NEGOTIABLE INSTRUMENTS
(
A negotiable instrument is a

(1)
written instrument,

(2)
signed by the maker or drawer of the instrument,

(3)
that contains an unconditional promise or order to pay

(4)
a fixed amount of money (with or without interest in a specified amount or at a specified rate)

(5)
on demand or at an exact future time
(6)
to a specific person, or to order, or to its bearer.

TYPES OF NEGOTIABLE INSTRUMENTS
(
Draft: An unconditional order to pay (e.g., a check) by which the party creating the draft (the drawer) orders another party (the drawee), typically a bank, to pay money to a third party (the payee).

(
Time Draft: A draft payable at a time certain.

(
Sight Draft: A draft payable on presentment.

(
Trade Acceptance: A draft that is drawn by a seller of goods ordering the buyer to pay a specified sum of money to the seller, usually at a specified future time.  The buyer accepts the draft by signing and returning it to the seller.

(
Promissory Note: A written promise made by one person (the maker) to pay a fixed sum of money to another person (the payee) on demand or at a specified future time.

(
Certificate of Deposit: A note by which a bank or similar financial institution acknowledges the receipt of money from a party and promises to repay the money, plus interest, to the party or the party’s designee, on a certain date.

TRANSFER OF INSTRUMENTS
(
Assignment: Under general contract principles, a negotiable instrument may be transferred to an assignee, who then holds the instrument with all the rights of the assignor.

(
Negotiation: Transfer of an instrument in such a form that the transferee becomes a holder, who has at least the same rights in the instrument as the transferor, and may have more rights than the transferor.

(
Negotiating Order Instruments: The payee may negotiate an order instrument to a third party by an indorsement by the payee in favor of the third party.

(
Order Instrument: A negotiable instrument that is payable “to the order of” an identified person or “to” an identifiable person “or order.”

(
Negotiating Bearer Instruments: Unlike an order instrument, a bearer instrument need not be indorsed to transfer the payee’s rights to the transferee.  All that is required is delivery to the new bearer.

(
Bearer Instrument: A negotiable instrument payable “to bearer” or to “cash,” rather than to an identifiable payee.

INDORSEMENTS
(
Indorsement: A signature, with or without additional words or statements (e.g., “for deposit only,” “payable to Jane White,” “payable from acct. # 000001,” etc.), made by the indorser in order to transfer her rights to the indorsee.

(
Blank Indorsement: An indorsement that specifies no particular indorsee and can consist of a mere signature.

(
Special Indorsement: An indorsement that indicates the specific indorsee to whom the indorser intends to make the instrument payable (e.g., “pay to the order of X”).

(
Qualified Indorsement: An indorsement which disclaims any contract liability on the instrument (e.g., “without recourse”).

RESTRICTIVE INDORSEMENTS
(
Restrictive Indorsement: Any indorsement on a negotiable instrument that requires the indorsee to comply with certain instructions regarding the funds involved.

(
Conditional Indorsement: An indorsement that makes payment of the instrument dependent on the occurrence of some event specified in the indorsement.

(
Indorsement Prohibiting Further Indorsement: An indorsement calling for payment only to a designee.

(
Indorsement for Deposit or Collection: An indorsement that makes the indorsee a collecting agent of the indorser, prohibiting further negotiation except by a bank or financial institution engaged in collection activities.

(
Trust Indorsement (a.k.a. “agency indorsement”): An indorsement to a person who is to hold or use the funds for the benefit of the indorser or a third party.

HOLDER IN DUE COURSE: AN OVERVIEW
(
Holder in Due Course (HDC): A holder who

(1)
acquires a negotiable instrument for value,

(2)
in good faith, and

(3)
without notice that the instrument

(a)
is overdue,

(b)
has been dishonored,

(c)
is subject to a valid claim or defense,

(d)
is part of a series against at least one instrument of which exists uncured default,

(e)
contains alterations or unauthorized signatures, or

(f)
is so irregular or incomplete as to call into question its authenticity.

HDC: VALUE AND GOOD FAITH
(
A holder can take an instrument for value by

(1)
performing the promise for which the instrument was issued or transferred,

(2)
acquiring a security interest or other lien in the instrument, excluding liens obtain by judicial process,

(3)
taking an instrument in payment of, or as security for, an antecedent debt,

(4)
giving a negotiable instrument as payment, or

(5)
giving an irrevocable commitment as payment.

(
Good Faith: The holder’s good faith requires “[h]onesty in fact and the observance of reasonable commercial standards for fair dealing.”

HDC: NOTICE
(
The holder has notice of a defect whenever she has

(1)
actual knowledge of the defect,

(2)
notice of the defect (e.g., letter from bank identifying serial number of stolen checks), or

(3)
reason to know that a defect exists, given all of the facts and circumstances known to her at the time.

(
Overdue Instrument: A demand instrument is overdue if an unreasonable length of time has passed after its issue.  A time instrument is overdue after the due date shown on its face.

HDC: SHELTER
(
Shelter Principle: A person who does not qualify as an HDC can, nonetheless, acquire the rights and privileges of an HDC if he derives his title to the instrument through an HDC.

(
However, a person who previously held the instrument cannot improve his position by later reacquiring it from an HDC if the former holder

(1)
was a party to fraud or illegal activity affecting the instrument, or

(2)
had notice of a claim or defense against the instrument.

SIGNATURE LIABILITY
(
Primary Liability: An absolute requirement, subject to one or more valid defenses, to pay a negotiable instrument upon presentment.

(
Only makers and acceptors (drawees that promise to pay when the instrument is presented) are subject to primary liability.

(
Failure by either a maker or acceptor to pay on presentment constitutes dishonor of the instrument.

(
Secondary Liability: A contingent requirement to pay a negotiable instrument upon dishonor or the failure to pay or accept by the party primarily liable for the instrument.

(
Only drawers and indorsers are subject to secondary liability; and then, only if:

(1)
the instrument is properly and timely presented;

(2)
the instrument is dishonored or rejected; and

(3)
timely notice of dishonor or rejection is given to the secondarily liable party.

PRESENTMENT
(
Proper Party: The party to whom presentment must be made depends on the type of instrument involved:

(1)
a note or CD must be presented to the maker; whereas

(2)
a draft or check must be presented to the drawee.

(
Method: An instrument may be properly presented

(1)
by any commercially reasonable means,

(2)
through a clearinghouse used by banks, or

(3)
at the place specified in the instrument.

(
Timeliness:
(1)
A time instrument must be presented for acceptance on or before its due date and for payment on its due date;

(2)
A demand instrument must be presented for acceptance or payment within a reasonable time after its issue; and

(3)
A check must be presented for payment within 30 days of its date or the date it was indorsed.

DISHONOR AND NOTICE
(
Dishonor: An instrument is dishonored when the required acceptance or payment is refused by or cannot be obtained from the primarily liable party within the prescribed time.

(
Proper Notice: Once an instrument has been dishonored, secondary parties must be notified

(1)
in any reasonable manner, including

(a)
oral notice,

(b)
written notice (including e-mail, fax, and the like), and

(c)
notice written or stamped on the instrument itself; and

(2)
within a reasonable time, meaning

(a)
if the party giving notice is a bank, it must give notice before its midnight deadline, and

(b)
if the party giving notice is not a bank, it must give notice within 30 days following dishonor.

UNAUTHORIZED SIGNATURES
(
Unauthorized Drawer/Maker’s Signature: As a general rule, unauthorized signatures are wholly inoperative and will not bind the person whose name is forged.  However, an unauthorized signature will bind the person whose name is forged if

(1)
that person ratifies, or affirms, the obligation, or
(2)
that person’s own negligence led to the forgery.

(
Unauthorized Indorsement: The first party to accept an instrument bearing an unauthorized indorsement will bear the burden of loss, unless the unauthorized indorsement is that of the payee, in which case the loss falls on the drawer/maker.

(
Imposter: One who, by use of the mails, telephone, or personal appearance, induces a maker or drawer to issue an instrument in the name of the imposter.  Indorsements by imposters are not treated as being unauthorized.

(
Fictitious Payee: A payee whom the maker or drawer does not intend to have an interest in the instrument.  For example, where a dishonest employee (a) issues an instrument on his employer’s behalf, or (b) deceives the employer into signing an instrument payable to a party with no right to receive payment.

TRANSFER WARRANTIES
(
Transfer Warranties: Implied warranties, made by any person who transfers an instrument for consideration to subsequent transferees and holders who take the instrument in good faith, that

(1)
the transferor is entitled to enforce the instrument;

(2)
all signatures are authorized and authentic;

(3)
the instrument has not been altered;

(4)
the instrument is not subject to a defense or claim of any party that can be asserted against the transferor; and

(5)
the transferor has no knowledge of any insolvency proceedings against the maker, the acceptor, or the drawer of the instrument.

(
Warranty liability extends to any subsequent holder who takes in good faith an instrument transferred by indorsement.  If, on the other hand, the instrument is transferred for consideration and without indorsement, liability extends only to the immediate transferee.

PRESENTMENT WARRANTIES
(
Presentment Warranties: Implied warranties, made by any person who presents an instrument for payment or acceptance, that 

(1)
the person seeking payment or acceptance is entitled to enforce the instrument or is authorized to obtain payment or acceptance on behalf of a person who is entitled to enforce the instrument;

(2)
the instrument has not been altered; and

(3)
the person seeking payment or acceptance has no know-ledge that the signature of the drawer is unauthorized.

UNIVERSAL DEFENSES - PT. I
(
Universal Defenses: Absolute defenses to liability on a negotiable instrument that are valid against all holders, including HDCs and other holders with the rights of HDCs.

(
Forgery: Forgery of a maker’s or drawer’s signature cannot bind the person whose name is used unless that person ratifies the signature or is precluded from denying it (e.g., because the forgery was made possible by the maker’s negligence).

(
Fraud in the Execution: A person whose signature is obtained through fraud or deception is generally not liable unless reasonable inquiry (in light of, among other things, the signer’s age, experience, and intelligence) would have revealed to the signer the nature and terms of the instrument.

(
Material Alteration: An alteration that changes the terms of the instrument between any two parties in any way (e.g., adding words or numbers).

(
Material alteration is a complete defense against claims of an ordinary holder.  Material alteration is a partial defense against an HDC, only to the extent of the alteration.

UNIVERSAL DEFENSES - PT. II
(
Discharge in Bankruptcy: Discharge is an absolute defense against the claims of any holder, including an HDC.

(
Minority: Minority is a defense to liability on an instrument to the same extent that it is a defense under the applicable state law to contract liability.

(
Illegality: Any illegal act which would render a contract void under state law is an absolute defense against the claims of any holder, including HDCs.

(
Mental Incompetence: Any instrument made or issued by a person previously adjudged to be mentally incompetent is void ab initio and, therefore, unenforceable even by an HDC.

(
Extreme Duress: Any instrument signed and issued under immediate threat of force or violence is void and unenforceable by any holder, including an HDC.

PERSONAL DEFENSES - PT. I
(
Personal Defenses: Defenses that may be used to avoid payment to an ordinary holder, but not an HDC or a holder with the rights of an HDC.

(
Breach of Contract or Warranty: When there is a breach of the underlying contract for which the negotiable instrument was issued, the maker of a note can refuse to pay it, or the drawer of a check can order his bank to stop payment.  Breach of warranty may also be claimed as a defense to liability on an instrument.

(
Lack or Failure of Consideration: The absence of consideration may constitute a defense in some cases.

(
Fraud in the Inducement: A person who issues a negotiable instrument based on false statements by another party will be able to avoid payment of the instrument unless the holder presenting the instrument for payment is an HDC.

(
Illegality: Acts that render a contract voidable create a defense against an ordinary holder, but not against an HDC.

PERSONAL DEFENSES - PT. II
(
Mental Incapacity: A person who has not been adjudged mentally incompetent, nonetheless may claim mental incapacity as a defense against an ordinary holder, but not an HDC.

(
Other Personal Defenses:
(1)
discharge by payment or cancellation;

(2)
unauthorized completion of an incomplete instrument;

(3)
nondelivery of the instrument; and

(4)
ordinary duress or undue influence rendering the contract voidable.

BANK-CUSTOMER RELATIONS
(
Creditor-Debtor: When a customer deposits cash into a bank account, she becomes a creditor of the bank, and the bank becomes her debtor, for the amount of the deposit.

(
Agency: When a customer writes a check on her bank account, the bank acts as her agent for payment.  Likewise, when a customer deposits a check into her bank account, the bank acts as her agent for collection.

TYPES OF CHECKS
(
Check: A draft drawn by a depositor (the drawer) ordering a bank or other financial institution (the drawee) to pay a sum certain of money on demand to, or to the order of, a third person (the payee).  The drawer is liable for ensuring that sufficient funds are in his account to cover the check.

(
Cashier’s Check: A check drawn by the bank on itself, rather than on a drawer’s account, which constitutes the bank’s (1) promise to pay the payee on presentment and (2) assumption of liability if the bank fails to pay.

(
Traveler’s Check: A check, often used as a substitute for cash, that is (1) drawn on or payable through a bank and (2) payable on demand by the holder.  A traveler’s check does not require the holder to present it to the drawee bank for payment.

(
Certified Check: A check that has been accepted by the drawee bank prior to presentment (indeed, often at the time it is issued).  By certifying the check, the bank assumes all liability for failure to pay the check on presentment.

BANK’S DUTY TO HONOR CHECKS
(
Overdraft: A check written on a checking account in which there are insufficient funds to cover the check.

(
A bank faced with an overdraft has two options: (1) dishonor the item (i.e., “bounce” the check), or (2) pay the item and charge the customer’s account, collecting the difference from the next deposit or from the customer’s savings or other account.

(
Stale Checks: A check, other than a certified check, that is presented for payment more than six months after its date.

(
As a general rule, a bank is not obligated to pay a stale check upon presentment, although it may do so.

STOP-PAYMENT ORDERS
(
Stop-Payment Order: An order by the drawer to his bank not to pay or certify a certain check.

(
The order, if made in a timely and reasonable manner, must be obeyed.

(
A bank making payment over a valid stop-payment order must re-credit the customer’s account, but only to the extent of the actual loss suffered by the drawer because of the wrongful payment.

(
A drawer who wrongfully issues a stop-payment order will be liable to the payee both for the amount of the check and for any consequential damages incurred by the payee as a result of the wrongful stop-payment order.

(
Except in rare circumstances, payment cannot be stopped on a cashier’s check or certified check.

DRAWER’S DEATH OR INCOMPETENCE
(
A customer’s death or incompetence does not affect the bank’s authority to honor a check drawn on the customer’s account until the bank

(1)
knows of the death or incompetence, and

(2)
has had a reasonable period of time to act on the information.

(
If the bank does not know of the customer’s death or incompetence at the time a check is issued or presented, the bank may pay the item.

(
Even when a bank knows of the customer’s death, it may still pay or certify checks drawn on or before the day of death for ten days following the date of death, unless a valid stop payment order has been issued.

FORGED DRAWER’S SIGNATURE
(
As a general rule, when a bank pays a check on which the drawer’s signature is forged, the bank is liable and must credit the drawer’s account.

(
Customer Negligence: However, when a customer’s negligence substantially contributes to the forgery, the bank will generally not be obligated to credit the customer’s account.

(
Every customer has a duty to examine bank statements (as well as cancelled checks or photocopies of check, if included with the statement) promptly and with reasonable care, and to report any alterations or forged signatures promptly.  If a customer fails in this duty, he is liable for any improperly paid checks.

(
If the customer can prove that the bank failed to exercise ordinary care in paying the check, then the customer and the bank will share the liability.

(
If the bank can establish the identity of the forger, it may recover from the forger and from any person accepting a forged check with notice of the forgery.

THE COLLECTION PROCESS ILLUSTRATED
(
Suppose that Bob, who lives in Las Vegas, wants to pay for an item he sees at Sheila’s Antiques, in Minneapolis, by writing a check on his account at Oasis National Bank.  Assuming that Sheila’s will accept out-of-town checks, here is a sketch of how the check payment and collection process works:

1.
Bob gives Sheila’s a check drawn on Oasis National Bank (“ONB”), the drawee bank;

2.
Sheila’s deposits the check in its account at First Minnesota Mutual (“FMM”), the depositary bank;

3.
FMM sends the check to ONB for payment, at which point FMM has also become the collecting bank, because it is handling the collection of Bob’s check;

4.
Quite often, one or more other intermediary banks (including but not limited to Federal Reserve banks) will “handle” Bob’s check between FMM and ONB; and

5.
Bob’s check is finally presented by FMM or the last intermediary bank for payment by ONB, which has now become the payor bank.

ELECTRONIC FUND TRANSFERS
(
Electronic Funds Transfer (EFT): A transfer of funds by means of an electronic terminal, telephone, computer, or similar media.  There are several types of EFT systems in widespread use, notably:

(
Automated Teller Machines (ATMs) may be used by a bank’s customers to make deposits, withdraw funds from checking and savings accounts, transfer funds between accounts, make loan and credit line payments, and take cash advances against credit cards.

(
Point-of-Sale systems, including debit cards, allow consumers to transfer funds from their bank accounts to merchants to pay for purchases.

(
Direct deposits and withdrawals may be made at the instruction of the bank’s customers, as a means of making regular, periodic deposits (e.g., paychecks) or payments (e.g., mortgage payments) easier for the customer.

(
Bank-by-Telephone systems enable customers to check account balances, deposits, and the payment status of checks, to transfer funds between accounts, and to direct payment of certain types of obligations.

REGULATION E
(
Pursuant to the Electronic Funds Transfer Act of 1978 (EFTA), the Federal Reserve Board has issued Regulation E, which requires financial institutions to inform consumers of their rights with respect to EFT systems, to wit:

(1)
If a customer’s EFT card is lost or stolen, her liability is capped at $50, as long as she notifies the bank within two days of discovering the loss; otherwise, she will be liable for the first $500 of unauthorized usage; and, in the event she fails to notify the bank within 60 days of loss, she may be liable for all unauthorized usage;

(2)
A customer must discover and report any error on his monthly statement within 60 days of receiving the statement;

(3)
A bank must provide receipts for all non-telephone EFT transactions;

(4)
A bank must provide its customers with a detailed monthly statement for any month in which an EFT transaction occurs; and

(5)
Authorized prepayments for utility bills and insurance premiums can be stopped up to three days before the scheduled transfer.

UNAUTHORIZED ELECTRONIC FUNDS TRANSFERS
(
According to the EFTA, an unauthorized transfer

(1)
is initiated by some person other than the bank’s customer who has no authority to initiate the transfer,

(2)
from which the customer receives no benefit, and

(3)
for which the customer did not give the unauthorized user means of access to the customer’s account.

E-MONEY
(
In recent years, a number of electronic alternatives to traditional means of payment have debuted, including:

(
Digital Cash: Funds stored on microchips and other computer devices;

(
Card-Based Money, either in the form of

(1)
a “stored-value card,” with a magnetic stripe that records the cardholder’s balance of funds and signals a computer to debit the account when the card is used, or

(2)
a “smart card” with an embedded microprocessor chip that can be encrypted and can simultaneously function as a credit card, debit card, and stored-value card; and

(
Electronic Checking, which both facilitates and records the details of every transaction, much like a traditional checking account statement.

PRIVACY ISSUES

(
E-Money Payment Information: The Federal Reserve has yet to impose Regulation E on e-money transactions.  However, other federal laws prohibiting unauthorized access to electronic communications (e.g., the Electronic Communications Privacy Act) should protect the privacy of persons using e-money.

(
E-Money Issuers’ Financial Records: E-money issuers are likely to be subject to the same restraints on divulging users’ personal financial information as currently apply to traditional financial institutions under the Right to Financial Privacy Act.

(
Consumer Financial Data: The 1999 Gramm-Leach-Bliley Act requires financial institutions to safeguard consumer data and privacy and prohibit disclosure of that information in all but statutorily delineated situations.

ONLINE BANKING SERVICES

(
Most online bank customers use three kinds of services:

(1)
consolidating and paying bills,

(2)
transferring funds among their accounts, and

(3)
applying for a loan.

(
Two important banking activities that are generally unavailable online at present are

(1)
making deposits (other than by wire transfer), and

(2)
making cash withdrawals.

UNIFORM MONEY SERVICES ACT

(
Money Services Businesses: Entities that generally do not accept deposits, but do cash checks; issue money orders, traveler’s checks, and stored-value cards; and exchange foreign currency.

(
The Uniform Money Services Act (UMSA) requires money services businesses involved in funds transmission, check cashing, or currency exchange to

(1)
be licensed by a state,

(2)
be examined by state officials,

(3)
report on their activities to the state,

(4)
comply with certain record-keeping requirements,

(5)
conform to certain investment restrictions, and

(6)
comply with “safety and soundness rules,” requiring the posting of a bond and annual auditing of their books.

(
The UMSA appears to subject Internet-based and other e-money services businesses to the same regulations as traditional money services businesses.

Ch. 13: Negotiable Instruments - No. 1
Business Law Today: The Essentials (6th ed.)


