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I. Enforcement of Negotiable Instruments
A) Introduction

1) Types of legal instruments

(a) Negotiable instruments:
3-104(a)
(i) Unconditional promise or order for fixed amt. of money, w/ or w/o interest

(a) Promise:
3-103(a)(12) (written undertaking to pay money signed by the person undertaking to pay) 

i. Most common:  promissory note

ii. No such thing as electronic NI (too radical at this point)
(b) Order:
3-103(a)(8) (written instruction to pay money signed by person giving the instruction)

i. Most common:  check

ii. No electronic orders

(c) Unconditional:

3-106(a), (b)
i. Can’t have an “if” clause (if there’s an “if” clause, it’s not a NI)

ii. Can have reference to another document, but NI can’t be made subject to a condition

iii. Exception:
3-106(b), syll. app. 2 ¶ 10
a. You can make reference to security (mortgages, etc.) (okay b/c doesn’t affect maker’s duty to pay…simply gives holder more rights)

(d) Money:
1-201(b)(24) (medium of exchange currently authorized or adopted by domestic or foreign govt.)

(e) Fixed amount:

3-112 cmt. 1
i. Only the principal must be fixed (can have additional charges (i.e., interest, atty. fees, etc.) as long as the principal is fixed)

(f) Interest:
3-112(b) (amended in 1990!!!) (prior to 1990, interest also had to be fixed (Taylor v. Roeder)
i. Interest may be state in NI as fixed or variable amt. of money, or as fixed or variable rates 

ii. May require reference to information not in the NI (provision adopted as a matter of commercial demand for variable interest rates)

(g) Bearer/order:
3-104(a)(1), (c), 3-109(a)
i. Payable to bearer if “payable to bearer”; “to order of bearer”; “cash”; does not state a payee (i.e., traveler’s check); not payable to an identified person

ii. “Payable to the order of”:  words of negotiability (“pay to ___”: NOT a NI!!! – simply a contract to pay money)
a. put people on notice it’s a NI (but not necessarily the clearest way of giving notice)

b. checks don’t need to be “paid to the order of” if they satisfy the rest of the requirements (in response to designer checks not aware of negotiability words)

(h) demand/definite time:

3-104(a)(2)
i. checks are payable on demand

ii. notes are payable at a definite time (typically) (definite times cannot be conditional or unascertainable)
(i) no other promise:
3-104(a)(3) (can’t promise to do anything else but pay money (can’t contain other undertakings))

(j) conspicuous statement:
3-104(d)
i. you can disclaim negotiability (except for checks, b/c they’re machine processed)

a. takes instrument out of Art. 3 into ordinary contract law (including rules of assignability)

b. important, b/c allows you to maintain your defenses (b/c doesn’t create HIDC)
(k) policies:

i. make NI easy to distinguish from ordinary contracts to pay money

ii. ensure NI are self-contained (can tell whether NI from 4-corners test)

(ii) Note:  promise to pay

(iii) Draft:  order + implied promise to pay

(a) Check

(b) Bill of exchange (drawee is party other than a bank)

(b) Wire transfers

(c) Credit cards

(d) Consumer electronic funds transfers

(e) Letters of credit

2) Special doctrines associated with negotiable instruments (unique to NI)

(a) Good faith purchase doctrine (strips defenses) (Miller v. Race) [Strips defenses if purchased in good faith and for value; facilitates assignment of NI]
(i) Holder in Due Course:
3-302(a)(1), (2) (but no general rule of finders keepers…)
(a) Requirements (focus on both NI and person)
i. Irregular instruments:
3-302(a)(1) (Instrument can’t look fake/forgery/etc.)
ii. Holder (must be a holder) must have taken the NI:

a. For value

b. In good faith:
3-302(a)(2)(ii), 3-103(a)(6) (honesty in fact and observance of reasonable commercial standards of fair dealing)
c. w/o notice of any claims, defenses, lateness, dishonor, alteration:  3-302(a)(2)(iii)-(vi), 1-202(a)(1)-(3) (Kaw Valley)
i. actual knowledge

ii. received notification of it

iii. reason to know it exists, by all the facts and circumstances

iii. highly unlikely/very rare that payee = HIDC (unlikely that payee wouldn’t have notice of defense if there is one)

a. even if payee were HIDC, couldn’t take free of defenses b/c 3-305(b) (“other than holder” language prevents HIDC doctrine from stripping defenses)

(ii) Claims of ownership:
3-306
(a) Owner (but not in possession) may assert claim to get NI back (against all but HIDC)

(b) Cannot assert claim of ownership against HIDC

(iii) Real defenses:
3-305(a)(1), (b) + cmt. 1 (¶ 5) (may ALWAYS be asserted, even against HIDC (cannot assert ordinary defenses or claims in recoupment against HIDC))
(a) Infancy (based on common law principles)
(b) Duress (contract induced by improper threat)
(c) Lack of legal capacity (senile)
(d) Illegality of transaction (note to pay for drugs, etc.)
(e) Fraud in the factum (“real fraud”) w/o knowledge/opportunity to learn of essential terms (sign NI w/o knowledge you’re actually signing a note (i.e. M. Jordan signing autograph ( note)
(f) Discharge of obligor in insolvency proceedings
(iv) Ordinary defenses:
3-305(a)(2), (b)
(a) Most common:
i. Defense of obligor stated in another section (i.e., discharge (already pd. NI - § 3-602))
ii. Misrepresentation/fraud in the inducement
iii. Lack of consideration (made note but didn’t get any consideration)
iv. Failure of the consideration (non-occurrence of constructive condition/prior performance)
(v) Claims in recoupment:
3-305(a)(3), (b)
(a) Claim that arises out of the transaction which produced the NI (i.e., claim for violation of implied warranty of merchantability)
i. Dealer has breach of contract claim against me
ii. I have breach of warranty claim against dealer
(b) Merger doctrine (suspends obligations)

(i) Prevents double payment 

(ii) only obligation comes on the NI itself – if NI is destroyed, so is the obligation
(c) Shelter doctrine:
3-203(b) + cmt. 2 
(i) any rights (i.e., enforcement rights) you have you can give to someone else
(ii) also applies to HIDC (i.e., HIDC can pass to person who is not a HIDC, but that person can assert HIDC rights)

(iii) once defenses are stripped away by original HIDC, the defenses can never come back

(iv) exception:  shelter doctrine doesn’t apply to person who seeks it by fraud (i.e., defrauds maker (so subject to real defense), but negotiates to H who becomes HIDC, and then purchases from H…shelter doctrine won’t apply)
3) Applicable law

(a) Substantive law/version of UCC at the time the note is made (but procedure – current law)

4) People 

(a) Maker:
3-103(a)(7) (person who promises to pay/is liable on the NI)

(b) Bearer:
1-201(b)(5) (person in possession)

(i) 3-109(a)(1):  NI payable to bearer where:

(a) States “PTO bearer” or “payable to bearer”

(b) No named payee

(c) “PTO cash”

(c) Payee:
cf. 3-110(a) (identified person to whom instrument is initially payable)

(d) Holder:
1-201(b)(21)(A) (person in possession of NI “payable to bearer” or “payable to identified person” that is the person in possession)
(i) Ways to become a holder:

(a) Have note issued to you

(b) 3-201(a):  Have bearer note “negotiated” to you (voluntary/involuntary transfer of possession of NI by person other than issuer to a person who becomes holder)
(e) Owner:  
common law
(i) No legal rule of “finders keepers, losers weepers” (R lost NI, J found it…R still owns it)

(ii) Ownership is valuable b/c of doctrine of merger
(iii) Gives right to possession (important w/r/t holder status)

(f) Loser:
3-309(a) (had the NI, but lost it)
5) Actions 

(a) Deliver:
1-201(b)(15) (voluntary transfer of possession)
(b) Issue:
3-105(a) (first delivery of NI by maker or drawer, whether to holder or non-holder for the purpose of giving rights on the instrument; maker usually = issuer)
(c) Negotiate:
3-201(b) (method of transferring/assigning rights to a NI)
(i) NI payable to identified person:  transfer of possession + holder indorsement

(ii) NI payable to bearer:  transfer of possession (even involuntary!  3-201(a))
(d) Indorse:
3-204(a) (signature by the identified person for purpose of negotiating NI)

(i) 3-205(a) special indorsement:  indorse the instrument + identify person to whom payable

(ii) 3-205(b) indorsement in blank:  simply indorse (turns NI into a bearer instrument)
(e) Enforce:
3-301 (require maker/person liable on NI to pay the NI) 
(i) First question in lawsuit:  Is this person a person entitled to enforce?
(f) Transfer:
3-203 (delivery for purpose of giving rights to enforce)
(g) Presentment (demand for payment)

B) NEGOTIATION, TRANSFER, ENFORCEMENT, AND DISCHARGE

1) What P must prove to enforce:  3-308(b)
(a) Validity of signatures:

3-308(a) + cmt. 1
(i) admitted unless specifically denied in the pleadings
(ii) presumption of validity (1-206) (facilitates negotiability)
(a) burden of establishing validity is on person claiming validity

(b) to overcome presumption, D must get on stand/enter proof of invalidity (only then does the burden shift to P to establish validity)

(b) Right to enforce:
3-301
(i) Holders:
1-201(b)(21)(A) (VERY easy to enforce:  simply present the NI as bearer or as identified person) (no good faith purchase doctrine if no holder)
(ii) Non-holders with rights:
3-203 cmt. 2 (prove how got NI) (transferee – holder gives rights by transfer)
(a) Prove transfer of the note by a holder (testimony) (transfer:  delivery by person other than issuer for purpose of giving to person receiving delivery the right to enforce the NI) (not enough to prove possession, b/c could have been stolen)
(b) Transferee gets rights of HIDC (shelter doctrine)
(iii) Losers:
3-309(b)
(a) Must prove each element of 3-309(a) (show what happened to the instrument)
i. Person entitled to enforce

ii. Loss of possession not v/c of transfer by the person or lawful seizure

iii. Person can’t reasonably obtain possession of NI

iv. Prove terms of NI (by testimony)

v. Loser’s right to enforce the instrument (testimony)
(b) b/c maker faces potential of double liability, loser must provide “adequate security” against claim by holder (i.e., bond)

2) Maker’s Rights Upon Presentment
3-501(a), (b)(2); syll. App. 2 ¶ 9
(a) Exhibition (establish status as holder or non-holder in possession)

(b) Identification (prove identity of person in possession)

(c) Receipt for amount paid or surrender of note 

(d) Waiver

3) Maker’s Discharge Upon Payment

(a) Discharge if payment to person entitled to enforce:
3-602(a)
(b) Payment when someone else claims ownership:
3-602(c), (e)
(i) Maker still discharged, even though pmt. is made w/ knowledge of claim to the instrument by another person

(ii) As long as maker pays someone entitled to enforce, maker will be discharged (unless maker knows person he’s paying is a thief) (facilitates negotiation)

(c) Payment to person not entitled to enforce:
cf. 3-602(a)
(i) No discharge (Lambert v. Barker)

(ii) New exception for person formerly entitled to enforce
3-602(b) (if you haven’t received notice of the transfer, you may be discharged)
C) EFFECT OF A GOOD FAITH PURCHASE ON CLAIMS AND DEFENSES (see above)
D) FORMAL REQUISITES OF NEGOTIABLE INSTRUMENTS (see above)
E) GOOD FAITH AND NOTICE (see above)
F) OVERDUE OR IRREGULAR INSTRUMENTS

1) overdue instruments:
3-302(a)(2)(iii)
(a) checks overdue:
3-304(a)(1), (2)
(i) day after demand is duly made (including bounced/NSF check)

(ii) 90 days after date on check (bank won’t pay it, but it’s not unenforceable…simply can’t become a HIDC)

(b) demand notes overdue:
3-304(a)(1), (3)
(i) day after demand duly made

(ii) outstanding for period of time unreasonably long under the circumstances

(c) notes payable at a definite time (i.e., student loan, mortgage loan, etc.)

(i) installment notes:
3-304(b)(1)
(ii) overdue on default (remains overdue until default cured; if person purchases while overdue ( no HIDC; if purchases after cure ( HIDC)

(iii) arrears (history of missed payments)

(iv) cure:  make current installment + all arrears + fee

(v) acceleration:  if no cure, must pay full amount of note

(vi) lump sum notes:
3-304(b)(2) (i.e., payroll loans)

(vii) overdue day after due date

(d) period of limitations:
3-118(a), (c) (overdue v. unenforceable)

G) CONSUMER TRANSACTIONS

1) Obstacles to Asserting Defenses

(a) Good faith purchaser/HIDC Rule
[seller financing]

(i) Defense wouldn’t matter – consumer still has to pay finance co. (could still sue the merchant, but merchant usually insolvent…)

(b) Waiver of defense clauses
[seller financing] (courts divided over unconscionability of waiver provisions)
(i) “seller may assign contract to 3d party…if so, 3d party takes free of defenses”

(a) not a NI, but clause specifically strips defenses as against 3d party assignee (only recourse is against seller directly)

(ii) a.k.a. “cutoff” or “hell or high water” clauses

(iii) often contained in commercial leases of goods

(c) non-privity
[non-seller financing – i.e., bank financing]
(i) lender has nothing to do w/ the merchant…no privity…lender agrees to lend money…consumer has claim against merchant, but not against lender

(ii) completely separate transactions

2) Consumer protection (UCC offers little consumer protection)

(a) Unconscionability:
2-302
(b) “Close connectedness” doctrine:
Unico v. Owen
(i) close relationship between finance company and merchant prevents HIDC status

(ii) limited protection – only applies to situations of close connection

(c) federal/state relief:

(i) FTC:
16 CFR 433.2(a), (b); 433.1(d)
(a) Sought to address potential problem of consumers losing their defenses

(b) Limited scope:  FTC only has jurisdiction over sellers (not banks, other lenders)

(c) Federal HIDC regulation (p. 2001) 
i. Two rules (legend applies to all instruments – NI or not)
a. Seller financing:  unfair trade practice for any person (i.e., merchant) to take note unless note contains legend ( says in contract that consumer can assert defenses, regardless of close connectedness (prevents stripping away of defenses)

b. Non-seller financing:  unfair trade practice for seller to take $ if consumer got the money from a loan evidenced by a note that doesn’t contain the legend (only applies where there is connection between merchant and lender)

ii. Remedies if merchant violates HIDC regulations

a. No remedies, b/c no change in state law 

i. Merchant’s unfair trade practice in no way affects HIDC who can recover from consumer

ii. Not remedied until 2002 amendments (only adopted in MN)

iii. Even if merchant takes note w/o the regulation, we’ll treat it as though it is present

iv. Only applies to consumers – businesses/farmers not protected
(ii) UCCC:
(cf. UCC 3-302(g))

(a) 3-307:
flat-out prohibition (seller can’t take note that is negotiable; if they do, it doesn’t matter b/c of 3-404(1)
(b) 3-404:  claims and defenses are per se reserved; can’t limit/waive claims/defenses

(c) 3-405:  non-seller financing
(d) goes beyond “close connectedness”:  if you’re buying consumer goods, defenses CANNOT be stripped away (HIDC still applies to non-consumer related NI)

(iii) policy behind consumer protection provisions

(a) benefits:

i. merchants not likely to negotiate away their rights

ii. protect consumers (preserves normal remedy of withholding payments)

(b) costs:

i. mandatory insurance (additional seller costs passed on to consumers)

H) THE FEDERAL GOVERNMET AS A PROTECTED HOLDER

1) Federal statutes:  very few in this regard
2) Federal common law:

(a) Erie Railroad (1938):  no general federal common law

(b) Clearfield Trust (1943) (3-102 cmt. 4):  where no general federal common law, there is federal common law that govern the rights of federal agencies when they interact w/ individuals
(c) Federal courts essentially say, “we’re not subject to the UCC, but we think that the federal common law is the same as the UCC” (fed courts adopt UCC as fed common law)

3) D’Oench, Duhme Doctrine (1942; p. 79)
[Displaced by § 1823?  DiVall]
(a) Principle of estoppel designed to prevent people from defrauding bank examiners

(b) 1934:  FDIC formed to insure accounts (up to 100K) to create security for depositors

(i) cannot assert a secret agreement not to pay a note (can only assert agreements of record) [protects FDIC when examining the banks’ books]
(ii) not sufficient, b/c other problems could arise (i.e., homeowner pays off note, but bank doesn’t record payments as made; borrower cancels, but bank doesn’t destroy note)

4) Federal HIDC doctrine:
3-302(c) + cmt. 5
[Displaced by § 1823?  DiVall]

(a) Federal government is automatically a HIDC 

(i) FDIC = HIDC any time it takes over a bank (shelter doctrine applies) (allows them to avoid all defenses b/c of HIDC) [sometimes even applies where the instrument is not a NI!]
(b) Protects FDIC at expense of individuals (homeowner must pay home loan twice)
5) 12 USC § 1823(3) (syll. app. 4)

(a) codifies D’Oench, Duhme, but at issue in DiVall
(b) cannot have agreement to diminish value of note (unless conspicuous so FDIC could see it)

(c) argument that § 1823 displaced federal common law of FHIDC:  federal common law only applies in absence of statutory provisions on point (if there’s a statute, we shouldn’t allow federal common law)

(i) not all courts agree

I) VALUE

1) HIDC value requirement:
3-302(a)(2)(i)
2) Ways to transfer for value:
3-303(a)
(a) must be out-of-pocket something (making of a promise does NOT = value)

(a) but “partial” HIDC status:

3-302(d) + cmt. 6 (case #5)
i. value given to extent promise is performed (2/3 performed ( enforce note for up to 2/3 value)

(b) HIDC bought and paid for the NI

(c) HIDC took NI as payment for a debt:

3-303(a)(3) 
(i) Value given = foregone claim (i.e., against student)

(ii) Merger doctrine:  when NI taken in pmt. for debt, debt is merged w/ NI and extinguished as far as the student is concerned

(d) [not for value:  gifts, stolen instruments, unperformed promises]
(e) bank note stemming from merchant is not for value until the bank actually pays the merchant for the note

3) reasons for value requirement:  encourages policies behind negotiability 

(a) one or the other is going to be out – if you haven’t given out-of-pocket, you’re no worse off, so it’s fair to not confer HIDC status

(b) HIDC doctrine won’t discourage people from taking gifts

4) Consideration:
3-303(b) (distinguished from value)

(a) Value required for HIDC status; consideration required for enforcement of promise

(b) Consideration = anything given in exchange for a promise; value requires more than a promise

(i) Can give consideration w/o giving value

(ii) Value is something out of pocket – more than just a promise (but performed promise ok)

5) Depositary bank:
4-105 (bank into which I deposit my checks)

(a) Options for dishonored checks

(i) Revoke credit given to depositor:

4-214(a)
(ii) Enforce the check against the drawer:
3-301, 4-205(1)
(a) Depositary bank is automatically a holder (if I’m a holder and deposit the check to my acct.; merchant doesn’t even have to indorse the check)
(b) Depositary bank is a HIDC if:  (usually qualifies as HIDC)
i. Holder

ii. Good faith, value, lack of notice…

(c) Value for deposited check:
4-211 (Laurel Bank & Trust – majority law)
i. bank gives value to the extent it has a security interest in the item
a. security interest in deposited check

i. for credit given:
4-210(a) + (b)
ii. but no security interest until the credit is actually withdrawn or applied to debt 
iii. counterargument:  if credit applied, only difference is bookkeeping
iv. Art. 4 follows Laurel:  if bank gives credit, it gives value

v. Cf. Marine Midland (not a majority position):  if depositary bank is in no worse a position if the check bounces b/c it can simply reverse the credit, it is a windfall to the depositary bank to allow it to be a HIDC
vi. withdrawals:  FIFO (4-210(b))
b. banker’s lien (common law)

i. if you owe the bank money and it’s overdue, the bank automatically gets a lien on any check you deposit 

ii. the bank automatically gives value by accepting the check by the banker’s lien

c. by agreement (art. 9) (i.e., company gives bank security interest in all A/R) (Bowling Green)
i. essentially, the loan itself is the value given (would only make loan if it gets the security interest)

II. LIABILITY OF PARTIES ON CHECKS AND NOTES
A) LIABILITY OF DRAWERS, DRAWEES, INDORSERS, TRANSFERORS

1) Drawee (drawer’s bank)

(a) Ordinary checks:
3-408; cf. 4-402(b)
(i) Drawee NOT liable

(a) If my check bounces, holder can enforce against me, but not against my bank

(b) But if bank bounces check where I have sufficient funds, I have a claim against the bank for wrongful dishonor (4-402(b)) even though payee has no claim against bank

(b) Accepted/certified checks:
3-413; 3-409(a), (d)
(i) Acceptance/certification:  check that bank has agreed that it will pay (bank promises to pay the check)

(ii) General rule:  acceptor is obliged to pay the check

(iii) Effect of certification:  drawer’s liability is excused

2) Drawer

(a) Ordinary checks:
3-414(b)
(i) Yes – once the check has been dishonored, the drawer is liable on the check according to its terms at the time it was issued

(b) Accepted/certified checks:
3-414(c)
(i) No – once the bank certifies, it assumes liability

3) Indorser (promises to pay the check if it is dishonored)

(a) General rule:  you’re liable on your indorsement

(b) Exceptions:

(i) Liability:
3-415(a)
(a) w/o recourse:
3-415(b)
i. limits liability on the indorsement (indorsing for purpose of negotiating, but not promising to pay if the check is dishonored)

(b) 30-day limit:
3-415(e)
i. if the check is not presented w/in 30 days of indorsement, the indorser liability is discharged (presumption – don’t want to guarantee someone’s pmt. indefinitely)

(ii) Right to enforce:
3-414(b) (last sentence)
(a) Drawer is liable to any indorser

4) Transferor [warranty]:
3-416(a), (c) + cmt. 5
(a) Transferor might incur liability – makes set of 6 warranties about the instrument

(b) Warranties only made when check is transferred for consideration
(c) Applies to both transfers and negotiations (i.e., payee and X made transfer warranties)
(d) Warranties extend beyond the immediate transferee to all subsequent transferees
(e) Cannot disclaim warranties on a check (writing “w/o recourse” on a check has no effect)

(i) But can disclaim warranties on a note by writing “w/o warranties”
B) CASHIER’S CHECKS AND TELLER’S CHECKS (“bank” checks)
1) Cashier’s check:
3-104(g) (a.k.a. “official check)
(a) Bank = drawer and drawee (i.e., written by [Citibank] on [Citibank])
(b) Reasons people prefer cashier’s checks

(i) Banks have money – less likely to default

(ii) FDIC insured

(iii) Purchaser of cashier’s check has no right to stop payment

2) Teller’s check:
3-104(h)
(a) Check in which one bank is drawing on an account it has at another bank (like personal check, in that drawer/drawee are different)

(b) Reasons for banks to have accounts in other banks:  used for international exchanges

3) Money order:
3-104 cmt. 4
(a) Can buy MOs at Western Union, post office, banks

(b) No clear definition; basically, like opening up a checking account that just has one check

(c) Treated like personal check (permitted to stop payment; customer (not bank) is liable)

4) Payee v. remitter:
3-103(a)(15), 3-201 cmt. 2
(a) How to make the check (cashier’s or teller’s) payable (i.e., to you or to [the dealer]?)

(b) Remitter:  purchaser of bank check when the check is payable to a different person (i.e., buyer = remitter when check is PTO seller)

(i) Remitter more common, b/c seller doesn’t want to have to rely on buyer’s indorsement

(ii) Remitter has rights to enforce the check:
3-416 (rights of a non-holder in possession)

5) Merger doctrine

(a) “bank” checks:
3-310(a) 

(i) just like cash payment – you’re completely discharged when you pay w/ bank check

(b) personal checks:
3-310(b)(3)
(i) you suspend the underlying obligation, but if the check bounces, the obligation revives (seller can sue to enforce check, or for breach of contract on the goods)
6) Stop payment orders (phone stop order lasts 14 days; written lasts longer)
(a) Drawer’s right to stop payment:
4-403(a) + cmt. 1
(i) Describe item w/ reasonable certainty (acct. number, check number, precise amount)

(ii) Give bank enough time to act on the stop payment order

(iii) Method:  pay fee ($25), fill out forms

(b) Drawer’s continuing liability:

cf. 3-414(b)
(i) Liability not excused if stop payment and check bounces back to payee

(a) You’re drawer – as drawer, if check is dishonored, you’re still liable on it
(c) Bank’s failure to stop

(i) Cannot charge account:
cf. 4-401(a)
(a) Theory:  if bank pays against your order, bank can’t charge your acct. (you’ve got claim against the bank)

(ii) Liability for damages:
4-403(c)
(a) Bank is liable to you for any damages that might be caused (including dishonor of subsequent checks)

(iii) Waiver clauses:
cf. 4-403 cmt. 7
(a) In reality, banks don’t pay damages (although UCC comment says otherwise)

i. As long as acted in good faith

ii. Not liable even if intentionally don’t stop payment

iii. ***don’t sign the waiver – just stop payment over the phone…then send a letter

7) bank’s decision whether to pay bank checks

(a) no duty to stop:
4-403 cmt. 4
(i) it’s not your order, so you have no right to stop (you’re not the drawer, so you haven’t issued any order that can be stopped)

(b) defenses assertable:
3-305(c)
(i) limitation to what defenses a bank may assert (can only assert its own defenses)
(ii) bank cannot assert the buyer’s defenses 
(c) liability for failure to pay:
3-411(b), 3-602(a), (c)
(i) if bank refuses to pay, it is liable for damages (unless has valid defenses) (damages include atty. fees, consequential damages, etc.)
(ii) if bank pays the seller, it’ll be discharged

(iii) policy:  want to encourage people to take cashier’s checks (essentially like cash)

(d) rescission:
3-202(b), 3-306
(i) negotiation may be rescinded, but defense not assertable against subsequent HIDC

8) Lost instruments, in general

(a) Loser’s right to enforce:
3-309(a)
(i) Yes – loser has right to enforce

(b) Adequate protection:
3-309(b) (“lost instrument bond”)
(i) Protects against the possibility of double liability

(ii) Cost:  generally 2-5% of face value of the lost instrument

(iii) Bondsman will indemnify bank if someone comes to enforce the note (and then come to bond purchaser for its own indemnification)
(iv) Typically can’t get a bond if the check was indorsed (bearer instrument – risk too great), or if you have bad credit
(c) Homeowner’s insurance:  most cover you for losses sustained by lost instruments

(d) Period of limitations:
3-118(d) + cmt. 3
(i) No period of limitations for bank checks (Diaz v. MHT – MHT can hold onto Diaz’s 37K indefinitely)

(ii) No requirement that a demand ever be made

(e) Lost bank checks (after 1990 amendments – in response to Diaz)
(i) Declaration of loss:
3-312(a)(3), (b)
(a) File declaration of loss at bank

(b) Has no effect until the check (not the declaration) is 90 days old (if already 90 days old, it takes effect immediately)

(c) If person entitled to enforce shows up before 90 days, the bank must pay, and you’re out of luck 

i. No risk of such person if the check is PTO me and I didn’t indorse it, b/c nobody but me will be entitled to indorse (so don’t pay bond…just wait 90 days)
(ii) 90-day period:

3-312(b)(1)-(4) 
(a) if nobody shows up to enforce w/in 90 days, the bank can pay you and the bank will be relieved of liability
(iii) claimant liability:

3-312(c)
(a) bank pays you and is excused after 90 days; if person entitled to enforce shows up, they are allowed to recover from you

C) ACCOMMODATION PARTIES

1) Anomalous indorsers:
3-205(d) (“fool w/ the fountain pen” – opposite of indorsement w/o recourse)

(a) Liability to holder:
3-415(a) (only after instrument has been dishonored)

(b) Rights against maker:
3-412
(i) Not an indorsement for purposes of negotiation…does not change identity of payee…simply an indorsement for purpose of incurring liability

(ii) Indorser can enforce instrument against maker

2) Ordinary co-makers:


(a) Liability to holder:
3-116(a), 3-412
(i) Co-makers are jointly/severally liable to holder (both liable as makers to seller)

(b) Right to contribution from other co-makers:
3-116(b), syll. app. 6
(i) Can recover all above your proportionate share from other co-makers

3) Accommodation co-makers:
3-419(a) + cmt. 1
(a) Liability to holder:
3-419(b)
(i) Person who signed as surety, and did not receive a direct benefit from the loan
(ii) Liable as principal

(b) Reimbursement from accommodated co-maker:
3-419(f)
(i) Surety entitled not just to contribution, but to reimbursement from accommodated party (can enforce instrument against accommodated party)

(c) Notice of accommodation:
3-419(c)
(i) You can indicate you’re being an accommodation party (i.e., “/s parent, surety/guarantor/for accommodation”)

4) Fithian v. Jamar
(a) F and J signed as co-makers in personal capacity

(b) Others signed as accommodation co-makers (so all completely liable to the bank)

(c) J v. C:  both accommodation parties, so entitled to contribution from each other (same class of co-makers treated as ordinary co-makers w/r/t each other) of amt. above proportionate share
(d) R v. W:  both co-makers, so entitled to contribution from each other (but agreement to indemnify bars R’s right to contribution from W)

(e) J v. W:  J has reimbursement rights as accommodation party for W, the accommodated party

(f) Nothing happens until someone pays the note

D) REPRESENTATIVES

1) Liability for signature

(a) Represented person (i.e., corporation):
3-402(a)
(i) Corp. bound if agent has authority to enter into contracts for the corp.
(b) Representative (i.e., officer) (Wang v. Wang)
(i) Agency shown:
3-402(b)(1)
(a) If you indicate unambiguously that you’re representative capacity, then you’re not liable

(ii) Agency not shown (intention to bind corp., but don’t indicate w/ signature):  3-402(b)(2)
(a) HIDC

1st sentence
i. Agent bound to HIDC who had no notice that agent was signing in a representative capacity

(b) Other

2nd sentence
i. Liable unless agent proves that original parties didn’t intend the agent to be liable on the instrument (proof available only through parole evidence)

(iii) Checks:
3-402(c) + cmt. 3
(a) Pre-revision UCC:  personal liability if didn’t indicate representative capacity

(b) New version:  if you sign check which clearly states that the money is to be taken out of the represented party’s account, you’re not personally liable

(c) Serna v. Milanese:  substantive changes in law may only be applied prospectively; procedural changes may be applied retrospectively [consider this rule esp. in context of home mortgage notes – majority 30 years – made pre-revision]
E) ACCORD AND SATISFACTION (contract to settle a disputed claim – not unique to NI)

1) Can be formed by the giving and taking of a “payment in full” check

2) Requirements (4):

(a) Check must be tendered in good faith

(b) Must be part of bona fide dispute (amt. must really be in doubt – always disputed in tort; may not be disputed in contract)

(c) Person taking the check must take payment (check can’t bounce)

(d) Document must conspicuously state that it is to satisfy all claims (“payment in full”, or “payee agrees that this satisfies claims”, etc.)

3) Created when person cashes the check…the obligation is thereby discharged

4) “Payment in full” checks (written on memo line)

(a) when effective to discharge:
3-111(a), (b)
(b) dispute offices:
3-111(c)(1), (d)
(i) exceptions:  utilities, etc. which regularly process large numbers of checks

(a) company can specify that all pmt. in full checks be directed to particular office, etc…no accord/satisfaction if check not received by that place

(b) but if you send it to the wrong place, but it gets directed to the right place, A/S applies

(c) alteration:
3-407(b) (alterations have no effect on an instrument – can’t cross out “pmt. in full”)
(d) reservation of rights:
1-308(b)
(i) does not apply to accord and satisfaction

(ii) advise person not to cash the check (if check cashed, you agree to accord/satisfaction)

5) McMahon Food v. Burger Dairy
(a) Must include conspicuous statement (authors disagree over what = conspicuous)

(b) 3-111(d):  can’t impute knowledge of full pmt. check to responsible person (authors disagree)

(c) must be good faith dispute (mere refusal to make the claim doesn’t make it good faith)

III. CHECK COLLECTION SYSTEM
Check
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A) PAYOR BANK’S MIDNIGHT DEADLINE

1) Intermediary bank:  bank in which both depositary bank and payor bank have accounts (private or fed. reserve (fed = regular bank for other banks; charges 3/10 of a cent per check sorted)
2) System, generally:  pay first, revoke later…but sometimes checks bounce…

3) Settlement:
4-104(a)(11) (To pay for an item (a check))

(a) Settlements are provisional b/c payor bank may decide not to settle b/c drawer has no money (may be revoked by midnight deadline)
(b) Typically occurs at intermediary bank (fed credits depositary bank’s acct. and debits payor bank’s acct.)

4) Midnight deadline:
4-104(a)(10), 4-108(a), (b)
(a) Midnight on the next banking day on which it receives the check/notice
(b) Banking day ends at 2 p.m….if bank received check after 2 p.m., it would be deemed received the next day, so then until midnight of the next day to meet its deadline

5) Excused lateness:
4-109(b)
(a) Limited ability to be excused for late revocation (computer failure, war, emergency, etc….bank must exercise such diligence as the circumstances require)

(b) Blake v. Woodford Bank & Trust
(i) Delays inexcusable if foreseeable

6) Settlement revocation
(a) Payor bank:
4-301(a)(1), 4-302(a)(1) (strict – b/c whole system relies on its decision)
(i) May revoke if it does so prior to its midnight deadline (4-104(a)(10)) (must return item)

(ii) If not by midnight, settlement is final (bank can only proceed against its customer)

B) DEPOSITARY BANK’S MIDNIGHT DEADLINE

1) Depositary bank:
4-214(a) (not so strict – just between depositary bank and payee)
(i) Must revoke settlement (provisional credit to my account) by midnight deadline after it learns the check bounced, or w/in “a longer reasonable time”

(ii) If misses deadline, only liable for losses resulting from the delay (not for full amt. of check)
2) Essex
(a) Mailed notice is sufficient

(b) Notice must be sent (not received) by midnight deadline

3) Negligence in collection:
4-202(a)(1), (b)
(a) Collecting bank must exercise ordinary care

(b) Payee can sue depositary bank for negligence (i.e., where holds check for 45 days)

C) CHECK ENCODING AND ELECTRONIC PRESENTMENT

1) Contradictory terms:
3-114 (handwritten words control (over numerals))

2) Encoding warranties:
4-209(a), (c)
(a) First National Bank v. Fidelity
(i) Amt. of the check is officially the face amount (not the encoded amount)

(ii) But estoppel:  if you’ve under-encoded the check, the value of the check is either the face or the encoded amount, whichever is lower (depositary bank estopped from asserting a higher face value if the depositary bank under-encoded the check)

(b) if you (can be depositary bank, utility, insurance co., etc.) encode the check, you warrant that the encoding is correct (if anyone suffers damages due to improper encoding, you’re liable to them by virtue of your warranties)
(i) damages for breach of warranty = amt. equal to loss + expenses + loss of interest incurred as a result

3) MICR Codes

(a) Pre-printed

(i) Payor bank number

(ii) Drawer’s account number

(iii) Check number

(b) Usually added by depositary bank:  amount

4) Check truncation:
4-406(b)
(a) Final step in check collection process = payor bank returns cancelled check to drawer

(b) Truncation:  practice of NOT returning cancelled checks (just indication on statement)

(c) Banks must maintain copy of check in case of dispute

5) Electronic presentment:
3-501(b)(1), (2)
(a) Cuts out much of check collection process (transmission of MICR codes)
(b) Permissible, but payor bank must agree to accept electronic presentment

(i) But 3-501(2) gives payor bank right to exhibition of actual instrument

(a) Signature verification

(b) Customers (40%) don’t want truncation (payor bank can’t agree to electronic presentment unless customers agree to check truncation)

(c) Act 21 (to be signed by Congress):  “no agreement required”

(i) Check truncation likely imposed

(ii) Wouldn’t go into effect for another 18 months

6) Substitute electronic fund transfer orders:
non-UCC law
(a) Immediate debit of account by running check through scanner (merchant takes MICR info off check and sends electronic funds transfer order to the bank)

(i) Statement shows electronic funds transfer order instead of cancelled check

(ii) Not writing a check…instead authorizing merchant to make E.F.T. order (like debit card)

(b) Consumer objection:  deprives consumer of the float (but no bounced check fees)

D) FUNDS AVAILABILITY AND EXPEDITIOUS RETURN REQUIREMENTS

1) 4-215(e)(1):  bank must give you credit w/in a reasonable time

2) consumer complaint:  depositary bank would immediately receive pmt. on the check from intermediary bank, but wouldn’t pass it on to the payee, even though money is already out of payor’s account

(a) fed response:  Reg. CC (12 CFR 229) (specific time limits for checks w/ certain criteria)
3) Reg. CC
(a) 229.10(c):
Low risk + 1st $100 = next day (M(Tues.)
(i) if you deposit check on Monday, $ must be in your account start of business Tuesday (but remember banking hours…Mon. after 2 pm = Tues, so $ must be in acct. Wed. a.m.)
(ii) low risk:  govt. checks, cashier’s checks, checks drawn on and deposited in same bank (“on us” checks – drawer=drawee)

(iii) must give $100 next day on any check
(b) 229.12(b):
Local = 2d day (M ( Wed.) (local = served by same branch of fed. resv.)
(c) 229.12(c):
Non-local = 5th day (M ( M)
(i) $100 credit by next day, full credit by 5th banking day
(ii) but banking competition:  many give 2-day credit on non-local checks

(d) Exceptions:
229.13(b)-(f), (h)(1) ( reasonable time


4) Return of dishonored checks

(a) Expeditious return requirement:
229.30(a)
(i) 2 day/4 day test (M(W/F):  payor bank can return the check any way it wants to, as long as it’s back at the depositary bank w/in 2 days (local) or 4 days (non-local)

(ii) forward collection test:  add tape skirt, substitute depositary bank MICR where payor bank appears, put “2” in space 44 to indicate returned check, send back through system
(iii) either system doesn’t guarantee the checks will come back in time (before credit must be given)

(b) notice (check > $2500):
229.33(a)
(i) partially alleviates problem that return requirements don’t get check back to depositary bank before credit had to be posted (not perfect, b/c only for checks > $2500)

(ii) bank must call other bank to tell them they’re bouncing the check

(c) cf:  Reg. CC’s expeditious return requirement and UCC’s midnight deadline

(i) general rule:  payor bank must satisfy both (must return check prior to midnight deadline, and must use an expeditious manner of return 
(a) if you miss midnight deadline, you’re accountable (even if subsequently expedite…Reg. CC not designed to abrogate midnight deadline)
(ii) limited exception (extension of midnight deadline):
229.30(c) (First Nat’l Bank v. Standard Bank – check kiting scheme)
(a) midnight deadline can be extended if that will enable you to get the check back in a faster way (focuses on spirit rather than letter of the law)
IV. FRAUD AND FORGERY IN CONNECTION WITH CHECKS
A) PAYOR BANK’S RIGHT TO CHARGE CUSTOMER’S ACCOUNT

1) Forged check/indorsement

(a) Effectiveness of forged signatures:
3-401(a), 3-403(a)
(i) Person whose signature is forged:  not effective at all (check cannot be enforced against the person whose signature is forged)

(ii) Forger:  forgery is effective as the forger’s personal signature (enforceable against forger)

(b) Effectiveness on holder status:
3-201(b), 1-201(21)
(i) Despite forgery, check remains payable to payee (payee only one who can be holder)

(ii) Forged drawer signature (forged check):  can have a holder
(a) X = holder, but can only enforce check against forger (not against purported drawer)

(b) Can have a holder as long as none of the indorsements are forged (but cannot be enforced against drawer)

(iii) Forged indorsement:  can never have a holder

2) Bank’s right to charge customer’s account (first and most important question in this analysis)
(a) General rule:  bank cannot charge your account

(b) Properly payable rule:
4-401(a) (bank can’t charge cust. acct. for check not properly payable)
(i) Check not “properly payable” if not authorized (contains forged drawer’s signature or forged indorsement) (incentive for bank to be careful)
(ii) If check is lost or stolen:  write letter to bank informing that any indorsement is forged and check isn’t properly payable…not stop-pmt…just letting you know

(c) Exceptions to properly payable rule:

(i) Customer negligence:
3-406(a), cmt. 3 (Thompson Maple Products)
(a) If your negligence substantially contributes to making of forgery, you can be estopped from stating that signature is forged, although actually forged (i.e., forged drawer – rubber stamp; forged indorsement – send to wrong address)

(ii) Customer reporting delay:
  4-406(c) (only applies to forged checks…not indorsements)

(a) Duty to look for forged drawer signatures and report to bank; liable if (d)(1)/(2) apply:

i. Provable loss:
4-406(d)(1)
a. Bank can prove it suffered loss b/c you didn’t report the forgery promptly

b. Not often applicable (bank not likely to be able to find the forger)

ii. Same wrongdoer:
4-406(d)(2) (Story Road Flea Mkt. v. Wells Fargo)
a. You’re precluded from asserting forgery against bank if you had reasonable period of time to examine statement and notify bank of forgery (to stop repeat offenders)

i. Can’t assert forgeries from before bank receives notice and after a reasonable period of time that the forgeries should have been reported (may be a long period in which bank can charge customer’s account)

ii. Rationale:  if bank had had notice, they could have done something to mitigate losses from future forgeries

(d) Exception to exceptions:
3-406(b), 3-103(a)(9), 4-406(3)
(i) Bank negligence

(a) If bank also negligent in paying check, loss will be split between customer and bank according to proportionate negligence

i. Bank’s negligence only relevant if customer was also negligent…otherwise check simply was not properly payable, so bank bears entire loss

ii. Will rarely be able to prove bank negligence (standard:  3-103(a)(9):  bank fails to exercise ordinary care only if fails to follow its procedures and its procedures unreasonably deviate from standards in general banking industry…banking procedure is secret and proprietary, so can’t prove deviation)

(b) Failure to examine signature before paying check not necessarily negligent… reasonable commercial standards don’t require examination of all signatures (sometimes bank worse off looking at signatures)
B) PAYOR BANK’S RIGHT TO RECOVER MISTAKEN PAYMENT
1) Other basis of liability arising from forged signatures (bank pd. instrument, but has no right to charge customer’s account…does the bank have other sources of recourse?)

(a) Restitution (bank can generally recover in restitution, unless defendant took check in good faith and for value)

(i) Recovery for mistaken payment:
3-418(a)
(a) General rule:  payments of money made by mistake (even negligent mistakes) can be recovered

(b) Exception:  Price v. Neal:
3-418(c)
i. Can’t recover in restitution from person who took the check in good faith for value, and relied

ii. Rationale:  of the two “innocent” parties, the bank should bear the loss b/c it was in a better position than the individual to detect the forgery

(b) Transfer warranty:
3-416(a)(2) [4-207(a)(2)]
(i) Anyone who transfers an instrument for consideration gives 6 warrantees to transferees

(a) Warrantor = person entitled to enforce

(b) All signatures are authentic and authorized

(c) Instrument has not been altered

(d) No claims or defenses

(e) No knowledge of insolvency of maker/drawer

(f) Consumer item:  drawer authorized amount (telemarketing)

(ii) Make transfer warranties to immediate and subsequent transferees…but NOT to drawee on presentment (b/c presentment ≠ transfer) (see presentment warranties)

(c) Presentment warranty:
3-417(a), [4-208(a)]
(i) Made by all previous transferors and the party presenting

(a) Warrantor = person entitled to enforce

(b) Draft has not been altered

(c) Warrantor has no knowledge that drawer’s signature is unauthorized

(d) Consumer items:  drawer authorized issuance

(ii) Forged check (payor bank (drawee) can’t usually pass liability back, b/c no breach of transfer or presentment warranties – finality policy, payor bank insurance, etc.)
(a) Result:  same as in Price v. Neal (no transfer warranty, no breach of presentment warranty)

(b) Neal = person entitled to enforce instrument (not against Sutton, but against Lee…won’t be breach of first warranty in cases of forged check)

(c) Counterargument to Price v. Neal:  merchant dealt with forger…risky to take 3d party check (Best Foods example)…nevertheless, Price v. Neal stands
(iii) Forged indorsement (can usually pass liability back (clear to forger) b/c of breach of presentment warranties)

(a) Different from Price v. Neal
(b) i.e.:  drawer issues to payee…thief forges payee’s signature and gives to depositary bank, which presents to payor bank…depositary bank not entitled to enforce b/c forged indorsement…payor bank can recover from depositary bank for breach of presentment warranty…depositary bank can recover from thief (liable on indorsement and breach of transfer warranty)

(d) conversion:
3-420(a)
(i) payee could sue thief for conversion

(ii) payee could sue all subsequent parties on conversion

2) Overdraft:
3-418(b) + cmt. 3
(a) Mistake v. credit

(i) Payor bank can charge the customer:  4-401:  check that creates an overdraft is properly payable

(ii) Bank can recover from the mistake to the extent allowed in restitution; but, only entitled to restitution if payment was made by mistake, not credit!

(a) Price v. Neal, 3-418(c):  can’t recover in restitution from someone who took instrument in good faith and for value, or from person who changed position in reliance on the payment or acceptance (same rule as for pmt. of forged check)

(b) Nat’l Savings & Trust Co. v. Park Corp
i. Recover in restitution?  Consider state law
ii. Mistake v. extension of credit?
iii. HIDC:  good faith?  Value?  (not executory promise)
iv. Changed position in reliance?
(b) Overdraft protection

(i) Bank gives cash advance…you must pay interest on the amount

(ii) Voluntary extension of credit, on which bank cannot recover in restitution (b/c not a mistake – bank knew you didn’t have enough money in your account

C) IMPOSTORS, FICTITIOUS PAYEES, AND PADDED PAYROLLS

1) Special cases:
3-110, 3-204(d)
(a) Basic rule:
3-110(a)
(i) Drawer’s subjective intent controls to whom the check is payable (Maggs intends to pay Joshua Schwartz, not Teresa…bank can properly pay Joshua, but if it pays Teresa, it cannot charge Maggs’s account, absent applicable exception)

(b) Misnamed payee:  3-110 (I want someone to have the money, but misname the person on the check)

(i) PTO “Steve Young,” but intended “Michael Young”…check is properly payable to MY

(ii) PTO “county jerk” is properly payable to “county clerk” b/c of drawer’s intent
(iii) If you’re the misnamed payee:

(a) 3-204(d):  indorse check w/ your own name, or the name on the check (bank can require both)

(c) fictitious/nominal payee:
3-404(b) + cmt. 2(d) (properly payable)
(i) fictitious:  you make up the name

(ii) nominal:  really exists, but you never intend that person to get the money

(iii) payee drawer has written on pmt. line, but never intending that person to get the money 

(iv) commonly seen in Treasurer fraud

(a) if T makes check to f/n payee, then indorses as such, check is properly payable

i. T’s forgery of payee’s name ≠ forgery b/c drawer (T) never intended the f/n payee to get the money…drawer’s intent rules

(b) 3-404(b):  if you put f/n payee on check, anybody can indorse the check in name of f/n payee, and the check will be properly payable

(d) impostor:
3-404(a), (d) (properly payable)
(i) intent of drawer rules…check written to Mike Young, but given to Maggs…intent to give it to Maggs (though thinking he was Mike Young)
(ii) check is properly payable when signed by an impostor

(iii) ask for I.D. before you issue a check!  (make sure the person you’re giving the check to is really the person you intend to pay)

(iv) impostor v. misrepresentation of authority

(a) check issued under misrepresentation of authority is NOT properly payable (Maggs’s signature = forged b/c not an impostor)

i. rationale:  intent rule…never intended for Maggs to have the money; easier for drawer to determine who’s an impostor than who has authority

ii. Title Insurance v. Comerica
a. Rudy misrepresented authority from Mom…got accomplice to impersonate mother

b. Impostor rule doesn’t apply…this is misrepresentation of authority (not induced issuance to impostor)

c. FNMC intended Mom to get the check…she didn’t…so bank can’t charge FNMC’s account

(b) 3-404(d):  if payor or depositary bank fails to exercise ordinary care which results in loss, the person bearing the loss (drawer) may recover from the person failing to exercise ordinary care to the extent the failure resulted in a loss

i. Gina Chin
(e) Employee indorsement forgery:
3-405(a), (b) + cmt. 3
(i) Not properly payable under ordinary rule…not authorized (forged indorsement)

(ii) Properly payable where employee entrusted w/ responsibility for checks forges an indorsement…signature is effective and check is properly payable

(a) Rationale for employer to bear burden of loss:

i. Better position to detect the problem/avoid the loss

ii. Only applies where employee is entrusted w/ responsibility (see cmt. 3)

(f) Payroll padding:  Merrill Lynch v. Chemical Bank
(i) Employee submitted bogus invoices (real payees, but bogus bills)

(ii) Analysis:  do any of the exceptions to the properly payable rule apply?

(a) Employee indorsement forgery applies:  entrusted employee – 3-405(a)(3)(iv)
(b) bank negligent?  Not in this case (normal to not look at indorsement signatures)

V. FUNDS TRANSFERS:
4A-104(a) (syll. app. 7)
A) Applies to business (not typically consumer) transactions

B) Better option where seller doesn’t want to take personal check, or doesn’t want to wait for cashier’s check to clear the system

C) Definition:  the total transaction that gets money from the originator to the beneficiary (number of different payment orders in a single funds transfer (typically 4))
D) Method:

1) Bank debits one account and credits another account by amount requested

2) Originator ( originator’s bank ( intermediary bank ( beneficiary bank ( beneficiary

3) Fedwire (Federal Reserve Funds Transfer infrastructure)

4) FedLine (computer program in banks)

E) Payment order:
4A-103(a)(1)
F) Applicable law:
4A-102 + cmt., 4A-108, 4A-107 + Reg. J (p. 1932)

1) 4A-108:
consumer transactions governed by 4A-108, rather than 4A generally

2) 4A really addresses business transactions

G) funds transfers v. check:  push v. pull (opposite transaction)

H) legal rights and duties (don’t specify method; rather, address duties to pay)

1) no general duty to accept (unless by contract)

2) acceptance of payment orders

(a) by originator or intermediary bank:
4A-209(a), 4A-301(a)
(i) accepts when executes; executes when issues subsequent payment order

(ii) right to payment from sender:
4A-402(c)
(a) as soon as you execute payment order for purposes of carrying out funds transfer, you have right to payment from previous bank (to debit their account)
(iii) money-back guarantee to sender:
4A-402(c), (d)
(a) if beneficiary’s bank never receives the payment order, the originator is excused from paying; if the originator has already paid, the originator can get the money back

(b) exception:  if you specify which intermediary bank to use and the money doesn’t go through b/c of that bank, you don’t get the money-back guarantee

(b) by beneficiary’s bank:

4A-209(b)(2)
(i) treated slightly differently…accepts when it receives the money

(ii) right to payment from sender:
4A-402(b)
(iii) duty to pay beneficiary:
4A-404(a)
3) Cancellation of Payment Orders

(a) Before acceptance:
4A-211(b)
(i) Simplest:  before originator’s bank has accepted the payment order, originator can cancel the order)

(b) After acceptance:
4A-211(c)(1), (2)
(i) If originator’s bank has already accepted, no right to cancel, but if originator can persuade the other banks to cancel, then can cancel (unless the money has already gotten to the beneficiary’s bank)

(ii) Cancellation must be effective downstream (requires originator bank’s AND intermediary bank’s permission)…quite rare for banks to agree to cancel
(iii) Once money is at beneficiary’s bank, you can’t cancel (even if other banks agree) (remedy = restitution) unless:
(a) Duplicate

(b) Wrong person

(c) Too much money

(c) Automatic:
4A-211(d)
(i) Any payment order that hasn’t been accepted w/in 5 days after execution date/payment date of the order is automatically cancelled

(d) Grain Traders v. Citibank
(i) 4A-102 cmt., last ¶:  not supposed to supplement funds transfer rules with common law theory (despite 1-103 supplementary general principles)
I) Things that can go wrong with funds transfers:  rights and liabilities of originator’s bank

1) Receiving bank’s errors

(a) Recovery from sender or beneficiary:

4A-303(a), (c)
(i) Originator’s bank executes pmt. order, but mistakenly orders $20 M instead of $10 M

(a) OB entitled to payment of originator’s order ($10 M)

(b) OB entitled to recover from beneficiary excess payment according to restitution

(ii) OB sends to wrong beneficiary

(a) Buyer doesn’t have to pay under money-back guarantee (money didn’t get to proper beneficiary)

(b) Mistaken beneficiary must repay money according to laws of restitution

(b) Liability to sender

(i) Failure to execute:

4A-212, 4A-305(d)
(a) Buyer probably can’t recover from bank for failing to execute pmt. order (unless contract to execute order…damages limited to expenses in the transaction, incidental expenses, interest – NOT consequential damages)

(ii) Improper execution:
4A-302(a)(1), 4A-305(a)-(c) 
(a) Pmt. order carried out, but wrong amt/beneficiary/time/etc.

i. OBank obligated to carry out accepted pmt. order according to order’s instructions

ii. Liabilities:

a. Pay interest if delay in getting money to B (no consequential damages)

b. Refund the cost of transaction, pay for new transaction (no consequential)

(iii) Banque Worms
(a) Exceptions to the law of restitution

i. Mistake of fact doctrine:  if you make a pmt. based on mistake of fact, you can recover payment

a. Exceptions:

i. Discharge for value rule:  if creditor receives pmt. which purports to be due, this rule prevents restitution to the debtor (certainty/finality)

ii. Reliance rule

(iv) Negligence:
4A-102 cmt. 2 ¶ 3; Grain Traders
(a) Evra Corp. v. Swiss Bank Corp.
i. Not current law…current law = banks never liable for consequential damages, except by express agreement

a. No negligence tort claim…4A = exclusive remedy

J) Fraudulent funds transfers:  when payment orders are properly payable
1) Payment orders that a bank executes

(a) Authorized:
4A-202(a) (properly payable if customer actually authorizes payment)

(b) Effective and not unenforceable:
4A-202(b), 4A-203(a)(2)
(i) Unauthorized…someone w/o authority submitted payment order

(ii) Effective but not authorized:  if passes a reasonable security procedure that the parties have agreed upon

(a) Security procedure must be commercially reasonable (passwords)

(b) Simplicity…if it passes security procedures, bank will pay, and it’ll be effective

(iii) Exception:  hacker figures out how to pass security procedure

(a) Customer must prove that sec. proc. Passed, but wasn’t customer’s fault…payment order will be unenforceable (effective, but unenforceable)

(b) Realistically, rarely applies (very hard not to prove it wasn’t someone on the inside) (typically, if it’s effective (passes security), it’s enforceable)
2) Misdescription

(a) Number v. name:
4A-207(b)(1)
(i) Number trumps…bank doesn’t need to check if name matches (so you be careful!)

(b) Recovery for mistake:
4A-207(d)
(i) Can’t get money back from OB – it’s a valid and completed transaction

(ii) Can recover under theory of restitution

VI. CREDIT CARDS AND DEBIT CARDS
A) INTRODUCTION TO CREDIT CARDS

1) Governing law

(a) Form contracts

(b) Common law

(c) CCPA (p. 1732) (consumer credit protection act…Title I = truth in lending act)

2) Types of credit cards

(a) Restricted use/merchant card:  issued by merchant, to be used only at that store

(b) Universal cards:  issued by bank; merchant’s discount fees; interchange fees

(c) VISA/MasterCard:  non-profits; set rules for standard-form contracts; provide advertising
B) LIABILITY FOR UNAUTHORIZED CHARGES

1) Cardholder’s liability for unauthorized use:
§§ 103(o), 133
(a) Unauthorized use:  person other than the cardholder who does not have actual, implied, or apparent authority, and the cardholder receives no benefit

(b) Categories of charges:

(i) By cardholder or for cardholder’s benefit

(a) Clearly authorized; cardholder liable for full charges

(ii) By person w/ actual or implied authority (authority granted by cardholder)

(a) Cardholder liable for charges

(iii) By person w/ apparent authority (i.e., customer entrusts card)

(a) Arises out of principles of estoppel…negligence gave “3d person cause to believe that the principal consents to have act done on his behalf by person purporting to act for him”

(iv) By person w/o authority (thief, finder, etc.)

(a) $0-$50 maximum liability/issuer’s right to charge back to merchant

(b) ( mandatory insurance (merchant incentive to be careful)

(c) Minskoff v. AmEx (apparent v. no authority)

(i) No apparent authority if card is stolen or applied for/used w/o your permission

(ii) Negligence can create apparent authority when cardholder fails to examine any statements
(d) Sears, Roebuck v. Duke (not good law, but fact pattern led to CCPA)

(i) Charges made to stolen card…Duke argued charges were not authorized

(ii) Duke was contractually liable (contract provided Duke’s pmt. of all charges)

(iii) Duke might not be liable where:

(a) Merchant did not use ordinary care (negligent)

i. Duke bears burden of proof (very hard to prove)

ii. Ordinary care doesn’t require Sears to ask for ID or to compare signatures

(iv) Potential problems w/ this decision:

(a) Unfair to Duke

(b) Detrimental to credit card industry (disincentive to carry around credit card)

(e) CCPA 
(i) § 133 applies to all issued credit cards (business and consumer)

(a) card must be accepted (call, take off sticker to activate)

(b) limits liability to maximum of $50

(c) issuer gives notice to holder of potential liability

(d) description of means to notify of card loss

(e) unauthorized use occurs before issuer has been notified that unauthorized use has or may occur

i. if you call and notify before unauthorized charges, you won’t even face the $50 liab.

(f) Issuer has provided an ID method (signature line)

(ii) Difficulties:  determining authorized v. unauthorized charges
C) ASSERTION OF CLAIMS AND DEFENSES (against credit card issuers)
1) Asserting claims/defenses against issuing banks [be sure to check state laws on credit card disputes…they can make a difference]
(a) Statutory requirements:
§ 170
(i) Can assert merchant defenses against issuer if § 170 satisfied (applies to universal – not merchant cards; determines whether I must go against Amazon, or just not pay Citibank)

(a) Good faith attempt to resolve w/ merchant

(b) Amount of transaction exceeds $50 

(c) Transaction occurred in same state as billing address, or w/in 100 miles (of billing address) (otherwise, too heavy burden on merchant ( wouldn’t accept out-of-state cc) [contract occurs where acceptance is uttered…orders presumed to be offers…weakness of statute, but little litigation – in close cases, issuers side w/ customer]
i. Exceptions:

a. Contractual augmentation – allow assertion of claims/defenses regardless of transaction location (good customer relations – i.e., internet purchases, extended warranties) (look beyond the statute to the particular agreement!)
b. If credit card issuer is participating as merchant

(ii) “charge back” to merchants

(iii) Great consumer protection measure – shifts burden to have merchant sue you instead of you suing the merchant 

(a) Card issuer much more likely to agree with you

i. Merchants are bound – have to accept the cards

ii. Customers can switch issuers

(b) State law issues

(i) Location of charges (including internet)

(ii) Existence if claims/defenses

2) Izraelewitz v. Manufacturers Hanover
(a) Although you have a right to assert claims/defenses, if you have no claim or defense (according to state law), you have nothing to assert (i.e., nothing wrong w/ no-refund policy)

D) DEBIT CARDS (not on exam)

1) Electronic fund transfers (Reg. E (p. 1918))

(a) Coverage:
§ 205.3(a)-(c)
(i) Whenever transfers made into or out of consumer’s account, i.e.:

(a) Point of sale transfers (debit card)

(b) ATMs

(c) Direct deposits or withdrawals of funds

(d) Transfers initiated by telephone

(e) Transfers resulting from debit card transactions, whether or not initiated through electronic terminal

(b) Liability for unauthorized transfers:
205.6(b)-(c)
(i) If you act promptly (w/in business days after you learn of loss), max. liability = $50 (can go as high as $500 if you delay in reporting)
(ii) Duty to examine statement (cf. 4-406)

VII. LETTERS OF CREDIT
A) INTRODUCTION

1) Governed by Art. 5, unless waiver of individual provisions

2) Definition:

5-102(a)(10) + cmt. 6
(a) Undertaking by issuer to pay the beneficiary upon a documentary presentation (regardless of status of underlying contract – Wichita)
(i) If based on contract conditions, may be a guarantee, but not a letter of credit

(b) Parties:

(i) Applicant

(ii) Issuer

(iii) Beneficiary (likes letters of credit, b/c promotes certainty)

(c) Contexts:

(i) Commercial (very common; syll. app. 8)

(ii) Standby (syll. app. 9)

(a) Never supposed to be used…simply serves (ideally) as back-up guarantee (more favorable than “guarantee” b/c in guarantee, guarantor’s liability is secondary, guarantor able to use applicants defenses)
(d) Issuer:
5-102(a)(9)
(i) In practice, only banks issue letters of credit (others may, but banks have money)

(ii) Duty to honor:
5-108(a), (e)
(a) Honor presentations that strictly comply; dishonor presentations that don’t comply

(b) (e):  standard practice – strict compliance (American Coleman)
(iii) reimbursement:
5-108(i)
(a) right to immediate reimbursement once in honors the letter of credit

(e) independence:
5-103(d)
(i) issuer’s obligation is independent of any underlying contracts

(ii) obligation not contingent on other agreements

B) DOCUMENTARY PRESENTATION REQUIREMENT

(a) Wichita Eagle v. Pacific Nat’l Bank 

(b) Conditions on letter of credit ≠ letter of credit (went too deep into underlying contract)

(i) ( ordinary guarantee, so only have to pay amt. due and owing (not full amt. of debt)

(c) 5-102(a)(10) + cmt. 6:  must be payment based on documentary presentation…cannot be based on extrinsic facts

2) American Coleman
(a) 5-108(a):  bank must honor the letter of credit if the presentation strictly complies with the requirements

(b) 5-108(b)(2):  bank has 7 days to examine documents and decide whether to honor (make sure you present with enough time to cure!)

(c) 5-108(c):  estoppel (if bank raises one reason for dishonor, waives all others)

C) CLAIMS AND REMEDIES IN LETTER OF CREDIT CASES

1) B v. I:  wrongful dishonor (5-111(a), (e) + cmt. 4)

(a) B presents proper documents, I doesn’t pay, B has wrongful dishonor claim

(b) Remedy:

(i) General rule:  entitled to get whatever the issuer was supposed to pay you (no obligation to mitigate…otherwise, would undermine certainty aspect of letters of credit)

(ii) Two adjustments:

(a) One up:  plus incidental (transaction costs, interest, etc.) (NO consequential)

(b) One down:  no duty to avoid damages, but if damages are avoided, they must be subtracted from the amount due under the letter

2) B v. A:  Breach of contract (5-103(d), cf. 2-325(2), 2-703)

(a) If B shipped goods and A hasn’t paid (through issuer)

(b) Doctrine of merger does NOT apply to letters of credit

(i) Independence doctrine – if issuer doesn’t pay, B still has claim that he hasn’t received any money under the contract

(c) Remedies:  all available under UCC and contract law

3) A v. I:  wrongful dishonor (5-111(b), (e))

(a) Remedies:  incidental, less amt. saved by the breach

(b) Issuer must pay amt. owed to beneficiary…incentive for issuer to honor letters of credit (business practice, prevailing party can recover attorney’s fees)

4) A v. B:  breach of contract (5-103(d), cf. 2-711)

(a) Issuer pays beneficiary, but turns out the goods shipped by the beneficiary are ineffective

(i) Letter of credit independent of contractual rights

(ii) Remedies:  UCC, contractual remedies

5) I v. A:  reimbursement (5-108(i)(1))

(a) If issuer pays letter of credit, issuer can recover from A 

(b) [typically, issuer won’t agree to issue letter of credit unless knows that A has enough money (probably in account in I’s bank)]

6) I v. B:  subrogation to A’s contract claim against B (5-117(a))

(a) If issuer can’t get money from A, I can go for B; but issuer doesn’t have right to get money back from B (independence principle)

(b) Issuer would be subrogated to any claim of A against B (i.e., issuer could sue B for breach of contract between A and B)

(c) Issuer is subrogated to rights of A or B (depending on the issuer’s needs)
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