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In recent years, the Securities and Exchange Commission' has placed an
increasing emphasis on enforcement of the Securities Act of 1933,2 and in
an effort to prevent "continuing violations" of the Act, it has directly and
indirectly restricted the movement and registration of securities. This zealous attitude has resulted, in many instances, in a direct conflict between
the Securities Act and certain provisions of the Uniform Commercial
Code.3 This conflict has also created confusion within the securities industry, particularly with regard to the delivery rules of the New York Stock
Exchange 4 and the5 Uniform Practice Code of the National Association of
Securities Dealers.
The purpose of this article is to focus on the problems presented by this
conflict between the Securities Act and the Uniform Commercial Code and
to attempt to offer reasonable solutions. Consideration will also be given
to the probable effects of the so-called "certificateless society.",
OPERATION OF THE SECURITIES MARKET

Securities are publicly traded either on securities exchanges such as the
New York and American Stock Exchanges or over-the-counter in the OTC
market. Securities are purchased and sold in these markets through
broker-dealers registered with the SEC, state securities commissioners,
*
First Vice President, Secretary, Director, and General Counsel of Shearson, Hammill
& Company, Incorporated, New York, New York. B.S., Fordham University (1951); J.D.,
Fordham University (1957). Member and Past President, Executive Committee, Compliance
Division, Security Industry Association; Member, Federal Legislative Committee, Security
Industry Association; Chief of Staff, NYC JAGAR, Judge Advocate General Department,
USAFR.
** Administrative Assistant to General Counsel, Shearson, Hammill & Company, Incorporated, New York, New York. A.B., College of the Holy Cross (1968); J.D., Fordham University
(1974).
1. Hereinafter cited as SEC or Commission.
2. Securities Act of 1933, 15 U.S.C. §§77a to 77bb (1970) as amended [hereinafter cited
as Securities Act].
3. Hereinafter cited as the UCC or the Code.
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and the National Association of Securities Dealers (NASD).
Because broker-dealers play such an important role in the securities
markets, a basic understanding of the movement of securities within the
industry and the relationships between brokers, their customers, and other
brokers is necessary before proceeding with an analysis of the conflicts
between the Securities Act and the UCC.
Most securities transactions are executed by a broker on behalf of his
customer. Generally speaking, the relationship between these parties is
that of principal and agent and is governed by the general rules of agency,
whereas broker to broker trades often involve one broker acting as his own
principal and another broker acting as agent for an undisclosed principal
(his customer).
A customer who owns a security either keeps it in his possession, usually
registered his own name, or leaves it with his broker for safekeeping. In the
latter instance, the broker may either hold the securities registered in his
customer's name, called CIS (Customer Identified Securities), or register
the securities in "street name." 7 Securities retained by a broker for safekeeping may not legally be used by him, except in the case of a margin
account or with the specific written permission of the customer.
Industry procedures involving transactions between brokers are more
complicated than those involving a broker and his customer. Stock
clearing corporations have been established to reduce the physical movement of securities by eliminating unnecessary deliveries of certificates between brokers. Under this system, all trades by all clearing brokers in a
particular security are "netted out" on a daily basis so that only a minimum of deliveries need to be effected. For instance, assume that shares
of XYZ are listed on the New York Stock Exchange and Broker A on behalf
of his customer 1, sells 100 shares of XYZ to Broker B for his customer 2
and another 100 shares to Broker C for his customer 3. Later in the day
Brokers B and C each sell 100 shares of XYZ for their customers 4 and 5
to Broker D for his customer 6. If these trades were not cleared on a net
settlement basis, on the settlement date, 8 Broker A would deliver 100
shares each to Brokers B and C and Brokers B and C would each deliver
100 shares to Broker D.
The net clearing procedure eliminates deliveries to B and C and directs
7. Many customers prefer keeping stocks in street name and instruct their broker to
register securities in his name or the name of his nominee, so that all dividends will be paid
directly to the broker and credited to the customer's account. For tax purposes, brokers
usually give a customer a year-end total of all dividends credited. Street name registration
also speeds up subsequent sales, since if securities are registered in a customer's name and
then sold, the customer must sign a stock power authorizing transfer of the certificate out of
his name. This may take several weeks, depending on the location of the company or its
transfer agent.
8. There are two key dates in a securities transaction: the trade date when the trade takes
place and the settlement or statement date, when the seller delivers the securities and the
buyer pays for them. The settlement date is usually five business days after the trade date.
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Broker A to deliver 200 shares to Broker D. Obviously this eliminates a
great deal of paper work, but more importantly from a legal standpoint,
the certificates delivered are totally unrelated to the trade; customers 2
and 3 never actually had-an identifiable security delivered on their behalf.
In effect, they ended up with the certificates owned by 4 and 5 and
customer 6 received certificates from 1, a party with whom he had no legal
relationship. This is a very important concept to keep in mind, since the
securities delivered in settlement of a transaction may be unrelated to the
trade itself.' Therefore, it seems logical that an impediment in a certificate
should nt per se be a bar to an innocent purchaser seeking to register
transfer.
A second important point to consider is that on settlement day, Broker
A delivered securities to Broker D and Broker D paid Broker A. Each acted
as agent for his customer. It is at this point in time that customer 6
becomes the beneficial owner of XYZ, even though he does not have a
certificate registered in his name. The subsequent action of XYZ or its
agent in physically taking a piece of paper, the stock certificate, and typing
6's name on it, merely evidences ownership on the corporate books. It is
not the transfer of ownership but simply the "registrationof the transfer.""'
The preceding example represents a very simple series of transactions,
whereas the securities market is far more complicated in light of the fact
that every day thousands of shares of a stock are traded among hundreds
of brokers."
Although the stock clearing system eliminates a significant amount of
paper work, it still requires the physical delivery of certificates. As a result,
in 1968 when the market boiled, the system in many instances broke down,
resulting in numerous "fails.' 2 A system called Central Certificate Service' was developed to minimize the physical movement of securities between brokers and transfer agents.
9. A may deliver his own street stock on settlement date for his customer, rather than
wait days or weeks for his customer's stock to go to and from the transfer agent.
10. This subtle distinction is often missed or ignored, especially by the SEC; that is, an
agent does not transfer; he registers information on the books of the company with respect to
a past event, namely a transfer of title which took place when one party sold stock to another
party.
11. The daily average number of trades on the New York Stock Exchange in calendar 1973
was 35,814. This is just one of several national stock exchanges and does not even take into
consideration the vast activity in the over-the-counter market.
12. There are two types of fails: fail to deliver and fail to receive. A fail to deliver means
that a broker owes stock to another broker and vice versa with respect to a fail to receive.
Fails in 1968 created a severe domino effect, e.g., Broker A is failing to Brokers B, C, and D.
B, C, and D have already sold the underlying stock, so they in turn are failing to other brokers.
In the authors' opinion, contrary to statements by various regulatory agencies, the failure of
several major brokers was not due to capital problems, but rather to fails.
13. Hereinafter referred to as Depository Trust Company or DTC, which is the successor
of Central Certificate Service and is a wholly owned subsidiary of the New York Stock
Exchange.
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The concept behind DTC is rather simple and can be illustrated by
referring to our previous example. All the brokers involved deposit all their
street name securities in XYZ with DTC. DTC then registers all the XYZ
stock deposited with it in the name of its nominee, CEDE. Now when
Broker A is required to deliver 200 shares of XYZ to Broker D, no actual
delivery takes place; instead, a bookkeeping entry transfers 200 shares of
XYZ from Broker A to Broker D and credits Broker A's account with the
proceeds of the sale. From a legal standpoint, it is impossible to identify a
particular security with this transaction, since all the shares on deposit
with DTC are fungible.
In the case of dividends and stock splits, the company or its transfer
agent credits DTC, which in turn credits the brokers who have deposited
shares with it, and the brokers ultimately credit their customers. There are
numerous other kinds of securities transactions (sales, purchases, loans,
hypothecations, etc.) which will not be considered in this article, except
to point out that the physical certificate and its delivery between brokers
are in many cases being made legally meaningless by new procedures
which are being developed. 4
There is a further complication in the over-the-counter market,'- since
only a limited number of OTC securities'6 are processed through the National Over-the-Counter Clearing Corporation, an organization similar to
the Stock Clearing Corporation. The great majority of OTC stocks are still
being received from brokers registered either in the name of that broker's
customer, endorsed by the customer and the delivering broker, or in the
delivering broker's name, endorsed by him to the receiving broker. Historically, registration of OTC securities takes considerably more time to effect
than registration of listed securities; consequently, instead of sending a
certificate to the transfer agent, the receiving broker will endorse it and
use it for delivery to a broker to whom he owes stock.'7 This certificate
could carry endorsements by a dozen brokers before it finally goes to the
transfer agent for cancellation and reissuance, and a similar situation can
occur with listed securities not delivered through DTC.
The NASD and New York Stock Exchange have specific rules permitting members to "reclaim" non-transferrable certificates. Under the
14. See LYBRAND, Ross STUDY, note 6 supra.
15. There are approximately 6,308 securities traded on the major exchanges. If a company
does not meet the requirements or does not desire to be listed, the securities may be traded
between brokers. A broker who holds himself out publicly as one who will buy and sell a
particular security over-the-counter is called a market maker. He performs much the same
funtion as the specialist on an exchange.
16. As of December 31, 1973, 9,441 stocks and 2,948 bonds had been cleared through the
National Over-the-Counter Clearing Corp.
17. If he did not do this, his fails could be catastrophic depending on how quickly he
obtains securities registered in his name. It would still cost him a considerable amount of lost
interest, since he must pay his customer on settlement day but does not receive payment
until he delivers to the buying broker.
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NASD reclamation rules, in particular section 56 of the Uniform Practice
Code," a broker who is unable to effect registration may for a period of 30
months after settlement date, deliver the certificate back to the broker
from whom he received it, and require repayment of the purchase price.
The New York Stock Exchange rule is similar except that it does not
impose a time limitation on the right to reclaim most deliveries."
Because of these rules, very few deliveries between brokers result in
litigation involving registration of transfer. However, ultimately either a
broker or his customer must demand registration of transfer and, if refused, sue the company or its transfer agent to compel registration. In order
to compel registration, the party seeking it must distinguish the conflicting
provisions of the Securities Act and the UCC and establish a right to
require registration of transfer under the Code.
FEDERAL LAW

The Securities Act is the primary federal law governing the registration
and distribution of securities to the public. The key to the Securities Act
is section 5, which reads as follows:
Sec. 5(a) Unless a registration statement is in effect as to a security,
shall be unlawful for any person, directly or indirectly(1) to make use of any means or instruments of transportation
or communication in interstate commerce or of the mails to sell
such security through the use or medium of any prospectus or
otherwise; or
(2) to carry or cause to be carried through the mails or in inter-

it

state commerce, by any means or instruments of transportation,
any such security for the purpose of sale or for delivery after sale.
(b)

It shall be unlawful for any person, directly or indirectly-

(1) to make use of any means or instruments of transportation
or communication in interstate commerce or of the mails to carry
or transmit any prospectus relating to any security with respect
to which a registration statement has been filed under this title,
unless such prospectus meets the requirements of Section 10; or
(2) to carry or cause to be carried through the mails or in interstate commerce any such security for the purpose of sale or for
delivery after sale, unless accompanied or preceded by a prospectus that meets the requirements of subsection (a) of Section 10.
(c) It shall be unlawful for any person, directly or indirectly, to make
use of any means or instruments of transportation or communication in
interstate commerce or of the mails to offer to sell or offer to buy through
18.

NASD UNIFORM PRACTICE CODE Section 56(c); CCH NASD MANUAL

19.

NYSE RULES 265-275, CCH NYSE GUIDE 2265-2275.

3556.
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the use or medium of any prospectus or otherwise any security, unless a
registration statement has been filed as to such security, or while the
registration statement is the subject of a refusal order or stop order or
(prior to the effective date of the registration statement) any public proceeding or examination under Section 8.20
There is a great deal of misunderstanding as to the meaning of section
5 "Registration," as contemplated by this section is mistakenly thought
of as some permanent form of qualification much akin to obtaining a
license to drive a car or to operate a hotel.2' This is not the case. A registration is effective only at a point in time; that is, for as long as the prospectus
meets the requirements of the Securities Act. For instance, if Mr. A owns
restricted shares of XYZ which are "registered," he may sell these shares
during the period in which the registration is effective and must deliver a
prospectus to the purchaser. When the registration ceases to be effective,
he no longer has "registered" shares. If Mr. A sells his restricted shares to
Mr. B how does B resell them? He does so either by registering the shares
himself or by finding an exemption to section 5, which exemptions are
contained in sections 3 and 4 of the Securities Act.22 The scope of this
article does not include a review of these exemptions; however, they are
very broad since, if they were not, every share of stock sold would require
the delivery of a prospectus. Consequently, when an allegation or finding
is made that a section 5 violation has occurred, we understand that this
implies that an exemption to section 5 does not exist. Consider carefully
the scope of sections 5(a)(1) and (2)23 which only prohibit the sale of unregistered securities. These sections do not prohibit registration of transfer
as defined by the UCC.
UNIFORM COMMERCIAL CODE

The section of the UCC most frequently provoking conflict between the
Code and the Securities Act reads as follows:
(1) Where a security in registered form is presented to the issuer with a
request to register transfer, the issuer is under a duty to register the
transfer as requested if
(a) the security is endorsed by the appropriate person or persons (Section 8-308); and
(b) reasonable assurance is given that those indorsements are
genuine and effective (Section 8-402); and
20. Securities Act §5, 15 U.S.C. §77e (1970).
21. Registration under the Securities Act should not be confused with registration under
the UCC. The latter means recording the owner's name on the books of the company and
issuing a certificate in the owner's name. The former means filing a form with the SEC, a
registration statement, permitting sale of a security to the public.
22. 15 U.S.C. §§77c and 77d (1970).
23. 15 U.S.C. §77e(a)(1) and (2) (1970).
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(c) the issuer has no duty to inquire into adverse claims or has
discharged any such duty (Section 8-403); and
(d) any applicable law relating to the collection of taxes has
been complied with; and
(e) the transfer is in fact rightful or is to a bona fide purchaser.

(2) Where an issuer is under a duty to register a transfer of a security
the issuer is also liable to the person presenting it for registration or his
principal for loss resulting form any unreasonable delay in registration or
from failure or refusal to register the transfer."
This section simply provides that if a certificate bears no impediment
on its face, is properly endorsed, and the holder fulfills the other technical
requirements of paying taxes, guaranteeing signatures, etc., then he may
require registration of transfer. This means that the issuer (and by implication, its transfer agent) has a duty to register the transfer under these
circumstances.
There are two situations in which the holder of a certificate may find it
necessary to demand registration of transfer. In the first instance he may
be a holder of a certificate bearing a restrictive legend imposed by the
issuer which prohibits transfer. In the second situation he may be the
holder of an unlegended certificate which the issuer or its agent refuses to
transfer because of some unknown impediment imposed by the issuer or
by a previous holder.
The discussion of the case law in this area will first focus on the treatment of stockholders demanding registration of transfer of legended certificates, and then shift to consider the rights of a holder of non-legended
shares.
CASE LAW

Despite the seriousness of this conflict between the Securities Act and
the UCC and the numerous problems which it has created, there are only
a few cases specifically dealing with this problem. One reason for this may
be that brokers in a position to compel registration of transfer under the
UCC refuse to do so because of the potential risk that they will be subject
to a regulatory investigation or charged with participating in a section 5
violation.
Kanton v. United States Plastics,Inc." is the first significant case dealing with this problem. In February 1962, Mr. Kanton purchased 10,000
shares of Class B common stock of United States Plastics from the president of the company for $27,500. During January of 1963 he converted his
Class B shares into Class A on a share-for-share basis. By March of 1965
he owned a total of 10,920 shares, having acquired the additional 920
shares as stock dividends during 1962 and 1964.
24.

UNIFORM COMMERCIAL CODE §8-401.

25.

248 F. Supp. 353 (D.N.J. 1965).
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All of Mr. Kanton's certificates bore restrictive legends, except for the
520 share certificate he received as payment for the 1964 dividend. Under
section 8-401 of the UCC, the restrictive legend appearing on these certificates was an impediment to registration; and, in addition, a sale of these
shares could be construed as a violation of section 5 of the Securities Act.
Mr. Kanton believed that because of a "change of circumstances," he
was entitled to sell these securities without registering them under section
2
5 of the Securities Act. He applied for a No Action letter from the SEC,
which the Commission issued on March 8, 1965.
On March 10, 1965, Mr. Kanton submitted the certificates to the transfer agent for registration. The certificates were all properly endorsed, and
the No Action Letter and registration instructions were enclosed with the
certificates. Because of contrary instructions from the company, the agent
refused to comply with Mr. Kanton's instructions and suit was instituted
to compel the agent to register the transfer. The agent asserted that it had
an obligation imposed by the Securities Act to take reasonable steps to
insure that it was not participating in a criminal act. The agent claimed
that it had notice of an adverse claim under the statute in that it had
written instructions not to transfer the certificates.
After resolving several jurisdictional questions, the court pointed out
that there was no evidence of any violation of the Securities Act and
granted plaintiffs motion for summary judgment by directing registration
of transfer of the certificates. The court correctly decided that, given the
SEC No Action Letter, the agent had a duty to register transfer unless he
had actual notice of other facts vitiating the No Action Letter and that the
letters from the company and its president did not give notice of such facts.
Riskin v. National Computer Analysts, Inc.27 presented a factual situation similar to Kanton. Riskin also submitted his shares to the transfer
agent accompanied by a No Action Letter from the SEC. The company
contested the SEC's position; however, the Commission did not recall or
modify its letter and as in the Kanton case the court ordered registration.
The court specifically found that in view of the No Action Letter and
the Commission's confirmation of its position, the company was not under
a duty to inquire further into the legality of the requested transfer, stating:
There is no substance to NCA's wholly unsupported contention that, even
after obtaining confirmation of the "no action letter," it was obliged to
take reasonable steps to satisfy itself that it was not participating in a
criminal act in permitting a transfer of shares not registered under the
Securities Act.2
26. A person who owns securities and desires to sell them without registration may write
to the staff of the SEC setting forth the basis for his request. If the staff agrees they will reply
by letter, stating that based on the facts presented they will recommend no action be taken
if a sale is consummated.
27. 62 Misc. 2d 605, 308 N.Y.S.2d 985 (Sup. Ct. 1970).
28. Id. at __,
308 N.Y.S.2d at 988.
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The court then went on to state its opinion regarding the force and
effectiveness of an SEC No Action Letter and held that a transfer agent
or company may rely on such a letter as a representation by the Commission that it will not proceed against an issuer or transfer agent registering
stock in reliance on a No Action Letter.
With respect to the penalties prescribed for willful violation in Section 24
of the Act, there is no possibility of such an action against NCA by the
Commission in view of the "no action" letter and its confirmation to NCA
in response to NCA's request for clarification. With respect to the civil
liability of seller to purchaser of such stock provided for in Section 12,
NCA could not possibly be held liable since it would have acted under
these circumstances merely as a conduit for the transfer of shares without
participating in any manner in the sale.2
In both the Kanton and Riskin cases, the stockholders were merely
trying to compel the issuance of non-legended certificates. There were no
sales involved in either case; thus the Securities Act could not possibly be
violated, since the agents were only being requested to reissue new certificates to the same shareholders. 0
The judicial reasoning behind the Kanton and Riskin decisions was
recently used in deciding a similar case which emphatically states the law
as it exists today in the State of New York. In Gasarch v. Ormand
Industries, Inc.,3" the court addressed itself to this situation with great
particularity:
It has been held in New York that submission by a shareholder of an SEC
"no action" letter along with the restricted shares covered by that letter,
requires the corporation and its transfer
agent to transfer those shares
32
absent a valid reason not to do so.
What are the rights of a party who has become a holder of shares to
compel registration of transfer without first obtaining an SEC No Action
Letter? This situation often occurs in the case of loans collateralized by
securities where the pledgee following default attempts to transfer the
securities out of the pledgor's name or sell them to satisfy the oustanding
debt.
29. Id.
30. Perhaps punitive damages should be awarded to discourage agents or issuers from
abusing their powers. After all, they perform a ministerial function which should not interfere
with a commercial transaction. A corporate officer could cause long delays by instructing the
agent not to register the transfer. His purpose could be an attempt to force the owners to sell
the securities to him below market price or to keep down the "floating" supply of the stock
for various reasons, e.g., the company intends to sell its own shares soon. A broker aware of
the agent's position will refuse to sell in order to avoid a fail. The only way the seller can be
protected is to hold the agent and/or company and its officers accountable for failure to
observe the statute.
31. 346 F. Supp. 550 (S.D.N.Y. 1972).
32. Id. at 552.
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A significant case based upon these facts was decided in 1968, and although the transactions took place prior to the adoption of the UCC, the
case was decided after its adoption and the court in its decision refers to
3 3
the Code. In Travis Investment Co. v. Harwyn Publishing Corp.,
Travis
was a pledgee of securities whose pledgor defaulted. Travis delivered the
pledged securities to a stock broker, who prior to selling the shares checked
with the transfer agent to determine whether or not the shares would be
registered. The New York Regional Office of the SEC had previously cautioned the company and its agents to review carefully all such requests,
since they believed that shares emanating from Denver, where the plaintiff
was located, would be placed in the market for sale in violation of the
Securities Act. In light of this warning, the company's counsel made inquiries of the broker, and a total of 17 market days elapsed before the
broker, for reasons not clear in the opinion, asked that the securities be
returned."
A few days earlier, company counsel had instructed the agent not to
transfer any certificates without an appropriate opinion of counsel. During
this period of time, the price of the stock dropped considerably and it soon
became valueless. Travis then sued the company for wilful refusal to transfer; the company argued it had acted in good faith and that the plaintiff
was not entitled to registration under the Code.
The court held that under the existing law, the company acted properly,
in that it had notice of circumstances which could constitute wrongful
transfer under the Securities Act,3 and dismissed the complaint. The court
reviewed the loan transaction in great detail and commented that the
defendant had raised questions as to whether the action of the plaintiff in
originally granting the loan was proper, in that Travis had previously
encountered problems trying to transfer Harwyn stock and by implication
should have been on notice that any transfer or sale of the pledged shares
might be wrongful.
If the court had merely found that Travis could not establish that it
acted in "good faith" in making the loan, then Travis could not compel
transfer under UCC §8-401 and the defendant would have been correct in
refusing to register. However, the court went further, stating that even if
the plaintiff acted in good faith 36 transfer could still be refused if there
were reasonable grounds for so doing.37 The court also held that the agent
acted in good faith by delaying transfer until appropriate opinions of coun33. 288 F. Supp. 519 (S.D.N.Y. 1968).
34. The broker in this instance exercised extreme caution and properly so. Had the broker
permitted the sale, perhaps he could have compelled transfer, but he probably could have
been charged with participation in a section 5 violation.
35. Note that the court incorrectly used the word "transfer," rather than "registration."
36. Lack of good faith would have precluded Travis from asserting a right under UCC §8401.
37. This is hard to reconcile under UCC §8-401.
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sel were obtained by Travis.
The court stated that the so-called wrongful transfer involved a possible
violation of the Securities Act. This is not so. The Securities Act can be
violated by a wrongful sale and transfer of title, but not by the transfer,
or to correctly state it, the "registration of transfer" of a change of ownership on the books of the company. This is a fine distinction which was not
focused on by the court, perhaps because counsel failed to make it. It is
significant that in this case the plaintiff was not the owner of the security,
but rather a pledgee who loaned money with the securities as collateral.
This case can be distinguished by the fact that a sale had not taken place
and to permit registration could be construed as initiating a chain of events
which would ultimately lead to a violation of the Securities Act.3
The point of departure in this case is that apparently the court put the
pledgee legally into the shoes of the pledgor, perhaps because of the questionable nature of the loan transaction taken as a whole. What would have
been the court's position if, in fact, Travis had sold the 8,100 shares at
various times to brokers who then presented the securities to the agent?
The authors believe that the court would have to decide in favor of the
broker or else the concept of the free movement 3of securities under Section
8-401 of the Code would be seriously impaired.
An opportunity to consider this question arose in the case of Branerton
Corp. v. United States Corp. 0 The defendant was transfer agent for
Tintair, which issued 10,000 shares of stock to its president, Mr. Simon.
These shares were acquired for investment purposes and were not registered under the Securities Act. In 1968 the defendant transferred these
shares to a Mr. Kaplan as collateral for a loan from the plaintiff to a
company called A.I.C. After A.I.C. defaulted on the loan, the plaintiff
foreclosed on the security. The plaintiff sold 2,000 shares, but the buyer
refused to accept delivery of the stock because it was not registered. The
plaintiff then sold all 10,000 shares to its president and requested the
defendant to register the transfer. The defendant informed the plaintiff
that it would not transfer the stock without a No Action Letter. Instead of
obtaining a letter, the plaintiff instituted suit to compel transfer and recover damages for the agent's refusal to transfer.
The facts do not clearly indicate whether the securities bore a restrictive
legend, but it appears that they did not. The court denied plaintiff's motion for summary judgment saying, "The issue is whether the transfer
agent had reasonable ground for belief that the transfer would be one
forbidden by law."" The court further observed that:
38. The authors believe that absent actual or constructive notice to the broker, the agent
would have had a legal obligation to register.
39. The basic purpose of this section is to protect innocent parties from this kind of
situation.
40. 34 App. Div. 2d 1, 309 N.Y.S.2d 28 (1970).
41. Id. at -, 309 N.Y.S.2d at 29.
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[I]t appears that the stock in question was never registered and that
defendant knew it. Accordingly defendant could well have been under a
prohibition against transferring the stock.42
It is important to note that the court misused the word "transfer" and
as in the Travis case confused the issues of sale, transfer, and registration
by justifying the action of the transfer agent based upon the legality of the
sale. As a matter of fact, the sale had already taken place, and it was
therefore immaterial to the question of registration of transfer.
The distinguishing fact in this case is whether or not the plaintiff knew
or should have known that the pledged shares were unregistered. If the
plaintiff had no knowledge of this impediment or if a broker or other
innocent party had presented the shares for transfer, the court most probably would have granted the motion for summary judgment.
Both the Branerton and Travis cases emphasize the importance of one
particular question-whether a party seeking to compel registration knows
that the shares involved are either saleable or not saleable under section
5. If a certificate is not saleable and bears a restrictive legend, then in the
absence of a No Action Letter, an agent may reasonably refuse or delay
transfer. However, if the certificates are not legended and if the holder has
no actual or constructive notice of the fact that his shares are unregistered,
can he compel registration of transfer?
In Shearson, Hammill & Co. v. Yankee Plastics,43 the broker presented
unlegended securities for registration following a sale; and the company,
which acted as its own transfer agent, demanded that the broker obtain a
No Action Letter. Yankee Plastics alleged that the securities were unregistered and, therefore, were not saleable under section 5 of the Securities
Act. The court affirmed that the broker had a right to compel transfer, in
effect holding that the UCC was controlling on questions concerning registration of transfer.
Besides imposing a duty to register transfer under section 8-401, the
Code also requires that any restriction on transfer be noted on the certificate. This provision is imposed by UCC §8-204 which states:
Unless noted conspicuously on the security a restriction on transfer imposed by the issuer even though otherwise lawful is ineffective except
against a person with actual knowledge of it.4
The presence of a restrictive legend on a certificate or actual knowledge
of it are now dispositive facts to be considered when a certificate is presented for transfer, and the right to compel registration may depend on
these facts. It is quite possible that in seeking to compel registration or
42. Id.
43. New York Law Journal, May 9, 1968, p. 2 (Supreme Court, New York County).
44.

UNIFORM COMMERCIAL CODE

§8-204.
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recover damages for an agent's refusal to register, sections 8-401 or 8-204,
either separately or in concert, may conflict with the Securities Act.
In Edina State Bank v. Mr. Steak, Inc.,45 the court held that even though
the Securities Act does not require a legend on restricted stock, the legend
requirement of section 8-204 does impose an affirmative duty-to legend
restricted stock. In this case the bank loaned a total of $27,000 to a Mr.
Price, who secured the loan by pledging 2,400 shares of Mr. Steak stock.
The shares did not bear a restrictive legend, and the pledgor affirmatively
represented to the bank that the shares were not subject to any restriction.
However, the shares had actually been purchased for investment purposes
although Mr. Price never signed an investment letter.
During June of 1969, the bank sold 1,000 shares for proceeds of
$36,739.34, crediting this amount to Mr. Price's account, then debiting it
for $27,000 as repayment of the loans. Mr. Price used the reamining balance in his business.
The broker through whom the bank sold the shares presented them for
registration of transfer but the transfer agent refused to register the shares
without an opinion of counsel stating that the transfer would not violate
the Securities Act. The bank thereafter repaid the broker in full and obtained a note from Mr. Price for $37,000 to cover the funds which had been
advanced to him. This loan was also secured by the Mr. Steak stock which
the bank now knew was not legally saleable without registration under the
Securities Act.
The bank instituted action against the issuer and the transfer agent for
damages resulting from the agent's refusal to register transfer. The circuit
court found that the Code placed a duty on the issuer to legend unregistered stock:
[W]e think the Code provision in §8-204 applies and that it clearly placed
the duty on Mr. Steak as issuer to note the restriction conspicuously on
the certificate, not on the bank to inquire. And the statute's protection
was extended to all against an unnoted restriction except those with "actual knowledge of it." Those who are only on inquiry notice are not denied
protection by the Code."
The court transfers the onus from brokers, purchasers, and transfer
agents to the issuer. Only a party with "actual knowledge" of a restriction
can be precluded from recovering damages for an issuer's refusal to register
transfer of an unlegended certificate.
The court also addressed itself to the apparent conflict between the
Securities Act and the UCC, since the defendant cited a possible violation
of section 5 as justification for refusing transfer. The court found in these
circumstances that no direct conflict existed between the Secutities Act
and the Code:
45.
46.

487 F.2d 640 (10th Cir. 1973).
Id. at 644.
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We cannot agree that the absence of a requirement for a notation of the
restriction in the federal statute overrides §8-204 under the doctrine of
preemption. As further discussed below, we feel that this important provision of the Code may be read in harmony with the federal statute. Both
regulations can be enforced without impairing federal superintendence of
the field and the state statute need not give way."
In short, the Code is controlling in such situations, and this only seems
logical since it is an area which has not been preempted by any federal law.
Therefore, the law today stated in its simplest terms is:
1. If a security is "legended," a transfer agent may reasonably refuse to
register; however, if a No Action Letter is received from the SEC, his
refusal to register is no longer reasonable.
2. If a security is not legended, but the agent is put on notice (and assuming an innocent purchaser is not involved and no sale has taken place), the
agent may refuse registration as to the original holder or pledgor.
3. If a security is not legended, a selling broker may require registration
under the UCC, even if the agent raises the Securities Act as a basis for
refusing to register transfer; and an innocent purchaser may either compel
registration or sue for damages.
The court decisions in this area, though persuasive, deal only with limited fact patterns and for the most part have been decided at the trial level.
Consequently, this is an excellent opportunity to consider how the conflict
should be resolved and also what responsibilities should be assumed by
various parties to a transaction.
The key parties are the transfer agent and the broker. The agent stands
in the place of the issuer and acts on the issuer's instruction, although in
some cases issuers act as their own transfer agents.
Generally the relationship between broker and customer is one of principal and agent since a broker usually buys or sells for his customer, going
into the market to complete a transaction rather than executing it for his
own account. Also, the "other side" of the transaction is generally another
broker, also acting as agent for its customer. On settlement day, which is
usually five business days after the transaction, the broker for the seller
pays its customer and either sends the certificate to the agent for "registration of transfer" or indorses it and delivers it to the buying broker. 8 In
either case, the key fact is that the selling broker has already paid his
customer and now looks to have the transfer of ownership recorded on the
books of the company.
Two simple examples will emphasize the seriousness of the problems
caused by an agent's refusal to register transfer:
For the first example, assume that a broker sells 100 shares of XYZ for
his customer, pays the customer on settlement date, and then submits the
47. Id.
48. The indorsement is similar in effect to a payee signing the back of a check.
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certificates for transfer out of the name of his customer into his name. If a
violation of the Securities Act occurred, it happened at the moment of sale
and not when the certificates were presented for registration of transfer.
Under these circumstances, should a broker having no knowledge of the
facts constituting a Securities Act violation be refused registration? If
registration is refused, the broker must buy in the shares at the current
market price in order to complete delivery of the 100 shares of XYZ. 49
For the second example, assume that Broker A sells 100 shares of XYZ
to Broker B and that both brokers are acting as agent for their customers.
On settlement day Broker A's customer delivers a certificate in settlement
of the trade, but Broker A instead of submitting the certificate for transfer,
indorses it, and delivers it in settlement of another trade. Assume further
that other brokers deliver the same certificate in settlement of other trades
until finally, a dozen unrelated transactions later, Broker L submits the
certificate to the agent for registration.50
If upon receiving the certificate, the agent refuses to register transfer,
claiming there has been a violation of the Securities Act, can the broker
compel registration? If there was a violation, it took place a dozen transactions before-probably months, or even years ago. The agent's action at
this point does not foster compliance with the Securities Act; and Broker
L is certainly not liable for any prior violation, since he had nothing to do
with the illegal trade.
The only purpose of imposing a liability of this nature is the apparent
attitude of the SEC that the brokers should be instrumentalities for enforcing the Securities Act. However, the statute does not impose this liability
directly or indirectly upon a broker, and the concept of the free movement
of commercial paper rebels at such an obligation. The latter, of course, is
the obvious purpose of the UCC and, to a great extent, negotiability is the
comer stone of our commercial society. The obvious result of "tracing the
certificate"'" would be to make a broker question every delivery of every
49. If the broker sells 100 shares of stock which cannot be registered in his name, he is
still obligated to the buying broker and, therefore, must go into the market and buy these
100 shares to complete delivery. Generally he will have paid out his own customer on the fifth
day (settlement day) and, therefore, the total cost of the "buy in" is at his risk.
50. If L is refused, he does have a right of reclamation under NASD Rules (see note 18
supra). He would deliver back to the broker he received it from, etc. Needless to say, this
would create chaos.
51. There seems to be a desire of some SEC staff to graft this theory to section 5 of the
Securities Act; that is, the so-called section 5 violation taints the physical certificate rather
than being limited to the transaction. Therefore, the Commission traces the certificate from
broker to broker, even though that particular certificate is unrelated to the "illegal" trade.
What the SEC seems to ignore is that the exemptions under the Securities Act are transaction
exemptions (section 4) and a violation of section 5 is a transaction violation. Congress never
manifested an intent to perpetually taint the underlying certificate. The SEC no doubt
believes that a failure to taint the certificate means that if it reaches the hands of an innocent
purchaser for value via a transaction exemption, the security could thereafter be freely
traded; consequently the SEC feels it is unable to put a stop to the "effects" of the original
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security whether from bank, broker, or customer. A broker could not safely
pay his customer unless he presented the certificate to the agent and
received a registered certificate in return. This requirement would compel
an endless flood of paper work and completely destroy the delivery system
described earlier in this article. Needless to say, the certifcateless society
would become an impossible dream. It is very probable that the resultant
paper work could create a crisis for the industry far in excess of the 19681970 debacle. As an analogy, consider the catastrophic commercial effect
of requiring the title to a dollar bill to be verified with the Federal Reserve
Bank before it could be used to purchase goods. 2
The aim of the SEC in prohibiting the sale of securities in violation of
the Securities Act is not only laudable but it is its duty under the Securities Exchange Act of 1934. 53 However, this should not be accomplished by
imposing an impossible burden on agents and brokers or by an attempt to
legislate by fiat contra to the UCC, rather, the answer is to work within
the Code.
It seems obvious that the violation takes place prior to any action by the
transfer agent, that is, on the day of sale when transfer of title occurs. A
certificate may be presented for registration of transfer weeks, months, or
even years after the violation. The Securities Act just does not apply. The
question, therefore, is what can be done, and the answer is clear. The UCC
provides the alternative, notice on the certificate. The SEC has indicated
that it believes that a certificate which is not freely transferrable should
bear a lgend to that effect. "4 This could very well be made a rule under the
Exchange Act; namely, any certificate issued by a company which is not
freely saleable should bear a legend on the face of the certificate setting
forth the nature of the disability. This would have a two-fold effect in that
the purchaser would be aware of the impediment, and it would give notice
of the impediment to all brokers and subsequent purchasers.15 Indeed it
violation. Suffice it to say, the Securities Act as adopted by Congress (no doubt aware of the
commercial effects of restricting the certificate) thought otherwise. Clearly, the SEC's rulemaking and interpretation power cannot extend beyond, contradict, nor broaden the statute.
Tracing the certificate can also create a false market in relatively worthless securities due
to the existence of a limited number of free certificates. Due to an SEC restriction, very often
there are certificates which are considered tainted and others which are transferrable. Due
to the restrictions on transfer, many brokers end up with nontransferrable stock and are
failing to other brokers, who are requiring delivery. An anomalous situation may develop
where the failing brokers would be forced to buy almost worthless stock at a premium in order
to get possession of good certificates to make delivery; rather than protecting against fraud,
etc., this action could have perpetrated a greater fraud-a false market.
52. Tracing the certificate is no less shocking to the brokerage community.
53. Securities Exchange Act of 1934, 15 U.S.C. §§78a to 78jj, as amended (hereinafter
cited as the Securities Exchange Act or Exchange Act).
54. Securities Act Rel. No. 5121 (Dec. 30, 1970) and No. 5226 (Jan. 10, 1972).
55. Experienced cashiering personnel look for any form of a stamp on a certificate. There
have been cases where companies have placed small stamps in inconspicuous places or have
blended in the "restriction" with the actual wording on the certificate to avoid discovery. This
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would appear that a failure to legend or otherwise disclose the impediment
is, in fact, a fraud under the Exchange Act, even absent a specific rule to
this effect. The problem is very simple: in the absence of such a legend,
does someone purchasing unregistered stock from an issuer understand
that he is not free to sell it? If not, has he been induced to purchase without
disclosure of all "material facts"?
It would certainly be preferrable for the SEC to adopt a specific rule;
however, they do not feel precluded in the appropriate circumstances from
commencing a Rule 10b-5 proceeding against companies whose failure to
disclose constitutes a violation of the Rule." Offending parties could very
well be the issuer, its officers, or its directors. Perhaps even a registered
securities exchange which fails to impose an appropriate listing requirement could be construed to be in violation of the statute for noncompliance with section 6 of
the Exchange Act;57 in fact, several exchanges
5
have adopted such a rule.

It seems clear that the SEC must take some action before the advent of
the certificateless society.
seems an obvious fraudulent act. Rule 10b-5, 17 C.F.R. §240.10b-5 (1973), makes it unlawful
"to omit to state a material fact necessary in order to make the statements made in the light
of the circumstances under which they were made not misleading." If an issuer fails to
disclose to a purchaser that the securities being acquired are not readily resaleable (that is,
a failure to state a material fact) the purchaser has every reason to believe that if the
securities are not legended, they are without impediment.
56. Rule lOb-5 was adopted under the Exchange Act making it a fraud, among other acts,
not to disclose a material fact in connection with the purchase or sale of a security. Certainly
failure to disclose that the security is not freely saleable, falls within the scope of the Rule.
See 17 C.F.R. §240.10b-5 (1973) for the text of the Rule.

57.

15 U.S.C. §78f (1970).

58. A typical provision is contained on page 5 of the American Stock Exchange listing
agreement which reads as follows:
The Corporation will cause to be stamped on the face of the certificate for any
securities which are issued subject to an investment exemption from registration
under the Securities Act of 1933 a legend relating to the restriction against sale or
transfer of the securities in the absence of such registration or an exemption therefrom under said Act.
Furthermore, the exchange requires that the legend read substantially as follows:
The shares represented by this certificate have been acquired for investment and
have not been registered under the Securities Act of 1933. The shares may not be
sold or transferred in the absence of such registration or an exemption therefrom
under such Act.
The authors find it difficult to understand why all exchanges have not required and enforced a legending rule. It is strange that the NYSE, which does not have such a rule, when
inspecting its member brokers, will question a broker lending money on securities which are
not saleable under the Securities Act, when the certificate has no legend to warn the broker
and the reason it has no legend is because the Exchange does not require it. Nevertheless, by
some form of osmosis, the broker is supposed to discover this fact. The NYSE rather than
taking the forefront in areas of this nature, has chosen to ignore the problem. One of the
authors in 1967 proposed such a rule in Writing. The ASE and most major exchanges adopted
the rule.
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CERTIFICATELESS SOCIETY

The proposed Securities Processing Act of 197351 would amend certain
sections of the Securities Exchange Act and mandate the elimination of
the stock certificate as a means of settling transactions between brokers
and dealers:
(p) The Commission shall, on or before December 31, 1976, take such
steps as are within its power to bring about elimination of the stock certificate as a means of settlement of transactions consummated on national
securities exchanges or by means of the mails or other means or
instrumentalities of interstate commerce. Commencing in 1973 and ending in 1976, the Commission shall report annually to the Congress (1) the
steps it has taken and progress it has made toward elimination of the stock
certificate as a means of settlement and (2) its recommendation, if any,
for further legislation to eliminate the stock certificate."0
In the Committee report accompanying the bill, the members of the
Committtee clearly stated that elimination of the stock certificate as a
means of settling trades within the industry was not intended to preclude
individual stockholders from obtaining certificates registered in their
6
names. '
Ultimately the stock certificate can only be eliminated by making the
transfer of securities an electronic data process. The system would be
comparable to the movement of funds between banks, and to a certain
extent the brokerage clearinghouse procedures previously described are a
step in this direction.
Logically, if the delivery of certificates between brokers is eliminated,
the next step would be to eliminate individual ownership of stock
certificates. The certificateless society presupposes the total elimination of
the stock certificate as evidence of ownership and, therefore, depends upon
sophisticated integration of computerized input between brokers, transfer
agents, issuers, and beneficial owners of stock.
How would the certificateless society function? Assume that Customer
I purchases 100 shares of XYZ through Broker A. Broker A executes the
transaction with Broker B for his Customer 2; further assume these are the
only trades in XYZ for the day, so under the current system, a settlement
between A and B would be effected through DTC. In the alternative, the
customer can request physical possession of his certificate and it will be
registered in his name and delivered to him.
In the certificateless society, Customer I still wants to be recorded on
the books of XYZ as a holder of his stock. Consequently, XYZ must parti59.

S. 2058, 93d Congress, 1st Sess. (passed by the Senate, August 1, 1973).

60.

Id. at §5(p).

61.

REPORT OF THE SENATE BANKING COMMITTEE, SENATE Doc. No. 93-359, at 9 and 10.
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cipate in the system. The mechanics would be that a data processing entry
would transfer 100 shares held for B's account to A's account. Then A
would "instruct" XYZ to register 1 as the beneficial owner of the shares
and 1 would receive appropriate advice from XYZ. A sale results if the
process is reversed.
Obviously this is an oversimplification as there are numerous other
participants in the system, e.g., transfer agents, banks accepting
hypothecation, acting as trustees, etc. However, this is how the system
would work.
It is obvious that changes will have to be made in the UCC to accommodate such a system. However, assuming the UCC is amended and assuming operational acceptance of the system, how will the UCC and Securities
Act come into play in the certificateless society? It certainly would prove
near impossible unless the burden of preventing illegal sale and transfer
were placed where it belongs, on the issuer. In this case, the issuer could
place a "code" against the ownership by Mr. C indicating a valid impediment to sale. If Mr. C wishes to sell, the broker could electronically inquire
as to C's ownership. He would be promptly "advised" that the stock may
not be sold and the reason why. If a stop is not placed, there is just no way
for the broker or agent to effectively control illegal sales and transfers.
CONCLUSION

The complicated data processing systems in effect today, together with
the requirement of free movement of securities, makes it imperative that
the SEC abandon its tracing-the-certificate concept and recognize the
need for a clear distinction between sale and registration. The certificateless society will compound this problem. Rather than imposing impossible
tasks upon the agent and broker, rules should be promulgated requiring
disclosure of the nature of an impediment in connection with the resale or
transfer of the certificate.
This can be done as follows:
1. Issue a release under the Securities Act specifically requiring that any
certificate which is not freely resaleable under the Act must bear a restrictive legend on its face which fully discloses the nature of the restriction. If
this is not done, the buyer should have a right under the statute to rescind
the transaction; and the seller-usually the issuer-would be liable for
damages under the statute.
2. Require all registered exchanges to promulgate a rule similar to the
listing requirement imposed by the American Stock Exchange and require
the delisting of any company which does not comply.
3. Require an affirmation by any company registering under section 12g
of the Exchange Act 2 that it is complying with this requirement and punish violators for failing to comply.
62.

15 U.S.C. §781(g) (1970).
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These proposals would place the burden where it really belongs. Stock
brokers and transfer agents are weary of being second-guessed and being
held accountable by the SEC on the sale of insider stock when they have
no notice of an impediment to sale. Brokers are also concerned with
antagonizing innocent customers with endless inquiries to protect themselves from an inadvertent violation. It is time the onus was placed where
it belongs, on the seller, the exchanges, and the SEC.

