29
29

Commercial Paper Outline Complete

I. Promissory Notes

A. Introduction

1. “A promissory note usually is not a complicated instrument, and indeed often it is an extremely simple one.”-79

2. “[T]he more terms a note contains the greater is the chance that it will be declared non-negotiable.  This is a result which lenders usually try to avoid . . . .”-79

3. “For negotiable instruments, ‘holder’ is defined to mean ‘the person in possession if the instrument is payable to bearer or, in the case of an instrument payable to an identified person, if the identified person is in possession.’”-79

4. “A ‘bearer’ is the person in possession of an instrument, document of title, or certificated security payable to bearer or indorsed in blank.”-79 n.1

5. “The note may be described as a ‘demand note’ because it is payable on demand.  It also may be described as a ‘negotiable instrument’ or ‘negotiable note’ because it meets the formal requisites of negotiability . . . .”-80

6. “[O]ne of the advantages that attends negotiability is ease of transfer.  It would be easy . . . for [a person] to transfer [a] simple negotiable note, . . . all he would have to do is to ‘indorse’ it.”-80

7. “A person who acquires the instrument from the payee or a subsequent holder may be called an ‘indorsee,’ but usually is referred to as the ‘holder’ if the requirements of that status have been met.  The person negotiating the instrument by indorsement usually is called an ‘indorser.’  One who transfers the instrument without indorsing it is not an ‘indorser.’  Usually, he or she is referred to as the ‘transferor.’  If the paper is negotiable and in bearer form, a transfer of it by delivery makes the transferee a ‘holder.’  If the paper is nonnegotiable or in order form, mere delivery of it without indorsement constitutes a ‘transfer’ or ‘mere transfer’ and the recipient is not a holder.  He or she is usually referred to as a ‘mere transferee.’”-80

8. “Promissory notes are used principally in connection with lending and sales transactions, both of which usually involve credit that banks ultimately provide.”-80

9. “If [a] loan is unsecured – that is, it is not ‘back-stopped’ by security, such as a security interest in the maker’s automobile or other property or the obligation of a third party (‘surety’) – it often is called a ‘signature loan.’  If the loan is secured, bankers may refer to it in language that describes the security generally or specifically, such as, for example, a ‘collateralized note,’ an ‘automobile note,’ a ‘mortgage note’ . . . or an ‘accommodation note.’”-81

10. Rediscounting – “The bank discounts the note the buyer (maker) has executed in favor of the dealer (payee) by giving the dealer (payee) less for the note than its face value.  But the dealer wants to be put in the same position it would have enjoyed had the buyer been able to pay cash.  Therefore, the dealer requires the buyer to promise to pay an amount, including interest, that after discounting will equal the cash price.”-82

11. “The bank’s rediscount rate – the difference between the face amount of the note, including interest, and the amount the bank pays for it . . . reflects four factors: (1) interest (i.e. the cost of the money . . . paid to the dealer; (2) administrative cost (the cost of handling this particular transaction); (3) risk (if the bank loans $20,000 today in the expectation that it will receive $24,000 in four years, certain risks of nonpayment must be taken into account); and (4) profit (banks are not eleemosynary institutions, though their profits (it may surprise you) are modest when compared to the profits of most corporations of similar size).”-82

12. “It should be realized that borrowing is not necessarily a sign of financial weakness.  Indeed, it may be a sign of strength, particularly where business loans are taken.”-82

II. The Concept of Negotiability

A. Introduction

1. UCC § 3-102 provides: “(a) This Article applies to negotiable instruments.  It does not apply to money, to payment orders governed by Article 4A, or to securities governed by Article 8.  (b) If there is conflict between this article and Article 4 or 9, Articles 4 and 9 govern.  (c) Regulations of the Board of Governors of the Federal Reserve System and operating circulars of the Federal Reserve banks supersede any inconsistent provision of this Article to the extent of the inconsistency.”

2. “A credit economy is absolutely dependent on a low rediscount rate because a sensible person is not willing to pay an excessive rate for credit.”-85

3. “The concept of negotiability is intended to reduce risk and administrative costs and thereby commensurately reduce the rediscount rate.”-85

4. “It is fair to say . . . that negotiability plays a large role in keeping the rediscount rate as low as possible.”-85

5. “[N]egotiability is a matter of form.  All contracts following a particular form are negotiable; all others are nonnegotiable.”-85

6. UCC § 3-104 provides that negotiable instruments must conform to the following requirements:

a. It must be in writing;

b. It must be signed by the maker or drawer;

c. It must contain a promise or order;

d. The promise or order to pay must be unconditional;

e. The promise or order must be to pay money, and the instrument must not contain any other undertaking or instruction;

f. The money promised or ordered must be fixed (formerly described as a sum certain);

g. The money promised must be payable on demand or at a definite time; and

h. Except for checks, the instrument must be payable to order or to bearer.”-85-86

7. “[I]t is relatively easy to obtain summary judgment on a negotiable instrument, whereas this goal is much more difficult to achieve where a simple contract – even one to pay money – is involved. . . . A negotiable instrument’s promise to pay is unconditional – thus no factual disputes arise over whether or not conditions precedent to payment have been satisfied.”-86

8. “Three important results depend upon negotiability: (1) the scope of Article 3 is limited to negotiable instruments.  If the instrument is nonnegotiable, it is regulated by contract law outside the scope of article 3; (2) the concept of holder in due course attends negotiable instruments, but not other contracts.  To be a holder in due course requires proof that the instrument is negotiable.  The holder in due course is a specially protected person or entity who cuts off defenses and claims that the maker normally could assert if the case involved a nonnegotiable contract . . .; (3) every state gives the holder of a negotiable instrument some procedural advantages that are not available to assignees of simple contracts.  In some states, for example, there is no jury trial where the instrument is negotiable. . . . In other states, the holder does not have to plead or to prove consideration, the statute of limitations is shortened, and pleading and proof are easier in certain situations.”-87

B. Writing and Signature

1. “Courts have had little difficulty with the rule that a negotiable instrument must be in writing and be signed by the maker or drawer.  UCC § 1-201(46) broadly defines ‘writing’ to include ‘printing, typewriting or any other intentional reduction to tangible form.’”-87

2. “[T]he material must be a substance capable of holding the writing at least until the maturity of the obligation, and since negotiable instruments by their nature must be able to circulate, the material must be movable.”-88

3. “’Signature,’ like ‘writing,’ has been defined broadly to include ‘any symbol executed or adopted by a party with present intention to authenticate.’”-88

4. “’Signature’ is not the same as ‘subscription.’  Customarily a maker subscribes the note by signing it at its end – that is, in the lower right hand corner of the instrument.  But subscription is not required.  The signature may appear in the body of the instrument or even on its back.”-89

C. Unconditional Promises

1. “A negotiable promissory note must contain promissory language as contrasted with language that merely acknowledges the existence of debt but does not promise to pay it.”

2. “[I]t is often difficult to predict in any given case whether a contract that does not use the word ‘promise’ will pass the test of negotiability.  The test seems to be whether or not the language used fairly imports a promise.”-90

3. Gay v. Rooke – “In that case, the language ‘IOU, E.A. Gay the sum of $17.00’ was held not to be promissory because ‘a mere promise implied by law, founded on an acknowledged indebtedness will not be sufficient.’  On the other hand, the court in an almost equally persuasive case, Franklin v. March, held that a promise could be ascertained from the phrase ‘Good to Robert Cochran or order, for $30, borrowed money.’”-90

4. “To be negotiable, a note must contain a promise that is unconditional.”-91

5. “Only express conditions destroy negotiability.  If implied conditions destroyed negotiability, few instruments would be negotiable, because almost every instrument implies some possibility that might give the parties to it a defense.”-91

6. “Many express conditions arise because of recitals that involve another contract or at least some matter that is extraneous to the note in question.”-92

7. UCC § 3-117 provides: “Subject to applicable law regarding exclusion of proof of contemporaneous or previous agreements, the obligation of a party to an instrument to pay the instrument may be modified, supplemented, or nullified by a separate agreement of the obligor and a person entitled to enforce the instrument, if the instrument is issued or the obligation is incurred in reliance on the agreement or as part of the same transaction giving rise to the agreement.  To the extent an obligation is modified, supplemented, or nullified by an agreement under this section, the agreement is a defense to the obligation.”

First Federal v. Gump and Ayers—Ct. of App. of Utah, 1989

Issue: Whether a promissory note that refers to ‘additional rights of the holder thereof,’ in connection with a purchase and security agreement previously entered into, is a negotiable instrument? YES

Holding: “The language of the relevant clause, providing that ‘reference is made to the Purchase and Security Agreement’ persuades us that the note is negotiable under § 70A-3-105(1)(c).”-94

Rule: “When determining negotiability, only the instrument in question should be examined.”-94

“In order for a writing to be a negotiable instrument, it must ‘contain an unconditional promise or order to pay a sum certain in money and no other promise, order, obligation or power given by the maker or drawer except as authorized by this chapter.’”-94

“A promise or order, otherwise unconditional, does not become conditional simply because the instrument ‘refers to or states that it arises out of a separate agreement or refers to a separate agreement for rights as to prepayment or acceleration.”-94

“In contrast, a promise or order is conditional if the instrument ‘states that it is subject to or governed by any other agreement.’”-94

8. Under the “as per – subject to” approach, “the phrases ‘as per,’ ‘in accordance with’ and ‘pursuant to’ are said not to destroy negotiability, whereas the opposite result occurs if the phrases ‘subject to’ or ‘governed by’ are used.”-96

9. UCC § 3-106(b)(ii) provides “that ‘a promise or order is not made conditional because payment is limited to resort to a particular fund or source.’”-97

10. “The UCC draftsmen justified this decision in two ways.  First, because Article 3 applies only to negotiable instruments, a result of declaring a note to be nonnegotiable is that it falls outside the scope of the UCC.  Moreover, ‘market forces determine the marketability of instruments of this kind.  If potential buyers don’t want promises or orders that are payable only from a particular source or fund, they won’t take them, but Article 3 should apply.’”-97

11. “Under the original UCC there was a clear distinction, for purposes of negotiability, between clauses in instruments that subordinated security and those that subordinated debt.”-98

D. Money

1. “Negotiability requires that the promise or order to pay is in a fixed amount of money.  This formal requisite of negotiability involves two elements, a ‘fixed amount’ and ‘money.’”-98

2. UCC § 1-201(24) provides: “’Money’ means a medium of exchange authorized or adopted by a domestic or foreign government and includes a monetary unit of account established by an intergovernmental organization or by agreement between two or more nations.”-98

3. “’Money,’ therefore, is not limited to U.S. dollars.”-99

4. “A promise by the maker to ‘do any act in addition to the payment of money’ usually will defeat negotiability.”-99

E. Fixed Amount

1. “[T]he Revised UCC has made some substantive changes to the concept of ‘sum certain.’”-100

2. “[B]asically the sum certain requisite meant that the sum due had to be computable with mathematical certainty.  Under Rev. UCC § 3-112, which deals only with interest, Official Comment 1 makes a sweeping statement that ‘under Section 3-104(a) the requirement of ‘fixed amount’ applies only to principal.’”-100

F. Payable on Demand or at a Definite Time

1. “UCC § 3-104(a)(2) provides that negotiability requires that an instrument be ‘payable on demand or at a definite time.’  Demand instruments can be rationally rediscounted because the very person doing the rediscounting is in control of the maturity date.  In this respect the words ‘on demand’ fix the maturity date as the time the payee or holder decides to call the note.”-102

2. UCC § 3-108(a) defines demand instrument: “A promise or order is ‘payable on demand’ if it (i) states that it is payable on demand or at sight, or otherwise indicates that it is payable at the will of the holder, or (ii) does not state any time of payment.”-102  Subsection (b) provides: “A promise or order is ‘payable at a definite time’ if it is payable on elapse of a definite period of time after sight or acceptance or at a fixed date or dates or at a time or times readily ascertainable at the time the promise or order is issued, subject to rights of (i) prepayment, (ii) acceleration, (iii) extension at the option of the holder, or (iv) extension to a further definite time at the option of the maker or acceptor or automatically upon or after a specified act or event.  (c) If an instrument, payable at a fixed date, is also payable upon demand made before the fixed date, the instrument is payable on demand until the fixed date and, if demand for payment is not made before that date, becomes payable at a definite time on the fixed date.”

3. UCC § 3-109 provides: “(a) A promise or order is payable to bearer if it: (1) states that it is payable to bearer or to the order of bearer or otherwise indicates that the person in possession of the promise or order is entitled to payment; (2) does not state a payee; or (3) states that it is payable to or to the order of cash or otherwise indicates that it is not payable to an identified person.  (b) A promise or order that is not payable to bearer is payable to order if it is payable (i) to the order of an identified person or (ii) to an identified person or order.  A promise or order that is payable to order is payable to the identified person.  (c) An instrument payable to bearer may become payable to an identified person if it is specially indorsed pursuant to Section 3-205(a).  An instrument payable to an identified person may become payable to bearer if it is indorsed in blank pursuant to Section 3-205(b).”

4. “Some notes contain elements of both demand and fixed time instruments.  For example, the maker may promise to pay ‘on or before Sep. 1, 1993.’  These notes are considered to be payable on demand until the fixed date and, if demand for payment is not made before that date, to be payable on the fixed date.”-102

5. “A ‘prepayment’ term takes away from the holder the absolute power to know or determine when the instrument is due and transfers this power, to some extent, to the maker.”-102

6. “If a person with little bargaining power goes to a bank, any loan the bank grants almost always will be on a ‘demand note’ basis.  The demand note gives the bank (or so it thinks) the power to move quickly if something goes awry.”-103

7. “In contrast, if the borrower has great bargaining power when he or she applies for a loan (‘If you won’t give me the loan on my terms, I will go across the street and get it from your competitor bank’), he or she almost always arranges a fixed time loan.”-103

8. “The compromise is the acceleration clause where neither the bank nor the borrower has more bargaining power.”-104

9. “In many places banks use ‘the rule of 78’ when they rebate interest which accrues on loans evidenced by acceleration, extension, and prepayment agreements.  The rule works in the following manner.  There are twelve months in a year.  If one adds 1, plus 2, plus 3, etc., through 12, one gets the sum total of 78.  This figure is used as the denominator of a fraction to determine the amount of rebate.  The numerator of the fraction deals with the amount of time the loan has been outstanding.  In this connection, the figure 12 is assigned to the first month, 11 to the second month and so forth, ending with a figure of 1 being assigned to the twelfth month.  Under this formula, if a loan is made for one year and is repaid in one month (because of prepayment rights or acceleration), the bank charges 12/78ths of the total interest.  If the loan is repaid after two months, the bank charges 23/78ths of the interest (12 plus 11 = the numerator).  Stated differently, if the loan is prepaid or accelerated after 11 months, the borrower does not get a rebate or 1/12th of his or her interest, but recovers only 1/78th of it.”-105

10. “[R]ebating makes it possible for a bank to rationally rediscount commercial paper containing prepayment, acceleration and extension terms.  Today there is no doubt that notes containing these provisions are negotiable.”-105

11. Must a bank act in good faith when it accelerates a note?  Three types of notes must be distinguished to answer this question:

a. A note payable on demand (which has a ‘demand clause’);

b. A note that gives the holder an option to accelerate upon the happening of a specific event (a ‘default’ clause);

c. A note payable if the holder deems himself or herself to be insecure, or the like (an ‘insecurity’ clause).-105

12. “As for the answer to (a), it long has been understood that a demand instrument may be ‘called’ at the whim of the holder and that a ‘good faith’ justification is not required to make the call ‘good.’”-106

13. In Centerre Bank of Kansas City v. Distributors, Inc., “the court overturned a lower court decision in which a jury had awarded the borrower $7.5 million in actual and punitive damages on the ground that a bank had called a demand note in bad faith.  In overturning the lower court’s judgment, the appellate court stated: ‘The imposition of a good faith defense to the call for payment of a demand note transcends the performance or enforcement of a contract and in fact adds a term to the agreement which the parties had not included.”-106

State National Bank of El Paso v. Farah Man. Co.—TX Ct. of App., 1984

Issue: Whether the trial court erred in holding that the defendants were liable for fraud, duress, and interference with business relations where they intentionally precluded the plaintiff from becoming the CEO of the company that he founded in an effort to compel early payment on their loans, and their actions resulted in substantial economic loss for the company? NO

Rule: “UCC § 1-208 . . . makes clear that acceleration clauses are not to be used offensively such as for the commercial advantage of the creditor.”-110

“Further, exercise of an optional right to accelerate, not for the purpose of protecting the debt or preserving the security, but for the purpose of coercing the maker to pay the entire debt or forfeit his property is relevant to . . . equitable considerations that should be taken into account.  Duress may be evidenced when a threatening party acts oppressively to further his own economic interests.”-110

“Economic duress (business coercion) may be evidenced by forcing a victim to choose between distasteful and costly situations, i.e., bow to duress or face bankruptcy, loss of credit rating, or loss of profits from a venture.”-111

G. Words of Negotiability

1. UCC § 3-201 provides: “(a) ‘Negotiation’ means a transfer of possession, whether voluntary or involuntary, of an instrument by a person other than the issuer to a person who thereby becomes its holder.  (b) Except for negotiation by a remitter, if an instrument is payable to an identified person, negotiation requires transfer of possession of the instrument and its indorsement by the holder.  If an instrument is payable to bearer, it may be negotiated by transfer of possession alone.”

1. “UCC § 3-104(a)(1) requires a negotiable instrument to be ‘payable to bearer or order at the time it is issued or first comes into possession of a holder.’  This section carries forward ancient law that negotiable instruments must contain words of negotiability.”

2. “Today, choses in action are generally assignable, but the UCC continues to require negotiable instruments to contain words of negotiability.”-113

3. “A ‘chose in action’ is a right of bringing an action or right to recover a debt or money, or a right to recover personal chattel or a sum of money by action.”-113 n.28

4. “Negotiable instruments carry with them consequences that do not attend nonnegotiable paper.  The maker of a nonnegotiable contract to pay money is better protected than the maker of a negotiable note because defenses to a nonnegotiable note usually are not cut off when it is assigned.”-114

III. Liability of the Parties

A. Obligations of the Parties

1. “UCC § 3-410(a) . . . provides that ‘a person is not liable on an instrument unless (i) the person signed the instrument, or (ii) the person is represented by an agent or representative who signed the instrument and the signature is binding on the representative under section 3-402.’”-116

a. § 3-402 provides: (a) if a person acting as a representative for another signs an instrument either by signing the name of the represented person or by signing his own name, the represented person is bound by the signature to the same extent that the representative would be bound on a simple contract.  (b) If the representative signs his own name, and (1) if the form of the signature shows unambiguously that the signature is made on behalf of another, the representative is not liable on the instrument; (2) if the form of the signature does not show unambiguously that the signature is made on behalf of another, and the holder in due course does not know of the representative status of the signer, the representative is liable to such person.  With respect to any other person, the representative is liable unless he can show that the parties did not intend the representative to be liable.  (c) In the case of a check, if the representative signs his name without indicating the representation relationship, but the check is in the name of the represented person, the representative is not liable on the instrument.

2. “Thus, it may be said that the ‘obligation on an instrument depends on a signature that is binding on the obligor.’”-116

3. “When one appends his or her signature to a negotiable note, he or she becomes liable as a maker or as an indorser.”-116

4. “[A]n indorser may be liable simply by putting his or her name on the back of the instrument.”-116

5. “[T]he maker’s liability is tied to the formal requisites of negotiability.”-116

6. “Today, the conditions precedent to liability usually involve proper presentation by the holder to the one who is obligated to pay the instrument (i.e. the maker, in the case of a note), dishonor of the instrument by that person, and the giving of notice of this dishonor to the indorser.”-117

7. “The indorser’s liability is sometimes said to be ‘secondary’ because of its conditional nature.  The maker is sometimes said to be ‘primarily’ liable because a demand of payment or satisfaction of other conditions precedent is not necessary to fix liability.”

8. “When courts say that a maker is primarily liable or that an indorser is secondarily liable, they are using the word ‘liable’ in a special sense. . . . They are simply saying that the maker’s obligation to pay accrues without any activity on the party of the holder, or, in the case of an indorser, will accrue when the conditions precedent are satisfied.”-117

9. “A maker’s liability is unconditional, but it may be defensible.”-117

10. The Maker

a. “A maker is obliged to pay the instrument when it is due.”-118

b. “If the maker does not make the payment on the due date, the holder may without notice or demand immediately commence suit.  He or she need not join any co-maker.”-118

c. Problems Emanating From the Nature of Primary Liability

(i) “Prior to the enactment of the UCC, two problems . . . arose because the maker is primarily liable. . . . One problem involved certificates of deposit; the other involved notes payable at a bank.”-118

(ii) “Since demand notes come due immediately at the time of issuance, in earlier times it was thought that the statute of limitations would start to run when the note was issued.  This thinking caused a serious problem where a certificate of deposit was issued payable on demand.”-118

(iii) “The original UCC . . . ma[de] a distinction between CDs and notes.  Under it the statute of limitations started to run on a demand note upon its date, or if note date, on the date of issue, but it did not start to run on a CD, whether payable on demand or at a fixed time, until a demand had been made.”-119

(iv) “The revised UCC provides that ‘A certificate of deposit is a note of the bank.’  It essentially solves the statute of limitations problem by providing that prescription starts to run on any demand note, including a CD, only at the time a demand is made.”-119

(v) “Today it is possible for a maker to provide that the note will be payable with different rates of interest before or after default or a specified date, without offending the formal requisite that the sum must be certain.”-120

(vi) “The domiciled note was made payable at a particular place, usually a bank.  If the maker has funds on deposit or which were otherwise available at this place, in an amount sufficient to pay the note in full, and was ready, willing, and able to apply these funds to the obligation, a tender was deemed to have been made to the holder.  While this ‘constructive’ tender did not satisfy the principal obligation, it had the effect of an actual tender; that is, it discharged the maker’s obligation to the extent of all subsequent liability for interest, costs and attorney’s fees.”-121

d. Who is the Maker?  Herein Distinguishing Makers From Indorsers

(i) “Because the primary liability of a maker is more onerous than the secondary liability of an indorser, it sometimes happens that one who at first impression appears to be a maker will claim to be an indorser.”-122

(ii) UCC § 3-415(e) provides: if an indorser of a check is liable under subsection (a) and the check is not presented for payment, or given to a depositary bank for collection, within 30 days after the day the indorsement was made, the liability of the indorser under subsection (a) is discharged.

(iii) UCC § 3-503(a) provides: the obligation of an indorser stated in § 3-415(a) and the obligation of a drawer stated in § 3-414(d) may not be enforced unless (i) the indorser or drawer is given notice of dishonor of the instrument complying with this section or (ii) notice of dishonor is excused under § 3-504(b).

(iv) UCC § 3-204(a) provides: indorsement means a signature, other than a signature of the maker, drawer, or acceptor, that alone or accompanied by words is made on an instrument for the purpose of (i) negotiating the instrument, (ii) restricting payment of the instrument, or (iii) incurring indorser’s liability on the instrument, but regardless of the intent of the signer, a signature and its accompanying words is an indorsement unless the accompanying words, terms of the instrument, place of the signature, or other circumstances unambiguously indicate that the signature is made for a purpose other than indorsement.  For the purpose of determining whether a signature is made on an instrument, a paper affixed to the instrument is a part of the instrument.

(v) UCC § 3-412 provides: the issuer of a cashier’s check, note, or other draft drawn on the drawer is obliged to pay the instrument (i) according to its terms at the time it was issued or, if not issued, at the time it first came into possession of a holder, or (ii) if the issuer signed an incomplete instrument, according to its terms when completed, to the extent stated in §§ 3-115 and 3-407.  The obligation is owed to a person entitled to enforce the instrument or to an indorser who paid the instrument under § 3-415.

e. Who is the Maker?  Herein Distinguishing Principal’s Liability From Agent’s Liability

(i) “Many, perhaps most, notes are signed by agents.  This fact should not be surprising because of the great number of businesses that are organized as corporations.  A corporation as such, of course, cannot execute an instrument or document.  It does so through its officers, that is to say, its agents.”-123

(ii) There are two social policies at stake when considering the liability of an agent working on behalf of a corporation: (1) “The work of the industrialized and commercial world is performed by agents.  Agents need protection.  They cannot be expected to know all the intricate rules of the law of commercial paper.  Ergo, parol evidence should be admitted to show that an agent signed in a representative capacity, even where that fact is not revealed in the instrument.  (2) The credit work of the industrialized and commercial world is performed by negotiable notes and drafts.  The integrity of these instruments must be protected.  Holders in due course may rely on the personal liability of those who have signed the instrument, unless those persons have made their disclaimer of personal liability plain.  In some cases the same may be said of a payee.  Ergo, parol evidence should not be admitted to show that the agent signed in a representative capacity where that is not clearly revealed in the instrument itself.”-123

11. The Indorser

a. Revised § 3-204(a) provides . . . see above.

b. The Kinds of Indorsement

(i) Blank and Special Indorsement

A. “Most indorsements are made for the purpose of negotiating the instrument to another party.  According to Rev. UCC § 3-201(a), ‘negotiation means a transfer of possession, whether voluntary or involuntary, of an instrument by a person other than the issuer to a person who thereby becomes its holder.’  In turn, Rev. UCC § 1-201(2) defines ‘holder’ to mean ‘the person in possession if the interest is payable to bearer or, in the case of an instrument payable to an identified person, if the identified person is in possession.’”-126

B. “[T]he status of the paper in the hands of a holder indicates how he or she may negotiate it.  If the paper, for example, is made payable to the order of a payee, the payee is a holder.  To negotiate the paper, the payee must indorse it.  If the paper is in bearer form, however, the payee could negotiate it by mere delivery, or delivery and indorsement.”-126

C. UCC § 3-205(a) provides: if an indorsement is made by the holder of an instrument, whether payable to an identified person or payable to bearer, and the indorsement identifies a person to whom it makes the instrument payable, it is a ‘special indorsement.’  When specially indorsed, an instrument becomes payable to the identified person and may be negotiated only by the indorsement of that person.

D. “When an instrument is indorsed in blank it becomes a bearer instrument and may be negotiated further by transfer of possession alone until it is specially indorsed.”-126

E. UCC § 3-205(b) provides: if an indorsement is made by the holder of an instrument and it is not a special indorsement, it is a ‘blank indorsement.’  When indorsed in blank, an instrument becomes payable to bearer and may be negotiated by transfer of possession alone until specially indorsed.

c. Qualified and Unqualified Indorsement

(i) UCC § 3-415(b) provides: if an indorsement states that it is made ‘without recourse’ or otherwise disclaims liability of the indorser, the indorser is not liable under subsection (a) to pay the instrument.

(ii) A ‘qualified’ indorsement is “an indorsement that disclaims the liability of the indorser.  Normally, the words ‘without recourse’ are used to accomplish this result.”-127

d. Restrictive and Unrestrictive Indorsement

(i) “An instrument is made payable to the order of Paul.  He wants his bank, First National, to collect it for him and deposit the proceeds in his checking account.  He indorses the note, ‘For collection and deposit only’ and signs his name to it.  This indorsement restricts the power of the indorsee to collection and deposit.  For that reason, it is called a ‘restrictive indorsement.’”-128

(ii) UCC § 3-206(c) provides: if an instrument bears an indorsement (i) described in § 4-201(b), or (ii) in blank or to a particular bank using the words ‘for deposit,’ ‘for collection,’ or other words indicating a purpose of having the instrument collected by a bank for the indorser or for a particular account, the following rules apply: (1) a person, other than a bank, who purchases the instrument when so indorsed converts the instrument unless the amount paid for the instrument is received by the indorser or applied consistently with the indorsement.  (2) A depositary bank that purchases the instrument or takes it for collection when so indorsed converts the instrument unless the amount paid by the bank with respect to the instrument is received by the indorser or applied consistently with the indorsement.

(iii) “Almost all restrictive indorsements involve the deposit of checks, and less frequently of notes, in a bank for purposes of collection and deposit.”-128

e. Anomalous or Irregular Indorsement or Accommodation

(i) “A few indorsements are made for the purpose of lending credit to the maker or some other party.  That is to say, someone who is not a holder of an instrument signs his or her name to the instrument for the purpose of incurring liability on it.”-128

(ii) “’[A]nomolous indorsement’ . . . is made by someone who is not a holder of the instrument. . . . It is sometimes called an ‘irregular indorsement’ because it is not in the chain of title.”-129

(iii) UCC § 3-205(d) provides: ‘anomalous indorsement’ means an indorsement made by a person who is not the holder of the instrument.  An anomalous indorsement does not affect the manner in which the instrument may be negotiated.

(iv) UCC § 3-419(c) provides: a person signing an instrument is presumed to be an accommodation party and there is notice that the instrument is signed for accommodation if the signature is an anomalous indorsement or is accompanied by words indicating that the signer is acting as surety or guarantor with respect to the obligation of another party to the instrument.  Except as provided in § 3-605, the obligation of an accommodation party to pay the instrument is not affected by the fact that the person enforcing the obligation had notice when the instrument was taken by that person that the accommodation party signed the instrument for accommodation.

(v) “Where it is established that the indorsement is for the accommodation of one of the parties to the instrument, the courts may call the indorser an ‘accommodation’ indorser.”-129

f. Confusion in Indorsement Terminology

(i) “Every indorsement, except the anomalous indorsement, must tell us three things: (1) the method to be employed in making subsequent negotiations (this depends on whether the indorsement is in blank or is special); (2) the liability of the indorser (this depends on whether the indorsement is qualified or unqualified); and (3) the kind of interest being transferred (this depends on whether the indorsement is restrictive or non-restrictive).”-129

(ii) “Thus, an indorser merely signing his or her name without other words on the back of an instrument is a blank, unqualified, non-restrictive indorser.”-129

g. The Liability of Indorsers

(i) Distinguishing Qualified and Unqualified Indorsers

A. “Almost always, a qualified indorsement is made by using the words ‘without recourse.’”-130

B. “The big problem in distinguishing between qualified and unqualified indorsements . . . has not been one of determining whether certain expressions have the necessary disclaiming effect.  The problem has been the parol evidence rule.”-130

Boyles Bros. Drilling Co. v. Orion Indus., Ltd.—Ct. of App. of Co., 1988

Issue: Whether the trial court erred in entering summary judgment for the plaintiffs instead of permitting the use of parol evidence to demonstrate that the defendants did not intend to be liable on a promissory note that did not contain the words ‘without recourse’? YES

Holding: “We conclude that the trial court erred in applying the parol evidence rule to the circumstances here, and therefore, we reverse.”-131

“There being allegations of facts which, if proved, would support reformation, and parol evidence being admissible under the UCC to establish these facts, the trial court erred in entering summary judgment.”

Rule: “While parol evidence is not admissible to vary or contradict the terms of a promissory note or a blank indorsement of the note, . . . nevertheless, parol evidence of a contemporaneous oral agreement or transaction may be admissible if its effect is to prove a defense to payment of the instrument according to its terms. . . . Thus, in an action to reform an instrument that does not reflect the intent of the parties because of fraud or mistake, parol evidence is admissible.”-133

“[T]he official comment to § 3-118 . . . states that the rules of construction ‘preclude a resort to parol evidence for any purpose except reformation of the instrument.’”-133

“The traditional exception to the parol evidence rule applies when the ‘evidence is offered to establish fraud or mutual mistake or mistake of law.’”-133

“Reformation is an appropriate remedy when the evidence clearly and unequivocally shows that an instrument does not express the true intent or agreement of the parties.”-133

“[E]ven though there is no misapprehension as to what words have been used in a contract, mistake as to the legal effect of those words, or of the absence of them, is subject to reformation by the court.”-134 

(ii) The Unqualified Indorser

A. “[A]n unqualified indorser is liable on the instrument because he or she has signed it.  This liability, however, is secondary or conditional.”-139

B. “[T]he unqualified indorser has been deemed to say, in effect: ‘Unlike the maker, I do not promise to pay this instrument absolutely, but I do promise to pay it if the maker refuses to pay it upon a due presentment, and if I am promptly notified of that fact.’  This understanding was codified by the N.I.L., which provided that the unqualified indorser was liable if, but only if, three conditions were satisfied: (1) the note was duly presented to the maker; (2) the maker refused to pay the note; and (3) the indorser was duly notified of the maker’s non-payment.”-139

C. “The Revised UCC . . . assimilates both presentment and dishonor into notice of dishonor, and more radically, no longer discharges the indorser from liability if presentment is not duly made.”-140

D. “[A] note payable at a fixed time [-] for such an instrument two possibilities exist.  The first would be to provide that the holder must present the note to the maker on its fixed due date as a condition to holding unqualified indorsers liable.”-140

E. “The Second approach would be to provide that maker must seek out the holder on the due date and make payment, and if the maker does not do these things the instrument is deemed to be dishonored.  This is the approach that has been taken by the Revised UCC.”-140

F. “Under Rev. UCC § 3-502(a)(3), the failure of the maker to pay the note on [for example] July 1st results in the instrument being dishonored on that day, even though the holder has made no presentments, but the indorsers are not released from liability unless the holder fails to give them notice of dishonor under the rules of Rev. UCC § 3-503.”-140

G. “Like the earlier law, however, under the Revised UCC, an indorser is released from liability if notice of dishonor is not given to him or her as prescribed by UCC § 3-503, even though he or she may not have suffered any loss because this condition was not fulfilled.”-141

H. UCC § 3-501 provides: “(a) ‘Presentment’ means a demand made by or on behalf of a person entitled to enforce an instrument (i) to pay the instrument made to the drawee or a party obliged to pay the instrument or, in the case of a note or accepted draft payable at a bank, to the bank, or (ii) to accept a draft made to the drawee.  (b) The following rules are subject to Article 4, agreement of the parties, and clearing house rules and the like: (1) Presentment may be made at the place of payment of the instrument and must be made at the place of payment if the instrument is payable at a bank in the United States; may be made by any commercially reasonable means, including an oral, written, or electronic communication; is effective when the demand for payment or acceptance is received by the person to whom presentment is made; and is effective if made to any one of two or more makers, acceptors, drawees, or other payors.  (2) Upon demand of the person to whom presentment is made, the person making presentment must (i) exhibit the instrument, (ii) give reasonable identification and, if presentment is made on behalf of another person, reasonable evidence of authority to do so, and (iii) sign a receipt on the instrument for any payment made or surrender the instrument if full payment is made.  (3) Without dishonoring the instrument, the party to whom presentment is made may (i) return the instrument for lack of a necessary indorsement, or (ii) refuse payment or acceptance for failure of the presentment to comply with the terms of the instrument, an agreement of the parties, or other applicable law or rule.  (4) The party to whom presentment is made may treat presentment as occurring on the next business day after the day of presentment if the party to whom presentment is made has established a cut-off hour not earlier than 2 p.m. for the receipt and processing of instruments presented for payment or acceptance and presentment is made after the cut-off hour.”

I. UCC § 3-502 provides: (a) dishonor of a note is governed by the following rules: (1) if the note is payable on demand, the note is dishonored if presentment is duly made to the maker and the note is not paid on the day of presentment; (2) if the note is not payable on demand and is payable at or through a bank or the terms of the note require presentment, the note is dishonored if presentment is duly made and the note is not paid on the day it becomes payable or the day of presentment, whichever is later; (3) if the note is not payable on demand and paragraph (2) does not apply, the note is dishonored if it is not paid on the day it becomes payable.  (b) Dishonor of an unaccepted draft other than a documentary draft is governed by the following rules: (1) if a check is duly presented for payment to the payor bank otherwise than for immediate payment over the counter, the check is dishonored if the payor bank makes timely return of the check or sends timely notice of dishonor or nonpayment under §§ 4-301 or 4-302, or becomes accountable for the amount of the check under § 4-302; (2) if a draft is payable on demand and paragraph (1) does not apply, the draft is dishonored if presentment for payment is duly made to the drawee and the draft is not paid on the day of presentment; (3) if a draft is payable on a date stated in the draft, the draft is dishonored if (i) presentment for payment is duly made to the drawee and payment is not made on the day the draft becomes payable or the day of presentment, whichever is later, or (ii) presentment for acceptance is duly made before the day the draft becomes payable and the draft is not accepted on the day of presentment; (4) if a draft is payable on elapse of a period of time after sight or acceptance, the draft is dishonored if presentment for acceptance is duly made and the draft is not accepted on the day of presentment.  (c) Dishonor of an unaccepted documentary draft occurs according to the rules in subsections (b)(2)-(4) except that payment or acceptance may be delayed without dishonor until no later than the close of the third business day of the drawee following the day on which payment or acceptance is required by those paragraphs.  (d) Dishonor of an accepted draft is governed by the following rules: (1) if the draft is payable on demand, the draft is dishonored if presentment for payment is duly made to the acceptor and the draft is not paid on the day of presentment; (2) if the draft is not payable on demand, the draft is dishonored if presentment for payment is duly made to the acceptor and payment is not made on the day it becomes payable or the day of presentment, whichever is later.  (e) In any case in which presentment is otherwise required for dishonor under this section and presentment is excused under § 3-504, dishonor occurs without presentment if the instrument is not duly accepted or paid.  (f) If a draft is dishonored because timely acceptance of the draft was not made and the person entitled to demand acceptance consents to a late acceptance, from the time of acceptance the draft is treated as never having been dishonored.

J. UCC § 3-503 provides: (a) the obligation of an indorser stated in § 3-415(a) and the obligation of a drawer stated in § 3-414(d) may not be enforced unless (i) the indorser or drawer is given notice of dishonor of the instrument complying with this section or (ii) notice of dishonor is excused under § 3-504(b).  (b) Notice of dishonor may be given to any person; may be given by any commercially reasonable means, including an oral, written, or electronic communication; and is sufficient if it reasonably identifies the instrument and indicates that the instrument has been dishonored or has not been paid or accepted.  Return of an instrument given to a bank for collection is sufficient notice of dishonor.  (c) Subject to § 3-504(c), with respect to an instrument taken for collection by a collecting bank, notice of dishonor must be given (i) by the bank before midnight of the next business day following the banking day on which the bank receives notice of dishonor of the instrument, or (ii) by any other person within 30 days following the day on which the person receives notice of dishonor.  With respect to any other instrument, notice of dishonor must be given within 30 days following the day on which dishonor occurs.

K. “If the liability of the unqualified indorser is not predicated on unjust enrichment, upon what is it predicated?  The answer, in the author’s view, is commercial necessity.  To adequately serve a credit economy, notes must be attractive to lenders.  One way to make notes attractive is to make a good market for them.”-141

L. “If the payee is not locked in and can sell the note for essentially its face value, however, then lending becomes much more attractive.  To create such a market, each indorser must be liable, unless, of course, he or she has found someone who is willing to take the paper on a ‘without recourse’ basis.”-142

M. “If the potential buyer does not know or trust the maker, the offer of negotiation on the basis of a qualified indorsement will be singularly unattractive to the buyer and he or she usually will accept it, if at all, only upon a substantial rediscount.”-142

N. “In this way, there develops a market for notes in which the makers and other parties to the notes are unknown to the buyers.”-142

O. “If the only reason we impose liability on an unqualified indorser is because we need a good market, then some solicitude probably ought to be given to such an indorser.  The law has done so by discharging unqualified indorsers from liability, irrespective of injury, if notice of dishonor is not properly given.”-142

P. “In almost all cases where a promissory note is prepared by a bank, presentment and notice of dishonor are expressly waived.  That is to say, the waiver makes it unnecessary to satisfy these conditions to hold the unqualified indorser liable.  In effect, this means that the indorser is primarily liable like a maker. . . . The magic words for waiving all the conditions precedent to indorser liability are ‘Protest Waived.’”-145

Q. “Although protest no longer is required in the United States, the words ‘Protest Waived’ continue to be regarded as efficient ways of waiving presentment and notice of dishonor.”-146

(iii) The Warrantor

A. “Anglo-American law has developed warranty principles to give some protection to transferees.”-146

B. UCC § 3-416 provides: (a) a person who transfers an instrument for consideration warrants to the transferee and, if the transfer is by indorsement, to any subsequent transferee, that: (1) the warrantor is a person entitled to enforce the instrument; (2) all signatures on the instrument are authentic and authorized; (3) the instrument has not been altered; (4) the instrument is not subject to a defense or claim in recoupment of any party which can be asserted against the warrantor; and (5) the warrantor has no knowledge of any insolvency proceeding commenced with respect to the maker or acceptor or, in the case of an unaccepted draft, the drawer.  (b) A person to whom the warranties are made and who took the instrument in good faith may recover from the warrantor as damages for breach of warranty an amount equal to the loss suffered as a result of the breach, but not more than the amount of the instrument plus expenses and loss of interest incurred as a result of the breach.  (c) The warranties stated in subsection (a) cannot be disclaimed with respect to checks.  Unless notice of a claim for breach of warranty is given to the warrantor within 30 days after the claimant has reason to know of the breach and the identity of the warrantor, the liability of the warrantor under subsection (b) is discharged to the extent of any loss caused by the delay in giving notice of the claim.  (d) A cause of action for breach of warranty under this section accrues when the claimant has reason to know of the breach.

C. UCC § 3-417 deals with presentment warranties, as opposed to transfer warranties in § 3-416.

Hartford Life Insurance Co. v. The Title Guarantee Co.—D.C. Cir., 1975

Issue: Whether the trial court erred in holding that the P’s breach of warranty claim was barred by the “without recourse” endorsement on the note which the P transferred to the D? YES

Holding: “Although Hartford had full knowledge of the same facts as Walker & Dunlop and made the same ‘mistake’ of law, . . . it did not subjectively know when it accepted the note that a good defense existed against it.  Therefore, it is entitled to the coverage of the warranty.”-150

Rule: “A ‘without recourse’ endorsement is a qualified endorsement; it does not eliminate all obligations owed by the transferor of an instrument to his transferee.”-150

“The UCC preserves the pre-Code law as to ‘mistake’ . . . with the consequence that a unilateral mistake of law does not ordinarily affect the liability of any indorser.”-150

D. “It should be noted that the UCC distinguishes between two kinds of warranties, those made upon the transfer of an instrument and those made when the instrument is presented for payment.”151

12. Liability of Accommodation Parties

a. “As a condition to making a loan, a bank often requires the added liability of a third party as security for the borrower’s performance.”-153

b. “[A]nother way of describing a surety who has signed commercial paper is by the name ‘accommodation party,’ and the original and revised UCC state rules governing the rights and duties of such a party.”-153

c. “[A] party to an instrument who is acting as surety for a person who is not a party to the instrument fails to qualify as an accommodation party.  Pioneer Ins. Co. v. Gelt (8th Cir. 1977).”-153 n.19.

d. In General: Separating the Various Contracts That Attend the Accommodation Transaction

(i) “Orig. UCC § 3-415(1) defines an accommodation party as ‘one who signs the instrument in any capacity for the purpose of lending his or her name to another party to it.’”-154

(ii) “Rev. UCC § 3-419(a) states: ‘If an instrument is issued for value given for the benefit of a party to the instrument (‘accommodated party’) and another party to the instrument (‘accommodation party’) signs the instrument for the purpose of incurring liability on the instrument without being a direct beneficiary of the value given for the instrument, the instrument is signed by the accommodation party ‘for accommodation.’”-154

(iii) UCC § 3-419(b) provides: “An accommodation party may sign the instrument as maker, drawer, acceptor, or indorser and, subject to subsection (d), is obliged to pay the instrument in the capacity in which the accommodation party signs.  The obligation of an accommodation party may be enforced notwithstanding any statute of frauds and whether or not the accommodation party receives consideration for the accommodation.  (c) A person signing an instrument is presumed to be an accommodation party and there is notice that the instrument is signed for accommodation if the signature is an anomalous indorsement or is accompanied by words indicating that the signer is acting as surety or guarantor with respect to the obligation of another party to the instrument.  Except as provided in § 3-605, the obligation of an accommodation party to pay the instrument is not affected by the fact that the person enforcing the obligation had notice when the instrument was taken by that person that the accommodation party signed the instrument for accommodation.  (d) If the signature of a party to an instrument is accompanied by words indicating unambiguously that the party is guaranteeing collection rather than payment of the obligation of another party to the instrument, the signer is obliged to pay the amount due on the instrument to a person entitled to enforce the instrument only if (i) execution of judgment against the other party has been returned unsatisfied, (ii) the other party is insolvent or in an insolvency proceeding, (iii) the other party cannot be served with process, or (iv) it is otherwise apparent that payment cannot be obtained from the other party.  (e) An accommodation party who pays the instrument is entitled to reimbursement from the accommodated party and is entitled to enforce the instrument against the accommodated party.  An accommodated party who pays the instrument has no right of recourse against, and is not entitled to contribution from, an accommodation party.”

(iv) “As a surety, the accommodation party’s obligation arises from contract . . . . In the simplest accommodation transaction three different obligations or contracts . . . are present and should be sharply distinguished: (1) the contract on which the principal debtor (PD) (accommodated party) is liable to the creditor (C) (holder, payee, taker, bank) (K-1); (2) the contract on which the accommodation party (S) (surety) is liable to the creditor (K-2); and (3) the contract on which the accommodated party is liable to the accommodation party (K-3).”-154

e. The Principal Obligation (K-1)

(i) “Obviously the creditor (lending bank) may proceed directly on the contract against the principal debtor, and the latter cannot insist that the bank first proceed against the accommodation party.”-156

(ii) “Usually an indorser is not liable on a note until it has been dishonored by the maker upon a due presentment and notice of dishonor has been properly given.  The liability of the maker, on the other hand, is unconditional and is not contingent upon presentment and notice of dishonor.  These rules suggest that the holder (the lending bank) might well proceed against the accommodation party (maker) first, and as we shall see, it has the right to do so.  But the lender usually is not required to do so, because UCC §§ 3-504(a)(ii), (iv), and (v) and 3-504(b) generally strip the accommodation party of his or her rights to presentment and notice of dishonor where he or she has signed the instrument as an indorser, and the bank usually may proceed directly against him or her without first seeking payment from the accommodation maker.”-157

(iii) UCC § 3-412 provides: “The issuer of a note or cashier’s check or other draft drawn on the drawer is obliged to pay the instrument (i) according to its terms at the time it was issued or, if not issued, at the time it first came into possession of a holder, or (ii) if the issuer signed an incomplete instrument, according to its terms when completed, to the extent stated in §§ 3-115 and 3-407.  The obligation is owed to a person entitled to enforce the instrument or to an indorser who paid the instrument under § 3-415.”

(iv) UCC § 3-413 provides: “(a) The acceptor of a draft is obliged to pay the draft (i) according to its terms at the time it was accepted, even though the acceptance states that the draft is payable ‘as originally drawn’ or equivalent terms, (ii) if the acceptance varies the terms of the draft, according to the terms of the draft as varied, or (iii) if the acceptance is of a draft that is an incomplete instrument, according to its terms when completed, to the extent stated in §§ 3-115 and 3-407.  The obligation is owed to a person entitled to enforce the draft or to the drawer or an indorser who paid the draft under § 3-414 or 3-415.  (b) If the certification of a check or other acceptance of a draft states the amount certified or accepted, the obligation of the acceptor is that amount.  If (i) the certification or acceptance does not state an amount, (ii) the amount of the instrument is subsequently raised, and (iii) the instrument is then negotiated to a holder in due course, the obligation of the acceptor is the amount of the instrument at the time it was taken by the holder in due course.”

(v) UCC § 3-414 provides: “(a) This section does not apply to cashier’s checks or other drafts drawn on the drawer.  (b) If an unaccepted draft is dishonored, the drawer is obliged to pay the draft (i) according to its terms at the time it was issued or, if not issued, at the time it first came into possession of a holder, or (ii) if the drawer signed an incomplete instrument, according to its terms when completed, to the extent stated in §§ 3-115 and 3-407.  The obligation is owed to a person entitled to enforce the draft or to an indorser who paid the draft under § 3-415.  (c) If a draft is accepted by a bank, the drawer is discharged, regardless of when or by whom acceptance was obtained.  (d) If a draft is accepted and the acceptor is not a bank, the obligation of the drawer to pay the draft if the draft is dishonored by the acceptor is the same as the obligation of an indorser under §§ 3-415(a) and (c).  (e) If a draft states that it is drawn ‘without recourse’ or otherwise disclaims liability of the drawer to pay the draft, the drawer is not liable under subsection (b) to pay the draft if the draft is not a check.  A disclaimer of the liability stated in subsection (b) is not effective if the draft is a check.  (f) If (i) a check is not presented for payment or given to a depositary bank for collection within 30 days after its date, (ii) the drawee suspends payments after expiration of the 30-day period without payment the check, and (iii) because of the suspension of payments, the drawer is deprived of funds maintained with the drawee to cover payment of the check, the drawer to the extent deprived of funds may discharge its obligation to pay the check by assigning to the person entitled to enforce the check the rights of the drawer against the drawee with respect to the funds.”

(vi) UCC § 3-415 provides: “(a) Subject to subsections (b)-(e) and to § 3-419(d), if an instrument is dishonored an indorser is obliged to pay the amount due on the instrument (i) according to the terms of the instrument at the time it was indorsed, or (ii) if the indorser indorsed an incomplete instrument, according to its terms when completed, to the extent stated in §§ 3-115 and 3-407.  The obligation of the indorser is owed to a person entitled to enforce the instrument or to a subsequent indorser who paid the instrument under this section.  (b) If an indorsement states that it is made ‘without recourse’ or otherwise disclaims liability of the indorser, the indorser is not liable under subsection (a) to pay the instrument.  (c) If notice of dishonor of an instrument is required by § 3-503 and notice of dishonor complying with that section is not given to an indorser, the liability of the indorser under subsection (a) is discharged.  (d) If a draft is accepted by a bank after an indorsement is made, the liability of the indorser under subsection (a) is discharged.  (e) If an indorser of a check is liable under subsection (a) and the check is not presented for payment, or given to a depositary bank for collection, within 30 days after the day the indorsement was made, the liability of the indorser under subsection (a) is discharged.”

(vii) UCC § 3-504 provides: (a) Presentment for payment or acceptance of an instrument is excused if (i) the person entitled to present the instrument cannot with reasonable diligence make presentment, (ii) the maker or acceptor has repudiated an obligation to pay the instrument or is dead or in insolvency proceedings, (iii) by the terms of the instrument presentment is not necessary to enforce the obligation of indorsers or the drawer, (iv) the drawer or indorser whose obligation is being enforced has waived presentment or otherwise has no reason to expect or right to require that the instrument be paid or accepted, or (v) the drawer instructed the drawee not to pay or accept the draft or the drawee was not obligated to the drawer to pay the draft.  (b) Notice of dishonor is excused if (i) by the terms of the instrument notice of dishonor is not necessary to enforce the obligation of a party to pay the instrument, or (ii) the party whose obligation is being enforced waived notice of dishonor.  A waiver of presentment is also a waiver of notice of dishonor.  (c) Delay in giving notice of dishonor is excused if the delay was caused by circumstances beyond the control of the person giving the notice and the person giving the notice exercised reasonable diligence after the cause of the delay ceased to operate.”

(viii) “[T]he accommodation party has the right to assert all defenses that could be put forth by the principal debtor, save ‘merely personal’ ones such as infancy, lack of capacity and discharge in bankruptcy.  This rule is sometimes said to be based on the fiction that the accommodation party’s promise is supported by the consideration flowing to the accommodated party, making the accommodation party entitled to the accommodation party’s defenses.”-157

f. The Obligation of the Accommodation Party (K-2 and K-4)

(i) “[T]he contract of the accommodation party rests on its own bottom and is the only point to which reference should be made in fixing his or her liability.”

(ii) “The accommodation party . . . often simply signs his or her name to the front or the back of the note or other negotiable instrument.”-158

(iii) “Rev. UCC § 3-419(b) states, in part: ‘An accommodated party may sign the instrument as maker, drawer, acceptor, or indorser and, subject to subsection (d) [guaranteeing collection rather than payment of the obligation], is obliged to pay the instrument in the capacity in which the accommodation party signs.’”-158 n.31.

(iv) “Official Comment 3 to Rev. UCC § 3-419 states, in part: ‘Whether a person is an accommodation party is a question of fact.  But it is almost always the case that a co-maker who signs with words of guaranty after the signature is an accommodation party.  The same is true of an anomalous indorser.  In either case a person taking the instrument is put on notice of the accommodation status of the co-maker or indorser.’”-158 n.32.

(v) Accommodation Indorsers

A. “Banks appear to run risks when they permit accommodation parties to indorse rather than to co-make the notes of their borrowers, because, as we have seen, in that case the accommodation party usually is secondarily liable and can be held liable only upon proof by the bank that it has given prompt notice of dishonor to the indorser.”-159

B. “UCC § 3-504 provides that ‘where a waiver of presentment or notice or protest is embodied in the instrument itself it is binding on all parties; but where it is written above the signature of an indorser it binds him only.’”-159

C. “In the absence of an express waiver clause, the bank may be able to prove an implied waiver of notice of dishonor and thus hold the accommodation indorsers liable even though the bank has not otherwise satisfied this condition.  Indeed, often this will be the case because accommodation parties usually are closely connected with the principal debtor and know of its financial condition as it unfolds, including the fact that it will not be able to pay the note when it comes due.”-159

D. “Sections 3-504(a)(ii), (iv), and (v) and 3-504(b) provide for an implied waiver in this situation, and few Code cases to date on the matter involving accommodation indorsers have given that section its full meaning, holding them liable in spite of the absence of notice.”-160

(vi) Guarantors

A. “Accommodation indorsers often are required to add words of guaranty to their signatures.  In this event they undertake special obligations, depending upon whether they guarantee payment or collection.”-160

B. The payment guarantee “resulted in the waiver of presentment and notice of dishonor and made the guarantor indistinguishable from a co-maker.”-160

C. “Under both the Revised UCC and the Original UCC, the lending bank is better off with a payment guaranty than a collection guaranty.”-161

D. “The courts are divided as to whether parol evidence may be introduced to evidence a contract of guaranty where the word ‘guaranty’ has not been used.”-162

(vii) Continuing Guarantors of the Negotiable Instrument

A. “[G]uarantors of all types frequently evidence their (K-2) obligations by signing negotiable instruments as makers or indorsers.  Often the contract of such guarantors is detailed specifically in a separate agreement. . . . Continuing guarantors, however, frequently do not sign a note but undertake liability by signing a separate agreement.  In this case, the rules of § 3-419 are not applicable and the rights and duties of the guarantor are determined by the general suretyship law of the state.”-163

(viii) Warrantors

A. “The principal purpose of the accommodation party is to better assure payment to one who has extended credit and not to firm up commercial paper so that it will circulate with fewer risks.”-172

B. “[D]o the words of § 3-419(b) that ‘the accommodation party is liable in the capacity in which he has signed’ also carry with them the normal warranty obligations that attend the transfer of an instrument?  The answer to this question is ‘no,’ because § 3-416 provides that only a person who transfers an instrument and receives consideration is a warrantor.  The accommodation indorser, of course, receives consideration, but he or she is exempted from warranty liability because he or she is not a transferor.  This position also reflects the common law view, but not the view of section 66 of the NIL, which imposed warranty liability on accommodation indorsers.  New York preferred the NIL rule to the new Code provision and amended § 3-419 to provide for it.”-172

g. Defenses of the Accommodation Party

(i) “When UCC § 3-419(b) states that the ‘accommodation party is liable in the capacity in which he has signed even though the taker knows of the accommodation,’ the section uses the word ‘liable’ in the special way that this word is used in commercial paper transactions.  This special use recognizes that defenses may be interposed to defeat liability. . . . It simply indicates that his or her obligation to pay accrues without any activity on the part of the holder.”173

(ii) “If the plaintiff is a holder in due course or is a successor to a holder in due course, the plaintiff will cut off the defendant’s personal defenses in most cases but will take subject to the defendant’s real defenses in the absence of estoppel.  However, if the plaintiff is not a holder in due course or is not a successor to such a person, the plaintiff will be defeated by any defense, real or personal, which the defendant can establish.”-173

(iii) Direct Defenses to the K-2 Contract

A. Lack of Consideration – “Accommodation parties usually sign the note or instrument gratuitously and they perhaps naturally, therefore, often set up want of consideration as a defense to liability when the lending bank pursues them. . . . [T]he Revised UCC [§ 3-419(b)] puts the matter to rest by providing that ‘the obligation of an accommodation party may be enforced notwithstanding any statute of frauds and whether or not the accommodation party receives consideration for the accommodation.’”-174

B. ‘Pious Fraud’ – Special Understanding as to Liability – “A surprising number of reported code cases have involved the attempt of an accommodation party to escape liability on the ground that he or she had a special understanding with the creditor at the time the instrument was signed that no liability was to accrue to the accommodation party. . . . [O]nly one court held that where the holder had induced the maker to become an accommodation party, by agreeing that he should not be held liable as a principal, the accommodation maker had a valid defense and parol evidence was admissible to prove that the maker had signed as an accommodation party only. . . . [T]he analysis has tended to emphasize the parol evidence rule.  Such an approach is difficult because Article 3 of the UCC . . . does not provide a general parol evidence rule.  As a result, courts have relied mainly on pre-UCC law, usually holding that parol evidence cannot be admitted to contradict the written terms of a negotiable instrument, absent the showing of fraud. . . . There are two specific parol evidence rules in Article 3 of the UCC of which lending officers must take notice in their dealings with accommodation parties.  UCC § 3-117 and 3-106(a) and (b) provide that ‘as between the obligor and his immediate obligee or any transferee the terms of an instrument may be modified or affected by any other written agreement executed as a part of the same transaction, except that a holder in due course is not affected by any limitation of his rights arising out of the separate written agreement if he had no notice of the limitation when he took the instrument.’  Under this provision, any writing executed as part of the accommodation transaction could be introduced into evidence and possibly be used to exonerate the accommodation party. . . . The other specific parol evidence rule is found in Orig. UCC § 3-415.  Section 3-415(3) states that, ‘as against a holder in due course and without notice of the accommodation oral proof of the accommodation is not admissible to give the accommodation party the benefit of discharges dependent on his character as such.  In other cases, the accommodation character may be shown by oral proof.’ . . . [I]t appears that Orig. UCC § 3-415(3) is limited to cases in which the nature or capacity of the signature is at issue and does not include those cases in which special promises of immunity are alleged.”-175

(iv) Derivative Defenses

A. In General – “The accommodation party often may assert events that surround the K-1 contract to defeat liability on the K-2 contract, and for that reason these defenses usually are called ‘derivative.’ . . . [B]ut it should be noted . . . that these defenses are derivative only in a general sense.  At bottom, the accommodation party must defend with his or her own defenses, but these defenses include the possibility that the creditor has done things in his or her relationship to the principal debtor that may have altered the undertaking or risks initially assumed by the accommodation party to such an extent that he or she no longer should be liable, or fully liable, on the K-2 contract.”178

B. Impairment of Collateral – “The most common case in which the accommodation party asserts that his or her initial risks have been increased because of principal debtor-creditor activities (K-1) is where the creditor impairs the collateral which the principal debtor has provided.  In this case, § 3-605(e) discharges the accommodation party and provides that ‘the holder discharges any party to the instrument to the extent that without such party’s consent the holder unjustifiably impairs any collateral for the instrument given by or on behalf of the party or any person against whom he has a right of recourse.’”-178

1. UCC § 605(e) defines the meaning of “to the extent”: “The value of an interest in collateral is impaired to the extent (i) the value of the interest is reduced to an amount less than the amount of the right of recourse of the party asserting discharge, or (ii) the reduction in value of the interest causes an increase in the amount by which the amount of the right of recourse exceeds the value of the interest.  The burden of proving the impairment is on the party asserting discharge.”-178

2. “Impairment of collateral cases include situations where the creditor releases the collateral to the principal debtor, where the creditor permits the debtor to substitute collateral, and, most importantly, where the creditor fails to perfect his or her security interest in the collateral.”-179

3. UCC § 605 provides: (a) “In this section, the term ‘indorser’ includes a drawer having the obligation described in Section 3-414(d).  (b) Discharge, under § 3-604, of the obligation of a party to pay an instrument does not discharge the obligation of an indorser or accommodation party having a right of recourse against the discharged party.  (c) If a person entitled to enforce an instrument agrees, with or without consideration, to an extension of the due date of the obligation of a party to pay the instrument, the extension discharges an indorser or accommodation party having a right of recourse against the party whose obligation is extended to the extent the indorser or accommodation party proves that the extension caused loss to the indorser or accommodation party with respect to the right of recourse.  (d) If a person entitled to enforce an instrument agrees, with or without consideration, to a material modification of the obligation of a party other than an extension of the due date, the modification discharges the obligation of an indorser or accommodation party having a right of recourse against the person whose obligation is modified to the extent the modification causes loss to the indorser or accommodation party with respect to the right of recourse.  The loss suffered by the indorser or accommodation party as a result of the modification is equal to the amount of the right of recourse unless the person enforcing the instrument proves that no loss was caused by the modification or that the loss caused by the modification was an amount less than the amount of the right of recourse.  (e) If the obligation of a party to pay an instrument is secured by an interest in collateral and a person entitled to enforce the instrument impairs the value of the interest in collateral, the obligation of an indorser or accommodation party having a right of recourse against the obligor is discharged to the extent of the impairment.  The value of an interest in collateral is impaired to the extent (i) the value of the interest is reduced to an amount less than the amount of the right of recourse of the party asserting discharge, or (ii) the reduction in value of the interest causes an increase in the amount by which the amount of the right of recourse exceeds the value of the interest.  The burden of proving the impairment is on the party asserting discharge.  (f) If the obligation of a party is secured by an interest in collateral, the obligation of any party who is jointly and severally liable with respect to the secured obligation is discharged to the extent the impairment causes the party asserting discharge to pay more than that party would have been obliged to pay, taking into account rights of contribution, if impairment had not occurred.  If the party asserting discharge is an accommodation party not entitled to discharge under subsection (e), the party is deemed to have a right of contribution based on joint and several liability rather than a right to reimbursement.  The burden of proving impairment is on the party asserting discharge.  (g) Under subsection (e) or (f), impairing value of an interest in collateral includes (i) failure to obtain or maintain perfection or recordation of the interest in collateral, (ii) release of collateral without substitution of collateral of equal value, (iii) failure to perform a duty to preserve the value of collateral owed, under Article 9 or other law, to a debtor or surety or other person secondarily liable, or (iv) failure to comply with applicable law in disposing of collateral.  (h) An accommodation party is not discharged under subsection (c), (d), or (e) unless the person entitled to enforce the instrument knows of the accommodation or has notice under § 3-419(c) that the instrument was signed for accommodation.  (i) A party is not discharged under this section if (i) the party asserting discharge consents to the event or conduct that is the basis of the discharge, or (ii) the instrument or a separate agreement of the party provides for waiver of discharge under this section either specifically or by general language indicating that parties waive defenses based on suretyship or impairment of collateral.”

C. Extension of Principal Obligation – “Another common alteration of the K-1 contract that may discharge the accommodation party is the extension agreement entered into by the creditor and principal debtor, giving the latter a greater time to pay his or her obligation.”-179

1. “Even if the accommodation party does not consent to the extension, the creditor under the original UCC could preserve the accommodation party’s obligations on the K-2 contract through an ‘express reservation of rights.’”-180

2. “Where the accommodation party does not consent to the extension agreement and the creditor has not made an express reservation of rights, the accommodation party is discharged.”-180

3. “At common law, most courts held that an accommodation party was discharged only to the extent of injury where collateral had been impaired, and the same rule applied to compensated sureties where unreserved extensions had been made.”-181

4. “The cases to date under the Code shed very little light on the question of whether the discharge is absolute or pro tanto.  Without elaborate discussion, most courts seem to regard the discharge as absolute but do not state facts concerning the extent of the injury of the accommodation party.”-181

D. Extinction of Principal Obligation – “Under classical suretyship law, a surety’s obligation was accessorial.  That meant, in effect, that the surety’s obligation could not exist in the absence of a principal obligation. . . . Two exceptions to this rule developed over the years.  The first exception was that the surety was not released if he or she had consented to remain liable notwithstanding the release of the principal.  The second exception was that the surety was not discharged if the creditor in the release had reserved his or her rights against the surety.  Orig. UCC § 3-606 has carried forth these rules.”-181

1. “Rev. UCC § 3-605 [which replaced § 3-606] effects a major change by allowing the creditors to release the principal debtor and still hold the surety liable without observing the formalities previously required by the ‘reservation of rights’ doctrine.”-182

2. “[I]t is now clear that under Rev. UCC § 3-605 the release of the principal does not destroy the surety’s right of reimbursement, whether or not there has been consent or a reservation of rights.”-182

E. Other Derivative Defenses – “[M]ost common law courts held that the creditor could not compel the accommodation party to perform where the creditor had created a situation which gave the accommodated party a defense and thus made his or her performance less likely.”-182

1. “In five code cases . . . the accommodation party sought discharge unsuccessfully on the ground that the principal obligation (K-1) was usurious.  In all these cases, however, the principal obligor was a corporation which was barred by the law of the relevant state from pleading usury as a defense.”-182

2. “The K-2 contract is not usurious because the accommodation party is not a borrower, and if usury is unavailable as a defense on K-1 it is hard to see how a derivative defense could be drawn from the contract and applied to K-2.  One is constrained to conclude that accommodation parties raising the usury defense do so in a last resort effort to escape liability.”-183

3. “Another last resort effort to escape liability is the argument of the accommodation party that the K-2 contract is discharged when the principal obligor receives a discharge in bankruptcy.”-183

4. “[T]he Bankruptcy Code provides that the liability of a surety for a bankrupt principal shall not be altered by the discharge of such bankrupt.”

F. The Holder in Due Course – “[M]ost defenses raised by accommodation parties directly or derivatively are personal in nature and therefore, . . . are cut off by a holder in due course. . . . Of course, real defenses such as forgery of the accommodation party’s signature may be established against holders in due course in the absence of estoppel.”-183

13. Rights of Accommodation Parties

a. In General

(i) “With the exception of the doctrine of exoneration as adopted in those states that have embraced Pain v. Packard, . . . the accommodation party has no rights, as contrasted with defenses, against the creditor, and, therefore, lending officers are little concerned with the affirmative rights of accommodation parties.”-184

(ii) “[T]he accommodated party usually has a duty to the accommodation party as well as to the creditor.  It is out of this duty that the accommodation party’s basic rights of reimbursement, exoneration and subrogation spring.  These rights are based on contract, quasi-contract and equity. . . .”-184

(iii) “Where there are two or more accommodation parties there often is an understanding between or among them as to how ultimate losses will be shared upon the default of the accommodated party.  This understanding is called the right of contribution . . . .”-185

b. Reimbursement and Subrogation

(i) “When the accommodation party proceeds directly against the accommodated party on the K-3 or K-5 contract, the accommodation party’s action is one of reimbursement. . . . After paying the creditor, the accommodation party has a right to recover that payment from the party accommodated.  On the other hand, if the creditor collects from the accommodated party, then the creditor does not have an action against the accommodation party.  These rules appear in § 3-419(e): ‘An accommodation party is not liable to the party accommodated, and if he pays the instrument has a right of recourse on the instrument against such party.’”-185

(ii) “Subrogation is the right of the accommodation party to be substituted to the position of the creditor upon paying the principal’s debt.”-185

(iii) “Where the creditor is a holder in due course, there may be advantages to proceeding by way of subrogation rather than reimbursement.  In this case, the accommodation party succeeds to the status of a holder in due course and can cut off defenses which might be available against holders not in due course.”

(iv) “Section 108 of The Restatement of Security . . . states: ‘(1) The principal [accommodated party] is not relieved of his duty to reimburse a person who has become a surety [accommodation party] with the consent of the principal where the surety: (a) pays an obligation for which the principal is liable, even if the surety has a defense; or (b) pays an obligation upon which the principal has a defense which is available to the surety without knowing of the defense; or (c) knowing of a defense on behalf of the principal, which is available to the surety, pays a judgment obtained on a surety obligation after giving the principal notice of the action and an opportunity to defend it; or (d) performs under business compulsion, irrespective of defenses of both surety and principal.  (2) Where the principal has not consented to the surety’s obligation the principal has no duty to reimburse the surety to the extent that the principal has a defense. . . . (5) Where the principal has a defense which is known to and available to a surety who has become a surety with the consent of the principal, and the surety does not assert it, or asserts it in an action without giving the principal notice of the action and an opportunity to defend it, or where the surety as well as the principal has a defense, the principal has no duty to reimburse the surety unless business compulsion requires performance by the surety.’”-186

c. Contribution

(i) “The right of contribution . . . is of no interest to the lending officer since it does not involve the creditor in any way and only allocates losses between or among several accommodation parties.”-186

(ii) “[I]t is said that an accommodation party who, in the performance of his or her obligation, discharges more than his or her proportionate share of the obligation to the accommodated party is entitled to contribution from his or her co-sureties.  But the K-5 contract stands on its own bottom, and the accommodation parties are competent to agree that one shall stand the entire loss or that it shall be divided on a basis other than pro-rata.  Where an agreement has not been expressly made on this matter, the courts work out the K-5 contract by looking to the capacity in which the accommodation parties have signed the note.”-187

d. Exoneration

(i) “If the accommodated party does not perform when the note comes due, the accommodation party may bring a suit in equity against the accommodated party to compel performance.  This is called an action for exoneration.”-187

(ii) “A celebrated case, Pain v. Packard, decided by the [New York Court of Appeals] greatly extended the doctrine of exoneration by holding that the accommodation party could exonerate himself or herself from liability by requiring the creditor to proceed against the accommodated party, in addition to the usual action of compelling the accommodated party to pay the creditor.”-187

(iii) “The doctrine of Pain v. Packard has remained the law of New York, but only two other states have adopted it by way of judicial decision, and some courts have severely criticized the case.  But approximately twenty-three states have adopted the rule by statute, and in these places it should be a mater of serious concern to lending officers.”-188

14. Liability on the Underlying Obligation

a. “When a maker issues a note to a payee chances are good that the maker is doing so to satisfy an obligation to pay the price of goods or to evidence an obligation to repay a loan.”-191

B. Defenses to Liability

1. “If the plaintiff is a holder in due course, he or she will cut off the defendant’s personal defenses but will take subject to the defendant’s real defenses, in the absence of estoppel.  In contrast, if the plaintiff is not a holder in due course his or her right to payment usually will be defeated by any defense, real or personal, that the defendant can establish.  [T]here are a few special situations in which one who is not a holder in due course nevertheless will be able to cut off a plaintiff’s personal defenses.”-192

2. “’Claims’ sometimes are confused with ‘defenses,’ because claims are cut off by a holder in due course and may be asserted defensively.  Unlike defenses, however, claims also may be asserted affirmatively.”-192

3. Claims and Defenses

a. Claims

(i) “A claim is a property interest in a negotiable instrument.  In this regard, one no longer in possession of a negotiable instrument still may own it.  For example, if bearer paper is stolen, the victim still has ownership rights (‘a claim’) that can be successfully asserted against the thief.  If the thief negotiates the instrument to a holder in due course, however, the claim of the former owner against the thief is cut off. . . . Claims, however, are sometimes asserted affirmatively, as where the owner sues the thief to recover the stolen note.”-193

(ii) “Claims are property interests in a negotiable instrument, but they need not represent full ownership of the instrument.  A holder of a security interest in a negotiable instrument, for example, has a claim but not complete ownership.”-193

(iii) UCC § 3-203(c) provides: “Unless otherwise agreed, if an instrument is transferred for value and the transferee does not become a holder because of lack of indorsement by the transferor, the transferee has a specifically enforceable right to the unqualified indorsement of the transferor, but negotiation of the instrument does not occur until the indorsement is made.”

(iv) UCC § 3-306 provides: “A person taking an instrument, other than a person having rights of a holder in due course, is subject to a claim of a property or possessory right in the instrument or its proceeds, including a claim to rescind a negotiation and to recover the instrument or its proceeds.  A person having rights of a holder in due course takes free of the claim to the instrument.”

b. Defenses

(i) “At common law and under the NIL it was the usual practice of courts to characterize defenses to negotiable instruments as being ‘real’ or ‘personal.’”-194

(ii) “Real defenses are available against holders in due course, whereas personal defenses are not.”-194

(iii) Real Defenses

A. “Real defenses exist where the instrument lacks legal efficacy at its inception, or where for overriding policy reasons it is concluded that a holder in due course should be subject to the defense.”-194-95

B. “Rev. UCC § 3-305(a)(1) . . . lists four real defenses in two cases, by adopting by reference underlying state law: (i) infancy of the obligor to the extent it is a defense to a simple contract; (ii) duress, lack of legal capacity, or illegality of the transaction which, under other law, nullifies the obligation of the obligor; (iii) fraud that induced the obligor to sign the instrument with neither knowledge nor reasonable opportunity to learn of its character or its essential terms; or (iv) discharge of the obligor in bankruptcy.”-195

C. UCC § 3-305 provides: “(a) Except as stated in subsection (b), the right to enforce the obligation of a party to pay an instrument is subject to the following: (1) a defense of the obligor based on (i) infancy of the obligor to the extent it is a defense to a simple contract, (ii) duress, lack of legal capacity, or illegality of the transaction which, under other law, nullifies the obligation of the obligor, (iii) fraud that induced the obligor to sign the instrument with neither knowledge nor reasonable opportunity to learn of its character or its essential terms, or (iv) discharge of the obligor in insolvency proceedings; (2) a defense of the obligor stated in another section of this Article or a defense of the obligor that would be available if the person entitled to enforce the instrument were enforcing a right to payment under a simple contract; and (3) a claim in recoupment of the obligor against the original payee of the instrument if the claim arose from the transaction that gave rise to the instrument; but the claim of the obligor may be asserted against a transferee of the instrument only to reduce the amount owing on the instrument at the time the action is brought.  (b) The right of a holder in due course to enforce the obligation of a party to pay the instrument is subject to defenses of the obligor stated in subsection (a)(1), but is not subject to defenses of the obligor stated in subsection (a)(2) or claims in recoupment stated in subsection (a)(3) against a person other than the holder.  (c) Except as stated in subsection (d), in an action to enforce the obligation of a party to pay the instrument, the obligor may not assert against the person entitled to enforce the instrument a defense, claim in recoupment, or claim to the instrument (Section 3-306) of another person, but the other person’s claim to the instrument may be asserted by the obligor if the other person is joined in the action and personally asserts the claim against the person entitled to enforce the instrument.  An obligor is not obliged to pay the instrument if the person seeking enforcement of the instrument does not have rights of a holder in due course and the obligor proves that the instrument is a lost or stolen instrument.  (d) In an action to enforce the obligation of an accommodation party to pay an instrument, the accommodation party may assert against the person entitled to enforce the instrument any defense or claim in recoupment under subsection (a) that the accommodated party could assert against the person entitled to enforce the instrument, except the defenses of discharge in insolvency proceedings, infancy, and lack of legal capacity.”

D. “A number of courts have held that forgery is a real defense, but on close analysis, these decisions violate the principle that no one is liable on a negotiable instrument unless he or she has signed it.  A person whose name is forged on a negotiable instrument has not signed it, and therefore is not liable on it.  He or she has no need to set up a defense, because defenses are set up to defeat the liability that ensues when one signs a negotiable instrument.”-195

E. “It suffices to say that a forged signature is ‘wholly inoperative’ or ‘ineffective’ as that of the person whose name is signed unless he or she ratifies it or is precluded from denying it.”-195

F. UCC § 3-403 provides: “(a) Unless otherwise provided in this Article or Article 4, an unauthorized signature is ineffective except as the signature of the unauthorized signer in favor of a person who in good faith pays the instrument or takes it for value.  An unauthorized signature may be ratified for all purposes of this Article.  (b) If the signature of more than one person is required to constitute the authorized signature of an organization, the signature of the organization is unauthorized if one of the required signatures is lacking.  (c) The civil or criminal liability of a person who makes an unauthorized signature is not affected by any provision of this Article which makes the unauthorized signature effective for the purposes of this Article.”

G. Original UCC § 3-407(3) “states that in the event of a material alteration there is a real defense to the extent of the alteration, and a personal defense as to the original tenor of the instrument.  Rev. UCC § 3-407(c) states the same rule in slightly different language.”-195-96

H. “Rev. UCC § 3-305(a)(1)(i) makes infancy a defense ‘to the extent it is a defense to a simple contract.’  This general formulation permits the various states to recognize that infancy is a real defense but to treat the restoration problem differently.”-196

I. “The states are in sharp disagreement as to what kinds of incapacity, duress or illegality render a transaction a nullity, and thus create a real defense.  In some states, for example, insanity is not recognized as rendering a transaction a nullity unless and until the insane person is committed (interdicted).”-196

J. “In many states, mild threats give rise to a personal defense, whereas violent threats create a real defense.  The states differ as to where the line is to be drawn.”-196

K. “In some states any illegality involved in the creation of a negotiable instrument destroys its efficacy by rendering it null.  In other states distinctions are drawn between illegality that is merely malum prohibitum and malum in se; that is, between relatively minor illegalities that involve mere violations of certain regulations and those of evil or violent import. . . . In states that make this distinction, only illegality of the malum in se kind create a real defense.  In recognition of these differing social policies, the UCC makes illegality a real defense only if under the law of the state it has the effect of nullifying an obligation.”-196

L. “In early times, ‘fraud in the factum’ or, as it sometimes was called, fraud in esse or ‘fraud in the execution,’ created a real defense, whereas ‘fraud in the inducement’ created a personal defense only.  Fraud in the factum involves one who signs one instrument believing it to be another.”-196

M. “[O]ften the victim of fraud in the execution should have known of the deception; thus, while many common law courts gave the victim a real defense, they were quick to estop her or him from asserting it against an innocent third party, such as a holder in due course, if the victim had been negligent in not discovering the deception or otherwise guarding against it.”-197

N. Under UCC § 3-305(a)(1)(iii), “there is a real defense if the ‘fraud that induced the obligor to sign the instrument [was such that the instrument was signed] with neither knowledge nor reasonable opportunity to learn of its character or its essential terms.’”-197

(iv) Personal Defenses

A. “Any defense of the obligor other than a real defense, that can be asserted because of a provision of Article 3 of the UCC or which could be asserted against one enforcing the right to payment under a simple contract, is a personal defense.  Many of these defenses are listed in Official Comment 2 to UCC § 3-305: ‘Article 3 defenses are nonissuance of the instrument, conditional issuance, and issuance for a special purpose (Section 3-105(b)); failure to countersign a traveler’s check (Section 3-106(c)); modification of the obligation by a separate agreement (Section 3-117); payment that violates a restrictive indorsement (Section 3-206(f)); instruments issued without consideration or for which promised performance has not been given (Section 3-303(b)), and breach of warranty when a draft is accepted (Section 3-417(b)).  The most prevalent common law defenses are fraud, misrepresentation or mistake in the issuance of the instrument.’”-198

B. “Thus it may be said as a general proposition that personal defenses are those that do not deny the existence of a contract between prior parties but which assert that the contract, by reason of some act or circumstance occurring contemporaneously or subsequently, has become voidable or defeasible, in whole or in part.  Personal defenses, of course, are not available against holders in due course.”-198

C. “Personal defenses often are called ‘contract defenses’ because most of them involve the kind of fact situations that would allow an obligor to defend against liability on a simple contract.”-198

D. “[A]cts of discharge – that is to say, acts that extinguish a negotiable instrument or the liability of a party on it – amount to a personal defense only.”-198

E. UCC § 3-601 provides: “(a) The obligation of a party to pay the instrument is discharged as stated in this Article or by an act or agreement with the party which would discharge an obligation to pay money under a simple contract.  (b) Discharge of the obligation of a party is not effective against a person acquiring rights of a holder in due course of the instrument without notice of the discharge.”

F. “[D]ischarge is a personal defense only that a holder in due course may cut off.”-199

G. “Usually cancellation or renunciation is done in such a manner that it would prevent anyone from becoming a holder in due course.  If the cancellation or renunciation, however, does not make the paper irregular or put a purchaser on notice that something might be wrong, he or she could be a holder in due course, cutting off the defense of discharge.”-199

H. “[A]n indorser to whom notice of dishonor is required but is not given is discharged.  Moreover, an instrument payable at a fixed date will not be dishonored until that date, and thereafter no one can be a holder in due course.  A demand instrument, however, may be purchased after it has been dishonored.  If the purchaser takes such an instrument as a holder in due course, he or she will cut off the defense of discharge.”

(v) Jus Tertii

A. “The contract defenses that a party may raise against liability on a negotiable instrument must be the party’s own defenses, not the defenses that someone else might possibly interpose if he or she were made the defendant in a suit.  Similarly, the defenses asserted must be chargeable to the plaintiff against whom they are asserted.  These principles are known as the doctrine of jus tertii.”-199

4. Holder in Due Course

a. UCC § 3-302 provides: “(a) Subject to subsection (c) and Section 3-106(d), ‘holder in due course’ means the holder of an instrument if: (1) the instrument when issued or negotiated to the holder does not bear such apparent evidence of forgery or alteration or is not otherwise so irregular or incomplete as to call into question its authenticity; and (2) the holder took the instrument (i) for value, (ii) in good faith, (iii) without notice that the instrument is overdue or has been dishonored or that there is an uncured default with respect to payment of another instrument issued as part of the same series, (iv) without notice that the instrument contains an unauthorized signature or has been altered, (v) without notice of any claim to the instrument described in Section 3-306, and (vi) without notice that any party has a defense or claim in recoupment described in Section 3-305(a).  (b) Notice of discharge of a party, other than discharge in an insolvency proceeding, is not notice of a defense under subsection (a), but discharge is effective against a person who became a holder in due course with notice of the discharge.  Public filing or recording of a document does not of itself constitute notice of a defense, claim in recoupment, or claim to the instrument.  (c) Except to the extent a transferor or predecessor in interest has rights as a holder in due course, a person does not acquire rights of a holder in due course of an instrument taken (i) by legal process or by purchase in an execution, bankruptcy, or creditor’s sale or similar proceeding, (ii) by purchase as part of a bulk transaction not in ordinary course of business of the transferor, or (iii) as the successor in interest to an estate or other organization.  (d) If, under Section 3-303(a)(1), the promise of performance that is the consideration for an instrument has been partially performed, the holder may assert rights as a holder in due course of the instrument only to the fraction of the amount payable under the instrument equal to the value of the partial performance divided by the value of the promised performance.  (e) If (i) the person entitled to enforce an instrument has only a security interest in the instrument and (ii) the person obliged to pay the instrument has a defense, claim in recoupment, or claim to the instrument that may be asserted against the person who granted the security interest, the person entitled to enforce the instrument may assert rights as a holder in due course only to an amount payable under the instrument which, at the time of enforcement of the instrument, does not exceed the amount of the unpaid obligation secured.  (f) To be effective, notice must be received at a time and in a manner that gives a reasonable opportunity to act on it.  (g) This section is subject to any law limiting status as a holder in due course in particular classes of transactions.”

b. “Under Rev. UCC § 3-302, six requirements must be met before a transferee may be a holder in due course: (1) he or she must be the holder of an instrument; (2) he or she must have taken the instrument in good faith; (3) he or she must have given value for the instrument; (4) he or she must have acquired the instrument: (a) without notice that the instrument is overdue or has been dishonored or that there is an uncured default with respect to payment of another instrument issued as part of the same series; (b) without notice that the instrument contains an unauthorized signature or has been altered; (c) without notice of any claim to the instrument described in Rev. UCC § 3-306; and (d) without notice that any party has a defense or recoupment described in UCC § 3-305(a); (5) he or she must acquire an instrument that does not bear such apparent evidence of forgery or alteration or is not otherwise so irregular or incomplete as to call into question its authenticity; and (6) he or she must not be disqualified from being a holder in due course because of the nature of the transaction in which the instrument was acquired.”

c. Holder of an Instrument

(i) “[O]ne cannot be a ‘holder in due course’ unless one is a ‘holder.’ . . . [Under] Rev. UCC § 1-201(20): ‘’Holder,’ with respect to a negotiable instrument, means the person in possession if the instrument is payable to bearer or, in the case of an instrument payable to an identified person, if the identified person is in possession.’  Under this definition, one can be a holder of an instrument only by showing that he or she is in possession of it and that its order or promise ‘runs’ to him or her.”-201

(ii) “The process by which the payee, or any subsequent party, makes his or her transferee a holder is called ‘negotiation.’  According to Rev. UCC § 2-301(b), ‘if an instrument is payable to an identified person, negotiation requires transfer of possession of the instrument and its indorsement by the holder.  If the instrument is payable to bearer, it may be negotiated by transfer of possession alone.’”-202

(iii) “[R]emember that a blank indorsement makes the paper bearer paper, whereas a special indorsement makes the paper order paper.”-202

(iv) UCC § 3-205(c) provides: “The holder may convert a blank indorsement that consists only of a signature into a special indorsement by writing, above the signature of the indorser, words identifying the person to whom the instrument is made payable.”  Subsections (a)-(b), (d) are set forth above.

d. Good Faith

Funding Consultants, Inc. v. Aetna Casualty & Surety Co.—S. Ct. of Conn., 1982

Issue: Whether “a maker of a note may introduce expert testimony to challenge the good faith of a person seeking to enforce the note as a holder in due course”? YES

Whether “the particular evidence offered by this defendant was sufficiently probative so that it should not have been excluded”? YES

Rule: “Only a holder in due course may enforce a negotiable instrument without regard to the maker’s assertion of a personal defense such as fraud in the inducement.”-205

“Evidence of the existence of a personal defense does, however, shift to the holder of the instrument the burden of proving his due course status.”-205

“That burden requires the holder to prove his taking of the instrument ‘(a) for value; and (b) in good faith; and (c) without notice that it is overdue or has been dishonored or of any defense against or claim to it on the part of any person.’”-205

“[T]he standard of good faith under the UCC is, as it was under the prior Negotiable Instruments Law, a subjective standard.  ‘Good faith,’ . . . is defined . . . as ‘honesty in fact in the conduct or transaction concerned.’ . . . [T]his standard is one that imposes no duty of due care on the holder.  The test is honesty in fact rather than negligence.”-207

“A defendant who wishes to overcome the plaintiff’s own testimony in support of its good faith perforce must introduce evidence to contradict the plaintiff’s assertions of honesty in fact.”-207

“In order to decide whether a holder of an instrument acted in good faith, the trier of fact must determine the intent or state of mind of the party concerned. . . . [T]he trier is entitled to consider not only the testimony of the interested party but also evidence of surrounding circumstances that inferentially illuminate his honesty in fact in view of his actual knowledge.  ‘Although mere negligence or failure to make the inquiries which a reasonably prudent person would make does not of itself amount to bad faith, if a party fails to make an inquiry for the purpose of remaining ignorant of facts which he believes or fears would disclose a defect in the transaction, he may be found to have acted in bad faith.’”-207

“Similarly, if a party pays for an instrument an amount far less than its face value, such evidence is a factor that a trier may reasonably consider in weighing whether a purchase was made in good faith.”-207

(i) “In 1974, the Uniform Law Commission, one of the sponsors of the UCC, promulgated the Uniform Consumer Credit Code (“U3C”).  Only twelve jurisdictions, however, have adopted this uniform act. . . . Essentially, the U3C prohibits creditors from taking negotiable instruments in consumer credit sales.”-212

(ii) U3C § 3.307 provides: “With respect to a consumer credit sale or consumer lease, [except a sale or lease primarily for an agricultural purpose,] the creditor may not take a negotiable instrument other than a check dated not later than ten days after its issuance as evidence of the obligation of the consumer.”-212

(iii) The Official Comment to the above section provides: “This section, together with §§ 3.403, 3.404, and 3.405, states a major tenet of this Act: that the holder in due course doctrine should be abrogated in consumer cases.”-212

(iv) “The FTC has promulgated rules to preserve consumers’ claims and defenses which prevent the holder-in-due-course doctrine from operating in cases where consumer goods or services are involved.”-216

(v) 16 CFR Part 433.2 provides: “In connection with any sale or lease of goods or services to consumers, in or affecting commerce as ‘commerce’ is defined in the FTC Act, it is an unfair or deceptive act or practice within the meaning of Section 5 of that Act for a seller, directly or indirectly, to: (a) Take or receive a consumer credit contract which fails to contain the following provision in at least ten point, bold face, type: Notice: any holder of this consumer credit contract is subject to all claims and defenses which the debtor could assert against the seller of goods or services obtained pursuant hereto or with the proceeds hereof.  Recovery hereunder by the debtor shall not exceed amounts paid by the debtor hereunder. or, (b) Accept, as full or partial payment for sale or lease, the proceeds of any purchase money loan (as purchase money loan is defined herein), unless any consumer credit contract made in connection with such purchase money loan contains the following provision in at least ten point, bold face type: Notice: any holder of this consumer credit contract is subject to all claims and defenses which the debtor could assert against the seller of goods or services obtained with the proceeds hereof.  Recovery hereunder by the debtor shall not exceed amounts paid by the debtor hereunder.”-218
e. Value

(i) UCC § 3-303 provides: “(a) An instrument is issued or transferred for value if: (1) the instrument is issued or transferred for a promise of performance, to the extent the promise has been performed; (2) the transferee acquires a security interest or other lien in the instrument other than a lien obtained by judicial proceeding; (3) the instrument is issued or transferred as payment of, or as security for, an antecedent claim against any person, whether or not the claim is due; (4) the instrument is issued or transferred in exchange for a negotiable instrument; or (5) the instrument is issued or transferred in exchange for the incurring of an irrevocable obligation to a third party by the person taking the instrument.  (b) ‘Consideration’ means any consideration sufficient to support a simple contract.  The drawer or maker of an instrument has a defense if the instrument is issued without consideration.  If an instrument is issued for a promise of performance, the issuer has a defense to the extent performance of the promise is due and the promise has not been performed.  If an instrument is issued for value as stated in subsection (a), the instrument is also issued for consideration.”

(ii) “Under the UCC it is clear that value and consideration are not the same. . . . UCC § 1-201(44) defines ‘value’ [as]: “Except as otherwise provided with respect to negotiable instruments and bank collections (Sections 3-303, 4-208 and 4-209) a person gives ‘value’ for rights if he acquires them (a) in return for a binding commitment to extend credit or for the extension or immediately available credit whether or not drawn upon and whether or not a charge-back is provided for in the event of difficulties of collection; or (b) as security for or in total or partial satisfaction of a pre-existing claim; or (c) by accepting delivery pursuant to a pre-existing contract for purchase; or (d) generally, in return for any consideration sufficient to support a simple contract.”

f. Notice of Certain Facts

(i) “[T]he UCC makes an important distinction between ‘knowledge’ and ‘notice.’ . . . ‘Knowledge’ is a much narrower concept than ‘notice.’  ‘Knowledge’ means ‘actual knowledge’ – that one actually knows of the fact in question.  If one has actual knowledge of a fact, he or she also has notice of it, but one may have notice of a fact without having actual knowledge of it.”-221

(ii) UCC § 1-201(25) provides: “A person has actual ‘notice’ of a fact when (a) he has actual knowledge of it; or (b) he has received a notice or notification of it; or (c) from all the facts and circumstances known to him at the time in question he has reason to know that it exists.  A person ‘knows’ or has ‘knowledge’ of a fact when he has actual knowledge of it.  ‘Discover’ or ‘learn’ or a word or phrase of similar import refers to knowledge rather than to reason to know.  The time and circumstances under which a notice or notification may cease to be effective are not determined by this Act.”

g. Authenticity: Absence of Irregularity or Incompleteness

h. Transactional Disqualification

(i) “Under Rev. UCC § 3-302(c), a holder may not be a holder in due course of an instrument: (a) by legal process or by purchase of the instrument in an execution, bankruptcy, or creditor’s sale or similar proceeding; or (b) by purchase as part of a bulk transaction not in the ordinary course of business of the transferor; or (c) as the successor in interest to an estate or other organization.”-225

Campbell Leasing v. FDIC—5th Cir., 1990

Issue: Whether the appellants have been deprived of property without just compensation in violation of the Fifth Amendment where the D’Oench, Duhme doctrine precludes their reliance on a defense to liability on a note? NO

Holding: “The D’Oench, Duhme doctrine does not deprive the appellants of property without just compensation.  The appellants have simply deprived themselves of certain defenses to liability by failing to protect themselves in the manner required by the D’Oench, Duhme doctrine.”-228

Rule: “The D’Oench, Duhme doctrine is ‘a common law rule of estoppel precluding a borrower from asserting against the FDIC defenses based upon secret or unrecorded ‘side agreements’ that alter the terms of facially unqualified obligations. . . . The doctrine thus ‘favors the interests of depositors and creditors of a failed bank, who cannot protect themselves from secret agreements, over the interests of borrowers, who can.’”-228

“The federal holder in due course doctrine bars the makers of promissory notes from asserting various ‘personal’ defenses against the FDIC in connection with purchase and assumption transactions involving insolvent banks. . . . The protection extends to subsequent holders of the notes. . . . This doctrine is grounded in the federal policy of ‘bringing to depositors sound, effective, and uninterrupted operation of the nation’s banking system with resulting safety and liquidity of bank deposits.’”-229

“[T]he FDIC as a matter of federal common law enjoys holder in due course status in order to effectively perform its congressionally mandated function.”-229

“In addition, the FDIC and subsequent note holders enjoy holder in due course status whether or not they satisfy the technical requirements of state law.”-230

Sunbelt Savings v. Montross—5th Cir., 1991

Issue: Whether “the federal holder in due course doctrine protects the FDIC and its successors from personal defenses to the enforcement of non-negotiable instruments”? NO

Holding: “[A]s a matter of federal common law the [holder in due course] doctrine does not apply to non-negotiable instruments.”-232

Rule: “The federal holder in due course doctrine bars makers of promissory notes from asserting personal defenses against the FDIC and its successors in connection with purchase and assumption transactions involving troubled financial institutions. . . .”-234

“[W]e decline to extend federal holder in due course status to the FDIC or its successor in cases in which it acquires non-negotiable instruments through purchase and assumption transactions.”-235

“We hold that the federal holder in due course doctrine does not protect the FDIC or its successors from personal defenses asserted by the makers of non-negotiable instruments.”-238

Resolution Trust Corp. v. Montross—5th Cir., 1991

Reversing the above case.

5. Rights of Parties Who Are Not Holders in Due Course to Assert the Rights of a Holder in Due Course

a. Successors to Holders in Due Course: Herein of the ‘Shelter Principle’
(i) The “Shelter Principle”: “Section 58 of the NIL provides: ‘In the hands of any holder other than a holder in due course, a negotiable instrument is subject to the same defenses as if it were non-negotiable.  But a holder who derives his title through a holder in due course, and who is not himself a party to any fraud or illegality affecting the instrument, has all the rights of such former holder in respect to all parties prior to the latter.’”-239

(ii) “The UCC adopts the ‘shelter’ principle and articulates and justifies it by employing ‘free market’ theory.  Ordinary property rules also articulate and justify the shelter principle.  Official Comment 2 to UCC § 3-203 states, in part: ‘Under subsection (b) a holder in due course that transfers an instrument transfers those rights as a holder in due course to the purchaser.  The policy is to assure the holder in due course a free market for the instrument.  There is one exception to this rule stated in the concluding clause of subsection (b).  A person who is a party to fraud or illegality affecting the instrument is not permitted to wash the instrument clean by passing it into the hands of a holder in due course and then repurchasing it.’”-240

(iii) UCC § 3-203(b) provides: “Transfers of an instrument, whether or not the transfer is negotiable, vests in the transferee any right of the transferor to enforce the instrument, including any right as a holder in due course, but the transferee cannot acquire rights of a holder in due course by a transfer, directly or indirectly, from a holder in due course if the transferee engaged in fraud or illegality affecting the instrument.”

(iv) “Extraordinary property rules are involved where one achieves the status of holder in due course, because normally one cannot acquire greater rights than his or her transferor had to convey.  If the payee of a note is subject to a personal defense, his or her negotiation to a holder in due course gives the latter a greater position than the payee had, because the holder in due course is free of the defense.”-241

(v) “The shelter principle always has contained a limitation that prevents ‘washing’ fraud.  For example, it does not permit a payee to defraud the maker, then negotiate the paper to a holder in due course (who is free of the defense) and finally buy the paper back from the HIDC.”-241

(vi) “Thus, a payee who has sold and then repurchased an instrument from a holder in due course would not be put in the position of a successor to a holder in due course but would be relegated back to the position of a payee.”-241

b. Estoppel

(i) “Even though one who is not a holder in due course in his or her own right and may not enjoy the rights of a holder in due course by virtue of the shelter principle, he or she may be able to cut off a defense through the application of estoppel.  The right to assert estoppel is found in UCC § 1-103 [which provides:] ‘Unless displaced by the particular provisions of this Act, the principles of law and equity, including the law merchant and the law relative to capacity to contract, principal and agent, estoppel, fraud, misrepresentation, duress, coercion, mistake, bankruptcy, or other validating or invalidating cause shall supplement its provisions.’”241

IV. Methods of Ultimate Payment

A. Introduction

1. “Cash is used in the great majority of final payment transactions, but they are the small ones: coin machines, bus fare, small retail sales and the like.  The average cash transaction comes to $5.00.  By contrast the average check amounts to $1,188 and over forty-seven billion of them are issued in the United States each year.  Nevertheless, checks comprise only 16% of the value transferred because of the tremendous size of electronic fund transfers.  The average wire transfer is over $3,300,000.  Thus, while electronic fund transfers amount to only .004% of all payment transfers, they account for more than 82% of the value transferred.”-279

B. Cash

Miller v. Race—Ct. of King’s Bench, 1758

Issue: “Whether, under the circumstances of this case [where the plaintiff-bona fide purchaser/holder of a note that was originally stolen, attempted to receive payment on the note from a bank which received an order from the maker to stop payment], the plaintiff had a sufficient property in this Bank-note to entitle him to recover in the present action?” YES

Rule: Bank notes “are not goods, not securities, nor documents for debts, nor are they so esteemed: but are treated as money, as cash, in the ordinary course and transaction of business, by the general consent of mankind; which gives them the credit and currency of money, to all intents and purposes.  They are as much money, as guineas themselves are; or any other current coin, that is used in common payments, as money or cash.”-281

“An action may lie against the finder, it is true; (and it is not at all denied:) but not after it has been paid away in currency.”-281

“It never shall be followed into the hands of a person who bona fide took it in the course of currency, and in the way of his business.”-282

“No dispute ought to be made with the bearer of a cash note; in regard to commerce, and for the sake of the credit of these notes; though it may be both reasonable and customary, to stay the payment, till inquiry can be made, whether the bearer of the note came by it fairly, or not.”-283

1. Notes

a. The Restatement of Restitution § 202 provides: “Where a person wrongfully disposes of property of another knowing that the disposition is wrongful and acquires in exchange other property, the other is entitled at his option to enforce either (a) a constructive trust of the property so acquired, or (b) an equitable lien upon it to secure his claim for reimbursement from the wrongdoer.”  Comment (f) to this Restatement section states: “Where a person wrongfully disposes of property of another and acquires in exchange other property, and subsequently transfer the property received in exchange to a third person, the claimant is entitled to reach this property in the hands of the third person, and to enforce a constructive trust or equitable lien upon it, unless the third person is a bona fide purchaser.  If, however, the third person is a bona fide purchaser he takes the property free of the claimant’s equitable interest therein.”-284

b. The Restatement of Restitution § 148 provides: “(1) In proceedings in equity, a person otherwise entitled to restitution is barred from recovery if he has failed to bring or, having brought has failed to prosecute, a suit for so long a time and under such circumstances that it would be inequitable to permit him not to prosecute the suit.  (2) A cause of action for restitution may be barred by lapse of time because of the provisions of a statute of limitations.”-285

c. “People dealing in cash, of course, run certain risks because of the high degree of negotiability that attends it.  They run other risks, as well.  One risk is that the money may turn out to be counterfeit.  Another is that their money may be accidentally destroyed.  Finally, one dealing in cash also may have to deal with certain government regulations, aimed at suppressing criminal activity, implementing certain monetary policies and the like.”-286

d. “Counterfeit bills, of course, are not money. . . . Innocently they may be transferred many times until their true nature is revealed.”-286

e. “18 U.S.C. § 472 provides that: ‘Whoever, with intent to defraud, passes, utters, publishes, or sells or attempts to pass, utter, publish or sell, or with like intent brings into the United States or keeps possession or conceals any false made, forged, counterfeited, or altered obligation or other security of the United States, shall be fined not more than $5000 or imprisoned not more than fifteen years, or both.’”-287

f. “18 U.S.C. § 492 provides that: ‘All counterfeits of any coins or obligations or other securities of the United States . . . found in the possession of any person without authority from the Secretary of the Treasury or other proper officer, shall be forfeited to the United States.’”-287

g. “31 C.F.R. § 403.1 states that: ‘Authority is hereby given to all banks and banking institutions of any nature whatsoever organized under general or special Federal or State statutes . . . to take possession of and deliver to the Treasury Department through the Secret Service all counterfeit obligations and other securities and coins of the United States or of any foreign government which shall be presented at their places of business.’”-288

h. 31 C.F.R. § 100.5 provides: “(a) Lawfully held paper currency of the United States which has been mutilated will be exchanged at face amount if clearly more than one-half of the original note remains.  Fragments of such mutilated currency, which are not clearly more than one-half of the original whole note will be exchanged at face value only if the Commissioner, Bureau of Government Financial Operations, Department of the Treasury, is satisfied that the missing portions have been totally destroyed.  The Commissioner’s judgment shall be based on such evidence of total destruction as is necessary and shall be final.  Definitions: (1) Mutilated currency is currency which has been damaged to the extent that (i) one-half or less of the original note remains or (ii) its condition is such that its value is questionable and the currency must be forwarded to the Treasury Department for examination by trained experts before any exchange is made.  (2) Unfit currency is currency which is unfit for circulation because of its physical condition such as torn, dirty, limp, worn or defaced.  Unfit currency should not be forwarded to the Treasury, but may be exchanged at commercial banks.”-289

i. 31 C.F.R. § 100.6 provides: “No relief will be granted on account of lawfully held paper currency of the United States which has been totally destroyed.”-289

j. 31 C.F.R. § 100.7 provides: “(a) Payment will be made to lawful holders of mutilated currency at full value when: (1) Clearly more than 50% of the note identifiable as United States Currency is present; or (2) Fifty percent or less of a note identifiable as United States currency is present and the method of mutilation and supporting evidence demonstrate to the satisfaction of the Treasury that the missing portions have been totally destroyed.  (b) No payment will be made when: (1) Fragments and remnants presented are not identifiable as United States currency; or (2) Fragments and remnants presented which represent 50% or less of a note are identifiable as United States currency but the method of destruction and supporting evidence do not satisfy the treasury that the missing portion has been totally destroyed.”-289

k. “[I]t is fairly common for some governments to limit the amount of their issued currency that can be taken out of the country.  Additionally, these and other governments often mandate exchange rates, setting the amount of dollars or pounds or other currency that their money equals, that is to say, to which their money can be converted.”-289

l. “It is possible for Americans to convert their dollars at market-established exchange rates into foreign money, and they can take as much money out of the country as they wish.  The ‘Bank Secrecy Act,’ however, requires one exporting $10,000 or more to report that fact to the Treasury Department.”-290

m. The Bank Secrecy Act “requires banks to file a ‘currency transaction report’ (called a ‘CTR’ by bankers) for each deposit or withdrawal exceeding $10,000.  And, as indicated, a person or other entity must file a CTR if he, she or it takes or sends currency out of the United States in the amount of $10,000 or more.”-290

n. “The Bank Secrecy Act may have had a loophole by permitting people to engage in what bankers call ‘smurfing.’  Smurfing is simply a device (not limited to CTRs) of breaking up a large transaction that otherwise would have had to be reported into a series of smaller transactions for which no reporting is required.”

o. “[I]n United States v. Anzalone, the statute was held unconstitutional as a violation of due process when directed at individuals involved in smurfing.”-290

p. “Congress . . . passed the ‘Money Laundering Control Act of 1986.’  This statute provided that no person shall ‘cause or attempt to cause a domestic financial institution to fail to file a (CTR).’  The Act, however, went far beyond this corrective legislation, by imposing criminal activity on anyone knowing that the property involved in a financial transaction which in fact involves the proceeds of specified unlawful activity . . . knowing that the transaction is designed in whole or in part . . . to conceal or disguise the nature, the location, the source, the ownership, or the control of the proceeds of specified unlawful activity.”-291

C. Checks

1. “Initially, a check has three parties.  The person who executes (‘draws’) a check is called the ‘drawer.’  Unlike the maker of a promissory note, the drawer does not promise to pay the check.  Rather he or she orders a third party, called the ‘drawee’ or the ‘payor’ to pay it.  Finally, the check is usually drawn to the order of the payee or the bearer.  The payee, of course, may negotiate the instrument to a holder, but more frequently he or she will deposit it in his or her own bank, called the ‘depositary bank.’  The depositary bank then undertakes to collect the check and deposit the proceeds in the depositor’s (payee’s) account.  The collection may involve the use of one or more intermediate banks, called ‘collecting banks.’  The collecting bank that presents the check to the payor bank for payment is usually called the ‘presenting bank.’”-291

2. The Relationship Between the Drawer and Payee or Its Successor

a. Negotiability

(i) “[T]he formal requisites of negotiability . . ., with slight modifications, are fully applicable to checks. . . . The principal difference between notes and checks, so far as the formal requisites of negotiability are concerned, is that a note to be negotiable must contain words of negotiability, whereas a check does not.  Problems of negotiability are apt to arise more often in cases involving notes than checks, because the contract expressed by the note is much more complicated than that of a check, due to the fact that a note is a relatively long-term credit instrument calling for interest payments and usually containing protective provisions to take care of possible future problems.”-293

(ii) UCC § 3-104 provides: “(a) Except as provided in subsections (c) and (d), ‘negotiable instrument’ means an unconditional promise or order to pay a fixed amount of money, with or without interest or other charges described in the promise or order, if it: (1) is payable to bearer or to order at the time it is issued or first comes into possession of a holder; (2) is payable on demand or at a definite time; and (3) does not state any other undertaking or instruction by the person promising or ordering payment to do any act in addition to the payment of money, but the promise or order may contain (i) an undertaking or power to give, maintain, or protect collateral to secure payment, (ii) an authorization or power to the holder to confess judgment or realize on or dispose of collateral, or (iii) a waiver of the benefit of any law intended for the advantage or protection of an obligor.  (b) ‘Instrument’ means a negotiable instrument.  (c) An order that meets all of the requirements of subsection (a), except paragraph (1), and otherwise falls within the definition of ‘check’ in subsection (f) is a negotiable instrument and a check.  (d) A promise or order other than a check is not an instrument if, at the time it is issued or first comes into possession of a holder, it contains a conspicuous statement, however expressed, to the effect that that promise or order is not negotiable  or is not an instrument governed by this Article.  (e) An instrument is a ‘note’ if it is a promise and is a ‘draft’ if it is an order.  If an instrument falls within the definition of both ‘note’ and ‘draft,’ a person entitled to enforce the instrument may treat it as either.  (f) ‘Check’ means (i) a draft, other than a documentary draft, payable on demand and drawn on a bank or (ii) a cashier’s check or teller’s check.  An instrument may be a check even though it is described on its face by another term, such as ‘money order.’  (g) ‘Cashier’s check’ means a draft with respect to which the drawer and drawee are the same bank or branches of the same bank.  (h) ‘Teller’s check’ means a draft drawn by a bank (i) on another bank, or (ii) payable at or through a bank.  (i) ‘Traveler’s check’ means an instrument that (i) is payable on demand, (ii) is drawn on or payable at or through a bank, (iii) is designated by the term ‘traveler’s check’ or by a substantially similar term, and (iv) requires, as a condition to payment, a countersignature by a person whose specimen signature appears on the instrument.  (j) ‘Certificate of deposit’ means an instrument containing an acknowledgment by a bank that a sum of money has been received by the bank and a promise by the bank to repay the sum of money.  A certificate of deposit is a note of the bank.”

(iii) A check is “a simple instrument, always payable on demand and drawn on a bank.”-293

(iv) UCC § 3-103(a)(6) defines order as: “a written instruction to pay money signed by the person giving the instruction.  The instruction may be addressed to any person, including the person giving the instruction, or to one or more persons jointly or in the alternative but not in succession.  An authorization to pay is not an order unless the person authorized to pay is also instructed to pay.”-293

(v) UCC § 3-103(9) defines promise as: “a written undertaking to pay money signed by the person undertaking to pay.  An acknowledgment of an obligation by the obligor is not a promise unless the obligor also undertakes to pay the obligation.”

(vi) “Almost invariably, [a check] is drawn on a form provided by the bank.  If the form is filled out without change, as it is in the usual case, a negotiable instrument is created, the result intended by the bank that prepared the form.”

(vii) “Of course, if the drawer changes the form of the check or adds recitals to it, the instrument may be rendered non-negotiable thereby.”-294

(viii) UCC § 3-106 provides: (a) Except as provided in this section, for the purposes of section 3-104(a), a promise or order is unconditional unless it states (i) an express condition to payment, (ii) that the promise or order is subject to or governed by another writing, or (iii) that rights or obligations with respect to the promise or order are stated in another writing.  A reference to another writing does not of itself make the promise or order conditional.  (b) A promise or order is not made conditional (i) by a reference to another writing for a statement of rights with respect to collateral, prepayment, or acceleration, or (ii) because payment is limited to resort to a particular fund or source.  (c) If a promise or order requires, as a condition to payment, a counter-signature by a person whose specimen signature appears on the promise or order, the condition does not make the promise or order conditional for the purposes of section 3-104(a).  If the person whose specimen signature appears on an instrument fails to countersign the instrument, the failure to countersign is a defense to the obligation of the issuer, but the failure does not prevent a transferee of the instrument from becoming a holder of the instrument.  (d) If a promise or order at the time it is issued or first comes into possession of a holder contains a statement, required by applicable statutory or administrative law, to the effect that the rights of a holder or transferee are subject to claims or defenses that the issuer could assert against the original payee, the promise or order is not thereby made conditional for the purposes of section 3-104(a); but if the promise or order is an instrument, there cannot be a holder in due course of the instrument.”

(ix) “In a handful of criminal cases the recital ‘void after 30 days’ or some other stated period has been construed.  For example, in People v. Marks the defendant was charged with the crime of forging the payee’s signature to a check.  The check bore a recital ‘void after 30 days’ and the facts show that the forgery occurred 43 days after the check was issued.  The defendant argued that the check was void at the time he appended the payee’s signature to it and thus his activity could not be a forgery.  The court rejected this argument, saying that on the 43rd day the ‘check was merely overdue paper and the inscription is for the benefit of the drawer or maker who has the option or election to refuse payment.’”-295

(x) “In Central Bank v. Kaiperm Santa Clara Federal Credit Union, a bank on which money orders were drawn supplied blank money orders to a credit union to be sold by the latter.  The money orders contained the recitals, ‘void after 30 days’ and ‘Not Good If Issued For Over $40,000.’  The blank money orders were stolen from the credit union, filled in by the thief and ultimately cashed by the drawee bank.  The bank sued the credit union for the loss, alleging, inter alia, that the credit union breached its contract with the bank to make indemnification. . . . The court responded that the UCC did not apply, because the instruments were non-negotiable and, therefore, outside its scope.”-295

(xi) “Hence, it concluded, the defendant could not base its defense on rules found in the UCC.  In making this finding, the court relied solely on the fact that the money orders were not signed, pointing out that a negotiable instrument must be signed.”-295

(xii) “In Hanna v. First National Bank of Rochester, the court gave some effect to a recital ‘void after thirty days.’  Four checks bearing this recital were held by the payee for more than thirty days and then deposited in a depositary bank (the payee’s own bank) and forwarded by it to the drawee bank for payment. . . . [T]he drawee bank is entitled under § 3-118 to charge back any payment made by mistake to someone other than a holder in due course or one who has changed his or her position in reliance on the payment.  The court held that the payee had reason to know that these checks would be paid only if the drawee bank made a mistake, since, in view of the recital, they were not payable at the time they were presented.  Under this circumstance, the court held, the drawee bank could charge back its mistaken payment against the payee.”-296

(xiii) “For holder in due course purposes it may not matter whether or not a recital stating that the instrument is ‘void after 30 days’ or ‘not valid for more than $1000’ is included.”-296

(xiv) “In the usual case . . . a purchaser has notice of all the facts revealed by the instrument, itself, and therefore cannot be a holder in due course if he or she takes the instrument in deviation of its terms.”-296

(xv) “The second kind of recital commonly associated only with checks is one in which the drawer appends the words ‘payment in full’ to the instrument.”-296

(xvi) “Under common law principles, a debtor could safely tender to his creditor an amount less than the creditor claimed.  If the tender took the form of a check that clearly indicated that it was issued in full settlement of the obligation, and if the dispute concerning that obligation was bona fide, the cashing of the check by the creditor resulted in an accord and satisfaction that gave the debtor a complete defense to any claim by the creditor that a balance was still owning.”-296

(xvii) “The comment to section 420 of the Restatement of Contracts states that: ‘The effect of the creditor’s assent to receive what the debtor offers cannot be overcome by a statement, even though made contemporaneously with his acceptance, that he does not forego or entirely forego his preexisting claim.  The acceptance would be tortious unless the debtor’s terms are assented to, and the creditor is not allowed to assert that he is a tortfeasor, when his acceptance can be given an effect involving no legal wrong.’”-297

(xviii) “Original UCC § 1-207 provided that: ‘A party who with explicit reservation of rights performs or promises performance or assents to performance in a manner demanded or offered by the other party does not thereby prejudice the rights reserved.  Such words as ‘without prejudice,’ ‘under protest’ or the like are sufficient.’”-297

Horn Waterproofing Corp. v. Bushwick Iron & Steel Co.—Ct. of App. of N.Y., 1985

Issue: Whether “the common-law doctrine of accord and satisfaction has been superseded by operation of the UCC § 1-207 in situations involving the tender of a negotiable instrument as full payment of a disputed claim”? YES

Holding: “Hence, the payment of a contract debt by check or other commercial paper and its acceptance by the creditor fall within the reach of section 1-207.”-305

Rule: “We now reverse and hold that, under section 1-207 of the Code, a creditor may preserve his right to the balance of a disputed claim, by explicit reservation in his indorsement of a check tendered by the debtor as full payment.”-298

(xix) UCC § 3-311 provides: “(a) If a person against whom a claim is asserted proves that (i) that person in good faith tendered an instrument to the claimant as full satisfaction of the claim, (ii) the amount of the claim was unliquidated or subject to a bona fide dispute, and (iii) the claimant obtained payment of the instrument, the following subsections apply.  (b) Unless subsection (c) applies, the claim is discharged if the person against whom the claim is asserted proves that the instrument or an accompanying written communication contained a conspicuous statement to the effect that the instrument was tendered as full satisfaction of the claim.  (c) Subject to subsection (d), a claim is not discharged under subsection (b) if either of the following applies: (1) The claimant, if an organization, proves that (i) within a reasonable time before the tender, the claimant sent a conspicuous statement to the person against whom the claim is asserted that communications concerning disputed debts, including an instrument tendered as full satisfaction of a debt, are to be sent to a designated person, office, or place, and (ii) the instrument or accompanying communication was not received by that designated person, office, or place.  (2) The claimant, whether or not an organization, proves that within 90 days after payment of the instrument, the claimant tendered repayment of the amount of the instrument to the person against whom the claim is asserted.  This paragraph does not apply if the claimant is an organization that sent a statement complying with paragraph (1)(i).  (d) A claim is discharged if the person against whom the claim is asserted proves that within a reasonable time before collection of the instrument was initiated, the claimant, or an agent of the claimant having direct responsibility with respect to the disputed obligation, knew that the instrument was tendered in full satisfaction of the claim.”

b. Liability of the Drawer on the Instrument

(i) “The drawer of a check, unlike the maker of a note, does not say, ‘I unconditionally promise to pay to the order of the payee or to bearer.’  Rather, he or she unconditionally orders the drawee-payor to pay to the order of the payee or to bearer.  In this respect the drawer looks like an unqualified indorser.  Such an indorser does not promise to pay, but orders the primary party to pay the holder.”-308

(ii) “[A] drawer of a check is said to be secondarily liable because his or her liability is conditioned upon receiving benefits of due presentment, routinely evidenced by notice of dishonor.”-308

(iii) “Failure to satisfy the condition of notice of dishonor completely discharges an indorser in most cases, irrespective of whether or not he or she suffered an injury as a result of this failure.  Failure to give proper notice of dishonor to the drawer of a check, however, discharges him or her only to the extent of a loss sustained through the suspension of payments by the drawee-payor bank.”-308

(iv) UCC §§ 3-414, 3-415 are set forth above.

(v) “[T]he drawee-payor bank owes no duty to the payee or its successor to pay a check issued by the drawer, even though the check may be good in all respects and drawn on a sufficient, free balance maintained by the drawer.  Although it owes the payee or its successor no duty to honor even a good check, if the drawee-payor bank refuses to pay such a check in a timely manner it is guilty of a dishonor.  The holder’s rights then will be redressed by giving notice of dishonor to the proper parties, including the drawer.”-309

(vi) “The drawee-payor bank has no duty to certify a check, and its refusal to do so is not a dishonor.  Consequently, a holder who has unsuccessfully demanded certification of a check is not entitled to proceed against the drawer upon giving notice of dishonor, because no dishonor has occurred.”-309

(vii) UCC § 3-409 provides: “(a) ‘Acceptance’ means the drawee’s signed agreement to pay a draft as presented.  It must be written on the draft and may consist of the drawee’s signature alone.  Acceptance may be made at any time and becomes effective when notification pursuant to instructions is given or the accepted draft is delivered for the purpose of giving rights on the acceptance to any person.  (b) A draft may be accepted although it has not been signed by the drawer, is otherwise incomplete, is overdue, or has been dishonored.  (c) If a draft is payable at a fixed period after sight and the acceptor fails to date the acceptance, the holder may complete the acceptance by supplying a date in good faith.  (d) ‘Certified check’ means a check accepted by the bank on which it is drawn.  Acceptance may be made as stated in subsection (a) or by a writing on the check which indicates that the check is certified.  The drawee of a check has no obligation to certify the check, and refusal to certify is not dishonor of the check.”
(viii) “Even though the holder has properly given notice of dishonor, the drawer may defeat liability by asserting a defense.  If his or her defense is personal it may be cut off by a holder in due course; if it is real it will be effective against a holder in due course in the absence of estoppel.”-310

(ix) “Consistently, it has been held that a bank does not become a holder in due course even where a final credit has been entered to the account of the depositor, because no value is given in such a case until the money is withdrawn.”311

(x) “It is clear that the depositary bank gives value to the payee or holder for a deposited item when the bank allows him or her to withdraw the funds represented by that item.  But when are funds withdrawn for this purpose in an active account in which the payee (customer) makes many deposits and withdrawals?  The UCC, following the common law, has adopted the tracing rule of first in first out (FIFO) to answer this question.”-311

(xi) UCC § 4-210 provides: “(a) A collecting bank has a security interest in an item and any accompanying documents or the proceeds of either: (1) in case of an item deposited in an account, to the extent to which credit given for the item has been withdrawn or applied; (2) in case of an item for which it has given credit available for withdrawal as of right, to the extent of the credit given, whether or not the credit is drawn upon or there is a right of charge-back; or (3) if it makes an advance on or against the item.  (b) If credit given for several items received at one time or pursuant to a single agreement is withdrawn or applied in part, the security interest remains upon all the items, any accompanying documents or the proceeds of either.  For the purpose of this section, credits first given are first withdrawn.  (c) Receipt by a collecting bank of a final settlement for an item is a realization on its security interest in the item, accompanying documents, and proceeds.  So long as the bank does not receive final settlement for the item or give up possession of the item or accompanying documents for purposes other than collection, the security interest continues to that extent and is subject to Article 9, but: (1) no security agreement is necessary to make the security interest enforceable (Section 9-203(1)(a)); (2) no filing is required to perfect the security interest; and (3) the security interest has priority over conflicting perfected security interests in the item, accompanying documents, or proceeds.”

(xii) “[O]ne main use of the holder in due course concept in the bank collection process involves disabling the drawer from effectively making stop payment orders.  Another is the ability of a depository bank to prevent the payor bank from charging back where it, the payor bank, has made a payment because of mistake.”-312

3. The Relationship Between the Drawer and Drawee-Payor

a. “When drawee-payor bank enters into a checking account relationship with its depositor its principal concern is its right to charge his or her account upon paying checks or other items drawn on the account.  The customer, on the other hand, is principally concerned about charges that may be imposed upon him or her for various transactions relating to the account, and the right to be protected against third parties who, in the opinion of the drawer, have no right to the money represented by the account.”-313

b. UCC § 4-401 provides: “(a) A bank may charge against the account of a customer an item that is properly payable from that account even though the charge creates an overdraft.  An item is properly payable if it is authorized by the customer and is in accordance with any agreement between the customer and bank.  (b) A customer is not liable for the amount of an overdraft if the customer neither signed the item nor benefited from the proceeds of the item.  (c) A bank may charge against the account of a customer a check that is otherwise properly payable from the account, even though payment was made before the date of the check, unless the customer has given notice to the bank of the postdating describing the check with reasonable certainty.  The notice is effective for the period stated in Section 4-403(b) for stop-payment orders, and must be received at such time and in such manner as to afford the bank a reasonable opportunity to act on it before the bank takes any action with respect to the check described in Section 4-303.  If a bank charges against the account of a customer a check before the date stated in the notice of postdating, the bank is liable for damages for the loss resulting from its act.  The loss may include damages for dishonor of subsequent items under Section 4-402.  (d) A bank that in good faith makes payment to a holder may charge the indicated account of its customer according to: (1) the original terms of the altered item; or (2) the terms of the completed item even though the bank knows the item has been completed unless the bank has notice that the completion was improper.”

c. UCC § 4-402 provides: “(a) Except as otherwise provided in this Article, a payor bank wrongfully dishonors an item if it dishonors an item that is properly payable, but a bank may dishonor an item that would create an overdraft unless it has agreed to pay the overdraft.  (b) A payor bank is liable to its customer for damages proximately caused by the wrongful dishonor of an item.  Liability is limited to actual damages proved and may include damages for an arrest or prosecution of the customer or other consequential damages.  Whether any consequential damages are proximately caused by the wrongful dishonor is a question of fact to be determined in each case.  (c) A payor bank’s determination of the customer’s account balance on which a decision to dishonor for insufficiency of available funds is based may be made at any time between the time the item is received by the payor bank and the time that the payor bank returns the item or gives notice in lieu of return, and no more than one determination need be made.  If, at the election of the payor bank, a subsequent balance determination is made for the purpose of reevaluating the bank’s decision to dishonor the item, the account balance at that time is determinative of whether a dishonor for insufficiency of available funds is wrongful.”

d. UCC § 4-403 provides: “(a) A customer or any person authorized to draw on the account if there is more than one person may stop payment of any item drawn on the customer’s account or close the account by an order to the bank describing the item or account with reasonable certainty received at a time and in a manner that affords the bank a reasonable opportunity to act on it before any action by the bank with respect to the item described in Section 4-303.  If the signature of more than one person is required to draw on an account, any of these persons may stop payment or close the account.  (b) A stop-payment order is effective for six months, but it lapses after 14 calendar days if the original order was oral and was not confirmed in writing within that period.  A stop-payment order may be renewed for additional six-month periods by writing given to the bank within a period during which the stop-payment order is effective.  (c) The burden of establishing the fact and amount of loss resulting from the payment of an item contrary to a stop-payment order or order to close an account is on the customer.  The loss from payment of an item contrary to a stop-payment order may include damages for dishonor of subsequent items under Section 4-402.”

e. UCC § 4-404 provides: “A bank is under no obligation to a customer having a checking account to pay a check, other than a certified check, which is presented more than six months after its date, but it may charge its customer’s account for a payment made thereafter in good faith.”

f. UCC § 4-405 provides: “(a) A payor or collecting bank’s authority to accept, pay, or collect an item or to account for proceeds of its collection, if otherwise effective, is not rendered ineffective by incompetence of a customer of either bank existing at the time the item is issued or its collection is undertaken if the bank does not known of an adjudication of incompetence.  Neither death nor incompetence of a customer revokes the authority to accept, pay, collect, or account until the bank knows of the fact of death or of an adjudication of incompetence and has reasonable opportunity to act on it.  (b) Even with knowledge, a bank may for 10 days after the date of death pay or certify checks drawn on or before that date unless ordered to stop payment by a person claiming an interest in the account.”

g. UCC § 4-406 provides: “(a) A bank that sends or makes available to a customer a statement of account showing payment of items for the account shall either return or make available to the customer the items paid or provide information in the statement of account sufficient to allow the customer reasonably to identify the items paid.  The statement of account provides sufficient information if the item is described by item number, amount, and date of payment.  (b) If the items are not returned to the customer, the person retaining the items shall either retain the items or, if the items are destroyed, maintain the capacity to furnish legible copies of the items until the expiration of seven years after receipt of the items.  A customer may request an item from the bank that paid the item, and that bank must provide in a reasonable time either the item or, if the item has been destroyed or is not otherwise obtainable, a legible copy of the item.  (c) If a bank sends or makes available a statement of account or items pursuant to subsection (a), the customer must exercise reasonable promptness in examining the statement or the items to determine whether any payment was not authorized because of an alteration of an item or because a purported signature by or on behalf of the customer was not authorized.  If, based on the statement or items provided, the customer should reasonably have discovered the unauthorized payment, the customer must promptly notify the bank of the relevant facts.  (d) If the bank proves that the customer failed, with respect to an item, to comply with the duties imposed on the customer by subsection (c), the customer is precluded from asserting against the bank; (1) the customer’s unauthorized signature or any alteration on the item, if the bank also proves that it suffered a loss by reason of the failure; and (2) the customer’s unauthorized signature or alteration by the same wrongdoer on any item paid in good faith by the bank if the payment was made before the bank received notice from the customer of the unauthorized signature or alteration and after the customer had been afforded a reasonable period of time, not exceeding 30 days, in which to examine the item or statement of account and notify the bank.  (e) If subsection (d) applies and the customer proves that the bank failed to exercise ordinary care in paying the item and that the failure substantially contributed to loss, the loss is allocated between the customer precluded and the bank asserting the preclusion according to the extent to which the failure of the customer to comply with subsection (c) and the failure of the bank to exercise ordinary care contributed to the loss.  If the customer proves that the bank did not pay the item in good faith, the preclusion under subsection (d) does not apply.  (f) Without regard to care or lack of care of either the customer or the bank, a customer who does not within one year after the statement or items are made available to the customer (subsection (a)) discover and report the customer’s unauthorized signature on or any alteration on the item is precluded from asserting against the bank the unauthorized signature or alteration.  If there is a preclusion under this subsection, the payor bank may not recover for breach of warranty under Section 4-208 with respect to the unauthorized signature or alteration to which the preclusion applies.”

h. UCC § 4-407 provides: “If a payor bank has paid an item over the order of the drawer or maker to stop payment, or after an account has been closed, or otherwise under circumstances giving a basis for objection by the drawer or maker, to prevent unjust enrichment and only to the extent necessary to prevent loss to the bank by reason of its payment of the item, the payor bank is subrogated to the rights (1) of any holder in due course on the item against the drawer or maker; (2) of the payee or any other holder of the item against the drawer or maker either on the item or under the transaction out of which the item arose; and (3) of the drawer or maker against the payee or any other holder of the item with respect to the transaction out of which the item arose.”

i. “[T]he concept of negotiability plays almost no role in the relationship between the drawer and the drawee-payor bank.”-313

j. “’Item’ is defined by revised UCC 4-104(9): ‘Item means an instrument or promise or order to pay money handled by a bank for collection or payment.  The term does not include a payment order governed by Article 4A or a credit or debit card slip.’”-313

k. “This definition means that an ‘item’ is more inclusive than a ‘negotiable instrument.’  An item includes a negotiable instrument, which is an instrument, but additionally includes promises or orders to pay money.  These promises or orders, of course, must be in writing and deal with money, because the terms ‘promise’ and ‘order’ are defined by section 3-103 to require written undertakings to pay money.”-314

l. The Contract of Deposit

(i) UCC § 4-102 provides: “(a) To the extent that items within this Article are also within Articles 3 and 8, they are subject to those Articles.  If there is conflict, this Article governs Article 3, but Article 8 governs this Article.  (b) The liability of a bank for action or non-action with respect to an item handled by it for purposes of presentment, payment, or collection is governed by the law of the place where the bank is located.  In the case of action or non-action by or at a branch or separate office of a bank, its liability is governed by the law of the place where the branch or separate office is located.”

(ii) “The rules governing the relationship between the drawer and the drawee-payor bank are found largely in the contract these parties execute when the account is opened.  This contract is one of adhesion, meaning that the bank states its terms and presents them to the prospective customer on a ‘take it or leave it’ basis.  The only limitations concerning the validity of the terms of the contract are found in UCC § 4-103.”-314

(iii) UCC § 4-103 provides: “(a) The effect of the provisions of this Article may be varied by agreement, but the parties to the agreement cannot disclaim a bank’s responsibility for its lack of good faith or failure to exercise ordinary care or limit the measure of damages for the lack or failure.  However, the parties may determine by agreement the standards by which the bank’s responsibility is to be measured if those standards are not manifestly unreasonable.  (b) Federal Reserve regulations and operating circulars, clearing-house rules, and the like have the effect of agreements under subsection (a), whether or not specifically assented to by all the parties interested in items handled.  (c) Action or non-action approved by this Article or pursuant to Federal Reserve regulations or operating circulars is the exercise of ordinary care and, in the absence of special instructions, action or non-action consistent with clearing-house rules and the like or with a general banking usage not disapproved by this Article, is prima facie the exercise of ordinary care.  (d) The specification or approval of certain procedures by this Article is not disapproval of other procedures that may be reasonable under the circumstances.  (e) The measure of damages for failure to exercise ordinary care in handling an item is the amount of the item reduced by an amount that could not have been realized by the exercise of ordinary care.  If there is also bad faith it includes any other damages the party suffered as a proximate consequence.”

(iv) UCC § 4-105 provides: “In this Article: (1) ‘Bank’ means a person engaged in the business of banking, including a savings bank, savings and loan association, credit union, or trust company; (2) ‘Depositary bank’ means the first bank to take an item even though it is also the payor bank, unless the item is presented for immediate payment over the counter; (3) ‘Payor bank’ means a bank that is the drawee of a draft; (4) ‘Intermediary bank’ means a bank to which an item is transferred in course of collection except the depositary or payor bank; (5) ‘Collecting bank’ means a bank handling an item for collection except the payor bank; (6) ‘Presenting bank’ means a bank presenting an item except a payor bank.”

m. The Right to Debit the Drawer’s Account: Herein of the Concept “Properly Payable”

(i) “One provision of the checking account contract obliges the bank to pay the drawer’s checks as long as he or she has a sufficient balance to cover them.  Another permits the bank upon making payment to charge, or ‘debit’ as bankers say, the drawer’s account. . . . Price v. Neal . . . and Hall v. Fuller . . . hold that if the bank pays out money in deviation from the depositor’s (drawer’s) order, it cannot charge his or her account regarding the deviation.”

(ii) Price v. Neal – “The question arose, who should bear the risk of the forgery of the drawer’s signature, the holder or those who had dealt directly with the drawer or the drawee-payor bank?  Lord Mansfield . . . held that the bank should bear the risk because having the drawer’s signature card on hand, it was in the best position to discovery the wrongdoing.”-348

(iii) Hall v. Fuller – “’The banker,’ says Bayley, J., ‘as the depository of the customer’s money, is bound to pay from time to time such sums as the latter may order.  If unfortunately, he pays money belonging to the customer upon an order which is not genuine, he must suffer, and to justify payment, he must show that the order is genuine, not in signature only, but in every respect.’”

(iv) “[I]f D draws a check to the order of P, and T, a thief, steals the check from P and forges P’s indorsement in selling the instrument to G, a good faith purchaser, any payment to G or his successor cannot be charged against the account of D.”-348

(v) “The common synthesis of Price v. Neal and Hall v. Fuller and the forged instrument cases . . . is that the drawee-payor bank may charge the drawer’s account only if it follows his order in issuing the check.  This synthesis is the foundation of UCC § 4-401, which incorporates it in terms of ‘properly payable.’”-348

(vi) “The concept of ‘properly payable’ also means that the drawee-payor bank must pay any item that meets the requirements of that concept.  See UCC § 4-402.”-348

(vii) “If . . . a bank pays an item that is not properly payable, it cannot charge the customer’s account and bears the initial loss.  That is not to say, however, that the bank necessarily with take the ultimate loss.  It may be able to shift its initial loss to some one else through the doctrines of warranty, negligence or mistake.”-349

(viii) “Official Comment 1 to UCC § 4-403 justifies the right of the drawer to stop payment as ‘a service which depositors expect and are entitled to receive from banks notwithstanding the difficulty, inconvenience and expense.  The inevitable occasional losses through failure to stop should be borne by banks as a cost of the business of banking.’”-351

(ix) “Whatever the justification, it is clear that a depositor has the right to stop payment of his or her checks so long as the countermand is issued in a proper manner and at a proper time.”-351

(x) “Most courts held under the original UCC that one could stop payment on a teller’s check or a personal money order, could not stop payment on a certified check, and were split as to whether a cashier’s check or a traveler’s check could be stopped.”-353

(xi) “All the commentators appear to assume, but never state, that the law should treat cashier’s checks like dissipated funds, that is, funds not recoverable in specie by a defrauded remitter.  They never explain why that must be, however.  Insofar as the cashier’s check represents a claim to funds, the law can still identify it as a discrete entity.  In that sense, a cashier’s check is more nearly analogous to identifiable cash in a suitcase than to untraceable cash.”

(xii) UCC § 3-602 provides: “(a) Subject to subsection (b), an instrument is paid to the extent payment is made (i) by or on behalf of a party obliged to pay the instrument, and (ii) to a person entitled to enforce the instrument.  To the extent of the payment, the obligation of the party obliged to pay the instrument is discharged even though payment is made with knowledge of a claim to the instrument under Section 3-306 by another person.  (b) The obligation of a party to pay the instrument is not discharged under subsection (a) if: (1) a claim to the instrument under Section 3-306 is enforceable against the party receiving payment and (i) payment is made with knowledge by the payor that payment is prohibited by injunction or similar process of a court of competent jurisdiction, or (ii) in the case of an instrument other than a cashier’s check, teller’s check, or certified check, the party making payment accepted, from the person having a claim to the instrument, indemnity against loss resulting from refusal to pay the person entitled to enforce the instrument; or (2) the person making payment knows that the instrument is a stolen instrument and pays a person it knows is in wrongful possession of the instrument.”

(xiii) “Obviously, to be effective, a stop order must reach the payor before the countermanded check is paid.”-355

(xiv) “[T]he UCC does not use the concept of ‘payment’ as the exclusive cut off event for the timeliness of a stop order, but says that the countermand ‘comes too late’ if the bank has done any one of five things described in UCC § 4-303.”-356

(xv) UCC § 4-303 provides: “(a) Any knowledge, notice, or stop-payment order received by, legal process served upon, or setoff exercised by a payor bank comes too late to terminate, suspend, or modify the bank’s right or duty to pay an item or to charge its customer’s account for the item if the knowledge, notice, stop-payment order, or legal process is received or served and a reasonable time for the bank to act thereon expires or the setoff is exercised after the earliest of the following: (1) the bank accepts or certifies the item; (2) the bank pays the item in cash; (3) the bank settles for the item without having a right to revoke the settlement under statute, clearing-house rule, or agreement; (4) the bank becomes accountable for the amount of the item under Section 4-302 dealing with the payor bank’s responsibility for late return of items; or (5) with respect to checks, a cutoff hour no earlier than one hour after the opening of the next banking day after the banking day on which the bank received the check and no later than the close of that next banking day or, if no cutoff hour is fixed, the close of the next banking day after the banking day on which the bank received the check.  (b) Subject to subsection (a), items may be accepted, paid, certified, or charged to the indicated account of its customers in any order.”

(xvi) “This notion is further complicated by the fact that the rules set out in UCC § 4-303 are terminal points for the stop order and that the customer’s power to stop usually ends at any earlier time due to the additional requirements found in UCC § 4-403 that the notice be received ‘at such time and in such manner as to afford the bank a reasonable opportunity to act on it prior to any action by the bank with respect to the item described in Section 4-303.’”-356

(xvii) “Furthermore, by reason of UCC § 1-201(27) a stop order is not effective merely because it is served on a bank.  The critical starting time under this subsection is the earlier of: (1) when it is brought to the attention of the individual conducting that transaction; or (2) when it should have been brought to his or her attention if the organization had exercised due diligence.”-356

(xviii) Prior to the UCC, most states held that if a bank paid a check after a binding stop order it could not charge the item to the customer’s account.  “It is said that two UCC rules mitigate the harshness of this law and prevent it from becoming an instrument of unjust enrichment.  The first, set out in UCC § 4-403(c) imposes on the customer the burden of establishing the ‘amount of loss resulting from the payment of an item contrary to a binding stop order.’  The second is that of subrogation, spelled out in UCC § 4-407.  A possible third rule of relief is found in UCC §3-418.”-357

(xix) UCC § 3-418 provides: “(a) Except as provided in subsection (c), if the drawee of a draft pays or accepts the draft and the drawee acted on the mistaken belief that (i) payment of the draft had not been stopped pursuant to Section 4-403 or (ii) the signature of the drawer of the draft was authorized, the drawee may recover the amount of the draft from the person to whom or for whose benefit payment was made or, in the case of acceptance, may revoke the acceptance.  Rights of the drawee under this subsection are not affected by failure of the drawee to exercise ordinary care in paying or accepting the draft.  (b) Except as provided in subsection (c), if an instrument has been paid or accepted by mistake and the case is not covered by subsection (a), the person paying or accepting may, to the extent permitted by the law governing mistake and restitution, (i) recover the payment from the person to whom or for whose benefit payment was made or (ii) in the case of acceptance, may revoke the acceptance.  (c) The remedies provided by subsection (a) or (b) may not be asserted against a person who took the instrument in good faith and for value or who in good faith changed position in reliance on the payment or acceptance.  This subsection does not limit remedies provided by Section 3-417 or 4-407.  (d) Notwithstanding Section 4-215, if an instrument is paid or accepted by mistake and the payor or acceptor recovers payment or revokes acceptance under subsection (a) or (b), the instrument is deemed not to have been paid or accepted and is treated as dishonored, and the person from whom payment is recovered has rights as a person entitled to enforce the dishonored instrument.”

Universal C.I.T. Credit Corp. v. Guaranty and Trust Co.—D. Mass., 1958

Issue: Whether “under Massachusetts law as it now stands, that is, before the effective date of what is commonly called the Commercial Code, . . . when a bank receives from its depositor a check endorsed without restriction but deposited pursuant to the usual deposit slip wherein the bank agrees merely to act as a collection agent, but nonetheless, the bank, before collecting the check allows the depositor to draw from the bank an amount equivalent to both his entire balance and the amount of that uncollected check, the bank is a holder for value of that uncollected check”? YES

Rule: “Since a check is merely an order to a bank to make payment in the manner set forth, the customer has the right to revoke such order before it is carried out.”-359

“[W]here the holder has a lien on the instrument, arising either from contract or by operation of law, he is deemed a holder for value to the extent of his lien.”-360

“In short, barring some clear agreement by both parties that the bank will not claim any such security rights, when the bank gives the customer the exceptional privilege of drawing against an uncollected item, a privilege to which under his contract the depositor has no right, the bank, while not purchasing the item is entitled to security to the extent of its advances, and is to that extent a holder in due course – that is, a person who has given value.”-362

(xx) “A post-dated check is properly payable prior to its effective date under UCC § 4-401(c).”-365

(xxi) “Prior to 1966, a check drawn by one who became a bankrupt prior to its presentation was not properly payable. . . . Thus, if X drew a check on Monday and petitioned for bankruptcy on Tuesday the drawee-payor could not charge X’s account upon paying the check on Wednesday, even if it at that time it was ignorant of the bankruptcy.  Rather it would be required to turn over ‘to the trustee all the funds in X’s account as of the moment on Tuesday that the petition was filed.’  This patently unfair result was reversed by Bank of Marin v. England. . . . The result of this case has been codified in the 1978 Bankruptcy Reform Act. . . . Under this section, the check is properly payable until the bank has notice of the commencement of the bankruptcy proceedings.”-366

(xxii) “Rev. UCC § 3-404 covers more than imposture.  It includes payroll padding and fake invoices, situations in which a drawer or its agent issues a check in the name of a person or entity not entitled to payment.  An indorsement in the name of that person or entity is deemed to be genuine, and thus the instrument is properly payable.”-367

(xxiii) UCC § 3-404 provides: “(a) If an impostor, by use of the mails or otherwise, induces the issuer of an instrument to issue the instrument to the impostor, or to a person acting in concert with the impostor, by impersonating the payee of the instrument or a person authorized to act for the payee, an indorsement of the instrument by any person in the name of the payee is effective as the indorsement of the payee in favor of a person who, in good faith, pays the instrument or takes it for value or for collection.  (b) If (i) a person whose intent determines to whom an instrument is payable . . . does not intend the person identified as payee to have any interest in the instrument, or (ii) the person identified as payee of an instrument is a fictitious person, the following rules apply until the instrument is negotiated by special indorsement: (1) Any person in possession of the instrument is its holder.  (2) An indorsement by any person in the name of the payee stated in the instrument is effective as the indorsement of the payee in favor of a person who, in good faith, pays the instrument or takes it for value or for collection.  (c) Under subsection (a) or (b), an indorsement is made in the name of a payee if (i) it is made in a name substantially similar to that of the payee or (ii) the instrument, whether or not indorsed, is deposited in a depositary bank to an account in a name substantially similar to that of the payee.  (d) With respect to an instrument to which subsection (a) or (b) applies, if a person paying the instrument or taking it for value or for collection fails to exercise ordinary care in paying or taking the instrument and that failure substantially contributes to loss resulting from payment of the instrument, the person bearing the loss may recover from the person failing to exercise ordinary care to the extent the failure to exercise ordinary care contributed to the loss.”

(xxiv) “The ‘rascality’ situations described above, at bottom, mainly involve negligence on the part of the drawer.  There are other situations where such negligence exists.  Unlike the case previously covered in this section, however, these residual situations are not ones in which the UCC has provided that the check is properly payable because of the drawer’s negligence.  Nevertheless, the UCC may shift the loss from the drawee-payor bank to the drawer if the drawer’s negligence can be proved.”-368

(xxv) UCC § 3-406 provides: “(a) A person whose failure to exercise ordinary care substantially contributes to an alteration of an instrument or to the making of a forged signature on an instrument is precluded from asserting the alteration or the forgery against a person who, in good faith, pays the instrument or takes it for value or for collection.  (b) Under subsection (a), if the person asserting the preclusion fails to exercise ordinary care in paying or taking the instrument and that failure substantially contributes to loss, the loss is allocated between the person precluded and the person asserting the preclusion according to the extent to which the failure of each to exercise ordinary care contributed to the loss.  (c) Under subsection (a), the burden of proving failure to exercise ordinary care is on the person asserting the preclusion.  Under subsection (b), the burden of proving failure to exercise ordinary care is on the person precluded.”

4. The Relationship Between the Payee and Its Successor, Including the Depositary Bank and the Drawee-Payor

a. Introduction

(i) “[I]f a drawee-payor bank pays a check or other item that is not properly payable it [does not have] the right to charge its customer’s account for it.  That fact, however, does not necessarily mean that it will take the ultimate loss, because it may be able to shift that loss back to the drawer on account of his or her negligence.  Many times this is not possible.  In those cases, the drawee-payor bank may be able to shift the initial loss to the presenting bank, which, in turn, may shift it to the depositary bank, which, finally, may shift it to the payee.”-370

b. Shifting the Loss Where the Check is Not Properly Payable: Herein of Ultimate Loss

(i) “Rascality . . . involves a forgery of the drawer’s signature, a forgery of the payee’s or holder’s signature, an alteration of the item, usually by raising its amount, or a combination of these wrongs – most commonly a forged drawer’s and payee’s signature.”-370

(ii) “Mistake involves payment or certification (acceptance) by a bank to someone who is not entitled to it. . . . In its broad sense, mistake includes forgery and alteration situations, because the drawee-payor bank would not normally make a payment or give a certification to one presenting a check if the bank knew that the check had been forged or altered.  But the UCC has definitive rules for rascality and other rules for mistake.”-370

(iii) “The best courts . . . handle [loss shifting] cases by saying that the drawee bank has the initial loss (thereby accounting for the concept of ‘properly payable’ found in UCC § 4-401) but that the loss is shifted to the drawer or some other party on account of his or her negligence.”-371

(iv) “The principal concepts used to shift the loss from the one who initially has it to someone else are warranty, negligence and restitution.  The rules of law making up these concepts are found mainly in UCC §§ 3-406 (negligence contributing to forged signature and alteration of instrument); 4-406 (customer’s duty to discover and report unauthorized signature or alteration); 4-207 and 3-416 (transfer warranties); 4-208 (presentment warranties); and 3-418 (restitution where payment or acceptance is made by mistake).”-371

(v) UCC § 4-207 provides: “(a) A customer or collecting bank that transfers an item and receives a settlement or other consideration warrants to the transferee and to any subsequent collecting bank that: (1) the warrantor is a person entitled to enforce the item; (2) all signatures on the item are authentic and authorized; (3) the item has not been altered; (4) the item is not subject to a defense or claim in recoupment . . . of any party that can be asserted against the warrantor; and (5) the warrantor has no knowledge of any insolvency proceeding commenced with respect to the maker or acceptor or, in the case of an unaccepted draft, the drawer.  (b) If an item is dishonored, a customer or collecting bank transferring the item and receiving settlement or other consideration is obliged to pay the amount due on the item (i) according to the terms of the item at the time it was transferred, or (ii) if the transfer was of an incomplete item, according to its terms when completed as stated in Sections 3-115 and 3-407.  The obligation of a transferor is owed to the transferee and to any subsequent collecting bank that takes the item in good faith.  A transferor cannot disclaim its obligation under this subsection by an indorsement stating that it is made ‘without recourse’ or otherwise disclaiming liability.  (c) A person to whom the warranties under subsection (a) are made and who took the item in good faith may recover from the warrantor as damages for breach of warranty an amount equal to the loss suffered as a result of the breach, but not more than the amount of the item plus expenses and loss of interest incurred as a result of the breach.  (d) The warranties stated in subsection (a) cannot be disclaimed with respect to checks.  Unless notice of a claim for breach of warranty is given to the warrantor within 30 days after the claimant has reason to know of the breach and the identity of the warrantor, the warrantor is discharged to the extent of any loss caused by the delay in giving notice of the claim.  (e) A cause of action for breach of warranty under this section accrues when the claimant has reason to know of the breach.”

(vi) UCC § 4-208 provides: “(a) If an unaccepted draft is presented to the drawee for payment or acceptance and the drawee pays or accepts the draft, (i) the person obtaining payment or acceptance, at the time of presentment, and (ii) a previous transferor of the draft, at the time of transfer, warrant to the drawee that pays or accepts the draft in good faith that: (1) the warrantor is, or was, at the time the warrantor transferred the draft, a person entitled to enforce the draft or authorized to obtain payment or acceptance of the draft on behalf of a person entitled to enforce the draft; (2) the draft has not been altered; and (3) the warrantor has no knowledge that the signature of the purported drawer of the draft is unauthorized.  (b) A drawee making payment may recover from a warrantor damages for breach of warranty equal to the amount paid by the drawee less the amount the drawee received or is entitled to receive from the drawer because of the payment.  In addition, the drawee is entitled to compensation for expenses and loss of interest resulting from the breach.  The right of the drawee to recover damages under this subsection is not affected by any failure of the drawee to exercise ordinary care in making payment.  If the drawee accepts the draft (i) breach of warranty is a defense to the obligation of the acceptor, and (ii) if the acceptor makes payment with respect to the draft, the acceptor is entitled to recover from a warrantor for breach of warranty the amounts stated in this subsection.  (c) If a drawee asserts a claim for breach of warranty under subsection (a) based on an unauthorized indorsement of the draft or an alteration of the draft, the warrantor may defend by proving that the indorsement is effective under Section 3-404 or 3-405 or the drawer is precluded under Section 3-406 or 4-406 from asserting against the drawee the unauthorized indorsement or alteration.  (d) If (i) a dishonored draft is presented for payment to the drawer or an indorser or (ii) any other item is presented for payment to a party obliged to pay the item, and the item is paid, the person obtaining payment and a prior transferor of the item warrant to the person making payment in good faith that the warrantor is, or was, at the time the warrantor transferred the item, a person entitled to enforce the item or authorized to obtain payment on behalf of a person entitled to enforce the item.  The person making payment may recover from any warrantor for breach of warranty an amount equal to the amount paid plus expenses and loss of interest resulting from the breach.  (e) The warranties stated in subsections (a) and (d) cannot be disclaimed with respect to checks.  Unless notice of a claim for breach of warranty is given to the warrantor within 30 days after the claimant has reason to know of the breach and the identity of the warrantor, the warrantor is discharged to the extent of any loss caused by the delay in giving notice of the claim.  (f) A cause of action for breach of warranty under this section accrues when the claimant has reason to know of the breach.”

Gresham State Bank v. O and K Construction Co.—S. Ct. of Or., 1962

Issue: Where two parties are negligent in permitting an agent of one of the parties to cash checks payable to the principal that were improperly endorsed, which party is favored? Principal

Whether the agent in this case was clothed with apparent authority where he had access to a rubber stamp with the name of the principal business, was in the office 85% of the time, used the company’s charge at the store where the checks were cashed, and was frequently in the store with the officers of the principal? NO

Holding: “[A]lthough under the circumstances it does not appear that Osburn and Kniefel were seriously at fault in not discovering McKenna’s deception, their conduct can be regarded as constituting negligence.”-376

“We hold that, because of defendant Zimmerman’s negligent failure to act in accordance with the reasonable commercial standards of its business, the defendant O and K Construction Company, although negligent, is not precluded from recovering upon the forged checks.”-383

“We hold that, under these circumstances, Zimmerman cannot rely upon the construction company’s negligence to bar the latter’s recovery.”-384

Rule: “[O]ne who obtains possession of a check through the unauthorized endorsement of the payee’s name acquires no title to it and is liable to the payee for the amount of the check unless the payee is precluded from setting up the want of authority.”-374

“Where there are other facts from which third persons might reasonably infer that authority was granted the principal may be held liable.”-375

“The mere fact that an employee has charge of a company’s office does not entitle third persons dealing with the employee to assume that he has the authority to execute or endorse the company’s negotiable paper.”-376

UCC § 3-406 provides: “Any person who by his negligence substantially contributes to a material alteration of the instrument or to the making of an unauthorized signature is precluded from asserting the alteration or lack of authority against a holder in due course or against a drawee or other payor who pays the instrument in good faith and in accordance with the reasonable commercial standards of the drawee’s or payor’s business.”-378

“We believe that Section 3-406 of the UCC expresses the appropriate principle.  We therefore adopt it.”

“[O]ne who cashes a check endorsed by an agent has the duty to inquire as to the agent’s authority to make the endorsement. . . . As we have already indicated, the duty to inquire is not absolute; the payor may rely upon the apparent authority of the agent or may assert an estoppel against the principal upon some other ground.”-380

“Where the payor’s negligence consists of his failure to ascertain the authority of the agent who forges the endorsement of his principal, the great weight of authority holds that the principal’s negligence does not bar him from recovery. . . . California Stucco Co. v. Marine Nat. Bank . . . holds that, in the absence of actual or apparent authority, the negligence of the principal in failing to supervise his employees, resulting in the forgery, is not a defense to an action against the payor.”-382

“[I]t seems proper that the negligent payor, rather than the negligent principal, should bear the loss caused by an agent’s unauthorized endorsement of his principal’s check.”-383

(vii) “When an indorser’s (payee’s or other holder’s) signature is forged the check is not properly payable in the normal case because the drawer did not direct the payor to pay the one who received the payment.  Rather, the drawer directed the payor to pay to the order of the payee, meaning to pay the payee or to anyone he or she directs by a proper indorsement.  The same principle applies to subsequent indorsers.  That is to say, the ‘properly payable’ principle usually requires the drawee-payor to pay a ‘holder.’  In all cases the check is properly payable only if the one entitled to the funds receives the money.”-385

(viii) “UCC § 3-420 . . . provides that ‘the law applicable to conversion of personal property applies to instruments.’  Under that law, an instrument is converted when it is stolen from the possession of the payee.  The drawee-payor bank also converts the instrument when it pays it.”-385

(ix) “Thus, section 3-420, in effect, provides that the victim of the forgery, usually the payee, can compel the drawee-payor to pay him or her the face amount of the check.  Upon receiving this payment, however, the victim is paid and the drawee-payor can charge the drawer’s account.  The payor, at this point, has paid twice, once on the check bearing the forged indorsement and secondly on the conversion.  As just indicated, however, it can charge the second payment to the drawer because he or she now has paid his debt to the payee.  The first payment may be shifted under warranty principles, namely the breach of warranty of title.”-386

(x) UCC § 3-420 provides: “(a) The law applicable to conversion of personal property applies to instruments.  An instrument is also converted if it is taken by transfer, other than a negotiation, from a person not entitled to enforce the instrument or a bank makes or obtains payment with respect to the instrument for a person not entitled to enforce the instrument or receive payment.  An action for conversion of an instrument may not be brought by (i) the issuer or acceptor of the instrument or (ii) a payee or indorsee who did not receive delivery of the instrument either directly or through delivery to an agent or a co-payee.  (b) In an action under subsection (a), the measure of liability is presumed to be the amount payable on the instrument, but recovery may not exceed the amount of the plaintiff’s interest in the instrument.  (c) A representative, other than a depositary bank, who has in good faith dealt with an instrument or its proceeds on behalf of one who was not the person entitled to enforce the instrument is not liable in conversion to that person beyond the amount of any proceeds that it has not paid out.”

(xi) “The conversion action puts the drawee-payor bank in the same position it would have been in if the drawer had simply given the payee (victim) a second check upon learning that the first had been stolen and forged.”-386

(xii) “The conversion action is superior (from the payee’s point of view) because payor banks understand it, whereas most drawers are reluctant to issue a second check.  Thus, a payee or holder who has been victimized by theft may recover fairly easily in conversion from the payor, whereas it may take a law suit to recover a second check from the drawer.”-386

(xiii) “Since the payor bank usually will be able to shift the loss on forged indorsement checks by way of breach of warranty of title, the depositary bank often will end up with the loss because it usually has dealt with the forger.  In any case, it will bear the loss until it can find someone to whom it may shift it.  As a consequence, some states have allowed the payee (victim) to bring the conversion action directly against the depositary bank.”-387

(xiv) “[I]n the normal case where the drawer’s signature is forged a fictitious person, or someone not the forger, will be named as the payee.  The forger, who has already forged the drawer’s signature, now also must forge the payee’s signature in transferring or cashing the check.”-387

c. Alteration

(i) “[W]here a check is altered so as to appear to be for a greater amount than originally drawn, it is usually properly payable for the original amount but the excess over that amount normally cannot be charged to the customer’s account.  The loss may be shifted back through breach of warranty of no material alteration.”-419

(ii) “Of course, the loss caused by material alteration also may be shifted, or partially shifted, through the concept of negligence, where it can be established.  If a drawer has been negligent in the preparation of a check, or in his or her failure to examine returned checks, the drawee-payor may be able to charge the drawer’s account for the entire amount of the check as altered.”

(iii) “If a check is altered before it is certified in the altered amount, the normal rules of alteration apply and, thus, the certifying bank may recover back for breach of warranty of material alteration.  Of course, if the one obtaining the certification is the alterer, the breach of warranty action may be worthless.  Under Rev. UCC § 3-413 the certifying bank (“acceptor”) ‘is obligated to pay the draft (check) according to its terms at the time of acceptance’ and it cannot avoid this obligation by stating that its liability is limited to the amount of the check ‘as originally drawn.’”-420

(iv) “If the alteration is made after certification, the certifying bank is not obligated to pay beyond the amount it certified.  If it does pay the excess amount, it may be out of pocket to that extent. . . . Suffice it to say here that the bank would not be able to recover the payment if the person or entity to whom it was made ‘took the instrument in good faith and for value or who in good faith changed position in reliance on the payment or acceptance.’”-421

d. Encoding and Truncation Errors or Fraud

(i) “[D]epositary banks are required to make the funds represented by a deposited check available to the depositor, usually the payee of the check, within a very short period of time.  To meet this requirement, banks have relied increasingly on electronic equipment, making it possible for them to deal with other banks in the collection process by forwarding electronic information speedily rather than by slowly moving the ‘mountain of paper’ represented by the checks, themselves, as was the practice until recent times.”-422

(ii) “Magnetic ink character recognition” (MICR) numbers “are the rather funny-looking numbers on the bottom of the check.  They are the only numbers on the check that the computer can read.  Many of the MICR numbers appear on the checks delivered by the drawee-payor bank to its customer when he or she gets a new checkbook.  But some must be added when the check is deposited by the payee or holder into his or her account with the depositary bank.”-422

(iii) “Where a check is over-encoded, a drawee-payor bank, relying on the encoding, will over-charge the drawer’s account, and this may cause the dishonor of some of his or her checks that are subsequently issued.  The problem of damages for the over-encoding, however, is more difficult than for under-encoded, because over-encoding results in a drawee-payor bank seeking to recover its wrongful dishonor losses caused by the encoding error from the depositary bank, which made the error, whereas where there is underencoding it is the depositary bank itself that may be liable for wrongful dishonor.”-425

(iv) 12 C.F.R. § 229.34 provides: “(C) Warranty of settlement, encoding, and offset.  (1) Each bank that presents one or more checks to a paying bank and in return receives a settlement or other consideration warrants to the paying bank that the total amount of the checks presented is equal to the total amount of the settlement demanded by the presenting bank to the paying bank.  (2) Each bank that transfers one or more checks or returned checks to a collecting, returning or depositary bank and in return receives a settlement or other consideration warrants to the transferee bank that the accompanying information, if any, accurately indicates the total amount of the checks or returned checks transferred.  (3) Each bank that presents or transfers a check or returned check warrants to any bank that subsequently handles it that, at the time of presentment or transfer, the information encoded after issue in magnetic ink on the check or returned check is correct.  (D) Damages.  Damages for breach of these warranties shall not exceed the consideration received by the bank that presents or transfers a returned check, plus interest compensation and expenses related to the check or returned check, if any.”

(v) “The electronic handling of checks sometimes involves ‘truncation’ as well as encoding.  When this occurs, the depositary bank retains the checks that are deposited and sends only the information that is encoded on them to the payor bank.  If the payor bank has an agreement with its customer that allows it to truncate, the payor bank will not send the cancelled checks to him or her at the end of the month, but will send instead a statement that indicates the activities that have occurred with respect to the account, including the names of the payees and the amounts and numbers of the checks issued to them.”-426

(vi) “If a customer does not want to have his or her checks truncated, he or she may refuse to allow the bank this privilege.  In that case, the payor bank must return the cancelled checks monthly, or at some other agreed-upon time.  This necessitates the payor getting the checks from the depositary banks who have retained them.”-426

(vii) “If the depositary bank decides to keep the check and make presentment electronically, it makes a warranty that the check is in accordance with the information transmitted to the collecting bank and the payor.”-427

(viii) UCC § 4-209 provides: “(a) A person who encodes information on or with respect to an item after issue warrants to any subsequent collecting bank and to the payor bank or other payor that the information is correctly encoded.  If the customer of a depositary bank encodes, that bank also makes the warranty.  (b) A person who undertakes to retain an item pursuant to an agreement for electronic presentment warrants to any subsequent collecting bank and to the payor bank or other payor that retention and presentment of the item comply with the agreement.  If a customer of a depositary bank undertakes to retain an item, that bank also makes this warranty.  (c) A person to whom warranties are made under this section and who took the item in good faith may recover from the warrantor as damages for breach of warranty an amount equal to the loss suffered as a result of the breach, plus expenses and loss of interest incurred as a result of the breach.”

e. Mistake

(i) “Mistake may involve rascality but sometimes the beneficiary of error is an innocent party.  Most of these cases involve stop orders.  Other fairly common cases are where a bank pays money out on a check that overdraws the account or that is drawn on an account that is closed, or where it pays in excess of its obligation as an ‘acceptor’ – certifier of a check.”-427

(ii) “Rev. UCC § 3-418 provides rules for recovering a payment or rescinding an acceptance made by mistake.  These rules are based on restitutionary principles, and, accordingly, carry with them the significant limitation that no recovery may be ‘asserted against a person who took the instrument in good faith and for value or which in good faith changed position in reliance on the payment or acceptance.’”-427

(iii) Missed Stop Orders
(A) A drawer may stop payment on a check because he or she believes that he or she had been defrauded.”-428

(B) “UCC § 4-403 allows the payor to charge the drawer unless he or she can prove that he/she suffered a loss because of the missed stop. . . . Thus, it is correct to say that the initial loss in the ‘missed stop order case’ is on the drawer but that he or she may shift it to the drawee-payor bank to the extent of any loss proved.”-428

(C) “Assuming the drawer establishes a loss, can the payor recover it from the presenter who received payment? . . . If he or she is a holder in due course the contest is over.  If he or she is not a holder in due course but has changed his or her position in reliance on payment, then the payor is not able to recover back.”-428

(iv) Certified Checks

(A) “If . . . the bank mistakenly pays the altered amount to such a party, it cannot recover it back on grounds of mistake.”-428

(v) Overdrafts and Payments Against Closed Accounts

National Savings & Trust Co. v. Park Corp.—6th Cir., 1983

Issue: Whether the D Park Corp. is liable to the P National Savings and Trust in restitution after the P mistakenly paid the D $75,000 on a check drawn by DAI Intern’l Invest. Corp., where DAI did not have sufficient funds in its account to cover the check, D failed to provide consideration for the check until after the mistaken payment, and there is no established detrimental reliance on the part of the D? YES

Holding: “Our own analysis of the Code convinces us that . . . section 4-213 does not expand the final payment doctrine to bar recovery by payor banks from payees who have not detrimentally relied.”-432

Rule: “[M]oney paid to another by mistake is recoverable unless the other person has changed his position in reliance on the payment.  This rule applies even if the mistake was the result of negligence.”

(A) UCC § 4-213 provides: “(a) With respect to settlement by a bank, the medium and time of settlement may be prescribed by Federal Reserve regulations or circulars, clearing-house rules, and the like, or agreement.  In the absence of such prescription: (a) the medium of settlement is cash or credit to an account in a Federal Reserve bank of or specified by the person to receive settlement; and (2) the time of settlement, is; (i) with respect to tender of settlement by cash, a cashier’s check, or teller’s check, when the cash or check is sent or delivered; (ii) with respect to tender of settlement by credit in an account in a Federal Reserve Bank, when the credit is made; (iii) with respect to tender of settlement by a credit or debit to an account in a bank, when the credit or debit is made or, in the case of tender of settlement by authority to charge an account, when the authority is sent or delivered; or (iv) with respect to tender of settlement by a funds transfer, when payment is made pursuant to Section 4A-406(a) to the person receiving settlement.  (b) If the tender of settlement is not by a medium authorized by subsection (a) or the time of settlement is not fixed by subsection (a), no settlement occurs until the tender of settlement is accepted by the person receiving settlement.  (c) If settlement for an item is made by cashier’s check or teller’s check and the person receiving settlement, before its midnight deadline; (1) presents or forwards the check for collection, settlement is final when the check is finally paid; or (2) fails to present or forward the check for collection, settlement is final at the midnight deadline of the person receiving settlement.  (d) If settlement for an item is made by giving authority to charge the account of the bank giving settlement in the bank receiving settlement, settlement is final when the charge is made by the bank receiving settlement if there are funds available in the account for the amount of the item.”

(B) “The Restatement of Restitution, section 142(g), provides: ‘Where the claimant has proved that the recipient has received things under circumstances which would create the right to restitution, the recipient has the burden of proving a sufficient change of circumstances to make it inequitable for the claimant to have restitution.’”-434

(C) Example: “Payee presents a check in the amount of $1000 drawn to his order by the drawer and drawn on the bank to which presentment is made.  Drawer only has $10 in his account.  If the bank pays $1000 on the check, it has made a proper payment, because under UCC 4-401 overdrafts are properly payable.  Accordingly, it can charge $1000 against the drawer’s account.  But, in the absence of a special agreement to the contrary, the bank is not obliged to honor an overdraft.  If it can’t collect the overdraft from its customer, the bank may be inclined to allege that it did not wish to engage in an overdraft transaction and that its payment was due to mistake.  The bank has the burden of proving that the transaction involved mistake.  Upon this proof it can get the money back from the recipient, unless he or she proves that he or she changed position in reliance on the payment or is a holder in due course.  In other words, the bank has the burden of proving that its payment was made as a result of mistake, and the recipient of the money has the burden of showing that he or she is a holder in due course or has changed position in reliance on the payment.”-434

f. Funds Availability

(i) “Since the payor bank does not notify the depositary bank that a check has been finally paid, the depositary bank has no way to ascertain this fact until the time in which it would receive notice of dishonor has passed, assuming the check is dishonored.  Bankers called this phenomenon, ‘No news is good news.’  In other words, the depositary bank could conclusively assume that a check deposited by its customer had been paid by the payor bank if it did not get news to the contrary, that is to say, it did not get notice of dishonor to the contrary.”-436

(ii) “Recall that each bank had under the original UCC until its mid-night deadline to send notice of dishonor.  Thus, if the payor bank receives a check on Monday, it has until closing time on Tuesday to send notice of dishonor.  It may use the U.S. mails to send the notice to the presenting bank, which then has until its midnight deadline to send notice to an intermediate collecting bank, if one was involved in the collection of the check in question.  It in turn has until its midnight deadline to send notice to the depositary bank.”-436

(iii) “Assuming the worst case scenario (i.e. each bank in the collecting and remittance chain takes the maximum time allowed it and uses regular mail to transmit the item and send notice of dishonor), the depositary bank calculates how long it would take the check to reach the payor bank, and how long the return trip would be in case of dishonor.  The sum total of this time is the ‘hold’ period it puts on a deposited check.”-436

(iv) “Only about seven checks in one-thousand are dishonored.  In other words, more than 99% are paid.”-437

(v) “It is a huge expense for banks to operate the check system.  Roughly, the cost is nearly 25 cents a check.  Who should pay for this service?  The check-writers or the note-writers?  In the past the banks have largely imposed these charges on the check-writers, because the value of the ‘float’ generated by delayed funds availability was probably greater than the cost of maintaining the checking system.”-438

(vi) “In 1987 Congress enacted the so-called ‘Expedited Funds Availability Act’ which, among other things, delegated to the Federal Reserve Board the duty to promulgate detailed rules [such] as when a customer could withdraw funds, represented by cash, checks or wire transfer deposits, from the account in which the deposits were made.  Pursuant to this delegation, the Federal Reserve Board issued so-called ‘Regulation CC’ 12 C.F.R. pt. 229.  These regulations and the new law became effective as of September 1988.  For a period of two years a ‘temporary availability of funds’ schedule was put in place.  After August 31, 1990 a permanent schedule became operative.”-438

(vii) “Regulation CC has many rules designed to speed up the check collection process, such as a new provision that requires check forms to be printed in such a way as to attempt to confine the payee’s indorsement to the upper part of the back of a check, the depositary bank’s indorsement to the next space down, and so forth.  The most important rules, however, are the mandatory availability schedules that give the customer a right to withdraw deposits within relatively short time limits, at least as compared with the displaced law.  These new rules preempt the rules of the UCC.”-438

(viii) Time Limits

(A) “The mandatory funds availability schedule states the general time limits after which depositors have a right to deposited funds, but provides exceptions to deal with risky or unusual situations.”-439

(B) Most checks permit “next-day availability,” meaning that a check deposited on Monday can be withdrawn in cash on Tuesday.  But, checks that are not subject to the next-day availability requirements nevertheless give a customer a right to next-day availability up to $100.  This is called the “$100 availability rule.”-439

(C) Local checks (i.e. cleared through the same local or nonlocal clearing house) have two-day availability.-439

(D) Non-local checks have five-day availability.-440

(E) “There are ‘safe-guard’ exceptions to the availability rules to protect banks from unusual or risky transactions.  The UCC rules on availability apply to these exceptional situations.  A. New accounts.  An account that has been opened within thirty days.  B.  Large deposits.  Aggregate deposits of over $5000 on a given day.  C.  Returned checks that are redeposited.  D.  Accounts in which there have been repeated overdrafts.  E.  ‘Reasonable cause exception.’  The next day and second day availability rules are subject to an exception where the bank has reasonable cause to believe that the check is uncollectible.  F.  Force majeure.  Where there has been a computer failure, war, failure of one of the banks in the collection chain, etc. the depositary bank may extend the ‘hold’ period to the extent of the delay caused thereby.”

g. Other Aspects of the Relationship

(i) “The drawee-payor bank largely regards the payee . . . of a check as a stranger to the contract of deposit it has made with the drawer (customer).  As a consequence, a drawee-payor bank may assert dogmatically that it owes no duty to the payee, unless and until it certifies the check.  In this connection, Revised UCC § 3-408 provides that a ‘check or other draft does not of itself operate as an assignment of funds in the hands of the drawee available for its payment, and the drawee is not liable on the instrument until the drawee accepts it.’”-441

(ii) “This assertion of no duty usually is made in two situations: where the payee seeks to have certified a check made to his, her or its order, and where the payee seeks to stop payment on a check that has been stolen or fraudulently taken for him, her or it.”-441

(iii) “In these two cases the assertion of the drawee-payor bank of ‘no duty’ is correct.  It is not obliged to obey a stop order on a check issued by the payee, and it has no duty to certify a check.  Consequently its refusal to do so is not a dishonor, and, thus, a holder who unsuccessfully has demanded certification of a check is not entitled to proceed against the drawer upon giving notice of dishonor, because no dishonor has occurred.”-441

(iv) Wachtel v. Rosen – “[T]he New York Court of Appeals held that a refusal to certify is not a dishonor, on the ground that to require ‘a holder who has been refused certification to demand payment as well, before seeking recourse against the drawer imposes a futile formality which affords neither the bank nor the drawer any added protection, and places a penalty on an unwary holder.’”-441

(v) “Although not obliged to do so, a drawee-payor bank may certify a check at the request of the payee or his or her successor in interest.  If it does so, however, the drawer is discharged.”-442

(vi) “If the payee elects to take a certification instead of payment, . . . it should run the risk that payment never will be made, since it had the option to receive payment at an earlier time.  Under the Revised UCC these results obtain even where the drawer procures the certification.”-442

(vii) “Once a check is certified, the drawee-payor bank becomes primarily liable on it and, thus, acquires the same position as a maker of a promissory note.  At this point, the payee or other holder of a check has rights against the drawee-payor that are like the rights a payee or holder of a note has against its maker.  Thus, the drawee-payor bank that has certified a check may not accept a stop order from the drawer, for the check is now out of his or her hands and constitutes a separate obligation of the bank.”-442

(viii) “A cashier’s check is one in which the bank draws a check on itself.  Since an entity drawing on itself may be fairly said to be promising payment, it has been established that a cashier’s check is, in effect, a note.”-442

(ix) “A teller’s check is one on which a check is drawn on one bank by another bank.”-443

(x) “[T]he Revised UCC has elevated the teller’s check to the status of a certified or cashier’s check.  Teller’s checks now carry with them the primary obligations of the issuer.  It would not be fair to impose primary liability on a teller’s check against the drawee-payor, because any bank has the power to draw a check on any other bank.  But it is fair to impose this liability against the drawer and prohibit it from stopping payment, and the Revised UCC does so.”-443

(xi) UCC § 3-411 provides: “(a) In this section, ‘obligated bank’ means the acceptor of a certified check or the issuer of a cashier’s check or teller’s check bought from the issuer.  (b) If the obligated bank wrongfully (i) refuses to pay a cashier’s check or certified check, (ii) stops payment of a teller’s check, or (iii) refuses to pay a dishonored teller’s check, the person asserting the right to enforce the check is entitled to compensation for expenses and loss of interest resulting from the nonpayment and may recover consequential damages if the obligated bank refuses to pay after receiving notice of particular circumstances giving rise to the damages.  (c) Expenses or consequential damages under subsection (b) are not recoverable if the refusal of the obligated bank to pay occurs because (i) the bank suspends payments, (ii) the obligated bank asserts a claim or defense of the bank that it has reasonable grounds to believe is available against the person entitled to enforce the instrument, (iii) the obligated bank has a reasonable doubt whether the person demanding payment is the person entitled to enforce the instrument, or (iv) payment is prohibited by law.”

(xii) “As indicated, short of certification the drawee-payor bank generally owes no duties to the payee or his or her successor.  There are a couple of exceptions to this rule.  One involves the right of the payee whose indorsement has been forged to hold the drawee-payor bank liable as a converter.”-443

(xiii) “The only real exception to the rule that the drawee-payor bank owes no duty to the payee involves the contract law of assignment.”-443

(xiv) “If the payee of a check is an assignee of the drawer’s rights against the drawee-payor, then the payee will have the rights of the drawer, which . . . are considerable.  Usually, however, a payee of a check is not regarded as an assignee of the drawer’s rights against the drawer-payor. . . . [A]n assignor must manifest his or her intention to make a present transfer of the right without further action by him or the obligor.  More importantly, the debtor may ignore an assignment (and pay the original obligee with impunity) until he or she is notified of it.  These two basic rules prevent most checks from being assignments, at least in the sense that the drawee-payor bank (debtor) is controlled by the assignee (payee) rather than the assignor (drawer).”-444

(xv) “Bankers call the matters handled by Revised UCC § 4-303 the ‘four legals’ because four legal questions are answered by this section in determining the exact point of time at which the drawer loses control of the funds against which he has drawn checks.  These four (‘legals’) are: (1) If the drawee-payor bank becomes insolvent, who takes the loss, the drawer of the check or its holder?  (2) At what point does the drawer of a check lose his right to stop payment?  (3) For how long may creditors of the drawer attach or otherwise reach the funds against which a check is drawn?  (4) For how long may a bank setoff against the drawer’s account the various obligations it holds against him?”-444

(xvi) “[A]n assertion of one or more of the ‘legals’ comes too late if the bank already has: (1) accepted or certified the item; (2) paid the item in cash; (3) settled for the item; (4) and (5) becomes accountable for the item because of rules on late returns.”-444

(xvii) “[I]f a check is an assignment of funds the bank becomes liable to pay the assignee once it is notified of the assignment, and thereafter it is too late for anyone to stop payments, garnish the account or control it in some other way.”-445

(xviii) “Under Rev. UCC § 3-408 a check does not ‘of itself operate as an assignment of funds.’ . . . Something more than issuing a check, therefore, is necessary to bind the bank to the results that would flow from an assignment.”-446

(xix) “In reviewing the cases in which courts have found assignments to exist, Professor Ralph Aigler listed three factors that have influenced them to make these findings: (1) some documentary evidence of the debt owing the drawer by the drawee accompanies the order to pay; (2) the check is in the precise amount owing the drawer by the drawee; and (3) the payee takes the draft or check in full payment, thus satisfying the underlying obligation, as distinguished from the normal conditional payment.”-446

D. Excursus: Drafts

1. Introduction

a. “Revised UCC § 3-104(f) defines a check to mean ‘(i) a draft, other than a documentary draft, payable on demand and drawn on a bank or (ii) a cashier’s check or teller’s check.’”-447

b. “[A]ll checks are drafts, but not all drafts are checks.  UCC rules that are made applicable to drafts, thus, apply to checks, unless they are specifically limited to documentary drafts.  On the other hand, rules that are made applicable to checks do not govern drafts.”-447

c. “The drawee of a check . . . must be a bank, whereas any person or entity may be the drawee of a draft.  A check is always payable on demand, whereas a draft may be made payable on demand or at some future date.  Of course, a draft that is payable on demand and drawn on a bank is a check, unless the instrument is a ‘documentary draft.’ . . .”-447

d. “Drafts can be used to make payment, but more often they are employed to extend credit or to make collections, or both.  In this regard they are much more versatile than checks.”-447

2. The Draft as a Payment Device

a. “If A owes money to B, and C owes money to A, it is a fairly simple idea to have C pay the money to B.  This idea also promotes efficiency, since one payment discharges two debts – A’s debt to B, and C’s debt to A.  The earliest bills of exchange (now called ‘drafts’) probably were used in this way.”-448

b. “[T]he ‘hot check law’ . . . makes it a criminal offense for one to write a check with no intention that it will be paid.  This law gives the payee considerable assurance that the drawer has a checking account with the drawee and that it is sufficiently funded to cover the item in question.”-450

c. “[T]he wrongful dishonor rules of UCC § 4-402 put pressure on a bank to pay items that are properly payable.”-450

d. “Although most payees understandably would rather be paid by check than by draft, payment by draft is still fairly common, particularly in some industries.  Payments made to claimants by insurance companies, provides a good example.”-450

e. “When a draft is made payable through a bank that it identifies, the identified bank becomes a collecting bank and is the only entity through which a proper presentment for payment may be made.”-451

f. UCC § 4-106(a) provides: “(a) If an item states that it is ‘payable through’ a bank identified in the item, (i) the item designates the bank as a collecting bank and does not by itself authorize the bank to pay the item, and (ii) the item may be presented for payment only by or through the bank.”

g. “[B]y adopting the ‘payable through’ draft device for payment of its insurance claims, the home office retains the ability to approve, or disapprove, of payments authorized by one of its claim agents out in the field.  Sometimes it will disapprove a claim, and thus dishonor the draft made in payment thereof, because the agent has notified it that the payment was induced by fraud or made by mistake.  In this case the agent may send through a notice that is called a ‘stop payment order.’”-451

3. The Draft as a Credit or Collecting Device

a. Use of Drafts in Simple Collection Situations

(i) “If the creditor puts his demand in the form of a draft, . . . there may be generated social and economic pressures, not otherwise present, for the debtor to pay.  If the debtor dishonors the draft when it is presented for payment that fact will be publicized, at least to the holders of the instrument who are entitled to notice of dishonor, and his or her credit standing may be impaired.  Moreover, the dishonor will be enough in many cases to convince the creditor that the debtor is unable or unwilling to pay and that further action is indicated.”-453

b. Documentary Drafts

(i) “The documentary draft is ‘a draft to be presented for acceptance or payment if specified documents, certificated securities . . . or instructions for uncertificated securities . . . or other certificates, statements, or the like are to be received by the drawee or other payor before acceptance of payment of the draft.’”—UCC § 4-104(a)(6)-454

(ii) “Documentary drafts are frequently used in sales transactions either to protect the seller in his or her control of the goods or to enable him or her to shift the burden of short-term financing onto a bank.  This use is called ‘shipment under reservation’ and a seller may employ it unless his or her agreement with the buyer provides otherwise.  It usually works this way.  (1) The seller delivers the goods to a carrier and receives a bill of lading made to the order of the seller.  At the same time the carrier is directed to transport the goods to the city of the buyer and to notify the buyer, and perhaps his or her bank, of their arrival.  (2) The seller next draws a draft on the buyer payable to the order of the seller and payable through a bank in the buyer’s city, designated by the buyer in the sale agreement.  (3) The seller indorses both the draft and the bill of lading to his own, local bank.  The bank discounts the draft, paying the seller substantially its face amount thereof.  The discount rate is low because the risks are low, as will be explained subsequently.  (4) The bank forwards ‘the bill of lading with draft attached’ through a chain of collecting banks until this document and instrument reach the ‘payable through’ bank in the buyer’s city.  This bank presents the draft to the buyer.  Depending on instructions, the presenting bank will ask the buyer either to pay or to accept the draft.  Usually demand drafts are presented for payment and time and sight drafts not payable on demand are presented for acceptance.  The bill of lading is withheld from the buyer until it makes payment or acceptance, as the case may be.  Thus, if the draft is dishonored, the seller retains possession of the goods, since the bill of lading controls them.”-455

(iii) “Although the buyer cannot take possession of the goods until he or she pays or accepts the draft, depending on the transaction, he or she is entitled to inspect them to make sure they conform to the contract before paying or committing to pay for them.”-455

(iv) “The commercial letter of credit also involves the use of documentary drafts and can be viewed as an extension of the shipment under reservation device.”

(v) “Since B wants credit, and S does not want to grant it, the way out may be for B to buy his own credit from his own bank.  B goes to his bank (Dallas Bank) and makes arrangements for it to issue a letter of credit running in favor of S.  The letter of credit provides that Dallas Bank will honor a draft drawn on it by S, provided S attaches certain documents to the draft and presents them by a certain date.  In this respect, it is contemplated that Dallas Bank will be named the drawee of the draft, and not be named merely as a ‘payable through’ bank.  The accompanying documents called for are usually an invoice, a bill of lading and a marine insurance policy.  B promises to reimburse Dallas Bank and pay it a small commission, which usually amounts to about one-eight of 1% of the sum of the draft.  After these arrangements are made with B, Dallas Bank issues the letter of credit and sends it to its correspondent bank, or a bank designated in the sales contract (Paris Bank), which, in turn, notifies S of the terms of the credit.  The terms will specify whether the draft is to be paid or accepted, what documents are to accompany the draft, the designated amount, and so forth.”-457

V. Electronic Fund Transfers

A. Introduction

1. “It should be emphasized at the outset that the electronic collection of checks is governed by Articles 3 and 4 of the UCC.  It is not governed by Article 4A, which is exclusively concerned [with] a different method of payment – one in which a person making payment transmits an instruction to a bank either to make payment to the person receiving the payment (the ‘beneficiary’) or to instruct some other bank to make payment to the beneficiary.”-460

2. “Electronic payment systems are governed largely by Article 4A and the Electronic Fund Transfer Act (EFTA).”-460

B. Article 4A

1. Scope

a. “Typically, electronic fund transfers are large in size.  Should the scope of new Article 4A be based on a certain minimum dollar limit?  After considerable deliberation, the redactors decided not to adopt this criterion.”-462

b. “Typically the fund transfers that the bankers thought deserved special consideration are accomplished by electronic means, and at an early stage the redactors of Article 4A thought that perhaps the scope of this new Article should be limited to this kind of media.  But they backed off from this possibility when they realized that checks, particularly the collection of checks, often involve the use of wire transfers, and that Article 4A would be overly broad in scope if it controlled any transaction in which money was transferred electronically.”-462

c. “Checks are used to pay all kinds of debts, but the transactions for which the bankers wanted special treatment were commercial in nature. . . . After much debate, the decision was finally taken as to the Scope of Article 4A.  This new article would be limited to the commercial transfer of credit that flows from the originator to the beneficiary through the banking system.”-462

d. “[T]he scope of Article 4A is limited to commercial transfers made through the banking system.  It does not embrace transfers that are made by consumers.  These transfers, as will be seen later, are regulated by the federal Electronic Funds Transfer Act (EFTA). . . . A transfer of funds through an entity other than a bank usually involves a consumer transaction and would be excluded from Article 4A for that reason, but even where the transaction is commercial in nature, Article 4A does not apply to it if the transfer of funds is to be made by an entity that is not a bank.”-463

e. “Secondly, and perhaps curiously, the scope of Article 4A is not limited to electronic fund transfers, though they, of course, are normally its subject matter.  The transfers governed by Article 4A can be partially, or even totally, paper-based.”-464

f. “Finally, Article 4A applies only to ‘credit’ transfers.  The distinction between a ‘credit’ transfer, which is included within the scope of Article 4A, and a ‘debit’ transfer, which is excluded from its scope, is said to be the difference between a ‘pay’ order and a ‘draw’ order.  A check is an example of a draw order and a debit transfer.  A ‘funds transfer’ describes the transfer made under Article 4A.  It is an example of a ‘pay’ order and a credit transfer.  It has been said that in a draw order the funds are ‘pulled’ from one bank to another, while in a ‘pay’ order they are ‘pushed’ from one bank to another.  Curiously, in a ‘debit’ transfer, such as a check, the first accounting entry is a credit, given by the depositary bank to the payee, whereas in a ‘credit’ transfer, such as a funds transfer, the first accounting entry is a debit, given by the originator’s bank in charging the account of the originator.  Of course, on the other hand, the last accounting entry in a debit transfer, such as a check, is a debit to the account of the drawer, whereas the last accounting entry in a credit transaction such as a funds transfer is a credit to the account of the beneficiary.”-464

g. “In other words, the difference between ‘credit’ and ‘debit’ transfers is determined by whether the instruction to pay is given by the person making payment or the person receiving it.  If the instruction is given by the person making the payment, the transfer is commonly referred to as a ‘credit transfer.’  If the instruction is given by the person receiving payment, the transfer is commonly referred to as a ‘debit transfer.’”-466

h. “Under Article 4A a ‘sender’ means the ‘person giving instructions to the receiving bank.’  Conversely, a ‘receiving bank’ means ‘the bank to which the sender’s instruction is addressed.’  Since the originator sends an instruction to the originator’s bank, the originator is a ‘sender’ and the originator’s bank is a ‘receiving bank.’  When the originator’s bank instructs the Intermediary Bank to instruct the Beneficiary’s Bank to pay the Beneficiary, the Originator’s Bank is a ‘sender’ and the Intermediary Bank is a ‘receiving bank.’  The instruction, like that given [to] the Originator’s Bank is a ‘payment order.’  The word ‘instruction’ is often used by Article 4A to describe the orders that are given by one party to a funds transfer to another, and a payment order is one kind of instruction.  ‘Instruction’ is not a synonym for ‘payment order,’ however, because instructions may direct activities other than payment, such as cancellations of payment orders.”-467

C. The Relationship Between the Parties to a Funds Transfer

1. The Relationship Between the Beneficiary and the Originator

a. “In [the] usual case payment occurs so far as the originator is concerned when the Beneficiary’s Bank accepts a payment order for the benefit of the beneficiary.”-467

b. “Even where the beneficiary has not agreed to take payment by way of a fund transfer, discharge of the underlying obligation owed by the originator usually occurs when the Beneficiary’s Bank accepts the payment order.  Where, however, the contract between the originator and beneficiary prohibits the use of a funds transfer as a method of payment, the acceptance by the Beneficiary’s Bank of a payment order does not discharge the underlying obligation owed by the originator to the beneficiary, unless the beneficiary fails to notify the originator that this kind of payment has been refused, or the beneficiary withdraws part of the funds from the beneficiary bank, or that bank applies the funds by way of set-off against the beneficiary, and the beneficiary would have suffered a loss that could reasonably have been avoided if payment had been made by a means complying with the contract.”-468

c. “The price charged for a funds transfer is nominal, at least compared to the amount of money being transferred. . . . In the absence of agreement, the beneficiary is entitled to receive full payment and any charges are for the originator’s account.  On the other hand, section 4A-406(c) prevents a beneficiary from asserting that no discharge occurred because deduction for wire transfer charges reduced the amount he or she received to less than the amount of the underlying obligation.”-468

2. The Relationship Between the Originator and the Originator’s Bank

a. “In almost all cases, the originator and the originator’s bank will have entered into an agreement concerning their basic rights and duties in a funds transfer.  Section 4A-501(a) gives the parties freedom to make the kind of contract that suits their needs.  While most fund transfers do involve a contract between the originator and the originator’s bank, commonly these agreements do not cover all aspects of the relationship, and in that case Article 4A fills the gaps.”-469

b. “A ‘payment order’ has certain formal requisites, as stated in 4A-103(a)(1).  An instruction that does not comply with these requisites is outside the scope of Article 4A.”-469

c. “For Article 4A purposes, a ‘payment order’ is defined by 4A-103(a)(1): ‘(1) ‘Payment order’ means an instruction of a sender to a receiving bank transmitted orally, electronically, or in writing, to pay, or to cause another bank to pay, a fixed or determinable amount of money to a beneficiary if: (i) the instruction does not state a condition to payment to the beneficiary other than time of payment, (ii) the receiving bank is to be reimbursed by debiting an account, or otherwise receiving payment from, the sender, and (iii) the instruction is transmitted by the sender directly to the receiving bank or to an agent, funds-transfer system, or communication system for transmittal to the receiving bank.’”-470

d. “Since a payment order sent by the originator to the originator’s bank may direct the bank to pay the beneficiary, it is possible for the originator’s bank also to be the beneficiary’s bank.  In this case, no electronic fund transfer may be made.”-470

e. Authorized Payment Orders

(i) “If the payment order is authorized, the originator’s bank may accept it and charge the originator accordingly.  Normally, acceptance of the payment order occurs when the originator’s bank executes it, that is to say when it sends its own payment order to the intermediary bank and the latter receives it.  If the originator’s payment order contains an execution date, however, a premature execution of it by the originator’s bank does not amount to an acceptance, obliging the originator to make reimbursement, though the originator’s bank will be liable to the bank that received the prematurely issued payment order.  Since the originator may cancel his order before the originator’s bank has accepted it, a premature execution will not necessarily amount to an acceptance when the execution date arrives, and the originator’s bank, accordingly, runs the risk of a substantial loss by a premature execution, though it may be able to recover all or some of it in most cases through restitutionary principles.”-471

(ii) “Even if a payment order is authorized, the originator’s bank has no obligation to accept it, unless it has agreed to do so.  In that case, however, the failure of the originator’s bank to accept does not result in an acceptance, binding it with respect to a funds transfer.  It is merely a breach of the contract it has made with the originator for which damages may be assessed in accordance with simple contract law.  Stated differently, a receiving bank other than the beneficiary’s bank, including the originator’s bank ‘accepts a payment order when it executes the order.’”-472

(iii) “[A]n unaccepted payment order is canceled by operation of law at the close of the fifth funds-transfer business day of the receiving bank, here the originator’s bank, after the execution date or payment date of the order.  Because of these rules, bankers are well advised to reject any payment order they are unwilling to execute.”-473

(iv) “’Rejection’ and ‘acceptance’ of payment orders are reciprocal concepts.  Thus, ‘acceptance of a payment order precludes a later rejection of the order.  Rejection of a payment order precludes a later acceptance of the order.’”-473

(v) “Like a stop order with regard to a check, a cancellation or amendment of a payment order is effective only if it is received at a time and in a manner affording the receiving bank, here the originator’s bank, a reasonable opportunity to act on it before it accepts the payment order.”-473

f. Unauthorized-in-fact But Effective Payment Orders: Herein of Rascality or Error

(i) “Subsection 4A-202(b) is the most important provision of Article 4 with respect to losses that occur through rascality or error.  It must be read in conjunction with 4A-201 which develops the concept of ‘security procedure’ to prevent these bad things from happening.”-474

(ii) “Payment orders that pass this scrutiny are referred to as being ‘verified.’”

(iii) “If the security procedure is a commercially reasonable method of providing security against unauthorized payment orders and the bank proves that it accepted a payment order in good faith and in compliance with the security procedure and any written agreement or instruction of the customer restricting acceptance of payment orders in the name of the customer, it usually may charge the customer’s account upon accepting a payment order in the name of the customer, whether or not authorized by the customer.”-474

(iv) “Almost always putting the loss on the customer, rather than the bank, is usually justified, because a commercially reasonable security procedure, defined by 4A-202(c), by its very nature will be hard to circumvent, and rascality is likely to occur only where employees of the customer (originator) engage in it.”-474

(v) “[S]ection 4A-303 provides that a receiving bank, including the Originator’s Bank, is obliged to issue on the execution date, a payment order complying with the sender’s (Originator’s) order.  If the receiving bank deviates from this order, it has issued an erroneous payment order.  An erroneous execution of a payment order is governed by section 4A-303.”-476

3. The Relationship Between the Originator’s Bank and the Intermediary Bank

a. “It is possible for the Originator’s Bank to deal directly with the Beneficiary’s Bank, but often this is not practicable because the two may have no relationship with one another.  In that case, the Originator’s Bank usually will send the payment order to an Intermediary Bank, directing it to execute a payment order to the beneficiary’s bank for the account of the beneficiary.  Usually a single payment order will be sent to the Federal Reserve for implementation through Fedwire.  If there are a number of payment orders to be executed, the originator’s bank may elect to employ an automatic clearing house (ACH) or some other funds-transfer system to transmit the orders for it.”-478

b. “Where an ACH is employed, it is considered an agent of the originator’s bank.  If an erroneous payment order is transmitted to the beneficiary’s bank, it may recover from the originator’s bank to the same extent that recovery could be obtained had the originator’s bank dealt directly with it.”-478

c. “If the originator’s bank sends an authorized and verified payment order (or orders) to the Federal Reserve, or some other intermediary bank, other than a funds-transfer system or other third-party communication system (like a ACH), the originator’s bank is liable for its own payment order or orders, but it is not liable to the beneficiary’s bank for erroneous payment orders sent to it by the Fed or other intermediary bank.  Rather the intermediary bank is liable for its own errors.”-478

4. The Relationship Between the Intermediary Bank and the Beneficiary’s Bank

a. “When the beneficiary’s bank accepts the payment order sent it by the sender, the latter becomes liable to pay it.  The beneficiary’s bank, however, does not accept a payment order by executing another payment order, because its function is different from that of the originator’s bank and an intermediary bank.  Its function is to receive payment for the beneficiary – not to direct some other bank to pay him or her.”-480

b. “UCC § 4A-209(b) states the ways in which the beneficiary Bank accepts a payment order, and thus becomes liable to the beneficiary.  Usually this is accomplished by crediting the account of the beneficiary and notifying him or her that the funds are available for withdrawal.”-480

5. The Relationship Between the Beneficiary’s Bank and the Beneficiary

a. “UCC § 4A-404(a) provides the general rule that upon acceptance of a pay order of the beneficiary’s bank for the benefit of a beneficiary, the beneficiary’s bank is obliged to pay the amount of the order accepted to the beneficiary.”-481

b. “Under UCC § 4A-209(b) [the beneficiary bank] accepts by (i) paying the beneficiary or notifying him or her that his or her account has been credited; (ii) receiving payment of the entire amount of the sender’s order; or (iii) the passing of time – namely, at the opening of the next funds-transfer business day following the payment date of the payment order if, at that time, the amount of the sender’s order is fully covered by a withdrawable credit balance in an authorized account of the sender.”

c. “The general rule that the beneficiary’s bank becomes obligated to the beneficiary upon acceptance of the payment order is subject to exceptions stated in sections 4A-211(e), 4A-405(d), and 4A-405(e).”-481

d. “Section 4A-211(e) provides that a canceled payment order cannot be accepted and that a payment order which is accepted prior to cancellation is nullified upon cancellation.  Once the payment order is canceled, no person has any right or obligation upon acceptance.  Cancellation, however, cannot occur unless the beneficiary’s bank consents to it.  Moreover, under section 4A-11(c) a cancellation of a payment order is not effective against a beneficiary after it has been accepted by the beneficiary’s bank, unless it was issued in execution of an unauthorized payment order, or because of a mistake as to the amount or the beneficiary.”-481

e. “The Expedited Funds Availability Act (EFAA) and Regulation CC . . . provide that funds received by a bank by means of wire transfer shall be available for withdrawal not later than the banking day after the business day on which the funds are received.  In rare cases this time may be different from the time of payment required by Article 4A.  In case of conflict, the EFAA and Regulation CC control.”-482

f. “If the beneficiary’s bank becomes obligated to the beneficiary and fails to pay him or her on the payment date after (i) the beneficiary makes demand upon the bank for payment and (ii) the bank receives notice of particular circumstances that will give rise to consequential damages as a result of nonpayment, then the beneficiary may recover consequential damages to the extent the bank had notice of the damages, unless it proves that it did not pay because of a reasonable doubt concerning the right of the beneficiary to payment.  This right to damages may not be varied by agreement.”-483

D. The Electronic Fund Transfer Act (EFTA)

1. Scope

a. Distinguished From Transactions Covered by Article 4A

(i) “The EFTA is a federal law governing consumer rights in electronic fund transfers that order a financial institution to debit or credit an asset account.  Its scope is established principally by the definition of the term ‘electronic fund transfer’ and by excluding certain specified transactions.”-483

(ii) “’Electronic fund transfer’ is defined by CFR 205.2(g) to mean ‘any transfer of funds, other than a transaction originated by check, draft or similar paper instrument, that is initiated through an electronic terminal, telephone, or computer or magnetic tape for the purpose of ordering, instructing, or authorizing a financial institution to debit or credit an account.  The term includes but is not limited to, point of sale transfers, automated teller transfers, direct deposits or withdrawals of funds, and transfers initiated by telephone.  It includes all transfers resulting from debit card transactions, including those that do not involve an electronic terminal at the time of the transaction.  The term dos not include payments made by check, draft, or similar paper instruments at an electronic terminal.’”-484

(iii) “In the first place, the transaction must involve a transfer that is initiated by the specified electronic means.  Secondly, the transaction must result in the debiting or crediting of an ‘account.’”-484

(iv) “’Account’ is defined by CFR 205.2(b) to mean ‘a demand deposit (checking), savings, or other consumer asset account (other than an occasional or incidental credit balance in a credit plan) held either directly or indirectly by a financial institution and established primarily for personal, family, or household purposes.’”-484

(v) “Additionally, CFR 205.3 . . . specifically exempts ‘wire transfers,’ meaning ‘Any wire transfer of funds for a consumer through the Federal Reserve Communications System or other similar network that is used primarily for transfers between financial institutions or between businesses.’”-484

(vi) “Thus, a sensible and plain meaning interpretation of the ‘wire transfer’ exemption promulgated by the Regulations would result in withdrawing from the EFTA any funds transfer transaction that utilizes the Fedwire system, thus bringing the rules of Article 4A into operation.  On the other hand, the draftsmen of Article 4A have commented that if the communication employed is only partially Fedwire, then the EFTA applies to the other part, thus taking the transaction out of the scope of Article 4A.”-484

(vii) “[A]ll Fedwire and CHIPS transfers are covered by Article 4A.”-486

(viii) “If any part of a funds-transfer effected by the automated clearing house is governed by the EFT Act, then no part of the funds transfer is governed by Article 4A.”-486

b. Relationship to State Statutes Covering Consumer EFTs

(i) “A number of states have enacted statutes that directly regulate EFT transactions.  The EFTA provides that these state laws are not preempted except to the extent that they are inconsistent with the federal statute.  In this connection a state law is not inconsistent with the EFTA if it affords any consumer greater protection than is afforded by the federal legislation.”-486

c. Relationship to Truth in Lending

(i) “The law applicable to credit cards overlaps, to some extent, the law stated in EFTA.  Conflicts have been reduced, if not eliminated, by Regulations E (EFTA) and Z (Truth in Lending), both promulgated by the Federal Reserve.”-486

d. Principal Transactions Covered by EFTA

(i) “The most prevalent EFTs are point-of-sale systems (POS), automatic teller machines (ATM) and pre-authorized debit and credit transfers.”-487

(ii) Point-of-Sale (POS)

(A) “The POS, as its name implies, is an electronic system that is initiated usually at a retail store or other entity (e.g. doctor’s office) when goods are sold or services provided to the consumer.  The consumer pays for the goods or services by using his or her plastic POS (debit) card.”-487

(B) “The appropriate card is inserted into an electronic machine maintained by the merchant.  The merchant types in (or receives automatically from his cash register) the amount of the sale.”-487

(C) “If all is in order, the switch sends a confirming message to the merchant, and he, or his computer, then prints out a receipt for the customer.  All of these steps are usually accomplished within seconds.”-487

(iii) ATMs

(A) “An automatic teller machine (ATM), as its name implies, is a computer that is designed to do some of the routine work previously done exclusively by tellers, such as taking deposits, dispensing withdrawals, giving information as to the balance of an account, shifting money from one account of the customer to another maintained by him or her, etc.”-488

(B) “ATMs may be ‘on-line,’ that is to say connected with the bank’s main computer, or ‘off-line,’ where the transactions are not immediately transmitted to the main computer but placed on a computer tape and fed into the main computer at various time intervals, usually at the end of the day.”488

(C) “Because of cost, most ATMs are off-line.”-488

(iv) Pre-authorized Credits and Debits

(A) Pre-authorized credits involve transfers that are made to the account of the customer.  For example, a corporation may pay its employees by directing their banks to credit their accounts on the first day of the month, or some other day, in a certain amount.”-488

(B) “[P]re-authorized payroll credits usually are accomplished by use of an automated clearing house.  The receiving (beneficiary’s) bank must notify the customer within 2 business days that the credit has been made.  If the pre-authorized credit is regularly scheduled, the bank must notify the customer within 2 business days that it did not occur, when that is the fact.”-489

(C) “Pre-authorized debits involve payments made by the customer, usually on a regular basis in a stated amount. . . . A customer may stop payment of a pre-authorized debit by notifying the bank orally or in writing at any time up to 3 business days before the scheduled day of the transfer.”-489

2. Rascality and Error

a. “Most cases that have arisen under the EFTA involve the question of allocating the loss between the bank and its customers when error or rascality occurs.”-489

b. “Rascality occurs through unauthorized use of ‘access devices’ but ‘error’ is defined to include ‘an unauthorized fund transfer.’”-489

c. “Obviously, the customer (called ‘consumer’) will be liable for the charges that are made through the authorized use of his or her access device (e.g. debit card), but Regulation E does not apply to such transactions.  Rather they are governed by the law of agency, contract and any other applicable state law.”-489

d. “It is equally obvious that the consumer will have no liability for the use of an access device (e.g. debit card) that he or she has never accepted.  ‘An access device becomes an ‘accepted access device’ when the consumer to whom the access device was issued: (i) Requests and receives, or signs, or uses, or authorizes another to use, the access device for the purpose of transferring money between accounts or obtaining money, property, labor or services; (ii) Requests validation of an access device issued on an unsolicited basis; or (iii) Receives an access device issued in renewal of, or in substitution for, an accepted access device, whether such access device is issued by the initial financial institution or a successor.’”-490

e. “The main problems arise when an accepted access device is used in an unauthorized way.  In that case, the consumer is normally liable, but there are usually sharp limitations on the amount of the liability.  An ‘unauthorized electronic fund transfer’ is defined as a transfer from a consumer’s account ‘initiated by a person other than the consumer without actual authority to initiate such transfer and from which the consumer receives no benefit.’  The term does not include any electronic fund transfer initiated with fraudulent intent by the consumer or any person acting in concert with him or her, or a transfer that constitutes an error committed by a financial institution.  As previously indicated, if a transfer is not unauthorized, the rights and duties of the parties are not governed by the EFTA but are controlled by state law.”-490

f. “An important element in the definition of an unauthorized EFT is the absence of actual authority to initiate the transfer.  In the law of agency, ‘actual authority’ usually means express or implied authority, but does not include apparent authority.  Under that construction, one acting with apparent authority to initiate an EFT would not have actual authority and, therefore, could fall within the ambit of an ‘unauthorized EFT’ and the cardholder (or owner of the access device) would have the benefit of the limitations placed on the amount of liability.”-491

g. “Following the approach taken under the Truth in Lending Law, the EFTA puts the burden of proof on the financial institution.  To impose liability on the consumer it must show that the transaction was authorized, or, if unauthorized, that the conditions for imposing some liability on the consumer were satisfied.”-491

h. “[I]n many situations a consumer’s liability for an unauthorized electronic fund transfer is determined by when the financial institution is given notice that an access device is lost or stolen, or there exists other facts or circumstances suggesting that there may have been an unauthorized EFT.  In this connection, notice is ‘given’ when it is sent and not when it is received.”-492

i. “POS systems confront the same risks as other EFTs, namely fraud and mistake, but POS systems usually handle the rights and obligations of the parties by contract.  That is to say, the parties allocate the losses by agreement.  The agreement can validly establish the consumer’s liability below that which would have been imposed on him or her by 12 CFR 205.6, but it cannot increase it.”-493

