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MEMORANDUM





	To:
	Andy Massa
	From:
	Bob Appel

	Subject:
	Legal Aspects of the “Paperless Legals” Concept (Continuation)
	Date:
	November 5, 2003


As you know, in an initial Memorandum to you dated June 27, 2003, on this subject, I addressed the proposition that Section 8-306, which is primarily the signature guaranty provision of the Uniform Commercial Code, furnishes an adequate basis for transfer agents to process changes in registered security ownership of so-called “legals” without further documentation.  The Memorandum was prepared for the anticipated discussion of the “Paperless Legals” concept at a meeting with representatives of the Investment Company Institute to be held on July 9, 2003.  

In advance of the July 9 meeting, ICI representatives had prepared 12 Discussion Questions on the subject, most of which were not treated in significant depth at the meeting.  This list of questions has apparently now been expanded to 14, the last of which raises a question concerning “the interplay between Sections 8-401, 8-402 and 8-404” of the Code, and how such “interplay” – in the “Paperless Legals” context – might result in a situation in which a transfer agent could find itself with liability to a record owner and no protection against such liability under a medallion signature guaranty and supporting surety bond.  Simply stated, the concern is that (A) the transfer agent’s duty to register transfer under Section 8-401 (Duty of Issuer to Register Transfer) has the further condition that the transfer be “in fact rightful” or “to a protected purchaser” (§8-401(a)(7)), and this requirement, coupled with (B) the proposition, confirmed in Section 8-404 (Wrongful Registration), that the transfer agent is absolutely liable for the wrongful transfer of a security to a person not entitled to it, is not mediated by the “Paperless Legals” initiative, which appears to provide no assurance to the transfer agent with respect to the “rightfulness” of the transfer.

Of two responses to this concern, the simplest and most straight-forward is that the “Paperless Legals” concept is not intended to, and does not, treat the “rightfulness” of the transfer, as opposed to the effectiveness of the indorsement or instruction.  The second is that Section 8-404(a) also provides that the transfer agent’s liability for wrongful transfer is dependent – among three other conditions relative to transfer agent behavior that is clearly inappropriate – on the transfer having been “pursuant to an ineffective indorsement or instruction.”  Reinforcing paragraph (a) of Section 8-404 is paragraph (c), which, conversely, provides that the transfer agent is not liable if the transfer “was made pursuant to an effective indorsement or instruction.”  From this it can be seen that there is ordinarily a very direct link between the effectiveness of a particular indorsement or instruction and the transfer agent’s liability for wrongful transfer.  Accordingly, since the signature guarantor’s warranties under Section 8-306(a) and (b) – that the signer was an appropriate person to sign or an agent with actual authority to act on behalf of the appropriate person – speak to the signer’s authority to sign an indorsement or originate an instruction,  they provide significant protection to the transfer agent against a claim of wrongful transfer.

As stated, the “Paperless Legals” concept, although related to the notion of liability for wrongful transfer, is completely separate and distinct from it.  Therefore, contrary to the statements that are contained in Discussion Question 14, no claim has ever been made by the STA or STAMP – before, during or after the July 9 meeting – that the signature guarantor’s warranties of “appropriate person” and “agent for the appropriate person,” which are contained in Section 8-306 at the present time and would in no way be affected by “Paperless Legals,” will eliminate the transfer agent’s need to inquire into the rightfulness of a transfer in appropriate circumstances.  “Paperless Legals” make no change whatsoever in the Section 8-306(a) and (b) signature guaranty warranties, and consequently make no change in Section 8-306(d), which states:  “A guarantor under subsections (a) and (b) … does not otherwise warrant the rightfulness of the transfer.”  Although the Code does provide for a “rightfulness” warranty in Section 8-306(e) and (f), after diligent industry review, thorough legal research, and consultation on the subject with Egon Guttman, among other leading academicians, no examples of a warranty of rightfulness have been discovered; and it is believed to be a virtual certainty that the notion of such a warranty – if, indeed, one ever did exist in the securities industry – no longer does.

In summary, in the extremely unlikely circumstance of a transfer being wrongful when there has been no breach of the signature guarantor’s warranties of “appropriate person” or “agent for the appropriate person” under Section 8-306(a) and (b), the “Paperless Legals” concept will play no special role in safeguarding the transfer agent against liability for the transfer – which is exactly the legal situation at the present time.
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