BACKGROUND

1.  Law governing non-cash payments 


A.  Payments by check, promissory note, electronic fund txfer, 



1. Check, promissory notes: UCC Arts. 3 and 4 



2. Electronic: UCC Art. 4A and fed statutes

2.  Secured txactions in personal property


Loan where collateral is personal property 

3. UNIFORM COMMERCIAL CODE


Art 3: neg instruments


Art 4: bank collections


Art 4a: wire transfers


Art 9: secured transactions personal property


Art 1: general provisions applicable to all UCC articles



a. Revised in 2001: now adopted in more than half the states



b. we are using the revised version




Art 5:  letters of credit


UCC promulgated in 1940s and 1950s by Karl Newellen



a. Purpose: to make a uniform set of laws dealing with certain commercial transactions to 


reduce transaction costs and provide certainty in business



b. Code is flexible and accommodates changing practices



c. Code reflects how business is done, rather than changing how people do business



d. Not uniformly enacted, but mostly




1. Must study the version of the UCC in whatever state you are in 

ARTICLE 1

1. Key Article 1 provisions


Rev. 1103(a) Purposes



a.  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: If 


a court is trying to interpret a UCC provision, the court should keep in mind these 



policies




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.


Rev. 1103(b) General principles of law & equity



(b) Unless displaced by the particular provisions of the UCC, the principles of law and 


equity, including the law merchant and the law relative to capacity to contract, principal and 


agent, estoppel, fraud, misrepresentation, duress, coercion, mistake, bankruptcy, and other 


validating or invalidating cause supplement its provisions.




1. This provision is a judicial wildcard bc it gives courts leeway to look at common 



law and apply principles of equity





a. Drafters of UCC wrote in Comment 3 that judges should be careful 




when doing this, because to some extent it is displacing the old law, and the 



Code should be used when possible


Rev. 1201 General definitions



1. Article 3 trumps if there is a definition of a term in both Articles 3 and 1


Rev. 1302 Variation by agreement



(a) Lot of leeway given to parties to vary provisions of the UCC by agreement




1. BUT, (c) The presence in certain provisions of the phrase "unless 




otherwise agreed", or words of similar import, does not imply that the effect 



of other provisions may not be varied by agreement under this section.



(b) cannot get K around good faith and fair dealing in 130


Rev. 1303 Course of performance, etc.



1. Every K has course of performance (repeated performance under the K), course of 


dealing (making the specific K) and trade dealing


Rev. 1304 Obligation of good faith
NEGOTIABLE INSTRUMENTS

A. Background


1. Special type of contract allowing an assignor to obtain greater rights than the assignee



a. Compare: K rights (non negotiable instruments), once assigned, allow the assignee 


to stand in the shoes of the assignor (no greater rights than the assignor)




1. UCC 2403: you only get as good a title as the transferor had 





Ex: A steals O's stereo and sells to BFP. Does BFP have good title to the 




stereo? Even though there is a BFP who doesn’t know the stereo is stolen, 




the BFP doesn’t have good title because the stereo isn’t a nego instr.  A did 




not have good title to the stereo so A cannot transfer good title then, even 



to a BFP.


2. Assignee of neg. inst who obtains greater rights is called a HIDC, and becomes a super 
plaintiff, subject to very few claims and defenses 



a. Remember: non-negotiable instruments are still enforceable, it is just that 



assignees do not get the rights of a HIDC


3. Article 3 Governs



a. 3102: does not apply to money, to payment orders governed by Article 4A


4.  If there is conflict between this Article and Article 4 or 9, Articles 4 and 9 govern.


5.  Regulations of the Board of Governors of the Federal Reserve System and operating circulars of 

the Federal Reserve Banks supersede any inconsistent provision of this Article to the extent of the 
inconsistency.


6. Layout of Article 3



3103: Definitions



3104: Prerequisites for negotiable instrument – very impt



3302: Prerequisites for HIDC



3305: Defenses



3400's: Liability of parties



3500's: Dishonor



3600's: Discharge of obligations

B. Policy


1. Encourage good, honest business transactions.


2. Facilitates commerce: this is the underpinning of nego inst. 

C. Terminology 3103


1. Note 3104(e): promise (promissory notes)



a. Maker 3103(a)(7): Person promising to pay on a note


2. Draft 3104(e): order 



a. Check 3104(f): A draft other than a documentary draft, payable on demand and drawn on


a bank, or to a cashiers check or tellers check




1. May be a check even if described on its face differently, such as a money order





Ex: Personal Check is a draft because it orders the bank to pay 





someone out of your account.






( Your name, bank names (entity upon which the check is 





drawn- “drawee”- must pay), and name of 3rd party who is to 





be paid (“pay to the order of”) 


b. Cashier's check 3104(g): Drawer and drawee are drawn from the same bank




Ex: Cashiers check is draft because it orders the bank to someone out if its own 



account (bank is the drawer and the drawee).


c. Drawer 3103(a)(5):  Person who is ordering the bank to pay on a check



d. Drawee 3103(a)(4):  The bank you are drawing your check on


3. Note and Draft Terminology



a. Payee: Person to whom a check is payable, or the person to whom the maker is promising 


to pay on the promissory note




1. Not a defined term in the code



b. Indorser 3204




1. Person indorsing (signing) for purpose of negotiating (transferring) the note or 



draft on to someone else



c. Remitter 3103(a)(15)




1. Person buying a cashier’s check and present it to the payee





P 83: Portia went to ONB and paid the bank the amount required for a 




car she wanted to purchase.  The bank issued a cashier’s 
check, with the 




car seller named as the payee.  The bank gave the check to Portia, and 




she in turn handed it over to the payee.  Portia is the Remitter. 
ARTICLE 3/NEGOTIABILITY ANALYSIS

( Is there a fact pattern with an oral or written promise to pay money?

1. Do we have a negotiable instrument?


If no: then we don’t address it in this class, and its probably just some other type of K


If yes: article 3, and maybe article 4 of the UCC applies 

2. If yes to question 1: is there a HIDC?


a. focus of this analysis is on the party claiming HIDC status( does THIS party satisfy the elements


b. Person asserting HIDC has the burden of proof to show that they are a HIDC

3. If yes, what defenses can be raised against the HIDC?

4. If no HIDC: what defenses are available?


If no HIDC, most contract defenses are available

5. Who is liable on the instrument and in what capacity?


Parties above are liable in their respective roles as makers, borrowers, drawers


Remember: if negotiable, the buyer bears the risk of loss, if not, the person writing the check 
does bc its non negotiable

Question 1: Do we have a NEGOTIABLE INSTRUMENT

1. Writing


a.  negotiable instruments cannot be oral


b.  must be tangible pieces of paper that evidence a promise or order to pay
2. Signed 3103


a. very broad


b. its not how document was signed, it is whether you intended to authenticate document


Ex.  X, pre-printed rubber stamp

3. Unconditional Promise or Order: 3104, 3106


a. Promise: written undertaking to pay money signed by the person undertaking to pay.  



1.  Acknowledging the obligation is not sufficient, must also undertake payment 


b. Order:  written instruction to pay money, signed by the person giving the instruction.  



1. The instruction may be addressed to any person, including the person giving the 



instruction, or to one or more persons jointly or in the alternative but not in 
succession.  



2. An authorization to pay is not an order unless the person authorized to pay is also



instructed to pay.


c. Unconditional



1.  A promise is conditional if it states 3106(a)




a. An express condition to payment





Ex. Void After 90 days






1. Neg instruments must be payable on demand or at a definite time 




(date that it must be paid), but void in 90 days doesn’t do this.  





Instead it tells the holder to take it to the bank in 90 days or it is no 





good.







b.  Promise or order is subject to or governed by another record





a. Subject to: automatically conditional because you have to look to 




the other K, and you don’t know what the other K contains






1. a negotiable instrument, you should be able to look at it and 





within the four corners have all the terms contained






Ex.  I promise to pay bearer $500 subject to the contract I 






signed with Honest John today.





b. “As per”






1.  Old law: as per does not make a contract unconditional, it 





is just referring to the agreement






2.  Current:  probably still okay to say as per, but it depends on 





whether this is a subject to, or just a reference to a 
previous K







Ex.  I promise to pay bearer $500 as per contract I 







signed today with Honest John




c.  Rights or obligations with respect to the promise or order are stated in another K.  





1.  A reference to another record does not of itself make the promise 




or order conditional.



b.  A promise or order is not made conditional 3106(b)




1.  By a reference to another record for a statement of rights with respect to 




collateral, prepayment, or acceleration 




a. Prepayment and acceleration can be separate because they are beyond the 



basic terms of a negotiable instrument 




 

Ex. I promise to pay bearer $500 on Jan 1, 2012.  For rights 





as to prepayment and acceleration, see the contract signed 






Sept 25, 2012, between the maker and the payee.  





b. Collateral






Ex. Promissory note containing the clause “the collateral for 





this note is a security interest in the maker’s art collection; for 





rights and duties on default, see the security agreement signed this 





day creating the security interest.”



2.  Because payment is limited to resort to a particular fund or source.



c.  Requirement of counter signature by person whose name appears on the order does not 


make the order conditional 3106(c)




1.  failure to sign is a defense but still can be a holder




2. This section deals w/ travelers checks



d.  3106(d):  Required by applicable statutory or administrative law that the rights of a holder 

or transferee are subject to claims or defenses that the issuer could assert against the original 


payee, does not render conditional 




1.  But if the promise or order is an instrument, there cannot be a HIDC of the 



instrument.




1. This section deals w/ consumer notes





a. FTC requires legends to on these prevent there from being holders in due 




course to protect consumers from paying, for example if a car is junk



e.  Statements of Law are not conditions to payment




Triffen Amex:  Money order bearing following legend: "This money order will not 



be paid if it has been altered or stolen or if an endorsement is missing or forged. Be 



sure you have effective recourse against your customer."  Money orders had the pre-



printed signature of the head of 
American express, but there was no amount or 



names filled in.  Some of these were stolen and American express puts out fraud 



report, and bank refused to pay money orders to the check cashing company that 



bought the check.  Check cashing company wants to recover from American 



express.  Can Amex raise the defense that they were stolen, or is the assignee a 



HIDC?  Issue: Is the legend conditional language that would make the money order 



non-negotiable?





Majority: this language is not conditional, thus Amex is liable to pay 






Why: the statement is just a statement of law, not a condition







a. A common defense is that if there is a forgery or a 






stolen instrument, there is no liability for the person 






who the checks were stolen from and the court is 







saying is that this is what the check says





Dissent: points to the “if” conditional language of the legend, that is 




in addition to the law, not just what the law says





( Could argue reasonably either way whether its negotiable or not

4. Fixed amount of money 3104


a. One must be able to look at the instrument and readily calculate the amount that the maker 
or drawer has promised to pay


b.  Domestic or foreign currency


c. Principal must be a fixed rate of money, the provision does not restrict interest



1. 3112 expressly permits variable rates of interest

5. No additional promises or undertakings (neg instr. is a "courier without luggage") 3104(a)(3)


a. Neg. instrument cannot state any undertaking or instruction beyond payment of money by 
the 
person promising or ordering payment.



1.  Rationale: Neg. instrument is a bare bones promise or order to pay money, not a full-


blown K for services




a. The more it looks like a real K, with more promises, etc, the less it is neg 



instrument


Ex. Maker agrees that signing this note also indicates acceptance of the contract of sale for 


which it is given.




a.  This is an additional obligation:  not a condition b/c it doesn’t say what would 



happen if the K for sale isn’t accepted). 



Ex. Forfeiture Agreement at “the option” of a party is an additional obligation 




Woodworth: 655k note.  It includes the following term: The undersigned agrees that 



any payments not timely made, the maker can lose retroactive interest in the 



partnership, and the partnership has no obligation to account for payments made by 



the undersigned.  Issue: is this an additional obligation undertaken by the signer 



(maker) of the note?





Holding: this term creates a lot of uncertainty because you don’t know 




when the other party will terminate the agreement






1.  Loss of partnership is at the option of the partnership, not the 





holder of the note



Ex.  Check written in full satisfaction of debt: NOT an additional obligation.

b. EXCEPTIONS: the promise or order may contain:



1.  An undertaking or power to give, maintain, or protect collateral to secure payment 




Ex.  Maker agrees and promises that if the holder deems himself insecure at 



any time, he may so inform the maker, who will then supply (give) 




additional collateral in an amount and kind to be specified by the holder.



2.  An authorization or power to the holder to confess judgment or realize on or dispose of 


collateral




Ex.  Maker agrees to let the holder select an attorney for the maker; at any time the 



holder directs, said attorney is given the authority to confess judgment against the 



maker in any appropriate court.  





a. this is called a “warranty of attorney” or “cognovit”





b. this does not defeat negotiability





c. allows holder of the note to get a jmt against you w/o fighting back





d. lots of consumer protection law limits the ability of these provisions in a 




consumer instrument



3.  Waiver of any law intended for the advantage or protection of an obligor.



6. Payable on demand or at a definite time. 3-108, 3-113


a.  Demand 3108(a) 



1.  States that it is payable on demand or at sight, or at the will of the holder




Ex. “Payable 30 days after sight” 




1. Sight clearly allowed





2. Common in a draft, not promissory note



2.  Does not state any time of payment.




a. If there is nothing said at all, it is a demand instrument





Ex.  The date and year are left blank for the payment of the first installment 






1.  Here, the amount of the installment payments and their payment 




monthly is included, and there are blanks left for a date, thus this is 





not a situation where nothing is said at all.  Because the parties 





intend for the blanks to be filled in, payable on demand would 





frustrate the intent of the parties. 





Ex.  Payable when the sun comes up






1. Not payable on demand because there is a time for payment




b. 3115: incomplete instruments





a.  Do not defeat negotiability b/c the person who has an 
incomplete 




instrument can deal with the problem by filling in the blanks, and once 




they are filled in you have a neg. instrument 

b.  Definite 3108(b)



1. Payable on elapse of a definite period of time after sight or acceptance  




Ex. Payable 100 years from today, but if my rich uncle Al dies before this note is 



due, it shall become payable 10 days after distribution of his estate to his heirs





1. If there was a date indicating when “today” was, this would be 





negotiable because the outside payment date can be ascertained




Ex.  Payable 120 days after my rich uncle Al dies.





1. Defeats negotiability- people sit on their death beds forever 




Ex. Payable on my next birthday





1. Defeats negotiability unless we know the date of the bday from the 




instrument 



2. At a fixed date or dates



3. At a time or times readily ascertainable at the time the promise or order is issued
 



4.  Definite payment/negotiability not affected by 3108(b)




1.  Prepayment 




2.  Acceleration





1. Concern is with outside date of payment, not acceleration






Ex. Payable on Nov. 8, 2012, but the holder may demand 






payment at anytime prior if he deems himself insecure.





2.  Demand note until the fixed date occurs 3108(c)





3.  Definite note on fixed date if no demand made 3108(c)




3. Extension at the option of the holder w/o a time limit, or 




4. Extension to a further definite time at the option of the maker or acceptor or 



automatically upon or after a specified act or event.





Ex.  Payable on Nov. 8, 2012, but if my potato crop fails that year, payment 



shall be extended until Nov. 8 of the following year






1. This does not defeat negotiability because we know what 





the outside payment date is (Nov. 8 of the next year), and this 





is what is important for negotiability 





Ex.  Payable on Nov. 8, 2012, but the maker reserves the right to extent 




payment until he pay






1. Defeats negotiability b/c we have no idea, when, if ever, 





the note will be payable






2. Statute allows for extension at option of the make, but only 





to a further DEFINITE time







a. We have a specified act or event, but we don’t have 






the definite outside time


d.  Date of the instrument 3113



1.  An instrument may be antedated or postdated. 3113(a)




a. The date stated determines the time of payment if the instrument is payable at a 



fixed period after the date. 




b.  Instrument payable on demand is not payable before the date of the instrument.



2.  If an instrument is undated, its date is the date of its issue or, in the case of an unissued 


instrument, the date it first comes into possession of a holder. 3113(b)

7. Payable to Bearer or to Order (magic language of negotiability) 


a. EXCEPTION( CHECKS are negotiable w/o the magic language 3104(c)



1.  "Check" means 




a.  A draft, other than a documentary draft, payable on demand and drawn on a 



bank, OR 




b.  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."



2.  3104(d): you just write not negotiable on a note




a. Rationale: defeat negotiability to allow the ability to use defenses


b. Pay to bearer:  Payable to the holder of the paper and not any specific person


c. Pay to order:  Payable to a specific person or to whomever that person further orders the paper 


d. Problems (promissory notes, not checks)

 

1. Pay to John Smith.  Defeats negotiability.  Must be “pay to the order of John Smith

 

2. Pay to the order of John Smith or Bearer.  Negotiable. 



3. Pay to bearer.  Negotiable

 

4. Pay to the order of Cash.  Negotiable. 



5. Pay to a Merry Christmas.  Negotiable  because its not a named, identified person, 


“pay to a” is ok

 

6. Pay to the order of (blank). Negotiable.




a. if its filled in its payable to that person – order




b. if its blank it’s a bearer instrument 



7. Pay to John Doe’s state.  Defeats Negotiability. No magic language, no order



8. Pay to the order of the President of the United States.  Negotiable.  3110(c)(2)(iv) 
allows 


for incumbent or successor.



9. Drawer on a check drew line through “pay to the order of.”  Negotiable.  Checks 



negotiable w/o the magic language of negotiability.  As a promissory note would defeat 


negotiability 

8.  If not negotiable, Article 3 does not apply (look to other contract law).

9. If not negotiable, no "HIDC." Assignee of contract right will stand in shoes of assignor.

QUESTION 2: Is There a HIDC 3-302(A)

1) Is there a holder?


a. Definition of holder 1201(b)(21): 



1.  the person in possession of a negotiable instrument or doc. of title that is 




payable/deliverable either to bearer or to an identified person that is the person in 



possession; or 


b.  Negotiation is the process by which somebody other than the payee becomes holder 3201



1.  "Negotiation" means a transfer of possession, whether voluntary or involuntary, of an 


instrument by a person other than the issuer to a person who thereby becomes its holder.


c.  Bearer paper: only need a transfer of possession (voluntary or involuntary) 3201(b)


d.  Order paper: need indorsement plus transfer of possession 3201(b) 



1.  Types of indorsement 3-204




a. Special: Identifies person to whom instrument should be payable




b. Blank: Just a signature, turns instrument into bearer paper





1. bearer paper: anyone in possession can be a holder





2. blank indorsement is payable to anyone, this is dangerous




c. Restrictive: Ex. "for deposit only to account #1234"





1. limits the ability of anyone trying to negotiate the check to do anything 




other than deposit it into the account




d. Anomalous: indorsement by a person not in chain of title, e.g. cosigner





1. Signature that is on a instrument but its “wild”





2. We assume that signatures on instruments are indorsement unless 




there are facts that clearly show it’s a maker or drawer signature





3. So if signature is unclear, its going to be an indorsement and if we cannot 



tell if they are in the chain of title we call it an anomalous indorsement




e. Qualified: Ex. without recourse 3415





1. w/o recourse means that you are refusing to undertake responsibility for 




the payment of the instrument, if its dishonored you are not liable





2.  Indorsement for the purpose of transfer to another ONLY





3.  Transferee doesn’t have to accept a qualified indorsement and has 




a right to demand an unqualified indorsement  



2.  Exceptions




a.  Depositary bank becomes a holder when they receive the item for deposit if the 



customer was a holder at the time of the deposit, even w/o a indorsement. 4205




b.  Negotiation by a remitter



3. Payable to more than one person 3110(d) 




a. AND: not payable alternatively, both must indorse




b. OR:  payable alternatively, either can indorse




c. if ambiguous: payable alternatively





Ex. Names stacked, names with comma



4. Instrument payable to a holder under a name that is not the holders 3204(d)




a. holder can sign the instrument in either name (correct and incorrect name on 



instrument)




b. transferee may require indorsement in both names





Ex.  PMoot, gets first paycheck made out to PMort.  



5. Example:  Hansen banked with MNB.  H owed E $50, and wrote E a check from MNB 


account.  E wrote his name on the back of the check.  E gave check to C.  C took check to 


Grocery, used it to pay.  Clerk took check, wrote “pay to Grocery” above E’s signature.  B, 


check collector, took the check to G’s bank, ONB.  Check machine stamped ONB on the 


back, and ONB forwarded the check to MNB for payment.




Who is a holder: 





E: payee (written to him) and he’s in possession





C: E indorses “in blank” converts order paper into bearer paper and 




anyone in possession it at this point is a holder





Clerk: manager is a holder in his own right by possession before he 




signs it over to Grocery





Grocery: clerk indorses the check specially, and only G can be a holder 




unless it negotiates





B: now that its order paper, hes not a holder via mere possession





ONB: holder b/c Grocery is a holder and deposits




If the check bounces at MNB: It would bounce to ONB, who would charge 




G, and then go after E who endorsed it, and E could go after H, the drawer.

2) No apparent evidence of forgery or alteration


1. Once someone forges an indorsement, no one in the chain can be a holder afterwards 

2. Bearer paper: valid indorsements are not required to negotiate bearer paper



Ex.  Laura lawyer signs her name on back of paycheck (blank indorsement = bearer 
paper).  


Thief gets the check and he’s a holder b/c it’s bearer paper and he’s in possession.  T uses at 


Grocery, and he indorses the check as LL.  




a.  Actual LL: Not liable b/c he didn’t actually sign 




b.  T: Liable b/c when T signs, he is really indorsing the instrument on his own 



behalf





a.  Why: b/c a signature can be ANYTHING (an X, bozo the clown, etc), 




and the name signed with is irrelevant.  All that matters is whether the 




person who signed intended to negotiate the instrument.  B/c any signature 




is sufficient to gain liability on the instrument, Grocery is a holder of bearer 



paper 


3. Special Indorsement: unauthorized or missing indorsement of the payee’s name or any special 
indorsee’s name is not a valid negotiation and gives subsequent transferees non-legal rights in the 
instrument



a.  Does not matter how innocent or far removed from the forgery they are



Ex.  Laura wants to indorse paycheck to mother.  She writes “Pay to Lily” on the back and 


signed her own name.  Thief steals check, indorsed Lily and transferred the 
check to 


Grocery.  Is Grocery a holder?  NO ( the only person that can be a holder is Lily because of 

indorsement makes it order paper, not bearer paper.


4. Conversion of bearer paper to order paper is not apparent evidence of forgery/alteration 

3205(c):



a.  The holder may convert a blank indorsement that consists only of a signature into a 


special indorsement by writing, above the signature of the indorser, words identifying the 


person to whom the instrument is made payable.




Ex.  M indorses check to Lily.  Lily wrote “Pay to Lily” above L’s 
indorsement.  



This converts the check into order paper, requiring Lily’s indorsement to further 



transfer the instrument. 

3) Value


a.  Consideration isn’t necessarily enough to give value, but value is sufficient to give consideration 
3303



1.  HIDC is really powerful, they should really give up something to get this status


b.  HIDC gives value by 3303(a):



1.  A promise of performance, to the extent the promise has been performed




a. Promise has to be at least partially performed to constitute value





Ex.  J indorses check to lawyer in return for lawyer’s promise to represent J 




in upcoming divorce.  Not value b/c the check was in exchange for future 




services and nothing has been performed yet.




b.  Payment at a discount





1.  Transferee can be HIDC for full value of the instrument, even if 
they 




gave value for a lesser amount





2. Comment to 3302, case 5: drafters explain how you determine the extent 




to which someone should be a HIDC when they buy at discount





Ex.  Z buys car, signing promissory note to FM for 23k.  FM sells note to P 




for 22,800.  P gave value for the note, even though it was discounted, thus 




they are a HIDC for the full 23k.



2.  HIDC acquires a security interest or other lien in the instrument 




a.  Not a lien obtained by judicial proceeding;



3.  The instrument is issued or transferred as payment or security for an antecedent claim 


against any person, whether or not the claim is due;




a.  Taking an instrument in exchange for antecedent claim constitutes value





b. Only HIDC to the extent of the antecedent debt 




Ex.  Owner of FM owes M 21k.  O gives M 23k note with the understanding that 



the extra 2k was a mothers day gift.  She is HIDC for the amount he owed her, and 



the remainder is a gift



4.  Exchanging for a negotiable instrument; or



5.  Exchanging for the incurring of an irrevocable obligation to a third party by the person 


taking the instrument.


c.  Bank gives value to the extent that they allow the depositor to withdraw that money from 
their 
account. 4210, 4211



1.  FIFO Rule: first credits given are the first withdrawn. 4210(b)




Ex.  T frauds N into writing a check for charity, drawn on FCB.  T indorsed, 



deposited in personal acct at LNB which contained $500.  N stops payment, check 



dishonored by FCB and returned to LNB.  T withdraws $500 later that afternoon.  





1.  $500: bank is not HIDC because the $500 was already in the account, so 



the withdrawal of $500 can be credited to the previous deposit





2.  $750: HIDC for $250, because this was value in excess of what was 




initially in the account 
4) Good faith


a. Defined Rev. 1-01(b)(20): honesty in fact and the observance of reasonable commercial 
standards of fair dealing.



1. Honesty (subjective): look to the honesty of the individual



2. Reasonable commercial standards (objective)




a.  how their behavior compares to the conduct of other businesses




b. Additional inquiry is necessary where circumstances are suspicious 




and/or irregular for the business claiming HIDC





Any Kind Check Cash v. Talcott: a couple people approach old man and get 



a 10k check.  They go back and say that they don’t need that check, he puts 




a stop payment and writes another.  They take both checks to a check 




cashing service and get both cashed.  The cashing service don’t get old 




man’s approval on 10k check.  He stops payment on both, they come back 




to the check cashing service, and they are trying to asset HIDC.






Analysis:






1. Must take into consideration the nature of the check cashing 





business (objective): Normally these companies take small 





paychecks or social security 






Holding:  The 10k check should not have been paid w/o getting the 




go ahead from the old man, and they are not HIDC with regards to 





the 10k check.  The cashing co should have inquired further 





(additional inquiry).




HYPO: what if the cashing co got a post dated check before the date of the check – 



does this make them a HIDC?





1. Must look to see how businesses normally handle post-dated checks






Big checks: probably inquire further






Post dated: implies there might an issue that will arise in the 





future ( Court has held that post dated check defeats HIDC


3. This is sort of a “know it when you see it” test


b. Duty of inquiry where the holder knows enough facts about the transaction



1. if a party knows enough and does not inquire further, they are not accorded HIDC




a.  often applies where there is involvement in the transaction 


General Investment Corp. v. Angelini: Home Improvement Contract 12/10/66.  Date of 


promissory note 12/19/66. Payments under note to commence 02/19/67.  K calls for 


payments to begin 60 days after completion of project.  Holder sees both K and note, and 


knows how payee does business b/c holder dealt with payee/contractor before.  



Contractor goes out of business and defaults and now the Plaintiff, holder who bought the 

promissory note from contractor, wants to recover.  They claim they are a HIDC b/c they 


were not a party to the K, and lack of consideration is OK b/c the work was never 


completed. 




Holding: Plaintiff is in bad faith and is not a HIDC, turning a blind eye is not 



sufficient.




Analysis: holder took the note knowing how contractor did business and that 



payment wasn’t due until 60 days after completion.  If payments began on the date 



on the note, that would only give ten days to complete the K and the likelihood that 



the contractor would finish the work in the time period was small. Because of the 



facts known to the holder, good faith required the holder to engage in additional 



inquiry.  The holder was experienced, and could have asked for a certificate of 



completion signed by the homeowners, but they chose not to do that 

5) Without notice that the instrument is overdue, claim or defense, etc. 3302(a)(2)


a.  Defined Rev. 1202(a): a person has "notice" of a fact if the person: 



1.  Has actual knowledge of it



2.  Has received a 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.


b. Notice to an organization: 



1. The person who is conducting the transaction on behalf of the organization must have 


personal knowledge 




a.  general knowledge of corporation is irrelevant 



2. Organizations must have reasonable means to give the people that work there necessary 


information




a. Reasonable: although the corporation has to inform employees of information, it 



is not practical for example for a massive company to check every check it 




processes or for the processors to check each check


c.  Notice when there is a corporate check/fiduciary 3307



1.  Application of section 3307(b)




a. An instrument is taken from a fiduciary for payment, collection or value




b. The taker has knowledge of the fiduciary status of the fiduciary, and




c. The corporation makes a claim to the instrument or its proceeds on the basis that 



the transaction of the fiduciary is a breach of fiduciary duty



2.  If an instrument is issued by the corporation or the fiduciary as such, to the taker as 


payee, the taker has notice of the breach of fiduciary duty if the instrument is taken as 


payment or security for 3307(b)(4):




a.  Personal debt of the fiduciary, 




b.  Personal benefit of the fiduciary , OR 




c.  Deposited to an account other than an account of the fiduciary or an account of 



the represented person.



3. Official Comment 2, 3307:  3307(b) usually applies where fiduciary embezzles money of 


the corporation by applying the proceeds of an instrument that belongs to the corporation to 


the personal use of the fiduciary




Ex.  Treasurer of BC used corporate checks to pay his Amex bill.  BC finds out, 



sues Amex to recover the money.  Was Amex on notice? Under 3307(b)(4), these 



checks are being taken to pay the personal debt of the fiduciary.  Problem: the check 


processor did not have knowledge that the check was for personal debt: NO, and its 



not reasonable for them to check each check this closely.  Amex is HIDC.


d. Overdue Instruments( HIDC must take w/o notice that the instrument is overdue 3302(a)(2)



1. Definite Instruments 3304(b), overdue when:





a. Principal payable in installments and not accelerated = non-payment of an 



installment until cured 




b. Principal not payable in installments and not accelerated: day after the due date.




c. Due date with respect to principal accelerated: day after the accelerated due date.




d.  An instrument does not become overdue if there is default in payment of interest, 


and not principal, unless the due date for the principal has been accelerated but no 



default in payment of principal. 3304(c)





Ex.  A sells promissory note to B.  Note requires J to make 12 monthly 




interest installment payments before the note matures.  B is on notice that 




an installment was missed.  B is still a HIDC because default on an interest 




installment does not make the instrument overdue unless principal 





accelerated. 



2. Demand Instruments 3-304(a)(2):




a.  If the instrument is a check, overdue 90 days after its date




b.  Day after demand properly made




c.  Outstanding for an unreasonable amount of time


e. Forgotten Notice Doctrine



1. Once someone receives notice, that is sufficient to protect a HIDC, even if the person 


forgets that they received such notice




Ex. E buys computer, it doesn’t work, she calls bank and says not to pay promissory 


note payable at the bank.  Bank employee promises not to pay the note, and four 



months later it was paid on accident. Remember: it is the knowledge of the person 



conducting the transaction that is important.  


f. Alterations that do NOT defeat HIDC



1. Checks written at the beginning of the year, with the previous year incorrectly written and 


crossed out




a.  Generally, when people cross out the first date and rewrite it, this appears as an 



alteration


g. Knowledge is assessed at the time the instrument is negotiated 3203(c)



1. Time of negotiation = time of indorsement/instrument is complete 




a.  Value is not certain enough




b.  We are asking what the holder knew at the time of indorsement



2. Comment 3: there is no negotiation until the indorsement is made, until that time the 


transferee does not become a holder and if earlier notice of a defense is received they DO 


NOT qualify as a HIDC under 3-302



3. Case 4 in next comment: if they had notice, they are SOL



P 111: F has a right to get an indorsement, but it is not a holder until that time (fill in)

6.  Two situations that don't pass the "smell" test (good faith and notice)


 1) "Deep discount" purchases of note




a.  Note purchased at a fraction of the worth (1,000 note for 10)




1.  What is wrong with the note that you are getting such a  good deal



d. Any time you have a fact pattern with a large note and low price, we should ask ourselves 


if they have notice or acted in good faith



Winter & Hirsch:  Company issued a check to purchase a note for 11k, that was worth 16k.  


The note was executed after the check was written, and there was lots of evidence that the 


purchasers knew a great deal about the transaction for the note.




Holding:





1. Holder/purchaser of the note was too involved in the transaction and they 



had too much notice/knowledge to be a HIDC






a. Holder knew that they paid 11k for a 16k note, putting them on 





notice just based on the numbers that the rate was 
usurious





2. The difference between 16k and 11k was usurious in and of itself


2) "Close connection" between original payee and purchaser



a. the thought is that the payee and purchaser are in one the same, and we don’t allow 


instrument laundering by having the originator of the instrument hand it off to an affiliated 


entity who will then deny knowledge




Jones v. Approved Bankcredit:  Both payee and holder were wholly owned subs of 



parent corp.  99% of holder's business was to purchase notes from related 




companies.  Holder prescribed the form of the contracts.  Holder had same officers 



and directors as parent corp.  Checks issued by holder were countersigned by parent 



corp. Holder received progress reports on 
construction.  Transaction between maker 


and payee approved in advance by holder. Holder did credit check on makers.  



Holding: HIDC denied because they are too one in the same.  They were involved in 


the transaction from the beginning.



b. Close connectedness factors 




1.  buyer/transferee is the alter ego of the seller/transferor (same offices, personnel, 



location)




2.  Who drafted the orignal promissory note




3.  Is the buyer/transferee mentioned in the note




4.  Seller/transferor sells papers to other buyers




5.  Buyer/transferee involved in the transaction (e.g. credit investigation of the 



maker?)




6.  Buyer/transferee knowledge of seller/transferor poor past performance on similar 


Ks.




Sullivan: (Finance company wins, distinguish from Jones).  Holder and maker of 



negotiable instrument had a solid business relationship.  The maker was an entity 



independent from the holder.  The court held that a frequent course of dealing is not 



sufficient to defeat HIDC.  Rather, interconnected corporate structure or something 



similar is required. (p. 373 fill in)

7.  Shelter Rule 3203(b), Comment 4 3203(b)


( Application: Gifts, Failiure to Indorse (where needed)


a.  Voluntary transferee of a HIDC takes shelter in the status of the transferor 3202(b)



1. this is a general rule of K law that has been extended to the special rights of HIDC



2. EXCEPTION: 3-203(b): if the transferee engaged in fraud or illegality effecting the 


instrument, he cannot by virtue of the shelter doctrine gain the rights of HIDC through 


transfer


c. Transferring instrument from HIDC to a non-HIDC does not give the transferee HIDC rights, but 

allows them to assert the rights of the transferor who was  HIDC




Ex.  Manny ( HJ ( Alfred ( Jessica (not a HIDC b/c she doesn’t take for value,



instrument is a gift).  Is Jessica HIDC?




1. No, J is not a HIDC b/c she did not give value, but she derives her rights from a 



HIDC, so she gets to “assert Albert’s rights as a HIDC”


d. Transferees knowledge of problems with the instrument does not affect their ability to assert the 
rights they have received through the transfer, BUT, if the transferee is engaged in fraud or illegality 
effecting the instrument, he cannot gain the rights of the HIDC via the shelter rule



Ex.  Jessica gave the note to her husband L.  Does he have HIDC rights? Yes, L has 
HIDC 


rights b/c he gets Jessica’s rights, and J can assert A’s rights as a HIDC.  It doesn’t matter 


that L knows about Manny’s problems with the car, b/c under the shelter rule, L is going to 


receive A’s rights ultimately. Note was indorsed in blank, so transfer is sufficient.  But for J 


and L to take in their own right they have to take for value and w/o notice.  L had notice and 


didn’t take for value.  However, notice is not enough to prevent taking the HIDC rights of 


another.


e. If you’re liable on an instrument, you can raise any K defenses you might have, except against the 
HIDC 3305(b)



1. if you indorse an instrument, you are agreeing to undertake K liability on the instrument 


and pay subsequent transferees on the instrument when it is dishonored




a. there are defenses indorsers can raise, but these defenses are limited against a 



HIDC



Ex.  L sells note to P for 1,800 and she has no notice.  She presents to Manny for payment, 


and he refuses to pay and files for Bk.  



Can P recover from Alfred: Yes, 3305(b): yes she can go after anyone in the chain of title.  P 

is HIDC in her own right, it doesn’t matter that J didn’t give consideration b/c P is a HIDC, 


and this defense cannot be raised against her.  Lack of consideration can be raised against J 


and L bc they are not HIDC




1. P could also sue L b/c of HIDC, and L would have to make good on the 




instrument and he would have to go up the chain




2.  If A has to pay P, the note goes back to A, and he is restored his HIDC rights. He 


can strike out their indorsements 


f.  Contract of Indorsement 3415(a)



1.  Indorsers can only go after those before themon the chain of indorsement, and those after 


them on the chain of indorsement can go after them




a.  If J and L indorse, they are subsequent indorsers, and A is liable to them, but they 


are not liable to him




b.  A can go after those before him on the chain of title, and those after his on the 



chain of title can go after him


g.  If the dispute is between two people involved in the transaction, the HIDC doctrine is 
irrelevant.  3305, Comment 2.



1.  When J sues A: the fact that J is a derivatively a HIDC from A is irrelevant



2.  What if L sues A: L is getting J’s rights, so the question is “can J sue A” and the answer 


is: No because of the lack of consideration




a.  Even though J is a transferee, she can beat Manny, but between J and A we have 



to look at what happened in the txaction and HIDC is irrelevant





Here: he made a gift, there was no consideration, so she cannot sue A






1. L is not HIDC in his own right, his rights are derivative, so we 





have to ask if J can sue A, and since J can’t, L cannot


 
Triffin: T bought checks that he knew were dishonored when he purchased (thus he cannot 


be HIDC).  The check cashing service he was buying them from was HIDC in their own 


right.  (T was in Jessica’s position).  He was trying to assert check-cashing businesses HIDC 


rights.  Defense is one of forgery and this is a defense that can be raised against a HIDC.  


Problem: presumption that signatures on instrument was valid.  Obligors were unable to 


rebut the presumption of validity, so Triffin as a transferee with notice from a HIDC prevails 

and can assert the check cashing companies HIDC rights.

Question 3:  What defenses can be raised against the HIDC?

( POLICY: Protecting those that cannot protect themselves

1.  Defenses are limited and often referred to as “real defenses” 3305(a)(1)

2.  The "Real" Defenses 3305(a)(1)


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



1. “Infancy to the extent that it’s a defense to a simple contract” 




a. Contract law is state law, so the Code defers to whatever the legal age to contract 



is under each state’s law (usually 18)



2.  HIDC takes subject to the defense of infancy, but does not take subject to a claim to the 


instrument based on infancy.




a. if a child is sued on an instrument by a HIDC, it can say that it was an infant and 



thus not liable on the instrument




b. but, once the child has negotiated the instrument into the stream of commerce, 



and a subsequent party holds the instrument as HIDC, the child cannot try and 



rescind the contract based on its infancy against a HIDC





1.  3202(a): negotiation is effective even if one obtained from an infant





2.  3202(b): to the extent permitted by other law, negotiation may be 




rescinded or may be subject to other remedies, but those remedies 





may not be asserted against a subsequent HIDC






a. HIDC takes free of claims to the instrument, including 






rescission, regardless of whether the claim is asserted due to 





infancy



Ex.  C got a 1k check from work and bought a car from B.  He indorsed the check in 


blank to B for payment.  B indorsed the check and cashed it at its own bank, CNB.  
Before 


CNB could present the check to the drawee bank, C returned the car and asked for the check 


back.  CNB refuses to comply with C’s rescission of the K and demand for the check back.  


C sues the bank..  CNB is a HIDC, and does not take subject to claims to an instrument 


based on infancy, only as defenses to payment (e.g. if the drawee bank raised it as a 



defense).  Because HIDC defenses  are not applicable between parties, C would be better off 

going against B.

b. Duress, lack of legal capacity, illegality 



1. “Duress, lack of legal capacity, or illegality of the transaction which, under other law, 


nullified the obligation of the obligor”




a.  If under state law the effect of the duress, lack of legal capacity or illegality is to 



render the obligation of the instrument entirely null and void, the defense may be 



asserted against HIDC





1. Nullified = void = not enforceable by anyone





2. Voidable = not enforceable between the parties to the K






a. These Ks are valid until avoided by the party entitled to avoid it





(refuse to do his part)






b. Even though the K can be void, it doesn’t have to be, so its not a





real defense like be actually void is 



2.  Duress




a. Gun to head to sign an instrument = void




b. Economic duress (improper pressure in K relationship that causes someone to 



agree)





1. This is voidable, but if a negotiable instrument comes out of it, we might 




let a HIDC enforce 



3.  Lack of Legal Capacity




a. Mental incompetence, guardianship, ultra vires acts or lack of corporate capacity 



to do business




b.  Facts: knowledge of the person, benefits received, judicial declaration of 



incompetence


4.  Illegality




a. certain types of Ks that state legislatures do not want to facilitate




b. Q: under that state’s law, is the transaction so bad, so illegal, that its rendered 



void, not voidable





Sea Air Support: check used to pay a gambling debt, which was illegal at 




the time (law has since been changed).  Holding: note or check taken for a 




gambling debt was absolutely void, totally unenforceable, illegal contract.  




c. Checks (or instruments, ask) issued pursuant to an illegal contract is not void even 


though the underlying contract is 





Kedzie: check given to plumber who is unlicensed, which is illegal.  Check 




cashing company has the check and claim to be HIDC.  Majority: these 




types of construction Ks are illegal, but there isn’t legislation saying that 




issuing a check pursuant to the K is illegal.  Because the obligation to the 




instrument is not void, illegality is not a defense here.

c. Fraud in the execution (factum)



1.  Obligor signed the instrument without knowledge or reasonable opportunity to learn the 


character or essential terms of the note 3305(a)(1)(iii)




a. Party must not only have been in ignorance, but must also have had no reasonable 


opportunity to obtain knowledge




b. The signing must also have been induced by the fraud




c. Classic example:  maker is tricked into signing a note in the belief that it’s a 



receipt or another document 



2.  Protects those that did not intend to sign an instrument or those who know they are 


signing an instrument but do not have knowledge of the essential terms 



3. FDIC v. Culver: farmer signs a blank promissory note that is payable to the bank, the 


bank fails, the FDIC comes in and asserts it’s a HIDC of the instrument and wants to hold 


the maker responsible.  No dispute that FDIC is HIDC.  Farmer raises fraud in the execution.  

The court holds that because he could read and could have read the note, he had an 



opportunity to protect himself, and the court grants summary jmt for the FDIC.



4. UCC COMMENTS (Page 364 Supp. bottom): potentially go against the holding 



in Culver, by saying that a finding of Fraud in the Execution requires looking at lots 



of facts and circumstances surrounding the case



5. Distinguish from Common Law Fraud (Fraud in the Inducement) which is NOT a 


real defense against HIDC




a.  These persons are protected under regular fraud law




b. Idea is that there was nothing wrong with the instrument or the transaction (in 



some cases), as opposed to fraud in the execution where someone is being duped 



into signing a document that they don’t even know is an instrument 




Ex.  Man is offered the Brooklyn Bride for 2million, he executed and signed 



a promissory note for the sale price.  Seller/defrauder negotiated the note to a 



finance company that claimed to be HIDC.  This is fraud in the inducement 
b/c the 



maker was aware of the underlying transaction, it was just that the underlying 



transaction was a sham.

d. Discharge in insolvency proceedings (bankruptcy)



1. 3305(a)(1)(iv): someone who has received a discharge in bankruptcy for debts that 


include the negotiable instrument in question, can assert that discharge as a defense against 


someone trying to enforce the instrument against them 

e. Discharge, if holder has notice of discharge 3302(b)



1.  If a HIDC has notice that a party has been discharged on an instrument, that party can 


raise their discharge as a defense against a HIDC that tries to enforce the instrument against 


them.  




a. The awareness of the discharge does not prevent a person from being a HIDC, b/c 


notice of discharge does not constitute notice of a defense



2. This statute applies to awareness of discharge other than through insolvency proceedings




a. This means that the party must have been discharged for another reason




Ex. A party can be discharged by crossing their indorsement and name off, so a 



subsequent holder will see the name crossed off and have notice of this, which is a 



discharge other than for insolvency, and this does not prevent from becoming 



HIDC, but does allow the discharged party to raise a defense against the HIDC



3. Discharge not effective against HIDC that has no notice of the discharge




a. Obligors to an instrument are discharged of their obligations once they pay a 



holder of the instrument, but if the party does not request the instrument back after 



payment (UCC says you have an absolute right to demand the instrument back after 



payment), it can be indorsed to a HIDC taking w/o notice, and the 
obligor might 



have to pay twice on the instrument 





1.  3602(b) rectifies the above scenario, by discharging an obligor to the 




extent that they paid someone that was formerly entitled to enforce the note.  



This section is designed to give an incentive to a transferee of a note to 




notify the person obligated of the note to make payments to the new holder






a. burden placed on the new holder to give notice to someone 





obligated on the instrument 





Ex.  M buys car from V.  V sells note to O.  M pays O in full, but does not 




get the note back.  A week later, M receives contact from R saying that 




payments should be directed to them.  M protests, R says HIDC.  What 




should M do? 






If M paid O before transferred to R: R is HIDC and they have 





no notice of the discharge so they could sue M and make him 





pay twice






If O transferred to R before M paid: M can claim under 





3602(b) that they were never given notice of who to pay,






Does M have remedies outside the code if paying twice?







1. Fraud, Sue O for unjust enrichment 

f. Unauthorized signatures 3401



1. To get to 3305, there must an authorized signature b/c there is no obligation under an 


instrument without a signature 




Ex. J told owner of store that he was millionaire M.  O doesn’t ask for ID, J signs 



promissory note for jewelry and forged M’s signature.  A HIDC of the note 




presented it for payment to M.  Since M never signed, he is not obligated to pay.  



But J did sign the instrument and could be pursued.



2. Can still be HIDC so long as you don’t have notice that signature is unauthorized




Ex. W’s traveler’s checks are stolen.  T signs her name (note: counter-signature line 



is for identification not indorsement, these are negotiable w/o it ).  Traveler check 



company is HIDC unless something wrong with the countersignature that would put 


them on notice of a defect.  But if the thief was a man, and the name is female on 



the checks this would put them on notice of a defect.  But the way you probably 



have to analyze it by asking: what is the custom and practice for companies that 



normally receive travelers checks.

3.  Procedural Issues 


a.  One does not have to be a HIDC to sue on the instrument, one only has to be a person entitled to 
enforce the instrument, which means the holder of the instrument



1. This does include some non-holders: those w/ HIDC rights under shelter rule and 
rightful 


owners of lost instruments (p. 401 Whaley)

Question 4: If No HIDC, what defenses can be raised

1. Defenses against a Non-HIDC


a.  Against Non HIDC "Real" Defenses, plus personal defenses 3305(a)(2), plus claims in 
recoupment 3305(a)(3), plus claims to the instrument 3306



1. Recoupment: 




a. claim must arise from the transaction that gave rise to the instrument (e.g. 



if lender’s dog bites you and you have a claim against the lender for the dog 



bite, this cannot be used to deduct amounts owing on the loan balance)




Ex.  M bought boat from A and is HIDC.  A gives promissory note to his father.  



Boat falls apart.  Can M assert damages as a defense against the father’s demand for 


payment from M? Yes, M can deduct at least $300 from what is owed on the note 



because the father is not a HIDC and claims of recoupment can be asserted against a 


non-HIDC.  M can also assert their claims against the A because the HIDC doesn’t 



protect between the parties to the transaction.


b. Non-HIDC gets the basic rights of the assignee of the instrument 



1.  Assignee stands in the shoes of the assignor, so if the assignor would win/lose, the 


assignee would win/lose


c. W/o HIDC status, the note may not be worth much since you have to take subject 
to all the claims 

and defenses 



Herzog: promissory note issued, and the payee/holder is asserting that the reason why the 


note was issued was because a loan was made between the payee and the maker.  The 


defense by the maker is that the note was a sham, and it was there to defraud the IRS b/c the 


money that was paid to the maker wasn’t a loan, but it was proceeds from sale of a business 


and parties made it look like a loan to avoid income tax.  Here, the court held that because 


the parties were both involved in the transaction.  And the holder took subject to defense of 


the sham.

2. General Prohibition against 3rd Party Standing (Jus Tertii)


a. people must assert their own defenses to an instrument, they cannot assert someone else’s. 3305(c)



1.  can assert the rights of another party if they were a party to the transaction giving 


rise to the claim 


b.  Exceptions:



1.  accommodation parties (sureties) 3305(d)



2.  an obligor can refuse to pay someone who:




a.  does not have the rights of a HIDC; and




b.  the instrument was a lost or stolen instrument 3305(c)





1. Obligor burden of proof

3. Problem 123( Summary of HIDC


N borrowed $10k from U and issued a promissory note to U to represent the indebtedness.  
The note read as follows:  The undersigned promises to pay to U, or order, 10k on demand.  
The undersigned also promises not to drink, gamble or swear until he reaches age 21.  The 
note was signed by N as maker.  U indorsed the note in blank and sold it at a discount to S.  
S issued a check to Uncle for the note.  The note was stolen from Slick by Tom Thief.  Thief 
in turn sold it for value to Bank.  Bank had no notice or knowledge of the theft.  You may 
assume it acted in good faith.  Check from S to U bounced, and S discovered that the note 
was stolen.  S and U ask N to not pay the note when presented.



(A) Was the note negotiable?  3-104(a)(3) ( No, b/c additional promises or orders.



(B) Assume the note was negotiable. Was Bank a HIDC? YES (3-201,3-205, 3-302)




1. Holder:  Blank indorsement ( bearer paper( made them a holder




2. No notice of overdue, dishonored, claim or defense: No notice of the theft




3. Took for value




4. Good faith: yes



(C) If Bank was a HIDC of a negotiable instrument, can Nephew refuse to pay?  3-


305(c) & 3-306.: NO, HIDC takes free of claims and only subject to real defenses



(D) If negotiable and U used a special indorsement, and thief forged his signature, is 


Bank entitled to enforce the instrument: NO, b/c thief and Bank are not holders 


because the signature was forged.  The special indorsement was to S, and only S 


could then negotiate the instrument.  Because there was a failure of proper 



indorsements, Bank is not a holder.  Additionally, because the note is stolen, they 


cannot assert the rights of a previous HIDC because there was no voluntary transfer 


due to the note being stolen.



(E) Based on (D) facts, since Bank is not a holder:




1. Can N assert D’s claim if Bank presents for payment:





a. 3305(c) exception for lost or stolen instruments




2.  Can N assert U’s claim for bounced check?





a. U has a claim of rescission for failure of consideration due to the 





bounced check





b. 3-305(c): N cannot assert a claim of another unless S was a party 




to the action and personally asserted the claim 



(F) Is Bank a person entitled to enforce




a.  Yes, Bank is a person entitled to enforce but not a HIDC 3301 (p. 357 Supp.).  



Holder can be entitled to enforce if not an owner or have it by wrongful possession



(G) What options are available to Uncle and Slick to induce Nephew not to pay?  3602(e)




1.  S and U can go to court and say the instrument was stolen and they will 




be harmed if N pays, and they can seek an injunction on paying





a.  Need sufficient proof( If S can show it was stolen then S can get 




an injunction




2.  S and U can go to N and offer to indemnify and hold harmless against any 



claims brought so long as he doesn’t pay

Question 5:  Who is liable on the instrument and in what capacity?

1.  Accommodation Party (Surety)


a.  Party who signs instrument for purpose of incurring liability without being a direct beneficiary of 
the value given for the instrument. 3419(1).



Ex.  Front of Note




Maker promises to pay to the order of X.







/s/ Maker (3412)







/s/ Cosigner (3419)



Ex.  F hires Q to build a house, F requires that Q get a performance and payment guarantee 


that Q would do the work and pay its laborers and suppliers.  Q got Bank to issue the bond 


guaranteeing performance and payment.  Q files for bk, and F calls on B for payment and 


performance that it guaranteed.  




Surety: B; Principal: Q; Creditor: F




Contracts: Creditor and Q, principal obligor; Bank and Creditor, F; Bank and 



Principal, Q.

b.  Accommodation parties are responsible for paying or performing on instruments



1. They do not always sign the negotiable instrument




c.  Accommodation party can raise the secondary obligor defenses



1. Secondary obligor is a party who is secondarily liable on an instrument



2. Applies to AP, all indorsers, and joint makers w/ a right of contribution (if one pays the 


entire instrument) on an instrument other than the maker/drawer (these parties have principal 

liability) 3116(b)(1))




a. Joint makers are secondary obligors due to their right of recourse


d.  A person signing an instrument is presumed to be an accommodation party 3419(c)


e.  Notice and Discharge: a secondary obligor is not discharged unless the person entitled to 


enforce the instrument knows that a person has a secondary obligor or has notice that it was 


signed for accommodation.  3605(e).



a.  knows = actual knowledge



b. if on notice, the HIDC would have to treat the person as an accommodation party 



c.  Anomalous indorsement OR indorsement accompanied by words dictating that the signer 

is acting as a surety or guarantor with the respect to another party to the instrument = 


conclusive notice of a secondary obligor.  3419(c):



1.  Ex. 




Front of Note: 





Date




I, M, promise to 4k to the order of P on Date, with 8% annually.









/s/ G









/s/ M




Hull: someone receiving this note has notice  




Problem: signing as an indorser and co-maker are different, and it is not clear 



whether G was intending to sign as an indorser or co-maker.  However, the UCC 



holds that a signature is an indorsement, regardless of the intent of the signer, unless 


the accompanying words, place of sig, etc, unambiguously indicate that the 



signature was made for purpose other than indorsement. 



2.  HIDC receiving the above instrument would be on notice of G’s AP status 


f.  Obligation of the accommodation party is not effected by the fact that the person 
taking the 
instrument had notice of the accommodation party’s status. 3419(c)


g.  Accommodation party cannot defend on the basis of lack of consideration b/c they sign 
to 
induce the loan, not to receive a benefit under it.


h. Accommodation maker vs. accommodation indorser (is this a distinction applicable only where 
the signature is not anomalous/non ambiguous?)



1. Accommodation maker = no notice of dishonor required



2. Accommodation indorser = notice of dishonor must be given within 30 days or



accommodation indorser is discharged from obligations.


i.  Guarantee of collection vs. guarantee of payment



1. Guarantee of collection = holder must first attempt collection from principal, and if the 


principal cannot perform, then the holder can go after the accommodation party (M first, G 


second)




a.  Signature of a party must be accompanied by words that unambiguously indicate 



that the party is guaranteeing collection rather than payment. 3419(d)




b. If guarantee of collection is unambiguous, the accommodation party is required to 


pay if 3419(d):





1.  Execution of judgment against the other party has been returned 




unsatisfied





2.  The other party is insolvent or in an insolvency proceeding





3.  The other party cannot be served with process, or 





4.  It is otherwise apparent that payment cannot be obtained from the other 




party.




Floor v. Melvin: promissory note said "we irrevocably guarantee [payee] against 



loss by reason of nonpayment of this note."  The court rules that this is a guarantee 



of collection because the AP is protecting against a loss, which the court 




equivocates to guaranteeing collection.  Hull says that this reasoning is probably not 


sound under the new UCC which requires that guarantees of collection be 




unambiguous.  Takeaway: state guarantee of collection clearly.


2.  Guarantee of payment = holder can go after accommodation party without first going 


after the principal 




a.  Signature of the accommodation party is accompanied by word indicating that 



the party guarantees payment or the signer does not unambiguously indicate an 



intention to guarantee collection 3419(e)




b.  The holder can seek payment from the principal obligor or the accommodation 



party, in any order 3419(e)

2.  Indorsement 3415 – Indorser has Secondary Liability on the Instrument 


a. Payee, by signing the note to negotiate it to another person, is an indorser and has 
incurred 

secondary liability on the note



1. Secondary liability means that the holder can recover from the indorser after first trying to 

recover from the maker unsuccessfully




Ex. check written to you and you deposit it in your bank, you typically indorse it on 



the back and deposit it.




Ex. Payee sells promissory note to 3rd party and payee signs their name on the back 



to make 3rd party transferee a holder


b. Co-signor 



1. Can co-sign as an indorser or maker.  If co-signing as an indorser, you are also 



secondarily liable


c. Primary Liability 3412



1. When the note is due and presented, you have to pay




a. Maker: note (2 party instrument)




b. drawee: draft (3 party instrument)





1. Draft is presented to the drawee for payment first, and if the drawee 




dishonors, then the drawer will have to pay





2.  the drawer is not liable until dishonor





3.  drawer not liable until it signs (certified check) or accepts a draft for 




payment



2. This kind of liability is a form of K liability 
3.  Special Defenses applicable to Secondary Obligors (AP, indorsers, joint makers w/ right of recourse) 3605 

A.  Waiver of Defenses


a. No discharge of secondary obligor if the secondary obligor 3605(f):



1. Consents to the event or conduct that is the basis of the discharge



2. The instrument or a separate agreement provides for a waiver of discharge, or




a. Language in the agreement can be specific or general language, 
indicating that 



parties waive defenses on suretyship or impairment of collateral 





1. can be very broad



3. Does not operate to waive defenses created under other law



Chemical Bank v. Pic Motors: lender made loans to car dealership secured by their 



inventory.  The lender monitored the inventory levels, and the amount of credit is limited by 


the amount of inventory.  Guarantors broadly waived their rights under the loan agreement.  


Dealership gets sold, and original owner is still on the hook as the original guarantor.  


Inventory is reduced, lender sues guarantor because of shortfall, guarantor says lender failed 


to inspect the collateral, thus impairing it, and the guarantor should be off the hook.  The 


court holds that the guarantor agreed to waive his rights in the contract, which includes 


impairment of collateral.  Lender wins.


b.  Consent by the principal obligor to an act leading to discharge constitutes consent by the 
secondary obligor if the secondary obligor: 3605(f)



1.  Controls the principal obligor, or



2.  Deals with the holder or HIDC on behalf of the principal obligor.



London Leasing: a corporate entity called Interfina, was the maker of a promissory note and 


its president Evans signed as an accommodation party and on behalf of the corp.  On 3 


occasions, Interfina and the person entitled to enforce extended the due date, and Evans 


signs all the extensions in his capacity as President, but not as an accommodation party.  


Evans says he is not personally liable for the modification because his right of recourse was 


impaired.  The court held that because Evans, as surety, controlled the principal obligor, any 


extension consented to by the principal obligor is deemed consented by the secondary 


obligor. 

b.  Defenes (if not waived)


a. Impairment of collateral 



1.  Secondary obligor to is discharged to the extent that a holder of the instrument impairs 


the value of the collateral. R3605(d)




a.  Why: secondary obligor gets to step into the shoes of the holder and go after 



collateral if there is any



2. Must compare secondary obligor’s liability where impaired vs. if creditor did not impair 




Ex.  B loan of 10k, puts up collateral of 6k in the event that he defaults.  Bank does 



not perfect, and B files for bk.  A pays bank.  This means A is out the entire 10k.  If 



bank perfected, B could step into bank’s shoes and collect against the 6k collateral, 



leaving a 4k deficiency.  Because the bank did not perfect, B no longer has that 



right, and he has been harmed 6k.  Thus the bank’s failure to perfect (an 




impairment, see below), discharges him for 6k.


3.  Impair 




a.  collateral value drops due to actions by the secured party, and because of the 



drop in value of the collateral, the secondary obligors right of recourse against the 



collateral is reduced, and they have to pay more out of pocket than if it wasn’t 




b.  reduction in value increases the amount that the debt exceeds the value of the 



collateral




c.  Failure to perfect = impairment of collateral 





Ex.  B put up collateral loan if he defaults, and the Bank got A to sign as an 




accommodation party.  The bank failed to file an article 9 financing 




statement (perfection).  When debtor files for bk, there is no security 




interest.  Thus A can raise this as a defense since the Bank’s failure to file 




impaired A’s right to recourse.



Ex.  G and M borrow 10k from Bank, signing a promissory note for the amount borrowed.  


As security, bank too, a mortgage on their house, but failed to file properly.  Before the note 


matures, M files for bk and the trustee was able to get the house.  




1. Is G discharged in whole or in part?: Yes, b/c they are co makers with a right of 



contribution.  He would have been able to get 5k from the collateral to cover M’s 



portion, but now he cannot get that and must pay the full 10k. He is discharged 5k.




2. Assume M did not file for bk, but state seized it due to back taxes, is M 




discharged by the bank’s failure to file? No, she would have had to pay these taxes 



regardless of whether the bank perfected, so the seizure of the property can just be 



viewed as her paying her taxes, and she is not harmed.


b. Discharge of principal obligor



1.  Creditor must expressly preserve the right of recourse against the secondary obligor at the 

time of releasing the primary obligor.  R3605(a), Comment 4, Cases 14




a.  Ex. “we are preserving our right of recourse”







b. if the holder does not reserve rights against the secondary obligor, the secondary 



obligor is discharged with the principal obligor



2.  The secondary obligor is discharged only to the extent of the principal



3.  Example: Principal tells bank when note matures that business was bust and he was 


thinking of filing bk.  Bank persuades P to pay all he can, and then excused him from paying 

the rest of the debt.  This discharges the secondary obligor because the principal obligor was 


excused and the creditor did NOT reserve the right of recourse against the secondary 


obligor.

c. Extension of time to pay, R3605(b), Comment 5, Cases 5 & 7



1.  Secondary obligor is discharged to the extent that extension would otherwise cause the 


secondary obligor a loss R3605(b)(2)




a. Where the principal is insolvent or in financial distress, an extension of time 



probably doesn’t make much of a difference





1.  If the extension led the principal to file bk, this would not harm the 




secondary obligor if they were already in financial distress 





2. But, if the financial condition of the principle worsened over time, and 




eventually led to a bk petition, 



2.  Burden of proof on the secondary obligor 



3.  If a secondary obligor is not discharged under the extension of time (e.g. in the bk 


example above), the secondary obligor may perform during the original period of time or the 

extended period of time R3605(b)(3)




a.  Limitation: K is not considered extended where the extension agreement 




including a statement that creditor retains its right of recourse against the secondary 



obligor and that secondary obligor retains its right of recourse against the principle.  





1. Thus, if a secondary obligor that decides to pay the note on the original 




due date, the secondary obligor can only seek immediate payment from the 




primary obligor where right of recourse is preserved.





2.  If right of recourse not preserved and secondary obligor pays on original 



date, cannot get reimbursed until the end of the extension period.  The If 




right of recourse not reserved, the secondary obligor would probably try to 




argue that the time extension caused a loss.


d.  Other Modified Contract Terms, Comment 6, cases 8 & 9



1. Secondary obligor is not bound by the new, modified terms: they can either adhere to 


the original contract terms or adhere to the modified terms 



2. However, a secondary obligor is only discharged if the modification harmed them by 


impairing their recourse 




Ex.  P requests collateral back from Bank, and offers to pay a higher interest 



rate.  S.O. would have to show that this impaired their right of recourse, 




meaning secondary obligor would have a harder time getting paid.
ARTICLE 4: BANK DEPOSITS AND CHECK COLLECTION

1. Payment System


a.  Payee
Depositary Bank
Intermediary Bank
Payor Bank
 Drawer




(Collecting Bank)
(Collecting Bank)



1.  Depositary bank: bank the first takes a check for deposit




a. Ex. Drawer issues check to payee, and payee deposits in their bank




b. Depositary Bank is also a collecting bank, because the bank can then, using 



reasonable care, collect on the instrument 




c. Intermediary Bank: bank that acts on behalf of the Depositary Bank to collect for 



the bank and the payee




d. Payor Bank: bank upon which the check is drawn





1.  Payor bank has to decide whether to pay the check or bounce it. 

2.  4102: Relationship of Art. 4 to others


a. Art 4 trumps Art 3 with respect to check collection

3. Statute of Limitations for Art 4 Claims: 3 Years.  4111

Bank-customer relationship 4401-4407( relationship b/w the payor bank and the drawer 
1. Properly Payable Rule/Wrongful Honor 4401


a.  Bank may charge an account only if an item is properly payable.  4401



1.  Basic K between the drawer and the drawee (express or implied) contains the 



understanding that the bank may pay out the customer’s money only if it follows their orders 

exactly


b.  An item is properly payable if it is authorized by the customer and is accordance with any 

agreement between the customer and the bank.  4401(a)



1. If the bank does not follow the exact customers orders, the account has to be re-credited


c. YES: Post-dated checks are properly payable (actual date is before the date on the check) 
4401(c)



1. UNLESS: the customer gives the bank notice of the post dating 



2. Oral notice of post dating is probably sufficient by analogy to oral stop payment of a 


check, but writing is safer



3. Bank can choose not to pay


d. NO: Forged instruments 



1. Why: Bank has to follow your instructions and if you aren’t instructing they shouldn’t be 


paying 



2.  No stop payment is needed because the checks are not properly payable




a. The bank can request but you don’t have to comply


e. YES: creation of an overdraft from paying 4401(a)



1. Bank can choose to pay or not 


f.  YES: bank can pay a check older than 6 months old,



1.  Bank may charge the customer’s account for



2.  Bank use good faith and reasonable commercial standards of fair dealing 




a. Ex. If a bank pays an outdated check (8 years later), customer disputing payment 



would have to show that the was acting was inconsistent with normal banking 



practices in terms of an inconsistent check


g.  YES:  bank makes a good faith payment to a holder may charge the indicated account of its 
customer according to either: 1) the altered terms of the item or 2) the terms of the 
completed item



Ex.  Check is stolen, altered and signature forged even though payable to the order of a 


designated person (special indorsement).  Even if the bank paid in good faith, can it charge 


the customer who the check was stolen from?  NO, because after the 
theft/forgery, no 

one could be a holder after that, thus the bank did not make a payment to a holder.  Thus, 


the bank cannot charge the customer’s account for the amount it paid on a stolen check.


h. YES: Phone or Remote Authorization 



1. UCC only applies where the authorized person makes a check




a. Now these transactions are probably done electronically, and thus not covered by 



the UCC

2. Wrongful Dishonor 4402


a. Dishonor of properly payable item



1.  Does not apply to overdraft or post dating where bank has discretion to pay


b. Bank is liable for damages proximately caused by dishonor 4402(b)



1.  Actual damages proved, including arrest or prosecution of account holder




Ex. Ulcer and hospital stay for ulcer: Hull says probably not good enough 



2.  Consequential damages: case by case




a. Can include emotional distress/mental anguish




b. Punitive damages available




c. Trader Rule: some courts allow merchants or traders to recover substantial 



damages for wrongful dishonor without proof of damages actually suffered





1. This rule is being slowly rejected and courts are requiring proof of 




actual damage suffered



3.  Damages Proximately caused: tort type of test but these are contract cases




a. “Wrongful dishonor” is basically a tort, which allows courts to go beyond 



classic breach of K damages 




b. Damages do not have to be proven w/ exactness



Twin City Bank: customers report checkbook stolen.  Later learn that two forged checks 


were drawn on account and honored by the bank.  One customer had been convicted of 


burglary and put a hold on his account, concerned it was an inside job of fraud on the bank.  


The bank account was held for four years.  The problem was that the forger was found and 


convicted, and the police told the bank that there was no evidence implicating the customer 


at all.  Even still, the bank left the hold on the account.  The checks bounced, and customers 


are claiming wrongful dishonor.  Awarded 18k for anguish, loss of credit, loss of value of 


repo’d cars, loss of bargain  on a house, and 45k in punitive damages.  


c. Checks and other demand drafts presented for immediate payment over the counter are wrongfully 
dishonored if payment is not made on the day of presentment 3502(b)(2)



1.  Parties can K around the provisions of Article 4. 4103




a.  pretty broad




Ex. Payor bank in signature could say “we will honor checks presented by non 



customers only if the customer pays a fee,” or “Checks presented for immediate 



payment over the counter will not be honored on the day of presentment”



2.  Limitation: Parties cannot disclaim a bank’s responsibility for lack of good faith or 


negligence, or damages resulting therefrom



3. OCC: bank’s can charge a fee for cashing checks over the counter paid to non-customers 


from a customer’s account (UCC requires the parties to K around this)

3.  Death or incompetence of customer 4405


a. banks may pay checks for 10 days after the death of the customer, even if it has knowledge of the 

death


b. Limitation: if a person claiming an interest to the accounts stops payment



1. bank not responsible for determining the validity of the claim on the account or whether it 


is colorable




a. THUS:  the bank should put stop payment on checks once anyone calls the bank 



with an interest AND the bank should just stop paying checks when it finds out 



about the death 

4.  Bank right to set off


a. Exists where two parties mutually owe debts to each other



1. Self help remedy



2. Heavily legislated in the consumer context, but used in the commercial context


b. Both parties debts must be matured (due and owing) in order to be set off 



Walter: there was an unmatured debt for $3,336 and the deposit account had $3651
in it.  


Customer had signed promissory notes to pay, but the notes were not due.  The account 


agreement signed w/ the bank allowed for set off even for unmatured debts.  Another 


creditor of the debtor serves a writ on the bank to try and garnish the bank account.  The 


bank receives the writ and bank takes the account before paying the levied creditor.  Was the 

set off proper?  Holding: the basic rule for set off is that both debts must be mature, and 


because the promissory note was not due it was not matured 

5.   Right to stop payment


a.  A customer or any person authorized to draw on the account [if there is more than one person 
authorized], may stop payment of any item drawn on the account or close the account. 4403.


b. A stop payment or account closing order must describe the item or account withreasonable 
certainty



Parr: stop payment order given, and check is described in an amount that differs by 
50 cents 

from the actual check price.  All the other information was correct, and the notice was 


timely.  Bank only would stop payment if the amount was given exactly, so it paid this check 

over the order.  The court held that the check was described with reasonable certainty 


because all the other facts were correct.  If the bank wanted to insist upon absolute precision 


of the dollar amount, the bank needed an agreement with the customer. 


c. Order must be received in a time and manner that allows the bank a reasonable opportunity to act


d. If bank pays over stop payment order, and this causes other checks to bounce, the 
subsequent 
dishonors are wrongful and damages can be recovered 


e. Customer burden to establish loss in payment of check over stop payment 4403(c)



1.  Customer must show that the seller was not entitled to the money




a.  Difficult to prove without showing a breach of warranty





1.  Bank will want as much proof as possible



2.  Bank not required to re-credit w/o showing loss


f.  Payor bank has a right to subrogation for improper payment 4407



1.  If payor bank pays an item over stop payment order or the acct is closed, the payor bank 


is subrogated to the rights of:




a.  Any HIDC of the item against the drawer or maker





1.  Bank can step into the shoes of the HIDC, and the HIDC only takes 




subject to real defenses.  Unless customer has a real defense, the bank will 




win.






a.  Usually no loss in these situations either, since the customer 





would have to pay the HIDC if presented for payment 





2.  Customer recourse is limited if the payor can point to any HIDC 




that exists in the world






a.  Once there is HIDC, the bank can argue HIDC to the extent that 





the customer has withdrawn money and they are usually protected




b.  The payee or other holder of the item against the drawer or maker




c.  The drawer or maker against the payee of any other holder of the item



2.  Bank does not have to re-credit the customer’s account before raising subrogation as a 


defense




a. Rationale: customer would take the money and run




b. Bank can raise subrogation defense but puts the burden of proof of loss on the 



customer 







1. If customer shows loss ( bank must show no loss





Canty: a taxpayer was trying to prove to the IRS that the taxpayer had paid 




certain taxes.  The taxpayer got cancelled checks to prove tax payment.  




IRS takes the cancelled checks and re runs them through the bank and 




deposits them.  The payor bank re pays them.  This is an unquestionably 




wrongful payment.  Bank raises its subrogation rights.  The bank argues 




that because the customer owed money to the IRS, the bank did not cause 




him loss because they simply paid his taxes for him.  The court holds that 




the bank does not have to re-credit before raising subrogation as a defense 




and that the bank met their burden of proving no loss.






Ex.  G gives H a check for 1k, G stops payment.  H deposits 





it in account w/ .07cents, and writes check for 1,000.07.  Bank pays 




check over the stop payment order.  Here, bank gives value to the 





extent withdrawn, and they are HIDC.



2.  Anytime the bank makes an improper payment, it can use 4407 to prevent UE



3.  4407 applies where there is a basis for objection by the drawer or maker.





g. Right to stop payment on cashiers checks and tellers checks



1. Cashiers Check 3104(g): a check where the drawer and drawee are the bank



2. Tellers (Bank) Check 3104(h): a check drawn by one back on another




Ex. credit unions have accounts at other banks, so rather than issuing checks drawn 



on themselves they will draw them on another bank and they are considered 



basically the same as cashiers checks



3. No right to stop payment on a cashier’s check 3411




a.  Rationale: bank has an obligation to pay once the check is issued




b.  Once you buy a cashier’s check, the bank has to pay that check and is not 



obligated to stop payment if it is requested




c.  Buyers that have been defrauded and pay with a cashiers check can rescind the 



contract under 3202(b) because it is permitted by other law 






1. Can seek an injunction preventing payment of the instrument if you can 




show irreparable harm



4.  Imposes liability on banks who stop payment on their own cashiers checks and imposes 


additional liability on them in terms of having to pay costs of collection in the event of a 


wrongful dishonor 3411(b)



5.  If a cashiers check is lost, stolen or destroyed, the claimant can assert a loss. 3312




a. The check must be actually lost, stolen or destroyed




b. The statute requires claimants to fill out a detailed “declaration of loss”





1. Usually requires personal knowledge of lost/stolen/destroyed 






Ex.  P buys car from Uncle, she pays in cashier’s check that 





she mails to him.  U denies receiving the check (a lie).  Hull 





says that P does not have enough knowledge to declare honestly 





under the declaration of loss that she actually lost 
the check.





2. Claimant:  person who claims the right to receive the amount of a 




cashier’s or teller’s check that was lost, stolen, destroyed






Ex. A payee or HIDC




c.  A claim for lost/stolen/destroyed does not have any legal effect until it becomes 



enforceable





1. Becomes enforceable on the earlier of 90 days after the date of the 




cashiers or tells check, or 90 days after the date of acceptance of a certified 




check





2.  Thus, if a lost check is presented for payment within the 90-day 
period, 




the bank may pay a person entitled to enforce the check with out regard to 




the claim 






a. notion is that if someone is presenting 90 days later something is 





fishy anyways and that person is arguably not entitled to enforce 





3. At the conclusion of the 90-day period, claimant must get reimbursed for 




the lost cashiers or tellers check and then the bank is discharged on the 




check





4.  If there is HIDC of the instrument, they can sue the claimant or someone 



else who received payment for the instrument 






a. the bank is discharged 






b. HIDC who is a bank can also charge back the account of the





customer who deposited the instrument 


 

6. Bank Statement Rule 4406


a.  Bank must return sufficient information about the paid check on the statement, but is not 
required 
to return the actual check.  4406(a).



1. Sufficient information = item number, amount and date of payment




a. Providing this information is the absolute minimum the bank can provide and 



escape liability 


b. Actual checks are required in some instances (e.g. IRS audit)



1.  UCC contains no standard for whether a bank can charge a customer for these checks




a. UCC leaves this issue to contract law




b. Comment 3, 4406: UCC doesn’t handle fees, but they have been reviewed by 



courts under principles of unconscionability and good faith and fair dealing. 



2. Bank must provide the checks upon request in a “reasonable time”




a. reasonable time depends on facts and circumstances, and probably requires 



comparison to other banks



3. UCC silent on remedies for customer if the bank fails to produce


c. Obligation of customer when they receive a bank statement 4406(c)



1. consumer must investigate their statement with reasonable promptness 



2. If based on the statement the customer should reasonably have discovered the 



unauthorized payment, the customer must promptly notify the bank of the relevant facts 


4406(c)




a.  Unclear how extensive the burden is on customers to maintain records, and 



whether reasonable discovery is based on their record keeping


d.  Customer consequences for failure to review bank statement 



1.  One year SOL from statement date for customers that does not discover or report the 


unauthorized signature or alteration due to lack or care or without regard to care. 4406(f)



2.  Absolute preclusion where the SOL has not expired if. 4406(d)




a.  If the bank proves that the customer failed w to comply with the duties of (c) for 



any item and the bank proves loss from failure to report 





1. Thus 4406(d) only applies where the customer did not reasonably 




discover with reasonable promptness




b.  Customer is also precluded from asserting their loss due to the same wrongdoer 



if the bank paid the item in good faith before it received notice from the customer 



and the customer had a reasonable time, not greater than 30 days, to inspect





2.  Once the 30 days runs, and the same forger strikes again, the 





customer should have told the bank and the customer is on the hook

7.  Priorities in the Bank Account: “The Four Legals” 4303


a.  The following events (“the four legals”) do not impact payment if the check has e
ither been 
certified or the bank has taken the steps that lead to final payment of the check (4215 midnight 
deadline). 4030(a)



1. Notice




a.  Filing bk does not automatically freeze an account, a bank must receive notice of 



the bk




b.  Notice 1202(a) and (f)





(a): Notice for individuals:






1. Actual knowledge, or






2. Received a notice or notification, or






3. Facts and circumstances known to the person at the time in 





question, they have reason to know 





(f): Notice for organizations 






1. Notice, knowledge or notification is effective from the time that 





it is either:







a.  Brought to the attention of the individual conducting 






that transaction, or







b.  Would have been brought to that individuals attention if 





the organization had exercised due diligence 






P 183, no person conducting transactions had notice of the bk 





while they were cashing the customer’s checks.  After the 






phonecall from the trustee to the bank, this would put the bank on 





notice and after this the bank should stop cashing the checks.  




c. Notice must be received before the midnight deadline 4215 (Final Pymnt)





1.  Banks have until midnight on the banking day following the day 




of receipt to return a check 





2.  If the check is held past the midnight deadline, the bank is liable 




on that check





3.  Thus, any notice received after the midnight deadline is too late, 




and the check will be paid



2. Stop payment orders



3. Service of legal process



4. Setoff




a.  Proper when the debts are mutual





Classic case: loan from the bank where debtor holds account




b.  Need relief from the stay in bk


b. No priority of payment



1.  Order of paying checks




a.  Art 4: high to low posting is OK, bank may charge account in any manner it 



deems commercially reasonable




b.  CA consumer law: high to low posting is illegal 





1. N.D. Ca.: high to low posting is a deceptive consumer practice that leads 




to overdrafts and fees 

CHECK FRAUD


a. Generally



1.  When a check is deposited at a bank, the bank gives provisional credit to its customer, 


and the bank may place a hold on the funds for a few days to permit the check to clear.  



2.  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).  




a.  (See 4401 remedies against customer when properly payable, 3418 recovery for 



mistaken payment and 4407 bank right to subrogation on stop order) 



3. Check fraud issue is which innocent party, the payor bank, depositary bank or customer, 


must bear the loss.  




a.  The payor bank's recourse will be to look to the presentment warranties under 



4208 which may in some situations permit a shifting of loss to the depositary bank.  




b.  Both banks may also try to assert the defenses available under 3404 -3406 and 



4406.


b. Three common types of check fraud



1. Forged Drawer Signature




a. This applies where payment was improperly made because the signature was 



forged, unauthorized (i.e. someone signs a check who was not authorized to do so 



on the account signature card), or if a signature is missing (e.g. an account requiring 


two signatures but the check is paid over only one).  




b. Loss for improper payment placed on payor bank – “final payment rule”





1. Rationale: payor bank is expected to know its customer’s signature





2. once payor bank pays, they are liable





3. not a situation where the depositary bank is warranting they are genuine




c.  Payor bank options for recovery





1. Restitution if bank can find the forger  3418





2. Defend under bank statement rule 4406 





3. Defend under general negligence 3406






a. if the drawer’s negligence substantially contributed to a forgery, 





that negligence can be raised by the drawee bank






b. Comparative negligence can be applied between drawer and 





drawee bank




d. Depositary bank does not breach any presentment warranty under 4208 unless it 



was aware of the forgery (a very unusual situation).  





1. EXCEPTION: remotely-created consumer items 






a.  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. 3103(a)(16)







1. Created by someone who obtains the account and bank 






routing numbers for a consumer’s checking account, and 






then creates a check with a magnetic numbers on the 






bottom for bank processing.  







2.  The consumer’s signature will not appear 






b. Loss allocated for unauthorized payment to the depositary 





bank (bank that first took the check for deposit), because:







1. the depositary bank gives a warranty to the payor 






bank that these items were duly authorized by the 
 






consumer 4207(a)(6), 4208(a)(4)







2.  depositary bank is more likely to deal with the 







defrauding party 3416.



2. Forged Indorsement 




a. A properly signed check may be stolen and the indorsement of the payee forged, 



missing or unauthorized 





1.  Check is deposited and the indorsement is forged, the depositary 




bank presents the check to the payor bank for payment, and the payor 




bank pays the check




b. If check is taken from payee and payee’s indorsement forged: cause of action 



against the depositary OR payor bank for conversion 3420




c. Drawer may assert that the check was not properly payable under 4401 and be 



refunded the money 




d. Imposition of loss on depositary bank, regardless of whether sued





1. Rationale:  depositary bank is the closest to the forgery and in the 




best position got detect the forgery and prevent loss 





2. Payor bank can assert a breach of the presentment warranty under 




4208(a)(1).






a. This is b/c when forged signature, there cannot be a person 





entitled to enforce






b. Depositary bank gives a warranty to the payor bank that 
the 





check is properly payable when it presents the check for payment





3.  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. 




e. Defenses raise-able by the depositary bank





1. General negligence 3406 





2. Employee pads the payroll or steals checks payable to the employer (i.e. 




from a vendor, not a payroll check to employee) and forges the employer’s 




indorsement 3404 and 3405






a. 3405 does NOT apply where the employee forges the employees 




signature as drawer 






b. Loss allocated between person forged indorsement and the 





depositary bank on comparative negligence principles  







Ex. 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.   



3.  Alterations 




a. 3407 Definition




b. Most common for check fraud: raising the amount of the check




c. Altered checks are not properly payable, meaning the drawer can require a 



refund from payor bank under 4401





1. payor bank liable to the extent it paid the check over the original amount




d. Payor bank may assert breach of warranty against the depositary bank 4208(a)(2)





1. Can recover from person altering the check





2. Theory that depositary bank in better position to protect themselves




e.  The defenses available to the bank are contained in 3406 and 4406.  





1.  Loss may be divided on comparative negligence principles if both 




the bank and the person asserting the alteration are negligent.        


C.  Hypotheticals 



1.  D, successful physician, signed his checks by using a rubber stamp.  He left the 



stamp and blank checks on the top of his desk in his unlocked office.  One of his 



patients, C, noticed the checks laying on the desk, went into the office and issued 



one to himself in the amount of $15,000, using the stamp to sign the check.  D’s 



bank paid the check without inspecting the signature (as always).  Is the bank liable?  


See 3-406, official comment 3.




3406(a): did D use a lack of ordinary care that substantially contribute to the 


alteration or forgery, preventing him from asserting defense against a person 


who took in good faith (high standard)




3406(b): does the bank’s failure to look at the signature make it a failure to use 


ordinary care?





Ordinary care under UCC: if banks use automated means, reasonable





person standards do not require inspection of the instrument






THUS, if no banks look at the signature when they automatically 



process check, bank used reasonable care





Doctor will take the loss unless he can find the crook



2.  D’s office accountant, F, stole some checks payable to D, forged his indorsement and 


deposited the checks with her bank, Depositary Nat'l Bank.  F’s duties in the office included 


issuing checks on behalf of D (first obtaining D’s signature), balancing D’s office account 


and depositing checks payable to D in the office account.  Does D have any recourse when 


he discovers the fraud?  See 3405, 3420.




a. Liability is imposed on employer’s who hire untrustworthy bookkeepers




b. Comparative fault b/w D and bank if you can show that bank should have picked 



up on this 





1. 3rd party checks raise a red flag




c. Also COA for conversion against the depositary and payor banks, but the bank 



can raise the defense of comparative negligence 



3.  F created a fictitious employee for the office, N, and wrote payroll checks payable to her.  
D signed the checks without question.  F then took the checks, signed N on the back, and 
deposited the checks in her personal account at Depositary Nat'l Bank.  Does D have any 
recourse when he discovers the fraud?  See 3-404.  Assuming that D has recourse, who 
ultimately bears the risk of loss?  See 4-
207 & 4-208.




Forged indorsement of a ficitional person, N



4.  C issued a check payable to D in the amount of $500.  He left a space between 

the "$" and the "5" and left a large blank before the words "five hundred".  D, short 
of cash, 
inserted a "1" and a "one thousand" so that the check amount was now $1,500" and "one 
thousand five hundred dollars".  D’s bank, Depositary Nat'l, accepted the check for deposit 
without question.  Any recourse for Craig?  See 3-407 & 3-406.  If so, who 
ultimately bears 
the risk of loss?  See 4-207 & 4-208. 




Craig, if no contributory negligence, is discharged to the extent of the alteration




if the bank should have seen it and could have stopped it, they will share the loss 




Warranty given by depositary bank that its not altered





If payor bank takes a loss, the burden shifted back tot eh depositary bank

CREDIT CARD PAYMENTS

1.  NOT governed by the UCC


a.  Basic K law, consumer protection laws (TILA/Reg Z, non uniform state laws) apply

1.  Liability for unauthorized use


a.  Regulation Z: limits cardholder liability for unauthorized use to $50



1. Unauthorized defined




a. The authorization is analyzed under state agency law, not Regulation Z





1. Actual or apparent authority will satisfy






Ex.  B loans card to S, she charges more than B said she could. Her 




use is authorized under apparent authority doctrine.  







a.  Where cardholder lets someone else use the card, and 






person uses it in an unauthorized way, the court might find 





that there was an implied agency/apparent authority for the 





person in possession of the card to use it and the 







cardholder will be on the hook



2. Cardholder liability is cut off once the card issuer is notified Reg Z, 12 CFR 226.12(b)(3)




a. No requirement to hunt down the unauthorized user and get the card back





1. In the past this would have been required, but these days it should be 




sufficient to let the company know that further charges are not authorized 



3. Even though the cardholder is on the hook for $50, most issuers waive this

2.  Cardholder defenses against issuer for a defective product purchased with the cardholder


a.  Reg Z §226.12 allows the cardholder to assert claims other than tort claims and defenses 
arising 

out of the transaction and the failure to resolve the dispute



1.  Cardholder must first make a good faith effort to resolve the dispute




a. unclear what good faith requires

3.  Limitations for unauthorized use



1.  The amount disputed must exceed $50



2. Disputed transaction must occur in the same state was as the current designated address of 

the cardholder or 100 miles from that address




a. Where the K arose in phone and internet transactions





1.  Formation of the contract






a. the location where the K arose



3. EXCEPTIONS:  the above limitations do not apply when the person honoring the credit 


card is:




a.  The same person as the card issuer




b.  Is controlled by the card issuer directly or indirectly 




c. Is under the direct or indirect control of a 3rd person that also directly or indirectly 



controls the card issue




d.  Controls the card issuer directly or indirectly




e.  is a franchised dealer in the card issuer’s products or services




f.  has obtained the order for the disputed transaction through a mail solicitation 



made or participated in by the card issuer 


Ex.  Linda lives in Newark, NJ.  Hotel bill in SF.  $80 luggage bought in NY, company is 
bankrupt.  $25 art print ordered from Florida, included in ONB’s solicitations by mail.  Is Linda 
liable to ONB for the charges?



a.  Luggage: 100 miles from where she lives and over 50$ - probably can assert




1. has to first try to resolve the dispute in good faith but b/c the company is out of 



business we don’t require much of her



b.  Print: although less than 50 and not local,  ONB is involved in the transaction b/c 


it sent promotional literature and thus the limitations on location and limit do not apply

4.  Credit card defenses do not apply to debit card transactions


a. EFTA also does not allow consumers to raise defenses against the issuer of a debti card 

ELECTRONIC FUND TRANSFERS

1. Applicable Law


a.  UCC Article 4A: Commerical Transactions and Consumer Transactions Using Fedwire, CHIPS 
or SWIFT or similar transactions 



1.  Consumer accounts are usually governed by Reg E, except where they use Fedwire, then 


its UCC 4A




a. consumers rarely use Fedwire




b. Consumer transaction examples: 





1. ATM transactions (consumer acct), home banking, smart cards, POS 




debit card txactions, ACH (automated clearing house) txactions (payroll 




deposits, pre authorized bill payments)



2.  Big business to business transactions are done over fedwire




a.  Big commercial transactions are usually UCC 4A



3.  Other payment orders  4A-103(a)(1)



4.  Reg E/EFTA transactions are excluded




1.  If any part of a transaction is governed by Reg E, it is excluded entirely from 4A


b. Reg E and EFTA: consumer 


c.  Article 4: does not apply to electronic fund transfers, only collections of items (such as checks)


d. Common law 



1.  Restitution: “money had and received”




a.  If you give someone money and they don’t give it back to you



2.  Negligence





3.  Breach of K for account agreement 

2.  Consumer Electronic Fund Transfers – Reg E and EFTA


a. Regulation E



a. Electronic Fund Transfer §205.3(b): transfer of money initiated through electronic means



b. Reg E liability for unauthorized transfer




1. Reg E imposes some liability on consumers for unauthorized electronic transfers 



out of their accounts




2. Consumer liability is limited to $50 for transfers occurring within two business 



days of consumer learning of loss/theft of an access device (e.g. ATM card) 



§205.6(b), if the consumer notifies the financial institution 
within 2 days of learning




3. Consumer liability limited to $500 for losses that occur after the close of the two 



business days following the loss/theft, and before notice of the theft is reported to 



the financial institution, if not reported within 2 days of learning of the loss/theft





a. if an excess of $500 is charged, liable for 500





b. if less than 500 charged, liable for the full amount under 500




4.  A consumer that fails to report an unauthorized transfer within 60 days 





of receiving a statement containing the unauthorized transfer, may have 





unlimited liability for transfers occurring after the 60 days





a. Financial institution must be able to show that the transactions 






would not have occurred if the consumer reported them





b. Unlimited liability not imposed until the 60 day period has run






1. Before the 60 days run, the $500 limit applies




5. Extenuating circumstances can excuse delayed notice



c. Banks must make certain disclosures to customer’s regarding EFTs §205.7




1. Federal reserve had model forms for disclosure and financial institutions use 



these forms (re: fees, etc)




2. Consumers are only liable for unauthorized transactions where the bank gives 



them proper disclosures 


b.  EFTA



1. Unauthorized Transfer




a.  903(a)(11): EFT from consumer’s account initiated by a person other than 



consumer without actual authority to initiate the transfer, and from which the 



consumer receives no benefit




b.  Does not include anyone who was furnished with the card, code, or other means 



of account access by the consumer





1.  Case law saying that if you give a PIN for ATM card, that doesn’t imply 



that every transaction is therefore authorized





2. UNLESS: consumer notifies the financial institution that the person is no 



longer authorized




c.  Errors, Acts of God or technical malfunctions are excluded from the definition of 


unauthorized transfer 903(a)(11), 910(b)





a. Acts of God require the financial institution to exercise reasonable care to 



prevent such an occurrence, and to exercise diligence as the circumstances 




required






Ex. Bank’s failure to pay on time because of a computer backlog 





during the holidays.  Cannot blame this on an Act of God or 





technical malfunction.  







Case cited in book problem:  bank had computer issues 






and couldn’t return checks in a timely action, and tried to 






argue under Art 4 in a comparable provision, and the court 





held that they should really anticipate backlog and 






problems during holidays and the act of God defense is 






only available in extraordinary circumstances 




d.  Fraudulent conduct on the part of the consumer



2. Bank is liable for all damages proximately caused by either damages §910(a) if:




a.  Failure to make an EFT in a timely manner, OR




b.  Failure to stop payment




( Not liable where the bank/institution improperly pays money from the 




customer’s account [absent a stop payment]



3.  Bank civil liability for failure to comply with EFTA under §916




1.  Allows for attys fees 




2.  Applies to all provisions of EFTA, not just 910





Hull: not sure whether this is in addition to 910, or if 910 replaces 916 in its 



situations



4. EFTA prohibits employers from requiring the use of a particular financial institutions as a 


condition of employment 




1. Doesn’t apply where employer tells employee they have to pick a bank for direct 



deposit, so long as they aren’t picking which bank



5. Creditor accepting payment in the form of EFT assumes the risk that it might not go 


through on time §912




1. Creditor can request other payment, and if this fails they can take action





Ex.  Landlord agrees to EFT, its late.  If he requests other payment and she 




doesn’t pay, she can be evicted




2. However, the bank is liable where it doesn’t make payments in a timely manner



g.  EFT stop payment notice




1.  Oral notice is sufficient  





a. Applies where customers set up pre authorized payments





b. 3 days notice is required 





c. Financial institution is liable for all damages proximately caused by the 




failure to stop payment

3. UCC Art 4A( Wire Transfers


1. Definitions 4A-103



a. Payment order: instruction of a sender to a receiving bank, transmitted orally, 



electronically, or in wiring, to pay, or cause another bank to pay, a fixed or determinable 


amount of money to a beneficiary




1.  Beneficiary: person to be paid by beneficiary’s bank




2.  Beneficiary bank: bank identified in the payment order, where the account of the 



beneficiary will be credited or to make payment to the beneficiary other than 



through their account




3. Receiving bank: where the sender’s instructions are addressed




4. Sender: person giving instructions to the receiving bank





Ex.  Whiteside NYMNB FRBNY FRBCin LESB MCB Jefferson






Originator Whiteside






Originator's Bank NYMNB






Sender Whiteside and all banks except MCB







a. this is bc MCB sends payment order to no one, they 





just pay their customer, the beneficiary of the 







payment order 






Intermediary Bank All banks, except NYMNB and MCB






Receiving Bank Every bank






Beneficiary Jefferson






Beneficiary's Bank MCB




Payment Order vs. Check





a.  Payment order pushes money down the stream







1.  Wire transfer is instructing the bank to send money





b. Check gives someone the ability to pull money out of the bank






1.  Check gives a payee the power to pull money from your 





account


b. Limitations on a payment order




1.  No conditions to payment other than the time of payment




2.  The receiving bank must be reimbursed by the sender




3.  Instruction is sent directly by the sender to the receiving bank or other agent


2.  The beneficiary has a right to payment of an order when the beneficiary bank accepts the order 
4A-404(a)



a.  Once the beneficiary bank accepts a payment order, the bank is obliged to pay the amount 

of the order to the beneficiary on the payment date of the order



b. If the beneficiary bank accepts a payment order after close on the payment date of, 


payment is due on the next funds transfer day



c. Expedited Funds Availability Act (Federal Law) trumps Art 4A:  allows the beneficiary to 


get payment the day after it is received by the bank




1.  The bank can still pay the beneficiary on the day it comes in, but not required to 


3.  Bank must notify the beneficiary that the funds are in their account by midnight on the funds 

transfer day after the payment date 4A 404(b)



a.  Applies where funds are directed to an account for payment to beneficiary


4.  Beneficiary bank is deemed to have paid the beneficiary in full if it accepts the payment order 
with charges deducted for the transfer from the previous receiving banks 4A-406(c)



a. Any bank can take money out of the payment



b.  Beneficiary can ask for these costs to be reimbursed by the originator




1. Usually dealt w/ by padding the original transfer



Ex.  Transfer of 1million.  Each bank deducts $25.  The amount after the deductions will be 


considered payment in full 


5. Beneficiary bank may use the payment order to set off any obligation owed by the beneficiary to 
the bank  4A-502(c)(1)


6.  Beneficiary may recover damages resulting from beneficiary’s bank refusal to pay if:



a.  Beneficiary demands payment, and



b.  Bank receives notice of particular circumstances that will give rise to consequential 


damages as a result of nonpayment



c.  EXCEPTION: bank failure to pay based on reasonable doubt concerning the right of the 


beneficiary to payment (must prove this)



Ex. B gets payment order.  Bank sets off with debt that they claim he owes, but they are 


mistaken.  He demands payment and tells bank he will lose a big deal without the money 


they have withheld for set off.  They don’t pay.  B can get consequential damages because 


Bank is obligated to pay once they accept the payment order.  Because B did not legitimately 

owe the debt, there isn’t a right to set off and B has a K and statutory right to receive 


the full amount of payment order less charges.


7.  4A-402(e) Money Back Guarantee



a. If a funds transfer is not completed as instructed because one of the parties involved fails 


to accept or execute a payment order, the originator is entitled to a refund of any payment 


made



b. EXCEPTION (Grain Traders): where an originator is instructing the transfer to go 


through designated intermediary banks (Citibank and BCI), the money back guarantee 


doesn’t apply




1. Rationale: if designating, the originator bears the risk that the intermediary banks 



its chooses are solvent




Grain Traders: GT ( BCN( Citibank( BCI ( Extrader ( Kraemer.  



GT (originator) is trying to make a transfer to Kramer, and the instructions are that 



BCN (originator’s bank), GT bank, is supposed to instruct Citibank bank, 




intermediary, to charge BCN’s account and credit BCI’s account, and to instruct 



BCI that Banco Extrader is supposed to make payment to Kramer.  BCI owed debt 



to Citibank, and Citibank set off and put a hold on BCI funds and Extrader then files 


for Bk.  Kramer never gets money.  GT wants its money back under the money back 


guarantee, since it claims that Citibank did not properly execute payment.  Court 



says that there is an exception to MBG where the originator is instructing that the 



transfer go through designated intermediary banks (Citibank, BCI).  BCI went 



insolvent and the reason why this failed is because BCI went belly up.  The 




originator bank runs a risk anytime they told an originating bank how to conduct the 


transaction.  If GT hadn’t instructed BCN, they would have gotten their money back 


b/c they wouldn’t be in the exception.  Courts hesitate to use remedies under other 



law where 4A resolves the issue.  


8.  Intermediary (receiving) bank that does not believe in good faith that it is going to be able to 
conduct the transaction in good faith according to the wishes of the originator can try another means 
of conducting the transfer 4A-302(b)


9.  Misdescription of beneficiary by Originator Bank 4A-207



a. If payment order identifies by name and account number, and the name and number 


identify different persons, then 4A-207(b):  




1. a receiving/beneficiary bank that does not know that the name and account 



number refer to different people can rely on the account number as proper 




identification






b.  If a payment order received by a beneficiary bank contains a name, account number or 


other identification that refers to a non-existent persons or account, no person has rights as a 


beneficiary and acceptance cannot occur. 4A-207(a)




1. Corfan:  because 4A-207 contains an “or,” only one of the things listed (name, 



account, or other identification) has to refer to a non-existent account in order for 



the item to be not payable





Corfan: bank describes man by name and account number.  Account 




number was messed up.  When the money comes through, Ocean 





bank, beneficiary bank, notices the discrepancy puts the money in 





beneficiaries account in spite of error and didn’t notify Corfan.  





Corfan sends a duplicate payment order but this time w/ the right 





account number.  Corfan argues under 4A 207(a) that if either the 





name or the number refers to the non-existent person or account, the 




payment order cannot be accepted, and here the account number was 




non-existent.  Holding: Ocean Bank should not have accepted the 





payment order bc it couldn’t be accepted bc of the incurred account 




number (OR) and OB on the hook.  Common law negligence against 




Ocean Bank for taking the money is not appropriate because Art 4A 




gives us a rule, so we don’t look to common law.  




2. Originator bank is liable for the misdescription





a. if the receiving bank incorrectly deposits, originator bank is liable 



c.  Originator bank must try to recover the money from the person who was 
incorrectly 


given the money



d.  Originator bank is liable to the originator 




1. Limitation: originator has 90 days after bank notifies him of this payment to 



discover and report the problem





a. if originator doesn’t do this, they are liable for loss failure to report 




causes the bank




2. Originator must be made whole anytime a bank does not properly execute 



a payment order 4A-204(a) ( Money back guarantee



e. Originator bank is not liable for consequential damages unless this is part of a written 


agreement between the parties that the bank will bear this loss 4A-305


10.  Bank’s right of restitution 4A-303



a. if the bank ends up paying a person with no right to the money,  the bank can get a right of 

restitution against the person who has no right to the money




e.g. P 234, Harry has no right to the money and the bank can go against Harry to get 


it back




b. Limitations to the right of Restitution




1. If the recipient of the money relied on it reasonably




2. Discharge for value rule





a.  If the recipient of the money was actually owed the money anyways by 




whoever sent it, then the person is entitled to keep it if they took the money 




in good faith














1.  Applies only if there is good faith in taking it






2.  If the person knows there is an error they are not entitled 





to take 





b. Only applies where the amount of the claim is unliquidated






1. Meaning: you know exactly how much money was owed






2. If you have any questions about amount, discharge for 





value will not apply




Bank of America v. Sanati (Pre-dates 4A, but still good law b/c 4A-303 




incorporates this case): estranged couple, wife lives in LA with children and 



husband lives in Iran with bank in London.  Sanati tells bank to send her 




interest only, but instead the bank sends her 200k on accident which was the 



whole account.  No question this was an error by the London bank of 




america.  Sanati and children take the money and put it in accounts 





controlled by the children and wife.  BofA London wants the money back.  




Does the bank have the right to get the money back from Wife under 




restitution.  Wife argues she has a right to this money bc its quasi comm. 




property, etc.  Holding:  Bank of America would have a right to get the 




money back, wife’s right to money is too uncertain.  


11.  Unauthorized transfers where there is a security procedure in place 4A 201-203



a.  General Rule:  If a commercially reasonable security procedure is in place and the bank 


follows the procedure, the originator is on the hook for any transactions, even if 



unauthorized 4A202(b)




1. This allows the bank to cover themselves if they have procedures and follow 



them 




2.  EXCEPTION 4A202(b)





a.  Unauthorized payment was an inside job for the bank





b.  Hacker broke into the bank’s system 



b.  If a payment from a customer is unauthorized and the bank is protected by commercially 


reasonable standards, the bank is still on the hook if:




1.  Bank and customer expressly agree to limit the customer’s liability




2.  Customer proves (burden of proof on customer) that:





a.  Order was not caused directly or indirectly by a person entrusted 




at any time with duties to act for the customer with respect to 





payment orders or the security procedure, OR





b.  Order was not caused directly or indirectly by a person who obtained 




access to transmitting facilities of the customer or who obtained, from a 




source controlled by the customer and without authority of the bank, 




information facilitating the breach of the security procedure






1.  Regardless of how the information was obtained or whether the 





customer was at fault






P 236: John Smith is employee of Business, he tells Mary his wife 





the password for transfers from Business Corporation to the Bank.  





She hacks into Bank’s system and steals money.  Can ONB 





demand that their account be re-credited for the amount she stole?  





Transfer unauthorized and bank followed commercially reasonable 




standard.  Mary was not authorized to make payments for business 





corp, but her husband was.  Since Mary obtained this information 





from the customer, through her husband who worked for customer, 




the customer would then be on the hook( customer not able to 





prove that the order wasn’t caused by someone who didn’t have 





access to the information.

3 and 4 had minor changes in 2002, states are slowly enacting (only 10, excluding CA) and we are not going to worry about the changes we are going to study the older versions in the UCC statute book





If an instrument is both a note and draft (common, a person entitled to enforce can treat it as either





NOTE: HIDC in own right vs. HIDC as transferee able to assert the rights of the previous HIDC


If the transferor can win, then the transferee can, and if the transferor can’t, then the transferee can’t 








Infancy as a 


Sword: NO claims


Shield: YES defenses





Exam note: Hull will tell us whether state law says the transaction is void or voidable








Point of 4407 is that the bank should never take a loss if the check is paid over a valid stop payment b/c someone is being unjustly enriched (payee or drawer if bank recredits) and the code takes the position that the bank shouldn’t take a loss.  Bank should only take a loss where because they paid over the stop payment order they bounced subsequent checks of the customer and caused other damages 








Unrelated to the customer = bank on the hook





Customer on the hook where it is an inside job





Applies to similar notes
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