I.  PAYMENT SYSTEMS

A. CHECKING ACCTS: PARADIGM PMT SYSTEM

1.   INTRODUCTION

A.  Basic Payment System Paradigm:
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As the above figure suggests, any functioning payment system must address several separate problems:

The system must provide a way for a party obligated to make a payment in an underlying transaction (the purchaser if the transaction involves a sale) to establish a claim of some sort against a 3rd party that ultimately will pay (the ultimate payor).  Essentially, the transaction payor gives some money to the 3rd party based on the expectation (which might or might not be legally enforceable) that the 3rd party will pay the $ out as directed in future transactions;

The transaction payor must be able to transfer the claim to the party entitled to payment (the seller if the transaction involves a sale);

The seller must be able to obtain payment from the 3rd party.  This step requires a separate requires a separate lower-tier payment transaction with all of the steps of the process repeated as between the seller and the 3rd party (See figure below).
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1.  Two Questions an Attorney Must Always Ask:

How does the system work?

How do you resolve disputes when things go wrong? (99/100 times, things go right).





2.  Introductory Remarks:

A check is essentially an instruction which states how, where, and to whom the payment should be made.

The following diagram is a basic framework of the check-writing process.  Note that Article 3 governs the entire process because is a negotiable instrument.  Article 4 governs most of the process because it is a bank collection (4-400):
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3.  Governing Laws of Payment Systems:

UCC Articles 3 & 4 & 5

Regulation CC

Regulation J

Article 4A (Wire Transfers)

Article 7 (Documents of Title)



2. Basic Checking Relationship & Bank’s Right to Pay Checks

A.  THE BASIC RELATIONSHIP

Who Are the Parties?:

Drawee: (§3-103(a)(2) & §4-104(a)(8)) is a person ordered in a draft to make a payment (A.K.A. “Payor Bank”)

Payor Bank: (§4-105(3)) means a bank that is the drawee of a draft.

Drawer / Issuer: (§3-103(a)(3) & §3-105(c)) means a person who signs or is identified in a draft as a person ordering payment.  The drawer “issues” (§3-105(a)) the check when he writes it.

Payee: is the person to whom the check is written.

Depository Bank: (§4-105(2)) means the 1st bank to take an item even though it is also the payor bank, unless the item is presented for immediate payment over the counter.  (This is the bank where the payee will deposit his check).

Intermediary Bank: (§4-105(4)) means a bank to which an item is transferred in course of collection except the depository or payor bank (i.e. Federal Reserve Bank).

Deposit Agreement: For a payment system to come into play, the person that wants to make a payment must establish a claim against the 3rd party that will actually pay the seller.  He does this by opening a checking account whereby the customer deposits money with the bank and the bank agrees to dispose of the money in accordance with the customer’s directions.  The deposit agreement is governed by:

Article 4: §4-401 - 4-407 and some §§ of Article 3 (Basic Obligations)

Basic K Law: because it is essentially a contractual relationship.  Therefore, the doctrines of good faith and unconscionability apply.

State Law: Mostly UCC, but others may apply.

Federal Law: Sometimes apply, but usually defers to a state.  Note that §4-103(b) states that Federal Reserve rules supersede not only the K agreement of the parties, but also any inconsistent provisions of state law.



2.  Basic Framework of Payment by Check:
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B.  THE BANK’S RIGHT TO PAY

1.  WHEN IS IT PROPER FOR A BANK TO PAY?

     NOTE: In general, there are 3 types of bank payments:

Must Pay Items: Any check that is properly payable under §4-401;

Can’t Pay Items: By negative implication, any item that is not properly payable under §4-401:

Forged Checks;

Valid Stop Orders;

Valid Notice of Post-Dating;

Certain Types of Death / Incompetence.

Discretionary Items:

Overdrafts (unless bank has agreed to pay);

Certain types of death checks;

Stale Checks §4-404;

Post-Dated Checks (where no proper notice).



PROPERLY PAYABLE: (§4-401(a)) 

Defined: A bank may charge against the customer’s account an item (check, note, etc.) that is properly payable even though the charge creates an overdraft.  An item is properly payable if:

it is authorized by the customer (i.e. writing a check) and 

is in accordance with any agreement between the customer & the bank.



“Properly Payable” Depends On:

the terms of the deposit K;

who presents the item;

the terms of the item;

usages of trade.



“Properly Payable” therefore excludes items that:

bear forgeries or alterations,  

items that are not yet due for payment, and 

items that do not bear the customer’s signature.



“Person Entitled to Enforce”: (§3-301) When the payee deposits the check into an intermediary bank, that bank becomes a person entitled to enforce the check and has just as much right to payment as the original payee.

Theft: Thus, in general, if the check is stolen through no fault of the payee, and presented by a party that does not have any right to enforce the check, it is not properly payable.



WRONGFUL DISHONOR: (§4-402) If the bank pays a check, which is not properly payable under 4-401, then it is a wrongful dishonor.  

Defined: (§4-402) Except as otherwise provided in this Article, a payor bank wrongfully dishonors that is properly payable, but a bank may dishonor an item that would create an overdraft unless it has agreed to pay the overdraft.

Damages: (§4-402(b)) A payor bank is liable to its customer for damages proximately caused (question of fact) by the wrongful dishonor of the item.  Liability is limited to actual damages for an arrest or prosecution of the customer or other consequential damages.  

Actual Damages: (§4-422(b)) Requires that the injured drawers to prove actual damages.

Some courts have even allowed recovery for mental distress!!!! Twin City Bank v. Isaacs. (Ark) & the American Banking Statute.

Punitive Damages: (cmt. 1) says that punitive damages, if recoverable (through §1-103), must be sought under other theories than mere wrongful dishonor.  Courts are probably especially likely if the dishonor was intentional, willful, reckless, or malicious.

NOTE: Only the drawer may sue!!!  Since the drawer, by contract, is the only one in privity with the payor bank, he is the only one who may sue.  Other parties cannot sue the payor bank unless it has accepted the instrument.

See infra section on Wrongful Dishonor.



Right of Subrogation: (§4-407) If an item is not properly payable, but the bank nevertheless pays the item, the bank is subrogated to (“steps in the shoes of”) any person connected with the instrument (drawer, payee, holder) to the extent necessary to prevent unjust enrichment.



3. VARIATIONS BY AGREEMENT (§4-103(a))

The effect of any provision may be varied by agreement, but parties can’t disclaim:

a bank’s responsibility for its lack of good faith or 

failure to exercise ordinary care or

limit the measure of damages for the lack or failure (i.e. liability for failing to honor a valid stop payment order)..

However, parties may determine by agreement that standards by which the bank’s responsibility is to be measured if not manifestly unreasonable.

An action taken pursuant to Federal Reserve Board regulations are insulated from attack.

Bank Agreements: (§4-103(b)) Action pursuant to agreements between banks (such as bank clearinghouse rules) is at least considered prima facie reasonable, as is compliance with any general banking usage not forbidden by Article 4.

Exam Tip: Whenever parties K, look for a changing of the UCC provisions.  

First, see if the K’d out of good faith, ordinary care, or damages.

Then check to see if it was only the standards that were changed.

Finally, the opposing party can argue basic K terms such as good faith, unconscionability, fair dealing, etc.



CHECKING FEES:

(a) §4-401, cmt. 3: states that the UCC does not regulate checking fees.

(i) However, a party may argue basic common law doctrines:

Good faith (§3-103(a)(4) “good faith” means reasonable commercial standards of fair dealing and honesty in fact”).  NOTE: This definition has both a subjective and objective component. 

Fair dealing

Unconsionability



OVERDRAFT (§§4-401 & 402)

Defined: Overdraft occurs when the customer authorizes payment by writing a check, but the account does not have enough funds to cover the check when it arrives at the payor bank.



Rule: (§4-401(a)) If an item is otherwise properly payable, the bank has the option to pay the check (charge the account) or dishonor it unless it has specifically agreed to pay the overdraft (§4-402(a)).

Rationale: If banks were required to dishonor all overdraft checks, it would be bad for customers because they would face monetary charges, credit problems, and even criminal liability.  If banks were required to honor all overdraft checks, then it would be exposed to huge risks of loss if the customer did not voluntarily reimburse the bank.

Limitation: The only limit on the bank’s authority to honor an overdraft is that it must be “otherwise properly payable.”

Factors in Bank’s Decision: In considering whether or not to pay the overdraft, the bank will consider the size of the overdraft and the individual customer.



Overdraft Protection: For a fee, banks agree in advance that they will honor checks up to a present limit even if the checks are drawn against insufficient funds.

Effect: These agreements overturn the standard Article 4 rule and leaves the bank obligated to pay the checks when they appear. (§4-402(a) stating that a bank may dishonor an item that would create an overdraft unless it has agreed to pay the overdraft). 

§4-103(a): gives force to these agreements by stating that the provisions of this Article may be varied by agreement.

Overdraft Fees: The UCC does not generally regulate the fees that banks can charge their customers in connection with checking accounts (§4-401, cmt 3; §4-406 cmt. 3).

Some courts, however, have held that high charges (especially in substantial excess of cost to bank) could violate good faith or be unconscionable (Oregon).  NY, however, has held that the unconscionability argument can succeed only upon a showing that “because of a lack of competition, P’s were deprived of a meaningful choice of banks with which they could do business.”



Joint Accounts: (§4-401(b)) A customer is not liable for the amount of an overdraft if the customer neither:

signed the item, nor

benefited from the proceeds of the item.







STOPPING PAYMENT (§4-403)

Why Would a Customer Stop Payment?

Dissatisfaction of goods or services;

Financial Distress



Note: In the checking system, a customer’s decision to pay does not become final at the time that the customer issues the check.  Also, given the current structure of the checking system, it is doubtful that any stop payment order that comes after 1 or 2 days after the transaction will be effective.

Properly Payable: An item on which a bank has stopped payment is NOT properly payable.



(c) Customer’s Right to Stop Payment: (§4-403(a))

A customer or any person authorized to draw on the account (if there is more than 1 person) has the right to order the bank to stop payment of any item payable from the account or to close the account by an order to the bank:

describing the item or account with reasonably certainty;

received at a time and in a manner that affords the bank a reasonable opportunity to act on it before any action by the bank with respect to the item described in §4-303.

			Note: 	If more than 1 signature is required to draw on an account, any of these 

persons may stop payment or close the account (§4-403(a)).

§4-403 cmt.1: Customers have a right to stop payment notwithstanding the inconvenience and expense.  The inevitable occasional losses through failure to stop or close should be borne by the banks as a cost of the business of banking.

Joint Accounts: (§4-403(a)) A party entitled to draw on an account has a unilateral right to veto the payments of the other party on the account.

Example: If a husband find out that his wife cut a check to a divorce attorney, he has the right to order a stop payment!

“Reasonable Certainty”: Comment 5 remarks that this requires the customer, in the absence of a contrary agreement, to give sufficient information to allow the bank to identify the item under “current technology.”

Erroneous Information: If a customer gives extra, but erroneous information, it may render an otherwise valid stop payment order invalid (especially since computer checks require precise information).  However, banks may be sympathetic.



Form / Time Requirements: (§4-403(b))

Oral Notice: The customer’s order may be oral or in writing.  However, an oral order is effective for 14 days only (unless it is confirmed in writing within that period).

Written Notice: A stop payment order is effective for 6 months (but may be renewed for additional 6 month periods if given in writing within that time).



(e) When a Stop Payment Order Comes Too Late:

A customer’s stop payment order comes too late if the drawee bank does not have a reasonable time to act on it.  That time expires if, at the time the drawee receives the order, it has taken any one of a series of actions.  These actions essentially indicate that the bank has paid or intends to pay the item or is accountable for it.  Thus, these actions are basically the same as those that allow a determination that the item has finally been paid under §4-213.  They include:

acceptance or certification of an item;

payment of the item in cash;

settlement of the item without having a right to revoke the settlement under statute, clearinghouse rules, or agreement;

making a provisional settlement without revocation within the midnight deadline;

the passage of a cutoff hour, which may be no earlier than 1 hour after the opening of the next banking day after the banking day on which the bank received the check and no later than the close of that next banking day;

where no such cutoff hour has been established, the close of the next banking day after the banking day on which the bank received the check.



(f) Checks NOT Subject to Stop Payment:

Bank Obligations: The following checks, when issued by the bank on which they are drawn, may be considered accepted on issuance and, thus, are not subject to stop payment orders:

Certified Checks (§3-409(d));

Teller’s Checks (drafts drawn by a bank on another bank);

Cashier’s Checks (§3-412) (checks drawn by the bank on itself as drawee);

Personal Money Orders (§4-303(a)(1)).

Rationale: These checks are commonly believed to be “as good as cash,” so the law gives the same legal effect to its transfer.  Also, §3-408 says that a drawee is not liable to the holder of a check unless the check is certified.

Logic: If a customer orders the bank not to pay the certified / cashier’s check, it is asking the bank to break its own §3-314 contract!



(g) Payee’s Rights / Underlying Obligation:

Note: Issuing a stop payment order does not relieve the drawer or maker of liability on the instrument.

The payee has two separate and independent rights when a payment obligation is satisfied by check:

the right o enforce the check (Articles 3 & 4); and

the right to pursue the check writer on the underlying transaction (Article 2).

Double Payment (§3-310):  This section governs the 2 rights of the payee.  It ensures that the payee will not be paid twice:

To prevent the payee from obtaining double payment by collecting both on the check and the underlying obligation, §3-310(b) “suspends” the payee’s right to pursue the customer on the underlying transaction when the payee accepts the customer’s check.

To ensure that the payee is not prejudiced by its willingness to accept the check, the statute provides that the suspension ends if the check is dishonored §3-310(b)(1).









(h) Payor Bank’s Liability for Failure to Stop Payment (§4-403(c))

Typical Example: X buys a painting from Y with a check.  X has second thoughts and properly orders stop payment.  Bank honors the check anyway.  X will argue that the bank is liable under §4-403(c) for failure to stop payment.  Bank will argue that it is subrogated to the rights of either Y or Y’s depository bank under §4-407.

Customer Has Burden of Proving Loss: (§4-403(c), cmt. 7) If the bank pays an item in spite of a stop payment order, the customer has the burden of proving that a loss has occurred and the amount of the loss.

Damages: (§4-402) All damages for dishonor of subsequent items.

Subrogation: (§4-407) The bank that improperly paid over a valid stop payment order is subrogated to the rights of certain named parties to prevent unjust enrichment and only to the extent necessary to prevent loss to the bank by reason of its payment to the item, the bank is subrogated to the rights:

of any holder in due course on the item a/g the drawer or maker;

of the payee or any other holder of the item against the drawer or maker either on the item or under the transaction out of which the item arose; and

of the drawer or maker against the payee or any other holder of the item with respect to the transaction out of which the item arose.

Example: (Same facts as above) X will argue that Payor bank wrongfully paid the item over a valid stop payment order.  The bank can defend by showing either that X was liable on the draft or the underlying transaction to Y.  Payor bank will win unless X can show a valid defense against Y’s claim to payment (such as fraud).

Example: If Y (the seller) deposited the $ & immediately withdrew it, the depository bank qualifies as a holder in due course to the extent that it satisfies §3-302 and allowed Y to draw on the funds represented by X’s check.  B/C the payor bank will be subrogated to the rights of a holder in due course, X’s defenses are limited to those available in §3-305(a)(1).  Therefore, in this case, X’s fraud defenses would be useless against the payor bank.

Example: X may be able to persuade his bank to recredit his account.  Comment 3 to §4-407 explains that if the bank reimburses its customer, §4-407(3) authorizes the bank’s recovery of that $ from the payee or any other holder by asserting the drawer’s rights.  Under §3-418 final payment does not bar the bank’s recovery of payment mistakenly made over a stop payment order.



7. DEATH OR INCOMPETENCE OF DRAWER: (§4-405)

Generally: Even if the account has adequate funds and the drawer does not decide to stop payment, the drawer’s death or incompetence effectively terminates the drawer’s intent to pay the check.  However, it would be extremely impractical to obligate the payor bank to reject any check presented after the death or incapacity of one of its customers (i.e. monitor the life and mental capacity of all its customers (cmt. 1).

Rule: (§4-405(a)) A payor or collecting bank’s authority to accept, pay, or collect an item or to account for proceeds of its collection is not rendered ineffective by its customer’s incompetence (at the time of issuance or collection) unless the bank knows of an adjudication of incompetence.  The death or incompetence of a customer does not automatically revoke the authority to pay, collect, or account for items until:

the bank knows of the fact of death or of an adjudication of incompetence and 

has the reasonable opportunity to act on it.



“Knows”: §1-201(25) states that bank does not “know” of the death or incompetence until it has actual knowledge (see also cmt. 1).  The UCC precludes “constructive” knowledge by virtue of §1-201(25)(c), which defines constructive knowledge as “notice.”

Notice: (§1-201(27) Notice. . . is effective for a particular transaction from the time when it is brought to the attention of the individual conducting that transaction, and in any event from the time when it would have been brought to his attention if the organization had exercised due diligence.

Who Needs to Know?: Generally, the bank is charged with knowledge only when the information reaches (or but for bank negligence would have reached) such persons (head cashier, branch manager, or head of the accounts department) of responsibility to the bank.



Time Constraints: §4-405(b) Even if a bank knows of a customer’s death, it may still pay or certify checks drawn on or before the date of death if it acts within 10 days of that date (unless ordered to stop payment by a person claiming an interest in the account).



Stopping Payment: (§4-405, cmt. 3) Any person who claims an interest in the customer’s account, whether or not the claim is valid, may order the bank not to pay or certify checks during the 10 day period, and such an order terminates the bank’s authority to do so.

Note: Comment 3 notes that the bank is under no duty “to determine the validity of the claim or even whether it is ‘colorable.’”  Therefore, once it learns of the customer’s death, it will obey any stop order without inquiry.



8. STALE CHECKS: (§4-404)

A bank is under no obligation to pay a check that is presented more than 6 months after its date, unless the check has been certified.  Thus, dishonor would not be wrongful, even if there are sufficient funds to cover the check.  However, the bank may (at its discretion) charge the account in good faith.

Bank Liability: The bank is free from liability to its customer if it dishonors a stale check or pays it without consulting the drawer, so long as it acts in good faith.

Customer Action: A customer who wants its bank to dishonor the check can issue a stop payment order.

Certified Checks:  The bank must pay these even after 6 months, b/c a certified check represents the bank’s obligation to pay, and banks typically charge the customer’s account when the check is certified.

Good Faith: Some examples / arguments for and against good faith:

Charles Regusa & Son: The LA Ct App held that a bank has an obligation to use ordinary care and good faith.  Ct held that a bank that honored a check 3 years old lacked due care and therefore, was precluded from asserting good faith.

Bank Knows Staleness & Still Honors It: Probably not good faith.  May also be able to argue (like in NY NY Flameproofing Co. v. Chemical Bank) lack of due care.

Standard: Payments in accordance with the bank’s normal custom and in ignorance of the staleness of the check are in good faith.  Good faith probably does not require eye exemination.

Common Cases: Dividend checks, where the payees commonly hold checks for more than 6 months before cashing them.



9.  POST-DATED CHECKS: (§4-404(c))

Generally OLD RULE: Under §3-113(a), checks may be either postdated or antedated without affecting negotiability.  Furthermore, an item is not properly payable until its stated date (However, see below).  Under §3-113(b), the date of an undated check is the date of its issuer or, in the case of an unissued instrument, the date it first comes into possession of a holder.



Revised Code §4-404(c): A bank may charge against the account of a customer a check that is otherwise properly payable from the account, even though payment was made before the date of the check, unless the customer has given notice to the bank of the postdating (i.e. the burden is on the customer)

“Notice”: The notice will be treated essentially as a stop payment order (§4-403) until the date of the check, and must:

describe the check with reasonable certainty (Note: §4-401 does not require a writing, but §4-403 does if it is given orally.  If not, it lapses after 14 days).

be received at such a time and manner as to afford the bank a reasonable opportunity to act on it before the bank takes any action towards payment of the check.



Bank Liability / Damages: (§4-401(c)) If the bank charges the customer’s account before the date stated in the notice of postdating, it is liable for damages resulting from its act.  The loss may include damages for dishonor of subsequent items under §4-402.

Burden: (§4-403(c)) The burden of establishing the fact and amount of loss resulting from the payment of an item contrary to a stop payment order or order to close an account is on the customer.



Subrogation: (§4-407) A bank that makes an early payment of a postdated item, however, will be subrogated to the rights of the holder who is paid and may be able to recover from the customer on that basis (See infra) The bank will argue payee’s Article 2 rights.

Note: The bank will only do this if the cost of subrogation proceedings is less then the amount of payment.

	









C.  REMEDIES FOR IMPROPER PAYMENT

CASES WHERE THE CHECK IS NOT PROPERLY PAYABLE:

the customer in fact did not write the check;

the payment was not made to the payee or some other person entitled to enforce the check; or

the bank failed to comply with a valid order to stop payment.



GENERALLY:

The bank must reverse the improper action by recrediting the customer’s account.  



Damages: (§4-402(b)) Article 4 provides a form of consequential damages in cases in which the charge to the account leads the bank to dishonor other checks.  In that event, the bank not only must return any fees it charged in connection with those dishonored checks, but also must pay any damages to the customer that are proximately caused by the dishonor.



SUBROGATION (§4-407)

The generous obligation or recrediting is sharply limited by §4-407.



This provision subrogates the bank to the rights of the payee of the check, so that the bank can assert the payee’s rights against the drawer as a defense to the bank’s obligation to recredit the account.

Example: X purchases a stereo from Y, and pays for it with a $500 check from Hibernia National bank.  X then decides that he doesn’t want the stereo.  Y rightly refuses to take t back or return the check.  X properly ordered a stop payment but Hibernia negligently paid the check anyway.  Hibernia need not recredit X’s account since it is subrogated to Y’s right to the $500 payment, and X cannot prove that he suffered any loss as a result of the bank’s payment.



In the alternative, if the bank chooses to recredit the account, it gets the rights of the drawer against the payee.

Overby’s Safest Option: First, recredit the account, then notify the party that you are opposing the claim.



Burden: (§4-403(c)) The burden of establishing the fact and amount of loss resulting from the payment of an item contrary to a stop payment order or order to close an account is on the customer.



3. THE BANK’S OBLIGATION TO PAY CHECKS

A. When Are Funds Available for Payment?

BANK’S OBLIGATION TO THE PAYEE:

The obligation of the bank to pay a “properly payable” item runs only to the bank’s customer (i.e. the drawer).  It does not extend to the payee or any subsequent holder of the check.  Therefore, the payee has no claim against the bank if the customer withdraws the funds or orders a stop payment.



TIME OF EVALUATION: (§4-402(c))

Question: At what point must the account contain enough funds to cover the check?



§4-402(c): A payor bank’s determination of the customer’s account balance on which a decision to dishonor for insufficiency of available funds is based may be made at any time between the time the item is received by the payor bank and the time that the payor bank returns the item or gives notice in lieu of return, and no more than one determination need be made.  (Summary: The account must contain sufficient funds at the moment that the payor bank evaluates the check).

Note: §4-402(c) & cmt 4 both note that only 1 determination need be made.  See example infra.



Example: X writes a check to Y on 9/29, knowing that his salary will be automatically deposited into his account by 9/31.  If Y presents the check on 9/30, the bank may evaluate the account at that time and decide not to pay the check if the account contains insufficient funds.  Then, if the amount in the account increases on 9/31, the bank could dishonor the check later in the day, even though the account at the time of dishonor contained sufficient funds to cover the check.



AVAILABILITY IF FUNDS (Reg. CC)

Question: What balance of funds is in the account at the relevant time?



Generally: The main problem in this area is that different types of payments require different amounts of time to clear.  There would be no problems in this area if all deposits were made in cash (i.e. no verification necessary) or all checks were deposited at the payor bank (i.e. bank could check its own records to verify funds).

Rationale: Depository banks have the incentive to limit their customer’s access to funds deposited by a check from another bank, until they can be certain that the deposited checks will be honored by the bank on which the checks are drawn.  If not, the depository banks expose themselves to great risk of loss and fraud.

Old Method: Under §4-215(e), depository banks had unfettered discretion to protect itself by limiting the customer’s access to funds deposited by check until the depository bank can determine whether the check will be honored. (The Supreme Court in Bank One Chicago noted that these delays are too much of a burden on the general public).



EXPEDITED FUNDS AVAILABILITY ACT (EFAA) & Regulation CC

Regulation CC: is the implementation measure by the Federal Reserve to enact EFAA, thereby requiring banks to speed up the entire check-clearing process.  Reg. CC establishes a framework of deadlines within which a depository bank must release funds that its customers deposit by check.

These deadlines apply, even if the depository bank does not find out by the deadline whether or not the payor bank will honor the check in question.



BASIC FRAMEWORK OF REG. CC/ TERMINOLOGY:

Nonlocal Checks: Reg. CC give banks longer to make funds available from nonlocal checks (3 extra business days) because it takes longer for them to discover whether nonlocal checks will be honored.

Definition: (Reg. CC §229.2(m)) defines “nonlocal check” as “any check drawn on a bank located outside the check processing region [Fed Reserve divides the nation into these regions] of the bank at which the check is deposited.”

Cash Withdrawals: Reg. CC give banks longer before they must make funds available in cash, on the theory that individuals trying to defraud banks are more likely to withdraw funds in cash than by check.

Banking Day: (Reg. CC §229.2(f)) are a subset of business days, specifically those business days on which the bank is open “for carrying on substantially all of its banking functions.”

Business Day: (Reg. CC §229.2(g)) are all calendar days other than Saturdays, Sundays, and federal holidays.  (Therefore, business days when the bank is not open, e.g. the day after Thanksgiving, are not banking days that start the running of the available deadlines.



		(e) REG. CC RULES FOR WITHDRAWAL:

Noncash Withdrawals from Local Checks: This is the quickest way for funds to become available:  

$100 must be available on the first business day after the banking day on which the funds are deposited (Reg. CC §229.10(c)(1)(vii)).

Remainder of the funds must be available for withdrawal no later then the second business day (Reg. CC §229.12(b)).

Example: $400 worth of local checks are deposited on Monday.  $100 of the net aggregate amount must available for withdrawal at the opening of business on Tuesday, the next business day.  By no later than 5:00 p.m. on Wednesday, the remaining $300 of the cash would be available.

Noncash Withdrawals from Nonlocal Checks: Same as above, except that the checks are not local:

$100 must e available on the first business day after the banking day on which the funds are deposited (Rec. CC §229.10(c)(1)(vii)).

Remainder must be available on the 5th business day (Reg. CC §229.12(c)(1)).  

Cash Withdrawals from Local Checks: Reg. CC allows the bank to defer another day for all sums beyond $500 (Reg. CC §229.12(d)):

$100 must still be made available on the first business day after the banking day on which the funds are deposited (Reg. CC §229.10(c)(1)(vii));

An additional $400 must be made available on the second business day (for a total of $500) (Reg. CC §229.12(b)&(d));

Remainder must be made available on the third business day (Reg. CC §229.12 (b)&(d)).

Example: $900 worth of local checks are deposited on Monday.  $100 of the net aggregate amount must available for withdrawal at the opening of business on Tuesday, the next business day.  By no later than 5:00 p.m. on Wednesday, an additional $400 of the cash would be available.  The remaining balance of funds for the purpose of cash withdrawal represented by those local checks ($400) would then be available at the opening of business on Thursday.



Cash Withdrwals from Nonlocal Checks: This is the longest deferral of availability:

$100 available on the first business day;

an additional $400 available on the 5th business day (for a total of $500);

Bank may defer availability of any remaining amount until the 6th business day (Reg. CC §§229.10(c)(1)(vii), 229.12(c)(1), (d).

�

SUMMARY: BASIC FUNDS AVAILABILITY RULES



�

								TYPE OF DEPOSIT

��

						           LOCAL CHECK	       NONLOCAL CHECK

���

							Day 1: $100		Day 1: $100

				           NONCASH

�							Day 2: Remainder	Day 5: Remainder

���	TYPE OF WITHDRAWAL

							Day 1: $100		Day 1: $100

					CASH		Day 2: $400		Day 5: $400

							Day 3: Remainder	Day 6: Remainder





LOW RISK ITEMS: (Reg. CC §229.10(c)(1))

(i) Generally: (7 items) Instead of the $100 next-day availability, these rules 

    generally require the bank to make the entire amount of funds from such items  

   available n the first business day after the banking day on which the funds are  

   deposited. (Reg. CC §229.10(c)(1)). 

(ii) In-Person, Own Account Deposits:

Cash deposits (Reg. CC §229.10(a)(1));

Deposits of checks drawn on a local branch of the bank where they are deposited (Reg. CC §229.10(c)(1)(vi)).

U.S. Treasury Checks (§229.10(c)(1)(i));

U.S. Postal Service money orders (§229.10(c)(ii));

Federal Reserve or Federal Home Loan Bank checks (§229.10(c)(1)(iii));

Local government entity checks (§229.10(c)(1)(iv);

Cashier’s checks (or similar items drawn on banks, i.e. certified & teller’s checks) (§229.10(c)(1)(v));

(A)  Rationale: Because the likelihood of dishonor is so small for those instruments, a bank must make funds available on the next business day to a  customer that is the original payee of one of those items if the customer personally deposits the item (i.e. to a teller, rather than an ATM).

In-Person, 3rd Party Account: The treatment of low-risk items that are not deposited with a teller in the payee’s own account is more complicated because the risk of fraud is greater when somebody other than the original payee claims to own the item:

Cash, On-us items: 1st business day;

Treasury Check or Postal $ Order: that is deposited by somebody other than the original payee is treated as if it were a typical local check (Reg. CC §229.12(b)(2)-(3));

Fed Reserve Checks, Local Gov. Checks, Cashier’s Check: that is deposited by somebody other than the original payee, the check is processed under the standard rules, with the availability of funds depending on whether the check is a local or nonlocal check (§229.12(b)(4), (c)(1)(ii)).

ATM Deposits:  

Treasury Checks & On-Us Items: Same rules as above apply.

Cash & All other Low Risk Items: if deposited at an ATM into an account owned by the payee of the check, the availability is deferred a single day, to the second business day (i.e. entitled to nothing, not even $100, until the 2nd business day) (§229.10(a)(2), (c)(2)).

	(A) Includes: Cash, local checks, government checks. 

��

			      LOW-RISK ITEMS AVAILABILITY RULES

����		TYPE OF DEPOSIT			DATE OF AVAILABILITY

��		IN-PERSON, OWN ACCOUNT			

��			All Low Risk Items				1st Business Day

��		IN-PERSON, 3rd PARTY ACCOUNT	

��			Cash, on-us items				1st Business Day

��			Treas. Checks, Postal $ Orders		Local Check Rules 

			Federal Reserve, Local 			Local or Nonlocal Check

		   Government & Cashier’s Checks			Rules, depending on 

location of Drawee

��		ATM DEPOSITS				

��			On-us items, Treasury Checks		Same as Above

��			Cash, Postal $ Orders, & 			2nd Business Day

		Federal Reserve, Local government, &

		               Cashier’s Checks



EXCEPTIONS FOR PROMPT AVAILABILITY OF FUNDS:

Although there is a huge risk of loss for banks (i.e. ATM collection timing scheme; not verifying in time), there are 3 major justifications for the system:

Reg CC does not unconditionally obligate the bank to release funds immediately.  There are many exceptions to the funds availability requirements where the bank can limit access even beyond the deadlines:

New Accounts???: The bank can severely limit access to funds in a new account (i.e. less than 30 days old) (§229.13(a)(2)).  New accounts are completely immune from the 2 & 5 day rules related to standard checks (§229.13(a)(1)(iii)). 

Checks > $5,000: The 2 & 5 day schedules are N/A to deposits made by checks that exceed $5K (or total deposits that exceed $5K for a day’s deposits) on any single banking day, even if the deposits include government issued checks or other low risk items (§229.13(b)).  The bank may hold the excess for a further reasonable time (presumed to be 5 business days for local checks and 6 business days for nonlocal checks) (§229.13(h)).

Overdrafts: If a customer repeatedly overdraws an account in any given 6 month period, the for the next 6 months thereafter, the bank may hold deposited checks for a further reasonable time (presumed to be 5/6 days under §229.13(h)) over the usual time period.(§229.13(d))  

An account is considered repeatedly overdrawn if the balance in it was negative (or would have been if the bank had paid all items drawn against it) for 6 or more banking days in the 6 month period or if the account was negative on 2 or more banking days in that period in the amount of $5K or more (§229.13(d),(h)).

Reasonable Cause Exception: The bank can defer availability (i.e. ignore the usual rules) if it has “reasonable cause to believe that the check is uncollectible.” (§229.13(e)).   The bank must give notice telling the customer when the funds will be available (§229.13(g)).

Reasonable Cause: exists when “facts which would cause a well-grounded belief in the mind of a reasonable person.”  Such reasons must be included in the notice (e.g. suspicion of check-kiting, receipt of the payor bank’s notice of dishonor, check is over 6 months old, cmt.).

Redeposited Checks: Rules n/a to a check that has been returned unpaid and redeposited by the customer or the depository bank (exception n/a in cases of return for missing indorsement or postdating) (§229.13(c)).  Reasonable time is 5/6 business days under (§229.13(h)).

Emergency Conditions: (§229.13(f)) Interruption of communications (computer failure); war; suspension of payments by another bank; emergency condition beyond the control of the depository bank (if bank exercises due diligence under the circumstances) . . . bank may hold for reasonable time (presumed to be 5/6 days under s229.13(h)).

WRITTEN NOTICE REQUIRED: Except in the “new accounts” situation, under §229.13(g), if the bank uses one of the exceptions, it must provide written notice to the customer (including acct. #, date of deposit, amount, reason, when funds will be available) at the time of the deposit.  If not at the time of deposit (i.e. ATM deposit / bank only realizes later),then notice must be mailed as soon as practical, but no later than the 1st business day following the day the facts become known to the bank, or the deposit is made (whichever is later).  If no written notice, bank must release all funds on day 6 as required by  §4-215(e).

Reasonable Time: (§229.13(h)) Under these exceptions, the bank may hold the excess funds for a further reasonable time which is presumed to be 5 business days for local checks and 6 business days for nonlocal checks.

The second justification is convenience, b/c 99% of checks clear OK.

The system gives banks the incentive to avoid risk of loss by speeding up the system.

Banks have generally gone beyond their Reg. CC duties.  Most banks offer availability that is much faster than the law requires.  (Only 25% of all banks hold funds the max time; Only 40% of banks would use an extra day if it was given to them).

Good customer relations; competitive edge.



CIVIL LIABILITY (§229.21)

A bank that does not follow the statute or the regulations promulgated thereunder by the Federal Reserve Board can be sued by an injured customer for any actual damages, punitive damages (not greater than $1,000 or less than $100, although in a class action the upper figure is the lesser of $500,000 or 1% of the net worth of the bank), plus costs of suit and attorney’s fees.  The suit may be brought in federal or state court within one year after the occurrence of the violation.



(i)  CHECK-KITING

Generally: Scheme whereby a customer can withdraw funds that it has deposited by check, even if the customer knows that the account on which the check was written does not have sufficient funds to cover the deposited check.  The kiter opens accounts at 2 or more banks, writes checks on insufficient funds on one account, then covers the overdraft by depositing a check drawn on insufficient funds from the other account.

Even if a bank suspects a kiter, it may not take any action because:

It may be liable to its customer for wrongful dishonor under §4-402;

If it wrongfully reports a kite, it could be sued for defamation;

If it errs in returning a check or reporting a kite, it would piss off the customers.  In First National bank v. Colonial Bank, D got screwed because rather than disappoint a customer by dishonoring, it failed to meet its midnight deadline. 



B.  WRONGFUL DISHONOR: WHAT HAPPENS IF BANK DOESN’T PAY?

Wrongful Dishonor: (§4-402) If the bank pays a check, which is not properly payable under 4-401, then it is a wrongful dishonor.  

Defined: (§4-402) Except as otherwise provided in this Article, a payor bank wrongfully dishonors that is properly payable, but a bank may dishonor an item that would create an overdraft unless it has agreed to pay the overdraft.

Liability: (§4-402(b)) A payor bank is liable to its customer for damages proximately caused (question of fact) by the wrongful dishonor of the item.  Liability is limited to actual damages for an arrest or prosecution of the customer or other consequential damages (question of fact).

Generous Provision: Given the severity of wrongful dishonor, his provision is more generous than other damage provisions of the checking system, which cap damages against a bank at the amount of the check (e.g. §4-103(e) - damages for failure to exercise ordinary care; Reg. CC §229.38(a) - damages for failure to return dishonored checks within Reg. CC deadlines).  Potential damages could be grounded in:

Business reputation (i.e. suppliers won’t extend credit);

Arrest or Prosecution.



4. COLLECTION OF CHECKS

A. THE PAYOR BANK’S OBLIGATION TO THE PAYEE

WHAT HAPPENS TO THE CHECK WHEN IT REACHES THE PAYOR BANK?

Generally: Although the payor bank might be liable to the drawer for wrongful dishonor, the payee itself ordinarily can do nothing to force the payor bank to pay the check.  Although §3-301 characterize the payee as a “person entitled to enforce” an instrument, it does not say anything about a payee’s rights to collect from payor bank:

Person Entitled to Enforce (§3-301): “PEtE” an instrument means (i) the holder of the instrument, (ii) a nonholder in possession of the instrument who has the rights of a holder, or (iii) a person not in possession of the instrument who is entitled to enforce the instrument pursuant to §3-309 or 3-418(d).  The person may be a “PEtE” even though the person is not the owner of the instrument or is in wrongful possession of the instrument.

Note: (§4-402(a)) Even the drawer can’t complain if a payor bank dishonors a check because the account has insufficient funds to cover it.

Drawee Not Liable on Unaccepted Drafts: (§3-408) The payee can’t force the bank to pay even if the account does have sufficient funds, because under §3-408, the check “does not itself operate as an assignment of funds in the hands of the drawee available for its payment, and the drawee is not liable on the instrument until the drawee accepts it.”



FIRST NATIONAL BANK v. CHRYSLER

Facts: Company had a written agreement with a bank whereby the bank could deny payment on the drafts to the company if company was in default of its agreement with the bank.



Held: Bank had the K right not to accept the draft, and did not, in fact, accept them.

§3-408: A drawee is not liable on a draft unless drawee accepts the instrument.

§3-409: “Acceptance” means the drawee’s signed agreement to pay a draft as presented.  



HOW CAN THE PAYEE PROTECT ITSELF?

The payee could refuse to accept an ordinary check.  He could require a special check that offers assurance that the payor bank will pay when presented:

Certified Check: (§3-409(d)) means a check accepted by the bank on which it is drawn.  This allows “pre-acceptance” by the bank.

Cashier’s Check: (§3-104(g)) This is a check drawn on the bank itself.  The drawer and drawee are the same bank or branches of the same bank.

Teller’s Check: (§3-104(h)) This is also a check drawn on the bank itself.  However, the draft is drawn by one bank (i) on another bank, or (ii) payable at or through a bank (i.e. the drawer & drawee banks are different).



These are not used that much because of the inconvenience.  They are used most frequently to pay for consumer transactions where certainty of payment is particularly important, such as purchases of cars and homes.



THE PROCESS OF COLLECTION

OBTAINING PAYMENT DIRECTLY:

Most Direct Means of Obtaining Payment from the Payor Bank:

Cash the Check: i.e. presenting the check “for immediate payment over the counter” (defined §4-301(a)).  When the payor bank makes such payment, the payment is final (§4-215(a)(2)).

Effect: The payor bank has no opportunity to recover the funds it has disbursed, even if the account did not have sufficient funds to cover the check.



On-Us Items

Generally: If the payee has an account at the same bank as the drawer.

Provisional Settlement: (§4-201(a)) When the check is deposited in the customer’s account, the payor bank will ordinarily give the depositor a provisional settlement for the item on the day that it receives the item.



		(c) Collecting Bank’s Right of Charge Back or Refund (§4-214)

If a collecting bank has made a provisional settlement with its customer for an item and fails by reason of dishonor, suspension of payments by a bank, or otherwise to receive settlement for the item which is or becomes final, the bank may revoke the settlement, charge back the customer’s account, or obtain a refund from the customer.

Midnight Deadline: (§4-214(a)) The collecting bank must return the item or send its depositor or transferor notification of the facts by the collecting bank’s midnight deadline or within a reasonable time after it learns the facts.  A bank that does not act within this deadline may still exercise its right to revoke, charge back, or obtain a refund, but it will be liable for any loss that results in the delay.

On-Us Items: (§4-214(c), §4-301) If the depository bank is also the payor bank and has made a provisional settlement with the depositor, it may charge back / obtain a refund from the depositor if it returns the item to the depositor before it has made final payment and before its midnight deadline.

Separate Office or Branch: (§4-107) A branch or separate office of a bank is a separate bank for the purpose of computing the time within and determining the place at or to which action may be taken or notices or orders shall be given under this Article and Article 3.

Time of Receipt of Items: (§4-108) For the purpose of allowing time to process items, prove balances, and make the necessary entries on its books to determine its position for the day, a bank may fix an afternoon hour of 2 p.m. or later as a cutoff hour for the handling of money and items and the making of entries on its books.

Bank’s Rights After Charge Back: If the $ is already withdrawn, the bank can sue the customer payee. (§4-214(c), 4-301(b)). If the bank can’t recover from payee, it should be able to recover from the purchaser by either pursuing him as the drawer of the check under §3-414(b) or under general common law restitution theory under §1-103.

Payee’s Rights After Charge Back: At that point, the payee is left the check itself and the right to enforce the underlying obligation against the purchaser under §3-310. 



OBTAINING PAYMENT TROUGH INTERMEDIARIES

Payee/Customer to Depository Bank: When a customer deposits a check into his account, 2 things happen:

Agency Relationship Between Customer & Bank:

Under §4-201(a) the depository bank accepts responsibility to act as the customer’s agent in the process of obtaining payment from the payor bank.

Collecting Bank: (§4-105(5)) Charged with that responsibility, the depository bank becomes a collecting bank which carries with it a duty to exercise ordinary care (§4-202(a)).

Duty of Ordinary Care: §4-202 A collecting bank must exercise ordinary care in:

presenting an item or sending it for presentment;

sending notice of dishonor or non-payment or returning an item to a transferor after learning that the item has not been paid or accepted;

settling for an item after receiving final settlement; and

notifying its transforer of any loss or delay in transit after the collecting bank as discovered it.

In addition, no bank may disclaim its responsibility for good faith and ordinary care, although it may by agreement reasonably define its standard of responsibility (§4-103(a)).

Standard: (§4-202(b)) A collecting bank has exercised ordinary care if it takes any required action before its midnight deadline following receipt of the item, notice, or settlement.  If the bank takes a longer period of time, it bears the burden of establishing that it has acted in a timely fashion, consistent with its obligation of ordinary care.

Damages: Damages for failure to exercise ordinary care in handling an item will normally be the amount of the item less any amount that could not have been realized even if the bank had exercised ordinary care, e.g., where the drawer has valid defenses to payment of the owner.  If the bank’s failure to exercise due care rises to the level of bad faith, the owner may recover other proximately caused damages under §4-103(e).

Provisional Settlement: (§4-214)

The bank will ordinarily give the customer a provisional settlement subject to charge-back rights.

			

Depository Bank to Payor Bank:

Once the depository bank has the check, the depository bank is free to choose how it will go about attempting to collect from the payor bank, subject only to its obligation of ordinary care under §4-202 (see supra).

Note: Because of the funds availability rules, the depository bank has an incentive to verify the checks as soon as possible .

The depository bank may choose from any of the following processes:

Federal Reserve System, 

Multilateral arrangements (clearinghouses), or

Bilateral arrangements.

		

Basic Check Collection Process:

Operations Center: The banks transfer all of their deposited checks to a operations center.  A keyboard operator then encodes the amount of the check in the form of a MICR.  This is last time check is examined by human eyes.

MICR: Includes the amount of the check and a routing number assigned by the American Banker’s Association (ABA).  The routing number identifies the Federal Reserve district and bank on which the check is drawn.

Encoding & Retention Warranty: (§4-209(a)) A person who encodes information on or with respect to an item after issue warrants to any subsequent collecting bank and to the payor bank or other payor that the information is correctly encoded.  If the customer of a depository bank encodes, that bank also makes the warranty.

Depository Bank: has the duty to encode the amount.

Reg CC §229.34(c)(3): this warranty supersedes the UCC warranty.  It is more expansive because it provides that each bank that presents or transfers a check or returned check warrants to any bank that subsequently handles it that, at the time of presentment or transfer, the information is correct.

Damages: (§4-209(c) & cmt 2) A person to whom the warranties are made under this section and who took the item in good faith may recover from the warrantor as damages for breach of warranty an amount equal to the loss suffered as a result of the breach, plus expenses and loss of interest incurred as a result of the breach.

Sorter: reads, photographs, and groups all the checks.  The sorter sends the on-us items to the depository banks payor bank processing department, and sorts the other checks into batches for each possible clearinghouse arrangements available.



MULTILATERAL ARRANGEMENTS (CLEARINGHOUSES):

Generally: Clearinghouses provide an efficient mechanism for clearing local checks.  In large metropolitan areas, banks clear checks drawn on other local banks through multilateral clearinghouses that net out each bank’s checks on a daily basis.

Batches of checks are sent by courier by a set time each day;

At the end of the day, the clearinghouse either credits or debits each bank’s Federal Reserve account, depending on the total amount that the bank sends to the clearinghouse vs. the amount drawn on its account by other clearinghouse members.

Example: On Monday, Hibernia receives deposits of $14M from checks drawn on other member banks of the clearinghouse.  On the same day, other clearinghouse members receive $12M from checks drawn on Hibernia.  At the end of the day, the clearinghouse, will deposit $2M into Hibernia’s Federal Reserve account, and debit $2M from the federal Reserve accounts of the other members.

PRESENTMENT: (§3-501(a)) The clearinghouse then “presents” the checks to each of the respective payor banks.

Where the Depository & Payor Banks Are the Same:

The bank will need some time to sort the item, examine the drawer’s account, decide whether to pay the item, and make the appropriate entries.  If the bank decides not to dishonor, the amount of the check becomes available for withdrawal by the payee at the end of the second banking day after the day of deposit (§4-215(e)(2)).  

NOTE: If Reg CC applies, it requires next business day availability for checks deposited in the same bank on which drawn, and being federal law, it supersedes inconsistent state law.

All Other Situations - The “Final Settlement” Rule: (§4-215(e)(1))

If the check must travel within the city (i.e. local clearinghouse) or across country (i.e. Fed Reserve Banks), the depository bank must be allowed sufficient time for the check to go to the payor bank and (if dishonored) to come back before being required to permit its depositor to draw against the amount involved.  The UCC allows the bank to withhold the uncollected amount until final settlement occurs and the bank has had reasonable time to learn of that fact.

Midnight Deadline: (§4-215(a)(3)) The payor bank has until its midnight deadline to dishonor an item presented to it through banking channels.  If it does not do so by that time, “final payment” occurs and there can be no dishonor.  The payor bank is then accountable for the amount involved, even if no such drawer or account exists.

Final Settlement: (§4-215(c)) At the moment of final payment, all provisional settlements made by banks as bookkeeping entries by banks in the collection chain firm up and become “final settlements.”  Dishonor of the item is no longer possible, so the bank may treat them as paid.

NOTE: Because it is assumed that all checks will be honored, the payor bank need not notify the clearinghouse that it has decided to pay an item.

Effect of Final Settlement: (§4-214(a)) When the deadline for dishonor has expired under clearinghouse rules, payment becomes final as to the payor bank.  At that point, whether or not the drawer has sufficient funds to cover the check, the payor bank loses any right to recover from the clearinghouse, the depository bank, or the payee.  Thus, at the moment the settlement becomes final between the depository bank and the payor bank, the depository bank loses the right to charge back any provisional credid that it gave its customer when the check was deposited.



FINAL PAYMENT (§4-215(a)) 

Generally: Final Payment occurs at the moment the payor bank becomes accountable (§4-302) for the amount of the item presented and the provisional bookkeeping entries firm up so that the final settlement occurs throughout the collection chain.  



Effects of Final Payment: In general, a payor bank that has never accepted nor made final payment on a customer’s check has no liability on that check.  If it dishonors, neither the payee nor any subsequent taker typically can sue the bank.  With limited exceptions, a payor bank that makes final payment cannot recover from the party paid.

Provisional settlements become final; 

The 4 Legals: Payor bank will be unable to give effect to any notice, stop orders, legal process, or setoffs with respect to the item.



Methods of Making Final Payment: (§4-215(a)) An item is finally paid by a payor bank when the bank has first done any of the following:

Payment in Cash: (§4-215(a)(1)) Once the payor bank hands over the money in cash, final payment occurs and it is too late to dishonor the check.  

Separate Office or Branch: (§4-107) A branch or separate office of a bank is a separate bank for the purpose of computing the time within and determining the place at or to which action may be taken or notices or orders shall be given under this Article and Article 3.  

Example: Drawee cashes check at a different branch than that of the drawer.  Therefore, if the bank where the money is paid over the counter is treated as a separate bank under §4-107, there has been no final payment, because a collecting bank, not the “payor bank” identified in §4-215 has made the payment.

Note: A bank may try to argue that if it doesn’t have simultaneous teller computer screens, then it’s unfair to say it has made final payment.

Cash / Deposit Transaction: What if the payee ($2,500 check) deposits $2,300 and asks for $200 in cash?  Tough question.

Settlement Without Right of Revocation: (§4-215(a)(2),(b), cmt. 4,8) Final payment occurs when a bank settles for an item and has no right to revoke the settlement under statute, CH rules, or agreement.  

Example: The bank may pay a presented item by issuing a cashier’s check.  This would result in final payment of the check originally presented even if the cashier’s check were later dishonored.

Failure to Revoke Provisional Settlement: (§4-215(a)(3)) If the payor bank has already made a provisional settlement for the item presented - as it does for items presented through the check collection system, the payor bank has until midnight of the banking day following the banking day or presentment in which to reverse the provisional settlement in favor of the presenting bank and send the item back or give notice of dishonor (§4-301(a)).  If it fails to do so, the provisional settlement becomes final and final payment occurs.  This is the most common method of making final payment, simply letting the time limits for dishonor expire.

Midnight Deadline: (§4-215(a)(3)) The payor bank has until its midnight deadline to dishonor an item presented to it through banking channels.  If it does not do so by that time, “final payment” occurs and there can be no dishonor.  The payor bank is then accountable for the amount involved, even if no such drawer or account exists.

Defined:  §4-104(a)(1) Midnight deadline is the midight on oits next banking day following the banking day on which it receives the relevant item.

Next Day Receipt: (§4-108) Items received after 2:00p.m. or later may, at the bank’s election, be treated as though they were received on the next day.  The burden is on the bank to show that checks will not be considered timely dishonored.

Banking Day: (§4-104(a)(3)) The part of the day on which a bank is open to the public for carrying on substantially all of its banking functions.

Reg CC & Midnight Deadline Rule: Reg CC permits payor banks to miss their midnight deadlines and still avoid final payment in 2 situations:

Day After Midnight Deadline Passes (§229.30(c)(1)) The 1st situation is where the bank will be able to return the item to the presenting bank before the close of business on the next banking day.

Highly Expeditious Means of Transport 229.30(c)(1) Reg CC also permits a payor bank to miss its midnight deadline as long as it uses a “highly expeditious means of transportation, even if this means of transportation would ordinarily result in delivery after the receiving bank’s next banking day.”



Legal Effects of “Final Payment”: When FP occurs under any of the 3 methods above, the bank is accountable for the amount of time & usually has no way to avoid payment (§4-302).

“4 Legals” No Longer Apply: (§4-303(a)) None of the following can stop the bank from paying the item:

Notice of problems (e.g., notice of the drawer’s death, incompetence, or bankruptcy);

The bank’s right to setoff;

Service of legal process;

Stop payment order from the drawer.



Rights of Payor Bank After Final Payment: Once final payment has occurred, the payor bank must pay the item and cannot recover the payment made except in the following circumstances:

Bad Faith of Presenter: The C/L doctrine of restitution for payment made due to mistake or fraud will permit the payor bank to undo final payment where the equities favor the bank and the other party acted in bad faith (e.g. where the presenter knows the drawer has no funds in the bank, or the presenter is using the check as part of a criminal scheme).

Presentment Warranties: (§4-208) FP does not deprive the payor bank of its right to sue for breach of a presentment warranty.



RETURNING THE CHECK:

UCC Standard: (§4-301(d)(2)) The UCC deadline is satisfied if the payor bank simply “returns” the check, which requires nothing more than depositing the check in the mail.  §4-214(b) defines it as “sends the item or delivers it.”

In Case of Dishonor: (§4-301(a)) The Payor bank notifies the other parties to the transaction of its decision to dishonor by the relatively cumbersome act of returning the check (see above).

P Bank affixes a new MICR on the check and sends it back to the clearinghouse (§4-301(d)(1)).

The CH credits the payor bank’s account on the day that the payor bank returns the check, deducting the amount from the account of the CH member that sent the check to the CH (ordinarily the depository bank).

The depository bank then charges back the amount of the check to the account of its customer, the payee (§4-214).

Net Effect: The payment transaction is completely nullified.  

Because the payor bank dishonored the check, there was no deduction from the drawer’s account;

The payor bank is even: the CH charged it for the check, but gave it equal credit when it returned the item;

The CH is even: It credited the depository bank and charged the payor bank for it; then it reversed the transaction;

The Depository Bank is even: It gave its customer (payee) a provisional settlement, then revoked it; received a credit from the CH.

Payee has nothing!

NOTE: (§3-310(b)) The payee remains entitled to pursue the drawer on the check or on the underlying obligation.
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BILATERAL ARRANGEMENTS

“Direct - Send”: A pair of large banks have a “large relationship” which means they have a large number of checks drawn on each other each day.  They enter into a clearing arrangement without the use of the Federal Reserve.  The arrangement would also cover checks drawn on correspondents, (small banks for which the 2 larger banks have agreed to process checks).

Members: Typical arrangement includes 30 banks, covering a third of the bank’s total “transit” items (i.e. all items other than “on-us” items).

Fees: Each bank would pay a fee to the other based generally on the number of checks that it submitted for processing.  Generally cheaper and faster than using the Federal Reserve.



COLLECTION THROUGH THE FEDERAL RESERVE SYSTEM

Generally: After the bank has cleared the checks that it can process through a CH or through direct-send and correspondent arrangements, it uses the Federal Reserve System for the rest.

System of Last Resort: it’s slower & more expensive.

Still Important: because it provides a method for clearing checks on almost all of the banks in this country.

Reg J: §210.6: When a depository bank decides to send a check to its Federal Reserve Bank, the Fed Reserve undertakes to collect the check as an agent for the depository bank then to forward any proceeds back to that bank.

The Process: Pretty much the same as the clearinghouses, except for the breadth of its coverage:

Using the same MICR line that the depository bank used to route the check to the Federal Reserve, the Fed sorts each check for transmission to the Fed Reserve district in which the payor bank is located.

Tha payor bank’s Fed Reserve bank then charges the payor bank’s account for the check and delivers it to the payor bank.

PAYOR BANK: TO HONOR OR DISHONOR?

Honors:  If the payor bank honors the check, the process works much the same way as it does under ordinary clearinghouses.

No notice needed: because the system operates under the assumption that the payor bank will honor the check.

Midnight Deadline: When the deadlines for dishonor pass - midnight at the close of the 1st banking day on which the payor bank receives the check (§§4-104(a)(10), 4-215(a)(3), 4-301(a)) - the debit to the payor bank’s account at the Federal Reserve becomes final, and the provisional settlement that the depository bank granted its customer, the payee, becomes final (§§4-214(a), 4-215(a)(3)).

Dishonors: The process here is DIFFERENT.  The Fed has imposed 2 obligations under Reg CC designed to force payor banks to act quickly to advise depository banks when they plan to dishonor a check.

Reg CC Return Deadline:  (§229.31) Focuses on the speed with which the depository banks actually receive the dishonored checks.  The payor bank must return the check in an expeditious manner as to satisfy 1 of 2 separate regulatory deadlines:

Two-Day / Four-Day Rule: (§229.30(a)(1)) Requires the dishonoring bank to send the check “expeditiously” so “that the check would normally be received by the depository bank no later than 4:00 p.m.” (local time) on the:

Second Business Day: following the banking day on which the check was presented to the paying bank if the paying bank and the depository bank are located in the same check processing region (i.e. local checks); or

Fourth Business Day: following the banking day on which the check was presented to the paying bank if the paying bank and the depository bank are not in the same check processing region (i.e. nonlocal checks).

Forward Collection Test: (§229.31(a)(2)) The payor bank acts “expeditiously” if it sends the check back to the depository bank by the same process that the payor bank would have used to send a deposited check to that bank for collection.

Rationale: Collecting banks will act expeditiously with respect to checks handled for forward collection out of self interest in order to collect money from downstream banks ASAP.

NOTE (1):The standard collection methods would satisfy both of  

                   these tests.  

NOTE (2): What if the payor bank is unable to identify the depository bank of the returned check??  The returning bank may then return the check to any collecting bank that handled the check for forward collection.  If the returning bank was itself a collecting bank with respect to the check, it must return the item to a bank that handled the check prior to the time that the returning bank handled it. (§229.31(b))  If the dishonored check is unavailable, a copy of the check or proper written notice may be substituted.

Reg CC & the UCC Midnight Deadline: (§229.30(c)(1)) Reg CC amends the UCC’s midnight deadline (§4-301(a)).  The UCC deadline standing alone requires the payor bank to return the check (that is, deposit it by mail) by midnight of the banking day on which the depository bank receives the check.  Reg CC extends the UCC deadline in 2 situations by permitting the payor bank to defer “return” until the next day, if the payor bank selects an appropriately expeditious mode of return that would result in a faster delivery than the UCC deadline:

Extension 1: Waives the midnight deadline as long as the payor bank delivers the check to its transferor (i.e. the Fed Reserve bank) by the first banking day after the deadline.

Example: Even if the Article 4 midnight deadline calls for action before the end of Wednesday, the payor bank acts properly if it sends the check to its Federal Reserve bank by messenger early Thursday morning (a process that would be much more expeditious than depositing the check in the mail on Wednesday evening).

Extension 2: Waives the midnight deadline when the payor bank uses a “highly expeditious means of transportation, even if this means of transportation ordinarily would result in delivery after the receiving bank’s next banking day.”

Example: A payor bank in NY deals directly with the LA Fed Reserve bank.  Payor bank dishonors the check that it received directly from the LA Fed Reserve bank.  If the UCC midnight deadline calls for action by the end of Wednesday, Reg CC permits the payor bank to forgo using the Wednesday night mail, wait until Thursday, and then send the check to LA by an overnight delivery service for delivery Friday morning.

Reg CC Notice of Nonpayment Deadline: (§229.33) This provision is the most useful to the depository bank: a notice of nonpayment required with respect to large nonlocal checks.

A payor bank that decides to dishonor a check for $2,500 or more must get notice of its determination to the depository bank by 4:00 p.m. on the second business day after the banking day on which the payor bank received the check.

Technical Effects: Although this provision applies to both local & nonlocal checks, it has little substantive impact on local checks b/c the payor bank generally will have to return the check by the same time under Reg CC §229.30(a)(1).

Notice: (§229.33) may be made by any reasonable means and need not include the returned check.  Thus, a phone call or fax is OK!

EARNS: (Electronic Advice of Return Notification System) Common practice to send notice through this system.

SUMMARY OF SUCCESSFUL DISHONOR:

A successful dishonor occurs only when the payor bank satisfies the requirements in the chart below;

If payor bank satisfies the requirements in a timely manner, the transaction reverses all the way back to the depository bank (like CH process);

The Fed Reserve bank to which the payor bank returns the check gives the payor bank a credit for the check, leaving the payor bank where it started;

The depository bank’s Fed Reserve bank then charged the depository bank for the check, leaving the Fed Reserve back where it started;

Finally, the dep. bank attempts to charge back the account of its customer, the payee, leaving the dep. bank and the customer back where it started.

If the dep. bank fails to obtain the $ from the customer’s account, it bears the loss unless it can recover from the original drawer of the check.  However, in most cases, this will not be plausible b/c the drawer will have no responsibility for the item.  Also, in many cases, it’s not worth pursuing.



�

REQUIREMENTS FOR DISHONOR

�

REQUIREMENT			ACTION REQUIRED  		         CITATIONS

Midnight Deadline			Send the item by midnight on the next        §4-301(a),4-104(a)(10)

					banking day unless Reg CC extends the      Reg CC. §229.30(c)(1)

					the deadline.			



Reg CC Return			Return the item to the depository bank 	Reg CC §229.30(a)

					either by the 2 day/4 day rule or by the 

					forward collection rule



Reg CC Notice			If the item is for more than $2,500 or more	Reg CC §229.33

					give notice to the deposit. bank by 4:00p.m. 

on the second business day.





5. CHECKING IN THE COMPUTER AGE

SHORTCUTTING ISSUANCE BY THE DRAWER

AUTOMATED CLEARINGHOUSE TRANSACTIONS (ACH)

Generally: ACH transactions represents the most complete abandonment of the paper-based check collection process because they require paper checks at no step of the process.  Used primarily for high volume transactions.  The National Automated Clearinghouse Association (NACHA) is a national association of several dozen local automated clearinghouses.

Coverage: NACHA transfers more than $10 trillion in about 4 billion separate transactions.  It will grow even larger because the Debt Collection Improvement Act of 1996, requires electronic delivery of all federal benefit payments (§3332(f)(1)).

Protocol: The NACHA protocol establishes standardize format for the transmission of electronic information, thereby providing a complete substitute for the paper check.

Credit Entry: is the name for a payment transaction.

Examples:

Salaries to Employees;

Automatic Bill Payment (utilities; mortgage)



Promulgation of Rules: NACHA constitutes a “clearing house” for purposes of UCC §4-104(a)(4).  Therefore, the NACHA rules qualify as “clearing-house rules and the like”, which are enforceable under §4-103 as an agreement among the parties to those rules, even if those rules contradict the terms of Article 4.



Six Parties Involved:

Originator (drawer)				

Receiver (drawee)		

Originator’s Depository Financial Institution (ODFI)	

Receiver’s Depository Financial Institution (RDFI)

2 ACH Operators



Credit Entry (Example): River Front Tools (Originator) uses ACH to pay employees their salaries.  As the originator, RFT arranges with its bank (ODFI) to send ACH items to each of RTF’s employees so that the appropriate funds are deposited into the employees’ bank accounts on the appropriate date.  Using descriptions of those accounts obtained by RTF from the employees, the ODFI sends an ACH item for each employee to the local ACH clearing facility (ACH Operator).  Each item indicates the bank (RDFI) and the account at that bank (Receiver’s Account) to which each item should be credited.  The ACH charges the ODFI for each such item.  It then transmits the item to the RDFI, which deposits to the account of the employee.

Local RDFI: If the employee is in the same area, the RDFI is probably a member of the same ACH clearing facility, so that the item can be credited directly to the RDFI.

Nonlocal RDFI: The ACH clearing facility transmits the item to the ACH clearing facility at that location, which then credits the item to the account of the RDFI.



Time Constraints:

Electronic Payment: (Reg CC) Governs: because the item constitutes an “electronic payment” for the purposes of Reg CC, the RDFI is obligated to make the funds available to its customer on the next business day (§229.2(p) (defining electronic payment to include “an ACH credit transfer”), §229.10(b)(1)).



Debit Entries: The originator is the party to be paid (payee) and the receiver is the party making the payment (drawer).

Pre-authorization: (EFTA §907(a))  The originator automatically takes the funds from the receiver’s account each month on the appropriate date.  However, the originator may not do this without written permission from the consumer.  If the amount changes from month to month (i.e. utility bill), the originator/payee also must send notice to the receiver/payor of the amount of each transaction (§907(b)).

Stop Payment: (§907(a)) A consumer may stop payment of a preauthorized electronic fund transfer by notifying the financial institution orally or in writing at any time up to 3 business days preceding the schedule date of such transfer.  If given orally the financial institution may require written notice within 14 days.

Risk of NonPayment: For example, the RDFI might determine that the item has not been authorized by the receiver, or that the account contains insufficient funds.  It would therefore not be properly payable under §4-401.



Waiver of Rights (EFTA §914) Parties may not agree to waive any right or cause of action in this subchapter.  However, parties may grant consumers more extensive rights or remedies or greater protection.



HOME BANKING

Generally: Mechanism that enables the customer to direct its bank to make payments for the consumer without coming to the bank or sending anything to the bank in writing.

Customer sends a message to the bank directing pmnt to an identified Payee.

The bank can send payment in 2 ways:

It could use an ACH credit entry or a wire transfer to transmit the payment electronically (usually for large, frequent recipients)

The bank could also issue a check and mail it.



System Problems:

Dishonor: The risk of dishonor is small because the bank has agreed to pay the item by either mailing the check or sending an ACH or wire transfer.

Erroneous Payment: Payment is made when it should not have been made; incorrect payment (excessive or to the wrong party); not in timely manner.

Improper or Excessive Payment: An improper or excessive payment causes a charge to the account for an item that is not properly payable (§4-401(a)).  Therefore, the customer is entitled to recover from the bank under the ordinary rules of that section and §4-407.

Untimely Payment: More difficult problem because nothing in Article 4 obligates the bank to remove funds from the account until the customer issues a check.  

Bank’s Response: Banks are eager to please their customers & also want to encourage home banking.  Therefore, they often guarantee proper payment by a certain deadline (often midnight of the calendar day before the payment is due) or they will reimburse the customer for any damages caused by the bank’s error.









TELEPHONE CHECKS

Generally: TC’s are checks that the payee issues to obtain payment for a transaction with the drawer that the payee completes over the telephone.

Distinguish with Home Banking: TC’s are prepared and issued by the payee, where home banking checks are prepared and issued by the payor’s bank.



TC Process:

Authorization: A TC transaction occurs when the payee obtains payment for the transaction by getting its customer to authorize the payee to issue a TC.  

Federal Trade Commission (FTC) Regs: (§310.5(a)(5)) requires the payee to retain a “verifiable authorization” for 24 months.

Form: (§310.3(a)(3)) The authorization could be in writing or it could be a tape recording of an oral authorization.

Creating the Check: The payee, in the course of authorization, must obtain from the customer the ABA routing number and account number from the bottom of one of the customer’s check or deposit slip.  The payee then uses that information (with software) to produce a check bearing the customer’s account number, complete with a MICR line.

Confirmation: (§310.3(a)(3)(iii)) Before depositing the check, the payee must send the customer written confirmation of the transaction that describes the date, amount, and other details of the transaction.



Signature

Problem: Payee may face difficulty in obtaining payment on a check that the drawer has not signed because §3-401(a) states that a person is not liable on an instrument unless (i) the person signed the instrument, or (ii) the person is represented by an agent or representative who signed the instrument and the signature is binding on the represented person under §3-402.

Telephone Check Industry Position: The drawer’s authorization is sufficient to make such a check a valid obligation of the drawer.  

UCC Support §3-402(a): Supports this position because it states that a drawer (or any other party) is bound by a signature on an instrument if the signature is made by a person signing as an authorized representative of the drawer.

Software Solution: Some software packages include a signature by the payee, designated as the authorized agent of the drawer.  However, most prominent software packages do not include a payee signature.  Instead, it merely states that “SIGNATURE NOT REQUIRED.”  

Are These Signatures Valid?:

First Glance: Absent a signature, the item cannot be a “check” under §3-104(f) because that provision applies only to “drafts,” which must include an order “signed by the person authorizing the payment” (§§3-104(e), 3-103(a)(6)).  Article 4’s definition of “item” in §4-104(a)(9) is sufficiently broad to include obligations that do not satisfy the technical definitions of negotiability set out in §§3-103, 3-104.  Therefore, a check would not be an item for purposes of §4-401 and thus it would be improper for a bank to charge a customer’s account for the telephone check even if the customer had authorized it.

In Reality: The validity of these checks are not likely to be disputed with any frequency.  

Lack of signature is rarely picked up (especially if the check is small);



Telephone Check Fraud:

Disreputable merchants may try to get more than they deserve, by cutting a check that is not authorized by the customer:

FTC Approach: (See Above) requires notice to the customer of the payment and also a record of the customer’s authorization.

Nonuniform UCC Provisions: Shift the risk of loss with respect to unauthorized telephone checks.  The bank that deposits the check (that is, the telemarketer’s bank) must pay to the payor bank (the customer’s bank) any sums that the payor bank disburses for unauthorized telephone checks.

What if the Agent Signed His Own Name?

Because his name appears on the check, it’s not a teller’s or cashier’s check (§4-403).  Therefore, stop payment rights are valid!!



TRUNCATED COLLECTION

INTRODUCTION

Generally:  Many people favor truncating the paper-based system of moving the check throughout the collection process.

UCC Agrees: (§4-101, cmt.1) The revision of Article 4 in the 1980s took several steps to give the statute the flexibility to accommodate the truncated electronic system that should replace the current system over the next few decades.



COMPLETE TRUNCATION

Step 1 ::: Depository Bank: Instead of transmitting the check to the payor bank or an intermediary, the depository bank would create a record of the check, i.e. digitized image of the check.

Transmission / Presentment: (§4-110) allows the depository bank to then  transmit an electronic message (i.e. an image of the item or information describing the item, rather than the item itself) that seeks collection from the payor bank.  Reg CC §229.36(c) also allows a bank to “present a check to a paying bank by transmission of information describing the check in accordance with an agreement with the paying bank.

Contents of Message: Depending on this agreement or standardized rules by the Federal Reserve, the message might consist of the entire digitized image, or a summary of relevant date regarding the check such as payor bank, account number, amount, date, and payee.  Depending on the circumstances, the message might be sent directly to the payor bank, or ot might pass through a CH or the Federal Reserve.







Step 2 ::: Payor Bank:  The PB receiving the message would have the same options as in the present system:

Dishonor: If it decides to dishonor the check, it would notify the depository bank (§4-301(a)(2) (permitting written notice of dishonor, rather than return, if the item “is unavailable for return.”).  Also, Reg CC §229.31(f) permits a retur of a copy of a check “if the check is unavailable for return.” 

Honor: Might have no obligation at all (as under the current system).

Check Retention: (§4-406(b), cmt 3) The depository bank would retain the image of the check for a period of time sufficient to resolve disputes that may arise (currently 7 years) and then could dispose of it.  Comment 3 states that the Act does not specify sanctions for failure to retain or furnish the items or legible copies; this is left to the other laws regulating banks.  If the items are not returned to the customer, the person retaining the items shall either:

retain the items, or

if they are destroyed, maintain the capacity to furnish legible copies of the item for 7 years after receipt.



Benefits of Truncation

Costs: computers make it cheaper to transmit checks than the current system;

Speed: Faster processing should decrease losses from check fraud and insufficient funds checks.



STEPS TOWARD TRUNCATION

Payor Bank Streamlining:

A payor bank does not need the agreement of any other institution to streamline its processing of checks drawn by its own customers.  Some banks only send their customers statements rather than the checks themselves.  However, this does not have many of the benefits of truncation:

Because it does not speed the progress of the check toward the payor bank, it does nothing to accelerate check collection or reduce fraud losses.

It does not benefit from cost savings of electronic transfer, because the depository bank must still transmit the check to the payor bank.

Electronic Check Presentment (ECHO)

Electronic Signal: ECHO does not completely abandon the transmission of the paper check or costs associated that transmission.  Instead, it supplements the system with a faster electronic signal describing the check.  Therefore, the depository bank can get a faster notice of each deposited check to the payor bank.

Midnight Deadline: (§4-110(b)) Because the time for the payor bank’s midnight deadline begins to run from the time the notice is received, the time within which the paying bank can send a valid notice of dishonor expires more rapidly than it does in a purely paper-based system.

Note on Return (1): Check to see if the amount of the check is > $2,500.  If it is, then Reg CC §229.33 notice may e applicable.  

Note on Return (2): Check to see if the bank’s system meets the expeditious return standards of Reg CC §229.30.

Rnote: (ECHO notice of dishonor) ECHO strongly encourages banks to go beyond Article 4 and Reg CC and require a speedy electronic notice of dishonor.



Point-of-Sale Truncation (i.e. grocery stores)

System: A device that is installed at a retail counter converts a paper check written by the customer into an electronic ACH debit entry using the MICR on the check. The retailer then stamps the check and hands it back to the customer. The customer is debited (on the next business day), and the retailer is credited the following day.



6. RISK OF LOSS IN THE CHECKING SYSTEM

NONPAYMENT

INDORSEMENT

Basic Definition: (§3-203) The indorsement need be nothing more than a signature by the person selling the check.



Order Instruments: (§3-205) An instrument that is payable to the order of a specific payee is negotiated by delivery of the instrument to the payee.  Any further negotiation requires that the payee indorse the instrument and deliver it to the transferee.  

Example: Drawer writes a check payable to the order of Payee.  Upon receiving the check, Paula qualifies as a holder.  If Payee subsequently wished to negotiate the check, she must indorse it and deliver possession to her transferee, who will also qualify as a holder.



Special Indorsements: (§3-205(a)) If the payee of order paper names a new payee when indorsing the check, there is a special indorsement and any further negotiation of the check requires the valid (authorized) indorsement of the new payee.  The payee would add a statement above the signature (“Pay to X”).  Only the new payee (“special indorseee”) can now qualify as a holder.  This would make the check “order paper.”

Order Paper: Order paper, unlike bearer paper, can be enforced only by the identified party (“X”).

Example: Drawer cuts a check payable to the order of Payee and gives it to her, which makes Payee a holder.  Payee wished to negotiate the check to her mother, Flora, so she indorses it “Pay to Flora, /s/ Payee.”  This special indorsement means that Flora alone (upon obtaining possession) is the only possible holder of the check.  No one after Flora can qualify as a holder without Flora’s valid indorsement, which is necessary to a valid negotiation.



Blank Indorsements: (§3-205(b)) If the payee of an order instrument simply signs the back of the instrument without naming a new payee, a “blank indorsement” occurs and the instrument is converted into bearer paper which can be negotiated without further indorsement.

Example: Drawer writes a check to the order of Payee, who signs the check on the back (a “blank indorsement”).  The check is blown out the window and is recovered by Frank, who takes the check to a Store and indorses it as “Mark” (the town’s richest person) in payment for groceries.  Store is a “holder” because the instrument was bearer paper at the time of Frank’s forgery and could have been negotiated by delivery alone.  Forgery of names not necessary to a valid negotiation will not keep later takers from becoming holders or persons entitled to enforce (§3-301).



Restrictive Indorsements: (§3-206) Any conditions, trust indorsements, and indoresments restricting further negotiation to the check collection system.

Examples: “For deposit only” “For collection”



INDORSER LIABILITY / CHAIN OF LIABILITY (§3-415) (See section below)

Effects of Indorsement: 

Confers a right to enforce the instrument;

Shifts the loss that arises when a payor bank refuses to pay a check:

Each party that indorses a check makes an impled K with all subsequent parties that acquire the check.  That K obligates the indorser to pay the check if the payor bank dishonors.  Because each party that indorses the check is liable on its indorsement and because each party’s liability runs to all subsequent owners of the check, the rule results in a chain of liability where each person can pass a dishonored check back up the chain to the last person in the chain (the earliest indorser) that is able to pay.

Rationale: It leaves the loss with the party that made the imprudent decision to purchase the check from an insolvent entity (presumably the payee).

Obligation of Indorser: (§3-415(a)) Indorser liability can be enforced (a) against each indorser (b) by any perosn entitled to enforce the instrument and by any subsequent indorser obligated to pay on its own indorsement.



ILLUSTRATIVE EXAMPLE: A drawer writes a hot check on an account at SecondBank and gives it to an insolvent payee.  The payee then indorses the check and cashes it at Otto’s, which in turn cashes the check at FirstBank.  FirstBank presents the check to SecondBank without indorsing it.  No indorsement is necessary for the transaction between Firstbank and Secondbank because it does not involve a transfer of the instrument from on party to another (it’s just a request for payment from 1 party to another).  Now, SecondBank dishonors and returns the check to FirstBank.

Liability: FirstBank (Depository Bank) is entitled to pursue either Otto (the check casher) or the payee (§3-415(a)).

If FirstBank chooses to pursue the check casher, the check casher would, in turn, be entitled to pursue the payee.

Because the payee is insolvent, the loss eventually ends up on Otto (the one that dealt with the insolvent payee).
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INDORSER LIABILITY
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	Drawer	Payee		Check Casher	Depository Bank	Payor Bank



Indorser liability (indicated by arrows above the diagram) can be enforced (a) against each indorser (b) by any person entilted to enforce the instrument and by any subsequent indorser obligated to pay on its own indorsement §3-415(a).

The payor bank cannot enforce indorser liability because it would obtain the instrument only if paid the instrument.  Indorser liability is not available when the drawee pays an instrument §3-415(a) (conditioning indorser liability on dishonor).

The drawer does not incur indorser liability because it does not indorse the instrument.





Drawer Liability: (§3-414(b)) Imposes liability on the drawer of the check.



Stale Obligations: Because an indorser’s chances of collecting from a drawer diminish rapidly as time passes from the date that the drawer issued the check, the UCC includes 2 rules to protect the indorser from liability on stale obligations:

Time of Presentment: (§3-415(e)) The indorser’s liability is conditioned upon the check’s being deposited within 30 days of indorsement.  If the transferee does not process the check within 30 days, the indorser has no liability.

Notice: (§3-415(c)) Requires any person seeking to enforce a claim of liability on an indorsement to give prompt notice of dishonor to the indorser.

Collecting Bank: (§3-503(c)) If the person giving notice is a collecting bank (which includes not only the depository bank but also any intermediary bank §4-105(5)) it must give notice by midnight of the banking day after it learns of the dishonor.  In all other cases, the notice must come within 30 days.



“Without Recourse” ::: Disclaiming Indorser Liability: (§3-415(b))

NOTE: INDORSER LIABILITY IS NOT MANDATORY!!!  It is only an implied contract.  An indorser may disclaim liability by adding the phrase “without recourse” to the indorsement.

Effect: Subsequent owners of the check may not sue the indorser eve if the check is dishonored.



FORGED DRAWERS’ SIGNATURES

Generally: This situation occurs when the check is a complete forgery, not even signed by the purported drawer.



REMEMBER: MAKE SURE TO CHECK FOR THE APPLICABILITY OF:

NEGLIGENCE

BANK STATEMENTS

THEFT BY EMPLOYEES



				





�PRESENTMENT & TRANSFER WARRANTIES
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Transfer Warranties



Presentment Warranties: can be enforced (a) against the presenter and all transferors (b) by the payor bank and only the payor bank (§§3-417, 4-208).

Transfer Warranties: can be enforced (a) against all transferors for consideration (b) to all transferees (§§3-416, 4-207).  The payor bank does not receive transfer warranties because the instrument is presented to the payor bank, not transferred to it (§3-203(a)).

Drawers: make no warranties because they do not “transfer” instruments; they “issue” them (§§3-105(a), 3-203(a)).



2. PAYOR BANK PAYS THE FORGED CHECK

NOTE: ONLY THE PAYOR BANK CAN ENFORCE PRESENTMENT  WARRANTIES  

             PAYOR BANKS HAVE NO TRANSFER WARRANTIES.



GENERAL RULE: (Prive v. Neal) A payor bank bears the loss if it fails to notice the forgery and honors the check.

Rationale: Although it seems unfair, the payor bank is in the best position to bear responsibility for the loss since they have a specimen of the drawer’s signature on file.  Therefore, they have something to compare the signature with.  Also pattern-recognition software (picks up unusual transactions using algorithms) & “positive-pay” systems (electronic records of transactions) allow the payor bank to more easily spot fraud.

Overby: This is an archaic assumption in nay bank which processes thousands of checks on any given day.

“Strict Liability”: There is no allowance made even for a drawee who makes the comparison but reasonably fails to detect the forgery.



Drawer’s Cause of Action: (§4-401(a)) The item was not properly payable form the account of the purported drawer because that person did not authorize the check, nor was it in accordance with any customer-bank agreement..  Thus, the payor bank had no right to charge the drawer’s account.



Payor Bank Cause of Action: The UCC sets out 2 exceptions that appear on first reading to give the payor bank some hope of shifting the loss back to some earlier party in the collection process.  However, these 2 provisions have little practical effect for a payor bank. They usually eat the loss:

Restitutionary Recovery: (§3-418(a)(ii) - Payment by Mistake)) May allow the payor bank to seek recovery from “the person to whom or for whose benefit payment was made.”  Rights of the drawee under this section are not affected by failure of the drawee to exercise ordinary care in paying or accepting the draft.

Limitation: (§3-418(c))  (Essentially takes the rights under (a) away) The above provision does not apply against a person that took the instrument “in good faith and for value or who in good faith changed position in reliance on the payment or acceptance.” In most cases, the payor bank will not be able to prove bad faith or failure to pay value on the part of any of the parties involved in the collection of the check.  In that case, the payor bank’s remedy will be limited to the forger.  Given the likelihood that the forger will be unavailable or insolvent, this framework tends to leave the loss on the payor bank.

Presentment Warranty: (§4-208) (Pass the Loss Upstream) The payor bank could claim that some earlier party in the chain of collection breached a presentment warranty.  §4-208 creates a series of implied presentment warranties in favor of the payor bank.  If any of the warranties are false, the payor bank can recover from the party that presented the check to the payor bank or from any previous transferor in the chain of collection of the check.  Note: Everyone who transfers the check automatically makes presentment warranties, as does any party who physically receives payment or acceptance.  This permits the payor bank to sue anyone in the chain for breach.

Person Entitled to Enforce: (§4-208(a)(1)) Warrants that the warrantor is or was at the time the warrantor transferred the draft, a person entitled to enforce the draft, or authorized to obtain payment or acceptance of the draft on behalf of a person entitled to enforce the draft.

The Draft Has not been Altered: (§4-208(a)(2))

Knowledge: (§4-208(a)(3) Imposes warranty liability if the transferor had knowledge that the signature of the drawer was unauthorized.  

Presentment Limitation: Note that this provision requires knowledge rather than notice (§1-202(25)).  This means that the payor bank will be able to recover on this warranty only if some party took the check with actual knowledge that the check was unauthorized.  In the absence of some conspiracy between the forger and a solvent party, no solvent party will breach this warranty.

			DAMAGES:	(§4-208(c)) Permits recovery of the loss suffered as a result 

of the breach, but no more than the amount of the instrument, plus expenses and the loss of interest.		

WAIVER:	(§4-208(e)) The presentment warranties cannot be disclaimed with 

respect to checks.

			TIMING:	(§4-208(e)) Notice of breach must be given to the warrantor 

within 30 days after the claimant has reason to know of the breach & the identity of the warrantor, the warrantor is discharged to the extent of any loss caused by the delay in giving notice of the claim.

	



PAYOR BANK DISHONORS THE FORGED CHECK

NOTE: ONLY THE PRESENTING / TRANSFEREES OF INSTRUMENTS MAY   

             CLAIM TRANSFER WARRANTY.



Generally: If the payor bank notices the forgery and dishonors the check, then the party that presented the check to the payor bank (usually a collecting bank) is left holding the uncollectible check.  In that case, the presenting bank seeks to pass its loss (the sum that it paid for the check) on to some earlier party in the transaction.  There are 2 UCC rules that the presenting bank can rely on:



Presenting Bank Actions: (Pass the loss Upstream)

Indorser Liability Rule: The presenting bank, faced with dishonor, may pass the loss up the chain to the earliest solvent party that indorsed the check without disclaiming liability. (i.e. the presenter will e able to recover the amount of the dishonored check from any prior indorser).  This liability is based on an:

Implied Contract: (§3-415) Each party that indorses a check makes an implied K with all subsequent parties that acquire the check.  That K obligates the indorsder to pay the check if the payor bank dishonors it.  Because each party that indorses the check is liable on its indorsement & because each party’s liability runs to all subsequent owners of the check, the rule results in a chain of liability under which each party can pass a dishonored check back up the chain to the earliest solvent party.

Transfer Warranties: (§4-207) Transfer warranties run for the benefit of all transferees in the chain of collection before the check reaches the payor bank.  Because the warranties are implied as a matter of law, the warranties can be enforced against earlier parties in the chain of collection, even if those parties disclaimed indorser liability by indorsing the check “without recourse.”  Any movement of the check other than presentment or issuance is a transfer.  

Note: Transfer warranties are made only by transferors who receive 

consideration; a transferor who receives no consideration (i.e. a person who 

gives a check as a gift) makes no transfer warranties.

Statute: (§4-207(a)) A customer or collecting bank that transfers an item 

and receives a settlement or other consideration warrants to the transferee 

and to any subsequent collecting bank that:

the warrantor is a person entitled to enforce the item;

all signatures on the item are authentic & authorized;

the item has not been altered;

there are no legal defenses or claims in recoupment that are good against the transferor [This is a warranty that there are no legal problems being transferred along with the instrument].

the warrantor has no knowledge of any insolvency proceeding instituted by or against the party from whom payment is expected (the maker, drawer, or acceptor of an unaccepted draft.

“No Knowledge:” (§4-207(a)(5)) is not a warranty that no such proceeding exists.

NOTE: 	(Article 3 v. Article 4) The Article 4 transfer warranties provide 

liability only against banks and their customers (the parties that deposit the bogus checks).  Accordingly, a party seeking to pass liability to a party that handled the check before it got to a bank (a party that transferred it to a check-cashier) would have to rely on the Article 3 transfer warranties (§3-416) (same substantively).

			DAMAGES:	(§4-207(c)) Permits recovery of the loss suffered as a result 

of the breach, but no more than the amount of the instrument, plus expenses and the loss of interest.		

WAIVER:	(§4-208(d)) The presentment warranties cannot be disclaimed with 

respect to checks.

			TIMING:	(§4-208(d)) Notice of breach must be given to the warrantor 

within 30 days after the claimant has reason to know of the breach & the identity of the warrantor, the warrantor is discharged to the extent of any loss caused by the delay in giving notice of the claim.



FORGED INDORSEMENTS

Generally: The drawer actually signs the check in the first instance, but some other party subsequently forges on the check.

Rules are much more favorable to the payor bank than forged drawer’s signature;

General Rule: Payor bank, even if mistakenly honors the check, may generally pass the loss back to the earliest solvent party in the chain after the forgery.



2. PAYOR BANK PAYS THE CHECK DESPITE THE FORGED INDORSEMENT

Worst Case For the Payor Bank:

Not Properly Payable: (§4-401(a)) Because the check was presented at the instance of the forger, rather than by someone claiming under the payee, it was not proper for the bank to pay the check.  Therefore, the payor bank may not charge the customer’s account.  This is true regardless of the degree of care exercised by the drawee bank.

Unauthorized Signature: (§3-403(a)) The forgery of a indorsement is ineffective as the signature of the person whose name is signed.

Rationale: Under §3-501, only a “person entitled to enforce the instrument” can make a presentment.  This category includes a holder, one with the rights of a holder, and one who can enforce a lost or stolen instrument.  No person who takes in a chain of title subsequent to a forger of an indorsement can be a holder.  No such person may make an indorsement, since an indorsement must be made by a holder (§§1-201(20), 3-201(b)).  Thus, a drawee that pays an instrument bearing a forged indorsement will not be able to charge the drawer’s account the amount of the check.



Recovery: (§3-418(a)(ii) - Payment by Mistake)) May allow the payor bank to seek recovery from “the person to whom or for whose benefit payment was made.”  Rights of the drawee under this section are not affected by failure of the drawee to exercise ordinary care in paying or accepting the draft.

Limitation: (§3-418(c))  The above provision does not apply against a person that took the instrument “in good faith and for value or who in good faith changed position in reliance on the payment or acceptance.” In most cases, the payor bank will not be able to prove bad faith or failure to pay value on the part of any of the parties involved in the collection of the check.  Therefore, the payor bank will not be able to recover under §3-418.















Presentment Warranty: (§4-208) (Pass the Loss Upstream) Unlike the case of a forged drawer’s signature, where a drawee that pays will bear the ultimate loss, a drawee that pays a check bearing a forged indorsement will generally be able to shift the loss to others who dealt with the instrument.

“Person Entitled to Enforce:” (§4-208(a)(1)) The payor bank will be able to shift liability to the presenter because the presenter was not a person entitled to enforce the instrument or is collecting the check on behalf of a person entitled to enforce the draft (since the instrument bears an unauthorized indorsement).  

Example: If the depository bank took the check from someone that had forged the payee’s indorsement of the check (or from someone that took from the forger) then the depository bank was not a person entitled to enforce the draft.  That is true because absent a valid indorsement by the payee (or some legitimate transfer of the check) nobody other than the payee can become a person entitled to enforce the check (§3-301).

Presenter’s Recourse: (Transfer Warranty) (§4-207(a)(1)) After the payor bank recovers its loss from the presenting bank, then the presenting bank would be entitled to shift the loss to prior transferors because those transfers were breached the transfer of warranty that all signatures were authentic & authorized (§4-207(a)(2) and that the warrantor was a person entitled to enforce (§4-207(a)(1)).

Payee’s Recourse: (§3-309) Conversion, lost stolen claim, not properly payable (see below).

Final Result: the loss should pass to the earliest solvent person after the forger (or the forger itself in the odd case in which the forger is solvent & available).



PAYOR BANK DISHONORS CHECK BECAUSE OF THE FORGED INDORSEMENT

Generally: The system works much the same as it does with a forged drawer’s signature.

Presenting Bank Recourse: The presenting bank is left with the dishonored check, but can recover its loss by pursuing indorser liability or transfer warranties.  Because neither the forger nor any party after the forger in the process of collection is a person entitled to enforce the instrument, each of those parties has breached its transfer warranty, either under §§4-207(a)(1) or 3-416(a)(1).



4. CONVERSION (§3-420)

Generally: Deals with the rights of the party from whom the check has been stolen (ordinarily the payee).  The rules discussed above are likely to lead to a situation in which the drawer’s account has not been charged for the check and in which the payee has not been paid.

Problem: Can’t Enforce Underlying Obligation: (§3-310(b)(4)) Because the payee of a stolen check is barred from enforcing the underlying obligation, it may be deprived of $ to which it is owed.

UCC Conversion: (§3-420(a)) Recognizing that a right to pursue the thief might not provide a great deal of comfort, the UCC grants the victim a statutory action for conversion against parties that purchase the check from the thief.  



Who Can the Victim Pursue?: (§3-420(a))

The victim can pursue a bank that cashes the check for the thief (the depository bank) or a payor bank that honors the check over a forged indorsement.

Limitation: (§3-420(c)) This section prohibits any action against non-depository “representatives” in the collection process.  Comment 3 explains that the statute is designed to bar a suit against an intermediary bank that does nothing but process the check for collection as a representative of the depository bank’s customer.

Protecting the Payor Bank from Double Payment:

Generally: The payor bank may face double payment of the same check if:

Payee is successful in a conversion action under §3-420(a), and

Payor bank is precluded from deducting the amount from the drawer’s account because it was not properly payable under §4-401(a)

Subrogation: (§4-407(2)) The payor bank is protected by the subrogation provisions of §4-407(2), which allows the payor bank that pays the payee under §3-420(a) to charge the drawer’s account just as if the item had been properly payable.  In that case, the funds from the drawer’s account compensate the payor bank for its payment to the payee in the conversion action.  The payor bank can recover the funds that it paid out on the check during the initial process of collection - by suing down the chain for a breach of presentment warranty.

If the Payee Sues the Depository Bank: directly and recovers, a similar result follows.  If the payor bank already used its presentment warranties to pass the loss down to the depository bank, then the depository bank should be able to recover the amount it has paid through equitable (that is, non-statutory) subrogation to the payor bank’s right against the drawer.  (Otherwise, the drawer would have a windfall, keeping whatever it purchased from the payee without having any obligation to pay for it).



Payee Action for Lost / Stolen Checks: (§3-309(a))

Payee may compel drawer to cut a new check if the 1st check is lost or stolen.

Statute: A person not in possession of a check is entitled to enforce the check if:

the person was in possession of the instrument & entitled to enforce it when loss of possession occurred,

the loss of possession was not the result of a transfer by the person or a lawful seizure, and

the person cannot reasonably obtain possession of the check because the check was destroyed, its whereabouts cannot be determined, or it is in the wrongful possession of an unknown person or a person that cannot be found or is not amenable to the service of process.



ALTERATION (2 Types)

GENERALLY

Defined: (§3-407(a)) An unauthorized change in an instrument that purports to modify in any respect the obligation of a party, or (ii) an unauthorized addition of words or numbers or other change to an incomplete instrument relating to the obligations of a party.  An alteration of the terms of a check occurs if it changes the check in any way.  Examples are: changing the names or relations of the parties, changing the amount, or filling in blanks in all unauthorized fashion are examples of alterations.

2 TYPES OF ALTERATIONS:

2.  CHANGING AN ASPECT OF THE CHECK AS ORIGINALLY WRITTEN

Generally: This type of alteration is treated the same as for a forged indorsement.



Payor Bank Liability: 

If the payor bank has honored a check that has been altered to increase its amount, it cannot charge the drawer’s account for the amount that it paid out on the check.  Rather, it can only enforce the check “according to its original terms” of the check (§3-417(C)).



Payor Bank Recourse:

Presentment Warranties: (§4-208(a)(2)) May recover any loss by pursuing earlier parties in the chain of collection for a breach of a presentment warranty that the check had not been altered.  Thereafter, any party against whom a payor bank recovers is entitled, in turn, to pursue earlier parties based on a breach of similar transfer warranty. (§§4-207(a)(3), 3-416(a)(3)).

Result: Loss rests with the earliest solvent party to handle check after the alteration.



ADDITION TO A CHECK THAT WAS INCOMPLETE WHEN WRITTEN

Payor Bank: (Has a lot less liability here)  It can enforce the instrument according to its original terms as completed, even if “the instrument was stolen from the issuer and completed after the theft.” (§3-407).  Therefore, the payor bank is entitled to charge the customer’s account for a good faith payment and made consistent with its original terms or its terms as completed, even though the bank knows that the item has been completed unless the bank has notice that the completion was improper  (§4-401(d)(2)).

Rationale: The party that signs an incomplete check bears a large portion of the responsibility for any loss that ensues when the check is completed fraudulently.  



SPECIAL CHECKING RISK OF LOSS RULES

(BANK DEFENSES)



�ANALYZING BASIC LOSS SCHEME (3 STEPS)

�     STEP 1				       STEP 2			                    STEP 3

  (Cause of Action)				(Bank Defenses)		   (Comparative Negligence)

§4-401 (Not Properly Payable)	         §3-406(a) Negligence			      §3-406(b)

§3-420 (Conversion)			         §3-406(c) Bank Stmt Rule		      §4-406(c)

					         §3-404(a)(b) Impost / Fict.		      §3-404(d)

					         §3-405 Employee Rule		      	      §3-405(b)





NEGLIGENCE

GENERALLY:

General Rationale: If one of the innocent parties was negligent in a way that contributed substantially to the loss, it makes more sense to place the loss on that party than on an innocent party that was not negligent.



Examples of Negligent Action: 

Allowing an EE to deposit cash payments in his personal account;

Not reviewing or examining customer accounts controlled by the EE;

Not inspecting the EE’s personal account records;

Ignoring customer complaints about EE’s financial misconduct.



THE NEGLIGENCE RULE (§3-406)

§3-406(a): (customer) Any person whose failure to exercise ordinary care, substantially contributes to the alteration of a check or to the making of a signature is precluded from asserting the alteration of the forgery against one who, in good faith, pays the check, takes for value, or takes it for collection.

Ordinary Care: (Banks) The UCC imposes a general duty of ordinary care in the processing and paying of checks:

§4-103(a): Bars the enforcement of agreements that waive a bank’s responsibility for failure to exercise ordinary care.

§4-202(a): Imposes a duty of ordinary care on collecting banks.

§4-406(e): Imposes liability on a payor bank if the bank failed to exercise ordinary in deciding to pay an item if the failure substantially contributed to the loss.

Example: Leaving Blanks / Spaces: (§3-406, cmt 3) Filling in a blank or space without authority is an alteration, but if the maker or drawer carelessly leave such blanks available to the wrongdoer, the maker or drawer should not be able to complain.

Standard: (§4-103(c)) A bank establishes a prima facie case that it has exercised “ordinary care” if it can show that its activities conform to “general banking usage.”  §4-104(c) defined OC as the observance of reasonable commercial standards prevailing in the area which the person is located.

Comment 1: Explains that although this may be an indeterminate standard, “it would be unwise to freeze present methods of operation by mandatory statutory rules.”  It therefore allows banks to create new (cheaper & more efficient) procedures of preventing loss.  However, it may also discourage such action because the bank cannot claim that it is in “general banking usage.”



COMPARATIVE NEGLIGENCE (§3-406(b))

If the person asserting the preclusion in (a) fails to exercise ordinary care in paying or taking the check and that failure substantially contributes to the loss, the loss is allocated between the person precluded and the person asserting the preclusion according to the extent to which the failure of each to exercise ordinary care contributed to the loss.



B. THE BANK STATEMENT RULE (§4-406)

GENERAL

Rationale: Customers can stop extended forgery schemes by the simple expedient of promptly reviewing their bank statements.



Customer Obligations: (§4-406(c)) A customer who receives a statement of account or items must exercise reasonable promptness in examining the statement or the items to determine whether there are any unauthorized signatures or alterations.  The customer must promptly notify the bank of any discrepancies.  Promptness is measured from the time the customer should have discovered the unauthorized payment.

Note: This section imposes no duty on drawers to look for unauthorized indorsements.  Therefore, there is no time period within which customers must report forged indorsements to their banks.



Effect of Failure to Examine: (§4-406(d)) If the bank proves that the customer fails to fulfill its duties in section (c), the customer is precluded from asserting against the bank:

the customer’s unauthorized signature or any alteration of the item, if  the bank also proves that it suffered a loss by reason of the failure; and

the customer’s unauthorized signature or alteration by the same wrongdoer on any other item paid in good faith by the bank if the payment was made before the bank received notice from the customer of the unauthorized signature or alteration and after the customer had been afforded a reasonable period of time not exceeding 30 days in which to examine the item or statement of account and notify the bank.



Comparative Negligence (§4-406(e))

If the customer proves that the bank itself fails to exercise ordinary care in paying the check - as where a forgery is sloppy or the alteration is obvious - and that failure substantially contributed to the loss, the loss is allocated between the customer precluded and the bank asserting preclusion according to the extent to which the failure of the customer to comply with section (c) and the failure of the bank to exercise ordinary care contributed to the loss.  

If the customer proves that the bank did not pay the item in good faith, the preclusion under subsection (d) does not apply.



Cut-Off Period (§4-4-6(f))

A customer who does not discover and report an alteration or his own unauthorized signature within 1 year after the statement or items are made available is precluded from asserting against the drawee the unauthorized signature or alteration.  

Strict Liability: This preclusion is in the nature of strict liability.  It operates regardless of the level of care of the bank or the customer.

Note: This section imposes no duty on drawers to look for unauthorized indorsements.  Therefore, there is no time period within which customers must report forged indorsements to their banks.



C. THEFT BY EMPLOYEES

TWO GENERAL SCENARIOS:

Situation 1: The employee forges the employer’s indorsement on a check payable to the employer;

Situation 2: The employee procures a genuine check issued to a fictitious payee and then forges the indorsement of the fictitious payee.



GENERAL RULE (§3-405(b))

Summary: An employer must bear the brunt of all employee misbehavior in connection with forgeries if the employee is entrusted with “responsibility” with respect the check.



Rule: An indorsement of an instrument, whether (1) issued by the employer or (2) issued to an employer, by an employee who has responsibility with respect to the check is effective as the check of the person to whom the check is payable.  This rule applies as long as the indorsement is made in the name of the payee.

“Responsibility”: (§3-405(a)(3)) This rule does not cover all employees who engage in fraud.  It only applies to an employee who has: 

authority to sign or indorse checks on behalf of the employer for bookkeping or deposit;

authority to prepare instruments to be issued by the employer; or

authority to supply information concerning payees of checks to be issued; or

authority to otherwise deal with the employer’s checks in a responsible capacity.



Comparative Negligence for Subsequent Parties: (§3-405(b) A person who pays or takes for value or for collection an instrument bearing an indorsement by a responsible employee, but who fails to exercise ordinary care, is liable to the person who would otherwise near the loss to the extent that the failure contributed to the loss.



FICTITIOUS PAYEE (§3-404(b))

Generally: (“Padded Payroll”) Occurs when an employee either (1) procures a genuine check issued to a fictitious payee and then forges the indorsement of the fictitious payee, or (2) issues the check to a person who is not intended to have an interest in the check.

Loss Allocation: These losses are best allocated to the employer who could have supervised the employee.



The Rule: If (i) a person whose intent determines to whom an instrument is payable or (ii) does not intend the person identified as payee to have any interest in the check, or (iii) the person identified as a payee of a check is a fictitious person, the following rules apply:

Any person in possession of the instrument is a holder;

An indorsement of the check by any person in the name of the payee stated in the check is effective as the indorsement of the payee who in favor of one who, in good faith, pays the check, or takes it for value or for collection.



Comparative Negligence: (§3-404(d)) If the person paying a check bearing the indorsement of a fictitious payee or person not intended to have an interest in the check, or taking it for value or for collection fails to exercise ordinary care, the issuer may recover from that person to the extent that the failure contributed to the loss.



IMPOSTORS (§3-404(a))

GENERALLY:

Rule: If an impostor induces the issuer of the check to issue the check to the impostor, or to a person acting in concert with the impostor, by impersonating the payee or a person authorized to act for the payee, an indorsement in the name of the payee by any person, including a forger, is effective as the indorsement of the payee in favor of a person who, in good faith, pays the check or takes it for value or for collection.  

Face-to-Face: It does not matter whether the imposture is through the mail or face-to-face.



Scope: The forger must actively impersonate the payee.  Therefore, if a thief steals a check and indorses it in the name of a payee, that forgery will not be an imposture.

	(i) Identity of Impostor: Once the drawer or maker has issued a check to an impostor, the resulting “indorsement” of the payee is validated regardless of who actually forges it (i.e., it need not be forged by the original impostor).



(c) Comparative Negligence: (§3-404(d)) If the person paying a check bearing an impostor’s signature or taking it for value or for collection fails to exercise ordinary care the issuer may recover from that person to the extent that the failure contributed to the loss.



OTHER PAYMENT SYSTEMS



 THE CREDIT CARD SYSTEM

THE ISSUER-CARDHOLDER RELATIONSHIP

THE BASIC RELATIONSHIP:

	(a) There are 4 Major Participants:

The purchaser that holds the CC (purchases using the card or the number);

The issuer that issues the CC (commits to pay for the purchases per agreement);

A merchant that makes a sale (gets paid even if cardholder fails to pay);

A merchant bank that collects payment for the merchant.

Networks (MC, VISA) 



Nature of the Transaction: Unlike checks, credit cards do not involve a pre-existing fund of a customer.  Instead, the issuer of the CC agrees to honor requests for payment submitted on behalf of sellers of goods or services that have been sold or rendered to the customer.  The customer, in turn, agrees to repay the issuer.  Thus, while the customer who has a deposit account with a bank is a creditor of that bank, a customer who uses a CC becomes a debtor.

Fees: Unlike checking accounts, which allow banks to profit by investing the money, CC issuers do not have this option.  They make their money on the interest they charge customers for carrying a monthly balance.  

Irony: The most credit-worthy customers are the worst customer’s for the issuer!



APPLICABLE LAW 

Generally: These provisions do not focus on the payment aspect of a credit card (the function that provides substantially immediate payment to sellers); they focus on the credit aspect.

Federal Truth in Lending Act (TILA);

Regulation Z;

Federal Fair Credit Billing Act



General Scope of TILA (“Credit Card”): (§103(k)) TILA includes a series of rules that apply to any “credit card” which is any card or other credit device existing for the purpose of obtaining money, property, labor, or services credit card.  Therefore, TILA applies to:

Common CCs (Visa, MC, Discover);

General Purpose Cards issued by non-bank entities (Amex, Discover);

Limited Purpose Cards (gas cards; department store cards)

Limitations:

Consumer Transactions: (TILA §104(1) & Reg Z §226.3(a)(2)) TILA for the most part is limited to consumer transactions, i.e. limited to credit extended to individuals.

Businesses: (TILA §104(1)) TILA is not applicable to credit extended “primarily for business, commercial, or agricultural purposes.”

Amount: (TILA §104(3)) TILA does not apply to transactions involving more than $25,000.



Consumer Protection Provisions:

Credit Card Solicitation: (TILA §132, Reg Z §226.12(a)) Prohibits banks from issuing credit cards to consumers except in response to a (a) request, or (b) application.

Disclosure Requirements: (Reg Z §226.5(a)(1)) Requires that a bank issuing a CC provide the consumer a “clear and conspicuous” written disclosure that summarizes the applicable legal rules.  These disclosure terms may be enforceable by a private right to action that the cardholder can bring in federal court under (§130(a)).  Reg Z §§226.5, 226.6 includes a list of terms that must be disclosed to the consumer before the first use of the CC:

When will a finance charge be imposed;  how is it calculated;

The periodic rate that may be used to compute the finance charge;

Method to determine balance (to which the charge will be added);

Amount of Any other Charges;

Customer’s Rights to Assert Claims & Defenses;

Error & resolution procedures;

Periodic Deduction of Customer’s Account: (§169(a), §226.12(d)(3)) Even in cases where the issuer limits the holder to purchases in the amount that the holder has deposited with the issuer, the issuer cannot simply offset the charges against predeposited funds (like checking system).  The most that the CC issuer can do is periodically deduct an amount from the funds to pay a prearranged portion of the charges.

Example: A common arrangement grants the issuer an advance authorization to make a monthly ACH deduction from the customer’s checking account equal to 3% of the customer’s outstanding CC balance.

Charging a Customer’s Bank Accounts: (§169(a)) (Applies when the customer has an account and a CC with the same bank) TILA limits the issuer’s right to obtain payment through an offset against the cardholder’s bank account.

Written Consent: (§169(a)(1)) An issuer can obtain payment through such an offset only if the cardholder consents in writing in connection with a plan for the bank to obtain automatic monthly payments on the card.

Limitation on Access: (§169(a)(2)) Even if the cardholder enters into such agreement with the issuer, the issuer cannot deduct such a payment from the cardholder’s bank if the payment is for a charge that the cardholder disputes and if the cardholder requests the bank not to make such a deduction.









USING THE CREDIT CARD ACCOUNT

1. THE GENERAL PROCESS

Initial Steps: After the customer provides his number / card to the merchant, the card terminal reads the magnetic strip on the back (issuing bank, account number, “card verification” value or code (anti-counterfeit)).  

Authorization Transaction: The terminal uses that magnetic strip information and contacts the merchant’s financial institution, sending the card number, card verification value, expiration date, amount, location, and Standard Industry Classification (SIC).  The merchant’s bank then routes the message to the card network (i.e. Visa).  The card network then routes the message in accordance to the issuer’s direction (either to the issuer itself or to a 3rd party that processes CC authorizations on the issuer’s behalf).

Receiving the Message: The recipient of the message then determines whether the card is valid, whether the transaction is within the credit limit, whether it is counterfeit, and examines the potential of fraud.  Fraud is determined by examining out-of-pattern behavior using the SIC (identifies the type of item purchased).

Authorization:  If the transaction appears to be legitimate, the issuer sends an encrypted massage back to the merchant authorizing the transaction.



COLLECTION BY THE PAYEE



PAYMENT BY CREDIT CARD
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THE MECHANICS OF COLLECTION

Merchant-Bank Agreement

The merchant must have an agreement with a bank that is a member of a network (i.e. Visa).  A network is not itself a financial institution.  They are merely an organized not-for-profit cooperative organization whose main purpose is to serve as a clearance network and to coordinate advertising.  The agreement also regulates the merchant-customer relationship.

Tier of Discount Rates: States that amount of the charge for each transaction will be cheaper if the merchant obtains authorization from the issuer before completing the transaction.

Cash Discounts: (§167, Reg Z §226.12(f)) At one time, the agreement prevented merchants from offering discounts to customers that paid with cash.  Today, TILA & Reg Z prohibits these agreements, so merchants are free to offer any cash discounts they find appropriate.

Obtaining Payment: The agreement will also spell out the terms of payment.  The merchant sends batched slips (paper or electronic), usually on a daily basis.  The merchant ordinarily gives a provisional settlement at the end of the day.  The funds become available a few days later.

MERCHANT BANK FEES

2 Components: (a) a % of each transaction and (b) a small per-item fee (usually 10%). Therefore, the merchant generally gets about 95-98% of the gross charges. The amount of the fees is determined by :

the volume & size of the transactions;

telephone (higher fraud risk) v. face-to-face transaction;

Mail orders (higher discount - higher fraud risk);

non-qualifying transaction (punch number in)



NETWORK FEES

The merchant bank then batches all the transactions into (a) on-us items or (b) separate piles for each network.

Interchange Fee: The network assesses an interchange fee on those transactions and then credits the merchant bank for the difference.  This amount is slightly higher than the amount the merchant bank gave the merchant.  In general, the network credits the merchant for about 97.9-99.0% of the charges depending on the type of transaction (see above)



THE FINAL RESULT

Customer: Charged the full amount of the transaction;

Issuer: Has a profit of 1.0-2.1% of the transaction and has obtained the right to collect 100% from the cardholder;

Merchant Bank: Receives a credit for 97.9-99.0% of the transaction and passes on to the merchant some negotiated, but slightly smaller amount (usually between 95-98%).

Merchant: Receives 95-98% of the transaction with the customer.

Profit: Merchant must charge a price that exceeds its cost by more than the 2-5% it expended on obtaining payment through the CC system

�

				DIVIDING THE CREDIT CARD DOLLAR
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FINALITY OF PAYMENT (§170)

NOTE: Customer’s right cancel payment is much broader than in other competing systems.  The issuing bank’s obligation to pay does not become final at the time of the initial payment to the merchant bank.



TILA §170: grants the cardholder the right to withhold payment on the basis of any defense that it could assert against the original merchant.

Example: (§2-314 Warranty of Merchantability) A cardholder can withhold payment for goods that fail to conform to the underlying sales obligation.

Risk of Loss is Passed back to the MERCHANT:  Therefore, when  a cardholder raises a defense against the issuer under §170, the issuer can charge back the challenged slip to the merchant bank.



Limitations on Cardholder’s Right to Challenge

Cardholder Pays the Bill: (TILA §170(b)) The right to challenge payment is cut off if the cardholder pays the bill.  The §170 right is only a right to withhold payment from the issuer; it does not include a right to seek a refund from the issuer or the merchant.

Limitation: (§170(b), Reg Z §226.12(c)) Limits the challenge right to “the amount of credit outstanding with respect to the transaction at the time the cardholder first notifies the card issuer or the merchant.”

Amount Outstanding: For purposes of determining the amount of credit outstanding, payments & credits to the cardholder’s account are deemed to have been applied, in the order indicated, to the payment of: (1) late charges in the order of their entry to the account; (2) finance charges in the order of their entry to the count; and (3) debits to the account other than those set forth above, in the order in which each debit entry to the account was made.  Therefore, if the customer pays part of the bill before he notifies the bank, he loses the right to that amount (e.g. Bike cost $475; Breaks; Makes $100 payment; may only try to collect the $375).

Practical Effect: Cardholders should not be troubled because in all likelihood, the defects in the purchased goods or services would be evident before the cardholder received the bill & paid for it.

Deal With Merchant Directly: (§170(a)(1)) the cardholder must “make a good faith attempt to obtain satisfactory resolution of the disagreement from the merchant honoring the credit card.”

Practical Effect: Most cardholders will not challenge the payment if they could more easily deal with the merchant directly.

$50 Amount: (§170(a)(2)) The amount of the initial transaction must be > $50.

Location of the Transaction: (§170(a)(3)) Prevents the cardholder from withholding payment on transactions that occur outside the state where the cardholder resides or more than 100 miles from the cardholder’s billing address.

Problems: Telephone & mail orders? Does the transaction take place where the customer is, or where the merchant is? (Argue both sides) However, issuers may be reluctant to alienate customers that are, after all, free to take their business elsewhere.



ERROR & FRAUD IN CREDIT CARD TRANSACTIONS

ERRONEOUS CHARGES

RIGHT TO WITHHOLD PAYMENT (§170) (See Above)



CHALLENGING A BILLING ERROR (TILA §161)

Billing Error: (§161(b), Reg Z §226.13(a)) Broadly Defined :

Claims that the cardholder did not make the charge in question or the amount of the charge is wrong;

 Requests for additional clarification about the charge;

Claims that the merchant failed to deliver the goods and services covered by the charge in question;

Creditor did not reflect a payment that was already made;

Computation or accounting error



Written Notice: (§161(a)) To challenge a billing error, the cardholder must provide written notice to the issuer within 60 days after the date on which the creditor sent the relevant statement to the cardholder:

Sets forth or otherwise enables the creditor to identify the name and account number (if any) of the obligor;

Indicates the obligor’s belief that the statement contains a billing error & the amount of such billing error.

Sets forth the reasons for the obligor’s belief (to the extent applicable) that the statement contains a billing error.



Response by the Creditor:(§161(a))

(A) The creditor must, within 30 days of receiving the notice, send a written acknowledgment to the customer unless the action required in (B) is taken within the 30 days, and

(B) No later than 2 billing cycles of the creditor (in no event later than 90 days) after receipt of the notice and prior to taking any action to collect the amount, the credor must either:

(i) Make appropriate corrections in the account of the cardholder, including the  

crediting of any finance charges erroneously billed, and send notice of the   

corrections and an explanation of the changes, OR

send written explanation or clarification to the cardholder, after having conducted a investigation, setting forth the reasons why the creditor believes the account of the cardholder was correct (plus copies if requested).  If the cardholder alleges that the merchant failed to deliver the goods or services covered by the charge, the issuer cannot reject the claim without first “conducting a reasonable investigation and determining that the property or services were actually delivered as agreed.” (Reg Z. 226.13(f) n.31).

Closing / Restricting Account: (§161(d), §226.13(d)) The creditor is barred from closing or restricting the customer’s account for failure to pay a disputed amount during the pendency of the dispute.

Finance Charge: (Reg Z §226.13(d)) The issuer can accrue a finance charge against the disputed amount.  The finance charge would be due only if the dispute is resolved against the cardholder (Reg Z §226.13(g)(1)).

Modest Penalty: (§161(e)) If the creditor fails to follow procedures, it is required to forfeit the 1st $50 of the charge in dispute.

Merchant Burden: TILA allows the issuer to pass the risk to the merchant bank, who, in turn, has a right to pass the charge back to the merchant, putting the onus on the merchant to justify the charge.



UNAUTHORIZED CHARGES

LIMITED LIABILITY FOR CARD HOLDERS

$50 LIMIT ::: TILA §133(a)(1): A cardholder shall be liable for the unauthorized use of a credit card only if:

the card is an accepted credit card;

the liability is not in excess of $50;

Note: This is an absolute ceiling.  Nothing in TILA contemplates a greater loss for the cardholder, even if the cardholder knows that its card has been stolen and never bothers to notify the issuer of the theft (Reg Z §226.12(b)(1)) 

Cardholder Incentive / Unauthorized Charges: (§133(a)(1)(E)) Because the cardholder is absolutely immune from unauthorized charges after the card issuer has been notified of a loss or theft, the cardholder can cut off liability (even below the $50 threshold) by sending notice to the issuer.  (e.g. Visa offers complete immunity if notified within 2 days).

Negligence: (Minksoff) The cardholder should be careful, because a court will conclude that its conduct was so negligent (in this case, gross negligence) that it should bear responsibility for charges beyond the $50 limit.

Note: Minksoff interpreted the negligence of the party (failure to examine bank statement) as creating apparent authority.  Therefore, the cardholder may be found to be liable.



Business Credit Cards (§135)

Waiver: TILA protects both consumer transactions and commercial transactions.  In the business context, however, the issuer and the cardholder can K out of the statutory allocation of loss from unauthorized charges under §133.

Employee Credit Cards: (§135) Permits any business that issues credit cards to at least ten of its employees to accept liability for unauthorized charges without regard to the provisions of TILA §133, so long as the business does not attempt to pass on to the individual employees any liability greater than the liability permitted under TILA §133.



Merchant Liability:

Face-to-Face Transactions: The issuer bears the loss from unauthorized charges as long as the merchant followed the requisite procedures (i.e. verifying the signature & obtaining the appropriate authorization).  Therefore, so long as the merchant follows the rules, the issuer may NOT pass the loss back to the merchant.

Remote Transactions: The risk of loss is left with the merchant.











UNAUTHORIZED USE BY A PERSON KNOWN TO THE CARDHOLDER

General Rule:  Unauthorized Use (§133(a)(1)(E)) TILA does not limit liability for the cardholder for 3rd party charges made with actual, implied, or apparent authority.  Thus, the issuer can argue that it can charge a customer for use made without the customer’s actual authority, but with respect to which the user had implied or actual authority.

Standard: (Steiger) Apparent authority arises when a principal places an agent in a position which causes a 3rd person to reasonably believe the principal had consented to the exercise of authority the agent purports to hold.  Apparent authority arises when the principal places the agent in such a position as to mislead 3rd persons into believing that the agent is clothed with authority which in fact he does not possess.

Example: Voluntarily giving your card to someone else.

Note: Minksoff and Steiger interpreted negligence as perhaps creating apparent authority.



DEBIT CARDS

A. PAYMENT WITH A DEBIT CARD

GENERALLY

Contrast with CC’s: Unlike a CC, a DC does not reflect an independent source of funds; the DC always as an adjunct to a checking account.

Dual Purpose Cards: (Reg E Part 205, §205.12) Are OK.  This section outlines the regulatory requirements for dual purpose cards.

Note: The mechanism for payment and the applicable rules depend on whether the customer chooses payment with the CC or the DC function (Reg E §205.12(a), RegZ §226.12(g)).

The Process: It replaces the paper-based system with an electronic impulse that directs the bank to transfer funds to the customer (when the card is used with withdraw from an ATM) or to transfer funds to a 3rd party (when the card is used in a sales transaction).

Effect: The use of an electronic impulse causes the transaction to qualify as an electronic funds transfer regulated by EFTA.

EFTA Applies: (§903(6)) EFTA applies to any “transfer of funds…initiated through an electronic terminal so as to order a financial institution to debit an account.”  

Account: (§903(2)) Is broadly defined to include not only checking accounts, but also savings accounts and even money-market or securities accounts held by broker dealers.  Therefore, EFTA applies to all cards that can be used to make electronic withdrawals from any such account.



ESTABLISHING THE DEBIT CARD RELATIONSHIP

Initiating the Debit Card Relationship:

Rationale of the Law: The law related to DCs is pervaded with a deep-seated suspicion that customers are not sophisticated enough to understand the nature of a DC.  Therefore, although no law regulates the way in which a bank can initiate a checking account relationship, there are 2 significant procedural requirements that restrict a bank’s efforts to update checking accounts to include DCs:

Solicitation Requirements: (§911) Allows a bank to send an unsolicited DC to a customer only if the card is sent in an unvalidated condition ((b)(1)); ((b)(2)) contains complete disclosure of obligations & liability; ((b)(3)) a clear explanation that the card requires validation & the customer may refuse it; ((b)(4)) such card is only validates in response to customer’s request.  Therefore, a bank cannot simply mail a DC to a customer hoping that the customer will use it (butt it may replace or renew a card under §911(a)(2)).  It has to convince the customer either to (a) request the card before the bank sends it (§911(a)(1)), or (b) cause the customer to go through the trouble to validate the card when the customer receives it.

Validation: (§911(b)) Requires either a telephone call or a visit to the bank, depending on the issuer’s technology.

Disclosure Requirements: (Reg E §205.7(a), §911(b)(2)) Requires the bank to provide the consumer a detailed up-front disclosure of the terms and conditions that will govern use of the card.  The disclosure must be “in a readily understandable written statement that the consumer may retain.”  (However, the result of this agreement is a 30 page booklet that the customer never reads).



Pre-authorization: (EFTA §907(a))  The originator automatically takes the funds from the receiver’s account each month on the appropriate date.  However, the originator may not do this without written permission from the consumer.  If the amount changes from month to month (i.e. utility bill), the originator/payee also must send notice to the receiver/payor of the amount of each transaction (§907(b)).

Stop Payment: (§907(a)) A consumer may stop payment of a preauthorized electronic fund transfer by notifying the financial institution orally or in writing at any time up to 3 business days preceding the schedule date of such transfer.  If given orally the financial institution may require written notice within 14 days.



TRANSFERRING FUNDS WITH A DEBIT CARD

ATM Withdrawals: Do not involve payments to 3rd parties.  Therefore, they are not the type of substitute check transactions involved in the DC as a payment system.



Point-of-Sales Transaction: (POS) Customer can use the DC in place of a check.  Customer or merchant swipes the card to obtain payment data.  May require a PIN number.  

Receipt: (§906(a)) Requires that the financial institution, directly or indirectly, provide to consumers written documentation for each transaction that they initiate (amount, date, type of transfer, ID of consumer’s account, ID of 3rd party who’s getting the transfer location or ID of the terminal) (Takes 10-20 seconds).



COLLECTION BY PAYEE

PIN-BASED DEBIT CARDS:

Networks: Are a group of financial institutions established solely for facilitating of DC transactions.  Their role is to provide technical details regarding the types of machinery the merchant must use to process  the transactions.  Using a PIN, these systems use 2 transmissions to complete payment:

1st Transmission: The terminal transmits an encrypted electronic signal (tagged with the customer’s PIN, which includes all the necessary info) to the payor bank.  If the payor bank verifies sufficient funds and proper PIN, it will honor the request.

2nd Transmission: The payor bank sends back an electronic signal.  Under typical network rules, the payor bank’s obligation becomes final at the moment that it transmits that message back to the merchant.  Payment (usually made by a daily deposit) may be made directly (if the payor bank is also the depository bank) or by wire transfer.

Advantages for the Payee (Merchant)

Merchant need not wait to see whether the payor bank will honor a check;

Payor bank becomes obligated to honor the payment request before the customer leaves the counter;

Payee Risk: Limited to payor bank insolvency or a failure in the system;

Charge Back Rights: A payor bank may only charge back a merchant’s account if the merchant received those funds at a time when the merchant knew that the system was not operating properly to obtain contemporaneous authorization from the payor bank.



PIN-LESS SYSTEMS

Far surpasses PIN based systems in volume;

1st Transmission: Same as above (without the use of a PIN), but it does NOT clear & settle the transaction immediately.  Rather, there is an authorization transaction while the cardholder is at the terminal, which confirms the availability of funds in the account to cover the transaction, and then places a HOLD on those funds in the customer’s account.  Then, over the next few days, the merchant obtains funds for the transaction in the same way as it would obtain funds for a standard CC transaction.

Costs: Because PIN-less DC transactions are collected through the regular CC collection networks, they cost the merchant about as much as a CC transaction (about 1-2% of the transaction amount).  This cost is quite high compared to classic PIN-based DC transactions.

Market Advantages: (over cheaper, PIN-based systems) Widespread penetration of VISA & MC.  In addition, VISA has announced a plan to market a PIN-based feature to its CC (high cost: 25 cents per transaction  at a market; 10 cents + 0.55% at other merchants).  However, it is expected to cripple the existence of traditional ATM networks and their traditional OIN-based DC.

Pin-less DC Transaction v. CC Transaction: (Finality of Payment) The difference between the 2 is finality.  DCs are electronic funds transfers; they are not CC transactions governed by Reg Z & TILA.  Accordingly, form the customer’s perspective, payment is as a practical matter final at the time of the transaction  The consumer has NONE of the TILA-based rights to challenge payment at a later date.



ERROR & FRAUD IN DEBIT CARD TRANSACTIONS

NOTE: (Risk of Nonpayment) Because merchant knows right away whether the bank will honor a 

DC payment, the customer has no substantial right to stop payment.  Therefore, risk of nonpayment 

is much less substantial in the DC system than in the checking system.



ERRONEOUS TRANSACTIONS

Variety of Possible Errors in DC System:

Improper withdrawal (i.e. wrong amount; wrong account);

Failure to make a withdrawal that it should have.

Inherent System Safeguards: These problems will ordinarily not result in loss:

Merchant: Is unlikely to allow the customer to complete the transaction unless he receives authorization from the payor bank agreeing to make the withdrawal (i.e. when the system goes off-line, the merchant will refuse to accept DC’s until it is back on-line);

Payor Bank: Is unlikely to send a signal committing to pay money to the merchant and then fail to charge some account for the funds it agreed to pay.



Merchant Unaware that the System is Off-Line:

Example: The system may fail in a way that the merchant believes that it is receiving authorizations when in fact it is not communicating with the payor bank.

Risk of Loss: The POS network rules ordinarily protect the merchant and pass the loss back to the payor bank, on the theory that the network & the payor bank can better mitigate the losses from such a problem.  

Payor Bank Recourse: If the customer’s account has insufficient funds to cover the transaction when the merchant presses for payment, the payor bank can pursue the customer for any deficiency just as it could on any overdraft transaction.



Payor Bank Charges the Wrong Account:

Payor Bank: Would have to recredit the incorrectly charged account, but then it could charge the correct account and pursue the customer for any deficiency.  

Unlikely to Result in Loss: In most cases, the banks should find that the accounts contain funds sufficient to bear the correct charges.  (i.e. how may customers would try to use a DC against insufficient funds on the off chance the bank may err?). 



FRAUDULENT TRANSACTIONS (i.e. Unauthorized Transactions)

	(a)Examples: Stealing someone’s ATM card; Creating a false ATM machine.

		(i) 99% of DC fraud occurs from usage by close acquaintances (ATM  cameras).



DC Rules that Minimize Fraud Loss:

Rules preventing unsolicited mailing of activated DCs and the practice of mailing PINs separately;

Encrypted message in both transmissions make it extremely difficult for an interloper (“man in the middle” attacks) to design its own forged messages or to alter the genuine message to route the payment to the interloper’s account.

Note: Banks have resisted upgrading technology because of the costs of requiring all merchants to purchase replacement terminals.  However, in the near future, major payment systems players will likely adopt a single terminal format whereby the terminal will accept payments under all 3 systems (CCs, DCs, Store-Value Cards).

Problem:  Very little litigation in this area (i.e. system relatively safe).

PIN pads are designed to destroy the encryption protocol if someone tampers with it.



Credit Card-Related Debit Card Fraud

The Problem: CC-related debit cards will become subject to fraudulent transactions much more frequently that DC have been. Customer’s react much more negatively to find money gone from their checking account than a strange CC bill entry.In the case of a CC, the customer need only notify the issuer, and pull a different card from its wallet.  In contrast, when a customer’s account has been decreased because of a debit-card theft, the consumer faces a mush more serious problem unless it can get the funds recredited immediately (something which Reg E does NOT require).

2 Questions:

Who Bears the Loss?: (Between the Bank & Merchant) If a merchant accepts a transaction on a stolen DC, can the bank recover the funds it paid to the merchant?  Because, there is no significant legal regulation of that issue, the question is currently answered BY K ARRANGMENTS OF THE SYSTEM.  

Ordinarily: The network rules allocate the loss to the bank, because the bank is in a better position to mitigate the loss (i.e. maintains the system that authorizes withdrawals; designs security features).  It could put the loss on the merchant (i.e. ID & signature verification) but these are notoriously unsuccessful.  Therefore, the merchant is entitled to payment even if the customer was not entitled to draw on the account.

Who Bears the Loss?: (Between the Bank & Cardholder) 2 sets of rules protect the cardholder:

Minimal Security Features: (§909(a)) The DC must have some minimal security feature (i.e. PIN) for confirming the transaction.  In the absence of such a feature, EFTA bars any imposition on the customer of liability for unauthorized use.  (Little operative significance because most cards meet this requirement (PINS, signatures, photos, fingerprint).

Consumer Liability (3 RULES): (§909(a)) (Even when DC does not have the requisite security feature) This section establishes 3 rules for which a bank can impose liability on the cardholder when the card is lost or stolen.  NOTE: The FEDERAL RESERVE has interpreted the rules in §909(a) to apply to any “series of related unauthorized transfers” (Reg E §205.6(b)).  Thus, if the thief uses the card 10 times before he is caught, the dollar limits in §909(a) describe the consumer’s liability for the entire incident, not to each transaction individually.

Rule 1: ($50 limit) §909(a) In no event, shall the consumer’s liability exceed $50.  Therefore, the may hold a customer responsible for up to $50 of unauthorized transfers that occur before the bank learns of the consumer’s loss of the card.  This rule applies regardless of fault or diligence on the part of the customer.  Therefore, the customer may be held liable for losses even with respect to transactions made before the customer knows that the card is stolen.

Rule 2: (Fault based Notice Rule) Allows the bank to charge the customer for losses if the customer does not promptly notify the bank after it discovers the card has been lost.  This rule operates on the assumption that the consumer should notify the bank within 2 business days after the time the consumer learns of the loss and allows the bank to charge the customer for all losses that occur more than two business days after the customer learns of the theft, but before the bank learns of the loss of the card.  The maximum the customer can be charged under this notice rule is $500.  That $500 includes the $50 that could have been charged the customer under the first rule.

Rule 3: (Bank Statement Rule) (§909(a) & Reg E §205.6(b)(3)) The customer must review his statements to identify unauthorized transactions that appear.  The consumer has 60 days to review the statement.  If the consumer fails to report an unauthorized transaction within the 60 day period, the consumer bears the responsibility for any subsequent unauthorized transaction that would have failed had the consumer identified the unauthorized transactions on the statement and had advised the bank of the problem.  This liability is completely separate from the other 2 rules, and has NO MAXIMUM DOLLAR LIMIT.

State Rights: (§919) Allows states to limit the consumer’s share of the loss even more narrowly.  However, states cannot increase consumer liability.

Example: (KA) Allows 4 days, instead of 2 days to notify bank.

Example: (CO, MA) Absolute limit on customer liability - $50. (KA) Absolute limits liability to $300.

Visa & MC: Have voluntarily limited consumer liability to $50, even if the customer fails to notify the issuer of the theft of the debit card within the 60 day EFTA period.

Negligence of Consumer: The Official Commentary of the Act and Regulation issued by the Federal Reserve Board states that consumer negligence in no way alters the above rules or exposes the consumer to greater liability (§205.6-Q6-6-5).



EFTA FRAMEWORK: DISPUTES OVER : WAS IT AUTHORIZED?

Step 1: (§908(a)) A customer must give its bank oral or written notice of unauthorized transactions within 60 days after the bank has mailed documentation of the transaction to the customer.

Step 2: Bank must then investigate the error and provide the customer a written explanation of its conclusion.  The bank must respond within 10 days OR give the customer a provisional credit for the disputed amount.  The bank must investigate whether or not it gives a provisional credit.  EFTA requires that the bank must complete its investigation within 45 days after receiving the customer’s 90 day notice.  It must then send a written explanation of its findings within 3 days (a).

Visa & MC: Have agreed that the recredit deadline will be 5 days, instead of the EFTA 10 day permission.

Damages: (§908, Reg E §205.11(c)(3)) The statute backs up its procedural requirements by allowing federal courts to impose treble damages on any bank that fails to (a) recredit an account within the 10 day period when required to do so or (b) unreasonably rejects a customer’s claim of error.

“Error” §908(f): Sets forth what is an error.  ((1) unauthorized electronic fund transfer; (2) incorrect transfer; (3) omission from a statement; (4) math error; (5) incorrect amount of $ received; (6) requests for additional info). 













WIRE-TRANSFER SYSTEM

INTRODUCTION

ATTRACTIVENESS TO PAYEES

Funds immediately available; low risk; payment final (for all practical purposes) at receipt.



3 MAIN NETWORKS:

Fedwire:  Government institution operated by the Fed Reserve (Predominant in domestic inter-bank wire transfers;

CHIPS: (Clearinghouse Interbank Payment Systems) is a privately operated facility of the NY Clearing House (Group of Manhattan financial institutions);

SWIFT: (Society for Worldwide Interbank Financial Telecommunications) is an automated international system for sending funds-transfer messages that is the predominant method for completing international transfers that are not denominated in dollars.  SWIFT transactions are settled by debits & credits on the books of the participating institutions.



GOVERNING LAW:

Scope of Article 4A:

Credit Transfers: (§4A-102, 4A-104, cmt 4) Article 4A applies only to credit transfers (transfers initiated by the entity making payment).  i.e. a company orders its bank to transfer funds from its account to anther company’s account.  It will not apply, for example, if the customer authorizes his mortgagees or insurers to make a monthly draw.

Wire v. Debit Transfers: (§4A-104, cmt 4) Article 4A does not apply to debit transfers!!!  Debit transfers occur when the creditor makes an electronic draw on the debtor’s bank account.  Wire transfers occur when the debtor instructs its own bank to transfer $ to the creditor or the creditor’s bank. HINT: Think of Article 4A as applying to money that is being “pushed” rather than being “pulled” (as in the case of a debit transaction).

Payment Order: (§4A-103(a)(1) PO means any instruction (orally, written, electronically) of a sender to a receiving bank to pay or cause another bank to pay, a fixed or determinable amount to a beneficiary IF:

the instruction does not state a condition to payment to the beneficiary other than time of payment;

(EXCLUDES DEBITS) The receiving bank is to be reimbursed by debiting an account of, or otherwise receiving payment from, the sender (i.e. the debtor is not the sender), and

(EXCLUDES CC & CHECKS) the instruction is transmitted by the sender directly to the receiving bank or to an agent, funds transfer system, or communication system for transmittal to the receiving bank.

(ii) Fedwire Transfers: (§Reg J, §210.25(b)) Because the Fed’s Reg J adopts Article 4A 

      as the governing law for ass Fedwire transfers, Article 4A governs all Fedwire  

     transfers even if they occur in a state that has not yet adopted Article 4A.

(iii) ACH Transfers: Article 4A excludes ACH transfers as well as debit transfers

§4A-108: Excludes transfers covered by EFTA;

EFTA §903(6)(b): Limits electronic fund transfers covered by EFTA to funds transfers made on systems “designed primarily to transfer funds on behalf of a natural person.”

Rationale: These exclusions reflect a desire to allow special rules to protect consumers (i.e. distinction between consumer & banking transfers).



THE WIRE TRANSFER PROCESS

INITIATING THE WIRE TRANSFER (From the Originator’ Bank to the Beneficiary’s Bank)

The Parties: (§4A-405) The “ORIGINATOR” is the customer who wants to make payment.  He may do this by telecopy, telex, in person, email, or telephone.  He makes the request for a “funds transfer” to be implemented by the “ORIGINATOR’S BANK” The originator’s bank sends the funds transfer to the “BENEFICIARY’S BANK” to be credited to the “BENEFICIARY.” Each step from the originator’s bank to beneficiary’s bank is called a “PAYMENT ORDER.” The parties to each payment order are called a “SENDER” and “RECEIVING BANK.” (§4A103, 104)

Payment Obligation: The originator’s bank has no significant opportunity to avoid payment once it sends a payment order into the system.  Accordingly, the originator’s bank ordinarily obtains payment form the originator before taking action.  It may o this by removing $ from the account or by placing a hold on those funds.  

Rejection: (§4A-210(a)) If the originator’s bank cannot obtain payment at the time of the transfer and is unwilling to rely on its ability to collect payment later, it can reject the originator’s payment order.

Action after Execution: Regardless of whether it has obtained funds before sending the funds transfer, Article 4A grants the originator’s bank (as receiver to the originator’s payment order) a right to collect payment from the originator (sender of that payment order) if the originator’s bank executes the payment order as directed by the originator.  (§4A-402(c)) - receiving bank entitled to payment upon “acceptance” of the order, 4A-209(a) - receiving bank accepts an order when it “executes it”, §4A301(a) - receiving bank executes a payment order when it issues a new payment order carrying out the payment order that it received).

Rejection of Payment Order: (i.e. beneficiary’s bank cannot locate the account number) it may reject the payment order.  §4A-402(c) excuses the obligation of the originator as sender. §4A-402(d) then obligates the Originator’s bank to refund payment, including interest from the date that originator paid originator’s bank for the order.  §4A-402(f) - the sender’s right to this refund cannot be varied by agreement.



EXECUTING THE TRANSFER (From Originator’s Bank to the Beneficiary’s Bank)

Which System Should the Originator Bank Use?

§4A-302(b)(i): In the absence of an instruction from the customer, the originator’s bank is ordinarily free to “use an funds-transfer system [that it wishes] if use of that system is reasonable in the circumstances.”

Ignoring Customer: (§4A-302(b)) The O-bank may ignore its originator’s instruction as to the method of sending the transfer if the bank, “in good faith, determines that it is not feasible to follow the instruction or that following the instruction would unduly delay completion of the funds transfer.”

Note: (§4A-104 cmt 1) In some cases, the O-bank can complete the transfer by crediting an account of the beneficiary on its own books.







Bilateral Systems (SWIFT):

Bilateral Arrangement: The originator’s bank sends a message directly to the B-bank, asking the B-bank to complete the transfer (phone, telecopy, mail or more secure way);  tends to be costly & inconveneient because each bank must establish, maintain and administer separate relations from each bank.

“Tested- Telex”: The receiving bank can confirm the authenticity of such a message by applying a pre-agreed algorithm to the text of the message it receives.  

Sending Payment: If the sender & receiving bank have substantial relations themselves, this can be done by arranging for orders to be paid by debits from accounts of the seder at the receiving bank.  Under §4A-403(a)(3) sending banks’ obligation to pay receiving bank for the pmy order would be satisfied by such a debit.

Example: Sending bank could use SWIFT to execute an originator’s payment request by sending a payment order to receiving bank under an agreement that receiving bank would obtain payment by debiting sending bank’s account at receiving bank.

Bilateral Netting: At the end of the day, the 2 banks either credit or debit from their accounts, depending on the volume / amount of the daily transfers.  Under §4A-403(c) that single debit would satisfy both bank’s obligations as senders of pmt orders on that day.



CHIPS (Multilateral Netting)

Contrast with SWIFT: (Multilateral Netting) (150 financial institutions) CHIPS allows a large number of participants to send messages through a central clearing house that can aggregate and net out all of the transfers for all participants at the end of each day.  In England, it’s called CHAPS.

The Process: At the end of each day, CHIPS participants who sent outgoing transfers with a value greater than the value of their incoming transfers send Fedwire transfers to CHIPS covering their net outgoing obligation for that day.  CHIPS then sends Fedwire transfers to those institutions that have received incoming transfers with a value greater than the value of their outgoing transfers for that day.

Article 4A Satisfied: (§4A-403(b)) Those payments satisfy all of the participant’s obligations to pay for their daily payment orders.



FEDWIRE 

Dominant in Transfers B/W Domestic Banks:

Allows for immediate settlement at the time of payment (instead of the end of the day);

Inclusiveness (includes over 10K financial institutions);

Modest Cost (monthly fee of a few hundred dollars + 50 cents per transaction);

Initiating a Transfer: The originating bank sends a funds transfer message to its local Fed Reserve Bank that must identify the beneficiary & the beneficiary’s bank.  There is a rigidly standardized format, including a series of fields, and a 4 digit identifier for each file.  (Then encrypted).  The Fed, as a receiving bank, will execute the payment order it has received by sending a second payment order to the beneficiary.

Fed Reserve’s Obligation: (§4A402(b)&(c)) When the receiving bank accepts the Fed’s payment order, the Fed becomes directly obligated to pay that order, even if the bank that initially sent the message to the Fed Reserve fails to pay the Fed for its payment order.  The Fed will therefore check the sender’s working balance. 

Working Balance: Is the account that each bank has at the Fed.  It continually goes up & down, depending on the daily amount of incoming & outgoing transfers.

Daylight Overdraft: (Reg J, §210.28(b)(1)(i)) It is common for a bank’s working balance to go below $0.  Reg J requires banks to cover those overdrafts at the end of each day.  The Fed has 2 regulations to ensure that a bank’s daylight overdraft will not get so bad, that the bank can’t pay at the end of the day:

Fees: The Fed charges a substantial fee for tolerating the overdrafts (0.15% of the overdraft).  Lead some to go to CHIPS.

Bank-by-Bank Caps: Banks may not exceed their cap (determined by the Fed) even if they agree to pay the overdraft fee.  However, certain de minimis overdrafts are tolerated (greater of $10M or 20% of the bank’s capital).

Internal Management: Most banks set their own cap as a matter of prudence & to avoid an overdraft fee.  If the balance goes below their cap, they will wait for an incoming transfer before sending one out.

Payment from the Fed: If the payment order is within the permitted cap, the Fed obtains payment under §4A-402(c) by removing the amount of the transfer from the working balance of the account of the originator’s bank (Reg J §210.28(a) authorizes the Fed to do this).

Beneficiary has Account with Same Fed: (Reg J. §210.29(a)) The Fed will send a message directly to the beneficiary’s bank ‘s Fedwire connection & simultaneously credits the account of the beneficiary’s account for the amount of the order.

Beneficiary Located on Different Fed District: (Reg J §210.30(b)) The originator’s Fed bank sends a message to the beneficiary’s Fed bank, using an internal Fed encrypted email system.  That Fed bank will then debit the originator’s bank’s Fed bank on its books and credit the account of the beneficiary’s bank.  Then the beneficiary’s bank’s Fed bank sends the funds transfer message on to the beneficiary’s bank through Fedwire.



COMPLETING THE FUNDS TRANSFER: (From Beneficiary’s Bank to Beneficiary) 

Beneficiary’s Bank’s Acceptance / Rejection of Payment Orders

Right to Reject: (§4A-210, 309)  (Uncommon Occurrence) UCC grants a right to rejection to protect the receiving bank from the risk that the sender will not pay for the sender’s payment order even if the receiving bank properly executes the order.  This is particularly important for the beneficiary’s bank because a beneficiary’s bank that accepts a payment order becomes obligated to pay the beneficiary even if the beneficiary’s bank never obtains payment from the sender (§4A-404(a)).

Notice: (§4A-210(a)) Rejection requires notice (orally, electronically, or writing) to the sender that the receiving bank will not accept the order or will not pay or execute it.  Need not include any particular words.  Rejection is effective when the notice is given if transmission is by a means that is reasonable in the circumstances.  If it is not a reasonable means, then notice is effective when received.

Interest: (§4A-210(b)) If a receiving bank (other than the beneficiary’s bank) fails to execute a payment order despite the fact that the sender has funds to cover it, the bank must pay interest to the sender on the amount order for the number of days elapsing after the execution date to the earlier of the day the order is canceled or the day the sender receives notice or learns that the order was not executed (the final day of the period counts as an elapsed day).

Rate of Interest: (§4A-506(b)) Under (a) may be determined by (i) agreement between the sender & receiving banks or (ii) funds transfer system rule.  If not, then (b) says the amount is calculated by multiplying the applicable Federal Funds rate by the amount on which interest is payable, the multiplying the product by the number of days for which interest is payable.

Acceptance: (§4A-209(b)) The beneficiary’s bank accepts a payment order if it does not act promptly to reject it.  Acceptance by the beneficiary’s bank occurs at the earliest of the following times:

when the bank (i) pays the beneficiary or (ii) notifies the beneficiary of receipt of the order or that the account of the beneficiary has been credited with respect to the order unless the notice states rejection or that funds may not be withdrawn until receipt of payment from sender;

the bank receives payment of the entire amount of the sender’s order; or

at the opening of the next funds-transfer business day following the payment date of the order if, at that time, the amount of the sender’s order is fully covered by a withdrawable credit balance in an authorized account of the sender or the bank has otherwise received full payment from the sender, unless the order was rejected within 1 hour after opening, or 1 hour after the opening of the next business day of the sender following the payment date if that time is later.

Effects of Acceptance: The beneficiary is entitled to payment from the beneficiary’s bank even if has not received funds from the sender (§4A-404(a)) and the beneficiary’s bank is entitled to payment from the sender (§4A-404(a)).

What if Acceptance Does Not Occur Under The Rule?: (§4A-211(d)) (i.e. usually because the sender has not paid for the order) The order is rejected by operation of law of the 5th business day after receipt at the receiving bank.



Operation under Fedwire:

Generally: The rules of rejection & acceptance above have no significance for payments transmitted by Fedwire, because Fedwire simultaneously provides final payment to the beneficiary’s bank and transmission of the message to that bank by means of a credit to the Fed Reserve account at the beneficiary’s bank.  Therefore, there is no need to wait for the beneficiary’s bank to decide whether to accept the order.

Fedwire Acceptance: (§4A-209(b)(2), cmt 6) The acceptance of the beneficiary’s bank is implied at the instant that it receives the Fedwire transfer.  Therefore, the beneficiary’s bank becomes directly obligated to pay the beneficiary the moment that it receives the Fedwire transfer (§4A404(a), Reg J §210.31(a).

Notice: (§4A-404(b) Requires notice to the beneficiary by end of the day.











DISCHARGE OF THE ORIGINATOR’S UNDERLYING OBLIGATION

1. When is the Payment Obligation Discharged?

§4A-406(a): A payment made by wire transfer generally satisfies the underlying obligation of the originator as of the moment that the beneficiary’s bank accepts a payment order for the benefit of the beneficiary.  This is true even if the beneficiary’s bank becomes insolvent & fails to pay the $ to the beneficiary.

Exception: (§4A-406(b)) A wire transfer does not discharge the underlying obligation if the wire transfer is made in a manner that violates the underlying K specifying the obligation to the beneficiary, the beneficiary, within a reasonable time after receiving notice of receipt of the PO by the beneficiary’s bank, notified the originator of the beneficiary’s refusal of the payment.

Bank Deductions: (§4A-406(c)) Each bank will deduct a small fee.  However, this section prevents a beneficiary from claiming that the originator had failed to make payment in a timely manner.  The original payment is deemed to discharge the entire obligation, even if deductions for bank charges reduce the actual payment slightly below the amount of the obligation, as long as the originator propmpty forwards payment to the beneficiary for the charges.



FINALITY OF PAYMENT

STOP PAYMENT

This right is extremely limited in the wire transfer system (measured in hours or minutes).

Cancellation & Amendment of PO’s: (§4A-211(b)) (Aleo International) A communication by the sender canceling or amending a PO is effective to cancel or amend the order if notice of the communication is received at a time & in a manner affording the receiving bank a reasonable opportunity to act on the communication before the bank accepts the PO.

Cancellation After Acceptance: (§4A-211(c)) After a PO has been accepted cancellation or amendment of the order is not effective unless the receiving bank agrees or a funds transfer system rule allows cancellation or amendment without agreement of the bank.

If the PO was accepted by any receiving bank but the beneficiary’s bank, CoA is not effective unless a conforming CoA of the PO is also issued by the receiving bank;

If the PO was accepted by the beneficiary’s bank, CoA is not effective unless the PO was issued in execution of an unauthorized payment order, OR because of mistake by sender which resulted in (i) a duplicate PO, (ii) an incorrect beneficiary, (iv) paying too much.  If the PO is canceled, the beneficiary’s bank is entitled to recover form the beneficiary any amount paid to the extent allowed by the law governing mistake & restitution.



















ERROR IN WIRE TRANSFER TRANSACTIONS

RECOVERING FROM PARTIES IN THE SYSTEM

GENERALLY

General Liability Principle: Wire transfer system assigns responsibility for errors based on the simple & unforgiving principle that each party bears responsibility for its own errors.

Corollary: Parties that participate in a transaction after the error have no obligation to discover or correct an error that 1 party made earlier in the transaction.  Therefore, a party that makes a mistake in a payment order has little or no recourse against later parties in the system that faithfully execute the mistaken order, however easy it might have been for them to detect the mistake, however obvious the mistake might have been.  Instead, Article 4A obligates the sender to pay any payment order that the receiving bank executes as instructed (§4A-402(b)).

Harsh Rule?: (§4A-108; EFTA §903(5), (6)(B)) Remember that 4A has no application to systems designed pr1marily for use by natural persons.



ERRORS BY THE ORIGINATOR

Per Se Rule: An originator is responsible for any mistakes that it makes in describing its order to the originator’s bank.

3rd Party Communication: (§4A-206(a)) The per se rule applies even if the error is made not by the originator himself, but by some 3rd party communications network, on the theory that the originator is responsible for the communications network it uses.  The 3rd party comm system is deemed an agent of the originator.  Also, if there is a discrepancy between the terms of the order that the originator sends into the system and the order that the bank receives from the system, the terms of the pmt order are those transmitted by the system.

Example: If the originator emails a payment order & Yahoo accidentally duplicates the message (sending the bank messages for 2 payment orders), the originator is liable for both orders.



Ambiguous Orders: 

General Rule: The sender is also burdened with losses that arise through execution of ambiguous terms.

Example: The originator identifies the beneficiary by name but mistakenly calls for payment to an account of some other random party.

Wrong Account Number Provided: (§4A-207(b), Reg J §210.27(b)) If the PO identifies a beneficiary by name & account number, & they belong to different people, and the beneficiary’s bank does not know that they are different the beneficiary bank may rely on the number indicated on the order and deposit the $ into that account, even if the identified beneficiary does not own the designated account. It need not determine whether the name and number belong to different people.  If the bank knows that the name & number are different no person has rights as beneficiary except the person paid by the beneficiary’s bank if the person was entitled to receive payment from the originator.  If no person has rights as beneficiary, then no acceptance can occur.

§4A-207(a): Provides that if, in a PO received by the beneficiary’s bank, the name, account number, or other identification of the beneficiary refers to a nonexistent or unidentifiable person or account, no person has rights as a beneficiary of the order AND no acceptance of the order can occur.

§4A-207(c): If (i) the PO in (b) is accepted, (ii) the originator’s PO described the beneficiary inconsistently by name & number, and (iii) the beneficiary’s bank pays the person identified by number, then the following rules apply:

If the originator is a bank, then the originator is obliged to pay its order;

If the originator is not a bank and proves that the person identified by number was not entitled to receive payment from the originator, the originator is not obliged to pay its PO unless the originator’s bank proves that the originator, before acceptance of the originator’s order, had notice that the PO issued by the originator might be made by the beneficiary’s bank on the basis of an identifying or bank account number even if it identifies a person different from the named beneficiary.

§4A-207(d): If the beneficiary’s bank rightfully pays the person identified by number & that person was not entitled to payment form the originator, the amount paid may be recovered from that person to the extent allowed by law governing mistake & restitution as follows:

If the originator is obliged to pay its PO as stated in (c), the originator has the right to recover;

If the originator is not a bank and is not obliged to pay its PO, then the originator’s bank has the right to recover.

Wrong Beneficiary Bank Provided: (§4A-208(b)) The receiving bank may rely on the routing number even if the order identifies the beneficiary’s bank by name.

Exception to Rule: (§4A-205) This rule has little practical significance because it only applies when the bank has agreed that it will take specified steps to identify errors.  The rule applies when the originator and the originator’s bank agree on a security procedure for the detection of errors.  

§4A-205(a)(1): This rule alters the per se rule in any case in which the bank fails to comply with the required procedure, if compliance with the procedure would have revealed the error.  (Note: Paragraphs 2&3 appear to but do not relieve the sender from paying all erroneous transactions, cmt. 1).

Example: (“4 party callback”) This procedure requires the receiving bank to confirm POs by a telephone call from a bank EE that did not receive the transfer request back to an EE of the sender different from the EE that initially authorized the order.  If the sender can show that such a phone call would have caught the mistake - because the 2nd sender EE would have noticed the error in the order - §4A-205 shifts any loss from the sender to the receiving bank.



ERRORS IN THE SYSTEM

SENDING EXCESSIVE FUNDS

Generally: (§4A-303(a)) In excessive amount & duplicate order cases (1st & 2nd case below), the originator is obligated only for the amount designated in its payment order.  In the incorrect beneficiary case (3rd case below) the originator is obligated for nothing because it sent no PO calling for payment to that beneficiary (§4A-303(c)).

3 Possibilities:

Bank sends too much $ to the right account at the right bank;

Bank sends 2 or more wires, thereby send 2 or more times the correct amount ;

Bank could send money to the wrong party.

Remedy Here has 2 Parts:

Limited Originator Obligation: (§4A-402) Under this provision the originator’s obligation is limited to the amount of the PO that it sends.  Therefore, under §4A-202(b)&(c), the originator is obligated to the originator’s bank only for the correct amount of its order that the originator’s bank has executed.  

Refunding of Compensation: (§4A-402(d)) To remedy excessive transfer, the system must require the originator’s bank to refund to the originator the money that the originator’s bank took as compensation for the order.  The originator’s bank must also pay interest on the funds from the date on which it initially paid out the funds.

§4A-402(f): The sender’s right to that refund cannot be varied by agreement.

In some cases, the O-bank might be able to recover from the party to which is incorrectly sent the funds.



SENDING INADEQUATE FUNDS

3 Possibilities:

Simple error in setting the amount for the beneficiary;

Sends funds to wrong beneficiary;

Fails to send order in a timely manner.

Originator’s Limited Liability: (§4A-303(b)) The originator is obligated only for the amount of the transfer that the bank actually sends.  Therefore, even though §4A-202 generally obligates an originator to pay the originator’s bank the entire sum of the payment order, the originator is not obligated to the originator’s bank beyond the amount that the originator’s bank transmits.

Opportunity to Cure: (§4A-303(b)) The UCC permits the originator’s bank to correct the error by sending a second wire that makes up the deficiency in the original wire.  If the originator’s bank sends a wire adequately supplementing the deficient wire, the originator remains obligated the entire amount of its original order.

Return of Funds: (§4A-402(d)) The originator’s bank must return to the originator any funds that the originator’s bank collected to reimburse itself for the payment order beyond the amount that it actually sent.  It must also pay interest on any funds that it improperly collected.  §4A-402(f) states that the sender’s right to refund cannot be varied by agreement.

Originator’s Underlying Obligation to the Beneficiary: (Damages)

Unique Problem: This cases is different from the excessive funds cases because inadequate funds will cause further damage to the originator (default; PO sent later than it should have).  3 Rules Deal With These Damages:

Rule 1: (§4A-305(a)) (Interest)If the only problem is that the bank sent the funds later than it should have, then the bank must pay interest to compensate for the retention of the funds beyond the period which it should have held them (either to the originator or the beneficiary).  Except as provided in (c), further damages are not recoverable.

Rule 2: (§4A-305(b),(d)) (Expenses)If the bank fails to correct the error (i.e. the bank never completes the originator’s payment order - then the bank must compensate the originator not only for interest loss, but also for the originator’s expenses in the transaction, including incidental expenses. Except as provided in (c), further damages are not recoverable.

Rule 3: (§4A-305(c)) (Consequential) These damages are recoverable to the extent provided in an express written agreement between the parties.  Therefore, the UCC adopts a default rule that bars consequential damages in the absence of express written agreement.  An example of these damages is when that the originator suffered from a default on its obligation to the beneficiary when the default was caused by the failure of the originator’s bank to complete the wire transfer in a timely manner.



BANK-STATEMENT RULE (Operates in 2 Tiers)

First Tier: (§4A-304) (Bank Statement Rule) Generally imposes on the originator a duty of ordinary care to review statements regarding wire transfer transactions.  If the originator fails to use ordinary care to review those statements, then it cannot recover interest on any amounts that the bank is obligated to refund to it under §4A-402(d).

Time Limits: The UCC does not give the originator a specific amount of time within which it can act to preserve its rights.  (1) Instead, it gives the bank a safe harbor by stating that any originator challenge more than 90 days after receipt of the statement is too late.  (2) In addition, §4A-204, cmt 2 notes that a customer can lose its entitlement to interest earlier than 90 days if the circumstances indicate that the originator would have discovered the error sooner if it had reviewed the bank statements with ordinary care.  (3) Finally, for payment orders transmitted to Fed Reserve banks, the Fed Reserve has issued a regulation establishing 30 calendar days as a reasonable time (Reg J §210.28(c)).

Second Tier: (§4A-505) This rule precludes the originator from challenging any debit from its account for a wire transfer order unless the originator challenges the transaction within 1 year of the date that the originator received notice of the transaction from the originator’s bank.  This is a much more serious bar, because it precludes the originator from recovering the principal amount of the transfer.



RECOVERING FROM THE MISTAKEN RECIPIENT

RECOVERING UNDER ARTICLE 4A

Restitution: Although Article 4A limits the right of the party that makes the error to pass that loss on to other parties in the system, it does contemplate a recovery of money from the unintended recipient under common law principles of restitution.

Originator Mistake: If the originator makes the error, it can pursue a restitution action against the incorrect beneficiary.  Examples:

§4A-207(d): Error in describing beneficiary;

§4A-209(d): Error in date of execution;

§4A-211(c)(2): Erroneous order canceled after acceptance by beneficiary;

Originator’s Bank Mistake: When the bank makes a mistake that cause it to send excessive funds, the bank can pursue a restitution action against the party that received the funds.  Examples:

§4A-303(a), (c): Excessive funds errors;

Reg J §210.32(c): Error by Fed Reserve banks.

Vague UCC Standard: (e.g. §4A-303(a)) The UCC does not clearly set forth the boundaries of these rights to restitution (i.e. when can you bring suit).  It merely states that the originators and receiving banks responsible for an error are “entitled to recover from the beneficiary of the erroneous order the excess payment received to the extent allowed by the law governing mistake & restitution.



MISTAKEN RECIPIENT HAS INDEP. RIGHT TO PAYMENT FROM ORIGINATOR

Case 1: (Banque Worms) X company ordered its bank to wire $2M to Y company.  X canceled the wire transfer a few hours later, before the bank made the transfer. The bank nevertheless sent the wire transfer.  (§4A-211(b) - Cancellation of payment order is valid if received when the receiving bank has “a reasonable opportunity to act on the communication).  The NY Court of Appeals held that Y Company was entitled to retain the money because Y Company had applied the money to discharge a debt that X Company owed to it.

Case 2: (GE Capital Corp.) X Company had an agreement with Y Company whereby all of Y company’s sales proceeds would go into a “blocked account.”  Y Company ordered a customer to wire transfer money to an “unblocked account.”  However, the bank made a mistake and transferred it to the original “blocked” account.  Y Company successfully got its bank to switch the money into the other account.  The 7th Circuit, held that the bank should not have switched the money back.  The court held that X Company’s entitlement to the funds barred the bank from moving the funds out of the blocked account.  Once the beneficiary’s bank properly executed the order that it received, the payment into the account was final.  

NOTE: These cases interpreted the restitutionary actions much more narrowly than traditional common law principles, which would not allow a creditor in the position of Y Company to retain those funds unless the creditor could prove that it had detrimentally relied on the payment by changing its position toward the debtor.



FRAUD, SYSTEM FAILURE & INT’L ISSUES IN WIRE-TRANSFER TRANSACTION

FRAUD (Attractive Target, ie. The Russian Student)

SECURITY OF THE WIRE-TRANSFER SYSTEM

Variety of Bank Implemented Security Measures:

ID code & confidential system password;

Encryption of the PO;

Four-Party Callback (See Above);

Listen-Back Requirement;

Contractual Overdraft Limit: 

The bank & the customer agree that the bank is not authorized to send any wore transfer that would create an overdraft in the customer’s account (An agreement directly contrary to the overdraft protection a large customer generally would have on a checking account §4A-203, cmt 3).



UCC Incentives for Banks to Develop Effective Security Features:

“Security Procedure”: (§4A-201) Means any procedure established by agreement of a customer and a receiving bank for the purpose of (i) verifying that a PO or communication amending / canceling a PO is that of the customer, or (ii) detecting error in the transmission or the content of the PO or communication.  A SP may include algorithms, codes, passwords, encryption, callback procedures, or similar security devices.  Comparison of a signature on a PO or communication with an authorized specimen signature of the customer is NOT by itself a security procedure.

Customer Authorization: (§4A-202(a)) Gives banks incentive because customers are ordinarily liable ONLY for orders that they AUTHORIZE.  HOWEVER,

Security Procedure Rule: (§4A-202(b)) If the bank and its customer have agreed to pre-approved security procedures, and the bank follows those procedures, a PO received by the receiving bank IS EFFECTIVE as the order of the customer, WHETHER OR NOT AUTHORIZED, if (i) the security feature is COMMERCIALLY REASONABLE, and (ii) the bank proves that it accepted the PO in good faith & in compliance with the security procedure and any written agreement with the customer.  The bank is not required to follow an instruction that violates a written agreement with the customer or notice of which is not received at a time and in a manner affording the bank a reasonable opportunity to act on it before the PO is accepted.

Example: In the case of the Russian student, the customers are fully responsible for the unauthorized transfers because the bank followed all the agreed upon procedures.

3 Significant Restrictions on the Security Procedure Rule:

The procedure must be commercially reasonable (§4A-202(b)(i)).  The customer can argue that the security procedure to which it agreed was so defective that it would be unreasonable to hold the customer to unauthorized orders sent pursuant to that procedure.

Comment 4 & (c): Explains the factors that determine commercial reasonableness.  The standard is flexible.  CR is a question of law.  Whether the bank complied is a question of fact.  A procedure is not commercially unreasonable simply because another procedure might have been better.  The standard is not “best available” but rather was the procedure reasonable for the particular customer and the particular bank.  Factors: (1) cost of procedure v. volume of transactions; (2) type or size of receiving bank; (3) (c) size, type & frequency of payment order (4) alternative procedures offered (5) (c) procedures in general use by banks & customers similarly situated. Must consider the wishes of the customer & the circumstances of the customer known to the bank (c).

Customer Chooses Less-Secure Procedure: (§4A-202(c)) Customers sometimes prefer a less-secure procedure because it is cheaper.  Therefore, if the bank offers a commercially reasonable procedure, and the customer refuses and chooses an unreasonable lax procedure, and the customer expressly agrees in writing to be bound by the procedure that it chose, then the bank will not be liable for any unauthorized transfer.

Customer Agreement: (§4A-202(b)(ii)) The bank must show that it processed the order in accordance with its agreement with the victimized customer.  Therefore, the bank cannot charge its customer for an unauthorized order issued pursuant to a security procedure (even if the procedure is reasonable) if the bank failed to comply with the procedure or if the order violated some other provision of the bank’s agreement with its customer (such as an overdraft limit).

Customer Discovers the Fraud: (§4A-203(a)) The customer may pass back liability to the bank.  The bank cannot enforce or retain payment of the PO if the customer proves that the order was not caused, directly or indirectly, by a person (i)  entrusted at any time with the duties to act for the customer with respect to POs or the security procedure, or (ii) who obtained access to transmitting facilities of the customer or who obtained, from a source controlled by the customer and without authority of the receiving bank, information facilitating breach of the security procedure, regardless of how the information was obtained or whether the customer was at fault.

			      2 LIMITATIONS ON THIS RULE:

Discover Fraud: (§4A-203(a)(2)) The exception only applies in cases in which the customer can discover how the fraud was committed (i.e. must prove that the malefactor did not obtain access through the customer).  §4A-105(a)(7) defines “prove” as “meet the burden of establishing the fact.”  Therefore, if the customer cannot determine who committed the fraud or how it was done, the customer will remain responsible.  However, Comment 5 states that appropriate investigation ordinarily will discover the source of the fraud (Not true in Russian case).

“Control by the Customer”: (§4A-203(b)) Is a middleman who intercepts the message in “control by the customer?”  Common sense would say that the bank is the only one in the position to upgrade the system, BUT §4A-206 suggests that Article 4A would view the communications system as an agent of the customer and thus hold the customer liable for malfeasance.  



EXECUTION OF A FRAUDULENT WIRE-TRANSFER

These rules closely resemble erroneous payments in the above section (4).

Order Treated Authorized Under Security Procedure Rule: In this case, the customer is treated as the sender of the order under §4A-202(d) and accordingly is obligated to pay the order under §4A-402(c)

Customer Recourse: Remedy limited to a suit against the defrauder.

Order Treated Authorized Under Security Procedure Rule: (§4A-204(a))The bank must refund any sums that the customer already paid with respect to the order, with interest (calculated from the date the bank received payment to the date of the refund).  Bank Statement Rule: The customer can lose its right to interest if it fails to use ordinary care and complain within a reasonable time (not to exceed 90 days) of the time that the customer was notified by the bank that the PO was accepted or that the account was debited.  For payment orders sent to Fed Reserve Banks, the Fed reserve has issued a regulation stating that 30 calendar days from the date that the sender receives notice is a reasonable time (§Reg J §210.28(c)).  



NOTE: ALTHOUGH A BANK MAY HAVE THE RIGHT TO CHARGE THE CUSTOMER, COMMERCIAL PRACTICE & MARKET FORCES MAY WELL COMPEL THE BANK TO RECREDIT THE CUSTOMER ANYWAY. (i.e. the Russian Case).





SYSTEM FAILURE

SWIFT

System failure not a major problem b/c of the bilateral arrangement.

Banks only accept transfers from other banks only when it has determined that it is satisfied with the ability of the sending bank to pay that particular transfer.

Worst Case: The worst thing that a SWIFT bank could suffer upon the failure of another SWIFT user would be that the surviving bank would lose the funds for transfers that it chose to complete without obtaining prior payment.



2. FEDWIRE

Low risk b/c participants incur no cognizable credit risk. The Fed Reserve has undertaken to accept all of the risk that a Fedwire participant will fail.  Also, there are no provisions in the UCC or in Reg J that would allow for the unraveling of a completed Fedwire transaction b/c those transfers truly become final just a few moments after execution.



CHIPS

Significant risk here because CHIPS has no similar source of financial backing like the Fed reserve for its daily $1.2 trillion transfers.

Daily Settling: Poses a problem if one of its members cannot cover its transfers for the day.  However, its members have taking some steps to help mitigate the problem:

Transactional limits (like Fedwire);

Pro Rata Share:  Each member agrees to contribute its pro rata share of the net shortfall that arises from the failure of any participant in that system.  Each share is determined by a complex formula based on each banks level of transactions in the system.  The NY Fed Reserve holds about $4 billion in collateral (Treasury Notes) given by the members to ensure payment.

“Doomsday Provision”: (§4A-405(e)) The system obligates members to provide funds only if 1 member fails.  Therefore, it may not have enough $ to settle the daily transfers if more than 2 or more bank fails on that day.  The “Doomsday Provision” allows CHIPS to unwind its payment transfers in the event of a system failure.  Therefore, if the members fail to complete settlements at the end of the day, beneficiaries would be obligated o restore to their banks any funds they had received that day.  Similarly, originator’s banks would not be obligated to pay orders they had sent through CHIPS to beneficiaries’ banks that day, and any obligations that had been extinguished that day by payments through CHIPS would be revived (§4A-405(e)).



INTERNATIONAL TRANSFERS

CHOICE OF LAW RULES

Choice of Law Clauses (§4A-507(b))

Valid: This section firmly validates contractual choice of law arrangements.  These provisions are validated even if the funds transfer in question bears no “reasonable relation” to the jurisdiction whose law has been chosen!!!

Rationale: Parties should be allowed to K to one particular jurisdiction to govern all transactions because of the  variety of jurisdictions worldwide (to which they send transfers).  It removes the need for parties to choose a law for each transaction based on the jurisdictions that are related to that particular transaction.

3 UCC Default Rules (§4A-507)

Generally: The UCC articulate 3 default rules designed to determine whether the dispute will be resolved under Article 4A or some other law.  These rules identify the most common relationships likely to lead to disputes & select the law of the location of one or the other party to those disputes as the governing law:

§4A-507(a)(1): As between the sender & the receiving bank, the law of the location of the receiving bank applies.

§4A-507(a)(2): As between the beneficiary’s bank and the beneficiary, the law of the location of the beneficiary’s bank applies.

§4A-507(a)(3): As between the originator and the beneficiary, the law of the location of the beneficiary’s bank applies.



UNCITRAL Model Law on International Credit Transfers

Purpose: UNCITRAL is a useful vehicle for examining the rules likely to apply to international funds transfers.

Choice of Law: The Model Law suggests a simple rule that the law of the state of the receiving bank applies, a rule that generally is quite similar to the rules articulated in §4A-507(a).

Similarities: Article 4A & the Model Law are very similar.  Therefore, most of the differences are unlikely to be significant in a large number of transactions.

4 Major Differences:

Consequential Damages: Article 4A generally bars an award of consequential damages in the absence of an agreement providing for such damages.  The only exception is the minor provision in §4A-404(a) that permits them against  a beneficiary’s bank that refuses to pay a transfer to the beneficiary after demand and “receipt of notice of particular circumstances that will give rise to consequential damages as a result of nonpayment.”  Article 17 permits these damages “when a bank has improperly executed, or failed to execute, a payment order (a) with the specific intent to cause loss, or (b) recklessly and with actual knowledge that loss would be likely to result.    However, there’s not much functional difference because its doubtful that any bank would act in such a manner.

Money Back Guarantee: (§4A-402(d)) This provision allows the originator of a funds transfer that is not completed to recover from the originator’s bank any funds that the originator gave its bank as reimbursement for the order.  Under §4A-402(f) the sender’s right to that refund cannot be varied by agreement.  Under §14(2) of the Model Law, the sender and the receiving bank can agree to waive the money back guarantee “when a prudent originator’s bank would not have otherwise accepted a particular payment order because of a significant risk involved in the credit transfer.”  Difficult to see how the technical difference is significant.

Originator Recovery: The provisions in Article 4A that allow originators to recover for errors operate by barring the originator’s bank from collecting reimbursement for a transfer or by obligating the originator’s bank to make a refund to the originator of funds already collected.  Nothing in Article 4A allows an originator to recover from an intermediary bank or beneficiary’s bank.  §14(5) of the Model Law, by contrast, states expressly that “an originator entitled to a refund may recover from any bank obligated to make a refund hereunder to the extent that the bank has not previously refunded.”  Practical Effect: Ordinary rules of joinder should enable the originator to accomplish a similar result in a single suit under Article 4A

Originator’s Bank Duties: §4A-207 states that banks may rely on account numbers even if they are inconsistent with a verbal I.D. of the beneficiary.  The Model Law requires the originator’s bank to issue a PO that is consistent with the contents of the PO that it received or if the bank detects an inconsistency or insufficiency in the order, to notify the originator of the problem.  Practical Effect: Therefore, it is possible that a bank would be responsible under the Model law if it failed to notice that type of problem with an order that it received.

ERROR & FRAUD IN SWIFT TRANSACTIONS

SWIFT User’s Handbook: Are enforceable against participating institutions under either Article 4A as funds-transfer system rules in §4A-501(b) or under Article 4 of the Model Law as an agreement by the parties.

SWIFT Protective Measures:

Encryption at each stage of the transmission (O-bank to SWIFT; SWIFT to SWIFT; SWIFT to B-bank);

All messages are consecutively numbered so each institution would notice a missing message or a message that was sent twice;

All message recipients must return a prompt acknowledgment of receipt;

Each message includes a trailer with a “check sum” for verifying the integrity of the message.  The checksum is a number that represents the result of a mathematical calculation based on the text of the message.  If the text was altered or corrupted, the checksum would not be correct.

Rules for Determining Who Bears Interest Losses: More burdensome on the originator’s bank than the UCC rules b/c they impose liability not only based on an error by the O-bank, but also in circumstances where a diligent bank would have known that the transmission was unsuccessful.  

SWIFT bears no liability for consequential damages;

SWIFT’s responsibility is liable for interest costs that exceed 30K Belgic francs (i.e. if interest loss of 40K Belgic frans - liable for 10K francs).

SWIFT bears loss if (1) it acknowledges receipt of a message, but neither delivers the message nor provides the sender an undelivered message report or (2) if the SWIFT network itself fails and does not provide the sender prompt notice of the problem (Still limited on the floor states above).

If principal amount is completely lost. SWIFT accepts responsibility only if the loss was caused either by the failure of SWIFT to conform to its own procedures or by fraud on the part of individuals for whom SWIFT is responsible.















LETTERS OF CREDIT

INTRODUCTION

THE BASICS

Letter of Credit: In form, it is nothing more than a letter from  a financial institution promising to pay a states sum of money upon the receipt of specified documents.  The prospective payor goes to the bank and asks it to issue a letter of credit to the prospective payee.

Used largely in international transactions for sale of goods;

UCP: Set forth rules for letters of credit in int’l sale of goods.  They are not in exact conformity with Article 5 of the UCC.

UCC v. UCP: (§5-116(c)) General rule that in the event of a conflict between the UCP and Article 5, a letter of credit that incorporates the UCP should be interpreted in accordance with the UCP.

Fees: Differ greatly in different markets, but average about ¼ of 1% of the letter amt.

Consideration: (§5-105) Consideration is not required to issue, amend, transfer, or cancel a LoC, advice, or confirmation.

Formal Requirements: (§5-104) A LoC, confirmation, advice, transfer, amendment, or cancellation may be issued in any form that is authenticated (i) by a signature or (ii) in accordance with the agreement of the parties or the standard commercial practice referred to in §5-108(e).

Variation by Agreement: (§5-108, cmt.1, 5-103(c)) §5-103 states that Article 5 may be varied by agreement.



Attractive to the Payee

Advance Commitment: The stakeholder (almost always a bank or similar financial institution) provides an firm advance commitment that it will make payment when the actual date for payment arrives.  This distinguishes the letter of credit from other payment systems.

Payment Cancellation: The transaction payor has no right to cancel payment at any point after the financial institution makes the commitment.  Therefore, there is a relatively small risk of nonpayment after the payee performs.



THE UNDERLYING TRANSACTION

THE PARTIES

Applicant: §5-102(a)(2) Is the person at whose request or for whose account the letter of credit is issued.  May be a person who requests the an issuer to issue the LoC on behalf of another.

Issuer: §5-102(a)(9) Is the bank or other person that issues a letter of credit.

Beneficiary: §5-102(a)(3) Is the person receiving payment under the LoC.

Nominated Person: §5-102(a)(11)  Is a bank at the location of the beneficiary who pays for the issuer.  Makes beneficiary more willing to accept payment this way.  “A person who the issuer (i) designates or authorizes to pay, accept, negotiate, or otherwise give value under a LoC and (ii) undertakes by agreement or custom & practice to reimburse.”

Confirmer: (§5-102(a)(4)) is a nominated person who undertakes, at the request or with the consent of the issuer, to honor or a presentation under a LoC issued by another.

Advisor: §5-102(a)(1) Is a bank at the location of the beneficiary who notifies the beneficiary that a LoC has been issued, confirmed, or amended.  May be same person as Nominated Person.  May also confirm.  This expedites notification b/c the issuer can send a secure electronic transmission to the bank must faster and more secure than conventional delivery services (§5-104, cmt 3, UCP 11(a)).

Electronic LoC: (§5-102(a)(14), 5-104, UCP 11(a))Unlike the checking system, Article 5 can accommodate fully electronic LoC because it requires only a “record” of the LoC, not the writing required by §3-104(a) for items in the checking system.

Authentication: The bank then prints out the LoC and authenticates a single original for delivery to the beneficiary.  (May be done with a special signature, special paper, special color ink stamp.
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��				II. Applies for LoC
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�
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ADVISING & CONFIRMING BANKS

OBLIGATIONS OF ADVISING & CONFIRMING BANKS (§5-107)

Nominated Person & Advisor: (§5-107(b),(c)) These roles are purely procedural.  Neither position has any independent liability on the letter of credit.  There is no obligation to honor requests for payment under the LoC.



Confirming the LoC: (§5-107(a)) If a nominated person confirms the LoC, he is directly obligated on the LoC and has the rights and obligations of an issuer to the extent of its confirmation.  The confirming bank also gets the rights of the issuer.

Usage: The beneficiary may want to have its own bank to confirm the issuer’s letter of credit.  If an American company wants to protect itself from relying on the foreign bank’s credit it will seek a commitment of payment from its local bank.



THE TERMS OF THE CREDIT

Collection of Payment

Draft Requirement: Payment ordinarily is not directly conditioned on the seller’s satisfaction of the terms of the K, but is conditioned instead on the seller’s presentation of a request for payment (usually called a “draft”) together with specified documents that ordinarily would be available only if the seller in fact had satisfied the K. (UCP art. 14).

Benefits Seller: Seller has satisfactory assurance of payment b/c he can determine in advance, when it receives the LoC, that it will be easy to satisfy the conditions on the issuer’s obligation to pay.

Benefits Buyer: B/c seller’s ability to obtain payment is conditioned on the seller’s having obtained documents that evidence a proper payment, the credit does not expose the buyer to an undue risk that it will be forced to pay without receiving performance from the seller.

Effects: The LoC limits the obligation of the issuer to determine whether the seller actually has complied with the K.  This is essential b/c the LoC system is grounded in the firm commitment of the bank to pay.

INDEPENDENT PRINCIPLE (§5-103(d), UCP 3(a))

Documentary Conditions: For the LoC to provide a reliable assurance of payment, it must create an entirely independent obligation b/w the issuer & the beneficiary so that the issuer is obligated to pay upon satisfaction of the specified documentary conditions, whether or not the beneficiary has complied with the beneficiary’s underlying K with the applicant.

UCC §5-103(d): Rights & obligations of an issuer to a beneficiary under a LoC are independent of the existence, performance, or nonperformance of a K or arrangement out of which the letter of credit arises including K’s or arrangements between the applicant and the beneficiary.

Exception: Egregious fraud by the beneficiary (see next section).

Bankruptcy Implications: The independence principle means that a bank is obligated to honor a proper draft on a LoC even if the applicant has gone into bankruptcy.  Therefore, even during the applicant’s bankruptcy, the automatic stay provision of §362(a) will not effect the issuer’s obligation to honor the LoC.



Must Have Objective Requirements

Rationale: In order for the LoC system to work under the independence principle, the issuer must have objective requirements to determine whether payment should be issued.

UCP Rules: Are designed to enhance the objectivity of the requirements that the parties set forth in the LoC.  They also provide interpretation guidelines that produce a meaning much more objective than the literal terms of the credit.

Example: (UCP 20(a)) Avoid using vague terms such as 1st class, well known, qualified, independent, official, competent, local, and the like to describe the parties issuing documents to be presented under a LoC.  If the issuer ignores that advice, the UCP directs the issuer to ignore that term in determining whether to honor a request for payment under the credit.  

UCP Article 20(a): Calls for the issuer to honor a request for payment if the document in question “appears on its face to be in compliance with the other terms & conditions of the credit & not to have been issued by the beneficiary.”

Deal Only With Documents: (§5-108(g),UCO 13(c)) If the LoC contains non-documentary conditions (i.e. involving the underlying K), an issuer shall disregard them and treat them as if they were not stated.

Variations in Price & Quantity: (UCP Art. 39) 

If the LoC describes a quantity or price term as “about” “approximately” or “circa” some numerical number, the UCP provides that the credit permits a 10% variance.

If the credit calls for shipment of a quantity of goods without any qualification, the UCP permits a 5% variance from a stated quantity.

The credit requires precise adherence to a stated quantity term if the credit “stipulates that the quantity of the goods specified must not be exceeded or reduced” or if the credit “stipulates the quantity in terms of a stated number of packing units or individual items.”

Periods of Shipment: (UCP Art. 47)

“To” “until” “till” “from” and words of similar import applying to any date or period in the Credit referring to shipment will be understood to include the date mentioned.

“After” …excludes the date mentioned;

“First half” “Second half” of a month shall be construed respectively as the 1st to the 15th and the 16th to the last day of such month, all dates inclusive.

“Beginning” “middle” or “end” of a month shall be construed respectively as the 1st to the 10th, the 11th to the 20th, and the 21st to the last day of such month, all dates inclusive.

Description of Goods: (UCP 37(c)) 

States explicitly that “description of the goods on a commercial invoice must correspond with the description on the credit.”



DRAWING ON THE CREDIT

COLLECTION BY THE PAYEE

Basic Process: After the seller/beneficiary has performed its obligations on the underlying K, he collects the documents called for by the LoC and then prepares a draft.

Draft: Is nothing more than a letter written to the issuer, from the beneficiary, identifying the LoC and seeking to “draw” on the account.

When the issuer receives the draft and the accompanying documents, the issuer compares the draft and the documents with the LoC to determine whether the draft satisfies the LoC.

	

Strict Compliance Standard: (§5-108(a)) The UCC rejects the “substantial compliance” standard that earlier courts adopted.  An issuer shall honor a presentation that appears on its face strictly to comply with the terms & conditions of the LoC.  Unless otherwise agreed with the applicant, an issuer shall dishonor a presentation that does not appear to so comply.

Rationale: Based on the independence principle.  By requiring strict compliance with the terms of the LoC, the system helps insulate the issuer’s obligation on the LoC from disputes about the quality of the beneficiary’s performance on the underlying K.

Potentially Harsh: (Samuel Rappaport Family Partnership) The court held that strict compliance permitted an issuer to refuse to honor a LoC, even though the signature required was that of a dead man!!

NOTE: Most drafts on commercial LoC do not satisfy the strict compliance standard.

Potential Problem: An issuer may seize upon an obviously irrelevant mistake as a pretext for dishonoring drafts drawn on their LoC.  The UCC & UCP respond to this in 2 ways:

Tolerating Minimal Defects: (§5-108(e), cmt 1) “An issuer shall observe standard practice of financial institution that regularly issues LoC.  Determination of the issuer’s observance of the standard practice is a matter of interpretation for the court.”  The court shall offer the parties a reasonable opportunity to present evidence of the standard practice.”  Comment 1 states that “oppressive perfectionism” and “slavish conformity” is neither required nor appropriate.  Comment 1 also says that the parties may vary the standard by agreement.  Most of the examples in the comment are obvious examples.

Prompt Notice of Defects: 

Bank Notice: (§5-108(c)) A bank is precluded from justifying a decision to dishonor a draft by reference to any defect of which the bank did not promptly advise the beneficiary, or any discrepancy not stated in the notice if timely notice is given.

Waiver: (§5-108(a)) Because most drafts on commercial LoC do not strictly conform, the normal course of events is for the issuer to seek a waiver from the applicant of the identifiable defects.  §5-108(a) states that an issuer can honor a non-conforming presentation when it has “agreed with the applicant.”  In most cases, the applicant grants the waiver because it’s the easiest way to pay the payee and therefore fulfill his obligation under the K.  If the applicant declines the waiver the issuer sends notice to the beneficiary specifying the defects identified by the issuer, thereby giving the beneficiary an opportunity to cure the defects.



Payment Request by Beneficiary (§5-102, cmt 7)

LoC Expiration: Comment 7 explains that, unless the LoC provides otherwise, a beneficiary need not present the documents to the issuer before the letter of credit expires; it need only present those documents to the nominated person.



(d) Payment by the Issuer: (§5-108(b))

Time Limitation: An issuer has a reasonable time after presentation, but not beyond the 7th business day of the issuer after the day of its receipt of documents:

to honor;

if the LoC requires for honor after 7 business days after presentation, to accept the draft or incur a deferred obligation; or

to give notice to the presenter of the discrepancies.	



REIMBURSEMENT

CONFIRMING BANK RIGHT

Generally: (§5-107(a), §5-108(i)(1), UCP 14(a)) If the beneficiary makes an appropriate draft on the LoC and the confirming bank honors the draft & pays, the confirming bank has a statutory right to immediate reimbursement from the issuing bank.  §5-107(a) states that the confirming bank has all the same rights as the issuer.  Therefore, it must be reimbursed under §5-108(i).

Issuing Bank: The confirming bank then forwards the documents to the issuing bank.  The issuing bank then has a right to reimbursement from the applicant “in immediately available funds not later than the date of its payment of funds” (§5-108(i)(1)).

Applicant Payment: Usually pays in advance or is required to maintain a deposit account balance with the issuer.























LETTERS OF CREDIT - ADVANCED TOPICS
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ERROR & FRAUD 

WRONGFUL HONOR

Generally: Occurs when the bank honors the LoC even though the beneficiary fails to present the appropriate documents.  These cases are rare because: (1) the bank is skilled in evaluating drafts, and (2) by the nature of the transaction, the issuer is much more likely to have an ongoing relations with the applicant than with the beneficiary (i.e. err on the side of dishonoring).

Reimbursement by the Issuer: (§5-108(i)) Because the honor was not a proper use of the applicant’s funds, the issuer has no right to reimbursement.  (This is implied by this section.  It does not state it directly.

Reimbursement by the Confirming Bank: (§5-108(i), UCP 10(d)) §5-107(a) states that a confirmer has rights against the issuer as if the issuer were an applicant and the confirmer had issued the LoC.  Therefore, the confimer seeks reimbursement from the issuer under the same rule that the issuer seeks reimbursement from the applicant, §5-108(i)(1).  Thus, the confirming bank may only get reimbursement in cases of proper honor.

Right of Subrogation (§5-117(a)) 

Generally: Section limits the applicant’s rights to recover its funds from the issuer.

Subrogation: Permits the issuer to assert whatever rights the beneficiary has against the applicant on the underlying transaction.

Example: The issuer honored a draft even though a required invoice was missing.  If the omission was an inadvertent mistake & if the beneficiary had in fact performed all of its obligations to the applicant, the applicant would remain obligated to the beneficiary on the underlying sales K even if it was improper for the issuer to honor the draft on the LoC.  In that event, the issuer’s right of subrogation to the beneficiary’s right to seek payment from the applicant would bar the applicant from any recovery from the issuer for wrongful dishonor.



Damages (§5-111)

Issuer Liability: (§5-111(c)) An issuer that wrongfully honors a draft on a LoC is responsible to the applicant for “damages resulting from breach, including incidental but not consequential damages, less any amount saved as a result of the breach.” 

Comment 2: When the beneficiary properly performs the underlying K, the applicant frequently will suffer no harm because the issuer’s breach will not affect the applicant’s obligation on that underlying K.  Essentially, the funds paid out in the wrongful honor by the issuer are “an amount saved as a result of the breach” in the sense that the applicant would have been forced to pay the beneficiary for the properly delivered goods even if the issuer had dishonored the improper draft on the LoC.

Confirming Bank Liability: 

Subrogation: (§5-117(c)(2)) C-bank entitled subrogation rights of the beneficiary against the applicant in the same way as the issuer.

Damages: (§5-111(c)) Same liability as issuer.



WRONGFUL DISHONOR

Generally: A beneficiary presents documents that in fact comply, but the issuer nevertheless refuses to pay.  Generous measure of damages available here because:

Issuer may try to curry favor with applicant by dishonoring a proper draft;

The LoC system places emphasis on certainty of payment.  The seller relies on the bank’s commitment to pay when he enters into a sales K.  Therefore, it is important that the applicant have no right to stop payment.  Therefore, for the system to work, the issuer must have a strong incentive to honor a proper draft.



Preclusion of Subrogation Rights in Cases of Dishonor (§5-117(d))

Generally: The independence principle bars the issuer from defending its decision to dishonor by reference to the beneficiary’s failure to perform on the underlying contract.

Subrogation Limitation: (§5-117(d)) Although this provision generally grants the issuer broad rights of subrogation, (d) specifically bars the assertion of subrogation by an issuer that does not honor a letter of credit.  Therefore, the issuer that dishonors generally cannot rely on defects in the beneficiary’s performance on the K to offset the issuer’s obligation to the beneficiary on the letter of credit.  Comment 2 states that an issuer cannot dishonor and then defend its dishonor or assert a setoff on the ground that it is subrogated to another person’s rights.



Remedies (Generous)

Damages: (§5-111(a),(d),(e)) (a) The beneficiary can sue the issuer for specific performance or an amount equal to the value of performance by the issuer and also recover any incidental, but not consequential damages that result from the breach, as well as a mandatory award of attorney’s fees & expenses.  The beneficiary has no duty of mitigation, however, if it does mitigate, damages will be reduced by that amount.

Interest: (§5-111(d)) Because delayed payment may cause significant harm, beneficiary may obtain interest as compensation for the delay.

Limitation: (§5-111(a)) Prohibits consequential damages.  Comment 4 states that they would raise the cost of LoC to the point of economic unfeasability.

Incentive to Honor:

The cost of damages could easily exceed the amount of the LoC;

Reputational harm.





FRAUD

Forged Drafts:

Generally: A party not acting on behalf of the beneficiary submits a draft on the LoC.  Therefore, the issuer pays, but the beneficiary has not received its funds.

Issuer Must Pay: (§5-108(i)(5)) The issuer’s obligation to honor a draft on a LoC is not discharged if it honors a presentation that bears a forged signature of a beneficiary.  Therefore, when the beneficiary presents an authentic presentation afterward, the issuer must still pay the beneficiary even though it has already paid the forger!! (Comment 13 states this last sentence).

Issuer Reimbursement: (§5-109(a)) Provides that if the issuer did not know that the draft included a forgery, the issuer that honors a forged draft is entitled to reimbursement from the applicant.  “An issuer, acting in good faith, may honor or dishonor a presentation in which a document is forged.”  Comment 12 to §5-108 states that an issuer is entitled to reimbursement from the applicant after honor of a forged drawing if honor was permitted under §5-109(a).  UPA 10(d) - same deal if the documents look OK on their face.



Fraudulent Submissions by the Beneficiary: 

Generally: Occurs when the beneficiary does not perform on the underlying obligation, but nevertheless presents documents that comply on their face with the terms of the credit.  A firm rule requiring honor or dishonor would be difficult.

Issuer May Decide to Honor / Dishonor: 

May Honor: If the issuer is skeptical of the applicant’s claim of fraud, the issuer is almost completely free to ignore the claim & honor the presentation (§5-109, cmt. 2).  The sole limitation on the issuer’s right to honor is that he must act in good faith (§5-109(a)(2)).  Because good faith requires nothing more than “honesty in fact” (§5-102(a)(7)), the issuer ordinarily would be safe to reject any claim of fraud unless the applicant actually could convince the issuer that the claim is true.

May Dishonor: (§5-109(a)) (Material Fraud) The rule does not require the issuer to honor fraudulent presentations solely because they are facially compliant.  The rule gives the issuer latitude to dishonor a facially compliant presentation based on a claim of fraud, but only if the fraud satisfies the rigorous standard set forth in §5-109(a): “A required document is forged or materially fraudulent, or honor of the presentation would facilitate a material fraud by the beneficiary on the issuer or applicant.”

Material Fraud: Comment 1 emphasizes that the material fraud standard is meant to be a rigorous one.  Even willful default by the beneficiary on the underlying K is likely to fall far short of material fraud.  To justify dishonor, the fraud must be so severe that “the beneficiary has no colorable right to expect honor” and “there is no basis in fact to support a right to honor” (Comment 1).

Effect: These rules & standards encourage the issuer to reject claims of fraud and proceed to honor drafts on LoC even when applicants present plausible arguments that beneficiaries had committed the kind of material fraud that would permit dishonor under §5-109.  

Applicant Liability: Therefore, because honor would be proper under Article 5, the applicant would be obligated to reimburse the issuer even if the presentation had been totally fraudulent.

Applicant Recourse: (§5-110(a)(2)) (Warranty)The applicant then would be entitled to sue the beneficiary for making the fraudulent presentation, under the warranty section of §5-110(a)(2) (i.e. If its presentation is honored, the beneficiary warrants: to the applicant that the drawing does not violate any agreement between the 2 parties or any other agreement intended by them to be augmented by the LoC.

Injunction: (§5-109(b)) The applicant can obtain an injunction against honor if it can convince the court that the a required document is forged or materially fraudulent that honor will would facilitate a material fraud under the standard in §5-109.  (i.e., prove that the beneficiary is about to present forged documents, or that the beneficiary committed fraud in the transaction).  The issuer may then dishonor the draft without worry that it will be held liable by the beneficiary for wrongful dishonor.  Injunction may be granted only if:

the relief is not prohibited under applicable law;

a beneficiary, issuer, or nominated person who may be adversely affected is adequately protected against loss that it may suffer b/c relief is granted;

all conditions for the relief under state law is met;

the applicant is more likely than not to succeed under its claim of forgery or material fraud & the person demanding honor does not qualify for protection in (a)(1).



ASSIGNING LETTERS OF CREDIT

Generally Not Assignable

Rationale: An applicant’s willingness to obtain a LoC in favor of a beneficiary with whom it is doing business leaves the applicant exposed to a considerable amount of risk.

UCC Default Rule: (§5-112(a), UCP 48(b)) LoC are NOT transferable unless it expressly states so.  If a beneficiary wants to transfer the LoC, it needs to obtain a LoC that expressly states that it is transferable.

§5-112(b): Even if it is expressly stated, the issuer may refuse to recognize or carry out a transfer if:

the transfer would violate applicable law;

the transferor or transferee has failed to comply with any requirement stated in the LoC, or any other requirement relating to transfer imposed by the issuer (within standard practice or reasonable under circumstances).



Two Exceptions to the General Rule: 

Transfers by Operation of Law: (§5-113) Applies to corporate mergers and when there is an appointment of a receiver or trustee to deal with insolvency.  When such a transaction occurs, the issuer must recognize the successor as the beneficiary of the LoC and thus must honor a presentation from the successor.  The only catch is that the successor must comply with reasonable requirements imposed by the issuer to ensure that the successor is authentic (§5-113(b)).

No Issuer Obligation to Verify Party: (§5-113(c)) The issuer is under no obligation to determine whether a purported successor is a successor of a beneficiary or whether the signature of a purported successor is genuine or authorized.

Effect: Payment of a presentation that purports to be from a successor, but, in fact, is from a fraudulent interloper, is treated as proper payment under §5-108(i).  Under §5-113(d), the forged documents are treated under the standard fraud rule in §5-109, so that the issuer is entitled to honor the draft from the purported successor so long as the issuer proceeds in good faith.

Assignment of the Proceeds: (§5-114(b), UCP 49)

§5-114(b): Permits such an assignment.  (No major risk here because if the beneficiary performs, then the $ will go to the assignee; if no performance, then the issuer will not be obligated to disburse funds under the LoC, even if the assignee attempts to perform.

Typical Application: The beneficiary uses the assignment to enhance its ability to obtain funds to finance its purchase or production of the goods that it is selling.

Assignee Assurance: Because the issuer wants to avoid the possibility of duplicate payments under the LoC, §5-114(c) states that an issuer is under no obligation to recognize an assignment of proceeds of a LoC.  Therefore, absent some action by the issuer, the assignee will not be able to force the issuer to pay the proceeds directly to it.

Assignee Action: The assignee will try to satisfy the issuer that only the assignee will be in a position to present proper drafts under the LoC.  Comment 3: states that the risk to the issuer of having to pay 2X is minimized in those circumstances.  In that case, §5-114(d) states that the issuer cannot unreasonably withhold its consent to the assignment.

Issuer Bound: Comment 3: The assignee is then protected because the “issuer becomes bound to pay to the assignee the assigned letter of credit proceeds that the issuer or nominated person otherwise would pay to the beneficiary.



CHOICE OF LAW RULES

GENERALLY

Future Problems Will Be Rare: There is not much problem in this area because:

Article 5 adopts rules that follow as closely as possible the rules in the UCP, and 

UCP Governs: (§5-116(c)) Article 5 generally allows application of the UCP in cases where those rules conflict with rules set out in Article 5.

Broad & Absolute Deference to CoL Rules: (§5-116(a)) The governing law is the law of the jurisdiction chosen by an agreement between the parties.  The chosen jurisdiction need not bear any relation to the transaction.



If No Choice of Law Clause:

§5-116(b): The liability of an issuer, nominated person or advisor obligated on the LoC is governed by the law where the party is locates.

Note: Article 5 does not provide for a choice of law rule governing the liability of the applicant, apparently because of a perception that there is no need for such a rule (§5-116, comment 1).



STORE-VALUE CARDS

DEVELOPMENT OF STORE VALUE CARDS

INTRODUCTION

Generally: A SV card is a card that uses a magnetic strip or computer chip to store information that the card holder can use to purchase goods & services.

Common Use: To provide a substitute for cash in small dollar transactions where it is inconvenient to make a separate cash payment for each transaction.

Mass-Transit Cards;

Copier & Parking Cards;

University Cards;

Phone Cards & Gov. EE Travel Cards ;

		(ii) Stakeholder: Currently, most of the major players are not banks.



Technology of SV Cards:

Earlier Cards: Magnetic strip maintained a balance of value that was reduced by each subsequent transaction.  No significant encryption.  Value indicated by the number of magnetic impulses on the card.  Also susceptible to decoding if placed next to a strong magnetic field.

Smart Cards: Use computer processors or chips instead of magnetic strips that can store almost 128K of memory.  This allows more advanced encryption techniques.



ACCOUNTABLE v. UNACCOUNTABLE CARDS

Unaccountable Cards: (Most SV Cards)Function much like cash.  If the card is lost or stolen, nothing can be done to recover the value on the card.  It’s the same thing as losing a $20 bill. Example:

Mondex Cards: Partially owned by MC.  Most well known.

Visa Cash Cards: Used at the 1996 Olympics.



Accountable Cards: (Not Yet Common) Provide a mechanism for recovering funds if a card is lost or stolen.  The operator maintains 2 records of the cardholder’s account:

Card Account:  Record of the account on the card itself;

Shadow Balance: This balance (not the one on the card) determines the amount of funds available for expenditure by the cardholder.  Record kept on the operator’s central host computer.  If the card is lost or stolen, the operator generally can use the central computer’s balance to reconstruct the transactions that occurred before the card was lost.  



FEDERAL RESERVE APPROACH TO STORE-VALUE CARDS

Hands-Off Approach:

Minimal Regulation: The Federal Reserve, to date, has taken a hands-off approach to store value cards, freeing store value cards from all but the most minimal regulatory constraints during the development phase of the technology.

Unaccountable Cards: The Fed has concluded informally that Reg E does not apply at all to unaccountable store-value cards, on the theory that these cards do not constitute access devices for purposes of Reg E.

Accountable Cards: Although these cards generally do not fall within Reg E’s definition of an access device (§205.2(a)(1)), the Fed in 1996 proposed a special exemption from most of Reg E for the developing SV card products.

Proposed Exemption: (Disclosure) The only Reg E requirement that would apply to SV cards would be a requirement that issuers provide an initial disclosure of the terms of the card relationship on any SV card that can hold more than $100 at a time.



USING STORE-VALUE CARDS

STORING VALUE ON THE CARD

Step 1: The payor enters into an agreement with a stakeholder (the system operator) under which the the stakeholder commits to pay as directed by the payor.  This is done by acquiring a SV card & adding value to it.

Step 2: The cardholder must the transfer funds into the system.  

Unaccountable System: Payor removes funds from some other account and transfers them to the card, where they take the form of encrypted data packets.  This is the sole indicator of the cardholder’s right against the stakeholder.  The stakeholder has committed to make payments whenever it receives one of the data packets.

Accountable System: The shadow balance is the ultimate repository of the cardholder’s funds.  The account on the card is nothing more than a series of transferable electronic packets of data that evidence the obligation of the system operator to pay previously deposited funds in accordance with the directions of the cardholder.

Disadvantage of SV Cards:

Prior Payment: The system operator ordinarily does not obligate itself to make payments for the cardholder until the cardholder provides funds to the stakeholder (i.e. payor must deposit funds before the operator will accept the obligation to pay).

No Interest: The payor does not earn any interest on the funds in a SV account, i.e. he loses the “float” on those funds from the time that they are transferred into the system.

Methods of Transferring Payment

In the future, directly from cardholder’s home computer;

Go to the bank - give funds - place funds on card (machine);

Remote Terminal (i.e. like a dollar bill changer) - Shadow balance will reflect;

Third party transfer (i.e. university systems) - cardholder obtains funds “reactively.”  A parent can deposit funds to the university’s system operator.  The student then places his card in a machine which updates the card to reflect the deposit.

Reassurance of Payment:

Separate Account: Because operators are generally not banks, the non-institutional operator to commit to depositing all of the system’s funds in a special account maintained as a 3rd party financial institution.  To provide assurance to merchants & cardholders, the stakeholder does not retain any ownership in the account.  It holds the account as trustee for the cardholder.  Therefore, it can’t use the funds for any other reason than to pay cardholder’s purchases.

Problem: Is the separate account susceptible to claims by general creditors of the stakeholder?  NOT CLEAR.  If presents a problem - may need regulation.



SPENDING THE VALUE FROM THE CARD

2 Main Functions:

Determine whether the cardholder has deposited funds with the stakeholder;

Attempt to confirm that the person in possession of the card is authorized to direct a transfer of those funds.



Unaccountable & Accountable Card System:

Payment: The cardholder simply inserts the card into a terminal.  

Security: The terminal has software and a microprocessor using sophisticated encryption systems.  Therefore, it is substantially more secure than the conventional CC or DC technology.

Merchant may check a photo I.D.;

May require a PIN;

Operator may decline any card on its HOTLIST.

Remote Locations: (Vending Machine) More difficult. Biometric I.D.?

Confirmation: Terminal then confirms that the card is valid & contains sufficient funds to cover the transaction.  (See security measures above).  In an accountable system, the system creates a record of the transaction (including an identification of the card) and stores it on both the card & the merchant’s terminal.

Payment: Terminal decreases the card value by the amount of the transaction  and retains a record as evidence of payment.

Receipt: Although required under EFTA, is NOT required b/c Reg E is N/A;

Note: The process is off-line.  Therefore, entire deal takes 5 seconds.



OBTAINING PAYMENT FROM THE SYSTEM

Two Different Approaches: 

High-tech Approach: (Merchants)Payees send a single “batched” transmission to the central computer on daily basis over the telephone or other hard wired connection.  If those claims appear to be valid, the stakeholder transfers funds to the payee or the payee’s financial institution.

Low-tech Approach: (Remote Location, Vending Machine) (e.g. “SneakerNet”) A technician carrying a hand-held device travels on a periodic basis (perhaps daily) to the locations that accept the cards, and downloads the record of all the transactions.  When he returns to the central computer, the device uploads the records for processing, reconciling, and settling.  In the future, wireless telephone signals may work.



Settling Under the 2 Systems:

Unaccountable System: Computer simply transfers funds to the merchant’s account.

Fees: The system deducts a fee from the transferred payment that covers the system’s expenses.  It’s negotiated, but currently runs about 1% (more than DC; less than CC).

Accountable Systems: The computer must also apply the transactions to the central computer’s shadow account balance for each cardholder.  In addition, the shadow balance will usually trail behind the card balance b/c merchants send transmissions periodically.

ERROR & FRAUD

SOPHISTICATED ENCRYPTION

Generally: This is the primary defense of the SV card system.

Microprocessor: More secure than the encryption currently used for large dollar transmissions over Fedwire.



LOST, STOLEN & DAMAGED CARDS (Greatest Threat)

Generally: Major threat to the system because the SV system uses information stored on a card to reflect the stakeholder’s commitment to honor claims for payment.



	(b) Loss of the Card

Extremely Limited Remedy: If the system freely replaced the bundles of information that were lost, it would face a substantial risk of double-payment.  Therefore, absent some mechanism for preventing duplicate spending, SV card systems cannot practicable offer any remedy for the cardholder that loses the card.

Unaccountable System: The person who loses the card has no remedy against the system.  If the card is never found, the system gets a windfall in an amount equal to the lost value.  This may even apply where the card is damaged!!

Accountable System: Not as much of a problem.  Cardholder may preserve much of the value on a lost card.  If the card is lost or stole, shadow balance at the central record determines the amount that remains in the cardholder’s account.

Obtaining the Shadow Balance: The operator may get it on-line from the merchant; or get it off-line.  In order to “bring the transactions home” in an off-line system, the system requires the merchant terminals to retain a record not only of the value of the transactions, but also of the cards with which those transactions were made.  Therefore, when the merchant attempts to obtain payment, the central computer can use those transaction record to update the shadow account balances in its central records.

Replacing the Card: After the cardholder advises the system of the loss, the system can add the card to the hot-list.  It then waits until all transactions made before the loss or theft have been brought home to the host computer.  At that point, the system operator may issue a replacement card based on the balance that then remains in the cardholder’s account as reflected in the central account.

Reg E: B/C Reg E is N/A, the duty to replace a card is a matter of contract.  It depends on the system & the agreement. 



Stolen Cards

Hotlist Protections: Remote terminal are programmed to both refuse the card and to disable it.

Losses Generally: Absent regulation, the losses will be distributed according to the contract of the parties.

Trend in Accountable Systems: Currently, operators in accountable systems seem to be accepting the risk of such transactions occurring at attended locations, at least if the cardholder promptly notifies the operator of the loss.  Operators are less likely to assume the risk at unattended locations.  

Operator Bears Risk: (Best Position to Enhance Security) In attended locations where a PIN or photographic identification are practical, the operator ordinarily will pay the merchant for the transaction, but will not deduct the funds from the cardholder’s account.  This offers much ASSURANCE to merchants & cardholders that it has confidence in the integrity of its system

FDIC Risk: The FDIC holds that amounts placed on SV cards generally are NOT covered by deposit insurance.



ELECTRONIC MONEY - INTERNET COMMERCE

EARLY STAGES OF PAYMENT ON THE INTERNET

PROBLEMS WITH CREDIT CARD PURCHASES

Generally: Today, CCs are used for 99% of internet transactions.

Security Problems: 30 cases of internet card fraud per day.

Merchant’s / Customer’s Liability: (TILA §133) Merchants must ordinarily bear any losses from such fraud that exceed the $50 “deductible” established by TILA.  Therefore, merchants are hesitant to operate on the internet.  Customers must still pay the first $50.

Merchant Incentive: Many internet merchants, like Amazon.com, have agreed to reimburse their customers for the $50 TILA-permitted loss for any unauthorized charges that occur because of the customer’s transmission of their CC number to their web site.

CC Issuers Response: Some CC issuers have offered internet purchase guarantees under which cardholders are protected from any liability for unauthorized charges, even the $50 TILA permitted amount.



Secure Electronic Transactions (SET)

Some major players (Visa, MC, IBM, Hewlett Packard) have developed a single interoperable protocol for encrypting messages that contain customer CC numbers.  However, 2 problems still exist:

Security questions remain;

Technical difficulties have slowed its acceptance.



CC Based Internet Payment Systems: (First Virtual Holdings)

Generally: The actual payments are cleared through the CC system, but the customer need not transmit the card number to the merchant over the internet.  The customer sends its card number off line to First Virtual. Then, they get a “Virtual PIN” which they use to make purchases.  Before accepting a First Virtual Payment, a merchant seeks authorization from First Virtual.  FV then emails the customer to confirm the transaction; it then runs the CC number.

Problem: (High Volume Low Dollar Transactions) The system has a significant per-item cost (several cents per item), and therefore it is efficient for only large dollar transactions.  It is difficult to operate a system where mincrotransactions  are not profitable.



ELECTRONIC MONEY

CURRENT PROBLEMS WITH THE SYSTEM

“Entirely Electronic”: Therefore, it takes a lot of expertise to understand the entire system.

Little Market Penetration: Therefore, difficult to predict how / when the fully operating system will work.

Digicash: (David Chaum) Only pure e-money system that has come into place.

MINTING COINS

Opening the Account: User opens an ecash account at the institution that is operating the system, Digicash (issuer) and makes an initial deposit by check or wire transfer.  The issuer then sends an account number & password.  User then downloads operating software from Digicash.  The software contains a sophisticated encryption system that “mints” ecoins.



Ecoin:

Format: The coin is nothing more than an extremely large randomly generated serial number, so large that the probability of duplication is insignificant, (i.e. the number is “probabilistically unique”).  The user’s software creates an encrypted electronic bundle that carries the serial number (an ecoin).  The software then contacts the issuer which checks the validity of the ecoin and stamps an electronic digital signature (using a numerical calculation) to verify the issuer’s approval of the coin.  The signature “hash value” is imprinted with a secret private key.  

Checking Coin Validity: Readers of the message can check the validity of the signature with a public key.  This key checks the integrity of the message by performing a 2nd numerical calculation.  If the message has not been altered since the signature was imprinted, the signature will bear the correct relation to the message, and the public key calculation will be able to decode the message.  If the message is changed, the key calculation will not decode the message because the signature will not bear the proper relation to the message that reaches the reader.  

Safety Effect: Without stealing the private key or cracking the system, a would-be forger cannot alter the ecoin after it has been signed without invalidating the signature.

Delivery of the Coin: After checking the coin and signing it, the issuer sends the ecoin back to the user and deducts funds from the user’s account in an amount equal to the amount of the ecoin.



SPENDING COINS

Merchant: User can spend its ecoin at any merchant that is set up to accept it.

Benefits: Especially attractive for merchants that do high-volume low-dollar transactions b/c those are the merchants for whom the CC clearing system is least practical.

Spending: User identifies the item to be purchased, the merchant advises the user of the price, and the user sends the appropriate ecoin to the merchant.  Users can even preset their computer to make automatic payments of any sum that a merchant requests that falls below a preset figure (such as 5 cents).  This facilitates microtransactions because user need not independently confirm each ecoin.



CLEARING & SETTLING ECOIN TRANSACTIONS

Step 1: (less than a second) The electronic money system rests on a commitment by the issuer to honor all ecoins that bear the issuer’s electronic signature.  The merchant uses an online connection to send the ecoin to the issuer before accepting the ecoin as payment.  The issuer examines the ecoin to verify that the ecoin (a) has not been altered; (b) bears the issuer’s signature; (c) and that the ecoin has not been previously been spent.  If the ecoin is valid, issuer notifies merchant who then releases purchase info to user.  

Step 2: Merchant deposits the ecoin in its account with the issuer.  The issuer credits the merchant, reduced by the applicable discount rate (because volume is so low, it is just under 2% of the transaction amount.  No per item fee.  Discount will go down if volume increases).  

Future Problem / Solution: Today, there’s only1 issuer.  However, when multiple banks begin to issue ecoins, Digicash plan to allow merchants to clear ecoins through arrangements with their own banks (merchant banks), even if those merchants do not themselves issue the ecoins that the merchant has received.  (Merchant to Merchant Bank to Issuer; Issuer credits Merchant’s Bank account with issuer; Merchant bank credits customer account; Merchant completes the sale.  This depends on the increasing speed of internet connections.



PROBLEMS WITH ELECTRONIC MONEY SYSTEMS

PRIVACY & BLINDED ECOINS

The Problem: Traceable payments systems like ecoins & CCs threaten people’s privacy because they allow for the creation of detailed customer profiles (i.e. a record of every purchase a person makes: books, movies, etc.).

Ecoin System Response: (Payor-Anonymous System) Developing a system that leaves the issuer unaware of the identity of the transaction payor in any particular transaction.

Blinded Ecoins: The user’s software takes a large random number that is the serial number for the ecoin and then multiplies it by a second random number (the “blinding factor”) thereby creating an ecoin that has a “blinded number.”  User then transmits this blinded number to the issuer.  The issuer then signs the number with its private key.  Because the issuer does not know the blinding factor, it cannot determine the serial number of the ecoin when it signs it.  All that the issuer knows is that the user has purchased an ecoin of a certain denomination.  When the issuer returns the ecoin to the user, the user’s software permits it to remove the blinding factor without disturbing the issuer’s signature.

Effect: The ecoin carries the issuer’s verifying signature, but has a serial number that the bank has never seen and thus cannot identify as coming from a particular user.  When the merchant returns the coin to the issuer, it recognizes its signature and thus honors the ecoin as valid.  The issuer has no way of identifying the user that minted the ecoin in question.



DUPLICATE SPENDING

The Problem: Although it’s difficult to counterfeit ecoins, it’s not so difficult to copy a valid ecoin (then spend it multiple times over).  The payor-anonymous system exacerbates this because the issuer cannot identify the user.  There are 2 possible solutions:

Online Clearing: (Only System Currently Used) If the system uses an online clearing system, the issuer can examine the ecoin’s serial number at the time of the transaction, determine that the serial number has not yet been spent, retire the serial number so that it can’t be used again, and accept the ecoin, all at the same time. Although the duplicate would bear a valid signature, the issuer would recognize the serial number from its records as having been used in the past, and could reject the ecoin, and the merchant would not complete the sale.

Limitations: Problems arise with cost and maintaining a continuous connection (i.e. merchants would be at risk).

Offline Clearing: (No such system developed yet) Includes a “challenge-response” feature to the envelope on which the issuer stamps its verifying signature.  This feature allows the issuer to make an electronic challenge to each ecoin presented to the issuer for redemption.  If the ecoin is presented twice for payment, the ecoins response to the second challenge reveals information that allows the issuer to determine the party that minted the coin.  

Recourse: Because the identity of the double-spender is known, the issuer of the merchant then can pursue the double-spending party to recover the funds lost to the double-spending.

Limitations: Exposes the system to the problem of accepting ecoins that subsequently might turn out to be invalid.  If the double-spender cannot be found, the issuer or merchant would end up bearing the loss.



FORGED ECOINS

Issuer Bears the Risk: (Counterfeiting) Like in the SV card system, the stakeholders have accepted the risk of counterfeit coins.  Therefore, if the issuer agrees to accept an ecoin at the time of a sale transaction, it will pay the merchant the funds represented by the ecoin even if the issuer subsequently discovers the ecoin was forged.  This gives issuer a considerable incentive to prevent fraud.

Issuer’s Private Key: The counterfeiter MUST HAVE this in order to forge ecoins that the issuer will honor.  Therefore, issuer has much security guarding it by making it more difficult for hackers to use the public key to get the private key:

Sophisticated system - take hackers a long time;

Expiration dates on each ecoin;

Changing the issuer’s private key with great frequency;

Issuer’s Response to Counterfeit: (Problem: If a hacker gets the private key in a payor anonymous system - only way to discover the scheme is if the total coins exceeds total legitimate ecoins in circulation).  Digicash, after discovering such a scheme, would cease issuing and accepting ecoins signed with the compromised key.  All future ecoins would would be signed a new key.  Ecoins that did not match the issuer’s validation records would be rejected as forgeries.



CREDIT SYSTEMS

















THE BORROWER’S OBLIGATION



PROMISSORY NOTES & INTEREST RATES

PROMISSORY NOTES

PRINCIPLES OF DEFERRED PAYMENT 

Terms:  In cases of deferred compensation, parties usually have a written agreement describing:

The time when payment must be made and

The amount of compensation that the payee will receive for delay.

Form: The law requires no particular form for a transaction in which the parties agree to defer payment.  The agreement may be:

Oral (usually modest sums and short payment period);

Statement on the bottom of an invoice (e.g. due in 30 days) (minor transactions);

Credit Card Agreement (Terms & Conditions of Payment).

Promissory Note - large sums & significant deferrals of payment.

Schillace v. Channell Shopping Partnership

Facts: Decedent owed $ on a lease.  Wife defaulted.  Parties settled - wife signed a promissory note to pay the rest of the $ owed under the lease.  Defaulted again.  She claimed that they couldn’t touch the proceeds of her husband’s insurance $ under LA law.  Party argued that the note represents a new debt which arose only after the insurance proceed were paid to the wife.

Novation: is the extinguishment of an obligation by the substitution of a new one.  Novation takes place when, by agreement of the parties, a new performance is substituted for that previously owed (i.e. the promissory note), or a new clause is substituted for that if the original obligation.  The determining factor is intent (determined by the terms of the agreement, circumstances, character of the transaction).



BASIC TERMS OF A PROMISSORY NOTE

Repayment Term;

Amount of Interest (& how calculated) Fixed? or Variable?;

Applicable Law (§2a);

Maximum Lawful Rate of Interest (set by state law);

Stated Rate;

Prepayment Provision;

Interest Only v. Amortize;

Acceleration of Payment;

Litigation & Attorney’s fees;

Final agreement of parties; may not be altered(important in cases of novation)

May try to get this thrown out - unconscionability; good faith; parole evidence rules §2-202.











DETERMINING THE AMOUNT OF COMPENSATION

FIXED & VARIABLE INTEREST RATES

Fixed Rate Note: The parties agree to a specific interest rate at the time of the borrowing transaction.  The principal balance of the note accrues interest at that fixed rate as long as any portion of the principal remains unpaid.



Variable Rate Note: The parties do not agree up front to a fixed rate.  They agree that the principal of the note will bear interest at a “floating rate” that changes from time to time depending on market conditions.  

Form: It is usually described as a certain number of % points per year above an objectively determinable reference rate, often the prime rate of a major bank in the area.

Accrual: The variable rate is adjusted with each monthly payment, so that each monthly payment would include the interest that accrued during the preceding month at the interest rate in effect for that month.

What if the Bank Doesn’t Announce a Rate?: (i.e. a bank mergers into another bank). §2(e) states that the rate will be “approximately the closest rate to what the original rate would have been.” (Good faith / fair dealing arguments



Mechanics of Allocating Monthly Payments:

“Interest Only” Note:  The interest that accrued during the preceding month is the only amount due on the note each month.

“Amortizes”: If the note amortizes, then the payment also will include an additional amount that will be applied to reduce the outstanding principal.

Example: (§5) States that payments are applied first to outstanding fees, then to interest, and then to principle).

Effects of Amortizing: The outstanding principal declines each month, and the interest that is due each month declines commensurately.  Thus, if the amounts of the monthly payment are constant through the term of the note, the amount of each payment that is applied to the principal increases each month as the amount applied to interest decreases.



Risk of Changing Interest Rates in Fixed & Variable Notes:

Fixed Rate Note: Places the risk that interest rates will rise on the lender & the risk that interest rates will fall on the borrower.

Example: The fixed rate is 10%.  If interest rates rise by 5%, the borrower will continue to pay at the agreed rate.  The lender loses out because it could be making a loan gaining 15% interest.  Conversely, if the interest rates fall by 5%, the borrower (unless it can prepay) still has to make the payments at the stated rate even though the borrower otherwise might be able to borrow money at a much lower rate in a falling market.

Variable Rate Note: Reverses the risks, so that the borrower loses if interest rates rise & the lender loses if interest rates fall.

Example: A increase in the interest rates will increase the borrower’s interest costs even though the borrower’s income might remain unchanged.  Conversely, if rates fall, the lender’s income falls, without regard to the lender’s expenses or other aspects of its affairs.



Who Prefers Which Type of Note? (Risk Preferences)

Life Insurance Companies: Has about $200M in loans at a time.  Companies have relatively predictable obligations such as exposure on life insurance policies, annuities, etc.  To match the relatively predictable obligations, insurance companies historically have preferred to receive fixed interest payments.  

Tradeoff: They forgo the opportunity to profit from rising interest rates, but they are protected from much of the risk of falling interest rates.

Benefit: By limiting their risk of loss and profit, insurance companies leave themselves free to make (or lose) money in their core business without regard to shifts in interests rates markets in which they have less expertise.

Depository Institutions: (Banks, S&L Assoc, Credit Unions) Unlike insurance companies, the principal cost that depository institutions pay for the funds that they lend is one that varies with market interest rates.  Because those rates are immediately sensitive to changes in broader market rates of interest, it is very risky to tie up large portions of its assets in debts that pay interest at a fixed rate.  

Risk Example: If interest rates rise while the bank’s assets are invested at a fixed rate of interest, the bank’s obligations on its deposits will rise rapidly, while the institution’s income remains stagnant (S&L Crisis 1980s - Many banks failed b/c they were trapped holding large portfolios of fixed rate home mortgages at a time when market interest rates for deposits rose rapidly.



INTEREST RATE SWAPS

The Concept: Various risk preferences make it common for 2 parties to a transaction to have inconsistent preferences about the type of interest rate that should apply to the note.  Borrower may want a fixed rate (protect from increase in the rate) while lender wants a variable rate.  There are 2 simple solutions:

Borrower should go to a different kind of lender, such as an insurance company;

Interest Rate swap.



Interest Rate Swap: The lender can enter into an interest rate swap with a 3rd party (the swap partner).  The lender would swap the fixed rate payments of its borrower for variable rate payments that a 3rd party swap partner would agree to pay.  Both parties get what they want.

Terms of the Swap:

Notional Amount: K includes a NA on which the parties agree to trade interest rates (i.e. the amount of the note);

The 2 rates: that the parties are trading.

Example: A lender receiving fixed rate payment from a borrower on a $2M note, might enter into a swap allowing it to pay a fixed rate of interest on a notional amount of $2M.  The swap partner then might agree to pay interest at the rate of LIBOR + 2% per annum on the same notional amount.

LIBOR: (London Inter-Bank Offered Rate) the rate at which money is offered for investment with banks in a specialized money market in London.  Interest rate swaps are normally stated in terms of LIBOR rates.
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ENFORCEABILITY OF INTEREST RATE AGREEMENTS

Insolvent Obligor or Swap Partner Might Not Pay

Parties that swap are generally well capitalized; will only swap with creditworthy parties.

Close Out Netting Provision: Is a device for mitigating potential losses from the insolvency of a party to a swap transaction.  Either party can “close out” its relationship with the other upon a default on any K between the parties.  The non-defaulting party may close out the relationship by making a single payment to the defaulting party.  The payment is the net sum of all the outstanding K’s between the 2 parties at that time.  This applies even though some of the K’s would have a positive value to the defaulting party (K’s entered into interest rates more favorable to the defaulting party than interest rates at the time of default) and some would have a negative value (K’s entered into at interest rate less favorable to the defaulting party than interest rates at the time of default).

Bankruptcy Threat (1): Pose a threat to netting provisions (i.e. threat to the lender), because bankruptcy allows a trustee to “cherry pick” among the Ks of the bankrupt & enforce only the ones with positive value to the insolvent firm.  

Congressional Response: Made such netting provisions enforceable even in bankruptcy, at least when the counterparty is a US financial institution.

Bankruptcy Threat (2): The bankruptcy court might alter a fixed rate obligation to bear interest at a variable rate or vice versa.  §1129(b)(2) allows the court to limit a debtor’s interest obligation to market rate at the time of the bankruptcy, even if this rate is lower than the rate it had agreed to pay.



UNSOLICITED LOAN CHECKS

Defined: Banks mail checks to customers.  The acceptance of the terms is the cashing of the check, i.e. low-cost pre-approved loans.  You could argue against the ULCs:

TILA §132: Prohibits mailing unsolicited CCs w/o customer requesting it.  However, TILA does nit apply here.

EFTA §911: Not a wire transfer, so N/A.  However, requires complete disclosure.



















USURY

THE BASIC CONCEPT

GENERALLY

State Laws: establish interest rate ceilings for various types of loans & prohibit a lender from charging a rate of interest higher than that ceiling.

Penalties: Vary depending on seriousness of the violation:

A small violation - may require lender to forfeit the unlawful interest and pay the borrower a penalty equal to the amount of the unlawful interest.

Extreme Cases - forfeiture of the entire unpaid balance of the loan or criminal sanctions.

No Intent for Violation Required: Generally, it does not matter that a party was not aware or did not intend to exceed the maximum rate set by law.  In many cases, it doesn’t even matter that the lender attempted to comply with that limit.  If a party defends on “no intent,” it must prove truly extraordinary facts.

Schnee v. Plemmons: (RARE RESULT)- where the lender was found not to have the requisite state of mind; probably because the K was between friends & it was drafted by an attorney & lender was not a financial institution) Although lender reduced the interest rate on the note to help borrower reduce the principal owed, borrower did not make any payments.  Borrower raised the defense of usury.  The court held that a borrowing alleging usury as a defense to his obligation must establish the following four elements by clear & convincing evidence:

must be a loan, express or implied;

an understanding that the $ lent shall be returned;

a greater rate of interest than is allowed by law shall be paid; 

there must exist a CORRUPT INTENT to take more than the legal rate for the use of the money loaned.

General Approach to Usury: (Trapp) If you go over - you violate the law.  The lender need not know that he is violating usury laws.  Good faith may only be argued in cases where the lender has taken reasonable precautionary actions prior to making the loan in order to comply with the usury law.



TEXAS USURY STATUTE

Allowable Interest in Absence of Other Law (10% per year) §302.001;

Interest Rates on Amounts Over $250K (18% per year) §302.102;

Use of Ceilings (i.e.may K for this so long as doesn’t exceed applicable ceiling) §303.001;

Weekly Ceiling (may K for this that does not exceed applicable weekly ceiling) §303.201;

Monthly Ceiling §303.204 May be used as an alternative to the weekly ceiling only for a K:

that provides for a variable rate;

is not made for personal, family or household use;

under which the parties agree that the I rate is subject to monthly adjustment & that the monthly ceiling applies.

Computation of Weekly Ceiling §303.301 Computed by:

multiplying the auction rate by 2; and

rounding the result obtained to the nearest ¼ of 1%.

“auction rate” is the auction average rate quoted on a bank discount basis for 26 wk T bills for the week preceding the week in which the weekly ceiling is to take effect.

Computation of Monthly Ceiling §303.303 Consumer Credit Commissioner should calculate this on the 1st day of the month.  Computed by averaging all of the weekly ceilings computed using rates from auctions held during that calendar month preceding the computation date of monthly ceiling.

Minimum weekly or monthly ceiling §303.304 If the rate computed for the weekly or monthly ceiling is less than 18% a year, the ceiling is 18% a year.

Maximum Weekly / Monthly Ceiling §303.305 If the calculated ceiling is more than 24% a year, the rate is 24% a year.  If K is for more than $250K - if calculated rate is greater than 28% a year, the rate is 28% a year.



TYPICAL USURY PROBLEMS

AVOIDING USURY PROBLEMS

Contract Terms: Set the K interest rate lower than the highest lawful rate of interest.  However, lender must take into consideration 3 future contingencies that may raise the interest rate above the maximum lawful rate:



Variable Interest Note

Problem: An increase in the reference rate used to determine the rate of interest might violate usury laws even though it was lawful at the time the K was agreed upon.

Example: If the max usury rate is 18%: A note that bears interest at prime + 2% would be OK if prime is 8%.  However, if prime goes up to 17%, the note violates usury laws.

Solution ::: Stated Rate Term: Helps the problem by providing that the states rate is a per annum rate of interest equal to the lesser of (a) the maximum lawful rate; or (b) 2% + prime.  



Charges Upon Issuance of the Loan: (Up-Front Charges)

Problem: A 2 year loan would violate an 18% interest rate ceiling if the stated interest rate was 17% and the borrower paid 3 “points” of prepaid interest at the time that the loan was issued.  The 3 prepaid points would average 1.5& per annum.  Adding that amount to the stated interest rate (17%) it produces a usurious total (18.5%).

Solution ::: Up-Front Charges Provision: The note should take account of these charges in determining the highest amount of interest that may be charges.  This provision lowers the maximum monthly I rate that the lender can charge by an amount equal to up front interest charges, it prevents the total amount of I charged on the note from exceeding the maximum rate.



Prepayment

Problem: Borrower has the unilateral right to repay the loan ahead of schedule, which may lead to usurious results.  

Example: The lender lawfully could charge 3 points up front on a 4 year loan that bears interest at a stated rate of 17%.  The 3 points would be “spread” over the 4 years, resulting in a total rate of 17.75%.  If the borrower repaid the loan after 1 year, the loan would be usurious because the lender would have received 20% interest (17% + 3 points paid up front) for the single year that the principal was outstanding.

Solution ::: Usury “Savings” Clause: the lender agrees that it has no intention to collect usurious interest and that it will return any usurious interest that it receives.  It stipulates that any usurious interest will be treated as the result of a mathematical error!  

Note: Some states require this refund (TX §302.10(b)).



EXEMPTIONS FROM USURY STATUTES

EXCEPTIONS - NO RATE CEILING & THEREFORE NO USURY

Engage in Lending Transactions for Which Federal Law has Preempted State Usury Laws:

Home-Mortgage Industry: Depository Institution Deregulation & Monetary Control Act (§1753f-7a(a)(1)) has preempted state usury limitations on loans made by federally insured lenders.

Credit Card Debt: National Bank Act (§85) All national banks are permitted to charge their customers “interest at the rate allowed by the laws of the state where the bank is located.  SC has held that it is OK for national banks to charge CC customers  any rate of interest permitted by the laws of the state where the bank is located, even it is more than the state max in the state where the cardholder resides (Marquette National Bank).  Therefore, a bank can avoid state usury limits if it locates in a state that has no usury limitations applicable to CC debt.



Corporations: (Trapp v. Hancuh) may not assert a usury defense.  They are presumed to have an equal bargaining power with lenders.  The purpose of usury laws is to protect the weak and necessitous from being taken advantage of.

New York Rule: (Trapp) An individual guarantor of a corporate debt may assert usury, but only if he can show that the loan was made to discharge personal obligations and was not made in furtherance of a business enterprise.

General Approach to Usury: (Trapp) If you go over - you violate the law.  The lender need not know that he is violating usury laws.  Good faith may only be argued in cases where the lender has taken reasonable precautionary actions prior to making the loan in order to comply with the usury law.

Restructuring the Transaction: (After Trial) In cases where it is not practical to complete the loan that is exempt from usury limitations, the parties may try to restructure the transaction so that it does not involve a loan.  

Debt v. Equity Investments: (1st req. of Schnee & Trapp) Usury laws apply only to debt investments - they do not restrict the rate of return on an equity investment.  (i.e. can’t restrict a shareholder from receiving more than X% interest per year).



Policy Problems With Usury:

Although there are many good policy reasons for usury laws (good faith, fair dealing, unconscionability, fundamental fairness, respond to inadequate competition in the market for lending), they interfere with freedom of contract.

Problem: The laws deprive risky borrowers of the legal opportunity to borrow $ at rates that reflect the actual risks they present to their lenders (same argument against minimum wage laws).

Conflicting Policies Example: In the 1980s (10% ceiling) borrowers for whom the market rate would be 13% would be priced out of the market entirely.  He would then have to forgo borrowing (shut down) or go to a loan shark (violence).

LATE PAYMENT & PREPAYMENT

LATE PAYMENT

TWO MAJOR CONCERNS

Time Value of Money: The time that a borrower withholds the payment beyond the due date reflects a unilateral deferral of payment to the creditor, a deferral that justifies an additional payment to the creditor to compensate for the time value of that deferral.

Administrative Costs: Costs attributable to late payment (costs of processing a late payment notice, examining that status of the loan to decide if the late payment signals more serious difficulties.



LENDER HAS 3 RESPONSES:

Acceleration: The lender may accelerate the date of maturity of the note.  The entire balance becomes due & payable immediately and the borrower can no longer rely on the periodic payment schedule.  

Borrower Cure: Once the lender accelerates, the borrower can cure the default only by paying the entire amount of the loan.  Before acceleration, the borrower can cure a default by paying any late charges.

Enforceability: All jurisdictions allow acceleration of dome form, but some impose good faith limitations that prevent lenders from accelerating in cases which the court view default as trivial (late by 1 day; short s few dollars).  In residential transactions many jurisdictions have enacted provisions which allow the borrower to reinstate the loan (i.e. restore the original payment schedule) even if the lender properly accelerated provided that the borrower promptly pays the lender the late payments that gave the lender the right to accelerate in the 1st place.

Practical Effects: To refrain from litigation, institutions usually wait to accelerate until borrowers are several months late.



Default Rate of Interest: Allows a lender to collect a default rate of interest that is substantially higher then the normal K rate of interest.

Example: The interest may ordinarily be 10%, but the default rate is the highest rate permitted by law.

Enforceability: OK so long as they comply with applicable usury limitation.



Late Charge: Requires a borrower to pay a late charge whenever it fails to make a payment on time.

Amount: Usually is either a specified fixed sum or specified percentage of the payment that was late.

Enforceability: Several obstacles here:

Liquidated Damages: Although most courts uphold the provisions, a few courts have refused to enforce late charge provisions on the theory that they are improper attempts to K for liquidated damages.  These courts reason that the amount of late charge could easily be calculated at the time of the late payment & the damages usually far exceed any damages actually suffered by the lender.  In most cases, the court will uphold them regardless of how much they exceed the lender’s actual expense:

Mattvidi Associates: The late charge here was 5% of the amount of the late payment ($160K!!).  The court upheld it stating that that majority rule is that late charges are not penalties but reasonable compensation in commercial transactions, because of the difficulty & impracticality of fixing the amount of actual damages for administrative expenses that will be sustained in the event of late payments.  The majority rule is that the party that is seeking to invalidate the clause, bears the burden of proving it was a penalty.

Usury Problems: A few courts have invalidated late charge provisions as imposing usurious interest (where a fixed rate charge exceeds the amount of interest that lawfully could accrue on a payment that is only a few days late).  Most courts reject this analysis and hold that all or a substantial part of the charge is attributable to administrative expenses rather than interest.

Bankruptcy: If the borrower is bankrupt, a bankruptcy court may disallow the late charge under §506(b).  That provision prevents bankrupt debtors from paying contractual charges that accrue after the date of bankruptcy whenever those charges are not reasonable.

Statutory Limitations: (Usually limited to residential or other non-business transactions) Statutes limit the amount of late charges that can e imposed as well as the lender’s ability to impose any late charges at all on payments that are late only a few days.  NY limits late charges on home mortgages to 2%; in addition, that penalty can be imposed only after it is 15 days late.

Federal Preemption: These state laws can be preempted by federal law (i.e. credit cards).  The National Banking Act bars states from regulating late charges imposed by out of state CC issuers, on the theory that those charges are “interest” for purposes of the NBA.  Therefore, by locating in a state that does not limit a CC issuer’s right to impose late charges (SD), a CC issuer can exempt itself from state imposed restrictions on late charges.



PREPAYMENT

LENDERS GENERALLY DO NOT FAVOR

Additional Costs: The lender that receives early payment must incur additional administrative costs to reinvest the funds in new loan.

Example: A lender incurs un-reimbursed administrative overhead costs on each loan transaction of $10K.  If a loan is repaid over the course of 10 years, the overhead costs allocated to that loan are only $1K a year; if the loan is repaid after 5 years, however, the lender’s overhead costs rise to $2K per year.



Certainty of Investments: Lenders desire to max the certainty of their investments.  If  a loan period is 15 years for $1M dollars, the bank need not concern itself with monitoring investment opportunities during that time; it knows it will not need to reinvest the $1M for 15 years.  If the borrower repays early, the bank must then reinvest that money.  

Lender’s Response: Therefore, a lender would offer a lower interest rate to a borrower that would commit to a specific date of repayment than it would to a borrower that wanted to retain the flexibility to repay that loan at any time.



INTEREST RATE SHIFTS & BORROWER’S DECISION TO REPAY

Fixed Interest Rate Drops: Gives the borrower a strong incentive to prepay.  Prepayment gives a borrower a unilateral option to get out of lending transactions whenever interest rates suggest that he made a bad deal.  He will prepay his loan that was running at 12% and borrow “new” money at 8%.  Lenders, however, have no similar right (i.e. can’t insist on early repayment if interest rates are more favorable to them (rise)).  Lender can’t just accelerate a loan because interest rates rise (on a fixed rate note).  Lender Solutions Depend on the Type of loan:

Home Mortgage Market: Prepayment is almost universally permitted, except in the “subprime” market which serves particularly high-risk borrowers such as former bankrupts.

Long Term Commercial Promissory Note: Borrower usually agrees that it will not prepay the loan for all or most of the term of a loan.  For periods of time that permit prepayment, the provision ordinarily conditions the borrower’s right to prepay on payment of a substantial fee.  

Enforceability: Courts have difficulty in analyzing these provisions.  Are they interest (subject to usury)? Are that liquidated damages (subject to invalidation if they transgress rules against penalties)? Or something different.



PREPAYMENT PROVISIONS & BANKRUPTCY

Challenge of Prepayment Provisions in Bankruptcy:  Any prepayment fee is subject to challenge in bankruptcy if it fails to satisfy the reasonableness standard  §506(b).  Borrower can argue that the fee is unreasonable based on the way in which the charges are calculated in prepayment provisions.  The provision calls for a fee calculated as a fixed % of the principal without regard to interest rate shifts.  That provision can lead to the spectacle of a borrower paying a substantial prepayment fee in a transaction where interest rates actually have risen since the original loan.  Because prepayment in a rising interest rate market would likely benefit the lender, a substantial prepayment fee in that case would be considered unreasonable.

Yield Maintenance Provisions: (In response to the concern above) Permit prepayment freely, but require the borrower to pay the lender a fee sufficient to compensate the lender for any diminution in income that the lender suffers from changes in market rates of interest between the date that loan was made and the date of prepayment.  Courts are much more willing to enforce these provisions:

Carlyle Apts. Joint Adventure: The loan in this case permitted the borrower to prepay the entire outstanding indebtedness at any time on or after a certain date for a fee.  The fee is equal to the difference in yield between the loan and a Treasury Note in the amount of the prepayment proceeds.  The court noted that there is no right under MD to prepayment.  Here, the borrower had the option to voluntarily prepay with a fee or repay as scheduled.  Unless the borrower breaches, the court would not look into the disguised liquidated damages issue.  The court permitted the fee because lenders ordinarily should be able to predict the legal result that language employed by them in their loan Ks will achieve.  

Plan of Reorganization: (§1129(b)(2)) A bankruptcy court can impose a PoR that limits the borrower’s interest obligations to the market rate of interests as of the date of confirmation, even if that rate is lower than the rate of interest called for under the borrower’s pre-bankruptcy K.  

Effect: This deprives the lender of the protection against interest rate shifts that is the purpose of the prepayment fee.

Example: If interest rates have fallen by 5% points since the time that a loan was issued, a bankruptcy court would have no difficulty  in confirming a plan the lowered the rate of interest on the obligation by 5% points.  Because the plan would not call for prepayment of principal there would be no occasion for a prepayment fee.  End Result: Bankruptcy lowers the borrower’s obligation to the lender to take account of the falling interest rates without requiring the borrower to pay the prepayment fee that the parties had agreed would compensate the lender for being forced to reinvest its funds in a falling market.



CREDIT ENHANCEMENT



CREDIT ENHANCEMENT BY GUARANTY

THE ROLE OF THE GUARANTIES

LENDER CONCERS PROMPTING GAURANTIES

LENDER RISKS:

Loan Fees / Interest: The amount of compensation for deferred payment is based on the risk of non-repayment by the borrower.  Therefore, the borrower must convince the lender that it is sufficiently creditworthy to satisfy the lender’s concerns.

Corporate Structure: The individual behind the corporation is not personally liable for the debts of the corporation.  Therefore, lenders can’t pursue the owners.

Piercing the Corporate Veil: Lender must establish some wrongdoing or misuse of the corporate entity.  Remember that a court is more likely to pierce if the debtor is a large corporation or there is a tort suit involved.

Other Risks: Borrower may have a poor business plan (i.e. not enough $ to repay); tort judgment; Owner absconds with the borrowed funds.



THE GUARANTY

The Basics: The owner of a corporation or some other party (acceptable to the bank) can offer a guaranty that allows the lender to pursue not only the business entity, but also the guarantor.  This encourages the lender to make the requested loan because it reduces the risk of non-payment of the loan.

Secure Guaranty: The lender may get the guarantor to cough up collateral.

Form: May be a separate agreement or the guarantor may just sign the note (i.e. Joe Smith, personally”).



The Parties:

Guarantor: (Surety; Secondary Obligor) Is the party that agrees to provide a guaranty which provides a backup source of payment for the lender from which the lender could obtain payment if the borrower is unable or refuses to pay.

Principal Obligor: (Principal) Is the party that owes the money (i.e. the party that borrows the money);

Obligee: (Creditor) The person who actually lends the money.



Guaranty Examples:

Car Loan: Lender may ask the relative of the borrower to cosign on the note.  The relative would then become the guarantor.  

Article 3 Accommodation Parties: (§3-419(a)) (Treated as Guarantor) An A-party is any party that signs a negotiable instrument for the purpose on incurring liability without directly benefiting from the value that the creditor gives for the instrument.

Accommodated Party: (3§-419) (Treated as primary obligor) Is the party for whose benefit value was given, generally the principal borrower of issuer of the instrument.

Guaranty of Collection: (§3-419(d)) (see below) UCC permits this.

Insurance & Surety Company: If insurance company issues a policy for X, the insurance company would be the surety, X would be the principal, the party with a claim against X would be the creditor or obligee.  

Bonds: If X got a bond to back up performance on a construction K, the bond issuer would be the surety, X would be the principal, and the beneficiary of the bond would be the obligor or creditor. 



EVALUATING THE VALUR OF THE GUARANTY

Guarantor Creditworthiness: The better the creditworthiness of the guarantor (i.e. more likely to repay the loan even if the borrower fails to do so), the more likely that the lender will loan the funds.  Factors Used in Determining:

A Company that has Valuable assets or significant operating expenses say little about creditworthiness: An airline that has a lot of tangible assets and little debt but has gone through bankruptcy is a bad risk.  Conversely an individual with a good business & credit record might be a better risk even though his assets are modest.

Size of the guaranteed debt (party might be creditworthy for $5K but not $500K);



Relation of the Guarantor to the Borrower: If the guarantor is an owner or has a significant relation to the corporation, he is more likely to take a significant interest in the success of the corporation, because he wants to protect from the lender going after his personal assets.  This offers a unique value that lender would not be able to obtain from another source.



NO STANDARD FORM (Here Are Some Basic Provisions) (Continuing Guaranty)

Indebtedness clause: Obligates the guarantor to pay for any indebtedness to the lender.  “Indebtedness” is broad & includes: all advances, debts, obligations, & liabilities of borrower heretofore, now, or hereafter made, incurred, or created whether voluntary or involuntary and however arising. . . whether borrower may be liable individually or jointly with others, whether or not recover is barred by statute of limitations, and whether such indebtedness becomes unenforceable, and including all principal, interest, fees, charges, costs, & expense including reasonable attorney’s fees.

Guarantor jointly & severally liable for payment upon death, dissolution, insolvency, or business failure.

Termination: Guaranty may be terminated only as to future transactions.  Written notice required.  Notice effective noon of next business day following actual receipt.  No termination occurs with respect to liability for (a) any indebtedness that is owed to the lender or the lender has an interest in (b) all extensions & renewals thereof (c)all interest (d) all collection expenses including attorneys’ fees.

The Guaranty is exclusive & independent.

Waiver of Rights: Guarantor waives any right to require lender to (a) proceed against the borrower or any other party (b) pursue any other remedy within the lender’s power. Guarantor also waives any rights to subrogation, including reimbursement, indemnity, or contribution.

Must keep themselves informed.

Attorneys’ fees for enforcement of this guaranty.

Guaranty is the entire agreement of the parties (parole evidence).

Constantly reiterates that it is a conventional guaranty & not a guaranty of collection.



RIGHTS OF THE CREDITOR AGAINST THE GUARANTOR

GENERAL RIGHTS

Law of Suretyship §15(a): In the absence of some special language in the guaranty, the guarantor is liable to pay the obligation immediately upon default of the principal.  The lender need not request payment or go after the principal first.

Rationale: A converse rule would limit the value of a guaranty because the lender must pursue recovery against an insolvent principal, even though it may be able to recover the $ immediately by suing the guarantor directly.



Guarantor of Collection: (Rare) Parties agree that the creditor has to pursue the principal first and ca sue the guarantor only after its efforts to collect from the principal are unsuccessful.

Form: Parties need only describe the guarantor as a “guarantor of collection” or title the document “guaranty of collection.”  

Effect: (Rstmt Shtshp §15(b), §3-419(d)) Lender can’t go after guarantor unless:

it is unable to locate & serve the principal;

the principal is insolvent; or

the lender is unsuccessful in obtaining payment even after it obtains a judgment against the principal.



Bankruptcy of the Borrower: Presents a roadblock for the creditor seeking collection on a guaranty.  The bankruptcy court may enjoin the creditor from attempting to collect from the surety.

FTL v. Crestar Bank: (Automatic Stay Provisions) STANDARD: Absent compelling & unusual circumstances, the court will not enjoin proceedings against guarantors; guarantors must file their own petition to receive the benefits of bankruptcy law.  Congress in §362, did not intend to strip creditors of the protection they sought from the guaranty in the first place.

Exmple: May enjoin proceedings against 3rd party where the identity of the debtor and the 3rd party are inexorably woven so that the debtor may be said to be the real party against whom the creditor is proceeding (i.e. proceeding against the 3rd party would actually reduce or diminish property the debtor could otherwise make available to creditors as a whole).

Effect of “Unusual Circumstances” Test: The inquiry into this test is so imprecise that a guarantor will rarely be confident that initiating a bankruptcy proceeding for its principle will allow it to defer payment (don’t rely on it as a mechanism for holding creditor off).  Conversely, the vagueness of the rule makes it impossible for the lender to be sure that it will be able to enforce the guaranty if the guarantor is one of the prime movers of the debtor.  



PROTECTIONS FOR GUARANTORS

3 MAJOR RIGHTS OF GUARANTOR AGAINST THE PRINCIPAL

PERFORMANCE

Generally: (Rstmt Suretyship §21) (AKA exoneration) Allows the guarantor to sue (get an injunction) the principal in order to force the principal to perform the guaranteed obligation.

Rationale: The guarantor should not have to go to the trouble or performing and then seeking reimbursement from the principal when the principal can perform in the first instance.

Effect: Rarely significant because on most cases, the principal would be performing if it could.  Also, if the guarantor is the controlling officer or owner of the principal, a guarantor usually will have more direct ways to induce the principal to perform than filing a lawsuit seeking an injunction.



REIMBURSEMENT

Generally: (Suretyship §22, §3-419(e)) Entitles the guarantor to recover from the principal any sums that the guarantor pays to the creditor under the guaranty.  This right exists entirely apart from any specific contractual agreement, being implied as a matter of law.



SUBROGATION

Generally: Subrogation allows a guarantor forced to pay on its guaranty to recover that payment by stepping into the shoes of the creditor & asserting against the principal all of the rights that the creditor could have asserted against the principal.  Essentially, subrogation works as if the rights of the creditor had been assigned to the guarantor in return for the guarantor’s payment on the underlying debt.

Basic Example: If guarantor paid lender $500K on the guaranty of a debt owed by borrower, guarantor would be subrogated to lender’s rights against borrower.  Therefore, guarantor could sue borrower to collect the $500K just as the lender could have.

Unsecured Transaction: (i.e. lender has no lien or security interest) The guarantor’s right of subrogation has no independent significance because if duplicates the right of reimbursement.  For example, suppose lender took a guaranty & a lien on borrower’s factory.  The borrower has a huge judgment entered against him.  After guarantor pays the lender, its right of reimbursement would be an unsecured claim because it would be able to be reimbursed only after the judgment lienholder had been satisfied.

Subrogation Helps: Subrogation would allow guarantor to step into the shoes on the lender and take advantage of lender’s lien.  Because the bank’s (lender’s) lien ordinarily would be superior to the lien of the judgment lienholder (because it became first in time), guarantor would have first claim against the assets.  Subrogation is much more valuable than reimbursement.



Effects of Borrower Being Released from Liability by the Lender:

General Rule: (Corporate Buying Service v. Lenox Hill) The guarantor may recover from the principal even though the creditor has released its own right to recover.  When a creditor clearly reserves his rights against a surety, the debtor is notified that the release is no more than a covenant not to sue, despite words such as “full satisfaction” and “final release” in the compromise agreement between creditor and debtor, consequently, the principle debt remains alive, the surety’s right to reimbursement & subrogation are unimpaired, and the surety is not discharged.

No Pro Tanto Right to Subrogation: (Rstmt Shrtshp §27(1)) The guarantor normally has no right of subrogation until the entire debt has been paid.  To allow subrogation by repaying only a portion of the debt would have a number of odd consequences:

Inequitable Result: If guarantors were allowed to make a partial payment and therefore became entitled to subrogation pro tanto, it would operate to place the surety upon an equal footing with the holders of the unpaid part of the debt, and, in case the property was insufficient to pay the remainder of the debt for which the guarantor was bound, the loss would logically fall proportionately upon the creditor & upon the surety.

Hinder Lender’s Right to Collect from Borrower: If pro tanto subrogation were permitted, a borrower in difficulty could derail its creditor’s collection efforts by causing its guarantor to make partial payment of the debt.  Guarantor could then argue that its pro tanto share of the claim against the borrower entitled it to participate in the litigation pursing the borrower.  However, the ability of the guarantor to derail the lender’s pursuit of the borrower would not be catastrophic because the lender would retain the ability to sue the guarantor directly for debt unpaid by borrower.  Moreover, the right to reimbursement would give the guarantor a right to sue the borrower without repaying the debt in full.

NOTE: Lenders ordinarily buttress their position by getting the guarantors to completely or partially waive their rights of subrogation. 



Waiver of Subrogation Rights:

Guaranty Provision: Lenders ordinarily buttress their position by getting the guarantors to completely or partially waive their rights of subrogation.

Guarantor Preferences: (No Longer a Problem) Before 1994, lenders almost universally insisted on waivers to circumvent the odd treatment of payments made on guaranteed loans as improper “preferences.” (§547(b)) A bankrupt debtor could recover certain payments (Preferences) that a debtor made shortly before it filed for bankruptcy, but only if these payments are made “for the benefit of a creditor.”  Courts held that payments made by a borrower to a lender on guaranteed loans were preferences.  A borrower that makes payments on a guaranteed loan payment benefits the guarantor by reducing its potential liability on the guaranty.  Courts held that guarantors were “creditors” because of their rights of subrogation & reimbursement.

Effect: Courts frequently treated payments on the guaranteed loans as preferences & allowed bankrupt debtors to recover these loan payments from their lenders do long as the payments were made within the statute of limitations for actions relying on §547(b) (up to 1 year before the bankruptcy).

Lender Response: Lenders would require an absolute waiver of guarantor’s rights against the borrower, thereby removing the guarantor’s status as a creditor.  Therefore, removing the potential of preferences.

Preferences Solution: (§550(c)) (1994) Prevents borrowers from relying on the guarantor’s status as a creditor to justify recovery of such payments from 3rd party creditors.  However, the problem has continuing significance because the same waiver provisions continue to appear in standard guaranty forms.

RIGHTS OF THE GUARANTOR AGAINST THE CREDITOR

SURETY DEFENSES

GENERALLY: 	The secondary nature of the guarantor’s obligation drives a series of rules that 

release the guarantor from its obligation as a remedy for creditor misconduct that might harm the guarantor by increasing the likelihood or amount that the guarantor will have to pay on the guaranty.



Impairment of Collateral: (“Material Modifications”) Occurs when a mistake by the lender impairs its own interest in the collateral it took from the borrower.  The guarantor can argue that the lender’s mistake lessened the lender’s ability to recover from the borrower and thus increased guarantor’s likely obligation to the lender.

Example: Borrower’s obligation to repay lender is secured by a perfected security interest in borrower’s accounts receivable, equipment, & inventory.  However, lender’s security interest becomes unperfected because lender fails to make the filings required by Article 9.  This lessens the banks ability to recover from borrower & increases likelihood of recovery from guarantor.

Defense / Harm: (Rstmt Stshp §36(1), (2)(a), §3-605(e),(g)) Guarantor would have a defense to a suit on his guaranty to the extent that lender’s mistake “MATERIALLY HARMED” Lenders ordinarily buttress their position by getting the guarantors to completely or partially waive their rights of subrogation guarantor.  Under §3-605, there must be a causal nexus between the action & the harm.  The harm would be the amount that lender would have recovered from borrower if lender had maintained perfection, reduced by the amount that lender actually recovered from borrower notwithstanding lender’s mistake.



Lender Grants Extension of Payment: The lender may grant the principal an extension of time to pay.  

The Problem: On the date that the loan is due, the borrower is solvent, but experiencing financial difficulties.  The lender may then grant a 1 year extension on the loan.  In 1 year, borrower is insolvent.  Lender then goes after guarantor.  

Guarantor Argument: The grant of extension to borrower caused guarantor a loss by decreasing the amount that lender was able to recover from borrower.  However, it is not so clear whether granting an extension (hoping borrower’s business will pick up) is any better or worse than pursuing the borrower immediately (unnecessarily destroying the borrower).

The Law: (Rstmt Shrtshp §40(b), §3-605(c)) Generally offers guarantor a discharge on his guaranty to the extent that he can prove that the extension decreased lender’s ability to recover from borrower.  



Lender Grants Modification of Debt: (i.e. amending the I rate) Occurs, for example, when the borrower defaults, yet the lender does not enforce its remedies against borrower immediately.  Instead, it allows borrower to reinstate the loan conditioned on the increase of the interest by 1% per year (i.e. changing the terms of the loan).  Borrower then defaults. Lender goes after G.

Guarantor Argument: (Rstmt §41(b); §3-605(d)) G could defend against lender’s suit by arguing that the amending of the loan caused G’s exposure on the guaranty to be more than it otherwise would have been.  G can try to prove that lender would have been paid full if it had exercised its rights against borrower on the first default or that the outstanding balance would have been smaller if lender & borrower had not raised the interest rate.  G would have at least a partial defense to lender’s claim.

	(d) Borrower Released from All Liability: (Corporate Buying Service) 

Intent Standard: (Traditional Approach) Did the lender intend for its release of the borrower to apply to the G as well?  The lender retains its right to pursue the G if the terms of the release indicate that the lender intended to retain its right to pursue the G (“Reservation of Rights”) 

Rationale / Effect: (Rstmt §39) Courts justify this rule because the G is also allowed to retain its right to pursue the borrower (via reimbursement or subrogation), even though the creditor has released the principal.  This is harsh on the borrower because its negotiating a release from liability in return for a partial payment is meaningless because the G can still pursue the borrower for any amount of the debt that the borrower failed to pay.

Current Approach: (§3-605(b)) Revises the traditional rule by providing an absolute rule that a release of a principal never releases the G, whether or not the release includes a reservation of rights against the guarantor.  Comment 3 sets forth 3 justifications for the revision:

The creditor could have reached the same result under the old rule simply by including the magic “reservation of rights” provision in the release.

The revised rule in fact benefits the G by enhancing the ability of lenders to extract partial payments from borrowers by offering a release (i.e. such a release leaves the debt to be collected by the G, which ordinarily will be able to collect from the principal at less expense than the creditor).



WAIVER OF SURETYSHIP DEFENSES

The Problem: The suretyship defenses severely restrict the lender’s ability to respond flexibly to a default by its borrower, because those rules threaten the lender with a loss of its rights against the G as a result of the lender’s dealings with the principal.  In addition, it’s almost ridiculous to release G from liability b/c of lender’s willingness to accommodate the company that G owns and operates.



Suretyship Waiver: (Rstmt §48(1), §3-605(i)(ii)) Permits the G to waive the suretyship defenses (i.e. they are enforceable).  Therefore, it is rare for a commercial guaranty to omit a thorough waiver of suretyship defenses.  

Judicial Review: Courts interpreted these clauses quite narrowly, often to the point of ignoring plain intent.  They referred to the principle of strictissimi juris, under which creditors must conform their dealings with Gs to standards of “utmost equity.”  As a result, Gs invoke this doctrine to seek a release of their liability even when it is absolutely clear that the G controlled the borrower & participated directly in the lender’s decision to grant the accommodation on which the G bases its claim for a release

Current Judicial Treatment: (Plain Intent) Recent decisions have been less sympathetic to such claims, reflecting a growing willingness to enforce the plain intent of provisions waiving suretyship defenses.

Modern Photo Offset Supply: Court strictly interpreted the terms of a G whereby G waived all surtyship defenses and expressly waived any right to challenge renewals & extensions of the loan agreement.



Problems With Waiver: 

Problem: Waivers can cause difficulty to the G if the G loses control of the principal.  

Example: G sells the company (borrower) to X at a time when borrower’s obligation to lender remained outstanding, still guaranteed by G.  Then lender and K subsequently agree to sell borrower’s assets for $250K when G thought that a fair price was $500K.  A waiver would severely limit G’s right to challenge the sale.  Lender could collect the proceeds from the sale and then sue G for the amount that remained unpaid on borrower’s obligation.  G would have no defense in a suit by lender even though the sale did cause harm to G.

Defeasance Provision: This gives the G an absolute right to terminate its liability under the guaranty by purchasing the debt from the creditor.  This solves the problem that makes lenders wary of surety defenses: Lender retains discretion to deal with the borrower until the lender has received full payment.  Conversely, it mitigates the G’s concerns about the inappropriate leniency by the lender by allowing the G to take over the creditor’s position & deal with the principal as the G wishes.

Effects: Defeasance provisions do little for the G that is not in a position to pay off the underlying obligation.  If the G’s ability to perform is in doubt, lender is unlikely to behave recklessly in its dealings with the principal (i.e. less likely to sell off assets so quickly if it doesn’t think that the G will be able to pay).



BANKRUPTCY OF THE GUARANTOR

TRIMEC v. ZALE CORPORATION

Generally: Courts can defer the lender’s right to proceed against the principal.

Rule: Automatic stay is generally only available to the debtor, and not related 3rd party defendants or solvent codefendants.

Exception: (“Unusual Circumstances”) Applies to “unusual circumstances” where the relief sought against the 3rd party would result in harm to the debtor.  

Example: A stay is appropriate where “there is such an identity between the debtor & the 3rd party defendant that the debtor may be said to be the real party defendant and that the judgment against the 3rd party defendant will in effect be a judgment or finding against the debtor.



STANDBY LETTERS OF CREDIT

STANDBY LETTER OF CREDIT TRANSACTION

THE BASICS

Problems With Party-Related Guaranties that Necessitate Standby LoCs:

No party related to the borrower has enough financial strength to satisfy the creditor’s concern;

Potential creditor has doubts about the reputation or credibility of the related party;

Parties are so geographically separated that the creditor prefers a right to proceed against a party located nearby.



Domestic Use of Standby Letters of Credit / Basic Principles:

Solution: The borrower can obtain a backup promise from a 3rd party (standby LoC) whose financial strength, credibility, and location are satisfactory to the creditor.  That promise usually comes from a bank, in the form of a standby LoC, rather than a guaranty. 

Prohibition of Bank Guaranties: In the U.S., there has been a historical prohibition on banks from acting as a surety or guarantor.  However, because foreign banks commonly engage in that business (“Bank Guaranties”) competition has driven US banks to use the SBLoC to provide a similar service.  Today, no matter how much it looks like a guaranty, it is well settled that domestic banks can issue SBLoC even if they can’t issue ordinary guaranties.

***Unconditional Obligation***: An issuing bank’s obligation on the LoC (unlike G’s obligation on the guaranty) is unconditional.  Because of the independence principle, the issuing bank would not be entitled to assert defenses to borrower’s underlying obligation that might allow the G to withhold payment.

Rationale: A banks willingness to issue a SBLoC reflects that bank’s familiarity with the parties of the transaction.  SBLoC provides a relatively inexpensive & effective mechanism by which the G and borrower can convince 3rd parties of the reliability that the G and borrower already have demonstrated to their principal lender.

Fees: Is usually equal to the return over its cost of funds that it would expect on a typical loan to a party in the transaction (generally, anywhere from 1% down).



Standardization of  SBLoC

SBLoC are frequently used in international transactions.  Therefore, efforts have been made to standardize the law in this area.

UNCITRAL: Has not been widely adopted yet.

Uniform Rules for Demand Guaranties: (ICC) Banks frequently incorporate these rules into international LoC.  Because these rules are similar to the rules in Article 5, the result is a uniform body of rules that apply regardless of the location of the parties to the SBLoC transaction.



EXAMPLE / EFFECTS: Lender may be unwilling to loan the borrower the $500K that it needs even if the owner of the company (borrower) guarantees the loan.  Lender may be willing however, to make the loan if the borrower provides a $500K letter of credit from Bank X.  That LoC would provide that lender could draw$500K from Bank Y upon any default by borrower under the loan.  Therefore, the SBLoC considerably reduces the risk that the loan would go unpaid:

Lender would have the LoC from Bank X;

Its normal rights to pursue borrower;

Its right to pursue the G;

Right to pursue any collateral that lender may obtain from borrower or G.



THE TRANSACTION

SBLoC v. Guaranty: The transaction is functionally identical to a conventional guaranty, but has the issuing bank playing the role of the guarantor, the applicant as the borrower or principal obligor, and the beneficiary as the creditor.

Payment: When the creditor believes that the applicant/borrower has committed a default on the underlying obligation, it simply submits a draft on the LoC to the issuer.  At that point, the issuer is obligated to pay the creditor much as a conventional guaranty.







�

STANDBY LETTERS OF CREDIT

��

�   Creditor / Beneficiary

�(Lender of Note)



I. Underlying Debt					II. Draft		           III. Payment on LoC







��

�	             Debtor / Principal /						Bank / “Guarantor” / 

	          Applicant (Company)			IV. Reimbursement                    Issuer (Gives LoC)



 

Standby LoC v. Commercial LoC

Commercial: The LoC is used as a simple payment device.  The parties draw on the LoC in the ordinary course of business.  The key condition of payment is the beneficiary’s production of documents suggesting that the beneficiary has complied with the obligations imposed on it by its K with the applicant.

Standby: The draft on the LoC is unusual, unhoped-for event.  It occurs only if the applicant defaults.  Bank pays only 5-10% of the time.

Documentary Conditions: Focus on establishing that the applicant has defaulted, rather than establishing that the beneficiary has performed.  An example is that the beneficiary must present an invoice and a certification by the beneficiary that the invoice remains unpaid.  It does not require the high level of objective proof like in commercial LoC.  A failure by the beneficiary to comply with the terms of the LoC normally has little consequence because the applicant has received the goods and thus has to pay for the item if it wishes to keep them.  Therefore, insistence on strict compliance only increases procedural obstacles and therefore cost of payment; it does not avoid payment.  However, the beneficiary usually needs to present the LoC only after the parties have reached a serious state of disagreement.  In that context, the LoC will be the only way the beneficiary can obtain payment.

Wood: Required strict compliance of the LoC.

Clean v. Unclean LoC: In a clean LoC, the beneficiary need only present a draft demanding payment (and perhaps the LoC itself).  An unclean LoC would require, for example, that the beneficiary include a signed statement that some specified invoice is due, but unpaid.  AN unclean LoC may also require certification requirements, such as a certification that the applicant “willfully failed” to perform.

Right to Payment Under a Clean LoC: When a LoC is completely clean, a beneficiary can draw on the LoC without any significant difficulty even when the beneficiary has no plausible right to the money.  

Fraud: (§5-109) (Material Fraud) The high standard for fraud makes it quite difficult for the issuer to avoid payment even if the beneficiary has no right to the money.  The beneficiary might submit such a draft out of frustration over unrelated disagreements with the applicant or unrelated financial difficulties.  But even the simplest certification requirements can make it considerably more hazardous for a beneficiary to present an unjustified LoC (i.e. §1344 provides for a federal felony conviction for making a false statement of fact).  Thus, certification requirements (i.e. beneficiary must describe the basis for the draft with some particularity) may deter beneficiaries from submitting false drafts.



PROBLEMS IN STANDBY LoC TRANSACTIONS

GENERALLY

Issuer’s Obligation to Pay: The likelihood that a draft will be presented against a standby LoC only when the beneficiary & the applicant are at odds about the applicant’s performance enhances the importance of the rules that obligate the issuer to pay when the applicant’s performance is in doubt.  The issuer has an obligation to pay absent MATERIAL FRAUD (§5-109).



BANKRUPTCY OF THE APPLICANT

Twist Cap: (Notorious Old Rule) Sellers obtained LoC to ensure that they would be paid for goods delivered to TC.  Twist Cap filed for bankruptcy, and the sellers attempted to obtain payment from the solvent bank.  The court enjoined the sellers from drawing on the LoC, vitiating the protections the sellers thought they had obtained when the received the LoC.

Criticisms: That decision ignored the strong tradition that the bank’s obligation on a LoC is entirely INDEPENDENT of the underlying obligation. Parties generally enter the K expecting payment no matter what happens.  In addition, unlike the automatic stay provisions of guaranties (where the G has a close relationship with the Borrower), it would be difficult to suggest that obtaining payment on the SBLoC will undermine the solvenvy of the borrower or its principal b/c the issuer of the LoC is a completely independent party.

Debtor’s Argument: (§362(a)(3)) A draw on the LoC acts against “property of the debtor’s estate.”  Argue that the draw on the LoC violates the automatic stay that bankruptcy imposes on all actions against property of a debtor’s estate.  However, these arguments have been REJECTED in recent years:

In Re Ocana: The LoC is an irrevocable & unconditional promise to pay the beneficiary upon the presentation of specified documents.  LoCs assure a party of payment despite the fact that another party goes bankrupt.  If payment on the LoC could be stayed by the court, LoCs would no longer reliably perform the function they were designed for.

Effects of Secured Claims: (Ocana) 

If Seller Doesn’t Collect on the LoC: In Ocana, the issuing bank had collateral on the LoC.  If the seller can’t collect on the LoC, it will have an unsecured claim for payment of the purchase price of the goods.  Therefore, unless seller has some Article 2 action of reclamation, he’s screwed b/c most if not all of the debtors assets will do to secured claims & administrative costs.  The seller’s unsecured claim is limited to a pro rata share of what little is left.  

If Seller Does Collect on the LoC: The issuing bank will then have a  claim for reimbursement.  As in Ocana the issuing bank will frequently have collateral that secures its claim for reimbursement.  The collateral allows the issuing bank to obtain full payment on its claim, even though the seller’s pre-LoC claim would have received marginal payment at best.  

Final Effect of Ocana: Decision transforms an unsecured claim with little chance of payment into a secured claim that is highly likely to be paid.  The practical effect is to redistribute money away from the creditor with general unsecured claims to provide full payment from the debtor’s estate for the claim that was backed up by a LoC.  These rules largely insulate the beneficiary from the risk of insolvency by the applicant.

Bankruptcy of the Issuer: These rules DO NOT PROTECT the beneficiary from the insolvency of the issuer.  The beneficiary’s claim on a LoC does not even get the $100K payment from the FDIC’s insurance fund.  The beneficiary loses his claim entirely (FDIC v. Phil. Gear Corp).



THE ISSUER’S RIGHT OF SUBROGATION

Generally: The issuer attempts to recover funds it paid out on a LoC.  Like the guarantor, the issuer may be subrogated to any rights the creditor had against the oligor.

NOTE: Many courts have focused on technicalities of the LoC form to DENY SUBROGATION RIGHTS.

CCF v. First National: (Reversed on Appeal) Rejected the formalistic view that denied subrogation under the rationale that unlike a guarantor (whose obligation is secondary) an issuer of a LoC has a primary obligation.  Therefore, having paid its own debt, as it contracted to do, it cannot step into the shoes of the creditor to seek subrogation, reimbursement or contribution (absent agreement) (Tudor Development).  Court held that despite the fact that LoCs require conformity with certain obligations that guaranties do not, granting subrogation rights to a guarantor and not an issuer would be little more than honoring form over substance.

UCC Approach: (§5-117(a)) Revised Article 5 states that an issuer of a LoC “is subrogated to the rights of the beneficiary to the same extent as if the issuer were a secondary obligor of the underlying obligation owed to the beneficiary.”  Comment 2 states that the statute intends to reject the technical approach of the Tudor court.

Bankruptcy: Author urges bankruptcy courts to follow the same rule above.  Banks issuing LoC on behalf of applicants that subsequently become bankrupt are “liable with” the applicant on the underlying obligation for purposes of §509(a).  Therefore, the should be entitled to use §509(a) to assert subrogation in the bankruptcy to the same extent that they would be entitled to assert subrogation under Article 5 outside the bankruptcy.



SYSTEMS FOR ENHANCING LIQUIDITY



NEGOTIABLE INSTRUMENTS

A. NEGOTIABILITY & LIQUIDITY

LIQUIDITY IN GENERAL

Generally: Refers to the ease with which an asset can be sold at a price that reflects the asset’s economic value.  

Stock: Stock traded on the NYSE: 1 of the most liquid assets of all (can sell fast);

Partnership Interest: Not very liquid; no organized market;

Relation to Payment Obligations: If a payment obligation is highly liquid, the payee can easily sell the obligation & thus convert it to cash.  By providing a ready source of cash, an active market for payment obligations aids the financial position of operating businesses that generate payment obligations when they sell things to their customers.

Aids in the efficiency of markets.

Negotiability Rules Enhance Liquidity in 2 Ways:

Negotiable instruments offer an easy way for verifying a party’s power to transfer an enforceable interest in the instrument (all information appears on the 2 sides of the instrument).  Therefore, all that a purchaser of a negotiable instrument needs to do to determine that the purported seller can transfer a right to enforce the instrument is look at the instrument & verifying the identity of the party with whom it is dealing.

Negotiability has a defense-stripping rule that makes negotiable instrument more valuable in the hands of a purchaser than it was in the hands of the payee that sold it.  In principle, a purchaser that becomes a HDC takes the instrument free from all “personal defenses.”



B.  A TYPICAL DRAFT TRANSACTION

AN EXAMPLE:

Facts: W bought some books from R for £1.500.  Mailing a check would take weeks & R may doubt the value of W’s check;  therefore, R may refuse to ship the books until the check is cleared.  A wire transfer or a LoC would be expensive for such a small transaction.  Therefore, unless payment must be same-day, a DRAFT would be the best mechanism for payment.

Process of Paying With a Draft: 

Step 1: (Purchasing the Draft) W goes to his bank (Mbank) to purchase the draft.  The draft is essentially like a letter addressed to Barclays Bank in London, asking Barclays to pay R the agreed upon sum.  

�

Draft Example:

January 11, 1996.  Upon presentation of this original draft, pay to the order of R £1.500.  To Barclays Bank.

					[Authorized Signature for Mbank]



Step 2: (Sending/Presenting Draft) W transmits the draft to R in the ordinary course of business.  R would then present the draft directly to Barclays or sell it to his own bank in London (in which case R’s bank would present the draft to Barclays).  In the meantime, Mbank notifies Barclays by telex that it has issued the draft so that Barclays recognizes the draft as valid when it is presented.  

Step 3: (Paying the Draft) When Barclays receives the draft, it pays the money to R (or R’s bank) and deducts the money from Mbank’s account that Mbank maintains with Barclays for the purpose of handling such transactions.

Large Multi-Transaction Customers: Mbank could expedite the process by allowing W to issue drafts directly (eliminates the need for W to go to the bank).  These drafts would be binding on Mbank & provides W with the paper stock on which drafts are issued.  Mbank gives customers software that allows the printing of drafts & notifies bank of issuance.  Mbank then deducts the amount from customer’s account.



C. SOME BASIC TERMINOLOGY (§§3-103, 3-104)

WHO ARE THE PARTIES?

Drawer: (§3-103(a)(3)) Is the party the orders payment.  In the above example, the buyers bank (Mbank) would be the drawer.  (“A person who signs or is identified in a draft as a person ordering payment”).

Remitter: (§3-103(a)(11)) The person who caused the draft to be issued.  In the above example, W is the remitter b/c of the understanding that W will remit the draft to the payee, R.  (“A person who purchases an instrument from its issuer if the instrument is payable to an identified person other than the purchaser”).

Payee: Is the person to whom payment is to be made (i.e. R).

Drawee: (§3-103(a)(2)) Person ordered in a draft to make a payment (above, it’s Barclays).

�

		    THE PLAYERS IN A NEGOTIABLE DRAFT TRANSACTION

��

�			  Mbank						 Barclays

			 (Drawer)		IV. Obtains Payment			 (Drawee)	

��

                  I. Issues Draft							             III. Presents Draft



���Werner (W)		II. Remits Draft			Russell (R) 





D. NEGOTIABILITY REQUIREMENTS (Article 3)

NEGOTIABILITY: (§3-104) Negotiability refers to the form of an instrument.  The instrument MUST satisfy ALL 7 REQUIREMENTS UNDER §3-104.  

Overby’s Pneumonic: M.U.S.T. O.W.N.

	Money fixed (§§1-201(24), 3-107, 3-112);

	Unconditional payment order (§§3-106, 3-103(a)(6)(9));

	Signed (§§3-103(a)(6),(9), 3-401(6));

	Time, definite or on demand (§3-108);

	Order or bearer (§3-109);

	Writing (§3-103(a)(6),(9));

	No unauthorized promises or orders (§3-104(a)(3))

If Does Not Meet All 7 Requirements: Then C/L of drafts & notes applies.  

Drafts v. Notes:  There are generally 2 types of commercial paper applicable here:

NOTES: (§3-104(e)) An instrument is a note if is a PROMISE to pay money to a designated payee by the maker of the promise (a draft is an order).

“Promise”: (§3-103(a)(9)) Is a written undertaking to pay money signed by the person undertaking to pay.  

IOUs: An acknowledgment to pay (IOU) is not a promise unless the 

obligor also undertakes to pay the obligation.  

“Maker”: (§3-103(a)(5)) Means a person who signs or is identified in a note as a person undertaking to pay (Max).

�

		   PROMISSORY NOTE

I, Max Maker, promise to pay to the order of Peter Payee $100.

					/s/ Max Maker



DRAFTS: (§3-104(e)) An instrument is a draft if it is an order.  

“Order”: (§3-103(a)(6)) Is a written instrument to pay money signed by the person giving the instruction.

Drawer: (§3-103(a)(3)) Person who signs or person is identified in a draft as a person ordering payment (Sean Carrig).

Drawee: (§3-103(a)(2)) Person ordered in a draft to make payment (Hibernia)

�

      		                           DRAFT

Pay to the Order of: Pam Payee, $5,000

Hibernia								/s/ Sean Carrig



��

THE NEGITIABILITY REQUIREMENTS

		REQUIREMENT						STATUTORY REFERENCES

1.	The Obligation must be a written promise or order.		§§3-104(a), 1-201(4),(46),                                    

3-103(a)(2),(3),(5),(6),(9), 3-104(e),(f),(g),(h)

	2.	The obligation must be unconditional.			§§3-104(a), 3-106

	3.	The obligation must require payment of money.		§§3-104(a), 1-201(24), 3-107

	4.	The amount of the obligation must be fixed.			§§3-104(a), 3-112(b)

	5.	The obligation must be payable to bearer or order.		§§3-104(a)(1),(c), 3-109, 3-115 (cmt 2)

	6. 	The obligation must be payable on demand or at a definite time.	§§3-104(a)(2), 3-108

	7. 	The obligation must not contain any extraneous 		§3-104(a)(3)

		undertakings by the issuer,



WRITTEN INSTRUMENT (§3-103(a)(6),(9))

Generally: A NI cannot be oral.  The writing requirement is found in the definition of “order” (necessary for a draft §3-103(a)(6)) and  “promise” (necessary for a promissory note §3-103(a)(9)).  Therefore, a purely electronic from cannot be negotiable.

Paper not Essential: (i.e. Check on Shirt) The writing need not be on paper, and writings on objects other than paper are sometimes encountered.  §1-201(46) defines “writing” as an “intentional reduction to tangible form.”

IRS - Check Written on a Shirt: Is a NI b/c it’s reduced to a tangible form.  However, just b/c it’s a NI, it does not mean that the bank must accept it (i.e. see banking agreement).  Bank is under no obligation to honor your negotiable indtrument.



MUST BE SIGNATURE 

Generally: (§1-201(39)) Any mark or symbol placed on the instrument by the maker or drawer with the intent to authenticate the writing.  Comment 39 - May be printed, stamped, or written; My be on any part of the document.   (cmt 39 - thumb print OK).  Thus, a full formal signature is not required if the requisite intent to authenticate was present.

§3-103(a)(6),(9): Both promise & order require a signature.  

What Constitutes Signatures: (§3-401(b)) A signature may be made (i) manually or by means off device or machine and (ii) by the use of any name, including a trade or assumed name, or by word, mark symbol executed or adopted by a person with present intention to authenticate a writing.

Signature by an Agent: (§3-402(a)(ii)) The name of a maker or a drawer may be placed on an instrument by an authorized agent.

Unauthorized of Forged Signatures: (§1-201(43)) “Unauthorized” signature as one made without authority.  This includes a forgery or a pretense of agency.

Liability: The person whose name is signed under these circumstances is not liable on the instrument unless he or she ratifies the signature or is precluded from denying it (§3-403(a)).  However, the unauthorized signer (i.e. the forger or purported agent) is personally liable just as if he or she had signed his or her own name (§3-403(a)).

Example: X steals a check from Y & forges her name as the drawer.  X is viewed as having signed his own name as drawer, while Y is not liable on the check.

Location of Signatures: (§1-201, cmt 39)  The signature need not appear at the bottom of the instrument.  It may be placed in the letter, the body of the writing, or any other location, thereon, as it is meant to authenticate the instrument.



UNCONDITIONAL PROMISE OR ORDER (§3-106(a)) & (§3-104(a))

Generally: A note must contain an “unconditional promise” and a draft must contain an “unconditional order (§3-104(a); §3-103(a)(6),(9))  §3-106 generally limits negotiability to instruments that are absolute & include on their face all of the terms of payment.  Thus, if the promise is subject to a condition, it’s NOT negotiable.  

Rationale: Requiring that the operative terms of a NI be unconditional helps to promote its marketability, since subsequent purchasers will be able to determine the applicable terms & conditions from the 4 corners of the instrument.  A purchaser could not evaluate the worth of an instrument if the liability of its maker or drawer were conditioned upon some extraneous matter.

Express Conditions: (§3-106(a)(i)) Payment of a promissory note that is expressly conditioned on some event (e.g., I promise to pay only if the apartment I’m renting is not destroyed) violated the requirement of an unconditional promise and is nonnegotiable.  

Implied Conditions: Implied or constructive conditions in the instrument do not destroy negotiability. 

Example: A promissory note stating that it is given as a down payment on a K to rent an apartment is not conditional merely because of the possibility that the building might burn down.

Reference to Other Agreements: (§3-106(a)) A separate agreement executed between the immediate parties (i.e. the maker or drawer & the payee) as part of the same transaction is effective in regulating their rights, but it will NOT bind a later HDC.  §3-106(a) states that mere reference to such other agreements or documents DOES NOT DEFEAT negotiability. (i.e. the note states that “this note arises out of a K signed this date.”)  However, a document is NOT negotiable if it states that:

“the promise or order is subject to or governed by another writing” (§3-106(a)(ii));

states that “the rights or obligations with respect to the promise or order are stated in another writing.”

Descriptions of Consideration or Other Transaction: (§3-106(a)) A description of a collateral or of other transactions connected with the instrument does not, by itself, make the instrument conditional as to the matters described.  The negotiability of the instrument id therefore unaffected by such recitals.

Example: A note describing in detail the K that gave rise to the note (including all K terms) is negotiable as long as the note is not made subject to the K.

Incorporation of Separate Agreement or Document in the Instrument: (§3-106(a)) While mere reference to or description of agreements or other writings does not affect negotiability, an incorporation of those other matters into an instrument makes the instrument nonnegotiable b/c later purchasers cannot determine the applicable terms from the four corners of the instrument.

Examples of Nonnegotiability: Nonnegotiable if states “this instrument is subject to the terms of a separate K.”  Also, reference in a note to the fact that “the terms of the mortgage are made part hereof” would destroy negotiability.” 

“As per” & “In accordance with”: These phrases constitute a mere reference to other matters, rather than an incorporation of such matters; therefore, they do not destroy negotiability.

Exception I - Prepayment & Acceleration Terms: (§3-106(b)(i)) Article 3 permits an instrument to incorporate the terms (reference to) of another writing to govern the rights of the parties regarding prepayment of the instrument or acceleration of the maturity date for a statement of rights with respect to any collateral.

Exception II - (§3-106(b)(ii)) A promise or order is not made conditional because payment is limited to resort to a particular fund or source.  Therefore, a statement in an instrument that the underlying obligation is secured (and describing, but not incorporating, the collateral & security agreement - does not affect negotiability. 

Example: Non-Recourse real estate note, which limits the payee’s remedies to the mortgaged real estate & bars any suit directly against the maker of the note.



FIXED AMOUNT OF MONEY

Money Requirement: (§3-104(a)) Requires that the promise or order be for payment of money.  

What Constitutes Money?: (§1-201(24)) Money is a “medium of exchange authorized or adopted by a domestic or foreign government as part of its currency.”

Foreign Currency:  (§3-107) 1000¥: is negotiable, and this is true regardless of the fact that the instrument was executed in the US and the parties had no substantial contact with Japan.  Even though the amount owing is stated in foreign currency, the instrument is deemed payable in an equivalent number of dollars at the due date, unless the instrument expressly requires payment in the foreign currency.  

But Note: If the instrument states that it is payable only in a foreign currency, it is payable only in that currency.  Such a provision will not impair the negotiability of the instrument.

Fixed Amount: §3-106(a) requires the instrument to be for a fixed amount.  Absolute certainty as to the sum due at all times is not required.  It is sufficient if, as of any particular time, the amount due on the instrument may be mathematically computed.  The fixed amount may include “interest or other charges” (§3-104(a)).

Example: Rule excludes promises to pay unspecified sums of $, such as “I promise to pay to the payee ½ of the 1998 profits from sales of my casebook.”

Charging Interest: §3-104(b) expressly includes interest in the fixed amount.  Section 3-112(a) states that “interest may be stated in an instrument as a fixed or variable amount of money or it may be expressed as a fixed or variable rate or rates.”  The amount or rate if interest may be stated or described in the instrument in any manner & may require reference to information not contained in the instrument.  

Omission of Interest Rate: (§3-112(b)) If a note states that it is payable “with interest,” but does not states the interest rate, the note is still negotiable.  The state judgment interest rate will be implied.



TIME: DEFINITE OR ON DEMAND (§§3-108, 3-104(a)(2))

Section 3-104(a)(2): Requires that the instrument be “payable on demand or at a definite time.”  Therefore, unless it can be determined from the face of the instrument when, or at least upon what events, the obligation will become due, the instrument is not negotiable.  Without time certainty, the value of the instrument is so speculative that it cannot be accorded the protection of a NI.

Demand Instruments: (§3-108(a)) An instrument is payable on demand if it (i) expressly states that it is so payable on demand or at sight (same thing), or otherwise indicates that it is payable at the will of the holer (“at sight,” “upon representation”), or (ii) if no time for payment is stated.

No Time for Payment Stated: Still negotiable (i.e. checks);  Also courts have held that where there is no maturity date on the instrument, the law construes it as being payable on demand (Cohen v. Flanders).

Payable at a Definite Time Instruments: (§3-108(b)) (Time Instruments) A promise or order is “payable at a definite time” if it is payable at a definite time after sight or acceptance or at a fixed date or dates or at times readily ascertainable at the time the promise or order is issued, subject to the rights of (i) prepayment, (ii) acceleration, (iii) extension at the option of the holder, or (iv) extension to a further definite time at the option of the maker or acceptor or automatically upon or after a specified act or event.

Effect: Apparently, the only obligation that would fail that rule would be a document giving the issuer either a completely untrammeled option to extend or a qualified option to extend that did not state a date to which the extension would run.

Examples: An instrument dated 1/10/08 is payable at a definite if it states that it is payable:

“On February 10, 2008” (or any date in the future);

“On or before February 10, 2008” (or any date in the future);

“60 days after date” (or any period more or less than 60 days); or

“60 days after sight” (or any period more or less than 60 days).

Date Left Off: (§3-115) If the date is left off the instrument & its maturity depends on a date being stated (e.g. “payable 60 days after_____.”), the instrument is not enforceable until the date is filled in by someone with authority to do so.

Acceleration Clauses: (§3-108(b)(ii)) Acceleration clauses have no effect on negotiability.  Either maker or holder may be given the right to accelerate the maturity date of the instrument.  

Examples: M promises to pay to the order of P “on or before March 15” (M has right to pay before due date).  M promises to pay to the order of P “on March 25, or sooner if holder chooses to accelerate” (P has the right to demand payment from M before due date).

Extension Clauses: (§3-108(b)) Whether an extension clause violates the “definite time” required for negotiability depends on the terms of the clause.

Extension at Option of Holder: (§3-108(b)(iii)) If extension is at the option of the holder, the instrument is deemed “payable at a definite time” (and hence negotiable) even if no new maturity date is stated.

Extension at Option of Maker or Drawer, Extension Automatically on Happening of Event: (§3-108(b)(iv)) Will be deemed “payable at a definite time” if it is in extension to a further definite time at the option of the maker or acceptor or automatically upon or after a specified act or event.











PAYABLE TO ORDER OR BEARER

Section 3-104(a)(1): Must be “payable to bearer or to order at the time it is issued or 1st comes into possession of a holder.”  If it says “pay to J. Doe” it is nonnegotiable b/c it contains neither order nor bearer language.

Payable to Bearer: (§3-109(a)) (Names no specific payee & can be transferred without indorsement,  just like cash).  A promise or order is payable to bearer if it: (1) states that it is payable to bearer or to the order of bearer or otherwise indicates that the person is entitled to possession of the promise or order is entitled to payment; (2) does NOT state a payee (i.e. “Pay to the Order of ____); (3) states that it is payable to or to the order of cash or otherwise indicates that it is not payable to an identified person. 

Example: “Pay to the order of Happy Birthday” creates bearer paper (§3-109(a)(3)).

Bearer Language Controls: (§3-109, cmt 2) If an instrument is made payable both to order & to bearer (e.g. “pay to the order of John Jones & bearer”), the bearer language controls.

Payable to Order: (§3-109(b)) (Names a specified payee & requires the payee’s indoresement for further negotiation.  An instrument is payable to order if it is payable to (i) to the order of an identified person or (ii) to an identified person or order (“Pay to the order of Dolemite or order).

It may be drawn payable to the order of the maker or drawer (i.e. the obligor himself), the drawee, or a payee who is not the maker, drawer, & drawee.

It may also be drawn payable to several payees jointly or severally (i.e. “to the order of X and Y, or either of them.” (§3-110(d))

It may be drawn to the order of a partnership or other unincorporated association or to the order of an estate, trust, or fund, in which case it is payable to the order of the representative of such entity (§3-110(c)(2)).

It may be drawn to a public office or officeholder (“to the order of the county tax collector” or “to the order of John Jones, tax collector), in which case it is payable to the incumbent holder of the office. (§3-110(c)(2)(iv)).

Exception for checks: (§3-104(c)) If a check fails the bearer-order requirement, but satisfies all the remaining negotiability requirements, it still qualifies as a NI.  

Effect of Omitting Words of Negotiability: Therefore, if instrument is neither payable to bearer or order, it is nonnegotiable unless the instrument is a check.  Thus, a check that says “Pay to Mary Does” would be negotiable, and later takers might qualify as HDC of such a check.  

	The Following is NOT Negotiable b/c it Does NOT Contain the “Magic 

Words” of negotiability:

�

	On March 1, 2002, I promise to pay Pat Payee, the bearer of this instrument, $1,000

								/s/ Murray Maker



NO UNAUTHROIZED PROMISES OR ORDERS (§3-104(a)(3))

Section 3-104(a)(3): The instrument must “not state any other undertaking or instruction by the person promising or demanding payment to do any act in addition to the payment of money.”  An instrument cannot be negotiable of it includes non-monetary promises.  This is meant to keep the document free of clutter so that the negotiable instrument may be a “courier without luggage.”

Example 1: A promise to pay $500 and deliver a quantity of goods makes the instrument nonnegotiable.

Example 2: Wording in an instrument giving the holder the election of requiring some act to be done in lieu of payment of money destroys the negotiability of the instrument, i.e. a promise to pay $500 or to deliver goods, whichever is requested, is nonnegotiable.

3 Exceptions:

Maintain or Deposit Collateral: (§3-104(a)(3)(i)) Provisions requiring the promisor to maintain or protect collateral deposited as security for the loan, or to deposited additional collateral on demand of the holder, are permissible.  Thus, an instrument can be negotiable even if it includes provisions in which the maker promises to provide collateral to secure the debt evidenced by the instrument.

Confession of Judgment: (§3-104(a)(3)(ii)) A provision authorizing the holder to enter a confession of judgment against the promisor if the note is not paid when due is permissible, i.e. it will not destroy the negotiability of the instrument.

Waiver of Laws: (§3-104(a)(3)(iii)) Authorizes clauses in a negotiable instrument that purport to waive the benefit of certain laws intended to the benefit or protection of the borrower or obligor (i.e. laws that would hinder the holder’s collection of the instrument).  Thus, waivers of right to presentment, dishonor, notice of dishonor, homestead exemptions, trila by jury, do not destroy negotiability.



EXAMPLES:

			Negotiable Note:

�			Max Maker Markets, Inc.				No. 123

			123 Market Street

			Erehwon, NY



			On demand the undersigned promises to pay Bearer $1,200 

	

								Max Mker Markets, Inc.

								By /s/ Max Maker, Pres

			

In writing;		                		(ii) Is signed by the Maker (Max Maker)

Unconditional Promise to pay (“promises to pay)  (iv) Fixed amount of $

On demand (b/c no pmt date is stated)   	(vi) To bearer

No unauthorized undertaking or instruction



			

Negotiable Draft:

�To: Dan Duke					           Jan 1, 1997

PO Box 37

Denver, CO



	Pay to the order of Pam Payee $5,000



						/s/ Debbie Dante



In writing;		                			(ii) Is signed by the Maker (Debbie Dante)

Unconditional Order to pay (“To Dan…Pay”)           	(iv) Fixed amount of $

On demand (b/c no pmt date is stated)   		(vi) To Order (“the Order of Pam Payee”)

No unauthorized undertaking or instruction







TRANSFER & ENFORCEMENT OF NEGOTIABLE INSTRUMENTS



A. TRANSFERRING A NEGOTIABLE INSTRUMENT

BASICS

A major advantage of NIs is the ease with which an owner of a NI can transfer clean & verifiable title (i.e. liquidity): 

A transfer of a NI never requires anything more than delivery of the instrument & a signature by the transferor;

By examining the chain of signatures on the instrument, the purchaser generally can verify that the transfer is effective, in the sense that it will give the purchaser the ability to enforce the instrument.



NEGOTIATION & STATUS AS A HOLDER

(A) 2 Central Concepts to the Rules for Transferring NIs:

Holder: (§1-201(2)) Means that the person in current possession is either the original payee or (§3-201(a)) has taken the instrument thereafter pursuant to a valid negotiation (i.e. the person that possesses the instrument & has a right to enforce it:

Person Entitled to Enforce an Instrument: (§3-301(a)) means (i) the holder of the instrument, (ii) a non-holder in possession of the instrument who has a rights of a holder, or (iii) a person not in possession of the instrument who is entitled to enforce the instrument pursuant to §3-309 or 3-418(d),  A person may be a person entitled to enforce the instrument even though the person is NOT the owner of the instrument or is in wrongful possession of the instrument.

Negotiation: (§3-201(a)) Any transfer of possession, whether voluntary or involuntary, of an instrument by a person other than the original issuer that causes the transferee to become a holder.

Negotiating Bearer Paper: (§3-201(b)) If an instrument is payable to bearer, it may be negotiated by transfer of possession alone.

Negotiating Order Paper: (§3-201(b)) If an instrument is payable to an identified person, negotiation requires transfer of possession AND an indorsement by its holder.



(B)  “HOLDER” (Bearer v. Order) (Importance of Possession)

(a) Importance of Possession: No person can be a holder without possession of the instrument.

Effect of Loss / Theft: If an owner loses possession of the instrument, it loses its staus as a holder at the same time.



Bearer Instrument: (§1-201(20)) (Absolute Rule) “Holder, with respect to a NI, means the person in possession if the instrument is payable to bearer.”  A NI created as bearer paper or subsequently converted into bearer paper is negotiated simply be delivering the instrument(§3-201(b)).  Once the transferee has possession, the transferee technically qualifies as a holder however tenuous or nonexistent that person’s claim to ownership of the instrument.

Theft Qualifies as a Holder: (§3-203 cmt 1) A thief that steals a piece of bearer paper becomes the holder of that instrument even though it is not the rightful owner.

Rationale: A purchaser who examines the instrument and determines that it is bearer paper can purchase the instrument safe in the knowledge that it will be entitled to enforce the instrument as soon as it obtains possession.

Example: (“Cash”) If drawer writes a check payable to “cash,” which makes the check bearer paper, any person coming into possession of the instrument is therefore a “holder” since he or she will have the requisite possession.

Order Instruments: §3-109 requires that order paper must be payable to some particular, identified person.  That identified person is the ONLY person that can e a holder (§1-210(20)) (i.e. order paper has a holder only when the person in possession & the identified person “match up.”).  Order paper is negotiated by delivery of the instrument to that payee.

Further Negotiation: (§3-205) Any further negotiation requires that the payee indorse the instrument AND deliver it to the transferees.

Example: Dan Drawer writes a check payable to the order of Paula Payee.  Upon receiving the check, Paula is a holder.  If Paula subsequently wished to negotiate the check, she must indorse it and deliver possession to her transferees, who will then also qualify as a holder.

Multiple Payees: (§3-110(d)) (An instrument may be made payable to more than one payee.)  (1) If their names on the payee line are connected by an “and,” the instrument is payable to them jointly (i.e. “not alternatively”) and any subsequent negotiation is effective if all indorse the instrument.  Therefore, neither person acting alone, can he the holder of the instrument.  (2) However, if the names are connected by “or” or “and/or,” the instrument is payable to the payees alternatively, and the valid indorsement of any one of them is sufficient to pass title to a subsequent transferee.  Therefore, either one of them that had possession would be a holder.

Ambiguous: (§3-110(d)) If it’s not clear whether the instrument is payable jointly or alternatively, then the instrument is payable alternatively.  

Example 1: “To the Order of George or Martha Washington” or “George and/or Martha Washington” - payable to either party (i.e. alternatively) and can be negotiated by indorsement by either payee.  Either one, by themselves can be a party.

Example 2: “To the Order of GW and MW” requires both payees to indorse the check in order to negotiate it further.  Neither one, by themselves can be a holder.  If there’s only 1 indorsement, the subsequent transferee would not be a holder b/c the necessary indorsement is missing.

Account Identified By Number: (§3-110(c)(1)) Occurs when a person indorses the check by writing the account number on the back & signing the check.  In that case, the owner of the account is the identified person, even if the named individual does not own the account.

Agent as Payee: (§3-110(c)(2)(ii)) (“Pay to the order of Jane Does, agent”) the instrument is construed as payable to the principal - although the agent may still negotiate the instrument as a holder.

Partnerships/Officeholders as Payees: (§3-110(c)(2)) (Unincoproated associations, estates trusts or funds as payees) Instruments payable to such entities are payable to the current representatives of the entity in question.









SPECIAL & BLANK INDORSEMENTS

Transferring Order Paper: Because the holder of order paper must be the identified person to whom the paper is payable, the transfer of possession, standing alone, is NOT sufficient to make the purchaser a holder of order paper (i.e. a valid negotiation).  Must also have an indorsement (§3-201(b)).  Therefore, the only way to make the purchaser the identified person (and thus a holder) the seller must indorse.

Effect of Transfer Without Indorsement: If the seller is the identified person, then a transfer of possession with nothing more destroys the seller’s holder status (b/c seller no longer has possession) without giving the purchaser holder status (b/c the seller is still the “identified” person).



Logistics of Indorsement: (§3-204)

Defined: (§3-402(a)) Means a signature, other than that of a signor as maker, drawer, or acceptor, that alone or accompanied by other words is made on an instrument for the purpose of (i) negotiating the instrument. . . “

Location: (§3-402(a)) (Usually in lower right hand corner) Presumes that any signature that appears on an instrument is an indorsement unless the circumstances “unambiguously indicate that the signature was made for the purpose other than indorsement.”  

Allonges: (§3-204(a)) An indorsement may be made on a separate paper affixed to the instrument.  



Holder Transferring an Instrment Can Use 2 Different Types of Indorsements to Make the Purchaser a Holder of the Instrument:

Special Indorsements: (§3-205(a)& 3-109(c)) (Identifies the person to whom the instrument is to be paid)  Is an indorsement made by the holder of an instrument, whether payable to an identified person or payable to bearer, and the indorsement identifies a person to whom it makes the instrument payable (i.e. names a new payee).  Further negotiation requires a valid signature of the new payee,

If Held as Order Paper: (§3-205(a)) the indorsement would remain order paper, but now the identified person would have changed to the indorsee, thereby making indorsee the holder.  Any further negotiation requires the signature of the new payee.

If Held as Bearer Paper: (§3-205(a)) The special indorsement would change the instrument to order paper, making the indorsee the holder. Any further negotiation requires the signature of the new payee.

Forgery of Special Indorsee’s Name: Since the special indorsee’s name must e validly indorsed on the instrument for further negotiation, no onae can be a holder following the forgery of the special indorsee’s signature.

Example 1: A check written to Mike Piazza; Piazza wants to transfer it to Joe Louis; Piazza can indorse the chck by writing “Pay to Joe Louis, /s/ Mike Piazza.”

Effect: This special indorsement means that Louis alone, upon taking possession, is the only possible holder of the check.  No one after Louis can qualify as a holder without his valid indorsement, which is necessary to a valid negotiation. 

Example 2: Darryl Strawberry has a check in his possession made payable “to the order of cash.”  The back of the check states “Pay Darryl Strawberry /s/ Mike D.”  This check was bearer paper when drawn since it was made to cash.  Mike D turned it into order paper by putting the special indorsement on it “pay Darryl Strawberry.”  Thus, the check can only be negotiated further if it is indorsed by Starawberry & delivered.

Example 3: Harry has in his possession a check that was drawn payable to the order of Paula.  The back of the check states: “Pay John Smith, /s/ Paula”; “/s/John Smith”; “Pay Peggy /s/ Fred”; “/s/Dawn.”  

Effect: Harry cannot be a holder.  The original payee, Paula, indorsed & named a specific payee (John) and so the paper remained order paper (requiring John’s signature for negotiation).  Smith signed in blank (did not name a new special indorsee) and so the check was converted to bearer paper & could be negotiated by delivery alone.  At some point, the check was negotiated to Fred, who changed the check back to order paper by naming a new special indorsee (Peggy).  Thus, further negotiation required Peggy’s indorsement plus delivery.  Here, the check was apparently delivered to Dawn, but there was no indorsement by Peggy.  Dawn signed in blank & the paper was delivered to Harry.  Harry does not qualify as a holder b/c the check was not properly negotiated, since Peggy did not indorse.



Blank Indorsements: (§3-205(b)&3-109(c))) (Does not indicate an identified person)  If the payee of an order instrument simply signs the back of the instrument without naming a new payee, a blank indorsement occurs & the instrument is converted to bearer paper, which can be further negotiated without further indorsements.

Example: Dan writes a check to the order of Paula, who signs the back of the check (blank indorsement).  The check is lost and is recovered by Frank who takes the check to Bill’s grocery store and indorses it as “Mark.”  Bill is a holder b/c the check was bearer paper at the time of Frank’s forgery and could have been negotiated by delivery alone.  

Forgery: (§3-301) Forgery of names not necessary to a valid negotiation will not keep later takers from becoming holders or persons entitled to the instruments.



Special Rules for Banks: 

Depository Banks: (§4-205(1)) Automatically become holders of a check deposited by its customer, even if the check was order paper and the customer failed to indorse it to the bank at the time of deposit.

Transferring Banks: (§4-206) Bans need not indorse the check when it transfers it to any other bank.  Instead, “any agreed method that identifies the transferor bank is sufficient.

Stolen Checks After Deposit: Reg CC §229.35(c) provides that no party other than a bank ca become the holder of a check once it has been indorsed by a bank.  This, even if a bank indorsed a check in blank (bearer), an EE that stole the check from the bank could NOT become the holder of the check.  The only way for a party other than a bank can become a holder of such a check is for the bank to specially indorse the check to a nonbank party or for the bank to return the check to the person that deposited it.  §4-201(b) has a similar rule that applies when a check is indorsed “pay any bank.”









RESTRICTIVE & ANOMALOUS INDORSEMENTS

Restrictive Indorsements: (§3-206)

Defined: (§3-206(a)) An indorsement limiting payment to a particular person or otherwise prohibiting further transfer or negotiation of the instrument is NOT effective to prevent further transfer or negotiation of the instrument.

Example: (§3-206(a)) (Restrictions on Transfer) 

Example 1: (§3-206(b)) (Conditional Indorsemenyts) “Pay X only if she paid Y all the money still owing under her father’s will.  /s/ John.

Example 2: (§3-206(d)) (Trust Indorsements) “Pay X in trust for Y”

Permitted Restrictive Indorsements: (§3-206(c)) “For deposit only” “For collection”  If the instrument contains 1 of these, a party that pays or purchases the instrument commits conversion unless the proceeds of the instrument are received by the indorser or are applied consistently with the indorsement (§3-206(c)).  Thus a bank can give a payee cash, even if the payee mistakenly indorsed the check “For deposit only” but the bank would commit conversion if it deposited the funds into someone else’s account or cashed the check for a 3rd party.  Only the 1st bank that sees the check after the “For deposit only” indorsement is placed thereon is liable for conversion.



Anomalous Indorsements: (§3-205(d)) 

Defined: Means an indorsement made by a person who is not the holder of the instrument at the time the indorsement was made.  (i.e. a surty adds his name to an instrument)  It does not affect the manner in which the instrument may be negotiated (i.e. plays no role in negotiation). 

Example: If K signed the back of a check payable to C and C then negotiated the instrument to J, the signature by K would be an anomalous indorsement.

Effect Of Anomalous Indorsement: An indorsement by a party that is not a holder plays no role in negotiation of the instrument b/c only a holder can make a blank indorsement or a special indorsement.

Example: If K signed the back of a check “Pay to J” the instrument would remain order paper payable to C.

Purpose of the Indorsement (Accommodation): (§3-419) Article 3 presumes that the anomalous indorsements were made for “accommodation” so that the anomalous indorser becomes a guarantor (i.e. accommodation party) of the instrument.



Common Problems With Indorsements

Wrong or Misspelled Name: (§3-204(d)) If a check is payable to a holder but the check does not reflect the person’s true name (misspelled, nickname) indorsement will be effective if it is made in the name as stated, in the holder’s true name, or in both names.  In any case, a person taking the instrument for value or collection may demand that indorsement be made in both names.

Example: If name is misspelled, payee may sign any version of her name, but her transferee (e.g. her bank) ca require payee to indorse the check in a from acceptable to the transferee.



Ambiguities: (§3-204(a)) Any ambiguity concerning the capacity in which a signature is made is resolved in favor of an indorsement.

Example: Note states “A promises to pay” but is signed “A & B.”  B would be deemed to have signed as an indorser.



ENFORCEMENT & COLLECTION OF INSTRUMENTS

1. THE RIGHT TO ENFORCE AN INSTRUMENT (Holder’s Right)

Holder’s Right to Enforce: Under §3-301(i), any person that holds an instrument is a “person entitled to enforce the instrument.”  Therefore, the holder has the legal right to call for payment from any party obligated to pay the instrument.  

Right is Absolute: B/c a party can become a holder w/o actually owning the check (thief in possession of bearer paper), the holder’s absolute right to enforce means that Article 3 allows a party to enforce an instrument even if the party has no lawful right to payment.  

Enforcement Suit: Only requires proof of the simple facts necessary to establish holder status.  Holder need not establish the facts necessary to prove the underlying right to payment.



Non-Holder’s Right to Enforce:

Generally: (§3-301(a)(ii)) Allows a nonholder in possession of the instrument who has the rights of the holder to be a person entitled to enforce.

Example: 1 party that is a holder can transfer its rights to enforce the instrument to another party by selling the instrument to a second party.  The transferee acquires whatever rights in the instrument that the transferor had before the sale.  Thus, if C sold a check to J without indorsing it, J would not become a holder herself, but she would obtain C’s rights to enforce the instrument and thus would become a person entitled to enforce the instrument under §3-301(a)(ii).  

Purchaser May Force Indorsement: (§3-203(c)) Purchaser has a right to force the seller to indorse the instrument at any time after the sale.  That indorsement, in turn, would make the purchaser a holder as of the time of the indorsement.



2.  PRESENTMENT & DISHONOR

Presentment: (§3-501(a)) Presentment is a demand for payment or acceptance made by (or on behalf) the a person entitled to enforce the instrument.  If the instrument is a note, demand is ordinarily made to the maker of the note (Id.).  If the instrument is a draft, the demand is ordinarily made to the drawee (Id).  

Rights of the Presentee: (§3-501(b)(2)) When presentment is made, the maker or drawee may demand the following:

Exhibition of the instrument;

Reasonable identification from person making presentment; evidence of the presenter’s authority, if presentment of the instrument is made on behalf of another;

A signed receipt on the instrument for any partial or full payment or surrender of the instrument if the presentee pays it in full.

Effect of Failure to Comply with Demands: (§3-501(b)(3)) If the presenter cannot or will not comply with 1 or more of the above demands, a “presentment” has not occurred, and the presentee’s refusal to pay on the instrument is therefore not a “dishonor.”

Procedural Requirements: (§3-501(b)(1)) Time; place; may be made by any commercially reasonable means; is effective when the demand for payment or acceptance is received by the person to whom presentment is made;

Next Business Day: (§3-501(b)(4)) Party to whom presentment is made may treat presentment as occurring on the next business day after the day of presentment (cutoff hour no earlier than 2 p.m.).



Dishonor: (§3-502) Generally, occurs when the maker of a note or the drawee of a draft returns it after presentment w/o paying or accepting w/i the allowed time.  When presentment is made, the maker or drawee has the choice of honoring or dishonoring it.  In most cases, the system assumes that a party intends to dishonor an instrument if it does not take an affirmative action to honor it. §3-502(a) : following rules apply:

Instrument is Not Paid on Demand: (§3-502(a)(1)) If the note is payable on demand, the note is dishonored if presentment is duly made to the maker and the note is not paid on the day of presentment.

Presentment Through a Bank: (§3-502(a)(2)) If the note is not payable on demand, and is payable at or through a bank or the terms of the note require presentment, the note is dishonored if presentment is duly made and the note is not paid on the day it becomes payable or the day of presentment, whichever is later.

Otherwise: (§3-502(a)(3)) If the note is not payable on demand and paragraph 2 is N/A, the note is dishonored if it is not paid on the day it becomes payable.

If it’s a Check: (§3-502(b)(1)) (Opposite as Above) The drawee is assumed to honor the check unless it acts promptly to dishonor it.

Consequences: Dishonor usually has no immediate consequences as between holder & the dishonoring party b/c dishonor does not alter the dishonoring party’s liability on the instrument.



DEFENSES TO ENFORCEMENT (§3-305)

Generally: As long as the “P.E.T.E.” is not a HDC, Article 3 allows the obligor to interpose a wide variety of defenses, which includes not only any defense created by Article 3 (§3-305(a)(2)), but also any claim that the obligor has against the payee with respect to the original transaction (§3-305(a)(3)).

Most Common Defense: (interposed by parties seeking to withhold payment of an instrument) Failure of the payee to provide the goods & services for which the instrument is given.



LIABILITY ON AN INSTRUMENT

Generally: Which parties are liable on any particular instrument? 



Contract Liability: (§3-401) (If No signature - No Liability)

Must Have a Signature: (§3-401(a)(i)) A PERSON IS NOT LIABLE ON AN INSTRUMENT UNLESS (i) THE PERSON SIGNED THE INSTRUMENT. 

What Constitutes a Signature?: (§3-401(b)) Article 3 takes a broad approach to the definition.  A signature may be made (i) manually or by means of a device or machine, and (ii) by the use of any name, a trade or assumed name, or by word, mark, symbol executed or adopted by a person with present intention to authenticate a writing.

Agent’s Signature: (§3-402) (Representative & Represented Party)

Represented Person’s Liability: (§3-402(a)) When a representative signs an instrument the represented person is bound by the signature to the same extent that the represented person would be bound if the signature were on a simple K.

Representative’s Liability: (§3-402(b)(1)) (Article 3 looks to the form) Representative is not liable if (a) signature shows ambiguously that he is signing on behalf of the represented person and (b) the instrument identifies the represented person.  If he can’t show either or both 2 requirements, the representative will be personally liable on the instrument unless he can prove that the original parties did not intend for him to be bound (§3-402(b)(2)). 



Determining the Liability of Parties that Have Signed the Instrument: (4 Rules Covering Each of the Capacity in Which a Party Can Sign the Instrument)

Issuer’s Liability is Absolute: (§3-412) The party that issues a note is directly and unconditionally liable on the instrument.  

Liability of the Drawee of the Draft: (Conditioned upon Acceptance) §3-408 states that a Drawee of a draft has no liability on a draft at the time that it is issued.  However, once it ACCEPTS THE DRAFT (which requires nothing but a signature (§3-409(a)) the drawee at that point becomes directly liable on the draft (§3-413(a).

Maker’s Liability: (Notes) (§3-412) Obligation os primary - agree to pay according to the conditions of the note.

Indorsers Liability: (§3-415) Obligation secondary - conditioned upon dishonor of the note.

Drawer’s Liability: (§3-414(b))(Conditioned upon Dishonor, Discharged upon bank acceptance) Not liable on the draft unless it is dishonored.  Moreover, this liability is discharged if a bank accepts the draft (b/c the holder of the draft can then look to the bank for payment) (§3-414(c)). Finally, a drawer of any type of draft other than a check can limit its liability by indicating that it is signing the instrument WITHOUT RECOURSE (§3-414(e)).

Indorser Liability: (§3-415) (Conditioned upon Dishonor, Discharged upon bank acceptance)  Indorser is liable only if the instrument is dishonored (§3-415(a)).  This liability is discharged if a bank accepts the instrument after it has been indorsed (§3-415(d)).  Finally, an indorser or a drawer of any type of draft other than a check can limit its liability by indicating that it is signing the instrument WITHOUT RECOURSE (§3-415(e)).



EFFECT OF THE INSTRUMENT ON UNDERLYING OBLIGATION

Issuer Liability: on the instrument is absolute (i.e. w/o regard to the terms of the underlying transaction).  Therefore, when a party issues a NI, it incurs liability completely separate from its liability on the underlying K.  



(B) §3-310 Governs the Relation Between Liability on Instrument & Liability on Underlying Trans:

Near Cash Instruments: (§3-310(a)) Cashier’s & teller’s checks - bank is the drawer, so it has liability under §3-412 & §3-414(b).  A certified check is a check that the bank has otherwise agreed to pay (§3-409(d)).  Where the party primarily liable is a bank (Certified checks, cashier’s checks, teller’s checks, and other instruments where bank is liable as maker or acceptor), the underlying obligation is completely discharged as long as the person who owed the obligation is not liable on the instrument (risk of non payment very low)

Ordinary Instruments: (§3-310(b)) (notes, uncertified checks)  Bank has not agreed to pay these items (therefore, risk high).  This section (unlike above) does not immediately discharge the underlying obligation.  Instead, when an instrument is accepted as conditional payment for the underlying obligation, the underlying obligation is SUSPENDED until the instrument is dishonored or paid (§3-310(b)(1),(2)).  

If the instrument is paid, the underlying obligation is discharged  (§3-310(b)(1),(2)).  

If the instrument is dishonored, the suspension terminates and the obligee has the option to enforce either the instrument of the underlying obligation (§3-310(b)(3)).

Example: If a tenant’s rent check bounces, the LL can sue the tenant either on the check (tenant liable as a drawer §3-414(b)) or on the underlying rent obligation.

Writing “Paid in Full” on the Check: (§3-311(a)(b) (i.e. one party writes a check for ½ the amount and writes “PiF” hoping that acceptance of the check will satisfy the entire amount.  The “PiF” check will discharge the (person who owes on a promissory note) entire obligation (even if the total amount owed is more) if:

the instrument is tendered in full satisfaction of the a disputed claim;

payor conspicuously notifies payee that it intends the instrument to constitute full satisfaction of the claim and (c) the payee successfully obtains payment of the instrument.



HOLDERS IN DUE COURSE

HDC STATUS (Immune from Most Defenses that Issuer Could Raise A/G Original Payee)

REQUIREMENTS FOR HDC STATUS

HDC ENCOMPASSING DEFINED A Holder (§§3-201; 1-201(20)) who takes an unsuspicious-looking (see §3-302(a)(1)) Instrument (§3-104(a)) for Value (§3-303), in Good Faith (§3-103(a)(4)), and without notice of particular things (§1-201(25), 3-302(a)-(b), 3-304, 3-307) is a Holder in Due Course (§3-302(a)(2)) and takes the instrument free of all claims (§§3-305(b), 3-306) and defenses (§3-305(b)), except the so-called Real Defenses (listed at §3-305(a)(1)) and obtains assorted other advantages under the Code (e.g., §3-402).

HDC: (§3-302(a)(1)) An HDC is (i) a holder who takes the instrument, (ii) for value, (iii) in good faith, and (iv) without notice that is overdue or has been dishonored, or of any defense or claim to it on the part of any person.



HOLDER:

The 1st requirement of due course holding is that the person in the possession thereof be a “holder.”  In other words, the transferee must have possession pursuant to a valid negotiation.  Therefore, no HDC status if there is a simple sale without negotiation.

Holder: (§1-201(2)) Means that the person in current possession is either the original payee or (§3-201(a)) has taken the instrument thereafter pursuant to a valid negotiation (i.e. the person that possesses the instrument & has a right to enforce it.

Shelter Rule: (§3-203(b)) FALLBACK ON THIS IF NO HOLDER UNDER (a): Does the party have the RIGHTS OF AN HDC?  It is a basic rule of commercial law that a transferee acquires whatever rights the transferor ad.  The transferee is said to take shelter in the status of the transferor.  “Transfer of a instrument, whether or not the transfer is a negotiation, vests in the transferee any right of the transferor to enforce the instrument, including any right as a HDC, but the transferee cannot acquire rights of an HDC by a transfer, directly or indirectly. From an HDC if the transferee engaged in fraud or illegality affecting the instrument.”

Effect: This allows any transferee to “step into the shoes” of the HDC who formerly held the instrument and to obtain the rights of an HDC, even though the transferee otherwise clearly fails to meet the requirements of an HDC.

Exceptions: (§3-302(c)) There are a few exceptional cases in which a holder, even though having paid for the instrument, is NOT accorded the status of an independent purchaser for value.  Rather, the holder is held merely to succeed to the rights of his transferor in the instrument:

Purchasing instrument at a judicial sale (execution sale, bankruptcy sale) or taking it under judicial process;

By acquiring it in taking over an estate (as administrator); or

By purchasing as part of a bulk transaction (i.e. corp buys inventory of predecessor).



PURCHASE FOR VALUE (Appears in §3-302(a)(2)(i); Defined in §3-303(a))

Defined: (§3-303(a)) A holder takes an instrument for value if:

the instrument is issued or transferred for a promise or performance,  the extent that the agreed promise has been performed (i.e. not a promise of future performance)

the holder acquires a security interest in or a lien on the instrument otherwise than by legal process I.e. by agreement); or

when the holder takes the instrument in payment of or as security for an antecedent claim against any person, whether or not the claim is due; or

the instrument is issued or transferred in exchange for a NI; or 

holder makes an irrevocable commitment to a 3rd party (e.g. a LoC).

Executory Promise is Not Value: (§3-303) A promise to give value in the future - is NOT itself “value.”  Therefore, if that’s all that’s given for the instrument, it is NOT a HDC.

Value v. Consideration: Consideration is essential to a NI, as it is to any K, and the lack or failure of consideration may constitute a valid defense to the instrument’s enforcement.  An executory promise by itself IS sufficient “consideration,” nut it’s NOT value.  “Value” is important only to the question of whether the holder can qualify a an HDC.

Special Rules Where Holder is a Bank: 

Crediting Depositor’s Account: (§4-214) Merely crediting a depositor’s account - a bookkeeping transaction - is NOT value, since the bank certainly would have the right to set aside the credit if the instrument were returned unpaid.

Permitting Withdrawals from Depositor’s Account: (§§4-211, 4-210(a),(b)) However, the bank becomes a holder for “value” to the extent that it permits withdrawals of the amount credited to the depositor’s account - using the “first money in, first money out” (“FIFO”) rule to determine if the particular item credited has been reached.

Security Interest of Collecting Bank as Value: (§4-211) Any time the collecting bank has a security interest in the item being collected, the bank has given “value.”

When Does Bank Have a Security Interest?: Whenever it has permitted precollection withdrawal of the amount of the check (or when the customer has an absolute, contracted-for right to withdraw the money prior to the collection).  However, a bank can also contract for a security interest in the account & thereby give value for every check placed in the account.



PURCHASE IN GOOD FAITH (§3-103(a)(4))

Includes both honesty in fact (subjective) AND “the observance of reasonable commercial standards of fair dealing” (objective test).



WITHOUT NOTICE(§3-302(a)(2)(iii),(iv)) 

Generally: Holder must purchase the instrument w/o notice (knowledge or reason to know) that it is overdue, or has been dishonored, or of any defense against or claim to it on the part of any person.

“Notice”: (§1-201(25)) Defines “notice” as including (a) “actual knowledge” OR (c) “reason to know”

Notice of What?: Not enough that purchaser had notice of something wrong in the abstract.  Must show that purchaser had notice of: “D.A.C.U.D.O.”

§3-302(a)(2)(iii): (Overdue) Instrument is overdue, has been dishonored, has been a (D)efault

§3-302(a)(2)(iv): (Alterations) Instrument has a forgery or alteration

§3-302(a)(2)(v): (Claims) A 3rd party claims to own all or part of the instrument

§3-302(a)(2)(vi): (Defenses) One of the obligors has a defense or claim that would limit or bat enforcement of the instrument by the original payee.

Overdue: (§3-304) The purchaser has notice that the instrument is overdue (and therefore no HDC status) whenever the purchaser knows or has reason to know any of the following:

(a) Instruments payable on demand become overdue at the earliest of:

(1) day after the day demand for payment is duly made;

(2) If a check 90 days after it’s date;

Other instruments (such as promissory notes)become overdue “when the instrument has been outstanding for a period of time after it’s date which is unreasonably longer under the circumstances of the particular case in light of the nature of the instrument ad usage of trade.”

		(2) (b) If instrument is payable at a definite time:

If the principle is paid in installments (i.e. installment note) becomes overdue upon default; 

If the principle is NOT paid in installments - becomes overdue on the day after the due date;

If the dues date is accelerated - overdue the date after acceleration due date.

(c) Balloon Notes: Unless the due date with respect to principle has been accelerated, the instrument does not become overdue if there is a default in the payment of interest but not a default in the payment of principal.

Breach of Fiduciary Duty: (§3-307) No one can qualify as a HDC if he or she takes the instrument from a fiduciary with knowledge that the fiduciary is in breach of hi fiduciary duties. 



UNSUSPICIOUS LOOKING (§3-302(a)(1))

Look For Obvious Errors:  The instrument, when issued or negotiated to the holder does not bear such apparent evidence of forgery & alteration or is not otherwise so irregular or incomplete as to call into question its authenticity.  



RIGHTS OF HDCs

Takes Free of All Defenses: (§3-305(b)) An HDC takes free of most defenses to payment of the instrument, i.e. immune from most ordinary K claims or defenses.  

Example: If C gave J an instrument as payment for services that J had agreed to provide C, and if J sold the instrument to B (so that B became an HDC), B could force C to pay even if J never provided the services. 

C’s Sole Remedy: Suit against J (Article 2);  he’d have no defense against B.

Example: (§3-306) If a thief stole a piece of bearer paper from C, sold it to B, B as an HDC would be immune from any attempt by C to recover the note.

C’s Sole Remedy: Suit against the thief.



Real Defenses: (§3-305(a)(1)) These are the ONLY defenses that bind an HDC:

Infancy: (§3-305(a)(1)(i) & cmt 1) Infancy is a real defense if it would be a defense under state law in a simple K action.  If state law does not make the Ks of an infant void or voidable, infancy would be only a personal defense.

Incapacity to K: (§3-305(a)(1)(ii) & cmt 1) Under state law, persons other than infants may also lack the capacity to K (i.e. judicially declared incompetency; corp failed to take legal steps to be able to conduct business within the state.

K Must Be Void: Before such incapacity will be found, state law must render the K void from its inception, rather than merely voidable.

Illegality: (§3-305(a)(1)(ii)) (i.e. usury)If some illegality in the underlying transaction renders the obligation void (as opposed to merely voidable) this is a real defense against the HDC, even if the HDC had nothing to do with the illegality.  If the obligation is merely voidable under state law, the illegality is a personal defense (i.e. stopping payment on a check used to pay a gambling debt; debtor can assert illegality to avoid payment);

Duress: (§3-305(a)(1)(ii)&cmt1) Duress occurs in a K situation where 1 party acts involuntarily (matter of degree).  Gun to head - duress.

Real Fraud: §3-305(a)(1)(iii) “Fraud that induced the obligor to sign the instrument with neither knowledge nor reasonable opportunity to learn of its character or essential terms.”  Courts interpret narrowly.

Discharge in Insolvency Proceedings: (§3-305(a)(1)(iv)) “Insolvency Proceedings” include an assignment for the benefit of creditors & any other proceeding intended to liquidate or rehabilitate the estate of the person involved.”



DEFENSES OF PAYMENT & DISCHARGE

Notice of Discharge: (§3-302(b)) The HDC status is NOT precluded by notice of payment or discharge (other then the real defense discharge in insolvency proceeding).  “Notice of discharge of a party, other than discharge in an insolvency proceeding, is not notice of a defense for barring a holder from becoming an HDC. . . but [any whole or partial] discharge is effective against a person who became an HDC with notice of the discharge.  Public filing or recording of a document does not of itself constitute notice of a defense, claim in recoupment, or claim to the instrument.”

Discharge & Effect of Discharge: (§3-601(b) Discharge of the obligation of a party is NOT effective against a person acquiring rights of an HDC of the instrument without notice of discharge.  Therefore, unless the discharge of a prior party is apparent from the face of the instrument (as in the case f a line drawn through the instrument) or the HDC knows of the discharge, discharge is a personal defense and therefore not assertable a/g an HDC.

Example: (§3-602(a)) (May have to pay 2X) Payment by a party discharges that party, but unless payment was apparent on the face of the instrument, a later HDC could compel payment again.

Cancellation of Liability: (§3-604(a)) A holder may cancel the liability of a prior party by striking out the signature of that party.  Such an action would not give a later purchaser notice of a problem with the instrument (i.e. preclude achieving HDC status) but it would give the HDC notice that the person whose name is stricken is no longer liable in the instrument.  Hence, the discharge of that person is a REAL defense assertable by that person a/g the HDC.



TRANSFEREES WITHOUT HDC STATUS

Generally: Transferees exposed to defenses that would have been effective a/g the original payee of the instrument.  2 Rules that make the situation of the purchaser that is not an HDC better than that of the purchaser of a nonnegotiable obligation:

Failure to Obtain Indorsement from the Seller: (§3-203(c)) Without a valid indorsement, a purchaser of order paper cannot become a holder.  This would defeat HDC status, even if he met all the other requirements.  This provision §3-203(c) protects the purchaser by obligating the seller to provide the indorsement upon request, even after purchase, which would make the purchaser an HDC.  If purchaser satisfies value, ggod faith, and notice requirements, that same rule makes the purchaser a holder in due course as well.

Shelter Rule: (§3-203(b)) FALLBACK ON THIS IF NO HOLDER UNDER (a): Does the party have the RIGHTS OF AN HDC?  It is a basic rule of commercial law that a transferee acquires whatever rights the transferor ad.  The transferee is said to take shelter in the status of the transferor.  “Transfer of a instrument, whether or not the transfer is a negotiation, vests in the transferee any right of the transferor to enforce the instrument, including any right as a HDC, but the transferee cannot acquire rights of an HDC by a transfer, directly or indirectly. From an HDC if the transferee engaged in fraud or illegality affecting the instrument.”

Effect: This allows any transferee to “step into the shoes” of the HDC who formerly held the instrument and to obtain the rights of an HDC, even though the transferee otherwise clearly fails to meet the requirements of an HDC.



DOCUMENTS OF TITLE

THE MECHANICS OF DOCUMENTS OF TITLE

Note: Overby says that we won’t do a section by section analysis here.  Rather, look at Documents of Title (DoT as analogy to negotiable instruments.

Article 7 us the extreme opposite of Article 3; it’s very loose & flexible.

DoT: (§1-201(15)) Includes BoLs, dock warrants, dock receipt, warehouse receipts or order for the delivery of goods, and also any other document which in the regular course of business or financing is treated as adequately evidencing that the person in possession of it is entitled to receive, hold & dispose of the document and the goods it covers.  To be a DoT, a document must purport to be issued by or addressed to a bailee & purport to cover goods in the bailee’s possession which are either identified or are fungible portions of an identified mass.  

TWO separate events:  (1) a transfer of the goods from the seller/sender—a “consignor” to the carrier, or bailee; and (2) a  delivery of the goods from the carrier to the buyer/recipient, consignee



DELIVERING GOODS TO A CARRIER

Generally:

Article 7: Article 7 rules must create a writing that reflects the right to possession of the goods (analogous to the instrument).  Art 7 uses the term document, or document of title to refer to that wrtiting 1-201(15); 7-102(e).

Requirements to create a document of title—much less rigid than negotiability.  More deferential to commercial practice.  Essentially there are only 2 requirements:

Commercial practice: (§1-201(15)) The writing must be a document that “in the regular course of or financing is treated as adequately evidencing that the person in possession of it is entitled to receive…the goods it covers.” 

BoL: Are always DoT under this provision.  In §1-201(15), BoL include any document “evidencing that the person in possession of it is entitled to receive.  Therefore, BoL (& indirectly DoT) includes documents issued by all types of common carriers - trucking, railway, vessels, airlines, or any combination of them.

Addressed to a bailee: (§1-210(15)) The Dot “must purport to be issued by or addressed to a bailee and purport to cover goods in the bailee’s possession which are either identified or are fungible portions of an identified mass.”

Often highly standardized



Art 7 applies to warehousing transactions.  

Generally: Person to whom the goods be delivered is known as a “warehouseman” defined in the UCC as “any person engaged in the business of storing goods for hire,” (7-102(h)).  The document issued by the warehouseman is the “warehouse receipt” (1-201(45)) which qualifies as a document of title.

Negotiability: (§7-104(1)(a)) For the document of title to be negotiable it has to have words of negotiability.  Bill should state “by its terms that the goods are to be delivered to bearer or to the order of a named person.”

Common practice” type in “order of shipper” in the consignee blank

		(2) Does not have to be negotiable to be a document of title 



2. RECEIVING GOODS FROM CARRIER

(A) GENERALLY: A document reflects the right to the underlying assets.  When goods reach the destination, carrier is obligated to deliver the goods to the “person entitled under the document.” 7-403.  the negotiability of the bill is crucial to determining the identity of the person entitled to the goods



NONNEGOTIABLE DOCUMENTS

Generally:  A carrier’s obligation is usually set by the terms of the original document.  

General Rule: (§7-403) The carrier must deliver the goods to the person identified as the recipient on the bill (consignee). (7-403)—key provision is (1) which provides that the carrier “must deliver the goods to a person entitled under the document who complies with subsections 2 and 3 unless an exception applies.

First group of exceptions—failure of the entitled person to comply with the rules in 2, 3.

Second group—the seven miscellaneous exceptions set forth in the lettered paragraphs.

Third—(4) defines “person entitled under the document.”

Most common one of these exceptions—when instructions are changed en route.  If seller and buyer agree—no problem. Carrier is free to comply. 7-303(1).  If conflicting instructions, the carrier is not in a position to determine which party is actually entitled to the goods.

Carrier is absolved if does one of 2 things: (1) with nonnegotiable bills, the carrier is free to comply with the seller’s instructions. 7-303(1)(b). (2) If goods have already reached their destination, the carrier can deliver the goods to the buyer.  See com.

Carrier may ignore instructions on the bill—where some party other than the listed buyer actually is entitled to the goods.  Thieves ect. 7-403(1)(a) comment 2

Exception regarding carrier’s right to payment—(Carrier’s Lien):carrier can have a lien on goods covered by the bill to cover the carrier’s charges. 7-307.  No one is entitled to possession of the goods from the carrier until those charges have been paid. 7-403(2)



NEGOTIABLE DOCUMENTS

General Rule:  (like nonnegotiable ) that the carrier must deliver the goods to a person entitled under the document.  When the document is negotiable, though, 2 additional rules:

First rule—claimant must surrender the document, a rule that implicitly requires the claimant to be in possession of the bill.  7-403(3)

Second—identity  of the person entitled—Only a holder can be entitled under the document.  7-403(4).

To be a holder:  must be in possession of the bill. 7-403(3)

Party must be identified in the bill: as entitled to possession, or the bill must provide that the goods are deliverable to bearer. 1-201(20)

How Can Parties Transfer the Right to Receive Goods Under the Bill?

Bearers: delivery alone is sufficient to transfer the bill (and entitlement under the bill). 7-501(2)(a).

Order: delivery of the bill to that person is also sufficient to make a holer.501(2)(b)

Indorsement: Required only if the parties wish to transfer an “order” bill to a party other than the named person. 7-501(2)(b)

	(c) Stop Shipment: Covering goods by negotiable bill substantially limits the ability of a seller to stop a shipment.  

Due Negotiation: a holder that acquires by due negotiation (analogue to HDC §3-302), obtains an almost absolute right to the goods, which cannot be defeated by any decision of the seller to stop the shipment.  7-502(1),(2) 

Only thing that can defeat a party that becomes a holder of a negotiable bill by due negotiation is that a prior owner that neither participated nor acquiesced in the delivery of the goods to the bailee. 7-503(1) (i.e. true owner’s claim would defeat a thief’s claim).



3. DOCUMENTARY DRAFT TRANSACTIONS



The seller obtains a negotiable document of title covering the goods and uses a draft to which those documents are attached to collect payment from the buyer.  



1.	Preliminaries—Sale Contract, shipment and Issuance of the Draft—first step is for the seller and buyer to agree on a sales contract.  Seller delivers goods to carrier and gets bill of lading.  If seller wants to obtain payment from a documentary draft, seller issues a draft in a negotiable form.

Sight Draft—contemplates payment by the buyer promptly after the draft is presented to it.  3-502(c).  a Time Draft can use it to delay payment, i.e. use it as a financial tool.

Information about buyer’s bank—should be on draft so seller’s bank will know how to collect payment. 4-106



2.  Seller takes information to seller’s bank—then indorses draft to the bank, so bank becomes a holder.  Seller also gives bank the documents related to shipping—invoice, negotiable bills of lading.  Seller pays the fixed fee (which is a lot cheaper than letter of credit).

5.	Remitting bank—seller’s bank. It remits the draft for collection. 3-103(a)(11).  Prepares the collection document with identity details.  The collection document must state the terms on which the documents are to be delivered to the buyer.

a.	Delivered against payment.  Presenting bank (buyer’s bank) is not authorized to release the documents until it obtains payment.  

6.	Presents entire collection of documents to presenting  bank. 7-501(1)



7.	Collection Document—calls for delivery of the documents “against Payment”

a.	Very rare for bank to deliver document of title without getting payment

b.	CISG action for the price

c.	C/A against presenting bank for breaching terms of collection document



Processing by the Presenting Bank

1.	Presenting bank receives documents and notifies the party stated in collection document.  Buyer makes arrangements with the presenting bank to pay for goods.  After payment, bank releases the documents.  Buyer can then use the bill of lading to get goods from the shipper.



Credit Transactions and Banker’s Acceptance



1.	Banker’s Acceptance—provides immediate payment to the seller while allowing the buyer to defer payment for 60-90 days.  Gives buyer opportunity to resell goods before paying for them.  Used as a means of financing international commercial transactions.  Short term financing.



2.	Transaction similar to Documentary Draft w/3 big differences:

a.	First, not a sight draft hoping for immediate payment.  Structured as a Time Draft—calling for deferred payment (60-90 day), drawn on the buyer’s bank, rather than the buyer itself.  Drafted by seller.  It then goes to drawee bank.  Drawee Bank not liable because no signature.  Must accept it. (Stamp “accept”)

b.	Drawee bank then liable.  Incurred acceptors liability via Art. 3.  See 3-414; 3-415.  Then they sell it into the bankers acceptance market.  Holder of note pays bank, bank pays seller.

c.	Risk involved—bank insolvency



d.	Second, buyer ordinarily provides a letter of credit in which a bank backs up the buyer’s ultimate obligation to pay for goods.

Third, buyer’s bank arranges for credit that will allow the buyer to defer payment an allow the seller’s bank to obtain immediate payment.



- §2-709: Similar to CISG’s action for the price.







4.  Securitization—Art. 8



Negotiable Instrument—Art 3

Security—Art 8

If both overlap, Art 8 controls (8-103(d))

Securitization is a process for enhancing the value of assets by increasing their liquidity.  It takes a single asset (or pool of similar assets), divides it into a large number of identical shares and then sells each individual share.

	More folks can buy small assets at lower price then one big one for one big price.  Variety of assets limit risk.

	Good for liquidity because helps enhance potential for an organized market where the assets can be bought and sold.  Not usually a big market for one big sale.



Securitization is a direct alternative to negotiability



A.	Debt that’s been divided up into large number of identical pieces.  First significant advance occurred in market for home mortgage notes.  Fed agencies pooled a bunch of them as soon as borrowers signed them and issued a bunch of interests in them.



B.	Definition of a Security—8-102(a)(15) and 8-103.  4 requirements:



a.	Must be an obligation of an issuer (such as a bond) or a share or other interest in the issuer (such as a share of stock).  8-102(a)(15)

b.	Item must be divided or divisible into a class or a series of shares. (a)(15)(ii).  Art 8 applies to a series of bonds but not to a single promissory note 

c.	Item must be a type traded on securities exchange OR must expressly provide that its governed by Art 8.  (a)(15)(iii).  To limit the ambiguity in this question the UCC 8-103 provides several bright line rules:

i.	Any share or similar equity interest issued by a corporation, business trust, joint stock company, or similar entity is a security. 103(a)

ii.	An interest in a partnership or limited liability company is NOT a security unless it is dealt in or traded on securities exchanges or in securities markets or its terms expressly provide that it is a security governed by this Article. 8-103(c)

d.	4th requirement governs the security’s form.  Art 8 applies only if it appears in one of 3 forms:

i.	Certificated securities—securities represented by a physical piece of paper. 8-102(a)(4).  May appear in either bearer form or registered form.

1.	Bearer form—certificate must provide that the security is payable to the bearer of the certificate. 8-102(a)(2).  These are no longer common.

2.	Registered form—certificate must specify a person entitled to the security and provide that it can be transferred on books maintained by (or on behalf of) the issuer.

3.	Uncertified security—No physical certificate. 8-102(a)(18)Because there is no certificate to reflect the ownership interest, those securities necessarily must be transferred by entries on books maintained by (or on behalf of) the issuer. 8-102(a)(15)(i)



The Obligation of the Issuer



A.	Art 8 does not impose an obligation to pay a security.  Rather, it accepts the obligation imposed by contract law and business associations and uses the term “issuer” to describe the entity obligated under those laws.  If the security is a bond or some other debt instrument, issuer is party obligated to pay the debt.  If it’s a stock or some other ownership interest, issuer is the party in which the security creates the interest. 8-201.



B.	Enforcement—Art 8 creates rules analogous to HDC that limit defenses an issuer can impose.  Strict limitation of defenses enhances the value of securities by improving liquidity.

C.	Art 8 generally bars issuers from asserting defenses against party that purchases a security for “value” and “without notice of the defense”  8-202(d).



GOOD FAITH PURCHASER FOR VALUE and without notice



	NOTICE REQUIREMENT—Adopts UCC 1-201(25) which extends to all facts a person “has reason to know” based on “all the facts and circumstances known to it.”  A person might have notice and be subject to a defense even if no actual knowledge.  8-202 states expressly that a purchaser (even with no technical notice) is bound by terms stated on a certificated security, by terms incorporated into the security by reference, and by terms stated in any applicable legal rule governing the issuance of the security.

	VALUE—“any consideration necessary to support a simple contract.” 1-201(44).  Much easier to satisfy than the concept of value that must be given for a party to become a holder in due course of a negotiable instrument under Art. 3—this doesn’t allow a promise to perform future services—executory promise( see 3-303(a)(1).) 



	VERY LIMITED DEFENSES—even less than the real defenses for HDC

1.	security is counterfeit—(i.e. lack of genuineness) 8-202(c)

2.	validity of the initial issuance.  Defense of invalidity can be asserted against purchasers for value without notice only if the defense arises from the constitutional provisions.  Even then, defense can be asserted only against a party that purchased the security at its original issuance. Does Not apply to governmental entities. 8-202(b)(1)—They are afforded much more leeway.

i.	To assert against governmental entity:  must overcome the private-issuer standard articulated in 8-202(b)(1) but also must show 2 things:

Security issued in “Substantial compliance” with the applicable legal requirements or that the issuer received substantial consideration for the securities and that the “stated purpose” of the  issue is one form which the issuer has power to borrow money or issue the security” 8-202(b)(2)

	3. §8-303 Quasi-HDC status  -“Protected Purchaser”



MECHANICS AND THE TWO HOLDING SYSTEMS



Direct Holding System



Making the transfer effective as between the seller and the purchaser



1.	“Delivery”—the point at which a transfer of a security becomes effective between the parties to the transaction.  8-302(a).  Delivery of the security gives the transferee all of the transferor’s rights in the security. (a) and 8-301 comm. 3

a.	Mechanism for “delivery”—if it’s a certificate, delivered when the purchaser acquires possession of the certificate. 8-301(b)(1)

b.	May deliver to an agent that would take  possession (of certificate) or obtain registration (of uncertified). 8-301(a)(2), (3); 8-301(b)(2)  If agent is a broker, transfer will be governed by the indirect holding system.



Making the transfer effective against the issuer



2.	Transfer must be registered “on the books”—although delivery is sufficient to make a transfer effective between transferor and transferee, issuer is free to ignore security until it’s registered on the books of the issuer.  

a.	Issuer of security has a broad right to treat the registered owner as the true owner even if the registered owner no longer has possession of or actual title to the security. 8-207(a)

b.	Party that buys security has strong incentive to take delivery and to have itself registered as the owner on the books of the issuer.



3.	To obtain registration—purchaser must NOTIFY the issuer that it has purchased security and provide adequate evidence of the purchase.  Usually done by obtaining an indorsement of security from the seller. 8-401(a)(2).  Even if it’s not gotten immediately you have the right to get it upon demand. 8-304(d)



Effect of a transfer on third Parties



1.	Purchaser of a security obtains all the rights that its transferor had to the security.  8-302(a).  Not too many problems with defenses because Art. 8 removed a lot of them.  The main problem is the ability of the purchaser to cut off adverse claims to the security.



2.	“Protected Purchaser”—much simpler than HDC rules.  Requires only that the purchaser give value without notice of the claim and obtain control of the security. 8-303(b)

a.	Value—much broader than Art. 3. 8-303 comment 2.

b.	Notice—actual notice and things a purchaser has reason to know from the facts and circumstances

c.	Control—obtains possession of the security (which constitutes delivery under 8-301) and obtains either an indorsement of the security or a registration in its own name. 8-106(b), (c)

3.	Shelter Rule—3-203(b).  A transferee of a security acquires all the rights of its transferor.  So, if a protected purchaser (insulated from an adverse claim) delivers the security to another purchaser, the second is as insulated even if it fails to obtain protected-purchaser status in its own right. 8-302(a) & com. 1.



INDIRECT HOLDING SYSTEM



1.	system of IMMOBILIZATION --Much more efficient because does not require physical transfer of certificates.  

a.	Overwhelming majority of securities that are in circulation are immobilized in the custody of a small number of intermediaries.

b.	Rarely require either physical delivery or registration on the books of the issuer.

c.	Book-entry method—most transfers can be made this way that requires nothing more than entries on the accounts of the various intermediaries at a central depository.

2.	Art. 8 expressly recognizes indirect system.  8-301(a)(3); 8-301(b)(2)

3.	Entitlement Holder—8-102(a)(7)—person with the right to the security.  Once intermediary does its book account and registered in your name.  All of the duties in the 500’s kick in then.  ( I don’t think we have to know all of this)

4.	Security Entitlement—(a)(17)—right to shares

5.	security Intermediary—(a)(14)—the agent



Rights against the Intermediary—How can the entitlement holder obtain an entitlement that is valid against its securities intermediary.  Art. 8 uses 2 separate overlapping functional tests.



2 Tests:

1.	501(b)(1)—person gets an entitlement when intermediary does a book entry

2.	501(b)(2)—focus on actions other parties take that should lead to same result.  If intermediary receives a financial asset from the person or acquires a financial asset for the person and accepts it for credit.



Duties of Intermediaries

3.	Intermediaries have a duty to maintain assets sufficient to cover the entitlement.  8-504.  Must have enough stock in its portfolio to cover the purchase.  If it didn’t’ it would have to get more shares of stock to bring its balance of that stock up to the level of the entitlements to its customers

4.	Duty to take all steps necessary to protect the rights of the entitlement holder so that the EH will be in the same position as if it held the security directly.  505(a).  Must also forward all payment it receives with respect to the entitlement holder’s securities. (b)

5.	Duty to follow the entitlement holder’s instructions regarding sale or other disposition of the security entitlement.  507(b)



Rights against Third Parties



Two claims that the indirect holding system must deal with re claims that third parties can interpose against an entitlement holder:  1)claims that third parties assert against a particular security and 2)claims that third parities assert against the secures intermediary.



1.  First claim—an entitlement holder that acquires a security entitlement for value and without notice of an adverse claim takes free of the claim just as a protected purchaser would in the direct holding system.  8-502, 503(e).  This is true even if he has no particular “control” It’s enough to have one valid under 501.



2.   Second type of claim—(what Overby talked about in class)  Insolvency of Broker Houses--it is sometimes possible for a securities intermediary to incur obligations that exceed the amount of the securities it owns.  But safeguards:

a.  SPIC—Securities Investor Protection Corp provides insurance analogous to FDIC.  Covers up to a 500,000 dollar short fall a customer experiences



3 categories of claimants

	1.  creditors of the securities intermediary—these claims are held subordinate to claims of customers with sec entitlements because the creditors do not have security entitlements. 503(a).  If there’s a shortage and there’s not enough to pay all the entitlement holder, creditors wont get anything. 8-511

entitlement holders—in the event of a shortage, 8 puts all entitlement holders on equal footing. 503(b).    they would receive pro rata shares of whatever securities were available to satisfy their claims.

secured creditors with liens against the securities in question—only claimants that can defeat entitlement holders.  504(b)
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