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MEMORANDUM





To:
Andy Massa
From:
Bob Appel

Subject:
Legal Aspects of the “Paperless Legals” Concept
Date:
June 27, 2003

In preparation for our meeting on July 9 with representatives of the Investment Company Institute, you have asked me – following the request of Kathleen Joaquin – to provide whatever information I can to support the proposition that Section 8-306, which is primarily the signature guaranty provision of the Uniform Commercial Code, furnishes an adequate legal basis for transfer agents – in this instance, mutual funds – to process changes in registered security ownership without further documentation.  This Memorandum addresses the question, summarizes the advice in this regard that I have given over the years to the STA and its constituent members, and annexes copies of relevant legal materials which, hopefully, will enable ICI member counsel and operations personnel independently to confirm my view.

The Code.  Analysis of this question must begin with the Code itself, and requires a basic understanding of the interplay between relevant sections of Article 8, covering Investment Securities.  A summary outline of these sections, as they pertain to this issue, follows:

§8-402.  Assurance that Indorsement or Instruction is Effective.  Under this section, an issuer (including a transfer agent), before registering transfer of a security, may require certain assurances “that each necessary indorsement or each instruction is genuine and authorized.”  Chief among these – as we all know – is “in all cases, a guaranty of the signature of the person making an indorsement or originating an instruction including, in the case of an instruction, reasonable assurance of identity.”  (§8-402(a)(1)) (emphasis supplied)  The section defines “guaranty of the signature” as “a guaranty signed by or on behalf of a person reasonably believed by the issuer to be responsible.” (§8-402(c)(1))

§8-306.  Effect of Guaranteeing Signature, Indorsement, or Instruction.  Under this section – which is the main focus of this Memorandum – a person who guarantees a signature of an indorser of a certificated security or of the originator of an instruction in the case of an uncertificated security, in substance, warrants that at the time of signing:

(1)  the signature was genuine;

(2)  the signer was an appropriate person to endorse or to originate the instruction or, if the signature is by an agent, the agent had actual authority to act on behalf of the appropriate person (emphasis supplied); and 

(3)  the signer had legal capacity to sign.

(§8-306(a) and (b) combined, with certain editing).

To anyone looking at these warranties, it should be immediately apparent that the warranty described in (2), which confirms to the transfer agent that the signer was an “appropriate person” to sign, or an “agent with actual authority” to act on behalf of the “appropriate person,” is, by far, the most significant of the three.  By simply warranting that the signer was an “appropriate person” or an “agent with actual authority” to act on behalf of the “appropriate person,” the signature guarantor assures the transfer agent in the broadest possible terms of the propriety of the signature of the indorser or originator of the instruction.

§8-107.  Whether Indorsement, Instruction, or Entitlement Order is Effective.  Under this section, “appropriate person” is defined as, (i) “with respect to an indorsement, the person specified by a security certificate or by an effective special indorsement to be entitled to the security,” and (ii) “with respect to an instruction, the registered owner of an uncertificated security.” (§8-107(a)(1) and (a)(2))  The section further provides that, if either type of security owner is deceased, “appropriate person” means the person’s “successor taking under other law…or personal representative acting for the estate of the decedent;” and, in addition, if the security owner lacks capacity, “appropriate person” means the person’s “guardian, conservator, or other similar representative who has power under other law to transfer the security.”  (§8-107(a)(4) and (a)(5))  And finally, the section provides that an indorsement or instruction is effective if it is made by the “appropriate person” or “a person who has power under the law of agency to transfer the security…on behalf of the appropriate person.” (§8-107(b)(1) and (b)(2)) (emphasis supplied)  Understanding the mechanics of §8-107, which are not completely obvious, is critical to an appreciation of what is intended to be accomplished by the “Paperless Legals” initiative.

§8-401.  Duty of Issuer to Register Transfer.  Under this section, an issuer must register transfer of a security, whether certificated or uncertificated, if, among other things and in pertinent part, “the indorsement or instruction is made by the appropriate person or by an agent who has actual authority to act on behalf of the appropriate person” and “reasonable assurance is given that the indorsement or instruction is genuine and authorized (Section 8-402).” (§8-401(a)(2) and (a)(3))

§8-402.  Assurance that Indorsement or Instruction is Effective (Reprise).  In this section, which is expressly linked to the duty to register transfer by the wording of §8-401 itself, there is a collection of optional assurances – on top of a guaranty of signature under §8-402(a)(1) – that the issuer may ask for:

“(2)  if the indorsement is made or the instruction is originated by an agent, appropriate assurance of actual authority to sign;

(3)  if the indorsement is made or the instruction is originated by a fiduciary pursuant to Section 8-107 (a)(4) or (a)(5), appropriate evidence of appointment or incumbency;

(4)  if there is more than one fiduciary, reasonable assurance that all who are required to sign have done so; and

(5)  if the indorsement is made or the instruction is originated by a person not covered by another provision of this subsection [§8-402(a)], assurance appropriate to the case corresponding as nearly as may be to the provisions of this subsection [§8-402(a)].”

Operation of the §8-402 Guaranty of Signature and Additional Assurances.  Ever since the turn of the 20th Century, transfer agents have used, as their primary assurance in making a transfer, the guaranty of signature, which, as is eminently clear, shifts substantial liability from the transfer agent to the guarantor.  See Egon Guttman, Modern Securities Transfers, ¶ 12.03, at 12-5 (3d ed. 1987).  Although frequently surprising to some, from the perspective of strict legal protection the transfer agent can safely rely on a guaranty of signature alone.  Id. at 12-6.  See also, Official Comment to §8-402, paragraph 3.  This is the case, because, aside from the guaranty of signature, all of the assurances described in §8-402 – which, as is clear, the transfer agent has the right to, but need not, request – are, in fact, supplementary in nature, and serve only as a “double check” on or to buttress the guarantor’s warranties under §8-306(a) and (b) that the indorser or the originator of an instruction was, at the time of signing, an appropriate person to sign or an agent with actual authority to act on behalf of the appropriate person.  See Guttman, ¶ 12.04, at 12-16.  Such assurances, serving – as they do – only to support the guarantor’s §8-306(a) and (b) warranties, are much like some of the closing documents in a corporate transaction, in that they ask for the production of evidence with respect to the signing authority of the individual in question.  It should be noted particularly that, by asking for documentation which acts only as supplementary assurances with regard to the signer’s status, the transfer agent unnecessarily exposes itself to two risks:  (1) its own possible error in the handling and examination of such documentation; and (2) the signature guarantor’s future argument – admittedly unsound but a threat nevertheless – that it should be relieved of liability, because the transfer agent, in fact, placed primary reliance on the documentation, with the result that the guaranty of signature was only supplementary.  Id. at 12-18.  Therefore, although requests by transfer agents for supplementary assurances have, unfortunately, been industry practice for many years, they need not, and should not, be; and, while the signature guarantor should certainly continue the necessary practice of gathering relevant documentation in order to be able, with appropriate diligence, to make the §8-306(a) and (b) warranties of “appropriate person” and “agent for the appropriate person,” this documentation is not necessary for, and ought not be required by, the transfer agent.

Application of the Above Principles.  From the above discussion, it can be seen that, in the simplest and most typical case – in which the indorser or the originator of the instruction is both (a) the record owner of the security or by indorsement entitled to the security and (b) of full age and not legally incompetent, that person is the “appropriate person” to sign, and the warranties conveyed by §8-306(a) and (b) become very simple and straight-forward.  However, in all other cases – such cases being known generally in the industry as “legal transfers” or simply “legals,” in that additional documentation has traditionally been required in order to transfer the security – such warranties take on considerable significance.

A.   Where the record owner of the security is acting through a “representative.”  

If the record owner of the security is a deceased individual or an individual who lacks legal capacity by reason of the relevant age of majority or mental incompetence, the “appropriate person” to sign is (i) the record owner’s successor by law (including, potentially, the record owner’s co-owner(s)), or the record owner’s personal representative acting for the record owner’s estate (§8-107(a)(4)), or (ii) the record owner’s guardian, conservator or similar representative who has power by law to indorse the security or originate an instruction regarding the security (§8-107(a)(5)).  This group of “appropriate persons” is considered by the Code to be “representatives,” but there is no specific list of such “representatives,” since the Code also contemplates future developments in various laws that could result in additions to or deletions from any such list.

The following examples are intended to illustrate the concept of the “appropriate person” in the representative context.

Example 1.

A security is registered in the joint names of a husband and wife or in the joint names of any two or more individuals, with right of survivorship.  In either situation, a spouse or joint owner dies.  In order to transfer the security, an indorsement or instruction must be signed by the surviving spouse or the surviving joint owner or owners, because such persons, as record owners’ successors by law, are the “appropriate persons” to sign under §8-107(a)(4).  In this example, because the signature guaranty warrants the survivor(s) to be appropriate persons, care requires that, in providing its guaranty, the guarantor obtain documentary evidence of the death of the spouse or the joint owner and satisfactory evidence of the identity of the survivor(s).  Note that, because of the appropriate person warranty, the transfer agent may safely rely on the guaranty of signature alone, and need not see the documentation.  (See §8-402(a)(5) and Section 10 of the Rules of the Securities Transfer Association.)

Example 2.

A security is registered in the name of a deceased individual alone.  In order to transfer the security, an indorsement or instruction must be signed by the executor or administrator of the decedent’s estate, because only such a fiduciary is the “appropriate person” to sign, as the personal representative acting for the record owner’s estate under §8-107(a)(4).  Here, again, because the signature guarantor warrants the executor or administrator to be an appropriate person, due care requires it to obtain documentary evidence of the appointment and incumbency of the executor or administrator.  But, also again, due to the appropriate person warranty, the transfer agent may safely rely on the guaranty of signature alone, and need not see the documentation.  (See §8-402(a)(3) and Section 4 of the Rules of the Securities Transfer Association.)

Example 3.

A security is registered in the name of a minor or in the name of an individual who has become mentally incompetent.  In order to transfer the security, an indorsement or instruction must be signed by a guardian, conservator or similar representative, because, due to the registered owner’s legal incapacity, only the registered owner’s legal representative is the “appropriate person” to sign under §8-107(a)(5).  Once more, because the signature guarantor warrants the guardian, conservator, or similar representative to be an appropriate person, prudence requires that it obtain documentary evidence of the appointment of the guardian, conservator or other legal representative.  And, once more, because of the appropriate person warranty, the transfer agent may safely rely on the guaranty of signature alone, and need not see the documentation.  (See §8-402(a)(3) and Section 6 of the Rules of the Securities Transfer Association.)

B.   Where the record owner of the security is acting through an “agent.”  

§8-306(a) and (b) treat persons who act as officers of corporations or similar legal entities, attorneys-in-fact, and trustees and receivers in bankruptcy as “agents” of “appropriate persons,” rather than as “representatives,” who are “appropriate persons” in their own right.  In the case of agents, the signature guarantor’s §8-306(a) and (b) warranties are grounded on the signer’s actual authority to act on behalf of the “appropriate person” concerned (the legal entity, the principal or the subject of the bankruptcy/receivership proceeding) (§8-107(b)(2)).

The following examples are intended to illustrate the concept of “actual authority” in the agent context:

Example 1.  

A security is registered in the name of a corporation.  In order to transfer the security, the indorsement or instruction must be signed by an authorized officer, because only such an officer can legally act as an agent for the corporation.  Because the signature guarantor warrants the officer to have actual authority to act on behalf of the corporation, it should obtain documentary evidence of the authority of the officer to make the transfer, which generally takes the form of a certified corporate resolution.  Due to the warranty of the agent’s actual authority, the transfer agent may safely rely on the guaranty of signature alone, and need not see the documentation.  (See §8-402(a)(2) and Section 3 of the Rules of the Securities Transfer Association.)

Example 2.

A security is registered in the name of an individual who has appointed another to act as such individual’s attorney-in-fact.  If the security is transferred on the indorsement or the instruction of the attorney-in-fact, as agent for the record owner, due to the signature guarantor’s warranty that the attorney-in-fact has actual authority to act on behalf of the principal, it should obtain documentary evidence of the authority of the attorney-in-fact to make the transfer.  This generally is a certified copy of the power of attorney specifically authorizing such action by the attorney-in-fact.  Here again, because of the warranty of the agent’s actual authority, the transfer agent may safely rely on the guaranty of signature alone, and need not see the documentation.  (See §8-402(a)(2) and Section 9 of the Rules of the Securities Transfer Association.)

Example 3.

A security is registered in the name of an individual who is in bankruptcy or a corporation in bankruptcy or receivership.  In order to transfer the security, the indorsement or instruction must be signed by the trustee or receiver for the bankrupt, who is a court-appointed agent.  Due to the signature guarantor’s warranty that the trustee or receiver has actual authority to act on behalf of the bankrupt, it should obtain documentary evidence of the authority of the trustee or receiver to make the transfer, which generally consists of certified copies of the court order of appointment and the court order authorizing the transfer.  Once again, because of the warranty of the agent’s actual authority, the transfer agent may safely rely on the guaranty of signature alone, and need not see the documentation.  (See §8-402(a)(2) and Section 8 of the Rules of the Securities Transfer Association.)

Objectives of “Paperless Legals”.  From the above, it should be clear that the objectives of the “Paperless Legals” initiative are not to remove paper entirely from the signature guaranty process, but rather to instigate a fundamental change in transfer agent practice, consisting of the elimination of the mis-perceived need to be furnished paper-based supplementary assurances such as are illustrated by the preceding examples.  In this scheme, transfer agents would place unequivocal reliance on the guaranty of signature alone, and look for nothing beyond that.  Signature guarantors would be encouraged to continue to seek these supplementary assurances, as illustrated, so that their §8-306(a) and (b) signature guaranty warranties as to signers being “appropriate persons” or “agents with actual authority to act on behalf of appropriate persons” are fully supported by their own responsible risk management behavior.  The change described could be accomplished without modification of the documentation that now supports the STA’s Securities Transfer Agents and Stock Exchanges Medallion Programs, and that which supports the New York Stock Exchange’s Medallion Signature Program.  Should an entire segment of the securities industry, such as that which the ICI represents, take the step to declare that its members would no longer require (or accept) legal documentation in cases in which the transfer is being made by a representative acting as an “appropriate person” or an “agent acting on behalf of an appropriate person,” such declaration – in addition to providing obviously enormous transfer benefits – would, for the reasons expressed, be fully sound as a legal matter.
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