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I. CHECKS

a. Basic Checking Relationship & Bank’s Right to Pay

i. Note that Article 4 and 9 trump Article 3 if there is a conflict.  3-102(b).
ii. Check defined: 3-104(f): a draft, payable on demand and drawn on a bank, or a cashier’s/teller’s check.  An instrument can be a check even if it says something different on its face.  See segment on negotiability, infra.

1. A note = a promise and a draft = an order 3-104(e)
iii. Parties: 

1. Issuer – account holder or drawer of the instrument 3-105(c)
2. Payee – person to whom check is made out

3. Payor bank – drawer’s bank, or issuer’s bank (drawee of draft) 4-105(3)
4. Depositary bank  - first bank to take an item even though it is also the payor bank, unless the item is presented for immediate payment over the counter 4-105(2)
5. Intermediary bank – bank to which an item is transferred in coure of collection except depositary bank or payor bank 4-105(4)
6. Presenting bank – bank presenting an item except a payor bank 4-105(6)
iv. General purpose of negotiable instruments is to ensure FAST & EASY payment of obligations

v. Value defined: a completely executed exchange.  3-303; 4-210
vi. Good faith defined: honesty in fact and the observance of reasonable commercial standards of fair dealing.  1-201(20)
vii. Payment defined (3-602): an instrument is paid to the extent payment is made 1) by a party obliged to pay the instrument and 2) to a PETE.  The obligation of the party obliged to pay is discharged to the extent of payment, even if made with knowledge of a claim to the instrument under 3-306.  Note difference between payment and acceptance (ref. 3-409).

viii. Bank fees: not covered by the UCC, but common law principles of unconscionability or good faith & fair dealing have been used in court in this area.  See 4-401, comment 3.

ix. Bank may charge against the issuer’s account for an item that is properly payable if the charge creates an overdraft.  4-401(a) – at the bank’s discretion.

1. Only a duty of ordinary care for the bank, which is discharged by authorization to charge with overdraft, regardless of banking standards (McGuire v. Bank One).  Note that the bank may waive this discretion through an agreement with the customer (4-402(a))

2. Also, a customer is not liable if he neither signed the item nor benefited from the proceeds of the item (ex. angry ex-spouse writes a check to clean out the joint account) 4-401(b)
x. Deposit agreements with depositary bank customers – 4-104(5):  Must not waive good faith and ordinary care, and can’t be manifestly unreasonable. 

xi. Identification of Payee: 

1. Generally – instrument is payable to the person intended by the issuer, whether or not that person’s correct name appears on the check 3-110(a).  Person may be identified in any way including by name, identifying number, office, or account number.

2. Account number – if account is identified only by number, then instrument is payable to owner of that account.  If account is identified by number and name, then instrument is payable to the name whether that person owns the account or not 3-110(b).

3. Payable to two or more persons – if payable alternatively, then it may be negotiated or enforced by any or all of them in possession.  If not alternatively, then payable to all of them and must be enforced by all together.  If ambiguous, assumed payable alternatively.  3-110(d)
xii. Transfer and negotiation: an instrument is transferred when it is delivered by a person other than its issuer for the purpose of giving to the person receiving delivery the right to enforce.  3-203.  Transfer vests in the transferee any right of the transferor to enforce.  The transferee has an enforceable right to indorsement from transferor, but negotiation does not occur until indorsement is made.  3-203(c).

xiii. Properly payable: an item is properly payable if:

1. Issuer’s signature is authentic or authorized 3-401, 3-402, 3-403
2. No alteration (correct amount and payee) – but see that fraudulently altered incomplete checks are properly payable as completed if the payor bank took the instrument for value and in good faith without notice of the alteration 3-407(a, c)
3. Not stolen from payee or transferee with enforcement rights 

4. Not completed without or beyond authority

xiv. Stop Payment Orders (4-403): A customer may stop payment on an instrument by:

1. An order to the bank describing the item with reasonable certainty, as defined by the bank in its rules

2. That is received in time for the bank to have a reasonable opportunity to act – 4-303 timing rules, too late if: 

a. The bank accepted the item

b. The bank paid the item in cash

c. The bank settled for the item without a right to revoke

d. The bank became accountable for the amount of the item that it returned to the depositary bank late (see 4-302)

e. Cutoff hour no earlier than one 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.

3. Duration – effective for six months, though lapses after 14 days of an unconfirmed (in writing) oral order.  Order may be renewed for additional six-month periods by a writing to the bank, but new order is effective from the date given (4-403, comment 6).

xv. Post-dated checks (4-401(c)): bank may charge issuer for the amount of the check even though payment is made before the date of the check, unless the issuer has given notice to the bank of the postdating describing the check with reasonable certainty.  Timing rules for stop-payment orders apply here as well.

xvi. Stale Checks: bank has no obligation to pay a check that is presented more than 6 months after issuance, though it may charge its customer’s account for a payment made thereafter in good faith.  4-404.  However, the bank is always under a duty of ordinary care, according to local industry standards.  3-103(a7).

xvii. Death or incompetence of customer: 4-405.  

1. Death – does not revoke authority to accept, pay, collect or account until the bank knows of the fact of death and has reasonable opportunity to act on it.  Even with knowledge, bank may for 10 days after the date of death pay checks drawn on or before that date unless ordered to stop payment by a person claiming an interest in the account (4-405(b)).

2. Incompetence – authority is not ineffective by incompetence if the bank does not know of an adjudication of incompetence and has reasonable opportunity to act on it.  

xviii. Remedy for Improper Payment: bank must charge back to issuer’s account the amount of the check.  Consequential damages for dishonor of other checks are also available, 4-402.  Damage to bank limited by 4-407, which subrogates rights of payee or any other proper party (can be holder or HIDC) against the issuer (to avoid unjust enrichment).

b. Bank’s Obligation to Pay
i. Bank never has an obligation to pay payee until it accepts the draft.  However, if it dishonors a properly payable check, it is liable to its customer the issuer for doing so. 

ii. Statute of limitations – for actions to enforce 3-118
1. Notes payable: 6 years after the due date or dates stated on the note or after accelerated due date.

2. Unaccepted draft: 3 years after dishonor or 10 years after the date on the draft, whichever expires first.

3. Certified, cashier’s or teller’s checks: 3 years after demand for payment is made to acceptor or issuer.

iii. Balance determination: payor bank may check any time between when it receives the item and when it prepares to send it out again (4-402(c)).  However, if the payor bank checks a second time, it must go by the information received the second balance determination.

iv. Availability Rules (Reg CC): 

1. Definitions:

a. Nonlocal check – a check payable by, through, or at a non-local paying bank 229.2(v)
b. Banking day – that part of any business day on which an office of a bank is open to the public for carrying on substantially all of its banking functions.  229.2(f)
c. Business day – a calendar day other than Saturday, Sunday, or a laundry list of holidays; see 229.2(g)
2. Special Exceptions delaying availability

a. Deposits into accounts at a branch in Alaska, Hawaii, Puerto Rico, or Virgin Islands (229.12(e)), or one located not in the same state as the payor bank.

b. New accounts: (229.13(a)) must follow rules for cash deposits and electronic payments, but is not specially treated when an “on-us” item, and does not get the initial $100 or $400 availability

c. Deposits over $5,000 – may be an aggregate of all deposits to a customer’s multiple accounts (229.13(b))

d. Repeated overdrafts in the last 6 months (229.13(d)).  

e. Redeposited checks – 229.13(c)
f. Reasonable cause to doubt collectibility (229.13(e))

g. Emergency conditions beyond the control of the depositary bank (229.13(f))

h. Notice requirement – must give customer notice of delay either 1) at the time of deposit or 2) within 1 business day of finding out that it would be delayed (229.13(gii))

3. Bank must disclose everything relating to its availability policies.  229.16(a).

	
	Local Check
	Non-local Check

	Non-cash Withdrawal
	Day 1: $100; Day 2: Remainder 229.12(b)
	Day 1: $100; Day 5: Remainder 229.12(c)

	Cash Withdrawal
	Day 1: $100; Day 2: $400; Day 3: Remainder 229.12(d)
	Day 1: $100; Day 5: $400; Day 6: Remainder 229.12(d)

	Type of Low-Risk Deposit
	Date of Availability
	Citations

	In-person, own account
	
	

	All low-risk items
	1st business day
	229.10(c1)

	ATM deposits, own account
	
	

	On-us items, treasury checks
	1st business day
	229.10(c1)(i),(vi)

	Cash, postal money orders, local government and cashier’s checks
	2nd business day
	229.10(c2)

	Non-proprietary ATMs
	5th business day
	229.12(f)

	3rd Party Account
	
	

	On-us items
	1st business day
	229.10(c1)(vi)

	Treasury checks, postal money orders
	Local check rules (see above)
	229.12(b2), (b3)

	Federal Reserve, local government, and cashier’s checks
	Local or non-local check rules (see above), depending on location of drawee
	229.12(b4), (c1)(ii)


v. The bank is not obligated to pay unless there are sufficient funds in the account, and until it accepts the draft.  3-408
vi. Acceptance (3-409(a)): the drawee’s signed agreement to pay a draft as presented.  It must be written on the draft and may consist of drawee’s signature alone.  It becomes effective upon notification pursuant to instructions given, or when the draft is delivered for the purpose of giving rights on the acceptance to any person.  Acceptance creates the obligation to pay a PETE, see infra 3-413(a).  The issuer is discharged upon acceptance, 3-414(c).

vii. Dishonor (3-502):  occurs if presentment is duly made and the note is not paid on the day of presentment.  If presented other than for immediate payment over the counter, the check is dishonored if the payor bank makes a timely return of the check or sends timely notice of dishonor under 4-301 or 302.  Payment or acceptance may be delayed without dishonor for documentary drafts until no later than the close of the third business day of the drawee following the day on which payment or acceptance is required by the parts above.  

1. Notice requirement: indorser nor drawer obligations may be enforced without notice of dishonor, given by any person, or by any commercially reasonable means including return of the check.  3-503.  Collecting banks must give notice before midnight of the next banking day after the banking day on which the bank receives notice of dishonor.  3-503(c).  Notice is excused 1) if by the terms of the instrument it is not necessary; 2) the party whose obligation is being enforced waived notice.  Delay in notice is excused for events beyond the control of the notifying party, if reasonable diligence was exercised after cause of the delay stopped.  3-504.

2. Reg CC: for checks of $2,500 or more, payor bank must give notice by 4pm local time on the 2nd business day following the banking day on which the check was presented to the payor bank.  Depositary banks must give notice to customers by midnight of the following banking day of the banking day it received such notice.  229.33(a,d).

viii. Wrongful dishonor ( 4-402): defined as dishonoring an item that is properly payable.  Liable for actual damage proximately caused by the dishonor, including damages for an arrest or prosecution, or other consequential damages.  Note balance determination rules, infra.

c. Collection of Checks
i. Person Entitled to Enforce (PETE) (3-301): the holder of the instrument; a nonholder in possession of the instrument who has the rights of a holder; a person not in possession of the instrument who is entitled to enforce pursuant to 3-309 (lost, destroyed, or stolen instruments) or 3-418(d) (payment or acceptance by mistake).  The acceptor of a draft is obligated to pay the draft to a PETE, 3-413(a).  Quick and easy enforcement under 3-308(b).

ii. Direct Payment: 

1. Immediate payment over the counter, or cashing a check, with the payor bank itself.  4-301(a).  When the payor bank makes this payment, it is final, and near impossible to undo.  4-215(a1), 4-302.  May only take payment back from person benefited, ie. the thief, if accepted or paid by mistake.  3-418 (note restriction on this in comment 2)

2. Depositing check in payee’s account that is at the same bank as issuer’s account (low-risk, on-us item).  Payor bank may give the payee a provisional settlement on the day the item is received; the payor bank then has until its midnight deadline on the next banking day to decide whether to honor the check.  4-301(a,b), 4-104(a10).  If it decides to dishonor the check within the midnight deadline, it may charge back the payee’s account.  4-214(c), 4-301(b).

iii. Indirect Payment: 

1. Before a settlement becomes final, an agency relationship is formed between customer and depositary bank, for the purpose of collecting payment from the payor bank.  4-201(a).  The depositary bank is now a collecting bank (4-105(5)), and must exercise ordinary care (4-202(a), meaning that it must take proper action by its midnight deadline after receipt of the item).

2. Collecting bank usually gives payee a provisional settlement, subject to charge back if dishonored within appropriate timeframe 4-214(a).  This makes customer liable to bank for funds given in provisional settlement that is later dishonored, assuming appropriate notice is given to the customer.

3. Collecting bank has broad discretion in how to collect – only required to use a “reasonably prompt method.”  4-204(a).  Note incentive of funds availability rules to hasten process.

4. Clearinghouses – process used for dealing with local checks in large metropolitan areas.  Clearinghouse gives each bank a credit for the amount on checks sent in each day; a corresponding debit for each bank based on amount on checks drawn each day.  Clearinghouse nets these positions and applies the net figure to a designated account, usually the Federal Reserve account.  Clearinghouse presents checks to payor banks (3-501(a)), which then decide to honor or dishonor by its midnight deadline, or any faster rules the clearinghouse might impose (4-215(a3)).  If the check is honored, payment is final with no further action.  If dishonored, the payor bank notifies the other parties by returning the check (4-301(a)), requiring nothing more than sending it by mail (1-201(38), 4-301(d2)).  Clearinghouse provides reverse credits/debits and nets out accounts again.

5. Bilateral agreements: between metropolitan areas, individual banks have clearing agreements among themselves to do the same process as a clearinghouse.  Correspondent banking arrangements between small banks and larger banks may also happen.  In these bilateral agreements, no Federal Reserve involvement is necessary; they are “direct send.”  

6. Federal Reserve system: usually last resort because it is more expensive than other two systems.  Works just like a clearinghouse, except the Federal Reserve acts as the depositary bank’s agent (Reg J, 12 C.F.R. 210.6).  Return is governed by the Reg CC return deadlines, which are usually longer than clearinghouse rules.

7. Reg CC return deadline: dishonoring banks must return the check in an expeditious manner, determined by either - 

a. 2 day/4 day rule: payor bank must send check so that the check would normally be received by the depositary bank not later than 4pm (depositary bank’s time) on (1) the 4th business day after payor bank received the check for non-local checks or (2) the 2nd business day for local checks.  (229.30(a1))  If the last business day allowed is not a banking day, the payor bank passes if the check arrives on or before the next banking day (229.30(a)).

b. Forward collection test: satisfied if payor bank sends check back the way it sends checks for collection when acting as depositary bank. (229.30(a2))

8. Reg CC and UCC’s midnight deadline:  two exceptions to the UCC midnight deadline: 

a. Waives midnight deadline so long as the payor bank delivers the check to its transferor (usually the Federal Reserve Bank) by the first banking day after the deadline.  229.30(c1).  This is possible because sending it the next banking day by a faster service means the check gets to the Fed sooner than by dropping it in the mail the previous day.

b. 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 business day.”  229.30(c1).  Again, this allows for even faster service than in exception (a), supra.  

9. Reg CC notice of non-payment deadline: a payor bank dishonoring a check for $2,500 or more must get notice of its determination to the depositary bank by rpm on the 2nd business day after the banking day on which the payor bank received the check.  229.33.  Practical effect is for non-local checks, because local checks have same requirement under 229.30(a1).  Depositary banks must give notice to customers by midnight of the banking day following the banking day it received notice.

10. Presentment timing rule: 3-501(b4) – if presentment is made after an established cut off hour not earlier than 2pm, the party to whom presentment is made may treat presentment as occurring on the next business day after the day of presentment.  See also 4-108.

11. Delays in payment: 4-109: may waive time limits in Art. 3 and 4 for not more than two additional banking days without problem if delay is caused by several types of problems, and the bank exercises such diligence as situation requires.  

	Obligation
	Action Required
	Damages for Failure
	Citations

	Midnight Deadline
	Send the item by midnight on the next banking day following the banking day it received the item unless Reg CC extends the deadline
	Payor bank becomes accountable under 4-302, payment becomes final under 4-215, and the depositary bank loses the right to charge back under 4-214.
	4-301(a); 4-104(a10); Reg. CC 229.30(c1); 

	Reg. CC return
	Return the item to the depositary bank either by the 2 day/4 day rule or by the forward collection rule
	Limited to damages, under 229.38, that exceed the amount the depositary bank would have lost if the payor bank had been timely, and all proximately caused damages
	229.30(a)

	Reg. CC notice
	If the item is for $2,500 or more, give notice to the depositary bank by 4pm on the 2nd business day; depositary bank must give notice to customer by midnight of the banking day following the banking day on which it received the returned checks or notice
	Limited to damages under 229.38, supra.
	229.33(a,d)


d. Risk of Loss – Basic Framework (see also Special Rules, infra)
i. Payor bank is not stuck with the loss if the issuer has insufficient funds to cover an accepted draft 3-308(b).  3-308(b) serves to expedite allocation of loss.

ii. Merger & Suspension (3-310(b)): suspension continues until check is paid or dishonored.  Payment results in discharge of underlying obligation.  Dishonor allows payee to use either underlying obligation or instrument to seek payment.  Dishonor allows other PETE to use only the instrument to seek payment.  It allows payees who don’t have possession (lost, stolen, or destroyed) to enforce the instrument, but does not allow enforcement of the underlying obligation up to the amount of the instrument.

iii. Indorsement generally: 

1. “Indorsement means a signature that alone or accompanied by other words is made on an instrument for the purpose of (i) negotiating the instrument, (ii) restricting payment of the instrument, or (iii) incurring indorser’s liability on the instrument.  A signature is an indorsement unless the accompanying words, terms of the instrument, place of the signature, or other circumstances unambiguously indicate that the signature was made for a purpose other than indorsement.”  3-204.

2. A holder of an instrument that is payable to a name that is not the holder’s name may indorse either with her proper name or the name on the instrument, but a person taking the check may require both.  3-204(d)
iv. Types of Indorsement:

1. Blank – just signature; turns instrument into bearer paper.  3-205(b).  Holder may convert a blank indorsement into a special indorsement by writing above the signature words identifying the new payee.  3-205(c).

2. Special – payable to identified person or bearer.  May only be further negotiated by the identified person.  3-205(a).

3. Anomalous – made by a person who is not the holder, and thus not a PETE, at the time of indorsement.  Does not affect the manner in which the instrument is negotiated later.  3-205(d).

4. Restrictive – generally, restrictive indorsements are unenforceable, whether they restrict to whom instrument may be payable or if they provide conditions to the right of payee to payment.  3-206(a,b).  For depositary banks (or payor/depositary banks, see 3-206(c3)), a restrictive indorsement is enforceable when the indorsement uses words indicating a purpose of having the instrument collected by a bank for the indorser for a particular account.  Unless payment is received by the indorser: a non-bank person who purchases the instrument converts it; a depositary bank converts it unless it follows indorser directions.  3-206(c).  Payor bank and intermediary banks may ignore the restrictive indorsement.  3-206(c4). 

v. Indorser Liability: 

1. Conditioned upon presentment and dishonor of check 3-415(a).  Though drawer also has liability at that point (3-414(b), likely insolvent.

2. Implied contract to all subsequent parties that acquire the check.  Contract may be enforced by subsequent PETE or  by subsequent indorser who was forced to pay on the instrument.  3-415(a)
3. Payor bank may not enforce against indorser, because it only gets the instrument when it accepts – and thus honors – the check.

4. Discharged of indorser obligation when – 

a. No obligation formed if indorser adds “without recourse” to indorsement 3-415(b).

b. Not presented for payment or given for collection within 30 days after indorsement was made 3-415(e)
c. Notice of dishonor was not promptly made by collecting bank (before midnight of the next banking day following the banking day on which the bank receives notice of dishonor) or any other person (30 days following the day on which the person receives notice of dishonor).  3-415(c), 3-503(c).    See excused notice and delay, 3-504.

	Type of Obligation
	Obligations
	Citation

	Issuer of note or cashier’s check
	Obliged to pay instrument according to its terms at the time issued or, if incomplete, according to its terms when completed (see 3-115, 3-407).  Owed to a PETE
	3-412

	Acceptor
	Obliged to pay the draft according to its terms at the time accepted or as varied at time of acceptance.  Owed to a PETE
	3-413, 3-408

	Drawer (not note or cashier’s check)
	If dishonored, the drawer is obliged to pay the draft according to the terms at the time it was issued, or if incomplete, according to its completed terms.  Owed to a PETE
	3-414

	Indorser
	If dishonored, obliged to pay the amount due on the instrument according to its terms at the time indorsed, or if incomplete, according to its completed terms.  Owed to a PETE and all subsequent indorsers.  If made “without recourse,” indorser is not liable.  If notice of dishonor is not given, or if bank accepts draft after indorsement, or if not presented within 30 days after indorsement, liability of indorser is discharged
	3-415

	Accommodation party
	
	


Contract locations on the check itself:

FRONT OF CHECK





BACK OF CHECK





vi. Forged Signatures: (see also special rules infra)

1. Drawer signature – see also 3-403
a. If payor bank pays – payor bank bears the loss and may not charge the issuer’s account because instrument was not properly payable 3-401; see also 4-401(a) & comment 1; Price v. Neal.  Statutory exceptions to this:

1. 3-418(aii) allows payor bank that accepted by mistake to recover from the person to whom or for whose benefit payment was made, or may revoke acceptance.  This remedy may not apply against a person who took the instrument in good faith and for value 3-418(c).  

2. Presentment warranty 3-417 or 4-208 (see infra); make sure there was 1) a presentment and 2) an acceptance for this to have effect.  Subsequently the presenting bank could use a transfer warranty

b. If payor bank dishonors – then presenting party stuck unless:

1. Indorser liability kicks in 3-415.

2. Transfer warranty kicks in 3-416 or 4-207 (only against banks and their customers)

c. Note that there is good title in a check forged as to issuer’s signature, but title runs from thief, not purported issuer.

2. Indorser signature – 

a. If payor bank dishonors – same as with forged issuer signature; note that forger and subsequent parties are not PETEs (3-301), and indorsement is forged, so transfer warranty breached by all after forger 3-416 or 4-207.  See also charge-back option 4-214
b. If payor bank pays – same as with forged issuer signature; note again that forger and subsequent parties (including presenting bank) are not PETEs 3-417 or 4-208 (based on 3-301); presenting bank could subsequently use a transfer warranty.

vii. Conversion: to set the payee right (because barred from recovery on underlying obligation, 3-310(b)) – 

1. Conversion – common law theory against the forger or thief.

2. 3-420 conversion – allows payee to go after 1) parties that purchase forged check from thief; 2) payor bank.  Prohibited from suing intermediary banks for conversion, 3-420(c).

a. Payor bank may subrogate rights of payee if payee has sued successfully for conversion, and charge issuer’s account for the amount paid to payee 4-407(2).

viii. Alteration: 2 types – 

1. Change in relevant part of completed check – 3-407, treated similar to forged indorsements.  Issuer is only liable on original terms unless estopped from claiming alteration.

2. Change in relevant part to an incomplete check – 3-407(c), if it paid in good faith, payor bank can treat it as a properly payable check as completed (unless forged signature).

	Type
	Warrantor
	Warrantee
	Obligation
	Citation

	Presentment
	Presentor and all transferors who are PETEs
	Payor bank only
	Warrantor was a PETE at time of transfer; the instrument wasn’t altered; and warrantor had no knowledge (1-201(25)) that the signature was forged
	3-417 (dishonored drafts), 4-208 (extends to items, unaccepted drafts)

	Transfer outside banking system
	Voluntary transferors for consideration that indorsed the check who are PETEs.  Note SoL and disclaimer rules in (e)
	If with indorsement, any subsequent transferee until enters banking system; if without indorsement, then only immediate transferee
	Warrantor is a PETE; all signatures on instrument are authentic and authorized; instrument wasn’t altered; instrument is not subject to a defense or claim in recoupment; no knowledge of insolvency of issuer or payor bank
	3-416, 

	Transfer inside banking system
	Transfer with relation to settlement or other consideration.  Note SoL and disclaimer rules in (e)
	Any subsequent transferee but payor bank and first acceptor of check
	
	4-207 (extends to items, but only works against banks and their customers)

	Issuer
	
	
	None; issuer does not “transfer” instrument
	3-105(a), 3-203(a)


e. Risk of Loss – Special Rules
i. Warranties survive final payment, unlike obligations to pay checks.

ii. Negligence:  3-406(a) – a person whose failure to exercise ordinary care substantially contributes to an alteration of an instrument or to the making of a forged signature on an instrument is precluded from asserting the alteration or forgery against a person who, in good faith, paid the instrument or took it for value or for collection.  In that case, payor bank retracts recredit of customer’s account.  3-406(b) - if the person asserting preclusion fails to exercise ordinary care in paying or taking the instrument and that substantially contributed to loss, then loss is allocated between the two.

1. Banks’ duty of ordinary care: 

a. 4-103(a) generally

b. 4-202 a collecting bank’s duty to exercise ordinary care

c. 4-406(e) a payor bank’s duty to exercise ordinary care in paying an item

2. Ordinary care defined: 

a. 4-103(c) compliance with clearing-house rules or with general banking usage is prima facie evidence of ordinary care

b. 3-103(a7) & 4-104(c) defines ordinary care for business as “observance of reasonable commercial standards, prevailing in the area in which the person is located, with respect to the business in which the person is engaged.

iii. Bank Statement Rule:  4-406.  

1. (a) - Banks that send out statements must return items or provide information in the statement sufficient to allow the customer to identify the items paid.  Sufficient information includes:  

a. Item number
b. Amount
c. Date of payment
2. (b) – If not returned, the bank (or person keeping items) must retain items, or if destroyed, it must keep a legible copy, and make it available to customers upon request.

3. (c) – If bank follows a and b, then customer must exercise reasonable promptness in examining the statement or items to determine whether any payment was not authorized because of alteration or signature.  The customer must then promptly notify the bank, defined in (d) as 30 days after receipt of statement.

4. (d) – if the customer fails to follow c, the customer is precluded from asserting alteration or unauthorized signature against payor bank, for1) the item in question or 2) any subsequent items by the same forger prior to notice of problem.

5. (e) – contributory negligence:  negligence by both parties results in pro rata share of loss based on causation, unless bank did not pay in good faith (then all loss on bank).

6. (f) – 1 year statute of repose – customer must notify within 1 year or lose all recredit opportunities.  Condition precedent.

iv. Theft by Employees:  3-405 – 

1. Employee includes independent contractor retained by employer (a1)

2. Fraudulent indorsement means both 1) forged indorsement purporting to be of employer and 2) forged indorsement of employer’s payee (a2)
3. Responsibility with respect to instruments includes authority to 1) sign or indorse; 2) process instruments received; 3) process instruments for issue; 4) control disposition of instruments; 5) to act with responsibility other than access to instruments that are being stored or transported.  (a3)
4. (b) – if an employer entrusts employee with responsibility for instruments, and the employee or a person acting in concert with the employee makes a fraudulent indorsement, the indorsement is effective.

5. Positive pay agreements help insulate payor bank, because it just pays those accounts listed on the pay list each day; only if there’s a rogue bank employee will it have liability.

6. Exceptions:

a. (b) – if the person paying the instrument fails to exercise ordinary care in paying and substantially contributes to loss, then employer may recover portion from paying person.

b. 3-307 – if a bank’s willingness to allow an employee to obtain funds from the employer’s account amounts to participation in the employee’s breach of fiduciary duty.

v. Fiduciary Duty: 3-307 – 

1. 3 conditions for rule to apply:

a. Someone must take for value or collection, or must pay it

b. Taker must have knowledge of fiduciary status of fiduciary

c. The represented person must make a claim based on breach of fiduciary duty

2. Indicates that in each of the situations listed, notice of a breach of fiduciary duty amounts to notice of a claim to the instrument.  A taker with notice can’t become an HDC in own right, and thus subject to claim unless can take cover under another HDC’s rights.  Applies to banks as agents of employers with rogue employees.

vi. Imposters & fictitious persons: 3-404 – 

1. Imposters (3-404(a)) – if imposter induces issuance of check by impersonating payee, an indorsement by any person in the name of the payee is effective against the person who, in good faith, payed or took for value the instrument.

2. Fictitious persons (3-404(b)) – if payee is a fictitious person, then until special indorsement, any person in possession is holder; an indorsement by any person in the name of the payee is effective against person who, in good faith, pays or takes for value the instrument.  See also Gina Chen.  Fictitious persons includes imposter writing out check to real person but never intending that person to get the check.

a. Note that when the true issuer’s agreement with the payor bank requires an authorizing signature (as opposed to a rubber stamp, etc.), then the payor bank is not entitled to charge issuer’s account unless 3-406 or 4-406 applies.

3. 3-404(d) – contributory negligence for payor not exercising ordinary care.

II. CREDIT SYSTEMS

a. Promissory Notes & Interest Rates
i. Fixed interest rate – parties agree to a specific interest rate at the time of the borrowing transaction.  3-112(b) The principal will bear interest at that rate so long as any portion of it remains unpaid.  Interest risk on the lender.  May be negotiable instruments, 3-104

ii. Variable interest rate – a floating rate that changes depending on the market.  3-112(b)  Interest risk on the borrower if rates increase and lender if they fall.  May be negotiable instruments, 3-104

iii. Interest-only vs. amortized – interest-only monthly payments are composed of only interest accrued the previous month; amortized also includes a portion of the principal.
iv. Swaps – with a third party; lender swaps a fixed-rate payment on a notional amount (equal to that it is lending) for a variable-rate payment on the same amount that the third party agrees to pay.
v. Net rate of return – for a bank with a swap is income from lending + income from swap
vi. Bankruptcy problems – judge may change an interest rate from fixed to variable or vice versa to help out the debtor.  Promissory notes use close out netting positions (for swaps too) to help with this – allows solvent party to close out its position with the debtor as soon as a payment is missed.
vii. Defenses to payment – article 3 takes away all defenses but usury and a few others (infancy, death, duress) in favor of holders in good faith (due course).  3-305

1. Novation – explicitly substituting new promissory note k for old k; consideration for new note.
b. Usury
i. Excessive charge of interest – usually a state statute imposes a ceiling on the interest legally charged, with varying penalties by seriousness of violation.  4 elements to usury claim (Schnee):
1. A loan express or implied
2. An understanding between parties that the money lent shall be returned
3. For such a loan a greater rate of interest than is allowed by law shall be paid
4. A corrupt intent to take more than the legal rate for the use of the money loaned, determined by looking at all the circumstances (though if the rate is clearly over the usury limit, then lender’s actions presume corrupt intent)
ii. Goals – 
1. Protect unsophisticated borrowers
2. Respond to inadequate competition in lending market
3. Fundamental unfairness of unusually high rates of interest
iii. Policy problems – deprives risky borrowers of right to borrow money on legal markets.
iv. 4 typical problems:
1. Variable interest rates – solve potential usury violation by contract wording:  rate equal to the lesser of (a) the Maximum Lawful Rate or (b) the agreed variable rate.
2. Upfront charges – solve by including upfront charges in definition of Maximum Lawful Rate in the note
3. Prepayment – usury savings clause:  lender agrees that it has no intention to collect usurious interest and that it will return any usurious interest that it receives.  
4. Application fees – if charging a fee for evaluation of loan applications, do not call it up-front interest, because then if loan not made it amounts to infinite interest (though defense may be that loan was never made so usury laws don’t apply).  Call it an application fee to avoid the problem.
v. Exemptions:  
1. Make loans where federal law has preempted state usury laws.  See, e.g., home mortgages, credit card debt
2. State usury law exemptions – case by case, but usually an exemption for loans to corporations or for other business purposes.
vi. Usury laws do not apply to equity transactions; so can avoid usury problems entirely by using equity.
c. Late Payment & Prepayment
i. Late Payments – 
1. Extra payments owed based on time-value of deferral and administrative costs of processing late payment notices, etc.
2. 3 typical contractual responses – 
a. Acceleration: entire balance of the loan becomes due and payable immediately.  Borrower can cure default only by paying the entire loan off.  Some good faith limitations on acceleration to keep lenders from accelerating for trivial defaults.  Also, in residential transactions, statutes sometimes allow borrowers to reinstate the original terms of the loan so long as they promptly pay late fees, etc.
b. Default rate of interest:  substantially higher than the normal contract rate of interest.  Enforceable as long as they comply with local usury laws.
c. Late charges: amount is either specified fixed sum or a specified percentage of the payment that was late.  4 restrictions – 
1. Liquidated damages – if construed as such, then unenforceable.  Only happens in a few jurisdictions. Two parts to validating damages of this sort: 1) damages would be hard to calculate at time of contracting; 2) figure in the contract is reasonable.  2-718(1)

2. Violation of usury laws – when late charge is higher than legal maximum rate.  But most jurisdictions don’t go this route because late charges are not based on interest
3. Bankruptcy – keeps debtor from paying accrued late charges
4. Statutory restrictions – are prevalent where not preempted by federal law.
ii. Prepayments:
1. Usually contracts that allow prepayment have a higher rate of interest due to costs to bank of allowing this flexibility.  Contracts may have prepayment charges as well, which have similar problems to those of late payment charges.  Usually not seen as liquidated damages (Carlyle)
2. Yield maintenance – charge the difference between fixed rate in loan and current market rate as fee for prepayment; less problematic than a fixed percent fee (liquidated damages) because more obviously related to facts of prepayment.
d. Credit Enhancement by Guaranty
i. Transaction rights picture – 3 contracts: 






ii. A guaranty is a backup source of payment for the lender, if the borrower itself is too risky to stand alone.  Also known as surety or secondary obligor. Lender is then the creditor, and the borrower is the principal obligor (or just principal).  Two types:  1) a separate writing governed by law of contract; 2) an Article 3 accommodation, written on the negotiable instrument.  
iii. Accommodation party – any party that signs a negotiable instrument for the purpose of incurring liability without directly benefiting from the value that the creditor gives for the instrument.  3-419(a).  The principal is the accommodated party.  If the party in question received direct benefit in the transaction, then more likely to be a co-maker or co-drawer.
1. Can sign in several ways (3-419(b)):  issuer/maker, acceptor (only drafts, not notes), or indorser.  Depending on how and where on the instrument you signed, your rights are dominated by the rules and conditions precedent relating to that type of signature.  See 3-412 through 415.  
iv. Presumption of accommodation – a party signing an instrument is presumed to be an accommodation party and there is notice that the instrument is signed for accommodation if the signature is an anomalous indorsement (3-205(d)) or is accompanied by words indicating that the signer is acting as guarantor.  3-419(c).
v. Guarantee of collection – creditor can’t go after accommodation party unless 1) it is unable to locate and serve the principal; 2) principal is insolvent; 3) lender is unsuccessful in obtaining payment even after it obtains a judgment against the principal; or 4) it is otherwise apparent that the creditor can’t get payment from the principal.  3-419(d).
vi. Rights of the Creditor against Guarantor – 
1. Liable to pay the obligation in question immediately upon the default of the principal.  Restatement of Suretyship §15(a).
e. Protections for Guarantors
i. Bankruptcy court may enjoin creditor from attempting to collect from surety when debtor’s bankruptcy presents sufficiently “unusual” circumstances. (FTL)  Not a precise way out.
ii. Contract  - check for right to terminate guaranty, to stop flow of liability if it looks like principal will continue to rack up more debt for you.
iii. Rights against other sureties – contribution rights if liability is joint and several and one surety pays entire liability.  See 3-116(a, b, c).
iv. Rights against the principal – 
1. Performance – guarantor may sue principal to enforce performance on the guaranteed obligation.  Restatement of Suretyship §21.  Not significant right.
2. 3-419(e) – entitled to reimbursement from the accommodated party and is entitled to enforce the instrument (principal contract) against the accommodated party.  Implied as a matter of law.  Restatement of Suretyship §22.  Accommodated party has no right of recourse and is not entitled to contribution from accommodation party under this section.  
3. Subrogation of creditor’s rights against the principal.  Effective when creditor has rights beyond right to sue for payment, such as lien or security interests.  Effective even if creditor grants principal a complete release from liability in some situations.  (Corporate Buying Service)  Limitations:
a. Usually no subrogation until the entire guaranteed debt has been paid.
b. Contractual waiver of subrogation rights, either partial or complete.
v. Rights against the Creditor – 
1. Impairment of capital: 3-605(e, f, g) – if a security interest is held by a creditor but is not perfected, then it is impaired and may hurt guarantor’s ability to get repayment from the principal (subrogation).  Discharged to the extent that impairment harmed guarantor.  This right may not be waived if inconsistent with Article 9.  Burden of proof is on accommodation party to show impairment.
2. Extension of time to pay: 3-605(c) – if the creditor gives an extension that harms guarantor’s ability to get repayment from principal (because principal goes bankrupt, etc.), guarantor is discharged to the extent of harm.  Accommodation party has burden of proof.
3. Material modification of indebtedness other than extension: 3-605(d) – if the creditor modifies the debt in any way that increases the guarantor’s exposure to liability, the guarantor is discharged to the extent it can prove excess liability.  Burden of proof that no loss occurred by modification is with creditor.
a. Complete release – under Article 3, release of the principal does not indicate release of the guarantor, regardless of reservation of rights; guarantor also retains its rights against the principal.  3-605(b).  Under contract law, creditor must indicate a reservation of rights when releasing principal.  
4. Waiver of defenses – 3-605(i) allows guarantor to waive defenses above.  See also 3-104(a).  Complications:
a. Loss of control of principal: if no control over actions of principal vis-à-vis the creditor, then stuck paying for extra debt.  Solved through defeasance provisions in guaranty contract, allowing guarantor to effectively buy the debt from the creditor and step into the creditor’s shoes (if creditor is being too lenient with principal, etc.)
vi. Bankruptcy of Guarantor – court can delay creditor proceedings against bankrupt guarantor.
III. NEGOTIABILITY
a. Negotiable Instruments
i. Payee or downstream buyer must prove that instrument is negotiable, so must make sure it meets 7 requirements before buying.  Presumption against negotiability.

ii. 7 requirements – 
1. The obligation must be a written promise or order.  3-104(a), 3-103(a6 (order is instruction by drawer directing drawee to pay, relates to drafts (includes checks)), a9 (promise is a direct commitment to pay, relates to notes)).  

2. The obligation must be unconditional.  3-104(a).  3-106 sets out rules for unconditionality:  a promise or order is unconditional unless it states 1) an express condition to payment; 2) that the promise or order is subject to or governed by another writing; 3) that rights or obligations with respect to the promise or order are stated in another writing.  A reference to another writing does not by itself make it conditional; nor do references to rights with respect to collateral, prepayment, or acceleration, or a limit on payment by or to a particular source, or a countersignature requirement (traveller’s check).  Reference to interest rate information outside the instrument is OK.  3-112(b).

3. The obligation must require payment of money.  3-104(a).  For instruments in foreign currency, they may be paid either in that foreign currency or in domestic currency at the current bank-offered spot rate at the place of payment.  3-107.

4. The amount of the obligation must be fixed.  3-104(a).  Interest may be fixed or variable and not effect this requirement.  3-112(b).

5. The obligation must be payable to order or bearer.  3-104(a1).  To be payable to bearer – 1) states that it is payable to bearer or to the order of bearer; 2) does not state a payee; 3) payable to or to the order of cash.  3-109(a).  To be payable to order – 1) to the order of an identified person or 2) to an identified person or order.  3-109(b).  If all other requirements are met, 3-104(c) “waives” this requirement and allows the instrument to be negotiable, but does not apply to notes.

6. The obligation must be payable on demand or at a definite time.  3-104(a2).  A promise is payable on demand if it states that it is or does not state any time of payment.  3-108(a).  It is payable at a definite time if it is payable after an elapsed period of time that is readily ascertainable at the time the promise or order is issued, subject to rights of prepayment, acceleration, and extensions.  3-108(b).

7. The obligation must not contain any extraneous undertakings by the issuer.  3-104(a3).  Three exceptions there:  two relating to collateral and one a waiver of rights protecting the obligor.

b. Transfer & Enforcement of Negotiable Instruments
i. 3 levels of rights, from least to greatest:  transferee (or assignee); holder; HDC.

ii. Negotiation defined – 3-201: a transfer of possession, whether voluntary or involuntary, of an instrument by a person other than the issuer to a person who thereby becomes its holder.  It requires 1) transfer of possession and 2) indorsement by the holder unless bearer paper.  Negotiation is effective even if obtained from an infant, through duress or fraud, etc. but may be rescinded or subject to other remedies except as against HDC or payor in good faith.  3-202.

iii. Holder defined – 1-201(A): the person in possession of a negotiable instrument that is payable either to bearer or to an identified person that is the person in possession.

iv. See discussion of indorsements, supra page 9

v. Depositary bank becomes holder of the instrument when it is presented for collection, with or without an indorsement from the customer.  It may also become HDC without indorsement.  4-205(1).  An indorsement between banks is also not necessary, as “any agreed method” that identifies the transferor bank is enough.  4-206.

vi. After a check has been indorsed by a bank, only a bank may acquire the rights of a holder until either 1) the check has been returned to the person initiating collection or 2) the check has been specially indorsed by a bank to a non-bank person.  Reg CC 229.35.  See also 4-201(b).

vii. Holder = PETE.  3-301(i).  May call for payment from any party obligated to pay the instrument.

viii. Presentment – 3-501: demand made by a PETE to pay the instrument or to accept a draft.  The person making presentment must exhibit the instrument and give reasonable identification, and surrender the instrument.  Presentment “duly made” to drawee (3-502) means that presentment complied with all agreed requirements (location, time, etc.).

ix. Liability is limited only to those who have signed on the instrument.  3-401(a).

x. Representative signatures: 3-402 – represented person is bound (and made liable) by the representative signing the represented person’s name or the representative’s name, same as in simple contract.  The representative is not liable on the instrument if 1) the form of the signature shows unambiguously that the signature is made on behalf of the represented person and 2) the instrument identifies the represented person.  

xi. 4 types of liability:  see also supra page 10.

	Party
	Nature of liability
	Statutory References

	Issuer of note
	Absolute
	3-412

	Drawee
	Only after acceptance
	3-408; 3-413(a)

	Drawer
	Only after dishonor; discharged upon bank acceptance
	3-414

	Indorser
	Only after dishonor; discharged upon bank acceptance
	3-415


xii. Effect on underlying obligation: for ordinary instruments, see merger and suspension, supra page 8-9 (ref. 3-310(b)).  For near-cash instruments, obligation is discharged at time instrument is accepted in exchange for the goods.  3-310(a).

xiii. Accord and satisfaction: an instrument that purports to be full payment for an obligation will discharge an obligation if certain requirements are present:  1) the person in good faith tendered an instrument to the claimant as full satisfaction of the claim; 2) the amount of the claim was subject to a bona fide dispute; 3) the claimant obtained payment of the instrument; and 4) the instrument or accompanying written communication contained a conspicuous statement to the effect that the instrument was tendered as full satisfaction of the claim.  3-311(a,b).

c. Holders in Due Course
i. 3 Tests – 

1. Take the instrument for value; 3-302(a2), 3-303(a).  

a. Note that a gift is not for value.

b. A bank gives value if it has a security interest in the item and otherwise complies with 3-302.  4-211, 4-210 (security interest defined)

2. In good faith; 3-302(a); 1-201(20)
3. without notice that instrument is 1) overdue (3-304); 2) dishonored; 3) uncured default in another instrument issued as part of the same series; 4) contains an unauthorized signature (see also 3-106 comment 2 for traveler’s check situation); 5) has been altered; 5) subject to any claim in 3-306 or 3-305(a) (recoupment). 3-302(a), 1-202(a) (notice includes “reason to know” as well as actual knowledge)

a. Notice of discharge of a party, other than in bankruptcy, is not notice of a defense above, but is effective against a person who became holder in due course with notice of the discharge.  3-302(b); see also 3-601(b).

ii. Overdue instruments – 3-304: 

1. Payable on demand – earliest of 1) the day after demand for payment is duly made; 2) for a check, 90 days after its date; 3) after a period of time unreasonable long under the circumstances.

2. Payable at a definite time – 

a. Payable in installments – if not accelerated, overdue upon default for nonpayment of an installment, and remains overdue until default is cured.

b. Payable in one chunk – if not accelerated, overdue the day after the due date.

c. Accelerated – overdue the day after the accelerated due date.

3. Default on interest payments does not make an instrument overdue if there is no default in payment of principal, and the principal due date has not been accelerated.  3-304(c).

iii. Only defenses that bind HDC are 4 real defenses in 3-305(a1).

iv. Discharge is not effective against HDC without notice of discharge.  3-601(b).

v. Representatives may be liable to HDC who had no notice that representative was not supposed to be liable, and where the signature is ambiguous as to whether representative was meant to be bound by the instrument.  3-402(b2)
vi. Negotiation may not be rescinded as against an HDC without knowledge of facts that are basis for rescission.  3-202.

vii. Shelter rule: 3-203(b) – transfer gives all property rights that transferor had in the instrument to transferee – including HDC status – unless obtained by fraud or illegality affecting instrument.

viii. FTC rules: for notes used in sales of goods, if the note bears the proper legend then no HDC can be made later.  3-106(d).

IV. WIRE TRANSFERS
a. The System
i. Made through wire transfer systems; 3 large ones in the US.

1. Fedwire – predominant in domestic transfers; governed by 4A, as Reg. J adopted 4A.

a. Daylight overdraft: federal reserve allows bank reserve accounts to go below zero so long as they become positive again by the end of the day.  It monitors overdraft to make sure this doesn’t get so far out of balance the bank can’t pay up.

2. CHIPS – predominant for international transfers in dollars

3. SWIFT – predominant for international transfers not in dollars

ii. Coverage – 

1. 4A applies only to credit transfers, not automated debit transfers.  4A-104 & comment 4.
2. Does not apply to transactions covered by EFTA (ie. ACH or debit card transfers)

3. System rules trump 4A.  4A-501(b)
iii. Terminology – 

1. Originator = person initiating payment

2. Sender – person making payment order

3. Receiving bank – bank that receives payment order

4. Beneficiary’s bank – bank that receives final payment order

5. Acceptance = execution, notice to beneficiary, or clock running out.  4A-209(a).  4A-209(b3) (accepted day after payment date).  See definition of payment to beneficiary, 4A-405.  Note does not apply to Fedwire.

6. Execution – executed by receiving bank when it issues a payment order intended to carry out the payment order received.  A payment order received by beneficiary’s bank may be accepted but can’t be executed.  4A-301(a).

7. Payment date – 4A-401 (payment date is date that the order is received).  

8. Final payment by sender to receiving bank – defined in 4A-403
iv. Refusal to send – 4A-210(a): if bank is not confident it can get the money at a later time, it may refuse to send if refusal is done by any reasonable means.

v. Right to collect payment from sender – 4A-402(a, c): acceptance of the order by the receiving bank obliges the sender to pay the bank the amount of the sender’s order.  Payment is not due until the execution date of the sender’s order for a bank that is not beneficiary’s bank; not until payment date for same bank situations.  The obligation is excused if the funds transfer is not completed by acceptance by the beneficiary’s bank; if sender already paid the order, then entitled to a refund, plus interest accrued on the refundable amount.  4A-402(d).

vi. Obligations of beneficiary bank – 4A-404: once it accepts a payment order, bank is obliged to pay the amount of the order to the beneficiary.  May reject the payment order instead – 4A-210 – but must act promptly or it will be deemed accepted, see 4A-209(b).  If the originator’s bank is also the beneficiary’s bank, 4A-209(d) requires that the bank not accept the payment order until the specified payment date.  If not the benficiary’s bank, then can’t be accepted before the execution date.  If the bank does not follow these rules it is limited to recovery from the beneficiary under restitution or mistake theories in common law.

vii. Obligations in executing order – 4A-302: 

1. Obliged to issue, on the execution date, a payment order complying with sender’s order, following instruments concerning intermediary bank or system to be used.  

2. Unless otherwise instructed, receiving bank may execute a payment using any system that is reasonable in the circumstances.

3. Does not have to follow instructions if in good faith the receiving bank determines that instructions are not feasible.

viii. Fedwire special case – payment is final when Fedwire accepts order, so when it sends an order to beneficiary bank, it creates an immediate obligation to pay beneficiary under 4A-209.  Federal Reserve accepts risk of insolvency of banks; tries to mitigate through overdraft limits.

ix. Underlying obligation discharged at the time of acceptance of order by beneficiary’s bank.  4A-406(a).   Not absolute discharge, if not in accordance with contract obligations; see 4A-406(b).

x. Finality of payment – because the system accepts and executes orders so fast, it is near impossible to stop payment.  Stop payment may only be made before beneficiary’s bank accepts the order.  Note instantaneous acceptance through Fedwire.

xi. Third party communication systems – are treated as agents of the sender, and the sender is responsible for orders sent by the system (even if erroneous) 4A-206(a)
b. Error in Wire Transfer Transactions
i. Misdescription 
1. Beneficiary - 4A-207 – if the name or numbers refer to a nonexistent or unidentifiable person or account number, then acceptance can’t occur.  If the name and number are valid but refer to different people, bank may rely on number if it doesn’t know that they are different.  If such a payment is accepted, and the originator is a bank, the originator must pay the order; if not a bank, the originator is not obliged to pay its order unless the originator’s bank proves that the originator, before acceptance of the originator’s order, had notice that payment of a payment order issued by the originator might be made by the beneficiary’s bank on the basis of the account number, if it identifies a person different from the named beneficiary.  If it pays the name, or knows the name and number are different, acceptance can’t occur.

2. Intermediary bank or Beneficiary’s bank – 4A-208 – Receiving bank may rely on either number or name of bank if it doesn’t know they refer to different banks.  If it knows, and it sends anyway, then it breaches obligation in 4A-302(a1).

ii. Cancellation - 4A-211 – cancellation may be made orally, electronically, or in writing.  It is effective only if it is received at a time and in a manner affording the receiving bank a reasonable opportunity to act on the cancellation before the bank accepts the payment order.  After payment order has been accepted, cancellation is not effective unless the receiving bank agrees (see comment 4 case #2) or a system rule allows cancellation without agreement of the bank.
iii. Erroneous execution 4A-303 – allows subrogation for bank to recover - 
1. Paid too much: (a) – if it paid too much or sent a duplicate order, the sender is obligated to pay the amount it wanted to send.  The bank must seek recovery from beneficiary by restitution and mistake.  See also rules in 4a-402(d)

2. Paid too little or too late: (b) – bank is entitled to payment if the bank corrects its mistake and complies with 4A-402(c).  If not corrected, entitled to payment for amount actually sent.
a. Liability – 4A-305 – bank is liable for interest lost because of its delay.  Rate of interest is calculated according to 4A-506.  It is also liable for consequential damages resulting from not complying with the terms of the obligor’s order, when allowed by a written agreement with the bank.  4A-305(f) bars waiver of these liabilities (except where it requires a written agreement); (e) relates to attorneys’ fees.
3. Paid the wrong person entirely:  (c) – sender is not obliged to pay the order issued.  Sender of erroneous order is entitled to recover under mistake or restitution.
iv. Statute of Repose -  4A-505 – if a receiving bank has received payment from its customer with respect to an order accepted by the beneficiary’s bank, and the customer received notification identifying the order, the customer is precluded from asserting that the bank is not entitled to retain the payment unless the customer notifies the bank of its objection within one year of receiving notice.

v. Bank statement rule – 4A-304 – the sender has a duty to exercise ordinary care to determine, on the basis of information available to sender, that the order was erroneously executed and to notify the bank of the relevant facts within a reasonable time not exceeding 90 days after notification from the bank.  If the sender fails this duty, the bank is not obliged to pay interest on any refundable amount before the bank learns of the error.

1. Fedwire – note that the Federal Reserve has issued a regulation limiting “reasonable time” to 30 calendar days.

vi. Restitution problems – note that if the originator actually owes the beneficiary who actually received the money, restitution may not allow the bank to get that money back.  (Banque Worms)
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