I. Negotiable Instruments

A. Layout of Article 3

1. 3-102: Scope

2. 3-103: Definitions—Definitions will not always be intuitive

3. 3­104: Prerequisites for negotiable instrument 

4. 3­302: Prerequisites for HIDC 

5. 3­305: Defenses 

6. 3­400's: Liability of parties 

7. 3­500's: Dishonor—What happens if someone refuses to pay

8. 3­600's: Discharge of obligations—If a note is paid, which obligations are discharged?

B. Key Article 1 Provisions

1. Rev. 1­103(a) ­ Purposes: UCC must be liberally construed and applied to promote its underlying purposes and policies, which are (1) to simplify, clarify, and modernize the law governing commercial transactions (2) to permit the continued expansion of commercial practices through custom, usage, and agreement of the parties; and (3) to make uniform the law among the various jurisdictions

a. If a court is trying to interpret a provision of the UCC, the court should consider these underlying policies.  

b. If a court in NY interprets a UCC provision that the CA courts have not considered, then CA courts should look to NY and at least consider what that court said in order to help promote a uniform set of commercial codes across state lines 

2. Rev. 1­103(b) ­ General principles of law & equity (UCC wild card) 

3. Rev. 1­201 ­ General definitions 

4. Rev. 1­302 ­ Variation by agreement 

a. The UCC allows parties to very the terms of a transaction by agreement.  Parties may establish the standards to apply as long as not unreasonable.

b. UCC gives a lot of leeway to get around some standards, but parties can’t contract around good faith!  

5. Rev. 1­303 ­ Course of performance, etc. (Every contract requires consideration of course of performance.)

6. Rev. 1­304 ­ Obligation of good faith

C. Negotiability vs. Nonnegotiability

1. If a note is negotiable, then later purchasers become super-plaintiffs and can sue the parties to the instrument who are not permitted to defend the lawsuit but must rather lose and pay up.
2. If a note is nonnegotiable, then its transfer is simply the assignment of a contract right, which later holders (assignees) take subject to all defenses arising from the underlying transaction.
a. If a note is nonnegotiable, then Article 3 does not apply (look to other contract law)
b. There is also no HIDC absent negotiability, and an assignee of a contract right will stand in the shoes of its assignor
D. Terminology
1. Note vs. Draft – 3-104(e) 
a. An instrument is a "note" if it is a promise to pay.  A note is a two-party instrument between the maker and the payee.
b. An instrument is a "draft" if it is an order (checks are orders, so they are drafts).  A draft is a three-party instrument between the drawer, the payee, and the drawee (the bank).
c. If an instrument falls within the definition of both "note" and "draft," a person entitled to enforce the instrument may treat it as either.
2. Check – 3-104(f): Checks are orders drawn on a bank.
a. "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."
3. Cashier’s Check – 3-104(g): A cashier’s check is a check drawn by and on the bank itself.
a. "Cashier's check" means a draft with respect to which the drawer and drawee are the same bank or branches of the same bank.
4. Maker – 3-103(a)(7): A maker is a person who signs or is identified in a note as a person undertaking to pay.  Makers make notes (promises to pay). 
5. Drawer – 3-103(a)(5): A drawer is a person who signs or is identified in a draft as a person ordering payment.  Drawers make drafts (orders to pay).
6. Payee
7. Indorser – 3-204: An indorser is a person who makes an indorsement.
8. Remitter – 3-103(a)(15): A remitter is a person who purchases an instrument from its issuer if the instrument is payable to an identified person other than the purchaser
E. Game Plan for Dealing with Negotiable Instruments: If given a fact pattern with a written promise or order to pay, follow the following steps:
1. Do we have a negotiable instrument? — Choice of law: Which law applies?
2. Is there a holder in due course (HIDC)?
3. Are there any defenses that can be raised against a HIDC?
4. If there is no HIDC, what defenses are available?  (Almost any contract defenses, e.g., fraud in the inducement, failure of consideration, etc.). 
5. Who is liable on the instrument, and in what capacity?  (NB: There are different rules of liability based on whether the person liable on the instrument is a maker, drawer, or indorser.)
F. Do we have a negotiable instrument? UCC 3-104.

1. Generally: Negotiable instruments are special types of contracts that can be transferred to somebody who attains greater rights than the transferor himself had (in which case the receiver of the negotiable instrument becomes a super plaintiff).  Specifically, a negotiable instrument is simply a written promise to pay a sum at a certain time; it is unconditional.  There must be no other promises on the instrument, with a few exceptions.  The negotiable instrument must also have the “magic words” of negotiability, “pay to the order” or “pay to the bearer” (NB: this does not apply to checks).  Adjustable-rate notes are negotiable (3-112).
a. Policy Rationale: Policy favors the free transferability of checks and other negotiable instruments.  We do not want to put too much burden on people taking checks who assign value to them.  The law favors free negotiability because it furthers commerce. 
2. Requirements of Negotiability (3-104(a)): Note that the following elements are to be read very formally and technically.  Cross all of your Ts, dot all your Is, and add additional language at your own risk.  The preference in close calls is to treat the instrument as nonnegotiable. 
a. Writing: Cannot be oral

b. Signed: Any symbol executed or adopted with the present intention to adopt or accept a writing (1-207(37)).  It does not matter what you sign; it just matters that you had the present intention to adopt or accept the writing.

c. Unconditional Promise or Order (3-106): A promissory note must contain an unconditional promise to pay, while a draft must contain an unconditional order to the drawee requiring payment.  
i. Reference to Other Agreements: A mere reference to another record does not destroy negotiability, but making somebody go look at another writing ruins negotiability.  The taker of a note should be able to look at it and immediately know who gets paid, when payment is to be made, and who is liable on the note.  This furthers the goal that negotiable instruments be able to be transferred quickly. 
· “Subject to” another contract is automatically a no-no.
· Section 3-106(a)’s last sentence clearly permits reference to the underlying contract, though an incorporation of the terms of that contract (without restating them in the note itself) would be fatal to negotiability because the prospective holder should never be required to investigate whether all is well with the original agreement.  If the instrument requires the current holder to check the terms of the original agreement, then it is nonnegotiable.
ii. Exception: 3-106(b)(i) allows for reference to another writing for a statement of rights with respect to collateral, prepayment, and acceleration.
d. To Pay a Fixed Amount of Money: “It is elementary that an instrument will be nonnegotiable if one cannot look at it and readily calculate the amount that the maker or drawer promised to pay.”
i. Variable Interest Rates OK: In 1990, the drafters included 3-112, which permits variable rates of interest.  Thus, the “fixed” amount of money deals with the principal amount but not any attendant interest.
e. No Additional Promises or Undertakings—“Courier Without Luggage” (with a few exceptions)

i. 3-104(a)(3): "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 (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.
ii. A negotiable instrument is not supposed to be a contract for services; it’s supposed to be a bare-bones promise to pay money.
iii. “Void after 90 days”: Does this state an additional obligation?
· An argument can be made that this is a condition rendering the check nonnegotiable because it adds an additional condition over and above the promise to pay.  Practically speaking, however, this probably won’t come up often.
· Technically, if a bank cashed a check with this language on it after 90 days, then the bank would be liable because the bank has failed to follow the maker’s instructions 
f. Payable on Demand or at a Definite Time
i. Key: Look for an absolute outside payable date/time.
ii. UCC 3-108

· (a) 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
· (b) 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.
iii. Dating the Instrument: There is no requirement that the instrument be dated.  An undated instrument that specifies no time of payment is treated as an instrument payable on demand of the holder.
g. Payable to Bearer or to Order (Magic Language of Negotiability)
i. BUT see 3-104(c) (checks always negotiable): An order that is payable on demand or at a specific time and does not state any undertaking or instruction in addition to the promise to pay but is not payable to bearer or to order but otherwise falls within the definition of (f) (i.e., a draft, other than a documentary draft, payable on demand and drawn on a bank or a cashier’s check or teller’s check) is a negotiable instrument and a check.
· Basically, checks are negotiable any way you look at it—even if you cross out the magic language or write “non-negotiable on it.  “If it looks like a check, talks like a check, walks like a check, then it’s a check and it’s negotiable.”

· Thus, for example, if the drawer of a check drew a line through the words “to the order of” that were printed on the check, the check would still be negotiable.
· This exception does not apply to promissory notes. 
G. Is There a Holder in Due Course?

1. Generally: The most significant difference between normal contracts and negotiable instruments is that a transferee of rights under a negotiable instrument is potentially able to assert greater rights than the transferor.  The transferee of the negotiable instrument may be a HIDC.  The HIDC is a bona fide purchaser for value, without notice of claims or defenses. 3-302.  If a HIDC transfers an instrument to someone, the transferee can assert the HIDC’s rights as a HIDC, unless the transferee was engaged in fraud or illegality affecting the instrument. 

2. Holder in Due Course – 3-302: The following elements are interpreted very strictly.

a. Holder – 1-201(b)(22): To be a holder in due course, you must first be a holder.  One becomes a holder either by being in possession of a bearer instrument or through the process of negotiation.  If the instrument is payable to order, it must be negotiated through indorsement.

i. Negotiation – 3‑202: Negotiation is the process by which somebody other than the payee becomes a holder. 

· Bearer instruments: If an instrument is payable to bearer, it may be negotiated by transfer of possession alone.

· Payable to the order of an identified person: Negotiation requires the transfer of possession plus an indorsement by its holder. 

ii. Indorsements – 3-204, 3-205

· Types of Indorsements

· Special Indorsement (3-205(a)): Identifies the person to whom the instrument should be payable.  This preserves the order character of the instrument.  Once specially indorsed, an instrument becomes payable to the identified person and may be negotiated only by the indorsement of that person.

· Bare Ex: “Pay to Jeffrey Payne.”

· Forgery Ex: Laura wants to indorse her paycheck over to her mother, so she signs the back and writes “Pay to Lilly Lawyer.”  The check then blows out the indow, and Harry Thief finds it.  He indorsed “Lilly Lawyer” under Laura’s name and transferred the check to Cornucopia.  Harry’s signature is invalid because only Lilly can indorse it (different result had there been a blank indorsement).

· Blank Indorsement: Just a signature, which turns the instrument into bearer paper. 

· Ex: Hull gives a check to Marissa, and she signs her name on the back.  At this point, the check can be cashed by anyone who gets his or her hands on it.

· Converting a Blank Indorsement into a Special Indorsement – 3-205(c): The holder may convert a blank indorsement that consists of only 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. 

· Ex: Laura receives a paycheck, signs her name on the back and sends it to her mother, Lilly Lawyer.  Lilly needs for some reason to hold onto the check for a week before cashing it.  She may turn the check into order paper by writing “Pay to Lilly Lawyer” above Laura’s signature. 

· Restrictive Indorsement: “For deposit only to account # _____”

· If you indorse a check, you should also write “for deposit only to account # ___” to make sure it cannot be cashed if stolen.

· Anomalous Indorsement: Indorsement not in the chain of title (e.g., cosigner)

· This is often a random indorsement on a check with no indication of why it’s there.  Signatures in the chain of title are clear, but if someone signs in a random place on the instrument, it can be unclear what that’s for.  Anomalous indorsements will be considered indorsements (as opposed to maker or drawer signatures). 

· Qualified Indorsement: E.g., “Without recourse” (3-415)

· The indorser signs the instrument, but without recourse.  In this case, you are signing, but you refuse to take any responsibility for it (if it’s dishonored, then they can’t come after you).

· You should never take a check without recourse.  As a buyer, you have a right not to take a check without recourse; however, it is a negotiation point. 

· You likely cannot indorse checks you deposit into your bank account “without recourse” because the account agreement with the bank often indicates that you’re responsible for everything.

· Ambiguous Indorsements: 3-110(d)

· 3-110(d): If an instrument is payable to two or more persons alternatively, it is payable to any of them and may be negotiated, discharged, or enforced by any or all of them in possession of the instrument. If an instrument is payable to two or more persons not alternatively, it is payable to all of them and may be negotiated, discharged, or enforced only by all of them. If an instrument payable to two or more persons is ambiguous as to whether it is payable to the persons alternatively, the instrument is payable to the persons alternatively.
· Ex: Payable to…
· “Mary and Donald Colpitts”: Both must indorse to be negotiated, discharged, or enforced.

· “Mary or Donald Colpitts”: Either or both may indorse.

· Stacked: Either or both may indorse

· Practical Concern: Say you want to make sure money goes to a certain person (for example, a lender lending money to a borrower who wants to make sure the borrower uses the money for what the borrower wanted the money for, say purchasing a car).  In this circumstance, you should use “AND” to make sure the borrower gives the money to the dealership.
· Misspelling of a Payee’s Name

· UCC 3-204(d): If an instrument is payable to a holder under a name that is not the name of the holder, indorsement may be made by the holder in the name stated in the instrument or in the holder's name or both, but signature in both names may be required by a person paying or taking the instrument for value or collection
· Basically: The bank could ask the payee to sign both names.  This is not necessarily failsafe, though—if a bank takes a check with an unauthorized indorsement, the bank could be liable for conversion.  The statute says you can have the payee sign with both names, but there’s always a risk on the bank’s part that the “payee” isn’t actually the one entitled to cash the check (i.e., the legitimate payee).  This is one legitimate reason that banks put holds on checks.
· Timing: UCC 3-203(c) provides that no negotiation occurs until the indorsement by the transferor is made.  Until that time, the transferee does not become a holder, and if earlier notice of a claim or defense is received, the transferee does not qualify as a holder in due course.  
b. No Apparent Evidence of Forgery or Alteration

i. Once somebody forges a name on a check, nobody else down the line can be a holder.  An unauthorized signature is not effective to negotiate the instrument, so following a forgery of the payee’s name, no later transferee (no matter how innocent, no matter how good the forgery, no matter how far down the taker is, etc) can qualify as a holder. 

c. Value & Consideration – 3-303

i. Definition of Value & Consideration – 3-303

· (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 that the promise has been performed;

· NB: Consideration could be just a promise (i.e., bilateral contract).  The “to the extent” language here indicates that “value” requires actual performance of the promise

· (2) the transferee acquires a security interest or other lien in the instrument other than a lien obtained by a 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

· NB: Past consideration is not consideration.  This subsection says that value is given when an instrument is given to cover an antecedent claim.  Thus, while antecedent claims cannot be consideration, they can be value here.

· Rationale for allowing antecedent claims to be value but not promises: If Hull lends me money, and I pay him back (perhaps in part) with a promissory note, he’s giving me value by allowing me to buy time by paying with a promissory note instead of cash.

· (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 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.

· Here, the UCC is (1) recognizing that there is a difference between consideration and value, but is also (2) combining the terms.

ii. Value vs. Consideration

· Common-law consideration as a "bargained for exchange" is not enough for value in 3-303(a)(1) because even if a promise is given in exchange for the instrument, which would be consideration, it isn't "value" unless it is performed.  And value isn't necessarily enough to constitute common-law consideration because value includes taking an instrument for an antecedent debt (nothing new given in exchange), and we know that past consideration is not consideration. 
· Rationale for requiring value instead of just a promise: Something should be given up to confer the holder-in-due-course status.  Also, if a promise is still executory and a promise were sufficient, the taker could make an empty promise to become a holder, then follow through and still keep the money.

iii. Purchasing Notes at a Discounted Value: When people buy promissory notes, they rarely do so at face value.  One reason for this is the credit risk value; another is due to the time value of money.  The drafters of the code recognized that people would be paying discounted rates when purchasing notes and thus does not deny a purchaser holder-in-due-course status just because the purchase price of the note is for less than face value.

· Ex: Zach bought a car and signed a promissory note for $23,000 to Fillmore.  Fillmore sold the note to Finance Company for $22,800.  Assuming good faith and lack of notice, Finance Company is a holder for the full value of the note, $23,000 because it has given value.

iv. Tendering Notes in Satisfaction of a Claim: When a note is given in satisfaction of a claim, the taker of the note becomes a holder in the amount of the claim.
· Ex: Millard owed his mother $21,000 and gave his mother a note for $23,000 with the understanding that the remaining $2,000 was a Mother’s Day gift.  The mother would be a holder for $21,000, and the remaining $2,000 would be a gift.
v. When a Bank Has Given Value: A bank becomes a holder to the extent that it gives the depositor credit for a check (“For the purpose of determining its status as a holder in due course, a bank has given value to the extent it has a security interest in an item, if the bank otherwise complies with the requirements of 3-302 on what constitutes a holder in due course.” 4-211.)
d. Good faith – 1R-201(b)(20)

i. Definition: “[H]onesty in fact and the observance of reasonable commercial standards of fair dealing.”  Implied in every contract is the implied covenant of good faith and fair dealing.

· The more a holder knows about the underlying transaction, and particularly the more he controls or participates or becomes involved in it, the less he fits the role of a good-faith purchaser for value.

ii. Objective/Subjective Test

· Before the 1990 revision, “good faith” was a subjective, pure-heart-empty-head test.

· The current version is partly subjective (“honesty in fact”) and partly objective (“reasonable standards of fair dealing”).  Thus, we look not only to the honesty of the person, but also to an objective comparison to a like business.

e. Without Notice of Claims or Defenses – 3-302(a)(2)(iii)—(vi)

i. Full Standard: (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).

ii. “Notice” Defined – Rev 1-202: 

· (a) Subject to subsection (f), a person has “notice” of a fact if the person: 

· (1) has actual knowledge of it; 

· (2) has received notice or notification of it; or

· (3) from all the facts and circumstances known to the person at the time in question, has reason to know that it exists.

· (d) A person “notifies” or “gives” a notice or notification to another person by taking such steps as may be reasonably required to inform the other person in ordinary course, whether or not the other person actually comes to know of it. 

· (e) Subject to subsection (f), a person “receives” a notice or notification when:

· (1) it comes to the person’s attention; or

· (2) it is duly delivered in a form reasonable under the circumstances at the place of business through which the contract was made or at another location held out by that person as the place for receipt of such communications.

· (f) Notice, knowledge, or a notice or notification received by an organization is effective for a particular transaction from the time it is brought to the attention of the individual conducting that transaction and, in any event, from the time it would have been brought to the individual's attention if the organization had exercised due diligence. An organization exercises due diligence if it maintains reasonable routines for communicating significant information to the person conducting the transaction and there is reasonable compliance with the routines. Due diligence does not require an individual acting for the organization to communicate information unless the communication is part of the individual's regular duties or the individual has reason to know of the transaction and that the transaction would be materially affected by the information.

iii. When is knowledge received by an organization, and whose knowledge is relevant?
· Rule: The only notice that is relevant is the notice that the person conducting the transaction (the person going through checks/processing the transaction) has
· UCC 3-307, Comment 2 is the relevant comment: In many cases, the individual who receives and processes an instrument on behalf of the organization that is the taker of the instrument . . . is a clerk who has no knowledge of any fiduciary status of the person from whom the instrument is received.  In such cases, Section 3-307 doesn’t apply because, under Section 1-201(27), knowledge of the organization is determined by the knowledge of the “individual conducting that transaction,” i.e. the clerk who receives and processes the instrument.
· General Consideration: Must look to the general business practices in an industry (e.g., check-cashing services) to determine whether certain activities (e.g., accepting exceptionally large or post-dated checks) comport with reasonable commercial standards of fair dealing in that particular industry.
iv. Evidence of Alteration

· Rule: Evidence of alteration does not put the taker on notice of claims or defenses unless such evidence would call into question the instrument’s authenticity.
· UCC 3-302(a): “[H]older 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 . . . alteration or is not otherwise so irregular or incomplete as to call into question its authenticity
· Ex: Fred wrote a check on January 5, 2012, but mistakenly put down “2011” as the year.  He saw his error, crossed out the last digit, and wrote “2” above it.  This would likely not create notice of a claim or defense because such a small alteration should not call into question the note’s authenticity.
v. Overdue Interest: According to 3-304(c), unless the due date of principal has been accelerated, an instrument does not become overdue if there is default in payment of interest but no default in the payment of principal.  Thus, overdue interest is not a problem—the fact that you know that interest is overdue does not destroy holder-in-due course status.
vi. Two Situations That Do Not Pass the “Smell” Test
· (1) “Deep Discount” Purchases of a Note: Persons buying a note for a fraction of what it’s worth will not qualify as holders in due course.  The size of the discount is determined on the facts of the case—have to look at the market involved, what the parties knew, etc.
· Winter & Hirsch: Where it appears from the facts and circumstances of the particular transaction under review that a reasonably prudent businessman would have found the purchase suspicious, he should inquire into the truth.
· (2) “Close Connection” Between Original Payee and Purchaser: We don’t want to allow instrument laundering by allowing one party to transfer an instrument to another closely-related business or person.
vii. Forgotten Notice Doctrine: The old forgotten notice doctrine has been deleted; now, once you receive notice, you’ve received notice.  However, recall that the notice that matters is the notice of the person dealing with the transaction.  Thus, if a bank receives notice of a claim or a defense on an instrument but fails to pass the notice to a teller, the teller arguably does not have notice if the instrument is accepted (although there is a question whether the reasonable commercial standards of the bank should require a system in place for giving notice to all employees in a prompt manner). 

3.  Transferees and the Shelter Concept – 3-203 (see problems 112—113)

a. Rule: Under the Shelter Rule, a transferee obtains the rights of a transferor in most cases; thus, if the transferor was a HIDC, then the transferee obtains that person’s rights as a HIDC.  Note, however, that 3-203(a) indicates that the shelter rule deals only with voluntary transfers (recall that there can be negotiation even where there is an involuntary negotiation, such as where a bearer instrument falls into the hands of someone).
i. Example: Where a HIDC voluntarily transfers an instrument to someone else absent proper negotiation, that person does not become a holder in due course, but that person can nevertheless assert the rights as a holder in due course that the person inherited from the transferor.
ii. Policy Rationale: Same policy that underlies the concept of negotiability—if you purchase an instrument, you want to be assured that whatever rights you obtain you can transfer to somebody else, which encourages the purchase of negotiable instruments. (Note that there are countervailing policy concerns, though—such as cutting of valid claims and defenses.) Absent the shelter rule, the current holder would simply pass the instrument back up the chain until it reached a former holder in due course, who would then reacquire that status, sue the instrument’s creator, and prevail.  The shelter rule accomplishes the same result without all these maneuvers and has the further benefit of promoting commercial confidence in the soundness of the instrument once it has floated through the hands of multiple purchasers.

b. Fraud: According to 3-203(b), “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.”  Under this rule, if the transferee of an instrument from a transferor who was a HIDC was involved in fraud affecting the instrument (e.g., used car salesman knowingly sells a lemon car in exchange for a negotiable instrument), then that transferee cannot assert rights as a HIDC; however, if the transferee was merely aware of the fraud (but not involved in it), then the transferee can assert rights as a HIDC.

i. Policy Rationale: Prevention of instrument laundering.

c. Triffin v. Somerset Valley Bank: Triffin bought some checks that he knew were dishonored, so he cannot be a holder in due course in his own right.  However, he’s buying them from a check-cashing service, which was a holder in due course it its own right.  Defense being raised is forgery (which, we will learn, can be raised against a holder in due course).  The problem is that there is a presumption that signatures on an instrument are genuine.  To defeat this presumption, you have to have pretty good proof.  Here, obligors were unable to meet that burden, and Triffin, as transferee, was able to prevail.

4.  Persons Entitled to Enforce – 3-301

5.  Payment and Discharge – 3-601 & 3-602

H. Are There Any Defenses That Can Be Raised Against a HIDC?

1. Generally: If a holder qualifies as a HIDC or is a transferee from a HIDC, it takes subject to very few defenses of parties to the instrument.  These “real defenses” are spelled out in 3-305.  To some extent, state law apart from the UCC must be analyzed to determine whether a defense is a real defense or a simply personal defense.  For example, state law may make an illegal contract void, in which case illegality would be a real defense, or voidable, in which case the defense would be personal and not assertable against a HIDC. 

2. Preliminary Note: The HIDC doctrine has no relevance where only two parties are involved—if there is a dispute between the two people involved in a transaction (e.g., transferor and transferee), then the HIDC doctrine does not apply and defenses may be raised.  The HIDC doctrine only applies when third parties become involved.  (UCC 3-305, comment 2.) 

3. Defenses Against HIDC: “Real” Defenses – 3-305(a)(1) 

a. Infancy (3-305(a)(1)(i)): 

i. Definition: The drafters leave the definition of infancy up to state law. 

ii. Defense vs. Claim to the Instrument:  According to 3-202(a)(i), negotiation is effective, even if the transferor was an infant.  To the extent permitted by other law, negotiation can be rescinded or subject to other remedies as between the transferor and the transferor, but those remedies may not be asserted against a subsequent HIDC; a person having rights as a HIDC takes free of a claim to the instrument.  Thus, the drafters are making a difference between use of infancy as a shield to defend (“I don’t have to pay that because I was a minor when I signed that note.”) and as a sword to get the instrument back (“Court, tell the bank not to present that check to the payee bank because I was a minor when I signed it, and now I want to rescind.”). 

· Rationale: If you negotiate an instrument into the stream of commerce, there are others downstream who could be injured.  Innocent third parties have no way of knowing that a minor negotiated the check.  It’s one thing where someone is suing a minor for payment, but it’s another thing when the minor is trying to get the check back.

b. Duress, Lack of Legal Capacity, Illegality (3-305(a)(1)(ii)

i. Definition: Like infancy, the Code here defers to state law.  The relevant question is, “Does state law of lack of legal capacity or illegality render the transaction void or voidable?”

ii. Void vs. Voidable: Void transactions are void from the outset and cannot be enforced by anybody; voidable transactions are enforceable, but voidable.  We would be told whether a transaction was void or voidable on the exam.  

· If the obligation is void, that is assertable against a HIDC

· If the obligation is voidable, that can be asserted only against a non-HIDC

c. Fraud in the Execution (Fraud in the Factum) (3-305(a)(1)(iii))

i. Specifically: “Fraud that induced the obligor to sign the instrument with neither knowledge nor reasonable opportunity to learn of its character or essential terms.”

ii. FDIC Corp v. Culver: Guy comes along and tells a farmer that a form is a receipt for money the farmer received, so the farmer signs it.  It turns out the form was a blank promissory note that was later filled in.  The farmer claims he didn’t know what he was signing.  The court says that the facts indicated that the farmer could read and was in a position to protect himself.  Perhaps a different result had the farmer had reason to trust the person based on prior transactions.

iii. Rationale for Distinction Between Fraud in the Execution and Fraud in the Inducement: The drafters essentially made a policy determination, and the concern with fraud in the factum is with taking advantage of illiterates.  It we included fraud in the inducement as a defense, it would seriously undercut the whole HIDC system, and arguably those who are fraudulently induced are in a better position to protect themselves. 

d. Discharge in Insolvency Proceedings (Bankruptcy): Discharge in bankruptcy is always a real defense, regardless of what the subsequent holder knows or doesn’t know at the time of acquisition of the instrument.  Any other discharge that the Code or common law creates is not effective against a holder in due course unless that holder, at the time of acquisition, knew of the discharge, in which case the discharge is, in effect, a real defense and assertable against the holder in due course.

e. Discharge, If Holder Has Notice of Discharge (3-302(b))

i. UCC 3-302(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
· Ex: Instrument has two indorsers, Indorser 1 and Indorser 2.  Indorser 2 is crossed out.  If someone gives value for the instrument in good faith without notice, that person can become a holder in due course despite the fact that Indorser 2 has been discharged.
ii. Rule: Discharge is ineffective against a HIDC without notice of the discharge.

· Ex: Malvolio bought a car from Valentine and signed a promissory note for the price.  Valentine negotiates the note to Orsino Finance, which notified Malvolio to send all payments to them.  Malvolio immediately sends a check for the full amount and asks for the note back, but Orsino is evasive.  A week later Olivia Finance tells Malvolio the note had been transferred to them and makes noise about being a HIDC.  Without notice that Malvolio paid Orsino, Olivia is entitled to payment.  Malvolio has an absolute right under 3-501(b)(2) to demand the note back from Olivia before he pays, but here he merely asked for the note back, he sent the check before he asked, and he very well could have waived his right of presentment under the loan contract.

f. Unauthorized Signatures (3-401)

i. Rule: Nobody is liable on an instrument unless that person signs it.  This is a defense that can be raised, even against a HIDC.

ii. NB: This defense does not arise under 3-305(a) with the other “real defenses.”  However, 3-305(a)(1) states that “the right to enforce the obligation of a party to pay an instrument is subject to the following [defenses].”  This indicates that defenses don’t even arise unless there’s an obligation to pay to be enforced.  Where a party has not signed an instrument there is no obligation at all. 
I. If There Is No HIDC, What Defenses Are Available? (See question 123)

1. Generally: Non-HIDCs do not get much other than the basic rights of an assignee to any contract 

2. Jus Tertii: According to 3-305(c), in an action to enforce the obligation of a party to pay an instrument, the obligor may assert only his own defenses and not those of others.  However, if the obligor joins another person to the suit, that person may personally assert his claims or defenses against the person entitled to enforce the instrument. 

3. Defenses against non‑HIDC – “Real” Defenses plus Personal Defenses (3-305(a)(2)), Claims in Recoupment (3-305(a)(3)), and Claims to the Instrument (3-306)

a. Personal Defenses – 3-305(a)(2): The right to enforce the obligation of a party to pay an instrument is subject to 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.

b. Claims in Recoupment – 3-305(a)(3): A claim in recoupment is not, strictly speaking, a defense; even if available to the defendant, it does not totally do away with his or her obligation to pay what is due on the instrument.  What is meant by a claim in recoupment is a legally recognized argument that the amount owed by the obligor should be reduced by some amount because of an offsetting claim the obligor can assert if the claim for offset arose from the transaction that gave rise to the instrument. 

i. Ex: Buyer issues a note to the order of Seller in exchange for a promise of Seller to deliver specified equipment.  Seller delivers the equipment, which was accepted by buyer.  The equipment, however, was defective.  Buyer retained the equipment and incurred expenses with respect to its repair.  Buyer may have a breach of warranty claim against seller; if he does, the claim may be asserted against Seller as a counterclaim or as a claim in recoupment to reduce the amount owing on the note. 

c. Claims to the Instrument – 3-306: “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 the rights of a holder in due course takes free of the claim to the instrument.”

J. Who Is Liable On the Instrument, and In What Capacity?

1. Generally: Before someone can be liable on an instrument, that person must have signed the instrument.  3-104.  The signature may be by an authorized agent, and a party may be estopped from asserting an unauthorized signature in some cases.  The liability of a party depends on whether the person is a maker, drawer, acceptor, or indorser.

2. Maker’s obligation – 3-412: Primary liability. 

a. A maker is a person who issues a promissory note.  You have makers of notes and drawers of drafts.  Makers only make promissory notes, while drawers only make drafts (e.g., checks).

b. Liability is primary; no excuses—a maker must pay when the note is due.

3. Drawer’s obligation – 3-414: Secondary liability.
a. The liability of a drawer (or indorser) first depends on presentment for payment and the giving of the necessary notice of dishonor.  Liability is secondary because the first thing that has to happen is presentment to the bank, which must dishonor the instrument.  Once the bank (the drawee) has dishonored the instrument, the instrument must then be presented to the drawer for payment.

i. Ex: If you write a check to somebody, that person must present the check to the bank on which it’s drawn.  If the bank bounces that, the drawer is on the hook. 

4. Drawee’s obligation – 3-413: No liability, unless drawee “accepts” draft (e.g., certified check)
a. By accepting a draft, the bank agrees to pay it.  The way a bank accepts a draft is by signing it.  A common type of accepted draft is a certified check.

i. Certified Check: Bank will look at the check and certify it by stamping its name on it.  Once the check has been stamped, the drawee/bank is liable on it because it has certified it.  Certified checks are similar to cashier’s checks.

5. Indorser’s obligation – 3-415: Secondary Liability. 

a. The liability of an indorser (or drawer) first depends on presentment of payment and the giving of the necessary notice of dishonor.  Whoever the holder is has to go to the maker first.  If the maker doesn’t pay, then the payee can go to the indorser for payment.

6. Accommodation Parties/Sureties – 3-419, 3-605 


a. Generally: An accommodation party is a party who signs an instrument for the purpose of incurring liability without being a direct beneficiary of the value given for the instrument. (3-419(1).) Basically, accommodation parties are co-signers who are signing not for their own benefit but to give credit to somebody else (the accommodated party).  Accommodation parties are liable in the capacity in which they sign—if the party signs as a maker, he is liable as maker, and so forth.  Accommodation parties can normally be sued on the instrument before suing the accommodated party unless they are only guaranteeing collection, in which case the signature must unambiguously indicates, “collection guaranteed” (or similar language).  Accommodation parties and other parties who are secondarily liable, like indorsers, do have additional defenses they can raise, however, under section 3-605 (e.g., impairment of recourse against collateral).  These suretyship defenses can be waived, and often are. 

b. Signature: No one can become an accommodation party to an instrument unless he or she has actually signed the instrument.
i. 3-419, Comment 3: An accommodation party is always a surety.  A surety is not a party to the instrument, however, is not an accommodation party.  
ii. Thus, if Maker issues a note payable to the order of Payee, and Surety signs a separate contract in which Surety agrees to pay Payee the amount of the instrument if it is dishonored, Surety is a surety but not an accommodation party.  In this case, Surety’s rights are governed by the common law of suretyship, not the UCC.
c. Accommodation Party? SEE PROBLEM 132
i. Basic Test (3-419(a)): Did the party “sign the instrument for the purpose of incurring liability on the instrument without being a direct beneficiary of the value given for the instrument”?
· If the HIDC is not put on notice that a co-maker or indorser is an accommodation party, then the HIDC takes free of suretyship defenses.
ii. 3-419, Official comment 3: [W]hether 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. . . . But, under subsection (c), signing . . . as an anomalous indorser also creates a presumption that the signer is an accommodation party.  A party challenging accommodation party status would have to rebut this presumption by producing evidence that the signer was in fact a direct beneficiary of the value given for the instrument.
d. Guarantee of Collection vs. Guarantee of Payment

i. Guarantee of Collection (3-419(d)): If the signature of a party to an instrument is accompanied by words unambiguously indicating that the party is guaranteeing collection rather than payment, then a HIDC must generally first try to recover from the principal obligor before going after the secondary obligor.
ii. Guarantee of Payment (3-419(e)): If the signature of a party to an instrument is accompanied by words indicating that the party guarantees payment or signs as an accommodation party but does not unambiguously state that the party is guaranteeing collection rather than payment, then a HIDC may go after the accommodation party without first trying to recover from the principal obligor. 
iii. Floor v. Melvin: “We irrevocably guarantee [payee] against loss by reason of nonpayment of this note.”  Plaintiff argued that this presented an absolute undertaking and was thus a guarantee of payment rather than a guarantee of collection.  The court finds it to be a guarantee of collection, but this was probably not unambiguous enough (so the court probably got it wrong).
e. Secondary Obligor Defenses – 3-103(a)(17), 3-605 

i. Generally: 

· Accommodation parties are highly favored in the eyes of the law and are entitled to certain protections.

· Section 3-103 defines “secondary obligor.”  This definition…

· Includes all accommodation parties

· Includes all indorsers (indorsers are secondarily liable)

· Includes joint makers with right of contribution (3-116(b))

· Ex: Hull and Jared sign a note as co-makers with joint and several liability, and the money is disbursed.  Both are liable on the instrument as makers, and the holder can sue either or both of them upon default.  This is not an accommodation situation.  Rather, if the bank sues Hull and he pays the whole thing, he can sue Jared for contribution to the extend money was disbursed to him.  This makes him a secondary obligor.

· Waiver of Defenses: Pursuant to 3-605(f), secondary obligors can waive the following defenses.  You will generally see a waiver of defenses in a well-drafted guaranty agreement.

ii. Impairment of the Collateral – R3-605(d)

· 3-605(d): If the obligation of a principal obligor is secured by an interest in collateral, another party to the instrument is a secondary obligor with respect to that obligation, and a person entitled to enforce the instrument impairs the value of the interest in collateral, the obligation of the secondary obligor is discharged to the extent of the impairment. The value of an interest in collateral is impaired to the extent the value of the interest is reduced to an amount less than the amount of the recourse of the secondary obligor, or the reduction in value of the interest causes an increase in the amount by which the amount of the recourse exceeds the value of the interest. For purposes of this subsection, impairing the value of an interest in collateral includes failure to obtain or maintain perfection or recordation of the interest in collateral, release of collateral without substitution of collateral of equal value or equivalent reduction of the underlying obligation, failure to perform a duty to preserve the value of collateral owed, under Article 9 or other law, to a debtor or other person secondarily liable, and failure to comply with applicable law in disposing of or otherwise enforcing the interest in collateral.

· Rationale: When an accommodation party pays the primary obligor’s debt, the accommodation party is subrogated to the rights of the creditor, including the creditor’s right to foreclose on collateral.  As such, we do not want the holder to do anything to impair the value of the collateral because this will impair the accommodated party’s ability to recoup its payment by foreclosing on the collateral in the event that it has to pay.

· Example: A borrows $10,000 from ONB, which took a security interest in his inventory and required him to get a surety, B.  ONB failed to perfect its security interest, and other creditors prevailed over ONB when A had financial difficulties  The collateral was worth $6,000.  B is only on the hook, as the accommodation party, for $4,000.

iii. Discharge of Principal Obligor – R3-605(a), Comm 4, Cases 1–4

· 3-605(a): If a person entitled to enforce an instrument releases the obligation of a principal obligor in whole or in part, and another party to the instrument is a secondary obligor with respect to the obligation of that principal obligor, the following rules apply:
· (1) Any obligations of the principal obligor to the secondary obligor with respect to any previous payment by the secondary obligor are not affected. Unless the terms of the release preserve the secondary obligor's recourse, the principal obligor is discharged, to the extent of the release, from any other duties to the secondary obligor under this article.
· (2) Unless the terms of the release provide that the person entitled to enforce the instrument retains the right to enforce the instrument against the secondary obligor, the secondary obligor is discharged to the same extent as the principal obligor from any unperformed portion of its obligation on the instrument. If the instrument is a check and the obligation of the secondary obligor is based on an indorsement of the check, the secondary obligor is discharged without regard to the language or circumstances of the discharge or other release.
· (3) If the secondary obligor is not discharged under paragraph (2), the secondary obligor is discharged to the extent of the value of the consideration for the release, and to the extent that the release would otherwise cause the secondary obligor a loss.
· Note: Old 3-605 did not discharge the secondary obligor when the principal obligor was discharged, but Revised 3-605 does.  Now, if a creditor wants to reserve the right of recourse against the secondary obligor when it settles up with the primary obligor, it must say so expressly.
· Preserving the Creditor’s Right of Recourse (3-605(g)): A release or extension preserves a secondary obligor’s recourse if the terms of the release or extension provide that the creditor retains the right to enforce the instrument against the secondary obligor and the recourse of the secondary obligor continues as if the release or extension had not been granted.
iv. Extension of Time to Pay – R3-605(b), Comm 5, Cases 5–7 

· 3-605(b): If a person entitled to enforce an instrument grants a principal obligor an extension of the time at which one or more payments are due on the instrument and another party to the instrument is a secondary obligor with respect to the obligation of that principal obligor, the following rules apply:

· (1) Any obligations of the principal obligor to the secondary obligor with respect to any previous payment by the secondary obligor are not affected.  Unless the terms of the extension preserve the secondary obligor’s recourse, the extension correspondingly extends the time for performance of any other duties owed to the secondary obligor by the principal obligor under this article

· (2) The secondary obligor is discharged to the extent that the extension would otherwise cause the secondary obligor a loss.

· (3) To the extent that the secondary obligor is not discharged under paragraph (2), the secondary obligor may perform its obligations to a person entitled to enforce the instrument as if the time for payment had not been extended or, unless the terms of the extension provide that the person entitled to enforce the instrument retains the right to enforce the instrument against the secondary obligor as if the time for payment had not been extended, treat the time for performance of its obligations as having been extended correspondingly.

· This gives a secondary obligor the option of performing under the originally stated time or the extended period of time.  A secondary obligor may decide to perform under the original timeframe notwithstanding the extension in order to preserve his right to go after the primary obligor (e.g., if the secondary obligor is afraid the principal obligor is going to skip town or is hemorrhaging assets). 

· Whether you can do this as the 2ndary obligor depends on whether the right of recourse was preserved in the extension.  If not, then the secondary obligor could only claim there was a loss under 3-605(b)(2); if so, then the secondary obligor could go after him immediately under 3-605(b)(3). 

· Notes

· The key is to look at the extent that the secondary obligor is harmed by an extension.  For example, if an extension gives the principal obligor enough time to file a bankruptcy petition, then the secondary obligor should be discharged; however, if the principal obligor would have filed for bankruptcy with or without an extension, the secondary obligor should still be on the hook.

· Burden of Proof: The accommodation has the burden of proof to show injury.

v. Other Modifications – R3-605(c), Comm 6, Cases 8–9

II. Bank Collection: Special Issues With Checks

A. Applicable Law: The bank-collection process is governed in part by Article 3 because checks are negotiable instruments.  To the extent that Article 4 varies with Article 3, Article 4 governs in the check-collection process (4-102).

B. Key Article 4 Sections

1. 4­102: Relationship of Art. 4 to others

2. 4­103: Variation by agreement: Important exception because it makes it clear that the parties to the check-processing xaction may vary the terms by agreement.  When you sign a signature card to open an account at a bank, you’re doing just this.

3. 4­104 – 4­106: Definitions

4. 4­207 – 4­209: Warranties

a. Banks in the check-cashing process make warranties to each other all the time.

5. 4­210 – 4­211: Security interest; value

6. 4­214: Right of charge back: Bank has a statutory right to charge back.  Assume you deposit a check that comes back bounced.  The bank has the right to charge your account back for any money it credited to your account.

7. 4­215: Final payment

8. 4­303: Competing claims to bank accounts

9. 4­401 – 4­407: Bank­customer relationship

C. Basic Process: Drawer will write a check payable to the payee.  For the most part, the payee takes the check and puts it in that person’s bank, which is called the depositary bank (the first bank that takes a check for deposit; also called the collecting bank).  The depositary bank will act as the agent for the payee in collecting the payment (must use reasonable care to collect on the instrument).

D. Pay or Dishonor & Midnight Deadline

1. When a check gets to the payor bank, it has a decision: pay or dishonor (bounce)

2. Section 4-215 defines when a check is deemed to be finally paid.  Normally, final payment will occur when the bank fails to dishonor the check by it’s “midnight deadline” (defined in 4-104(a)(10)): The bank usually has until midnight of the banking day following banking day of receipt to decide.  For example, if a check is presented on Monday, the payor bank has until midnight the next day, Tuesday, to dishonor the check (assuming both days are banking days)

a. If the payor bank decides not to pay, it must act within its midnight deadline and send it back to the depositary bank.

b. If the payor bank fails to act within the midnight deadline, then it will be accountable for the check.

E. Bank/Customer Relationship (Payor Bank Accountability – 4‑301, 4‑302)

1. The Properly Payable Rule – 4-401

a. Generally: In your relationship with your bank, the bank is supposed to be your servant.  When you draw a check on your account, you’re writing instructions for the bank to pay the payee that money.  The bank is you agent.  The issue becomes: What happens if your instructions are not honored?
i. If the check was properly payable, the bank will have a legal right against its customer.  4-401.

ii. If a check was not properly payable, the bank cannot charge its customer and must look elsewhere for repayment.

· Section 3-418 provides rules permitting recovery by a bank (or other payor outside the banking system) that pays by mistake.  See the official commentary to that section.

b. Post-dated Checks (4-401(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.  

i. Notice needs not be in writing—the drawer may call the bank to give notice (UCC 4-403(b) allows for oral notice of a stop payment order; arguably, the same should apply for 4-401).  

ii. Notice is effective for six months, but it lapses after 14 calendar days if the original order was oral and was not confirmed in a record within that period. Notice may be renewed for additional six-month periods by a record given to the bank within a period during which the stop-payment order is effective. (4-403(b) (referenced in 4-401))

c. Forged Signatures: Checks with forged signatures are not properly payable; as such, if you call the bank to tell them your checks were stolen, the bank cannot require you to put a stop-payment on all of the checks.

i. UCC 4-401, Comment 1: “An item containing a forged drawer’s signature or forged indorsement is not properly payable.  Concern has arisen whether a bank may require a customer to execute a stop-payment order when the customer notifies the bank of the loss of an unindorsed or specially indorsed check.  Since such a check cannot be properly payable from the customer’s account, it is inappropriate for a bank to require stop-payment order in such a case.”

d. Remotely-Created Consumer Items (account info over the phone):  Remotely-created consumer items are properly payable under 4-401(a) as long as they are “authorized by the consumer.”  If the drawer did not authorize the item, the bank must recredit the drawer’s account.  In this situation, the drawer must call the bank and tell them he did not authorize the item; the bank will usually give the money back, and the most it may make the customer do is fill out an affidavit of fraud.

e. Stale Checks

i. 4-404: 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 day, but it may charge its customer’s account for a payment made thereafter in good faith.

ii. Thus, a customer will not succeed on a claim against the bank that the bank should not have paid a stale check unless the bank acted in bad faith.  Good faith is determined by the standards of other banks.

· NB: Banks often have a hard time picking up on the date of a check because automated systems read the information at the bottom of the check.  Thus, if no bank looks at the date of the check, then a bank that pays a stale check for that reason is not acting in bad faith.

· Arguably, however, if a check was presented to a teller in person, and the teller saw the check and noticed it was stale, there may be a duty to inform the customer.

iii. Whether the payment of a stale check creates an overdraft does not change the result.  The decision of whether to pay an overdraft is entirely up to the bank.

f. Statute of Limitations – 4-111: Three years since the bank paid the instrument.  Whether a negotiable instrument is involved may change the statute of limitations, as the SOL is different for negotiable instruments.

2. Wrongful dishonor – 4‑402

a. Generally: Assume that the bank erroneously credits money deposited into your account into someone else's account.  When you write a check on your account relying on the existence of those funds, the bank dishonors the check, causing you a financial loss to​gether with a certain amount of humiliation.  The bank is liable for damages proximately caused by the dishonor.  See 4‑402.  This can include consequential damages, which might include mental distress and in some jurisdictions, punitive damages.  In all cases the customer is required to prove actual damages.
b. 4-402

i. (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.

ii. (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.

· Damages may include consequential damages

· Burden of Proof: The burden of proof is on the injured party to show it was harmed, and proximate cause is an issue of fact for the jury.

iii. (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.

c. Proximate Cause: This is a tort-type test.  Note that wrongful dishonor is a tort. 

d. Dishonor

i. Dishonor -  ADDIN AudioMarker 4441 

 ADDIN AudioMarker 4396 3-502(b)(2): Dishonor of an unaccepted draft other than a documentary draft is governed by the following rules: 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.

ii. Wrongful Dishonor – 4-402(a): [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.

e. Presenting Checks Without an Account at the Bank Where the Drawer Has an Account

i. When a check is presented over the counter, the UCC provides that the payor bank has until midnight on the following day to pay or dishonor.  If the bank fails to pay by that time, then it’s a dishonor, and if the drawer had sufficient funds in his account for it, then it’s most likely a wrongful dishonor

ii. The legitimate reason a bank might want to charge a fee is that the bank does not know this person and may not know if it’s the real person on the check.  Because of this risk, the bank would much rather have the check presented through the banking system (depositary bank > payor bank) because the payor bank can pass the risk of loss back to the depositary bank

iii. The comptroller of the currency has issued a ruling asserting that it is permissible for banks to charge a fee to cash a check for someone without an account.  This is not binding authority, but it carries a lot of weight

3. Death or Incompetence of the Customer – 4-405

a. 4-405

i. (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 know 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

ii. (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

· The purpose of this provision is to permit holders of checks drawn and issued shortly before death to cash them without the necessity of filing a claim in probate. 

b. Who Can Give Stop Payment Notice

i. 4-405, comment 3: Any surviving relative, creditor or other person who claims an interest in the account may give a direction to the bank not to pay checks, or not to pay a particular check.  Such notice has the same effect as a direction to stop payment.  The bank has no responsibility to determine the validity of the claim or even whether it is “colorable.”  But obviously anyone who has an interest in the estate, including the person named as executor in a will, even if the will has not yet been admitted to probate, is entitled to claim an interest in the account

ii. The bank can put a stop payment on a check regardless of who calls.  If the bank does cash a check in spite of a claim to an interest in the account, it does so at its peril.  Thus, once the bank learns of the customer’s death, the safest course of action is for the bank not to pay out, and the Code clearly permits this.

4. Bank’s Right to Setoff: If there is a setoff at the time a loan becomes due, the bank can set off.  However, in order to set off, the debt owed to the bank must be mature.  A bank may not unilaterally engage in acceleration and setoff.

5. Right to Stop Payment – 4‑403, 4‑407

a. Generally: Assume that you write a check for goods, and they turn out to be lemons.  You have a right to stop payment of the check if you act in a timely fashion, i.e. give the bank sufficient notice so that it can stop payment before the check is processed. 4‑403 and 4‑303.  If you give the proper notice and the bank pays the check anyway, you'd think that the bank would have to give you your money back.  Not necessarily. 4‑403.  The bank customer has the burden of proof to show that a loss resulted from the improper payment; the bank doesn't have to give the money back.  The bank is also subrogated to the rights of a HIDC under 4‑407, so if the payee of the check negotiated it to an innocent third party for value, such as its depositary bank, the payor bank can assert those rights against the drawer.  The purpose of this is to prevent unjust enrichment; the bank has no idea whether the payee is the crook or whether the drawer is a crook.  This rule substantially undermines the utility, however, of the stop payment order; thus, the customer’s right to stop payment is not necessarily all that valuable of a right.

b. 4-403

i. (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.

· The reasonable-certainty requirement may be informed by an agreement between the parties.

ii. (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 a record within that period. A stop-payment order may be renewed for additional six-month periods by a record given to the bank within a period during which the stop-payment order is effective

iii. (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

c. Parr v. Security National Bank: The requirement for stop-payment orders is that they must describe with reasonable certainty the check to stop.  Here, the order given was timely, but the amount of the check was off by 50 cents (everything else was accurate).  The bank here programmed its computers in a way that recognized the check by the amount only.  The court held that the check was described with reasonable certainty despite the 50-cent error because the bank should have been able to stop payment with the info given.  However, to prevent unjust enrichment, the court subrogates the bank to the rights of the payee (4-407)—even though the bank screwed up, the customer could have gotten a windfall by the bank paying and the customer getting the benefit AND having her account re-credited.

d. Limits to the Right of Stop Payment: The Bank’s Right of Subrogation (4-407)

i. Generally: The point of 4-407 is that the bank should theoretically never take a loss.  If a payment is made over a stop-payment order, then someone is being unjustly enriched—ether the drawer because his account is being recredited or the payee by being paid when he shouldn’t be.

ii. 4-407: 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

iii. Cante v. Vt. Nat’l Bank: A taxpayer attempted to prove to the IRS that he had paid certain taxes by presenting the IRS with cancelled checks.  The IRS ran the cancelled checks through the bank again, and the bank paid them again.  This is unquestionably a wrongful payment.  The question became to what extent the customer had been hurt by this.  The bank raises its subrogation rights, which arise when the bank has paid over a stop payment or any other objection by the customer.  The bank’s argument here is that the guy owed money to the IRS, so even though the bank improperly paid the checks, the bank doesn’t owe the customer any money because the bank just paid his taxes.

iv. Rule: The bank does not have to recredit a customer’s account before raising the subrogation defense.  If it did, then the customer could take the money out and hide it.  Then, if the bank did end up having a right to the money, it would be gone.

v. Burden-Shifting Scheme: First the bank raises the subrogation defense, which puts the burden on the plaintiff to show a loss.  There is a prima facie case of loss if the payment was improper.  If the plaintiff meets his burden, the bank then has to rebut the plaintiff’s case.  If the bank can do so, then the burden is shifted back to the customer.

· 4-407 Comment 1: Section 4-403 states that a stop-payment order or an order to close an account is binding on a bank. If a bank pays an item over such an order it is prima facie liable, but under subsection (c) of Section 4-403 the burden of establishing the fact and amount of loss from such payment is on the customer. A defense frequently interposed by a bank in an action against it for wrongful payment over a stop-payment order is that the drawer or maker suffered no loss because it would have been liable to a holder in due course in any event. On this argument some cases have held that payment cannot be stopped against a holder in due course. Payment can be stopped, but if it is, the drawer or maker is liable and the sound rule is that the bank is subrogated to the rights of the holder in due course. The preamble and paragraph (1) of this section state this rule

vi. How This Rule Affects the Customer’s Right to Stop Payment: When you stop payment on a check, you are at the mercy of the payor bank.  If the bank pays over the stop-payment order, there’s probably not much the customer can do because the bank is probably a holder in due course (because it’s subrogated to the rights of the payee).  ADDIN AudioMarker 8507 Even if the drawer does have a legitimate gripe with the payee, it doesn’t matter once there’s a holder in due course out there, and the bank will almost always be a holder in due course, especially if it’s allowed the customer to draw money out of the account.

F. Cashier’s Checks and Teller’s Checks – 3-411

1. 3-411

a. (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. (b) If the obligated bank wrongfully  ADDIN AudioMarker 9014 (i) refuses to pay a cashier's check or certified check,  ADDIN AudioMarker 9017 (ii) stops payment of a teller's check, or  ADDIN AudioMarker 9022 (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. (c) Expenses or consequential damages under subsection (b) are not recoverable if the refusal of the obligated bank to pay occurs because  ADDIN AudioMarker 9004 (i) the bank suspends payments,  ADDIN AudioMarker 9006 (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,  ADDIN AudioMarker 9008 (iii) the obligated bank has a reasonable doubt whether the person demanding payment is the person entitled to enforce the instrument, or  ADDIN AudioMarker 9010 (iv) payment is prohibited by law

2. “Cashier’s Check”:  According to 3-104(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. Cashier’s checks are viewed by many to be pretty damn close to money

3. Stopping a Cashier’s Check

a. Rule: A customer purchasing a cashier’s check or teller’s check has no right to stop payment of such a check under 4-403(a).  (4-403, Comment 4.)  The bank has its own obligation to pay it once it has been issued, and there are severe consequences if the bank does not pay a cashier’s check (see 3-411(b)).  The only real way to stop payment on a cashier’s check is to get an injunction.

b. Rationale: There was concern that banks were too often putting stop payments on their own cashier’s checks for their own customers, which was problematic because cashier’s checks must be fully negotiable as a means of furthering commerce.  As a result, the only time cashier’s checks should be dishonored is when the bank has its own defense (see 3-411(c)).

4. Lost or Stolen Cashier’s Checks – 3-312

a. Rule: While you cannot place a stop payment on a cashier’s check, UCC 3-312 nevertheless allows for a claimant to assert that there’s been a loss by a communication to the obligated bank describing the check with reasonable certainty and requesting payment of the amount of the check. A “claimant” is a person who claims the right to receive the amount of a cashier’s check, tellers check, or certified check that was lost, destroyed, or stolen (3-312(a)(2)).  The communication must be accompanied by a declaration of loss (a statement made in a record under penalty of perjury that the declarer lost possession of the check, of which the declarer was the drawer or payee—see 3-312(a)(3)) and must be received at a time and in a manner affording the bank a reasonable time to act on it before the check is paid.  If these requirements are met, the claim becomes enforceable at the later of the time the claim is asserted or the 90th day following the date of the check.  (3-312(b).)

i. Read the comments to this section (esp. comment 3, ¶ 2, and case 2 in comment 4)

ii. Boiled down: 3-312 is designed to give someone who is a rightful owner of a casher’s check the opportunity to get reimbursed for a lost or stolen check.  If someone loses a cashier’s check and qualifies as a claimant, that person can file a claim of loss on the check.  There’s a 90-day period during which the claimant cannot get his money back.  After the 90 days runs, the bank must pay the claimant and is then discharged on the check.  The theory behind the 90-day period is that after 90 days from the date of the issue, the rightful owner is unlikely to turn up and present it. 

b. Caveat: If there’s a HIDC on a cashier’s check, that HIDC can sue the claimant to recover.  For example, Portia gets a cashier’s check from ONB, indorses it in blank, and mails it to her uncle, who claims he never received it.  Portia fills out a statement of loss on March 1.   Having heard nothing during the next 90 days, ONB pays Portia on June 1.  Meanwhile, the uncle deposits the check in his account at Local Bank on May 25, and Local Bank becomes a HIDC by allowing uncle to withdraw.  On June 2, Local Bank presents the check to ONB to demand payment.  Local Bank can sue Portia, but not ONB; it could also charge back the uncle’s account.

G. The Bank Statement Rule – 4-406 

1. Generally: The original version of 4-406 presumed that banks were always returning canceled checks with the monthly bank statement; however, truncation has largely done away with this process.  Revised 4-406(a) requires only that the bank return “sufficient information” about a check in the bank statement, but does not mandate return of the check.  Sufficient information is defined as “item number, amount, and date of payment,” which Comment 1 states should be enough information to allow customers to locate checks in their records and figure out the missing parts.  These three requirements are also referred to in Comment 1 as a “safe harbor rule”—the minimum amount of information a bank can provide and escape liability.

2. Charges for Furnishing Checks: According to 4-407 Comment 3, the UCC “does not regulate fees that banks charge their customers for furnishing items or copies or other services covered by the Act, but under principles of law such as unconscionability or good faith and fair dealing, courts have reviewed fees and the bank’s exercise of a discretion to set fees.”  Thus, the amount that can be charged is left to contract and regulatory law.

3. Time for Returning Checks: Reasonable time—probably need to compare one bank’s performance to other banks’ performances. (4-406(b)).)

4. Consequences for Failing to Review Bank Statement 4-406(f), 4-406(d)
a. One-Year Rule: There is an absolute preclusion to assert a loss after one year.

i. 4-406(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.

b. Notice to Bank: If, based on the statement or items provided by the bank statement rule, a customer should reasonably have discovered an unauthorized payment, the customer must promptly notify the bank of all relevant facts. (4-406(c).)

i. If the customer fails to notify the bank promptly upon receiving a statement showing an unauthorized payment and the bank can prove that it suffered a loss by reason of that failure, the customer is precluded from asserting against the bank the customer’s unauthorized signature or alteration on the item. (4-406(d)(1).) 

ii. If the customer fails to notify the bank promptly upon receiving a statement showing an unauthorized payment and a second forgery by the same person occurs more than 30 days after the statement is received, then the customer is precluded from asserting that second forgery against the bank.  Rationale: If the customer had said something within 30 days, the bank could have closed the account or been on watch for the second forged check. (4-406(d)(2).)

H. Payor Bank Accountability – 4‑301, 4‑302—see Right to Stop Payment and Properly Payable Rules

I. Collecting bank right of charge back – 4‑214

1. Rule (4-214): Bank has a statutory right to charge back.  Assume you deposit a check that comes back bounced.  The bank has the right to charge your account back for any money it credited to your account.

2. If check gets bounced back to depositary bank, it has a right to charge back the customer for that item.

J. Bank as HIDC – 4‑210, 4-211

1. Rule (4-211): For purposes of determining its status as a holder in due course, a bank has given value to the extent it has a security interest in an item, if the bank otherwise complies with the requirements of Section 3-302 on what constitutes a holder in due course.

K. Variation by agreement – 4‑103: The effect of the provisions of Article 4 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.

L. Competing Claims: “The 4 Legals” – 4-303

1. Generally: 
Bankers must constantly deal with four events and decide whether the happening of one of these events, which bankers call the four legals, has priority over the payment of a check.  The four legals are: notice (i.e., of a depositor’s death), stop-payment orders, service of legal process, and the bank’s right of setoff.  This is essentially a priority contest.  In a typical situation, the bank receives an instrument, then receives a notice or legal order.  The issue then becomes: Do we pay, or do we act in accordance with the notice/order?  The issue is now resolved by 4-303(a), which states in essence that the four legal events come to late as to any given check if that check has either been certified or the bank has taken steps that lead to final payment of the check.

2. Order of Posting Checks: Assume a bank receives six checks drawn on a customer’s account—five small ones and one big one.  The customer only has enough in his account to pay either the large one or the five small ones.  UCC 4-303(b) and Comment 7 allow the bank to pay these checks in any order it wishes.  Banks will usually pay “high to low,” meaning that it pays the big checks first and bounces the small ones to generate the most NSF fees.

M. Check Fraud

1. Generally: Once a check is finally paid, the payor bank has very little ability to recover the funds from anyone other than its customer (the drawer of the check).  If the check was properly payable, the bank will have a legal right against its customer.  (4-401.)  If a check was not properly payable, the bank cannot charge its customer and must look elsewhere for repayment.  Section 3-418 provides rules permitting recovery by a bank (or other payor outside the banking system) that pays by mistake.  See the official commentary to that section.  We also discussed the bank's right to subrogation under 4-407. These provisions are generally not terribly helpful in situations involving check fraud, as the issue normally is which innocent party—the payor bank, depositary bank or customer—must bear the loss.  The payor bank's recourse will be to look to the presentment warranties under 4-208 which may in some situations permit a shifting of loss to the depositary bank.  Both banks may also try to assert the defenses available under 3-404 to 3-406 and 4-406.

a. Payor bank takes the loss for: Forged drawer signatures (except remotely created consumer items).

b. Depositary bank takes the loss for: Remotely created consumer items, forged indorsements, and alterations.

2. Forged Drawer Signatures

a. Scope: The same basic rules apply if the signature is not forged, but rather unauthorized (i.e., someone signs a check who was not authorized to do so on the signature card).  These rules also apply if a signature is missing (e.g., an account requires two signatures, but the check is paid over only one).  In all of these cases, the check is not properly payable under 4-401, and the payor bank cannot properly charge its customer’s account.

b. General Rule: The payor bank takes the loss/bears the risk for forged drawer signatures. While the depositary bank does give some warranties to the payor bank, the depositary bank does not give a warranty to the payor bank that the drawer’s signature is authentic.

i. Rationale: The payor bank can look at the signature card and look to see if the signature is there.  This is a fiction these days, however, due to the prevalence of automated check processing

ii. Payor Bank Recourse: The payor bank can always go after the thief if it can find that person; in that case, the payor bank is entitled to restitution.
c. Exception: The risk of loss for remotely created consumer items is on the depositary bank.

i. Definition (3-103(a)(16)): An item drawn on a consumer account, which is not created by the payor bank and does not bear a handwritten signature purporting to be the signature of the drawer.”

· These types of items can be created by someone who obtains the account and bank routing numbers for a consumer’s checking account.  The person can then create a check with the appropriate magnetic (MICR) numbers on the bottom. The consumer’s signature will not appear – the check may say something like “customer’s signature on file”.  Because checks are paid in an automated way and signatures are generally not checked, the consumer’s bank will pay the amount of the check out of the consumer’s account.  This is obviously a problem if the consumer never authorized the check to be created.

ii. Rationale: The final payment rule was altered for remotely created consumer items to allocate the loss for unauthorized payment to the depositary bank.  When the depositary bank takes one of these checks, they give a warranty to the payor bank that these items were duly authorized by the consumer.  (4-207(a)(6); 4-208(a)(4).)  The reason for allocating the loss in these cases to the depositary bank is that the depositary is the entity in the best position to notice the fraud because the crook is likely to open an account and pass a bunch of these; thus, the depositary bank is more likely to be dealing with the defrauding party and can thereby more effectively prevent the fraud.  See Comment 8 to 3-416.  This is arguably a ridiculous distinction, though, because the depositary bank is always closest to the crook, and banks don’t really check signatures anyway.

3. Forged/Missing Indorsements

a. General Rule: The depositary bank takes the loss.

i. If a check is deposited in the depositary bank and the signature is forged (or missing or unauthorized), the depositary bank presents that bank to the payor bank for payment.  However, a check with a forged indorsement is not properly payable.  (4-401.)  Thus, the (payor bank’s) customer could complain about it and the payor bank would have to put that money back in its customer’s account. The rightful payee of the bank could also sue the depositary bank for conversion if the check was given to him and the check was later stolen and paid. (3-420.)

ii. Presentment Warranty Shifts Loss to Depositary Bank: Regardless of whether the payee or the drawer is complaining/suing, in either case, the payor bank can shift the loss to the depositary bank because, under 4-208(a)(1), there is a presentment warranty given by the depositary bank to the payor bank that the check was duly authorized by the customer and thus properly payable; if there’s a forged indorsement, then it’s not being properly presented for payment. When there has been a forged indorsement, there can be no one who is a "person entitled to enforce the draft" as defined in section 3-301.  The theory is that the depositary bank, being the bank closer to the forgery, is in the best position to detect the forgery and prevent the loss.  Again, this theory may be something of a fiction in this day and age of automated check processing.  If the depositary bank can find the person presenting the check with forged indorsements and if the person is solvent (both unlikely), the depositary bank can collect from that person under 4-207.

b. Applicable Defenses

i. General Negligence (3-406)

ii. Sections 3-404 and 3-405 may be helpful where an employee “pads the payroll” or steals checks payable to the employer and forges the employer’s indorsement.
(NB: 3-405 does not apply to situations in which the employee forges the employer’s signature as a drawer of a check.)

iii. Comparative Negligence: Under 3-405 and 3-404, loss may be shared by the person asserting the forged indorsement and the depositary bank on the basis of comparative negligence; for example, the depositary bank may have been negligent in allowing the individual depositing the check to open an account in the name of the payee on the check.

4. Alterations

a. General Rule: The depositary bank takes the loss.  

i. An altered check is not properly payable, so the check could be charged to the customer’s account for the original amount of the check if it was presented by someone entitled to enforce it, but not more than that.  (4-401.)  

ii. As with forged indorsements, however, the payor bank is able to shift the risk back to the depositary bank for altered items, as well, because the depositary bank warranties that the checks were not altered. (4-207.)

b. Applicable Defenses: The defenses available to the bank are contained in 3-406 and 4-406.  As is true in the cases involving forged signatures, loss may be divided on comparative negligence principles if both the bank and the person asserting the alteration are negligent.

5. Bank Defenses to Liability – 3-404 to 3-406, 4-406, 3-418 (See Check Fraud Hypos)

a. Failure to Exercise Ordinary Care 

i. Customer’s Failure to Exercise Ordinary Care – 3-406(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.

ii. Bank’s Failure to Exercise Ordinary Care – 3-406(b): If the bank trying to preclude a customer from claiming alteration or forgery on the basis of a failure to exercise reasonable care that substantially contributed to the loss itself fails to exercise reasonable care, then the loss is allocated between the person precluded and the bank asserting preclusion to the extent to which the failure of each to exercise ordinary care contributed to the loss.

b. Comparative Negligence – 3-405(b): For the purpose of determining the rights and liabilities of a person who, in good faith, pays an instrument or takes it for value or for collection, if an employer entrusted an employee with responsibility with respect to the instrument and the employee or a person acting in concert with the employee makes a fraudulent indorsement of the instrument, the indorsement is effective as the indorsement of the person to whom the instrument is payable if it is made in the name of that person. If the 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 the fraud, 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
c. Imposters, Fictitious Payees, and Padded Payroll – 3-404

i. General Rule: The employer bears the risk of loss because it is in a better position to prevent the loss. 

ii. Fictitious Payee: This often arises in the padded-payroll situation, where an accountant creates a fictions name, starts issuing checks to this person, and gets paid through that fictitious person (usually big company situations where the payroll folks don’t know the different).  If the payee is fictitious, then anyone can sign the check. 

iii. Imposter Rule: if somebody is an imposter and that person gets someone to write a check to him as the imposter, he can indorse that check and deposit it, and the indorsement is effective.  This is another situation where there may be some comparative negligence going on, as the bank should not have allowed the imposter to create an account under a false name.

N. Shifting loss – 3‑417, 4‑207 & 4-208

1. 3-417: Presentment Warranties

2. 4-207: Transfer Warranties

3. 4-208: Presentment Warranties

III. Other payment mechanisms

A. Credit cards – Regulation Z

1. Governing Law: The law governing credit-card payments is not governed by the UCC.  Instead, it is governed by federal laws and regulations (Regulation Z), non-uniform state consumer-protection law, and straight-up contract law.  To the extent that the card issuer has a right to charge back the merchants for unauthorized transactions or transactions where there is a problem with the goods purchased, this is dealt with by the deal that the merchant has with the issuing bank.
2. Liability for Unauthorized Use (12 C.F.R. § 226.12): Regulation Z limits the maximum liability for a cardholder for unauthorized use to $50. 
a. “Unauthorized Use”: Regulation Z does not answer the question of what qualifies as “unauthorized,” but rather punts to state law on the question of agency, which can be either express or implied, and if the cardholder lets someone else use the card, courts have held that the use is authorized.
i. In a case where a cardholder let somebody else use the card, even if the person who received the card used it in a way not authorized by the cardholder, a court can, and do, find implied (or apparent) authority for the recipient to make the charges.
b. Liability Cut-off: 12 CFR § 226.12(b)(3) says that liability is cut off once a card issuer is notified of the unauthorized use.  Although some older cases the courts required that the physical card be returned, this is currently a bit dated.
c. Waiver of Liability: Even though a cardholder is legally on the hook for $50, a lot of card issuers will waive that.  This represents a case where the law provides some protection but where the marketplace offers even more. 
3. Asserting Defenses Against the Card Issuer
a. Rule: 12 C.F.R. § 226.12(c) allows the cardholder to assert against the bank issuing the card some of the defenses that the cardholder had against the merchants who accepted the card: “When a person who honors a credit card fails to resolve satisfactorily a dispute as to property or services purchased with the credit card in a consumer credit transaction, the  ADDIN AudioMarker 989 cardholder may assert against the card issuer all claims (other than tort claims) and defenses arising out of the transaction and relating to the failure to resolve the dispute,” but the cardholder must first make a good-faith effort to resolve the dispute with the merchant.

b. Geographic Limitations
i. Rule: Rule: 12 C.F.R. § 226.12(c)(3)(ii) states that defenses can only be raised if the transaction took place in the same state as the current cardholder’s current address or, if not within the same state, within 100 miles from that address.

· Exception: This geographical limitation does not apply if the merchant has obtained the order for the disputed transaction through mail solicitation made or participated in by the card issuer (this requires banks to stand behind their promotional offers by preventing them from raising the geographic limitation defense).

· Caveat: Practically speaking, card issuers may allow the cardholder to assert defenses regardless of the geographical limitations by charging back the merchant’s account (if the credit card issuer has a contract with the merchant allowing it to do so) and letting the merchant try to collect from the cardholder.  Thus, the market place has effectively abrogated the need for the geographical limitations in most cases.

ii. Where the Transaction “Occurs”: There is an issue with how to determine where a transaction “occurs” if the transaction is over the phone or the Internet.

· General Rule: Agreements require offer, acceptance, and consideration.  If the merchant is making the offer, the acceptance (and location of the transaction) is where the buyer is.  If the buyer calls and makes the offer and the merchant agrees to sell it, then the transaction occurs where the merchant is located

· Governing Law: The commentary to Reg. Z leave this open to basic contract law, which is governed by state law.

iii. Caveat: These limitations don’t make much sense in this day and age.  These limitations were written against the backdrop of local banks in 1968, and the thought was that it was unfair for such a bank to get involved in transactions across the country.  These concerns are now a bit dated, and the Fed has likely not amended the law because the marketplace has largely taken care of this on its own.

B. Electronic Fund Transfers

1. Consumer Transactions (not using Fedwire or similar networks) – EFTA and Regulation E

a. Generally: For electronic fund transfers, Regulation E and the EFTA cover many transactions involving consumer accounts, other than transactions conducted over Fedwire and similar wire transfer networks that are typically used for business transactions.  Regulation E requires that certain disclosures be given to consumers who contract for electronic fund transfer services (like ATM use or on-line banking).  It imposes liability on financial institutions for not properly carrying out the consumer’s instructions.

b. Examples of Covered Transactions: ATM transactions, home banking, smart cards, point-of-sale debit card transactions, ACH transactions (payroll deposits, pre-authorized bill payments)

c. “Electronic Funds Transfer” Definition (Reg E § 205.3(b)): “Any transfer of funds that is initiated through an electronic terminal, telephone, computer, or magnetic tape for the purpose of ordering, instructing, or authorizing a financial institution to debit or credit a consumer’s account. 

i. Bank-Initiated EFT in Error: This definition includes cases where the bank’s computer malfunctions and deducts money from a customer’s account, thereby causing checks to bounce.  This would not, however, be an unauthorized transaction, as 205.2(m) does not include electronic funds transfers initiated by the financial institution (“Unauthorized fund transfer means an electronic fund transfer from a consumer’s account initiated by a person other than the consumer without actual authority to initiate the transfer and from which the consumer receives no benefit.  The term does not include an electronic fund transfer initiated (3) by the financial institution or its employee.”) Rationale for such exclusion: Reg E puts some liability on consumers for unauthorized EFTs.  If we were to say a bank’s malfunction was an unauthorized transfer, the consumer would be on the hook for part of the malfunction.

· Thus, if a bank malfunctions, the plaintiff must resort to common law claims for restitution, breach of contract, and or negligence.  For bounced checks, the bank is on the hook for all damages proximately caused by bouncing the checks, especially under 4-401(a) for dishonor of properly payable checks. 

ii. Point: The EFTA doesn’t cover everything.  

d. Unauthorized Transactions (Reg E § 205.2(m)): Unauthorized electronic fund transfer means an EFT from a consumer’s account by a person other than the consumer without actual authority to initiate the transfer and from which the consumer receives no benefit.  The term does not include an EFT initiated (1) by a person who was furnished the access device to the consumer’s account by the consumer, unless the consumer has notified the financial institution that transfers by that person are no longer authorized; (2) With fraudulent intent by the consumer or any person acting in concert with the consumer; or (3) by the financial institution or its employee. 

e. EFT System Malfunction—Suspension of Obligations (EFTA § 912): If a system malfunction prevents the effectuation of an electronic fund transfer initiated by a consumer to anther person, and such other person has agreed to accept payment by such means, the consumer’s obligation to the person shall be suspended until the malfunction is corrected and the electronic fund transfer may be completed, unless such other person as subsequently, by written request, demanded payment by means other than an electronic fund transfer.

i. But see § 910(b) re: bank defenses to liability for acts of God (to be used only in rare circumstances) and technical malfunctions (which must be known to the consumer at the time he attempted to initiate an EFT).

f. Stop Payment for EFTs (Reg E § 907(a)): Oral notice for a stop payment of an automated bill pay is sufficient, and it is timely as long as the oral notice is given at least three days prior to when it is due. 

i. § 907(a) “A preauthorized electronic fund transfer from a consumer’s account may be authorized by the consumer only in writing . . . . A consumer may stop payment of a preauthorized electronic fund transfer by notifying the financial institution orally or in writing at any time up to three days preceding the scheduled date of transfer.”

ii. Remedy for Failure to Effect Valid Stop Payment Order (§ 910(a)(3)): Financial institution is liable to the consumer for all damages proximately caused by, inter alia, the financial institution’s failure to stop payment of a preauthorized order from a consumer’s account when properly instructed to do so.

g. Liability of Financial Institutions (Reg E § 910): 

i. General Rule: Bank is liable for all damages proximately caused by certain acts.  See Reg E § 910(a).

ii. Attorneys’ Fees: While § 910 does not address attorneys’ fees, § 916 (not in my supplement), which deals with civil liability for failure to comply with the EFTA, allows for attorneys’ fees. 

· Statutory Interpretation issue: Query whether § 916 should apply to a transaction more clearly covered by § 910, as § 910 purports to set forth the damages applicable to that section.  Section 916 is a broader section dealing with failure to comply with the EFTA (e.g., failure to give proper disclosure)

h. Compulsory Account for Direct Deposit (§ 913(2)): The EFTA says that no person may require a consumer to establish an account for receipt of electronic funds transfers with a particular financial institution as a condition of employment. 

i. Liability for Unauthorized Fund Transfers

i. Generally: Under Regulation E, liability for unauthorized electronic fund transfers is limited to $50 for transfers occurring within two business days of loss or theft of an access device (such as an ATM card) and to $500 for losses that occur after the close of the two the days and before notice of the loss or theft is reported to the financial institution.  If a consumer fails to report an unauthorized transfer within 60 days of receiving a statement containing the unauthorized transfer, the consumer may have unlimited liability for transfers occurring after the 60 days that the financial institution can show would not have occurred if the consumer had properly notified the institution.  Delays in notification can be excused if due to extenuating circumstances.  

ii. Limitation on Liability where Timely Notice is Given (Reg E § 205.6(b)(1)): If timely notice is given, then the liability is the lesser of $50 or the amount of transfers that occur before notice is given.

iii. Limitation on Liability where Timely Notice is NOT Given (§ 205.6(b)(2)): If timely notice is not given, then the liability is the lesser of $500 or the sum of $50 plus the amount of unauthorized transfers the occur after two business days.

iv. Possible Unlimited Liability After 60 Days (§ 205.6(b)(3)):  Consumers are required to report unauthorized EFTs appearing on a periodic statement within 60 days of the transmittal of that statement to avoid liability for subsequent transfers.  If the consumer fails to do so, the consumer will be liable for any unauthorized transactions that occur between the close of the 60 days and the time notice is given, as long as the bank can show that those transactions would not have occurred had the consumer notified the bank within the 60 days. 

2. Commercial Transactions – UCC Article 4A

a. Coverage: 

i. UCC 4A covers Fedwire and other similar transactions (even if out of consumer accounts); these are usually very large business tranfers.  Fedwire is the federal system.  

ii. Regulation E transactions are excluded: If any part of the transaction is covered by Reg E or EFTA, then it’s excluded under 4A.

· If the part of the transaction is done through Fedwire and part through ACH, then none of the transaction is covered by 4A

· Reg E does not apply to Fedwire, so if there’s a gap in the law, NACHA allows 4A to apply by contract. 

· The comments to 4A also give judges authority to use an analogous 4A rule by analogy.

iii. Rationale: EFTA and Reg E are federal law and are thus supreme.

b. Generally: For electronic fund transfers covered by Article 4A, an originator instructs its bank (the originating bank) through what is called a “payment order,” to transfer funds to a beneficiary at a designated bank (called the beneficiary’s bank).  Once the funds are accepted by the beneficiary’s bank, the beneficiary has a right to the funds (under federal law, on the banking day following the date of acceptance of the order).  The beneficiary’s bank can be liable for consequential damages if it refuses to pay the beneficiary without reasonable cause once the bank is made aware of the potential for loss to the beneficiary for the bank’s failure to pay (e.g. ,loss of a business deal)

c. Terminology (4A-103–104)
i. Ex: Whiteside gives an order to NYMNB (his bank), which gives an order to FRBNY which gives an order to FRBCin which gives an order to LESB which gives an order to MCB which notifies Jefferson that the money is available.
· Originator: Whiteside
· Originator’s bank: NYMNB
· Sender: Whiteside and all banks except MCB (because any bank sending a payment order is a sender)
· Intermediary bank: All banks except NYMNB and MCB
· Receiving Bank: Every bank
· Beneficiary: Jefferson
· Beneficiary’s Bank: MCB
ii. “Payment Order”: 4A-103(a)(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 of, 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.
· Difference Between Payment Orders and Checks: Payment orders push money down a stream (giving an order to the bank to send money), whereas checks give you the power to pull money out of an account 
d. Obligation of Beneficiary’s Bank to Pay and Give Notice to Beneficiary (4A-404): 
i. Obligation to Pay: The beneficiary’s bank becomes liable to the beneficiary at the time that the beneficiary’s bank accepts the payment order (which is the time that it gets the money). As Comment 1 to 4A-404 notes, the Expedited Funds Availability Act also governs the availability of funds.  While 4A-404A states that payment is due on the date of the order, the EFAA says that it’s due on the next day.  The bank may, however, allow the beneficiary access to the money on the same day.
ii. Obligation to Give Notice (4A-404(b)): If a payment order accepted by the beneficiary’s bank instructs payment to an account of the beneficiary, the beneficiary’s bank must give the beneficiary notice of the availability of the funds by midnight of the following day.
e. Bank Charges for Accepting Funds (4A-406(c)): Any bank (sending, receiving, originating, beneficiary) may impose a charge upon the beneficiary for accepting the funds, but 4A-406(c) states that the beneficiary has a right to demand the money from the originator.
f. Setoff and Consequential Damages

i. Beneficiary Bank’s Right to Setoff (4A-502(c)(1)): Once the beneficiary’s bank receives the payment order, that bank is legally obligated to pay the beneficiary, and the beneficiary has the statutory right to payment, less any proper setoff (4A-405(a)).  The beneficiary’s bank has a right to setoff for legitimate debts its customer owes; if the debt is not legitimate, then there is no right to setoff. 
ii. Beneficiary’s Right to Consequential Damages (4A-404(a)): If the bank refuses to pay after demand by the beneficiary and receipt of notice of particular circumstances that will give rise to consequential damages as a result of nonpayment, the beneficiary may recover damages resulting from the refusal to pay to the extent the bank had notice of the damages, unless the bank proves that it did not pay because of a reasonable doubt concerning the right of the beneficiary to payment.
· The bank’s liability for consequential damages could potentially be much greater than the original amount of the funds transfer.  As such, this puts a strong incentive on the beneficiary’s bank to pay up. 

· Exception: The bank is not liable for failure to pay where it had reasonable doubt concerning the right of the beneficiary to payment.  This does not cover situations where the bank has improperly set off; instead, it’s primarily meant to deal with situations where the bank has a reasonable belief that the alleged “beneficiary” is not the actual, intended beneficiary.

iii. Cumulative Effect: The beneficiary has the legal right to payment of the full amount less any proper setoff.  Thus, even where the bank is aware of circumstances that may give rise to consequential damages, it is not liable for any consequential damages resulting from proper setoff. 

g. Money-Back Guarantee (4A-402)

i. Generally: Article 4A has a “money back guarantee” for an originator under 4A-402 if a funds transfer fails to find its way to the beneficiary.  This means that the originator has a right to have its account at the originating bank recredited.  

ii. Exception: An exception to this rule occurs if the originator instructed the bank to use a specified intermediary bank to conduct the transfer only to have that bank suspend payments.  Then the risk is on the originator.

h. Misdescription of the Beneficiary (4A-207)

i. Generally: Section 4A-207 deals with misdescription of the beneficiary and provides that the beneficiary’s bank may ignore the name specified in the payment order and deal only on the basis of the given account number.  If a bank misdescribes a beneficiary by account number, and the receiving bank is not aware of the discrepancy and credits the indicated account, the bank making the error is liable.  Likewise, a bank is liable for sending unauthorized funds transfers, unless the transfer was verified through a commercially reasonable security procedure and the person making the transfer obtained the information enabling the transfer from the originator (e.g. Problem 236).

· Originator Bank Liability (4A-207(c)(1)): If the originator bank misdescribes the beneficiary by account number, the originator is on the hook to pay the amount if and when the beneficiary’s bank pays the person described in the order.

· Originator Liability (4A-207(c)(2)): If the originator makes the error by misdescribing the beneficiary by account number, the originator is on the hook only if the originator was actually given notice of the fact that payment might actually occur on the basis only of the number—this gives the originator notice that he may have to take the hit.

· Originator Bank’s Liability for Consequential Damages (4A-305(c)): Recall that the beneficiary’s bank is liable for consequential damages when it refuses to pay the beneficiary and is aware of the circumstances.  When you’re dealing with the originator’s bank, however, consequential damages are only recoverable to the extent that the bank has expressly agreed to it.  Thus, while the originator’s bank may take the hit if it misdescribes the beneficiary, it will not also be liable for consequential damages.

ii. Bank’s Right to Restitution (4A-303)

· Rule: If a bank makes a mistake in sending an unauthorized payment order or in an improper amount or sends funds to the wrong person, the bank is entitled to restitution against the recipient of the payment order.  The common law of restitution governs.
· Exceptions to Restitution: Under the law of restitution, there are exceptions if the recipient reasonably relied on the funds or if the funds were received in good faith and satisfied a debt of the originator of the payment order (the so-called “discharge for value” rule).
· (1) Reliance: Party has relied on the money in any way.

· (2) “Discharge for Value” Rule: If the recipient of the money was actually owed the money by whoever sent it, then the person receiving the money is entitled to keep it, as long as the money is taken in good faith. (If the party knows the money was sent in error, then keeping the money is not in good faith.)

i. Unauthorized Transfers and Security Procedures (4A-201 to 203) 

i. Generally: Article 4A says that, generally speaking, the bank is responsible for unauthorized wire transfers out of the account.  However, the bank is allowed to enter into an agreement with its customer to create a security procedure, and the security procedure must be commercially reasonable.  This can include some sort of algorithm.  Assuming the parties have agreed to this, and assuming the bank follows this, then the money transferred out of the account is deemed to be authorized and the customer is responsible, not the bank.

ii. Exception (4A-203): If the person making the transfer (who is not the customer) did not get the information from the customer, the customer is not liable (inside bank job, e.g.).  This does not require that the person be responsible for banking operations—it doesn’t matter how the person comes up with the information as long as the person making the transfer did not obtain access to the information from the customer or a source controlled by the customer.

iii. Summary: If a commercially reasonable security measure is set up and it is followed, then we deem the payment order to be authorized.

· The only out is to say that somebody in the bank did it, or some hacker got into the system and figured out the security procedure — situations where the bank did not get the info from the customer.

· If it’s the customer’s own person (an inside job), then the customer’s on the hook.

· Analogy to checks: The code places liability on employers for their employees who have responsibilities with regards to checks and forge indorsements. In that situation, the employer is on the hook
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