvap
horses for bicycles and motor cars.
This new mobility was the prime
factor from which ULC sprang.

The Alabama State Bar Associa-
tion recognized, as early as 1881,
the legal tangles created by wide
variations in state laws. But it was
not until August, 1889, that the
American Bar Association decided
at its 12th annual meeting to work
for "uniformity of the laws" in the
44 states.

Within a year, the New York
legislature authorized the governor
to appoint three commissioners
to explore the best way to effect
uniformity of law to ease problems
developing between increasingly
interdependent states. The ABA
endorsed New York’'s action. The
result was the first meeting of the
"Conference of State Boards of
Commissioners on Promoting Uni-
formity of Law in the U.S."

Seven states sent commissioners
to that 1892 meeting. By 1900, 32
states and two territories had law
commissioners. By 1905, only Ne-
vada and Alaska were holdouts,
and they joined the parade in 1911.

Uniform Law

123 Commissioners



A BriefHistory of ULC & How It Works

It was a century' ago that lawyers first recognized how wide variations in state laws could tangle
interstate problems. The Alabama State Bar Association is credited with taking tiie first formal action to

encourage development of “uniform” laws to deal with the problem. That came in an 1881 resolution.

But it was not until August, 1889, when the American Bar Association was holding its 12th annual

meeting, that there was a formal move to work for “uniformity in the laws” of the then 44 states.

W ithin a year, the New York Legislature authorized that state’'s governor to appoint three com-
missioners “to examine the subjects of marriage and divorce, insolvency, the form of notarial certificates
and other subjects; to ascertain the best means to effect an assimilation and uniformity of the laws of the
states; and especially to consider whether it would be wise and practicable for tlie state of New York to
invite other states of the Union to send representatives to a convention to draft uniform laws to be sub-

m itted for the approval and adoption of the several states..

A few months later, the ABA endorsed the New York action and urged every other state, the District

of Columbia and territorial legislatures to follow the example.

In the Beginning - Seven States

Other states heeded the call. When the first meeting of the “Conference of State Boards of Com-
missioners on Promoting Uniformity of Law in the U.S.” was held in Saratoga, N.Y., Aug. 24, 1892, seven

- ‘tes sent commissioners. They were Delaware, Georgia, Massachusetts, Michigan, New York, New Jersey
ana Pennsylvania.

The new commissioners didn’'t waste time. They immediately completed and urged states and terri-
tories to adopt three acts — Act Relating to Acknowledgments on Written Instruments; Act Validating Wills

Lawfully Executed W ithout the State; and Act Recognizing as Valid, Wills Probated in Another State.

These first commissioners on uniform laws also recommended that states enact laws governing

payment of notes; validating contracts; divorce; and marriage. The latter included raising the marrying age
to 18 for males and 16 for females.
They also adopted a table of weights and measures after noting "it will probably be a surprise to
most people to learn that legal weights of a bushel... with the exception of wheat alone, vary in all states.”
A fter this first burst of'activity, die Conference produced no other proposals until 1896 when the
Negotiable Instruments Act was completed. This was to become the only act adopted by every state and

the District of Columbia.
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Then There Were 32

By the turn of the 20th Century, 32 states and two territories had appointed commissioners on
uniform laws. During their second decade, Uniform Law Commissioners (ULC) concentrated on legislation
that made interstate commerce easier. The resulting laws dealt with sales, warehousing and transportation.
A majority- of states adopted all of them before these pioneer acts - along with the Negotiable Instruments
Act —were superseded by the Uniform Commercial Code (UCC).

In 1905, only Nevada and the Territory' of Alaska still had not appointed commissioners. But they
joined the club in 1911.

In its third decade, the Conference considered and adopted legislative proposals on a number of
issues and problems ranging from partnerships to child lat>or. And in 1915, the organization officially

became the National Conference of Commissioners on Uniform State Laws.
k

The ‘‘Roaring 20s” drummed up new problems and ULC responded with proposals in such areas

as aviation and public utilities. In the 1930s, commissioners wrestled with machine gun laws as well as

torts and trusts.

Fifty-Year Assessment

As die Conference approached its Golden Anniversary year, its leadership began to reassess its role
and to try to determine how ULC could better serve the federal system. Though the past had been pro-
ductive, commissioners decided they could be even more useful in die future if they attacked major

problems widi comprehensive solutions rather than trying to cope with them a piece at atime.

The result was the launching of the project that produced the Uniform Commercial Code (UCC). In
1940, ULC officially took on the task of drafting a comprehensive code to provide guidelines for all
commercial transactions. Work on some of its component:; already had begun. In 1947, ULC and the
American Law Institute joined in a partnership that put all of the components together into a UCC that
was offered to the states for their consideration in 1951. Then came the tedious battles for adoption in

every state legislature. By 1967, Louisiana was the lone holdout and it still has not adopted all of UCC.

The breadth and depth of UCC is difficult to grasp. llguarantees that ‘‘commercial” transactions in
California are subject to the same law as those in Maine. A child purchasing penny candy in aneighborhood
shop and a manufacturer buying robot welders for his assembly lines both complete their transactions
within the framework of UCC. In UCC states, the code encompasses every sale of goods from crude oil to

autos-, every bank check written-, and all commercial paper, stock and bond transactions.

Success of UCC inspired commissioners to produce and work for adoption of a wide variety of
comprehensive legislative solutions to basic state problems. These include: the Uniform Probate Code;
Uniform Consumer Credit Code; Uniform Marriage and Divorce Act; Uniform Alcoholism and Intoxication
Treatment Act; and a package of proposals designed to do for land transactions what UCC did for commer-
cial transactions — provide modem law to deal with modern problems.

W hile it was forging its major projects over the past two decades, ULC also managed to commence

and complete legislation needed by states to deal with more specific problems. These include such proposals

as the Uniform Child Custody Jurisdiction Act; Uniform Anatomical Gift Act; Uniform Class Actions Act;

and Uniform Determination of Death Act.
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Uniform and Model Arts

In addition to "Uniform Acts," which every state is urged to adopt, ULC also drafts “Model Acts"
to guide legislatures dealing with issues that need not be treated uniformly by all states. Some models —

such as the Model State Adm inistrative Procedure Act — have been adapted for use by most states.

It’s important to state Treasuries that most ULC proposals fall into the category of “ private law” -
the body of law based on English common law fhat governs the basic legal relationships between people. No
governmental body intervenes in "private law” relationships. People conduct their affairs without inter-
ference. When a breach of a legally enforceable, private obligation occurs, die courts are available to sort
out the facts and grant remedies which range from monetary payments to injunctive relief. For example,
the Uniform Residential Landlord and Tenant Act governs the contractual relationship between landlord
and tenant. This relationship proceeds unfettered unless a party breaches an obligation — such as a land-
lord’s obligation to maintain fit and safe premises. If such a breach occurs, then die wronged party can

seek damages and reparations for losses sustained.

This contrasts witii “public law” which usually involves using an executive agency, or bureau, as a
regulatory body. In that case, legislatures enact laws vesting authority in an administrative agency which

then carries out the duties of investigator, rulemaker, regulator and enforcer. Because new agencies must be

created to enforce public law, it usually costs more money.

Why tlie Conference Works

Dedicated commissioners make the Conference work. They include about 250 practicing lawyers, law
professors and judges. It is the effort contributed by these people — commissioners receive no salaries or
fees for their work with the Conference — that earned NCCUSL the media label of “ prestigious.” In this
century, President Woodrow Wilson and U.S. Supreme Court Justices Louis D. Brandeis and William F.

Rehnquist served as commissioners. So did such law school legends as Roscoe Pound of Harvard.

Commissioners are appointed by each of the 50 states, the District of Columbia and Puerto Rico.
The number of commissioners appointed (most states have at least three) and the method of appointment
varies fiom state to state. In most states, the governor is responsible for appointments. But commissioners
usually are considered non-partisan. This leads to many commissioners being appointed by the governor

of one party and reappointed by the governor of another party. In this way, some commissioners serve

ULC for decades.

A Two-PartJob

Such dedicated commissioners usually relish both parts of their unpaid service. This includes drafting

and then working for enactment of modem legislation designed to solve problems common to all states.

ULC's reputation was built on the high quality ofits drafts. That quality is the result of a procedure
structured to bring a unique blend of legal minds to bear on a problem. It begins with the choice of a
drafting committee whose members are selected to insure that as much expertise and as many viewpoints as
possible will be represented at the drafting table.

For example, there were a number of real estate law experts appointed to the comm ittee responsible
for preparing preliminary drafts of the land transactions package which includes the Uniform Land Trans-
actions Act (ULTA), Uniform Simplification of Land Transfers Act (USOLTA), Uniform Condominium Act
(UCA), Uniform Planned Community Act (UPCA) and Model Real Estate Cooperative Act (MRECA).

These included commissioners who were law school professors as well as practicing lawyers specializing in



ULC -4

real estate law. Then lawyer and non-lawyer experts were invited to provide specialized knowlcge to the

committee. These advisers represented associations of lenders, builders, sellers, lawyers and consumers. But

all decisions were made by commissioners who represent only the people of their states.

The Drafting Ordeal

Preliminary drafts of the proposals were prepared and circulated to advisers and others interested in
the committee’s deliberations. That included every commissioner. Eventually, the committee was ready to

present its work at an annual meeting of ULC for "initial consideration” by every commissioner.

During the annual meeting, commissioners assemble for a week or more to spend every day and some
nights studying each “tentative draft” prepared by the committees. The drafts are read "line-by-line” and
then discussed, debated and changed. With more than 200 pairs of trained eyes probing every concept and
word, it's a rare draft that leaves an annual meeting in the same form as it goes in. Because ULC is a con-
federation of state commissions on uniform laws, close issues are decided by polling state delegations.

Regardless of the number of representatives from each state, each state has only one vote.

Shordy after the annual meeting ends, committees with uncompleted drafts begin incorporating

changes made during the meeting and dealing with new problems raised by commissioners and non-com-

missioners.

Proposals are subjected to this rigorous procedure for at least two annual meetings before they be-
come eligible for designation as ULC products. The final decision on whether a proposal is ready for “pro-
to the states is made, near the close of an annual meeting — again on a one-state, one-vote
Because of the complexities of ULTA, USOLTA, UCA,

mulgation”
basis. But die procedure can take much longer.

UPCA and MRECA, adecade elapsed before the proposals were adopted by ULC.

Conference Proposes - State Disposes

When drafting is completed, a commissioner’'s job has only begun. Each now is obligated to go back
to his state and work for adoption of the completed proposals.

Normal resistance to anything “new” makes this the most difficult part of acommissioner’srespon-
sibility. Remember, it took 14 years before UCC was adopted by 49 states.

But the result can be workable, modem state law diat helps keep the federal system alive. The work
of ULC simplifies the legal life of businesses and individuals by providing rules and procedures that are
consistent from state to state. And it insures that problems can be solved close to home in state courts and

agencies rather than being lost in overworked federal courts and U.S. departments and agencies.

- 0 -
Prepared by Communicate! ULC Headquarters - Suite 1700
PO Box U+ North Bend WA 98045 —_ 676 North St. Clair Street
Chicago, IL 60611

(206) 888-3535 Lmil jl Com missioners (3121 '915-0108
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WHY EVERY STATE NEEDS THE ARTICLE 8 AMENDMENTS - NOW!

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 1is 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 1is evolving - one which eliminates
certificates and instead accomplishes transfers by entry on
the 1issue bcoks 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 1into
the older Article. They parallel the 1legal 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 uncertificated
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 1include New York, the nation®s
trading capitol; Delaware, the state of 1incorporation 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)



New TFirms, desiring the benefits of certificateless
transfer may choose to go elsewhere to incorporate.

Another potential disadvantage for states which don"t
adopt the Article 8 Amendments stems from the practice of
pledging securities to obtain credit. Lenders in any state
need an adequate legal basis for transactions involving
uncertificated transactions before entering into them.
Otherwise, they will withhold credit secured by perfectly
valid collateral, and business will suffer.

States should also consider the advantages certificate-
less securities offer to small and close corporations, whose
internal securities transactions are often simple enough
that certificates jJjust create unnecessary paperwork. These
firms should welcome a simpler, more efficient system of

transfer.
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ARTICLE 8 AMENDMENTS TO THE

UNIFORM COMMERCIAL CODE

Article 8 of the Uniform Commercial Code is entitled
"lInvestment Securities.l A "security" 1is broadly defined as an
instrument which:

€D is issued in bearer or registered form;

@) is of a type commonly dealt in upon securities
exchanges or markets or commonly recognized in any area
in which it 1is 1issued or dealt in as a medium for

investment;

(3) 1is 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 1in
property or in an enterprise or evidences an obligation

of the 1issuer.

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 1in 1its 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 1identify the obligation the
security manifests. Therein 1lies the kernel for the present
revision - paper. The new Article 8 contemplates the elimination
of the paper. The term instrument will no Jlonger 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 1load hampered the
markets. Also, automation has progressed far enough to m~ke 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.
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Under the revised Article 8, an immediate distinction 1is

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 1its issuer®s records. Its Kkey
characteristics are found in the definition. It "is not
represented by an instrument and the transfer of which 1is
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 and physical delivery of the instrument.
The instrument takes part 1in pledges made by owners of the

security to secure their own debts. It is also the foundation of
the warranties each of the parties gives in a transaction
involving a security. The paper 1is fundamental, and when it 1is

eliminated, some changes commensurate with its elimination must
take place.

When a transfer, or registration of a pledge, occurs 1in 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 "lInitial
Transaction Statement,” 1is 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 1instrument 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 than
his transferror 1in 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 1is so at the time of 1its 1issuance. It
does not do so for any following time period. In contrast, a
purchaser may normally assume that the holder of a "certificated"
security 1is 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 1itself may represent a debt of the 1issuer.
People who own securities, which are wvaluable property, may
pledge them for their debts. They create a security interest in
the creditor by so doing.

A "certificated" security is merely delivered tothe 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 1is by possession of the
instrument for a “certificated"” security, and by the mere
procedure of ~creating the interest for "uncertificated"”
securities. Perfection 1is 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 1its enforcements and signature guarantees. For
"uncertificated" securities, the oniy warranty can be on the part
of the originator of an instruction tu the 1issuer. That person

warrants that the registration is proper to the 1issuer, 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 "uncertificated" securities. The guarantor of



a “tertificated” security warrants that the endorser 1is an
appropriate person acting for the owner. This 1is evident to the
guarantor from the instrument. Without the instrument, the
guarantees, are limited to the genuineness of the signature, and
that the endorser purports to act for owner or pledgee. There
are special, boarder guarantees of an "uncertificated" security
which cannot be demanded by an issuer, but which can be made to
further secure a transaction.

..... - The difference between- a "certificated” security and the
items of paper relating- to registration of an "uncertificated"
security cause a difference 1in the treatment of a bona fide

purchaser for value, also. Essentially, a bona fide purchaser
for value 1is held for only those things on the instrument with
respect to a "certificated"” security. The bona fide purchaser

for value of an "uncertificated"” security essentially takes free
of what does not appear on the initial transaction statement.
Practically, this may expose him to greater liability, but also
forces him to seek a clean transaction statement before accepting

liability.

Third party claims also provide a difference. For
"certificated" secu:. ties, notice in writing to the 1issuer
suffices. For "uncertificated" securities, the claim must be in
the legal process before the issuer has notice. Judicial liens
are also treated- differently. Seizure of the security works for
"certificated" securities, but not for all the "uncertificatad"
breed. It is necessary to serve process on the 1issuer.

These are some of the differences which result from the

addition of the "uncertificated" security to the security
markets. There has been no need to change the basic pattern of
Article 8, which has served its purpose well. The amendments

seek to incorporate the "uncertificated" security with the least
disturbance possible.
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A CertificEteless Article 6? We Csn Have It Doth Ways

By MARTIN J. AROS"STEIN*

Is the aftermath of the "Paperwork Crunch” which seriously impaired tbe
operaiioc of the securities markets during tbe late 1960s, tbe air was filled
with proposals for reform. Not surprisingly, cany of these proposals focused
or. the eiir. .r.of the :.:os! visible manifestation of paperwork problems—
the negotiable siock certificate. But it was correctly perceived that "The Ccr-
tificatci'.is Society" was incompatible with an existing legal regime firmly
based on the assumption that shares of corporate stock must inevitably be
represented by indispensable instruments. In an effort to resolve this incom-
patibility, the American Bar Association's Section of Corporation, Banking
and Business Law organized a Committee on Stock Certificates. The Com-
mittee was charged with the duties of determining what legislation, if any,
would be needed to facilitate the elimination of negotiable stock certificates
and of drafting such legislation. The Committee issued its Report od Sep-
tember 35, 1975.1 The author served as the Committee's Reporter.

This article is intended to be neither a summary of nor a substitute for the
Committee's Report. Rather, its primary objective is to call 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 Reporter to express some
personal views which arc outside the scope of the Report aod which are not
necessarily shared by the Committee or its other individual members.

A: the risk of sacrificing the element of surprise, it should be stated at the
.outset that the Committee’s principal recommendations arc two. The first is
the relatively minor amendment of state corporation statutes to validate the
issuance of stock not represented by certificates.3 The second is a major abDd
comprehensive revision of Article 8 and related sections in other Articles of
the Uniform Commercial Code intended to govern the attributes of uncer-
tificatcd shares.1 The Committee does not recommend the adoption of gen-
eral federal legislation at this time but recognizes that such legislation may be
required in the future. Odc of the circumstances that would seem almost cer-
tain to lead to federal intervention would be Lbe failure of the slate legislatures

* Professor of Law, University of Pennsylvania.

1 Copies of the Report may be obtained by writing to tbe Chairman, Donald A.
Scot! h\u , The Fidelity Building. Philadelphia, PA 19109. There u a charge of SJ.00
pei copy

2 Report of the Committee on Stock Certificates, Appendix A (Proposed Amend-
mcnis 10 the .Model Business CorpcratiOD Act).

3. 'J.. Appendix B.
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t: a:: within a reasonable time. The 'ole tbs: the 3 a: cxx pliy in expediting
necessary state adoption is apparent.

The Committee's Objective

The Committee’s first order of business was lo define tbe scope of its mis-
sion. Amid urgent pleas lo legislate the stock certificate out of existence, it
was tempting to envision the Committee as identifying or, perhaps, even in-
venting the ideal certificatelcss system and then proceeding lo draft legislation
that wouid both compel that system’s universal adoption and regulate its
operation. That visioo was soon abandoned in favor of a more limited goal.

Initially it was recognized that any viable system bad to be (1) techno-
logically feasible, (2) legally permissible and (3) commercially acceptable.
Further analysis revealed, however, that the first two of these elements did
not really constitute limitations. We quickly came to the view that, given ade-
quate lime and resources, the technology was up to achieving whatever re-
sult: the industry demanded. The important question was not whether a par-
ticular system could be devised but, rather, whether it could be implemented
ct a cost its users would be willing to pay— in short, whether it was commer-
cially acceptable. Simi'arly, the drafting of lep'slation to permit the institution
of cerlifica'.clcss systems was a relatively simple task requiring, in the main,
amendments of a minor nature to the typical corporation statutes. At least
two states have already adopted such amendments.1 The real burden on the
legislative draftsman, as we saw it, was to provide a 'mpal environment within
which parties could deal with uncertificated stock with that same high degTce
of confidence that the present certificate-based law now affords. Or, to phrase
it somewhat differently, we attempted lo create a legal framework that would
not merely permit the issuance of unccnificated stock but would make its use
commercially acceptable.

Thus, despite some early notions that we might re-iDvent the wheel, the'
Committee wisely decided that the industry and its related technologists were

the most logical ."'urce of system development. The appropriate task for us
lawyers was to assure that the law could accommodate whatever systems
the industry devised. The statutory changes recommended by the Committee
and set forth in the Appendices to its Report neither compel the adoption
of ccrtificatelcss systems nor prescribe tbe form such systems should take.
Rather, we attempted to construct a law, as did the draftsmen of Article 9,
designed to "make it possible for new [systems] ... as they develop, to fit

comfortably under its provisions.” 5
The Legal Basis of Cerlificatelessness
In the years before and since the Committee’s organization, the world bas

a Afichipon Businas Corporation Act 4335. 15 Mich. Si»t. Add. §21.200(335)
(1974/, California Corporation: Code §416(b)
5. L'h*Jonn Ccmnurcicl CoJt t 95101, Commcot.
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ro: tio.xl soli Out in the marketplace, where s'.c-cl is tctually dealt with, the
development of ccrttficateless transfer has proceeded— apace, Id the view, of
tonic, and with loo deliberate speed, in the opinion of others As the Report
describes in some detail, significant strides toward 'The Cenificateless So-
ciety" have already been made without the benefit of any substantia! statutory
change. Existing ceruficateless systems, which may be broadly defined as
methods to transfer stock without the physical movement of indispensable
j.;ic.. ; paper, masquerade under a variety of appellations. The common
Icca! basis of each of these systems, however, is that somewhere a certificate
exists and that someone is bolding it as the shareholder’s agiDt-baiJce.

The most rudimentary form of certiSca:elessness is the street Dame broker—
age account.l In thus arrcngecmcDt, the broker acts as the agent of the cus-—
tomer, a single undisclosed principal, ; nd holds the certificate at; the cus-
tomer’s bailee. Certificate movement is eliminated between customer and
broker when the customer buys or sells through his broker-agcnt. 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 abd his broker. Article 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 n3me and deals with the issuer and other
outsiders as the agent of an undisclosed principal. The principal is the ag-
gregate of the depository’s customers, usually referred to as participants.
L'nlike the typical brokerage situation, however, transactions between par-
ticipants arc neither rare nor fortuitous but. rather, are commonplace aDd
b> design Indeed, the primary objective of the depository is to permit trans—
fers between the principals of a commoD agent without certificate movement.

(. For the purposes of this analysis, the custody o: agency accounts, maintained by
the trust departments of banks fjr their customers, are functionally equivalent to the

brokerage account

7. Vniiorm Corr.mrrcia! Code §f-3 1JflH ¢c) E> its terms this section would appear
to apply only when there is "* specific security lo the broker's possession.” It would in
no even: apply to a bank custodian.
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Af car!) as 1962. i: W2s though: desirable to define expressly the legi! conse—
quences cf ir.trz-deposilory transfer. This was accomplished by iddmg sec-
t-or. 5-320 lo the official lex: of the Uniform Commercial Code. Thai section
equates "the making of appropriate entries on the boots", of the depository
to "a deliver) of a security"™ and thereby establishes the rights tnd duties
of the respective participants between themselves and with others with whom
they might deal. The developing depository system, with scveral depositories
each maintaining accounts with the others, nay be comfortably viewed u

an aggregate of agents and sub-agents representing the aggregate of par-—
ticipants in all of them and holding the participants’ certificates ts bailees or
sub-bailees. For the purpose of governing transactions with issuers and non-
participaots, which are normally effected by certificate delivery, the rest ol
present Article 8 continues lo provide an acceptable legal framework.

The agency rationale is pushed still further, and, we believe, too far, in
those systems which conceptualize the issuer or its transfer tgent us tlie agent-
baUec of all the shareholders. Existing systems premised on 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 lo speak, "The Ccr-
tificatelcss Society" built on t legal foundation which was never intended lo
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 fuods, the model transactions, the purchase of
shares from the issuer and the redemption of shares by the issuer, do Dot
involve third parties, in these two-party transactions which typically involve
small numbers 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 or letter of instructions from the shareholder. The
commercial requirements of both parties are better and more economically
satisfied without certificates than with them. Outright transfers for value be—
tween shareholders are rare, particularly in the no-load funds where the issuer
stands always ready to sell or redeem shares at their net asset value.

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

8 Uniform Commercial Code 18-320(1).

9. Id i 8-320(3).

10. The "Transfer Agent Custodian™ concept should also be included in this group.
Thai relalionship arises when. b> agreemeot between a particular shareholder and the
issuer, certificates are not delivered to the shareholder but are held in the transfer office
subject to the shareholder’s instructions for further registration of transfer. It is com-
monl> used b> some brokers who have a cor.trr.L.r.g need for both customer name
certificates and certificates of specific decom canons to be used it making setilemcals.
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‘rgu:. of course. "he: a srrurit\ Lnrcrc« in uocertjficated mutual fund shares
cc-uid be p.-rfec.ed under section S-305 b> simplv giviE notice lo the truisfer
xgtni in his irr.ac.ned capacity as the bailee of the debtor's certificate. It u
highly doubtful, however, that a prudent lender or his counsel could be per-
suaded lo advance the loan under those circumstances Furthermore, few, if
any, transfer Events would have any institutionalized procedure for derJing
with such a notice even if one were received. In tb. pledge situation, there—
fore, both the leDder and the issuer tale refuge in the only procedure now
express!,. validated by statute— the issuance of a certificate to the shareholder
.J of that certificate to the leodci. Relirmce on the agency-
bailment rationale is just no: commercially acceptable under the present kw .

The dividend reinvestment plans, in which the typical transaction is the
purchase of small numbers of shares for participating shareholders,” operate
without certificates, for essentially the same reasons that have led to certifi—
estc’essncss in the mutual funds. When, however, the participant wishes to
deal with his shares in another transaction, issuers respond, in almost every
case, by issuing certificates.Unlike mutual fund shares, however, the shares
accumulated in the dividend reinvestment plan accounts are the very same
intangible interests that are commonly traded in norma! market transactions
and used as collateral for secured loans. Officials of American Telephone &
Telegraph Co., which operates the largest of such plans, arc confident that
they could develop adequate procedures to deal with both the outright trans—
fer and the pledge of uncertificated shares by book-entry if only a satisfactory
legal framework could be provided. The potential demand for such proce-
dures is foreshadowed by the fact that, after only slightly more than two yean
of operation, AT&T was ‘“‘holding," as the Dominal agent-bailce for some
541,000 shareholders, more than 9 million uncertificated shares.

The Transfer Agent Depository concept dificrs from the dividend reinvest—
ment plans in two important respects. First, it envisages a system where cer—
tificate.. issued to b shareholder only when they are expressly requested.1l
Secondly, it contemplates that shares will not only be held in uncertificated
form but may be transferred or pledged to third parties by the making of apw
propriatc entries on the issuer's books.14 The name, "depository,” and the

11. The earliest plans and the majority of existing plans pool tbe dividends payable
to the participants and purchase outstanding shares oo the market. Each participant'!
account is tben credited with an appropriate poniOD of tbe shares purchased. An
increasing number of the newer plans use the dividends to purchase newly-issued shares
directly from the issuer. ATAT gives participants a discount from the market price.

12 Some corporations now handle so called "legal" transfers, t.g, decedent to per-
sonal representative, without first issuing a certificate in the cunt of tbe decedent.

13. Conversion from the traditional certificated system to a Transfer Agent De-
pository would, in fact, require shareholders to "deposit" outstanding certificates with
the issuer A new corporation wnhoui certificates outstanding, however, would issue d0
certificates unless requested to do so.

14 The transfer or pledge by book-entry, validated by section E-320, is available
only to a "clearing corporation " The definition of "clearing corporation is section
8.102(3} does not include as individual issuer o; irassfct agent.
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cor.”.vtd rat.rra : imply that the issuer or  :rsr.sfrrig:r.t sh -lding i cer-
tifies;'. u>th: arer.t-ba.lee of :hc several shareho.oers Tr.ai cerltfioaie is either
s useless fo:rr.alll> or a paten: fie'.ior. We are toid, for example, that some-
where in the AT&T transfer office there reposes a certificate representing the
9 million shares beneficially owned by those 541 ,G00 dividend reinvestment
plan participants. 1: seems almost ludicrous to imagine that important legal
consequences would turn on whether or do; that certificate is really there.

While the sgcncy-bailmenl rationale lends an aura of validity to unccr-
tificated shares that may satisfy a law professor or even a judge, it docs not
respond to the questions wh ;h the prudent businessman or his counsel Deeds
to have answered before can proceed with confidence. By what means
and with what frequency must the issuer evidence the ownership of shares?
Vi'hat must t shareholder do, and what may an issuer require, to eflect the
registration of transfer? When docs a purchaser become the owner of the
shares he has bought? By what means can a secured leader perfect a security
interest in his debtor's shares? How nay an unsecured creditor retch his
debtor's shares?

In short, the uncertificated share Deeds a governing statute lo 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 certificateless transfer to the kinds of transactions which
account for the bulk of the industry's paperwork problems. The Committee
concluded that the requisite dcgiec of confidence, and, hence, commercial
acceptability, is unlikely to be reached in the present legal framework that
does not even acknowledge the existence of uncertificated shares and, there—
fore, utterly fails to deal with them.

The Future of System Development

It has been frequently stated 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 plaDS have, in preponderant Dumbers,
cheerfully foregone the possession of certificates that were unnecessary to
satisfy their commercial requirements. Under existing rules of law, however,
certificates arc and will continue to be demanded for those transactions which
they were originally developed lo 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 pur—
ported transferor is the ow net of the stock to be transferred and has entrusted
the transfer power to the depository. By crediting tie transferee s account,
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the depository, in efTcci. represents tc the transferee that the subject matter of
tr.e transfer extsts and fits te n transferred to h:m. Thus, th: transferee rc-

= th: same assurance that the receipt of a clean, duly indorsed certificate
would afford him. It is in reliance on the dipesitory’s representation that the
transferee parts with his Ttsidcrauon with confidence that be has received
the benefit of his bargain.

The depository concept was e logical outgTowth of the clearing facilities
maintained by the various slock exchanges, For years these facilities were
;' -¢"c mrrJ’or and expedite the transfer of funds and the delivery of
secun between exchange members. Although these simuJtanous exchanges
-ere nominally between individual members, they were made through the
clearinghouse which became a de facto intermediary in the exchenge. View -
ing the clearinghouse as an independent party, dealing with all members, was
a transition mo e in form than substance. The clearinghouse’s function as a
depository of both funds and securities followed quite naturally from its
function as a mere record-keeper.

The statutory validation of book-entry transfer was initially limited, by
the terms of section 8-102(3), to enti’ics wholly-owned by a securities ex—
change or association. The growth of the depository concept in the United
States has, therefore, taken place almost exclusively in conjunction with the
exchanges. There is general agreement that the Depository Trust Co., the
New York depository which now controls over 2 billion shares of stock, has
served its broker participants well. It should be remembered, however, that
these brokers were already par’icipating in a system which settled the money
side of trjnsjutions with essentially the same mechanism 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’sloan. 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 slock, by virtue of the depository’s book-entty, has been as
effectively pledged as would be the case if certificates had been deliveicd to
them by the brokers. The demonstrable saving that can be achieved by elimi-
nating certificate delivery upon pledge and rc-delivery upon release has re—
sulted in the substantial use of this procedure by the banks.18

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 countetparis 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 The procedure has alsc- made it feasible for banks located in areas remote from
the lir._r.cial centers to compete wilt tbe local tanks for the brokers loan business.
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constitutes a departure from rheir traditional settlement procedures nLher
th.2n an extension of an alread) established mc-dus opcrandi.

Thus far, despite the intensive use of depositories b) brokers, participation
by non-broker eligible entities has been quite United. There ere a number of
factors that have militated against hank participation and tome of them have
been only recently corrected. Nevertheless, there is currently very Uttle hard
evidence that the exchange-related depositories are destined to expand into
a national comprehensive depository system that will obviate the need for
continuing efforts lo 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-brokcr settlements, is itself a function
of the part to be played in the securities markets of the future by the ex-
change's themselves. To the extent that the exchanges become less significant
in the total picture— a distinct possibility in the light of recent events— the
ameliorating effect of their depository facilities will tc correspondingly re-
duced.

As a step to encourige the use of depository facilities by noD-bioken,
the Banking A Securities Industry Committee sponsored an amendment to
section 8-102(3) which has aJready been adopted b> more than forty states.1*
The effect of this amendment is lo permit tbe distribution o.f 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 stock to its users during 1975.
Whether this will achieve the objective of increased non-broker participation
remains to be seen.

.Another effect of the 8-102(3) amendment, however, is to permit the
organization of depositories which arc doi 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 gTowih.IT
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 Dcr.-brokcr participants, the use of this system will be
much less of a departure from their current practices than would be par-
ticipation in an exchange-related depository. It is much too early for even
its own managers to predict the extent to which such adepository will be com-
mercially acceptable.

16 The text of this amendment does not appear ir Ib: 0!f.:i»! Text of the Uniform
Commercial Code. JI is set forth us Appendix B of tbe Report of tbe Committee od

Slock ( crtifscates.
17. Ey June 197J, the TAD Depositor} Corp. tad cc deposit over 12 millioc shares

io more than 1600 di9e;eoi issues.
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V. c: t;,c fiTjj.-.r.c discussion succcsts is thf concept of certificate
;011 riii/fut.or. in independent depositories > lur from certain to resoJ: in a
sjtiv..u:.»r> reduction in the paperwork problems of the securities industry
1 e diminution of nock certificates, or. in the cutrent fictionalized parlance,
live vs- ol the issuer or its transfer agent as a “depository,” may prose to be
at leu't a significant part of the ullimaie solution. !f that be the case, the
burden of developing the mechanisms that v.ill be commercially acceptable
alternatives to the simultaneous ccrtificate-for-money exchange rests upon
the industry, ft is our function, as lawyers, lo make sure that the governing
Uw x.il f . .ie ar, 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 Stctute

Professor Joils has suggested that a statute governing the attributes of
uncertificated shares need not be nearly so complex as Article 8 and might
take the form of an additional article of the Uniform Commercial Code, per—
haps denominated Article 8A .,e Our initial attempts to draft such a separate
statute convinced us, for several reasons, that an integration of the rules for
certificated and uncertificated shares and, necessarily, a complete revision
of present Article 8 would be the more fruitful approach.

The process of putting pencil to paper for the first time exposed a number
of problems that would have to be dealt with in a separate article. Parties
dealing with uncertificated shares should be able to find, 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 fide purchaser? Were
there exceptions to the statute of frauds? Was there a statute of frauds? The
dozen or so basic sections that Professor Jolls suggested might constitute
an adequate staluie 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 ofl. What v/e saw was a system in
which both certificated and uncertificated shares would continue to co-exist,
in mans 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. For example, the seller's duty
to perform, staled in section 8-314, might be satisfied not only by the delivery
of a certificate but also by the transfer of an equivalent uncertificated security.
Even assuming the ultimate elimination of certificates for a particular issue,

J.'lls. The Uniform Commercial Code and the Certif.ccielcs: Society. 26 Bus.
Ixu 62" 1ly~1).
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She :rEn>ii.r.al period until all certificates arrive at the transfer office for
cancellation and are replaced bv uDcerttficaied shares wifi require coordinate
rules and alternative performance.

The decision ic have a single, integrated Article S brought with it mother
decision, perhaps not compelled, but high!) desirable, that the rules govern-
ing certificated and uncertificated shares should be the same except lo Lbc
extent that the inherent differences in the form of the shares required distinc—
tions. And, finally, we decided that it would be unwise to complicate our task
and, perhaps, to jeopardize prospects for adoption by proposing any changes
in the rules for certificated shares. The end result of this series of decisions is
Z statute which restates the existing rules for certificated shares and conforms
the new rules lor uncertificated shares to the present law ts closely as possi—
ble. We do not imply that wc Decessarily oppose changes in the present law,
but only that, if such changes are to come, they should be equally applicable
to certificated and unce...healed shares wherever the nature of the change
p-crmiis. To illustrate, it has been suggested that section 8-403 be amended
to eliminate the issuer’'s duty to make certain inquiries before registering the
transfer of stock od the indorsement of a corporation.I* If that view is ulti-
matcly to become generally accepted, it should apply lo transfers of til
securities, whether or doi certificated.

The determination of what new rules fc: uncertificated stock would, in
fact, conform to the present rules for certificated stock was Dot always dear.
For example, our revision provides for the perfection of a security interest in
uncertificated shares by registration of pledge by the issuer. The conse-
guences of a registered pledge, set forth in new section 8-207, are that the
registered owner continues to be recognized as the owner by the issuer for
purposes of dividends, notices, voting rights and the like but that only the
registered pledgee, and do! the registered owner, has the power to cause the
registration of transfer. To that extent, the situation exactly parallels that
when a pledgor delivers a certificate to the pledgee and the pledgee docs Dot
undertake to have the transfer registered. If, during the continuance of the
pledge of a certificate, the issuer should distribute additional stock as a di-
vidend or stock split, the certificates representing the new shares would be
sent to the registered owner. Although the 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 adivi—
dend on or split of uncertificated 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
di honest pledgor exists in the present statute not as a matter of policy but,
rather, because commercial lending practices produce that result. In new

IV See AB A Comm.lice Report. D<e-'opments in Sinplification ol 7'arjtcr ol
I luucicr) Secuni.es. 9 Real Prep , Pieb A Tr.J 611,614(1974,.



It one instance, arid only or,:, we departed from our general approach of
mere!) restating xhc <w* with respect to certificated shares and purposely
extcnJcd the coverage of the s'.atuie. The rule of present section 8-317,
requiring certificate seirurc for a valid creditor's lien, is eminently rational
when certificates arc issued in shareholder name and held by the share—
holder ~ < apparent exclusivity of this remedy is inconsistent with modern
seCi»;ii; . .ijinc practices. To give an extreme, but not uncommon, example,
resume that D.-btor is the owner of 100 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. Deposi‘ory has then delivered these certificates, together
with certificates rect,u-« from other brokers, to Issuer which has issued to
Depository a jumbo certificate, in Depository’s name, for 200,000 shares.
According to section S-317, Creditor, wishing to levy upon Debtor'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 200.000 share certificate reposing serenely in Depository’s well
guarded vault. It is hard to imagine that Depository will voluntarily surrender
that certificate to the sheriff or that a court would compel it to do so. Indeed,
it is unlikely that Depository will be aware of Debtor’s existence. Debtor's
interest is known only to Broker. In revised section 8*317, Creditor obtains
his lien by garnishment of Broker, thus assuring, as present section 8-317
intends, that Debtor will not be able to transfer his interest to a bona fide
purchaser free of Creditor's lien.

Jt 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 he used in C.0.D. settlements. It was not adopted for two reasons.
First, it seemed that a wholly ceriificaieless environment would necessarily
have developed commercially acceptable procedures to accomplish the
equivalent of the C.0.D. settlement by electronic communication or other—
wise. Such mechanisms would make the certified transfer order unnecessary.
Secondly, pending the development of the procedures described, it appeared
that certificates would necessarily continue ‘o be available to effectuate
C.O.D settlements when they were required.

The Role of the SEC

The Securities Acts Amendments of 1975, for the first lime, expressly
involve the Securities and Exchange Commission in the regulation of clear—
ance anil settlement systems. By amendment to the Securities Exchange Act
of 1y54, the Cot..mission is empowered to prescribe the form £Dd format of
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scew.'iies.*1 to facilitate the establishment of a national system for clearance
anJ settlement/ 1to rcgulaic clearing agencies.® lo regulate transfer agentsi3
ard to "end the physical mcvcmer.i of securities in connection with the settle—
ment among brokers and dealers "ii By these amendments, Congress has
assuredly not legislated the stock certificate out of existence Nor has it, ex—
press!) or by implication, provided for any system doi already sanctioned
under existing law. It has, at the most, empowered the Commission to compel
broker-dealers to participate in some form or ccrtificateless 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 legis’ation lo eliminate the securities certifi—
cate."'s

The newly-granted regulators powers of the Commission, wisely exercised,
could do much to encourage the voluntary adoption and expansion of cer-
tificateless systems. The establishment of both financial end operational stan—
dards for clearing agencies, which are defined to include depositories, should
have the effect of instilling confidence in potential participants in that form
of certificate Jess transfer. SEC supervision is not the equivalent of a govrm-
mcnt guarantee against operational or financiaJ failure, but it may, to some
degree, tip the scales toward participation by some. So long as participation
is voluntary, however, it wiU be the depositories’ burden, by means of satis—
factory performance and demonstrated economy, to attract additional par—
ticipants.

The Commission’s power to prescribe uniform standards fcr transfer agent
capability is particularly crucial to the development of wholly certificateless
systems. When certificates exist, the registration of transfer merely confirms
the legal relationships already established by delivery. Without certificates,
however, the completion of many transactions will necessarily await registra—
tion or. the books of the issuer. Inadequate transfer agent performance caD
be injurious to a system based on certificates. In a system without certificates,
it could be 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 <nd settlement systems without mandatory federal
legislation. In effect, Congress views the Commission as a stimulus to facili—
tate systems development and to encourage participation, but 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’

70 Securities Eichange Ad ol J934 1 12(1), 15 US.C.A. 1781(1) (Pamphlet 4,
1975).
21-) Id {17A(a)l2), 15 U.SC A 57Eq-I(»)i2) (Pamphlet 4. 1975).
22 Id 117A(b). 15 USC A$7gq.Kb) (Pamphlet 4. 1975).
23. Id t|7A(cl, 5 U.S C.A 1784 He) (Pamphlet 4, 1975).
2A 1 H7Ale), 15 U.SC A(Tgq 1(e) (Pamphlet 4. 1975).
id. 123(b)(4)(E), 15 USC.A 17SV,(t ud.(E) (Pamphlet 4, 1975).
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expeditions, t): propensity for further federal inrcr.enuon is certzin to in-
crease

The Prospect* for Adoption

In the course cf its deliberations, the Committee wts divided on the issue
of whether to recommend legislation by Congress or by the state legislatures.
In the end, the state route was espoused oo the general principle that cor-
. crate c;.. commercial lav. were areas in which the state legislatures tradi—
tionally acted a~d that this tradition should do: be lightly disturbed. The
countervailing argument was that federal legislation was the only way to
achieve absolute uniformity and probably the best way to assure reasonable
promptness. The several years taken by Congress to enact even the limited
approach of the 1975 Securities Acts Amendments indicates that promptness
at the federal level is far from assured. A.nd, indeed, with respect to amend-
ments to the Uniform Commercial Code, it is possible that promptness, with
reasonable uniformity, can be achieved at the state level,

The Permanent Editorial Board for the Utu'form Commercial Code pro-
vides a unigue mechanism for drafting, editing and promulgating commercial
statutes at the state level which is perhaps vnparalleled in any other area of
the law, It is contemplated that a revised A,tide 8, bearing the imprimatur of
the Permanent Editorial Board, might be before the state legislatures as
early as 1976. As to the promptness with which the state legislatures will act
there is less predictability. On the one hand, the recent amendment to section
.8-102(3.", proposed initially in 1972, has already been adopted by more
than forty states. On the other hand, the current official text which sub-
stantially revises Article 9, promulgated in the same year, has beeD adopted
by only fourteen. If the operative distinction between these two proposals is
their relative complexity, the prospects for prompt adoption of proposed
Article 8 arc dim.

There is, however, another important distinction between the two pro-
posals The 1972 version of Article 9 is intended to displace an earlier statute
which addresses the same problems and, in some instances, solves them dif-
ferently. Secured transactions can, how-ever, still proceed with assurance
under the earlier, unamended version. New section 8-102(3) provides for
an institution, the non-exchange-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 amendment and pushed
the legislature* for its adoption.

If that is the explanation, the prospects for the prompt adoption of pro-
posed Article £ are more optimistic. At present there is no statute to govern
the attributes of unccrtificaied stock By its terms, present Article 8 applies
only to "securities” and securities are defined, in section S-102(1), as "in—
struments.” A share of stock not evinced by an ms"uraent is wjrhout any
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legal fr.undutinn in the Uniform Commercial Cod: with the single exception
tlu: it would be classified as a '‘genera! intangible** for purposes of Arti—
cle y.:i If, as wc believe, there is a real need for uncertificated stock the
attributes of which will be governed by statutory law rather than by fictitious
analog} the impetus for pushing the legislatures should materialize. If it docs,
the Committee's recommendation to amend the commercial law at the state
level is justified both by practicably and by principle.

The situation with, respect to the corporate law is different. The Mode!
B isincss Corporation Act docs not enjoy the almost uniform acceptance
accorded to the Uniform Commercial Code’s official text. State corporation
statutes vary widely in both form and content and substantive non-uniformity
is the rule rather than the limited exception. Each state corporation statute re-'
quires an independent analysis and revision, in sharp contrast to the Uniform
Commercial Code for which amendments can be centrally drafted and pack-
aged for export. In short, the prospects for the prompt arid uniform adoption
of the proposed corporate law amendments by the state legislatures are less
than great.

Happily, the necessity for the prompt and uniform adoption of our recom—
mended corporate law amendments is not nearly so pressing. The adoption
of enabling legislation in just a few major commercial states would permit the
issuance of certificatcless slock by a large number of corporations. If only a
handful of enterprising corporations incorporated in the adopting jurisdic—
tions could successfully implement the issuance of uncertificated shares to
the mutual benefit of themselves and their shareholders, similarly situated
corporations in non-adopting jurisdictions can be counted on to urge adoption
by their respective legislatures. Furthermore, on the basis of demonstrated
successful implementation, it would be neither 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 irrelevant.?

Conclusion

However illogical it may seem, 1 am convinced that the prompt and uni-
form adoption of a carefully drafted and rigorousl} 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-
catcd shares, without express statutory authorization, arc being voluntarily

76 Uniform Commercial Code i 9-106. The result of that classification is to require
the filing of a financing statement as the exclusive means of perfecting a securit) inter-
est in uncertificated shares. 1J. 59-302(1).

27. Significantl\. the two state legislatures that have acted have not granted the
power lu issue uncertificated shares tn all corporations Michigan has limited the power
to issuers of "shares or other securities . .. listed on a national securities exchange" and
California to "a corporation which is the iss.icr of securities registered under the
United States Securities Excb*nge Act of 1S>34." See cote 4 supra



- ucd ;. the guise of certificalcd sha-es held bv the issuer The adoption of
"he prep -ed Inform Commercial Code amendments v*ill permit these svs-
t.nts to develop v*ih that confidence in the leg*.' consequences of transactions
that iv M'C'-enttai to commercial acceptability.

T here i> an even more critical consideration. A recurrence of a paperwork
crisis in the securities industry is likcl) to evoke demands to abolish the slock
certificate b) law and thereby, in effect, compel the issuance of uncenificated
shares. 1 fear that mandatory legislation, enacted under panic conditions, may
fail lo prulidc an adequate framework for dealing with the artifacts it cre—
ates.-’ It would be far better lo be prepared for uncertificated shares before
Ihe\ exist than lo have them thrust upon us before we are ready for them.

28 Dtafismen of corporate statutes ptoperlv do not concern themselves wiih the
solution ol miiv-grntv lom meicial problems The Michigan statute, noic 4 iupro dele-
gates tli.it uitpiiMs.ini ijsk lo the securities exchange on which the unccriificaic) shares
arc lisleJ Ilie Cjlifoinu slalulc, noie 4 jnpnj is more cvpansive and Jeters to its t. urn-
niissioucr ol ( oifo:.iiioiis, the Securities 4 Exchange Commission or Congress And
congrts-. ir- section I~A«e; of the iy?4 Acl Hnh.l) tells the sec "to end the phvsical
movirivi. of securities ceitificutes in eunnection wnl. ilic setiler.icnt among biohcrs

aiddeal.ls"



