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QUARTERLY REPORT

The New UCC Articles 3 and 4:
Impact on Banking Operations

By Alvin C. Harrell and Fred H. Miller

Alvin €. Harrell is Professor of Law at Oklahoma City
University School of Law, of Counsel to the Oklahoma
City law firm of Pringle & Pringle, and President of
Home Federal Savings and Loan Association of Okla-
homa City. He is coauthor of several books, including
THE LAW OF MODERN PAYMENT SYSTEMS
AND NOTES (2d. ed, 1992) (with Professor Fred H.
Miller). Professor Harrell is also Chair of the Publications
Subcommittee of the Consumer Financial Services
Commitice of the Section of Business Law of the Ameri-
can Bar Association, He chairs an ABA UCC Committee
Task Force on Qil and Gas Finance, and serves on the
Governing Commiitee of the Conference on Consumer
- Finance Law,

1. Introduction
A. Purpose and Scope

The first revision of Articles 3 and 4 of the
Uniform Commercial Code (“UCC” or the
“Code”™) since those Articles were promui-
gated in the 1950s occurred in July of 1990
when the National Conference of Commis-
sioners on Uniform State Laws (“NCCUSL”)
and the American Law Institute (“ALI”)
approved the final draft of the revision of
these UCC articles.! The purpose of this

1. Unless denoted otherwise, relerences to the UCC in thisarticleare
references (o the 1950 Uniform Text, Gencrally, these are labeled
the “Revised™ sections; earlier versions are referred 1o as the
*Old" sections.

Fred H. Miller is Professor of Law, Kenneth McAfee
Centennial Professor, and George Lynn Cross Re-
search Professor at the University of Oklahoma, He
serves on the drafting committee of the National
Conference of Commissioners on Uniform State Laws
(NCCUSL) and American Law Institute (ALI) that
prepared the new Articles 3 and 4 of the Uniform
Comumercial Code (UCC). He is coauthor of several
books, including THE LAW OF MODERN PAY-
MENT SYSTEMS AND NOTES {2d. ed. 1992) (with
Professor Alvin C. Harrell), and was recently elected
Executive Director of the NCCUSL.

revision was to resolve ambiguities and
deficiencies in the previous text, to make
certain substantive changes in the law, and
to update the Code to reflect modern
technology and business practices.? While
largely evolutionary, the changes are quite
significant. It is expected that the revisions
will have immediate effect, even in states

2. Parts 1113 of this article provide an overview of the 1990 UCC
Article 3 and 4 revisions. Parts [V-X discuss many of these issues
in greater detail,

that have not yet enacted them, as an
authoritative statement of the law.?

The scope of Article 3 was expanded in
certain important ways.* All fully negotiable
instruments covered by the previous version
remain within the scope of the new Article
3. In addition the definition of “negotiable
instrument” at old section 3-104 was ex-
panded to include any “unconditional
promise or order to pay a fixed amount of
money,” specifically including adjustable
interest rate instruments,® instruments con-
taining the notice required by the FTC
holder in due course rule? or similar state or
federal law,® non-recourse notes,? and
checks which are not payable to order or

3. Sec. e.g, Goss v. Trinily Sav. Loan Ass’n, 813 P.2d 492 (Okla.
1991}, as described infra at note 6. As of August 1, 1993 the
lollowing 29 states have adupled Revised Amicles 3 and 4:
Alaska, Arizona, Arkansas, Califomnia, Connecticus, Florida,
Hewaii, Idaho, Hllinois, Indiana, Kansas, Louisizna, Michigan,
Minnesota, Mississippi, Missourl, Montana, Nebraska, Nevada,
New Mexico, North Exakota, Oklzhoma, Oregon, Pennsyvania,
Ulah. Virginia, Washington, West Virginta, and Wyoming.

. This expansion is not sulficient Lo change the result in cases like
Ramirez v. Bureau of State Lottery, 463 N.W. 2d 245 (Mich. Ct.
App. 1990), where a person sought Lo claim the benefits of an
alfegedly lost lottery ticket by using the Article 3 rules governing
lost instruments. The court correctly concluded that a lotrery
tickel i$ not & negotiable instrumeni governed by Article 3. This
case is discussed in the 1992 Annual Survey of the Uniform
Commercial Code in Thte Business Lawyer, which noted that the
Ramirer court missed an opportenity to explain that Lord
Mansfiell settled this issue over 200 years ago when he concluded
that u lotiery ticket is wholly unlike a negotiable instrument, See
Roberl G. Ballen, Joseph P. Savage, and Stephen C. Veltsi,
Commerical Faper, Bank Deposits and Collections, and other
Payment Systems, 47 Bus. Law. 1551, 1558 (1992) fheremafier
* 1992 Annual Survey™), citing Miller v. Race, 97 Fng. Rep, 398,
402 (1758). See alse discussion injfra at Pan {11

. Revised § 3-104(a). In Farha v. F.D.L.C., 963 F.2d 283 (10th Cir.
1992) the court took judicial notice of revised § 3-104¢j) in
concluding thata certificate of deposit is “essentially a promissary
note.™ Cf. cases cited fnfra at nole 63, discussing the nature of a
certificate of deposit.

Revised § 3-112b). In Goss v. Trinity Savings & Loan
Association, 813 P.2d 492 (Okla. 1991}, the Cklahoma Supreme
Ceurt held that a variable rate note was negotiable even under
Old Asticle 3. For this, the court received praise in the 1992
Annual Survey of the Uniform: Commerical Code in The Business
Lawper, See the 1992 Annual Survey, supra note 4 (also noting
that most cases are to the contrary). See afso, Amberboy v,
Socicte de Bangue Privee, B31 S W. 2d 793 (Tex. 1992} (same as
Gossy. Carnggic Bank v. Shalleck, 606 A.2d 189 (N.J, 1992)
(following Goss and applying Lhe Article 4 revisions retroactive-
ly). Cf. Taylor v. Roeder. 360 8.W. 2d 191 (Va. 1987)and Doyle
v. Trinity Sav, & Loan Ass'n, 940 F.2d 592 ¢t(th Cir, 1991),
vacating 869 F.2d 558 (10th Cir. 1989). Doyle, originally halding
that variable rate notes are nol negotiable, was vacated subse-
quent 1o the decision i Goss,

16 C.F.R. § 433 (1990).

N Revised § 3-106(d). Although the new Article 3 otherwise
applies, there can be no holder in due course of such an
instrument. Ja See also Revised § 3-104(d).

9. Revised § 3-106{bii).
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bearer.’? The latier are not only subject to
Article 3; they are treated as negotiable
instruments even though they lack the
traditional words of “negotiability,”!!

In effect the new Article 3 expands both
the scope of Article 3 (to cover a range of
previously nonnegotiable instruments such
as checks not payable to order or bearer)
and also the concept of negotiability (io
include, for example, adjustable interest rate
notes). For example as previously noted, an
instrument is not rendered nonnegotiable
(by reason of being conditional) merely
because it is limited to payment from a
specific fund;!? as a result a non-recourse
note can be negotiable.

A promise or order other than a check
can be made nonnegotiable, however, by
the addition of a “conspicuous statement . . .
to the effect that the promise or order is not
negotiable or Is not an instrument governed
by Article 3.”* In addition the Official
Comments 10 Revised section 3-104 spec-
ifically permit the parties to “contract into”
Article 3 for instruments not otherwise
covered." The result is an expanded range
of instruments subject to the rules governing
negotiability and potentially creating a hold-
er in due course, plus coverage of an
expanded range of other instruments not
subject to the holder in due course rules yet
otherwise governed by Article 3.

For the first time there are specific def-
initions of “cashier’s check™ and “teller’s
check”; ordinary money orders are placed
within the definition of “check.”"* Among

10. Revised § 3-104(a), (c). Ordinary money orders fall within the
definition of a “chéck™ and are therefore subject to a stop payment
order. See § 3-104(F), § 4-403, and infra note 365, Notes nol
payable to order or bearer remain nennegotiable, and are entirely
cxchuded from Revised Article 3. Cf Old § 3-805. and see F.
MILLER AND A. HARRELL. THE LAW OF MODERN
PAYMENT SYSTEMS AND NOTES paras. 1.02[2] and
2.02[7]b} (2d Ed. 1992) [hereinafter Miller & Harrell).

11, See Revised § 3-104{¢): Miller & Harrell, supra noie 10

12 Revised § 3-106(b)iiy. Miller & Harrell, sipra note 10, para.
2.02[3)c].

13, SeeRevised § 3-104{d)and Commenl 3. See alse First Nacl Bank
of Nocona v, Duncan Sav. & Loan Ass'n, 656 F. Supp. 358
(W.D. Okla. 1987).

14, See Revised § 3-104, Comment 2; Miller & Harrcll, supra note
10, para. 2.01[3]{a]. Thus the partics to a separate guarantee, for
example, may wish to consider whether they prefer the Article 3
rules on suretyship or the common law rules, and te the extent the
Article 3 rules are prefersed, contract for those rules even though
the scparate guaranice is not othenwise subject to Article 3.

15.  SceRevised § 3-104¢0), (z). and (h), and Duggan v, Stale Bank of
Antioch, 540 N.E. 2d 1111 (1L App. Cr. 1989), appeal denied,
545N.E. 2d 108 (111. 1989). Cf. Unger v. NCNB Nat'l Bank, 540
So. 2d 246 {Fla. Dist. C1. App. 198%). For further discussion see
infra Parts VIc and X,

other things this means that money orders
wilt be treated as ordinary checks, and not as
the equivalent of a cashier’s check, for
purposes of such things as stopping pay-
ment. 1 Revised Article 3 also clarifies the
coverage of traveler’s checks.)?

0. Overview of Significant
Changes -- Article 3

A. Limitation Periods

Revised section 3-118 provides a series of
limitation periods for bringing actions under
Article 3. For example, an action to enforce
a term note must be brought within six years
after the due date or the date of accelera-
tion.'® An action on a demand note must be
brought within six years after demaad; in
the absence of demand, suit is barred if there
has been no payment of principal or interest
for a continuous period of ten years.®* An
action to enforce an unaccepted draft must
be brought within six years after dishonor or
within ten years after the date of the draft,
whichever comes first. 2 An accepted draft is
subject to a six year limitations period.?!

An action to enforce a cashier’s check,
tetler’s check, certified check, or cashier’s
check must be brought within six years after
demand for payment.?? Certificates of de-
posit are subject to a similar six year bar.2
Other actions under Article 3, including an
action for breach of warranty or conversion,
are governed by a three year limitation
period.?

16.  This is pasticularly significant considering Revised § 3-411. See
afse infra Parts 11 H. and X. (on cashicr's checks); infra Parts
11.D.5 and X.D. {on stop payment orders); Milier & Harrell,
supra note 10, para. 6.03(7].

17. See Revised §8 3-104{1) and 2-106{c) and Comment 2 ic 3-
106(c). See also Thomas C. Cook, Inc. v, Rowhanian, 700 S.W.
2d 672 (Tex. Ct. App. 1985). Xanthopoulos v. Thomas C. Cook.
Inc., 629 F. Supp. 164 (S.13. NY. 1985y Miller & Harrell, supra
note 10, para. L.OI{3}c]

18, Revised § 3-118(a). See gewerally, Miller & Harrell, supra note
10, para. 6.03{7]. See also infra Part Vi1 B.

19. Revised § 3-118(b). As noted in Comment 1 to § 3-118, the
section does not state all rules with respect to limitations, such as
the circumstances under which the statute may be tolled. See afso
infra Part 11D 2. See, e.g., Karlton v. Jenkins, 587 A.2d 580
(Md. 1991) (limitations period tolled by letter rom payee stating
that he would not make demand for one year).

20. Revised § 3-118(c).
21. Revised § 3-118(P.

22, Revised § 3-118(d). Notice the absence of imoney orders froms this
list. They normally are treated as personal checks under Revised
§3-104.

23, Revised § 3-118(e). See afso ifia note 63.

24, Revised § 3-118{g). Cf Revised § 4-111 (three year limitation

period for actions under Article 4). See discussion ffra text at
Part ELD.2.

B. Breach of Fiduciary Duty

Revised 3-307 governs instruments pay-
able to and taken from a corporate officer,
trustee, or other fiduciary where that status
is known.? If an instrument is payable to a
corporation, trust, or fiduciary, the trans-
feree will have notice of a breach of fiduci-
ary duty if the instrument is taken in
payment of or as security for a personal debt
known to be such by the taker of the
instrument from a corporate officer, trustee
or other fiduciary or in a transaction other-
wise known to benefit the fiduciary person-
ally or if it is deposited to a nonfiduciary
account (including, of course, & personal
account of the corporate representative,
trustee, or other fiduciary).2

The faci that an instrument is drawn by a
corporation or a fiduciary acting as such
does not give notice of any breach of duty,
even if the instrument is made payable to the
fiduciary int an individual capacity.?” How-
ever if the instrument is drawn by the
corporation or fiduciary to the transferee as
payee, the transferee is on notice of a breach
of fiduciary duty if it is taken in payment of
or as security for a personal debt of the
fiduciary known to be such by the taker or
in a transaction known to benefit the fiduci-
ary personally or is deposited to a non-
fiduciary account. Therefore, for example, a
bank accepting a check drawn on a corp-
orate account and payable to the bank, for
deposit to a personal account of a known
corporate representative, takes with notice

24, Revised § 3-118(g). Cf Revised § 4-111 (three year limitation
period for actions under Articte 4). See discussion Jrfra ext at
Part NLD 2.

Shupe & Yost v. Fallon Nat. Bank, 847 P.2d 720 (Nev. 1993),
held that payment by a payor bank on a lorged indorsement s
conversion governed by the statute of limitations for a tort action
(rejecting Cilizens State Bank v. National Sur, Corp., 612 P.2d 70
{19301.). [n Walker & Walker, Inc. v. Liberty National Bank and
Trust Company, No. 75.600 (Sup. Ct. Okla. May 11, 1993), the
Oklahoma Supreme Court held thata cause of action fer payment
of a forged check arises not when the check was processed and
paid. but when the customer whose account was charged
discovers the error and makes demand for payment. This case
seems clearly incorrect. quite aside from the parties” lailure 10 raise
the § 4-406 issues. See infra Parts [LC. and [X.

25. See Revised § 3-307(a) and (b): Miller & Harrell, supra note 10,
paras. 3-02[3]{bYiii] and para. 3.03[2)2][iv]. See also difra Pan
iV.B, noting Revised § 3-110(c)2)(1) and Old § 3-117(b)
(identification of party entitled to payment),

26. Revised § 3-307(b)(2).

27, Rewvised § 3-307(b)(3). The Uniform Fiducizries Act mayalso be
helpful to a bank in these circumstances, so long as the iten is paid
ina masaner consistent with the fiduciary's indorsement. See, 2.6.,
Lehigh Presbytery v. Merchants Bancorp., [nc., 600 A.2d 393 (Pa.
1991),
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of a possible breach of fiduciary duty and
cannot be a holder in due course, 2

C. Payment on a Forged
Indorsement

A payee of a check that has been paid on
a forged indorsement (after the payee has
lost possession of the instrument) has a
cause of action against the depositary or
payor bank for conversion.® A payee who
did not receive possession has no right of
action for conversion.® Nor does the maker,
drawer, or acceptor have an action for
conversion of an instrument paid on a
forged indorsement.” A payee who has an
action for conversion as noted above does
not have a right of action against the drawer
or maker on the underlying obligation.”?
Regarding the relationship between a cust-
omer and the payor bank that pays on a
forged indorsement, see infra Part 1X.

D. Personal Liability for
Representative Capacity

The rules governing personal liability for
a signature in a representative capacity were
generally restated, but with two significant
changes: Revised section 3-402(c) provides
that a representative can always establish
that there was no intent to create liability,

28 Revised § 3-307(b)(4). Comment 5 provides an cxample which is
close to the facts of Fldon's Super Fresh Stores. Inc. v. Merrell
Lynch, Picree, Fenner & Smith, [ne. 207 N.W. 2d 282 (Minn.
1973). See Mler, The Benefits of New UCC Articles 3 and 4, 24
UC.COLL 99 116-17 (1991). Citizens Fidehity Bank & Trust
Co., 472 N.W. 2d 198 {Neb, 1991), applied the Ohio Unsionn
Fiduciaries Act w conclude that a depositary bank breached its
duty of good faith when it altowed a corporate bookkeeper 10
deposit corporate checks payable w the bank o the book-
keeper's personal account. The court concluded that this was
“commercially unjustifiable.” Citizen's Fidefity Burk s nuled
the 1992 Annual Survey, suprancte 4, a1 1 562-63 (noting that the
case was decided undey Old Article 3 but anticipated the 1990
revisions),

29, Revised § 3-420(2); Miller & Harrell, supra note 10, para, 7.03[3];
Shupe & Yost v, Fallon Nat, Bank. R47 P.2d 720 (Nev. 1993)
(payment of iter by payor bank on lorged indorsement governed
by tort statute of imitations). The cause of action acerues when
action inconsistent with the owner's rights to the instrument i
taken, repardicss of when the loss 15 discovered. See, g, Husker
News Co. v, Mahaska State Bank, 460 N.W. 2¢ 476 (lowa 1990),
andd other ¢ases cited in the £992 Annual Stervey, supra note 4, at
1569 nr. 138-39. A recent casc to the contrary, Walker &
Wadker, In. v, Liberiy National Bank and Trust Co.. No. 75,6/
{Sup. CLOkla., May 11, 1993 }is clearly fncorrect, Ser alse infra
Part 1X.

30, Revised § 3-420(a), and Comment 1. See also Lanyd v. Chernical
Bank, 760 F. Supp. 51 (812, N.¥. 1991}, aff'n 665 F. Supp. 218
(S.D.N.Y. 1987), revd on arker groninds, 876 F.2d 840 (2d Cir,
198Y) (payee van sue in conversion for payment of a check on &
forged indorsement unly il the check was defivered to the payee);
CAL, Inc. v. Worth. 813 SW. 2d 12 ({Ma. Ct. App. 1991)
(remitter of cashiers o is not the owner of the instrument and
hence cannot sue depositary bank in conversion for taking check
on a lorped indoesement), 1992 Asmuad Survey, supra note 4,

. 1563-64.

231 Revised § 3-420(a).
See Revised § 3-310(b)4) and Cominent 4. See afso Revised
§3-309..0

except as against a holder in due course, and
that an authorized signature of a represent-
ative on behalf of the principal on a check
does not result in personal liability of the
representative even if the representative
capacity is not indicated.®

E. Lack of a Required Signafure

If an instrument requires more than one
signature to constitute the signature of an
organization, and one of the required sig-
natures is missing, the instrument is treated
as if it was drawn with an unauthorized
signature.

F. Forgery by an Employee

Revised section 3-405 contains a new
provision that makes employers responsible
for forgeries of the employer’s instruments
by employees in certain circumstances. If an
employer has entrusted the employee “with
responsibility with respect to the instru-
ment” as part of the employee’s duties, then
any forgery of an indorsement by the
employee will be treated as an effective
indorsement.?* Most of the relevant terms in
this provision (including “responsibility”
with respect to the instrument) are defined
at subsection 3-405(a).

However, if the bank (or other party)
paying the instrument or taking it for deposit
failed to use ordinary care and that failure
substantially contributed to the loss, the
bank is liable for the loss to the extent that

33, See Revised § 3-402(c). and infre Part YLA. This is a departure
from prior law. See, e.g., Jackson Chevrolet, Tne. v. Oxley, 564
P24 633 (Okla. 1977); Tom L. Holland, Corporate Officers
Beware - ¥our Signature on a Negotiahle Insirument Map be
Huzardous 1o Your Economic Health, |3 Indiana 1. Rev, 893
(1980} F. MILLER & A. HARRELL. THE LAW OF MODERN
PAYMENT SYSTIMS AND MOTES para. 5.03 (1985) [hercin-
after “Adadern Payment Spsiess, first edition™). This rule does not
apply o 2 promissory note. See generally, Miller & Harrell. sipra
note 10, para. 5.03{2] {3]; Greenberg, Rhein & Margaolis, Inc. v.
Norris-Faye Horwom Enlers,, 588 A.2d 185{Conn. 1991); Central
TH. Public Serv, Corp. v. Molinarclo, 585 N.E.2d 199 (111, 1992).

34, Revised § 3-403(b): Miller & Harrell, suprenote 10, para, 5.03{1].
Sew afyo Knight Comrunications, Inc. v. Boatman's Nal'l Bank,
805 SW.2d 199 (Mo. Ci. App. 1991} American Ins, Co, ¥
Fidelity Rank & Trust Co., 583 A2d 361 (N.J. Super. Ct App.
Dist. 1920}, Smith, Barney, Harris Upham & Co. v. Citibank, 556
NY.8.2d61 (N.Y. App. Div. 1990). These cases are collected in
the /992 Annuai Survey, supranote 4,at 1567 n. 123, which also
reports that this was (he law in Arkansas, Florida, Lovisiana,
Michigan. New Jersey, New York and Wisconsin, with cases ta
the contrary in the District of Columbia, lilinois, California and
Maryland. Jd, citing cases collected in Knight Conmumicarion,
805 5.W.2d at 201, The rule should now be uniform in alt sites
that have adopted Revised Article 3.

23 Revised§ 3-405(b). Thisappears Lo be a variation or extensionof the
imposter and ether preclusion rukes at Old § 3-405. “Responsitility”
is defined ar Rewsed § 3<405(ak2). “Implovec” includes an
independent contractor and is employeer. Revised § 3-405(a) 1),
See Miller & Harrell, supra note 10, para. 402(2)[a) and para.
FO3(3Ych discussion infra at Part VLA

the failure contributed to the loss.3 For
example, if a depositary bank allows the
employee to deposit checks with forged
indorsements in a ‘“sham” corporate
account established for this purpose, with-
out requiring proper documentation for
opening a corporate account, the bank’s
failure to exercise ordinary care may have
contributed to the loss. See also Revised
section 3-307 (notice of fiduciary duty),
discussed supra at Part ILB.

G. Breach of Warranty;
Restitution

The iransfer warranties have been moved
to Revised section 3-416; the presentment
warranties are provided separately at Revised
section 3-417. A new provision permits a
person sued by the drawee for breach of
warranty to assert a defense based on the
drawer’s inability to assert the forgery or alter-
ation against the drawee because of a precly-
sion under Revised sections 3-406 or 4-406.57

Revised section 3-418 is clarified to pro-
vide that a drawee (called the “payor bank”
in Article 4) who has made final payment
may have a right to rescind the payment and
recover in restitution.?® This is a codification
of the common law rule of restitution and
represents the incorporation of that rule asa
supplement to the final payment rules in
Article 4, There is a somewhat similar but
slightly more narrow supplement to the rule
making a bank accountable for a failure to
make final payment or dishonor before its
midnight deadline, at Revised section
4-302(b).»®

36 Revied § 3-405(b). This mirrors the other preclusion rules. See
Revised §4§ 3404, 3-406, and 4-406. On the latter se¢ infra Part
V1A, Ordinary care is determined under a new definition at
Revised § 3-103{a)(7) that invorporates “observance of reason-
able commercial standards,™

37 See Revised § 3-417(c).

38 Revised § 3-418. This applies © payor banks, resolving an
uncerlainty under prior law. See Revised § 3-418, Comment 4
Revised § 4-301, Comment 7. Modern Faysment Systems, first
cdition, supra note 33, at 221-222. See further dicussion of this
issuc and Revised § 4-215 infre at Pant VLD, See afso Mitter &
Harrell, sipra note 10, para. 3.63[3](b}, and para. 8.20{4].

39, The old rules on accountability suggested that once a payor bank
becarne acceuntable for an item it lost any claim for restitution.
See Old § 4-302, and Modern Papment Systerss, firs| ediiion,
stipra note 33, at 221-222. However. the courts did not always
spree, see, eg, Bank Leumi Trust Co. v. Bafly's Park Place, 528 F.
Supp. 349 {SD. N.Y. 1981) (allowing recovery by the payor
bank on restitutionary grounds where the ilem was presented with
intend 16 defvaud the bank). The Ardcle 4 revisions adopt the

latter view and permil rescission and restitution by a payor bank -
that otherwise would be accountable under Revised § 4-302(2). .
See Revised § 4-302{bY, Miller & Harrell, supra note 10, para.

8.02[4]. This shotdd permit a payor bank w0 defend itsell (or

proceed) against a check Xiter or other holder whe presents an -

itemn with knowledge that it iy not drawn on sufficient funds. See
alse Revised § 3-418, Comment 4, and Revised § 4-3061
Commenl 7; infre Fart VIIL

H. Dishonor of a Cashier’s Check

A new provision at Revised section 3-411
seeks to resolve confusion over the ability of
a payor bank to refuse payment of a
cashier’s check or similar instrument.® Un-
like the drawer of a personal check or
personal money order (signed by the cust-
omer or purchaser as drawer), the bank
customer who procures the cashier’s check
(sometimes called the “remitter,” appar-
ently because he or she typically remits the
instrument in payment of an obligation)
does not sign as drawer and has no right to
stop payment or to order the bank to do so,*!
and if the bank wrongfully refuses to pay a
cashier’s check or similar instrument (e.g.,
on grounds of an asserted customer stop
payment order), the bank may be liable for
expenses, loss of interest and consequential
damages. However, Revised section 3-411
precludes recovery of legal costs or conse-
quential damages from the bank if the bank
refuses payment because it has suspended
payments, the bank itself has a defense it
reasonably believed was good against the
holder,* there was doubt as to the identity
of the holder, or if payment is prohibited by
law.# While this does not specifically per-
~mit a payor bank to refuse payment of its
--own cashier’s checks, the effect is to allow
the bank to refuse payment in any of these
-four circumstances without risk of liability
for the cost of opposing counsel fees or
consequential damages.*

40, This also covers teller's checks and certificd checks. See Revised
§3-41 I{a). tb}. [t does not incude ordinary money orders, which
are Irgated as personal checks, See Revised § 3-104().

. Seeag, Malphaus v, Home Savings Bank, 254 N.Y. 8.2d 980 (Co. <L
1963); University Sav_ Ass'n v, Intercontinental Consol. Companies,
751 8.W.2d 657 {Tex_ App. Hous, 1. Dist. 1988}; Holel Riveira, Inc.
v. First Nar'l Bank & Trust Co., 768 F.2d 1201 (10th Cir. 1985).
Famers & Merchants Siate Bank v, Western Bank 841 F2d 1433
{Sth Cir. 1987), TPO, Inc. FDIC, 487 F2d 131 (3d. Cir. 1973): Bank
Ome, Merillvitle, N.A. v. Northern Trust Bank/Dulage, 775 I
Supp. 266 (N.D. ., 1991 ), First Financial 1S L.A, v. First American
Bank and Trust Co., 489 So. 2d 388(5th Cir. 1986}, Warren Finance
¥, Bamett Bunk of Jacksonville, NA., 552 So.2d 194 (Fla. 1980),
Modernt Paymient Sysients, first edition, sepra note 33, a1 247, Buf see
Revised § 3-312, and discussion infra. Cff Revised § 4-403; Miller &
Harrell, supranote 10, para. 9.01[4§d). In CAL, Inc v. Worth, 813
S.W2d 12(Mo. Ct. App. 1991), the court concluded that the remitter
. vould not sue the depositary bank in conversion for handling a

- cashier's check on a forged indorsement, because the remitier was not
", Ihe owner of the check. See also discussion infia Pan X; Comment 2
“to Revised § 3-201.

.- “Fhis apparcntly is intended to reject the approach of cases like
‘Hotel Riviera, Inc. v. IViest Nat'l Bank & Trust Co., 768 F.2d 1201
S(10th Cir. 1985), and {lo some cxtent) Yukon Nat'l Bank v.
‘Modemn Builders Supply, Inc.. 686 P2d 307 (Oklz. Ct. App.
- 71984y, which illustrate the unjustificd tendency of some courts to

deprive banks of legitimate defenses in such cascs. In essence his
opts the vigw of better reasoned cases such as TPO, Inc. v.
DIC, 487 F.24 131 (3d Cir. 1973); see alse Modern Fayment
estems, first edition, supra note 33, at 248-50; Miller & Harrell,
supra note 10, para, 9-OI[4]{d], infra Pant X,

43, " Revised § 3-411{c)
3. See Revised § 3411 and the Official Cotnment.

Conversely, where a bank wrongfully
refuses to pay a cashier’s or certified check
or wrongfully stops payment on a teller’s
check or refuses to pay one that is dis-
honored, the bank is liable for expenses and
loss of interest.*s In addition, if the bank
wrongfully refuses to pay after receiving
notice of the holder’s particular circum-
stances giving rise to consequential dam-
ages, the bank may be liable for those
consequential damages.*

The revisions confirm the Malphrus rule
that a bank cannot (with a very narrow
exception for theft) assert claims of a third
party {e.g., its customer) against the holder
of the instrument.*? The rules of Old section
3-306(d) precluding assertion of third party
claims (now clarified and expanded at
Revised section 3-305) still apply.*® But
Revised section 3-411 reduces the risk to a
bank of asserting its own claims or defenses
as a basis for dishonor, by offering a clear
rule on this aspect of the situation.

Interestingly, the inclusion of personal
money orders within the definition of an
ordinary check (at Revised section 3-104(f))
rather than inclusion as 2 form of cashier’s
check (at section 3-411) means that such
money orders are subject to customer stop
payment orders and can be dishonored like
an ordinary check.*® This applies only to
money orders signed by the purchaser as
drawer; of course a bank money order or
similar bank draft (drawn by the issuing
bank) would be treated as a cashier’s or
teller’s check.

I. Lostor Stolen Bank Checks

Another problem that was addressed in
the revisions is illustrated by Santos v. First
National State Bank,™ where an (allegedly)
unindorsed cashier’s check was lost in the
mail, When the issuing bank refused to
reimburse the customer without a bond to

45, Revised § 3-411(b). See Miller, The Benefiis of New UCC Articles
Jand 4, 24 UCLC. L. 99, 110 (1991).

46, fd

47, See Revised § 3-303(a), {c), and (d); Mafphrus, 254 N.Y. 8.2d
980; and supre note 41. See afso infre Part XB, and vases
‘coflected fd, a1 note 382,

48, -_Seé, .é.g., Revised § 3-305(a), (c), and (d). See afso Revised
§ 3-602(b)( 1 )(ii).

49. ~Cf Garden Check Cashing Service, Inc. v. First Na] City Bank,
25 AD.2d 137,267 (NY. S.2d 698 (1966}, affd on opinion
Bedow, 223 NE.2d 566 (1966). Sez also infra Past X.

50. 35 U.CC. Rep. Serv. 518 (N.I. App. Div. |982).

protect it against double payment (in case the
check had been indorsed in blank and came
into the hands of a holder in due course), the
customer sued. The court reached a practical
result by ordening the bank to issue a certifi-
cate of deposit in the plaintiff’s name for the
amount of the missing cashier’s check, at the
highest prevailing rate of interest for such a
deposit; the bank was allowed to hold the
certificate (with the interest payable quarterly
to the plaintiff) until the statute of limitations
on the missing check had run. While this
reflected a practical approach, it froze the
plaintiff’s funds and revealed the need for a
better statutory solution. Revised section
3-312 provides this by permitting the remitter
or other claimant to file a “declaration of loss”
with the issuing bank; this requires the bank
to refund the purchase price and to refuse
payment of the check on or after the 90th day
after issnance.® The right to file a “declara-
tion of loss” is not a general right to stop
payment on a cashier’s check, though in the
limited circumstances covered by Revised
section 3-312 the result may be much the
same.™

J. Alteration of a Certified Check

Another issue that was answered in the
revisions relates to alteration of a previously
certified check. Under Revised section 3-413,
if an ordinary check is certified (or if a draft is
“accepted™) for a certain amount and is then
altered to a higher amount and passed to a
holder in due course, there is a two-pronged
rule to allocate the resultant loss.5

If the certification (or acceptance) “states
the amount certified” (or accepted), the
obligation of the certifying bank (or accept-
or) is limited to that amount. If, on the other
hand, the certification (or acceptance) does
not state an amount, and the amount is then
raised and the instrument is negotiated (o a
holder in due course, the certifying bank (or
acceptor) is liable for the amount of the
instrument (zs altered) at the time it is taken
by the holder.®

51, See infra Pant X.C.; Miller & Harrell, supra note 10, para,
901[4d]v].

52, ¢f the limiled scope of Revised § 3-312 with § 4-403 (either
VETSIGN}, pemitling o customer {o slop payment for any reason
whatsoaver.

533, See Revised § 3-413(h); Miller & Harrell, swpra note 10.
4-042]b].

5. M
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K. Suretyship and
Accommodation Parties

The rules governing the rights and liabili-
ties of accommodation parties are combined
and clarified at Revised section 3-419.5
Among other things, these rules specify that
an instrument is enforceable against the
accommodation party regardless of whether
he or she received consideration,5

Companion revisions were made at Re-
vised section 3-605, dealing with discharge
of sureties for impairment of collateral and
other action, These revisions provide for
discharge of liability of the surety by an
extension of the due date or other materiat
modification of the obligation, or an im-
pairment of collateral by the creditor without
consent of the surety, notwithstanding a
reservation of rights in the instrument, ¥ How-
ever, in these circumstances there is no
discharge, unless the creditor knew or had
notice of the accommodation, there is no
discharge if the surety has consented to the
subject event or if the surety has signed a
written waiver of discharge,® and any dis-
charge is only to the extent of established loss.

I, Overview of Significant

Changes — Article 4
A. Definitions and Basic Concepts

L. Holder Status of
Prepositary Bank

Revised section 4-205 permiis a deposi-
tary bank to be a holder (and therefore
potentially a holder in due course) even
though it takes without indorsement, if its
customer (the depositor) was a holder of the

55 See afse Revised §§ 3-305(d) and 3-605.

56, Revised § 3-219(h), This should reduce the commeon, and nearly
always spurious, argunents regarding consideration that are
routinety made by surcties in these cases. See, c.g., A. Harrell & .
Norlon, Fundamentad Legal Considerations Respeciing Accom-
wadation Parites, Guaraniors and Sureties, 25 Bull. Scct. Bus.
Eaw (Tex. Bar Assoc.) No-4, a1 T (June 1G88); Mitler & Harrell,
supra note 10, para. 6.03[3),

57, See Revised § 3-605(c), (d), (e). A reservation of rights, as
opposed to a conditional modification, is no longer effective,
Impairment of colfateral provided by a thisd party wilt also
discharge joint and several obligors under Revised § 3-605¢f).
Impairmeni of coliateral i deflined at Revised § 3-605(g). See afso
Miller & Harrefl. supra note 10, pura, 6.03[67d).

58. Sec Revised § 3-605(hy Miller & Harrell, suprg note 1,
- 502(1]b] and para. 6036 ],

.59, See Revised § 3-605(1) Miller & Harrcll, swpre note 10, para.
L B0l

item at the time of deposit.® These changes
are particularly important in view of the
potential for loss resulting from the required
funds availability schedule under federal
Regulation CCS! e.g,, the bank may have
had to pay out uncollected funds under
federat law and in such case holder in due
course status may enhance the bank’s ability
to recover from the drawer or indorser. If
the bank itself then negotiates the item, a
payor bank should not return the item for
lack of indorsement. There is a warranty
under section 4-205(b) that later takers and
pavers may rely upon.

Also, in UCC Article 1, an addition to
Revised section 1-207(2) provides that the
rules on reservation of rights in an instru-
ment {such as “paid under protest™) do not
apply to an accord and satisfaction.5?

2. “Account”; “Ilem”;
“Bank”

The definition of “account™ at Revised
section 4-104(a)}1) has been clarified to
include any “deposit or credit” account,
including a “demand, time, savings, pass-
book, share draft, or like account” other

60, Revised §4-205 reaffirms the rule of Bowling Green, Inc. v. State
Street Bank and Trust Co., 425 .2d 81 (1st Cir. 1970). See also
Miller & Harrell, supra note 10, par. 8.01[1§a]; discussion jnfra
at Part ILC.A, and Parts V.B. and C. Absent this nule, possession
of an unindorsed instrument payable to the arder ol another is ot
sufficicnt for halder status. See, eg, F.DULC. v. McCrary, 977
FF.2d 192 (5th Cir. 1992).

Note that insiruments held by federal apencies {such as the
Federal Deposit Insurance Corporation acting as receiver of a
tailed bunk ) are subject to lederal common law rather than the
UCC, and therefore those agencies muy enjoy the equivalent of
holder ia due course status where privale partics woutd not. See,
e, FDIC v, Bymne. 763 F. Supp. 727 (N.D. Tex, 19903,
discussed in the 7992 Annwal Sirvey, supranote 4, at 1559, Fhere
are, however, limitations on the extent to which federal commaon
law overrides state law defenses. See, e.g., Patterson v. FDIC, 918
F.3d 540 (5th Cir. 1990) (homestead exemption); Sunbelt
Savings, 918 F.2d 540 (5th Cir. 1991), revd and remanded on
otfier grounds sish, nom. RTC v. Montross, 944 F.2d 227 {5th Cir.
1991} FDLC. v, McCrary, 977 F.2d 192 (5th Cir. 1982).
Paiterson wnd Montress are also discussed in the 1982 Annual
Survey, supra nete 4, at 1559-60. See alo Scolt Meacham,
Inipact of Bank usolvercy on the Rights of Parties o Commercial
Instruments, infre (his issue.

6l The required funds availability schedule in Regulation CC
increases the likelihood that a depositary bank will be required to
allow its customer to withdraw uncollected funds before receiving
notice that an item deposited by the customer is being dishonored.
This may leave the bank with an unsecured claim against its
customer, plus possession of the dishonored check. The revisions
discussed above make it likely that the bank will qualify as a
hedder in due course of the instrument. See infra Parts 115.C.1 and
YLE.; Conni L. Allen, New Rules Governing Collection and
Payment of Checks in the Banking System; impacr of Regulation
CC, 47 Consurmer Fin. L.Q. Rep. 129 (19933,

62 See Milter & Hanell, supra note 10, para. 7.01[3],

than a certificate of deposit.®* The previous
definition did not clearly include credit
accounts and contained a shorter list of
examples. Instruments wriften on home
equity lines, for example, are now clearly
within provisions of Article 4 governing
“accounts.”

The definition of “item” at Revised sec-
tion 4-104(1)(h) was narrowed in one
respect. The definition now excludes spec-
ifically “a payment order govemed by
Article 4A or a credit or debit card slip.”® In
another respect, however, its scope was
clarified to include any “promise or order to
pay money handled by a bank for coliection
or payment,” in addition to “instruments.”65
Revised sections 4-104(b) and (c) contain
an index to other relevant definitions in
Revised Articles 3 and 4. Revised section
4-105(1) aiso contains a clarified definition
of “bank,"| which now specifically includes
savings banks, savings and loan associations,
and credit unions. The term “depositary
bank” means the first bank “to take” an
item, even if it is also the payor bank, “unless
the item is presented for immediate payment
over the counter.”¢¢

3. Payable-Through Drafts

The provisions or “payable through”
drafts at Revised seciion 4-106 have been
completely rewritten. The new language
provides that where ar item is “payable
through” a designated bank, that bank is 2

collecting bank, and the bank must and can
only make presentment and is not author-
ized to make payment on its own author-
ity.57 A “payable through™ bank is not liable
as a payor for missing the midnight dead-
line. In a change directed at some poorly
reasoned cases,®® new subsection 4-106(c)
provides that “Ji]f a draft names a nonbank
drawee and it is unclear whether a bank
named in the draft is a co-drawee or a
collecting bank, the bank is a collecting
bank.”%

There are two alternative provisions gov-
erning items “payable at” a bank, designed
to delineate the dividing line between payor
and collecting banks.”®

B. Avtomation of the
Payments System

1. Check Truncation and
Electronic Payments

The Article 4 revisions specifically rec-
ognize and authorize check truncation
arrangements.” There is a new definition of
“Electronic presentment agreement” and
authority to have such an agreement to
govern “retention, presentment, payment,
dishonor, and other matters . .. .72

2, The Process of Posting

The 1990 revisions delete the process of
posting as a means of making final pay-
. ment.” This revision effectively adopts the
result in the West Side Bank case™ by
allowing the payor bank to dishonor the
itern after provisional credit has been given,

63.  Cf the definition of “deposit account™ at UCC § 9-105(1)(e)
{likewise excluding certificates of deposit) and the definition of
“account” for purposes of Truth in Savings, 12 CF.R. § 230.2(s)
(including certificates of deposit). See generally, Aivin C. Harrell
Seciirity Interests in Deposit Accownts: 4 Unigue Relationship
Between the UCC and Other Law, 23 U.C.C. L.J. 153 (1990
Stephen K. Huber & Alvin C. Harrell, Truth in Savings:
Disclosures o Deposttors, 47 Consumer Fin. L.Q. Rep. 181
(1993, Farha v. FDLIC., 963 F.2d 283 (10th Cir. 1992}
{certificate of deposit s “essentially 2 promissory note™); Victory
Nat'{ Bank v. Oklzhoma State Bank, 520 P.2d 675 (Okla. 1973)
(CD isan investment security governed by UCC Article 8); Bank
1V Topcka, N.A. v. Topeka Bank & Trust Co., 807 P.2d 686
{Kan. 1991} (non-transferable CD was not an instrument, bt
rather was a depaosil account excluded from Article 9).

. See Revisced § 4-106(a ). First National Bank v, Ford Maotor Credit
Co.. 748 F. Supp. 1464 (D. Colo. 1990) (bank (hat treated
unaccepted drafts as cash items, paying belore dralis were
accepted. could noi collect from drawee when drawee refused o
accept the drafts). This case was discussed with approval in the
1992 Annuat Survey, supra now 4. at 1561-62.

. See, e.g. Reynolds-Wilson Lumber Co. v, Peoples Nat'l Bank,
699 1.2d 146 (Okla, [985),

. Revised § 4-106(c). See afso Miller & Harrell, suprar note 10,
para. 2.04{1], 8.03[1].

. See Revised § 4-106%¢). alternatives A and B.

. See Revised § 4-110. See also Ballen & Homrighausen, Revised
Articles 3 and 4: Selected Topies, 24 U.C.C.LJ. 3,22-32 (1991 );
Miller, Thie Benefits of New U.C.C. Articles 3 and 4, 24 U.C.C.
L.J. 99 115-16 (1991); Milter & Harrell, supra note 10, para.
9.03(6].

2, Revised §4-110(a).

73, Ol §4-109 is defeted; Revised § 4-110 s 2 modified version of
DOl § 4-108, See afso Revised § 4-215, which is » modificd
version of the final payment rules at Old § 4-21 3, defeting entirely
the Old § 4-213( 1 Xc) provision that recognized the completion of
posting as a form of final payment.

. See, g, West Side Bank v. Marine Nat'l Exch. Bank, 155
NW.2d 587 (Wise. 1968, Modern Payment Spstems, first
cdition, supra node 33, a1 224-25: Milter & Harrell, sipranate 10,
para. B.02{2}c]

64.  See Revised § 4-104(a)(9). This was designed 10 reverse cases
applying Article 4 to credil card slips, which introduced Article 4
concepls such as stop payment orders into credit card transac-
tions. See, e.g., First United Bank v. Philmont Corp,, 533 5.2d
449 (Miss, 1988); In re Twenty-Four Hour Nautilus Swim &
Fitness Center, Inc., 81 Bankr. 71 (D). Colo. 1989). See ko
Broadway Nat'l Bank v. Barton-Russell Corp., 585 N.Y.8.2d 233
(Sup. 1. 1992) {credit card is not & negotiable instrument},

65, Thus covering such things as savings wilhdrawal orders, See
Shaw v. Union Bank & Trust Co., 640 P.2d 953 (1981), and
discussion ffra at note 225,

66, See Revised § 4-105(a). For a more detailed discussion of Ariclc
4 definitions and concepts, see Miller & Harrcil, supra note 19,
para. §.01[3). The bank on which the item is drawn is called the
“drawee” in Article 3, the “payor bank” in Article 4. See infro
note 286 and Revised § 5-105(3).

at any time up to the midnight deadline.”
The revision also eliminates the Old section
4-303(1)(d) provision listing the process of
posting as a temporal point that will pre-
clude effectuation of a stop payment order,
legal process or notice, or setoff because the
latter are not timely.” These are sometimes
called “the four legals” because they are four
events that preclude payment of an item if
they occur before final payment of the item;
it is therefore important to determine if there
has been final payment prior to receipt of
the stop order, process or notice or action in
setoff, and the revisions eliminate the com-
pletion of the process of posting as a means
of such final payment.” '

The rationale for eliminating the process
of posting test is to provide more certainty
with regard to the crucial moment of final
payment. It was also determined that the
new rule is better suited to the realities of
automated processing and check truncation.
The considerable amount of litigation in this
area, in which the courts and parties have
been forced to focus on relatively subtle or
obscure aspects of the process of posting,
support this decision as an improvement in
the law.™

3. Encoding warranties

Revised section 4-209 provides that any
party who encodes information “on or with
respect to an itern after issue warrants to any
subsequent collecting bank and to the payor
. . . that the information is correctly en-
coded.”™ In effect this imposes a strict
liability standard (with accompanying po-
tential liability) on a depositary bank (or

75, Assuming final payment has not previousty oceurred under
Revised § 4-215(a).

76. See Rewised § 4-303(z) which now lists only acceplance,
certihication, paymsent in cash, and final seltlement hy other means
as the only relevanl evenls for these purposes. This mirrors the
acw final payment rules at Revised § 4-215.

Asa result, payment can be reversed alier the process of posting
s complete, up 10 the midnight deadline, ifa stop order i received
or setofl is timely asd properly made. unless linal payment has
otherwisc been made. Note, however, that a tight of setoff may be
subject to prior clams of which the bank is aware, and the bank
wottid be aware of any claim represented by a check previously
presented o the bank. See, ey, Fast Food Sysiems, [nc. v
Ducotey, 837 P.2d 918 {Okla, 1992); Reston Hospital Center v.
Querry, {8 U.CC. Rep. Serv, 2d 831 {Va. 1992); John P.
Roberls, Banker's Right of Ser-Qff: Overview and Analysis, 47
Cansurmer Fin. L.Q. Rep. 173 {1993},

77, See Revised § 4-303(a) and Comment 2. Cn the treatment of the
“four legals™ under. prior law, see Modern Pupment Spstems, first
edition. supra notc 33, at para. 9.01[6); Miller & Harrell, siprm

“nete 19, pata. 2.01{7)

78, .'S’ee.Milch The Benefits of New ULC.C Article Jand 4,24 U.CC.
L 99, 112-13 (1991),

79, Revised § 4-209(a). See afvo Miller & Harrell, supra note 1),
para. 9.03[8).

any other party) that encodes items.8 In
addition, in truncation arrangements the
party who retains the item warrants to
subsequent parties that the retention and
electronic presentment are in conformity
with the underlying agreement.®

4, Postdated checks

Under revised Article 4, banks are pro-
tected against liability for paying a post-
dated item before its payable date, unless the
customer has given prior notice to the
bank.¥2 The notice is subject to the same
kinds of requirements as a stop payment
order.® If the customer gives the bank such
a notice and the bank erroneously pays the
item, the bank is lable for actual damages,
including damages for resultant wrongful
dishonor of other items.8 This resolves
uncertainties under prior law.%

The rationale for protecting the bank, by
generally relieving the bank of liability for
paying a postdated check, is to encourage
automated processing by allowing the sys-
tem to rely on MICR encoded information.
This information does not include the check
date, which is generally typed or hand
written, Perhaps as technology progresses
and automated processing systems develop
the capability to read handwritten data
(including the date of the item), it may be
argued that this provides notice to the bank
under Revised section 4-401(c) for purposes
of triggering bank liability in these cir-
cumstances.

5. Dishonor of NSF items

Section 4-402(c) is a new provision that
permits a payor bank to base its decision to
dishonor a non-sufficient funds (“NSF”)
check based on the amount of the custom-
er’s account balance “at any time between

80.  See Revised § 4-209(a). (c): First Nat'l Bank v, Fidelity Bank,
N.A. 724 I Supp. 1168 (ED. Pa. 1989) (100000 item
encoded for $10,000); Azelea City Motels, Inc., v. First Alabama
Bank, 551 S0.2d 967 (Ala. 1989) {$100,000 item encoded for
$10,000); SOS Gil Corp. v. Norsiar Bank, 548 N.Y. 5.2d 308
{N.Y. App. Div. 1989) ($255,000 item encoded for $25.000);
and Port City State Bank v. American Nar'] Bank. 486 F.2d 196
{10t Cir, 1973) (3100 item encoded for $3.0003.

81 See Revised § 4-209(b)

82, Revised § 4-401(c). See alve Miller & Harrell, supra note 0.
para. Q.01[Z]: infra Pant X.D.

83 Revised § 4-401(c). Sve afso infra Part X

84, fd and Revised § 4-402; Miller & Harrel, sipre note 10, para.
2.022].

BS5. Sew, eg, Siegal v. New England Merchanis Natl Bank. 437
N.E.2d 218 (Mass. 1982),
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the time the item is received by the payor
bank and the time that the payor bank
returns the item or gives notice [of dishonor]

. .78 Furthermore, “no more than one
such determination needs to be made.”® In
effect, this permits a payor bank to make a
decision to dishonor an item based on the
status of the account at the time the item is
reviewed, and to proceed with implementa-
tion of the decision to dishonor the item
even if 2 subsequent deposit is made and the
insufficiency is cured before the item has
been returned.®® However, if the bank
rakes a redetermination as to the account
balance it will be bound by this second
determination.®

6. Bank Statements

Revised section 4-406 was significantly
rewritten to specifically permit check reten-
tion (or truncation) by authorizing the
payor bank to provide the customer with a
statement containing stipulated information
in lieu of returning the customer’s canceled
checks.® It also imposes certain retention or
record-keeping requirements on payor
banks that do not return the cancelled
checks, for example, requiring that the bank
retain the relevant information for a period
of seven years and that it make the item (or a
legible copy of the item) available to the
customer within a reasonable time upon
request.”!

7. Computer Breakdown

New subsection 4-109(b) makes it clear
that a delay caused by a failure of computer
or other equipment is excusable and does

86. Revised § 4-402(c); Miller & Harrell, supra note 10, para. H.02[6].
See also infra Part VIIL

87, Id If the bank makes a subsequent reevaluation tor purposes of
the decision to pay ar dishanor, the bank is bound by the results of
the later evatation.

88, Revised § 4-402(c).
88, M

90, Revised § 4-406(a); Miller & Harrell, supra note 10, para.
2.03[4]b]. Unless there is an electionic funds transler access
feature, the bank is not required 1o provide an account statement.
For example, passhook savings accounts typically do not involve
account stalerents. But if the bank does not provide account
statements, it foses the potential preclusion of a custemer’s right to
assert forgeries and alterations under § 4-406. See infra Part
1LD.{ and infra Part IX. The new disclosure requirements for
account stalements under Trath in Savings provide a significant
incentive for eliminating monthly stalemenls, but this must be
balanced against the loss of a preclusion under UCC § 4-406,
especially for transaction accounts that allow withdrawal by draft.
See generadiy Sicphen K. Huber & Alvin €. Harrell, Truth in
Suvings: Disclosures to Deposirors, supra note 63,

91, Revised § 4-406(b).

not constitute a violation of the midnight
deadline or other time limit prescribed by
Article 4.9 This applies to both payor and
collecting banks.*

8. Sight Examination of Checks

Consistent with the other revisions noted
above, Revised section 3-103(2)(7) defines
“ordinary care” for a business (including a
bank) as “cbservance of reasonable com-
mercial standards, prevailing in the area in
which the [business] is located. . . .” This
definition also specifies that a bank taking
an instrument “for processing for collection
or payment by automated means” does not
have to by sight examine every item “if the
failure to examine does not violate the
bank’s prescribed procedures and the bank’s
procedures do not vary unreasonably from
general banking usage. . . .” This should
facilitate automatic processing and may
have significant implications in terms of a
bank’s Liability for payment of forged or
altered items under Revised section 4-406,
as discussed nfra at Parts TNL.C.2 and VIIL

C. Other Check Processing Rules
1. Missing Indorsements

As noted supra at Part HLA.1, revised
section 4-205 provides that a depositary
bank qualifies as the holder of an item taken
for deposit even if the depositor has not
indorsed the item.* Under Old section 4-
205 the depositary bank had authority to
supply a missing indorsement to an item
taken for deposit but some courts held that it
was not a holder if it failed to do 50.95 Under
the change it will be irrelevant whether the
depositary bank actually supplies the miss-
ing indorsement.® Even without an in-

92, See Revised § 4-109(h), This 15 & modified version of the Old
§ 4-108(2}. See also Port City State Bank v. American National
Bank, 486 F.2d 196 (10th Cir. 1973) {cited in Comment 2 o
Revised § 4-109); Miller & Harrell, supra note 10, para, 8.02(7]
and para. 8.03[3].

93, Revised § 4-109(h).

94.  Revised § 4-205(1). See Bowling Green, Inc. v. State Street Bank
& Trust Co., 425 F.2d 81 {1st Cir. 1970). This subsection is a
completely revised version of Old § 4-205( 1}, See afso supra Part
HLA.Y, infra Part V.B; Miller & Harrell, supra note 10, para.
BOI[Ia].

95, See Modern Papment Sysiems, first edition, supra note 33, at
91-92 and 215, Miller & Harrell, supra note 10, para. 3.01[17b],
para. 3.02(3]c], para. 8.01[1]a], and para. 8.04[3%z}4].

96, Cf Masine Midland Bank v. Price, Miller, Evans & Flowers, 441
N.E2d 1083 (N.Y. 1982), As noted sipra at Part TILA.1, this
may be crucial (o the bank’s holder in due course status and its
ability to recover lrom those liable on the instrument.

4-406{e) excuses the customer from liability
if the bank “did not pay the item in good
faith.” In conjunction with the new, tougher
definition of “good faith™ at Revised section
3-103(2)(4) (now including “reasonable com-
mercial standards of fair dealing™) this pro-
vides some additional ammunition o bank
customers in those cases where the bank has
paid a forged or altered item, despite the lack
of a customer’s ability to assert a need for
sight examination of every check.!”? As noted
supra, the latter rule was designed to facilitate
use of efficient automated processing systems.

3. The Midnight Deadline

It should be noted that the Article 4 mid-
night deadline has survived both federal Regu-
lation CC and the Article 4 revisions. Despite
the addition of a plethora of new require-
ments, restrictions, and liabilities, the payor
bank still becomes accountable for the
amount of the item, under Revised section
4-302(a), if it does not pay, return or other-
wise properly dishonor the item before its
midnight deadline!®* Similarly, collecting
banks remain subject to their own version of
the midnight deadline rule.®* As noted, the
“process of posting” has been eliminated as a
* factor in these cases.!%

dorsement the depositary bank warrants to
subsequent collecting banks, the payor, and
the drawer that the item was paid or
credited to the customer.®”

2. Ordingry Care

The new definition of ordinary care at
Revised section 3-103(a}(7) makes clear
that a payor bank which fails to sight
examine every item presented will not be
held negligent as a matter of law if it
erronecusly pays a forged or altered item, so
long as it is observing reasonable commer-
cial standards as recognized in that banking
area.” This is designed to allow payor banks
to utilize automatic processing systems so
long as they do so within parameters com-
monly accepted as reasonable by other
banks in the same market.%

Revised section 3-103(a)7) should be
read in conjunction with Revised section
4-406(e), which may partially excuse a
customer from his or her duty to examine
periodic bank statements and notify the
bank of any forgeries or alterations if the
bank has failed to exercise ordinary care and
the failure substantially contributed to the
loss. ! Under Revised section 3-103(a)(7)
customers normally will not be able to avoid
liability by arguing that the bank’s failure to
personally examine each and every item
presented (for purposes of discovering forg-
eries and alteration) constituted a per selack
of care which excuses the customer’s negli-
gence. Note, however, that this will not
excuse the bank’s failure to use ordinary
care in other respects, and that the duty of
ordinary care will now specifically include
observance of “reasonable commercial
standards.”!®! In addition Revised section

102. [t is by no means clear that a bank must sight examine checks under
Ofd Article 4, although some cases seer (o suggest that, Other cases
reached the same result by stretching the convepl of good laith, since
a bank that violates this duty essentially excuses any cusomer
negligence. See Revised § 4-406{e)(no preclusion againgt customer il
bank did not pay the itert in good (aith), sk discussed fffa at Part
VIl and s¢pra this paragraph. G Commercial Cotton Co.v. United
California Bank, 209 Cal. Rpur. 55! (1985) (bank violated duty of
goodd faith by paving forged checks), with Price v, Wells Fargo Bank,
261 Cal. Rpte. 735 (Cal. App. 1 Dist. 1989), and Copesky v,
Superior Court of San Diege Courdy, Ne. DO13448 (Cal. App. 4th
Dist. Jan. 23, 1991 ) {regjectimg Commercial Canon as poerly 7eason-
cd). Price was discussed al Smith, Update on Cafffornia’s Bad Faith
Tort, 44 Consumer Fin. L.Q. Rep. 54 (1990 In view of the
confusion cvidenced by these cases, 1 should be emphasized that
Reviscd § 3-103(a)(7} and the payment ol the checks without sight
examination do not hisve anything o do wilh good faith. See alse
Miller & Harrell, supra note 10, para, 9.03[2), [4), [3); supra Part 1X:
Peter G. Pierce 11, The Law'’s Exceitens Banking Advennere -« Recen
Developenis in the Bank-Cusiomer Relason, Trends in Lender
Liability and the Impact of New Arieles 3 and 4, mfra this isue
[hercinafter Pierce].

. See Revised §§ 4- 104a)(10), 4-245,4-301,4-302; Miller & Harrell,
supra note 10, para. 8.02[2)d), [3]; infru Part VI Generally the
midnight deadline is midnight of the banking day after the banking
day in wiich the ftem is received. Revised § 4-104(a)( 10). The scope
of the hanking day depends on the policy and aperations of the bank.
See, ez, Security Bank and Trust Co. v. Federal Nat. Bank & Trust
. ‘Co., 554 P2d 119 (Okla. App. 1976); Pracht v. Oklahoma State

- Bank, 592 P.2d 976 (Ckla. 1979). Federal Reserve Board Regula-
.+ tions CC { Expedited Funds Availability) and DD {Truth in Savings)
adopt a slightly different definition that excludes Saturdays, Sundays
and legal holidays. See 12 C.F.R. § 228.2(f) and (a).

- See Revised §§ 4-104(a) 1), 4-214. Asbefore, the vonsequences of a
- failure to meet the midnight deadling are guitediffergnt for collecting
. and payor banks. Cf Revised §§ 4-214 and 4-302. The lormer
- - section appioves the result in Appliance Buyers Credu Corp. v.
. Progpect National Bank, 708 F.24 290 (7 Cir. 1983) (depositary
" ‘bank hable only for actuat damages caused by the delay), See ab
" Miller & Harrell, supra note 10, para, 8.03.

WIS, See discussion sipra Part 11LB.2.

97, See Revised § 4-205(2); Miller & Harrell, supra note 10, at 3-11
n, 35. See also further dfscussion infre at Part V.B.

98, SeeRevised § 3-103(a)(7); Rhode Insland Hosp. Trust Nat'l Bank
v. Zapata Corp., 848 F.2d 291 {lst Cir. 1988); £ Medford
Irrigation Dxist. v. Western Bank, 676 P.2d 329 (Or. App. 1984),
See afso Revised § 4-406(e). However, this will not excuse the
failure of the bank to usc ordinary care in other respecis, See
Miller & Harell, supra note 16, para. 9.03(4)c] and [5].

99.  See Revised § 3-103(a)(7). Under either version of the Code,
action in compliance with Federal Reserve Board regulations or
Federal Reserve Bank operating fetters will be desmed to
constitute ordinary care. Sec, c.gr, Security Bank & Trust Co. v.
Federal Nat. Bank and Trust Co., 554 P.2d 119 (Okla. App.
1976).

1. See Revised § 4-406{e). Such a failure may trigger allocation of
the logs on the basis of comparative negligence. I, and see Miller
& Harrell, supra note 10, para. 9.03[4]c] and [S]. See alve ffiv
Part IX.
0L See Revised § 3-L03(a)7). Again, this does not require sight
examination of each item paid. Id.

An important question under prior law
was whether final payment by a payor bank
under Old section 4-213 (now Revised
section 4-215) precluded recovery by the
payor bank on a restitutionary theory
{otherwise permitted under section 3-418).
Some cases held that the final payment rules
of Article 4 superseded Old section 3-418
and precluded a restitutionary recovery.'%
The revisions reject this view and permit a
restitutionary recovery by a bank that has
made final payment.'%’

Another addition at Revised section 4-
302(b) codifies a case law exception to the
liability of the payor bank for violating the
midnight deadline, where the claimant pre-
sented or transferred the instrument in an
effort to defrand the bank. This would
permit the payor bank to defend itself (or
proceed) against a check kiter.

D. The Bank-Customer Relation

1. Customer’s Duty to Examine
the Bank Statement

Revised section 4-406 contains import-
ant revisions, for example introducing a
comparative fault standard for allocation of
losses due to forgery or alteration.'®® Re-
vised section 4-406{e) provides that if the
customer failed to meet its duty fo examine
its bank statements and notify the payor
bank of any forgery or alteration within the
stipulated time (now up to 2 maximum of
30 days) pursuant to subsection 4-406(d),
and if the bank has failed to exercise
ordinary care under Revised section 3-
103(aX7), and that failure substantially
contributed to the loss, “the loss fwill be]
allocated between the customer . . . and the
bank . .. according to the extent to which the

106, See, e.g., Modern Pavinent Systemns, first edition, supra note 33, a1
221-22; (neting uncertainty under prior law); Mitier & Harrell,
suprg note 10, para, 8.02[3], {4] (explaining resolution uncer
Revised Article 4),

107, See Revised § 4-215 and Comment 3, adopting the result in Nat'l
Savings and Trust Co. v. Park Corp., 722 F2d 1303 (6th Cir.
1983), cert. denied, 466 1.8, 939 (1984 Miller & Harrell, supra
note 10, para. B.02[3], [4].

108, Revised § 4-302(b). See alse Revised § 3418, Comment 4, and
Revised § 4-301, Comment 7. Regarding § 4-302, see Revised
§4-302(b). and Bank Leumi Trust Co. v. Bally's Park Place, 528
F. Supp, 349 (S.D. N.Y. 1981y Miller & Harrell, supra note 10,
para. 8.02. See also supra note 39, and infre Paris [LA. and 1X.

failure of each to exercise ordinary care
contributed to the loss.”!1?

2. Limitation Periods

As noted above, under Revised section
4-406(d)(2), the maximum “reasonable
period of time” for bank customers to
examine their bank statements and notify
the bank of any repeated forgery or altera-
tion has been extended from 14 to 30 days.
However, the basic duty is to discover
“promptly” and report such irregularities,
and acting within 30 days may not always
meet this test.!H

The one year statute of limitations for a
customer to bring an action against a payor
bank for payment on a forged drawer’s
signature or alteration is continued at Re-
vised section 4-406(f). If the payor bank
fails to assert this as a proper defense to
liability, it thereby forfeits its right to recover
for breach of warranty from prior parties
under Revised sections 3-417 and 4-208.112

Note also that the warrantor has an
independent and broader ability to assert a
preclusion against the bank and its customer
for violation of the customer’s obligations
under Revised section 4-406(d) and Revis-
ed sections 3-404 and 3-406, under Revised
sections 3-417(c) and 4-208(c). The war-
rantor may assert the resultant preclusion
directly against the bank and its customer in
defense under Revised sections 3-417(c)
and 4-208(c) to the extent of the customer’s
responsibility.

"The three year preclusion for actions with
respect to forged indorsements under Old
section 4-406 was deleted, but there is a new
three year general statute of limitations for
actions under Article 4, at Revised section
4-111. This conforms to the new statute of
limitations for actions under Article 3, at
Revised section 3-118 (as discussed supra at

110 Reviscd § 4-406(e). However, other customer preclusions may
apply. See, e.g., Revised § 3-404 (imposters and fictitious payees);
Revised § 3-405 {responsibility for fraudulent indorsement by
cmpleyee); Revised § 3-406 {neglipent contribution 1o forgery or
alteration). Cf, Moders Payrment Systems, first edition, stipra note
32, para. 7.02; Miller & Harrell, suprq note 10, para. 7.03 and
para. $.03[2], {4], 5], See aise infra Parl 1X.

111.  SeeRevised § 4-406(c); Flagship Bank v. Complete Interiors, Inc.,
45080.2d 337 (Fla. Dist. Ct. App. 1984 ); Miller & Harrelt, supra
note 10, para. 9.03[41a}; infra Pan [X.

112.  See Revised § 4-206(1). See afso Revised § 4-208 and discussion
ol warranties at Miller & Harreli, sipra note 10, para. 6.03[7]and
para, 7.02; supra Pare ILF. and G.
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Part IL.A). This three year limitation period
also would govern cases such as an action
alleging violation of a restrictive indorse-
ment, which under prior law might have
been governed by the typically longer limit-
ation periods under general contract law 113

3. Overdrafi Liability of
Joint Tenants

If one joint tenant writes a check that
overdraws the account, and the bank pays
the item, creating an overdraft, under Qld
Article 4 it is unclear whether the bank can
recover the amount of the overdraft from
the other joint tenant.!’ Revised section
4-401(b) clarifies this by providing that “fa]
customer is not liable for the amount of an
overdraft if the customer neither signed the
item nor benefited from the proceeds of the
itern.” 115

4. Wrongful Dishonor

Revised section 4-402(2) unmistakably
repudiates the “trader rule,” a pre-Code
concept allowing a presumption that a
merchant customer suffered damages for
loss of reputation by reason of wrongful
dishonor.!¢ Similarly, the Code clearly
provides that there is no wrongful dishonor
where the bank properly dishonors an item
but gives notice of the wrong reason.!'” The
second and third sentences of Revised sec-
tion 4-402(b) and the Revised Comment 3
recognize the possibility of an action for
wrongful dishonor being brought outside
the UCC on some basis other than contract
law, though the exact nature of such an
action is not specified.!!8

113, See, eg., Caiva Coop. Exch, v. First Nat't Bank of Cunningham,
60 P.2d 1370 {Kan. CL App. 1980). See atfso discussion of the
new Article 3 limilations periods, swpra at Part 1LA., and
discussion infia at Part 1X,

114, See OMd § 4-401(1), Cf Revised § 4-401(a).

115, The customer might agree to responsibility for the overdrafi
however. This codifies the rule of Cambridge Trust Co. v. Caraey,
333 A2d 444 (NH. 1975} See alve Miller & Harrell, supra note
19), para. 9.01[2].

116, See, e.g, Miller & Harrett, supra note i0, para. 9.02[2],

117, See Revised § 4-402¢a). The courts have not always recognized
this fundamental paint. See, e.g., Johnson v. Grant Square Bk. &
Tr. Co.. 634 P.2d 1324 (Okla. Ct. App. 1981} {bank liable for
wrongful dishonor when it returned item marked NSF in response
W the customer’s stop payment order). €f Algemene Hank
Nederland, N.A. v. Federal Reserve Bank, No. 89 Civ. 4946
(WK 1991 U8, Dist. LEXUS 470 (8.0, N.Y. Jan, 16, 1991)
(bank liabke lor improper dishonor when it rewurned ilems
stamped “REFER TO MAKLER."™). See also /1992 Ansual
Survey, supra note 4, al 1561

18, The theory is that under § 1-103 there is no displacernent by

.+ -+ §4-402 of a common law cause of action. The basis on which such

“. o action would proceed is not, howcver, specified. Miller & Harrell,
S supranote 10, para. 9.02[21b].

5. Stop Payment Orders

Under Revised section 4-403(a) “any
person authorized to draw on the account”
may stop payment on any item drawn on
that account. The 14 day and six month
limitation periods for oral and written
orders are reworded but essentially remain
the same.!'® The revision added language
clarifying that recoverable losses for viola-
tion of a valid stop payment order may
include damages for dishonor of subsequent
items under Revised section 4-402,120

A new Comment 1 to Revised section
4-403 states that the customer’s stop pay-
ment order must provide sufficient infor-
mation to allow the bank to identify the item
with reasonable certainty using existing
technology. Money orders are defined as
checks at Revised section 3-104(f), clarify-
ing that they are subject to a stop payment
order by the purchaser. Compare supra Part
ILH., regarding cashier’s checks.

IV. Operational Issues Relating
to the Enforceability
of Instrumenis

A. Determining Who is Entitled
to Payment:
Ambiguous, Iimposter, and
Moultiple Payees

Several new provisions in Revised Article
3 resolve practical issues that banking in-
stitutions must deal with on a regular basis.
For example, Revised section 3-110(a)
provides that “an instrument is payable to
the person intended by the signer even if that
person is identified in the instrument” by a
different name.'?? Thus where a check is
payable to “John Smith,” and more than
one person of that name seeks payment, the
check is payable to the party intended by the

119, Revised § 4-403(b). See afso Miller & Harreil, supra note 10,
para. 9.02[4]: infra Part X1,

1220, See Revised § 4-403(c).

121, Thisshould be read (o undermine cases like Pasr v. Sceurity Nar'l
Bank, 680 P.2d 648 (Ckia. Ct. App. 1984) ($.50 crror in
custrmer’s stop payment order did nol excuse bank’s failure 10
stofy payment. despite fact thut bank’s computer system required
the exadt amount), at least where the customer knows or has
agreed that the stop order must contain the exact amount, The
best solution is a clear disclosure and agreement between the
parties. See afvy discussion fafrz at Part X.0.

122, Where mare than one person signs, “the instrument is payable W0
any person intended by one or more of the signers.” Revised
§3-110ta).

drawer.' However, if the check is issued to
someone else, posing as the intended payee
(an “imposter payee™), the imposter’s in-
dorsement will be effective in favor of any
party who, “in good faith, pays the instru-
ment or takes it for value or for collec-
tion.”'2* There is a similar rule for instru-
ments payable to fictitious payees.!2s

If an instrument is payable to multiple
payeesin the alternative (e.g., “John or Jane
Smith™), it may be paid or negotiated or
enforced if indorsed by either of such
parties.’? If an instrument is payable to
multiple payees not in the alternative (e.g.,
“John and Jane Smith™), it may be paid,
negotiated, or enforced only if indorsed by
all such parties.!?” If the instrument is
ambiguous in this regard (e.g., it is payable
to “John and/or Jane Smith™), it is deemed
to be payable to the named persons in the
alternative. 128

B. Determining Who is
Entitled to Payment:
Instruments Payable to
Account Numbers,
Organizations

If an instrument is payable only to an
account number, it is payable to the person
to whom that account is payable.!2® If it is
payable to an account number and a person,
it is payable to that person regardless of
whether he or she owns the account.!3

123, See Revised § 3-110, Comment 2.

124, Revised § 3-404¢a); Old § 3-905 is similar. See afvo Miller &
Harrell, supra note 10, para. 7.03{3]¢]. In Newport Stee] Corp. v.
Thompson, 757 F, Supp. 1152{D. Colo. 1990}, checks normally
were made payable (o a manufacturer, One was instead made
payable Lo the supplier who arranged (he shipments. When the
supplier deposiled the check, it was alleged that this constituted
conversion of the manufacturer’s fums, The court disagreed.
helding that since the check was made payable to the supplier it
was (he supplier’s property. Newpor i cited with approval in the
1992 Annual Survey, supra now 4, 1564, See also infra Parl
YA

125 See Revised § 3-404(h).

126, Revised § 3-110(d), Old § 3-116¢a). Although this example
describes two joint payees, the rule also apptics if there are more
than two such payees; the instrument may be negotisted or
enforced by any one or more of them.

127, Revised § 3-110(d); Old § 3-116¢b).

128.  Reviscd § 3-110(d) and Comment 4. Cf C.H. Sanders Constr. Co.
v, Bankers Trust Co., 123 A.D2d 251, 506 N.Y. §.2d 58 (N.Y.
1986). See afso Miller & Harrell, supra note 10, at 2-55 n. 262.

This revision would have been very helpful in Van Lunen v.
State Central Savings Bank, 751 F. Supp. 145 (S.D. lowa 1990},
where wo payees were named on two separate lines, creating an

ambiguity as 1o whether the instrument was payable to either or
only lo both payees. Fhe court concluded they were joint payees; "

under Revised Article 3 an ambiguous instrument is to be Lreated

as payable in the allernative. Fan Lunan is noted in the 7992

Annyal Survey, supra note 4, at 1560,
129, Revised § 3-110{c)(1).

130. K. See also Miller & Harrell, supra note 10, para. 2.02{7b), para.
3.02(3)bljii], end para. 60361,
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If an instrument is payable to a trust or
estate, or a person as trustee or other
-representative of a trust or estate, the in-
strument is payable to the trustee or repre-
sentative (or a successor) regardless of
whether the beneficiary or estate is nam-
ed.!¥ If an instrument is payable to a party
as agent, it can be paid to the agent, or a
successor, or the person represented.'32 If it
is payable to a fund or organization that is
not a legal entity, it may be paid to any
authorized representative of the members of
the fund or organization.!® If payable to an
office or person describéd as an office
holder, it may be paid to the incumbent of
the office or a successor.!%

C. Other Rules Governing

Interpretation, Liability,
Payment, and Ambiguities

As before, where an instrument contains
contradictory terms, “typewritten terms
prevail over printed terms, handwritten
terms prevail over printed terms, hand-
written terms prevail over both, and words
prevail over numbers.” 135

Two or more persons who sign an in-
strument in the same capacity as makers,
drawers, acceptors, or indorsers are jointly
and severally lable in that capacity. Such
parties have a right of contribution against
 their co-obligors, in the event that one party
- discharges the debt owetiby all. BéInsucha
-case the discharge of one co-obligor by the
holder or owner of the instrument does not
- discharge the liability of that party to the
“. other co-obligors by way of contribution.13

131, Revised § 3-110(c)(2)(1). Cf Old § 3-117th). See abse supra Part
[LB. {notice of breach of fiduciary duty).

. 132, Revised § 3-110(c)(2)(ii). & Okd § 3-117fa).

133. Revlaed§3 llU(L)(?)(lll) SeeMiller & Harrell, supra note 10, at
! 2561, 2

. Rcwch§3 Ilﬁ(c](Z)(lv) SeeMiller & Harrell, swpranote H,at
2560

. Revised § 3-114; OIld § 118(b), {c), and (c). On ambiguities
generally, see Miller & Harrell, supra note 10, para. 2.04[1]. Cf
Galatia Community State Bank v. Kindy, 821 §.W.2d 765 (Ark.

1991 ){chﬂ.kvwrlllng machine amDunt mntrols over handwnm&n
. umber).

.. Rcmcd §3-116(a); O1d § 3 IIB(e) The instrument can otherwise
provide, however. See alse supra Part I). (personal liability for
signature in a representative capacity); and supm Parl D3
(overdmﬁ lmbality of joint | tenams) .

. . SeeRevised § 3- 1 16(b), Ghmcrv Edgc 165 5. E 2d 598 (Ga Ct.
App. 1968); Miller & Harrelf, Supra note 10, para. 2. 04[1} An
- agreement can mherwnse prowdc See alio § 34!9(e)

. Revised§3-1 lﬁ(c), and Comment2 On disa.hargeof liability, see
generatly Revised Article 3, Part 6; Miller & Harrell, supra note
10, para. 6.93[6]1].

Between the parties to an instrument,
liability on an instrument may be modified
or discharged by a separate agreement
entered into as a part of the same transac-
tion.!* However, such an agreement will
constitute a “personal” defense that is not
effective against a remote holder in due
course. 14

As noted supra at Part ILA., revised
Article 3 contains a new statute of limi’
tions barringthe enforcement of most nows
after six years; most checks cannot be
enforced after three years.'¥! Certificates of
deposit cannot be enforced more than six
years after demand for payment has been
made1* An action to enforce such instru-
ments must be commenced within these
time periods or it is barred by law. The only
section bearing on these issues in the Old
Code is section 3-122, stating when a cause
of action accrues. As a result, under the Old
Code statutes of limitations outside Article 3
determined when an action was barred, 4
Whether Revised 3-118 may have retroac-
tive application or, like the substantive rules
of the Revised Code, only prospective
application, is determined by other law.

Revised section 3-119 allows a party who
is liable on an instrument to give notice of an
action against that party to any third party
who may also be liable (eg., a prior
indorser). In turn, such third party may give
similar notice to other persons who may be
liable (e.g, prior indorsers). If the notice
states that (1) the person so notified may
come in and assert a defense and (2) in the
absence of such defense the person will be
bound by the outcome as regards their
liability, the person so notified will be bound
by the results of that action,

139. This also may occur under an unrelated agreemeny il there is
reliance on the agreement. Revised § 3-117;01d § 3-119; Miller &
Harrell, supra note 10, para, 2[}2[3][h§u] Any parol evidence
rule apphcable ouwlds Article 3 s applicable to such an
agreement o

‘140, | _'Re\uscd §§ 3. 11‘? 3 305(3)(2) (b); Old § 3-119(1).

141,  Revised § 3-118. Sec.also Miller & Harrel, supra note 19, para.
LU 03['."], chscussmn Supra Part IH, A ,and supra Part HLD.2.

142, Revised § 3- llB(c)

143, - See, 2.8, (O'Neill v. Steppat, 270 N.W 2d 375 (5.D, 1978), Miller
& Harrell, supra note 10, para. 7.01{1Ya].

V. Indorsements
A. Types of Indorsements

Four types of indorsements are recog-
nized in the Revised Article 3: blank in-
dorsements, special indorsements, anomal-
ous indorsements, and restrictive in-
dorsements.!# A blank indorsement occurs
~hen the indorser merely signs the in-
dorser’s name without adding any addition-
al language; this will convert an “order”
instrument {one payable to the order of a
named payee or indorsee) into “bearer”
paper subject to negotiation by transfer of
possession alone.!45

A special indorsement is one that makes
the instrument payable to a particular party,
thereby retaining the “order” character of
the instrument and requiring a subsequent
indorsement by the named party as a
prerequisite to subseguent negotiation of the
instrument.!* An anomalous indorsement
is one by a party outside the chain of title to
the instrument; by one not a holder. The
effect is to make such a party liable as an
indorser and to create a presumption of
accommodation status.!47

A restrictive indorsement is not effective
to restrict payment to a specified party, but
may qualify or restrict payment to a speci-
fied class of transactions, for example by
using words such as “for deposit,” “for
collection,” or “pay any bank” (all designed
to restrict subsequent negotiation to the
banking system).8 Any person other thana
bank who purchases an instrument so re-
stricted may be guilty of conversion,'* and a
depositary bank may be guilty of conversion
if it pays the instrument in a manner
inconsistent with the restrictive indorse-

144.  See Revised UCC §§ 3-204, 3-205, 3-206. “Indorsement” and
“indorser™ are defined at § 3-204. Ser also Miller & Harrell, supra
note 10, para. 3.02[3}, para. 4.06.

145, Revised § 3-205(b); Miller & Hameli, spra note 10, para.
3.02(3]ci]

146.  See Revised § 3-205(a); see ol Revised §§ 3-103{=)(0), 3-
104{a¥ 1} and {c), 3-201 (b} Miller & Harrell, supra note 10,
para. 302[3ge]fi]

147, See Revised § 3-205(d) and Comment 3, Revised § 3-419(c);
Miller & Harrell, supra note 10, para. 3.02[3)biv], para. 5.01,
para. 5.02.

148.  See Revised § 3-206 and Comment 3, Revised § 4-201{b) and
Comment 7; Miller & Harrefl, supra note 10, para. 3.02[3 [c][iid],
para. 8.0-4[3][g]; Leghigh Presbytery v. Merchants Bancorp., Inc.,
600 A.2d 593 (Pa. 1991).

149.  See Revised § 3-206(c)(1) and Comment 3. On conversion see
Revised § 3-420. See alsa Miller & Harrell, supra note 19, para.
3.023Yc][ii][B). Regulation CC also restricts ransfer or negotia-
tion ‘of a4 check owtside the banking system, once it has becn
indorsed by a collecting bank. See i this Part.
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ment.'¥ However, a payor bank not the
depositary bank and any intermediary bank
“may disregard the indorsement and are not
liable if the proceeds of the instrument are
not received by the indorser or applied
consistently with the indorsement,”t5!

Moreover an indorsement that places a
condition on subsequent transactions is not
effective to prevent subsequent transfer or
negotiation of the instrument and does not
affect the right of the indorsee to enforce the
instrument.’>? For example, an indorsement
that limits payment to “A only” is not
effective to preclude A from indorsing to
another party or to prevent that later party
from taking by negotiation,15? Similarly, an
indorsement conditioning payment upon
compliance with a condition or contract is
ineffective, !

Under Federal Reserve Regulation
CC,'% once a check has been indorsed bya
bank, only a bank may be a holder of the
item, until and unless the check is returned
to the owner who deposited the check or
initiated collection or has been specially
indorsed by a bank to a nonbank party,156
This is designed to provide the equivalent of
a restrictive indorsement {limiting sub-
sequent negotiation to the banking systen)
once a check has been indorsed by 4 bank
without the need to clutter the back of the
check with restrictive indorsement lang-
uage."” Thus, once a check has been in-
dprsed by a bank, it is unnecessary (and a
ylo]ation of Regulation CC) for subsequent
mdorsements to contain restrictive language
in order to restrict negotiation to the bank-
Ing systermn, 158

150 See Revised § 3-206{c)i2).(3)and C i
e §3-2 L (3)and Comment 3: Miller &
s note 10, para. 3‘02[3]{c][iii][ﬂ], par;t-, 8.04[3IH;}I{4].HMML

151 Revised § 3-206{c)(4) and C cat 3 Mi
note O, para, 3023 e [{Bo].mnlmr Ml Tl e

152 Revised § 3-206(a). (b); Mi
_1,{]2{3}[(:][|||][B[‘ . (bY Miller & Harrell, Stirg note 1), para,

1S3 Revised § 3-206, Comim L2 Miller :
o 3,{)2[3][c]{u‘.‘][;\]‘ ettt 2 Miller & Harrell, supra nole 10,

154, See stpr this discussion.
IS5 12CFR. Parr 229,

156, 12 CFR, § 22935(¢): M E
804[3]&]{4] A5y Miller & Harrell, sypra note 10, pare.

YT See Federal Reser i
al Reserve Repyia :
and discussion Infra Farctg;j’i.#mn e CUmme”my e
PSK I One Tesult s 1o sinplify the
check, See iy nfra Pag( VO,

indorsernent il on the baclk of 2

B. Missing Indorsements —
Depaositary Banks

Asnoted supra at Parts TILA_ and[ILC.1,
old section 4-205 provided the depositary
bank authority to supply missing customer
indorsements on iterns taken for collection,
Questions remained, however, as to whether
such an indorsement would satisfy the re-
quirement at Old section 3-202(1) and (2) for
an indorsement “by or on behalf of the
holder,” so as to confer holder status on the
bank (thereby laying the foundation for
holder in due course status under section 3
302). There was also a question s to the
effect of section 4-205 in cases where the
bank could have supplied the missing in-
dorsement but failed to do so. Under the Old
Code at least one case held that section 4-205
superseded section 3-202 as to these issues, so
that the bank could claim holder status
despite the lack of an indorsement.!®

Revised section 4-205 affirms this view,

by allowing the depositary bank to be a
holder of any item delivered 1o it for
collection, if the customer delivering the
item to the bank was a holder, whether or
not the customer has indorsed the item. The
revision specifically provides that this is
sufficient to make the bank a holder, and
thus it may qualify as a holder in due course,
if the other requirements of section 3-302
are met.!® There is no reason to deny the
bank holder status or to force it to inspect
each item for an indorsement, as this would
only slow the bank coltection process to no
apparent purpose. As discussed supra at
Part ILB, the Revised Code recognizes this,
once again illustrating its intent to remove
unneeded barriers to efficiency and auto-
mated processing.

C. Indorsements by Banks

As noted supra at Part V.A., Revised
section 4-201(b) carries forward the time-
honored rule that a restrictive indorsement
such as “pay any bank” or the like precludes
any party other than a bank from acquiring

158, Bowling Green, Inc. v. State Streat Bank, 425 F.2d B (15t Cir.
1970). See alse Madern Papmient Systems, first edition, supra note
33‘[ ul]%li (nmlg%]cascs to the contrary): Milter & Harrell, supra
note 14, para. 8.01[1{a]j tnoting impact of isiony;
Pars LA an 1) 0% PG O the rvision): supra

160, Revised § 4-205(1); see Supra the preceding note.

the rights of a holder, unless the item is
returned to the customer who initiated
collection or is specifically indorsed by a
bank to a non-bank party.!s! The effect is to
limit negotiation to the banking system once
the item is so indorsed, subject to the stated
exceptions.

As noted in Comment 7 to Revised
section 4-201, Federal Reserve Regulation
CC also governs bank indorsements, 62
Regulation CC section 2293 provides
standards for indorsement of jtems being
processed for collection through the bank-
ing system.!s> Subsection 229.35(c) pro-
vides a rule somewhat similar to ucc
section 4-201, except that under Regulation
CC a bank’s indorsement per se restricts
subsequent negotiation to the banking sys-
tem (subject to the same two exceptions),
whether or not restrictive language such as
“Pay any bank™ or the like is added.
Specifically, Regulation CC provides:

(¢} Indorsement by a bank: After a
check has been indorsed by a bank,
only a bank may acquire the rights
of a holder . , . 164

The result is that a bank need not include
restrictive indorsement language, such as
“Pay any bank,” in order to restrict sub-
sequent negotiation to the banking system.
Indeed, Appendix D to Regulation CC,
setting forth specific indorsement standards,
prohibits the use of such langauge in the
indorsements of subsequent collecting
banks.'$s The apparent purpose is to limit
the content of collecting bank indorsements
to essential information so as to make that
information more readable 1%

161 See Revised § 4-201(k), and Comment 7; Oig §4-201
34 X i §4-201(2), and
Comment 7; Miller & Harrell, supra note 10, para. 30213 c)iii],
and para. 8.04[3Ye¥4). See also discussion of Regulation CC.
Infre this Pari,

Regulation CC, 12 C.FR, Pan 229, implements the federal
Expedited Funds Availability Act, 12 US.C. §§ 40014010
{99 1) Sez generally Miller & Harrell, supra note 10, para. B.04;
Conni L._Aiien, New Rudes Goeverning Colfection and Payment of
Cheeks in the Banking Spstens: fmpart of Regulation €C, 47
Consumer Fin. 1., Rep. 129 (1993},

163, This is part of Regulation CC, “Subpart C - Collection of
Checks.” The scope of Subpart € is limited w checks being
callected tarough the banking system, See 12 CFR §229.1(543). .

12 C.F.R. § 229.35(c); Miller & Harrell, supra noe 10, para. -
S04[31)1); Allen, suprz note |62 ’ R

185, See Regulution CC, Appendix D, Para. 2. :
166. ‘S:'; Regutation CC Commentary § 229.35(c). Seealso supra Part

162,
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As to checks being collected through the
banking system, then, Regulation CC pre-
empts use of the traditional “Pay any bank”
indorsement language by intermediary
banks. However, as noted, Regulation CC
applies only to checks being processed for
collection or return by banks.'$? Therefore,
restrictive indorsements such as “Pay any
bank™ or “for deposit only” are still per-
missible and may have utility for purposes
of protecting holders of checks not yet being
processed by a bank, as well as for non-
check items being processed by banks,

VI. Secondary Liability of
Indorsers and Drawers

A, Basis of Liability on
the Instrument

Revised Article 3 carries forward the
basic rule that a person is not liable on an
instrument unless that person has signed
it.18 However, the converse of this is thata
person who signs an instrument is Hable on
- the instrument in the capacity in which the
- person signs.'® This is important to a
financial institution taking an item for de-
~posit or collection, as the item may be
returned unpaid by the payor, leaving the
bank as holder of the item with need of
recourse against the parties lable on it.!1?
This liability, and the ability of the holder
bank to pursue it, may depend on (1) the
capacity in which each potentially liable
party signed the instrument, (2) the statu-
fory prerequisites to enforcing that liability,
(3) any defenses or preclusions available,
and (4) whether the institution has holder in
due course status. Some exceptions and
qualifications will be discussed below, then
the first two factors will be analyzed infra

167. 12 CF.R. § 229.1{b}3).

. Revised § 3401(a). The coroltary is that a drawee hank fs not liable
an an instrument unless it has accepted it. It also is Kable for final
payment or vidue defay. See Revised §§ 3-409, 4-215, 4-202; First
Nar'l Bank of Mocona v. Duncan Sav. & Loan Ass'n, 656 F. Supp.
358 {W.D, Okla. 1987),a'd 957 F.2d 775(10th Cir. 1992}, Sabin
Meyer Regional Sales Corp. v, Citizens Bank, 502 F. Supp. 557
(N.D. Ga, 1980); Miller & Harmell, supra note 10, para, 4.02.
. However, Agostino v, Monticello Greenhouses, Inc., 560 F. Supp,
S5TIND. App, Div. 1990}, eflowed recovery for wrongful dishozor
-by a noncustomer, on commen faw grounds. See afse Revised §
4-402, Comment 3, Agostino is noted in the 1992 Annual Survey,
:supra note 4, at 1568,

. Revised §§ 3-404{a), 3409, 3413, 3414, 3415, 3-91%b}. “Signa-
tore” is defined broadly to include any mark or symbol executed or
adopled with an intent to authenticate a writing, Revised § 34011 (b),
i§ 1-20[{39). For the implications relating 10 2 bank’s Kability on a
:cashier's check or other bank checks, see fyfig Pans B asnd X

“Holder status is determined under Revised §§ 1-201, 3-104, 3201
-and 4-205. The holder may then qualify for the benefits of kolder in
‘kae course status under §§ 3302 and 3-303. See alo Revised §§
4-210,4-211 {holder in duc covrse siatus of collecting bank)y; Miller
& Harrell, supra note 10, para. 3.03. As noted supre, the likelhood
-of this issuc arising is somewhat increased as a result of Regulation
CC. See Allen, supra note 162,

this Part. The remaining factors will be
discussed further infra at Parts VII - IX,

There are five statutory exceptions to the
rule at Revised section 3-401, providing that
one is not liable unless that party has signed
the instrument. In other words, these are
instances where a signature by one person
may be effective as the signature of another
who did not sign the instrument;

1. A person is liable for any signature
by an authorized agent;!”!

2. An unauthorized signature will
become effective if ratified;!”2

3. Revised Article 3 provides a series
of specific rules making unauthor-
ized indorsements valid. For ex-
ample, an employer may be held
liable for an unauthorized in-
dorsement by an employee;!”

171, Revised §§ 3-401(h), 3-402; Miller & Harrell, suprz note 10, para.
5.03[2), [3]; supra Part ILD); and Witten Productions, Inc. v.
Republic Bank & Trust Co., 401 S.E.2d 388 (N.C.Ct. App. 1991)
(forgeries by promaler constituted valid indorsernents because
promoter obtained checks as agent of payees).

172, See Revised § 3-403(a); Eusler v. First Nat'l Bank, 639 P.2d 1245
{Okla. 1982} (customer ratified unauthorized sipnature by advising
bastk not te pursuc remedies against forgery; W.R. Grimshaw Co. v.
First Naticnal Bank & Trust Co. of Tulsa, 563 P.2d 117 (Okla.
1977y Miller & Harrell, supra note 10, para. 402[2b].

[n Poliesv. FDIC, 749 F. Supp. {36 (N.D. Miss. 1550}, the bank
<laimed that a customer ralified an unauthorized indorsement by his
former spouse because the cuslomer waited two and a hall years
Tefore natifying the bank. The court held that mere passage of time is
ot sufficient to constitute ratification. But in Union National Bank v.
Daneshvar, 806 8.W .2d 567 (Ark. Ct. App. 1991}, a bank customer
notified the bank of a possible forgery of checks on her aczount, then
declined tosign a forgery affidavit because she wasn't sure, Sixweeks
inter she confimed the forgery (by her husband) and signed the
alfidavit, but by then the forger had escaped. A jury verdict for the
customer was caused on appeal and remanded for determination of
the: foss reversed the customer's comparative fault, Poffes and Union
National Bank arc noted in the {992 Annual Survey, supranate 4, at

1564-66, which states that Professor Henry J. Bailey 1 believes that
the latter case illustrates the new approach of Revised Asticle 3.

173, Revised § 3406¢b); Millr & Harreli, supra note 10, para.
703(3Yckit). See also supra Part ILF, and the rules goveming
imposter and fictitious payees at Revised § 3-404¢a), (b). See, eg.
Valley Ban v, Monarch Investment Ce., 500 P.2d 634 ([dah 1990)
(imposter payes rule did net cover impersonation of apency undder
Old § 3-404; Revised § 3-404(a) is broader and would cover this
situation). See alse supra Part YV.A. Revised §§ 3-404(b} und
3-405(b} also cover the “padded payroll™ cases, where a payroll
check is improperly issued 104 real or fictitious employee, or where a
check is improperly issued toa reator fictitious supplier/creditor of a
business. S2¢ Revised § 3404, Comment 2 and Revised § 3405,
Comment 3; C.A LS, Inc. v. Worth, 813 5.W. 2d 12 (Mo. C1. App.
1991) (padded payroll involving forged indomsement of cashier's
check), Winen Producitins, Inc, 401 5.E. 2d 388 (noted Stepra al
note 171} discussion sepra Part [LF; infre note 178,

The large number of recent cases involving alleged misappropria-
tion of Fands by trusted employees or agents suggestsa major role for
Revised § 3-405. Ses, e.g;, I re Lou Levy & Sons Fashions, Inc., 988
F.2d 311 {2d Cir. 1993); J.W. Reynolds Lumber Co, v. Smackover
State Bank, 836 8.W. 2d 853 {Ark. 1992); Oswald Machine &
Equip., Inc. v. Yip, 13 Cal. Rpir, 2 193 (1992), rehearg. denied;
Fred Brunoli & Sons Inc. v. United Bank & Trust Co., {991 WL
162187 (Conn. 1991); Acrometal Companies, Inc. v. First American
Bank of Brainerd, 475 N.W.2d 487 (Mizn. App. 1991); O'Mara
Enters,, Inc. v. Heritage Bank, N.A,, 1992 WL 198078 (Ohio Ct.
App. '1992); 1.ehigh Presbytery v. Merchants Bancorp. Inc., 600
-A2d 583 {Pa.; 1991); O'Mara Eaiers, fnc. v. People’s Bank of
Woirton, 420 SE. 2d 727 {(W. Ya. 1992); O'Petro Ambassadar

.“Financial Services, Inc. v. Indiana Nat'i. Bapk, 591 N.E. 2d 1064
.(ind. App. 1992): While the results might or might not change, most
if notall of these cases would involve an anatysis under § 3-405(b) of
Revised Article 4. The resulls in Lou Leyy & Sons and Wikien
“Produciion tikely would be affected by application of the compara-
tive nepligence standard. See alse fnfra notes 178-181 and accom-

panying text.

4. A person whose negligence has con-
tributed to the making of a forgery
or alteration may be precluded from
asserting that forgery or alteration
against & person who, in good faith,
pays the instrument or tzkes it for
value for collection;!™

5. A bank customer who fails to
examine his or her bank statements
and to notify the bank of an im-
proper {e.g. forged or altered) item
may be precluded from asserting
the impropriety against the bank. 175

Under Old Article 3, these exceptions (to
the extent recognized - No. 3 above, for
example, contains new provisions, although
these are consistent with general principles
embaodied in prior law) had an all-or-nothing
effect on liability; if the exception was trig-
gered but the other party was negligent in a
way that substantially contributed to the loss,
the party whose liability was affected was not
liable even though he or she had been substan-
tially negligent.!” Under Revised Articles 3
and 4 this allocation of loss may be qualified:
If the holder seeking enforcement of the in-
strument failed to exercise ordinary care!”
and that failure substantially contributed to
the loss, the loss instead may be allocated
between the parties on the basis of the extent
to which the failure of each party to exercise
ordinary care contributed to the loss.'™®

i74. Revised § 3-406(a), Miller v. Harrcll, supre note 10, para.
7.03[3cii]. However, il the bank was also negligent il may he
unable to assert this preclusion. under old Asticle 3. In Webh Carter
Construction Co. v, Lovisiana Central Bank, 922 F.2d 1197 {5th Cir.,
1991)the bank was unable to assert the proclusion under old § 3-406
because the bank was negligent in cashing corporate checks for an
empleyee not authorized to do se under the terms of the corporate
resolution on file with the bank. In £ re Lou Levy & Sons Fashions,
Inc., 988 F.2d 311 (2d Cir. 1993), the depositary bank was barred
from asserting a preclusion under Old §§ 3-404 or 3-406, despite the
employer's alleged neglipence in failing to detect the scheme, because
the bank was assumed to be in the best position 1o prevent the fraud.
As discussedd fnfra this text, under Revised § 3-406 the loss insuch a
vase would be proportioned on the hasis of comparative neglipence.
See infre note 178 and zccompanying lext.

175, Revised § 4406, discussed infra at Part 1X.

176, See cg., Old §§ 3-405 and 3-406. For example, in American Tile
[ns. v. Shawmut Bank, 812 F.Supp. 301 (D.R.1. 1993), the court
held that the drawer's neghigence was excused bocause the payor
bank paid on a forged indorsement, The court held that the bank
[ailed to exercise reasonable commercial standards because it did not
have 4 forgery-detection procedure. See elio Lou Levy & Sons, 988
F.2d 311, and discussion supra note 174.

177, Defined at Revised § 3-193(aX7) to include observance of reason-
able comrnercial standards. This does not necessarily require the
bank to sight examine each item for forgery or aiteration. See supra
Parts IILB.R and ITLC.2; infre Parts TX and X,

178.  This only applics to paragraphs three through five in the text above.
See Revised §§ 3-405(k), 3-406(b), 4-406{c). For these circum-
stances, the revisions create a comparative negligence standard for the
imposter or-fictitious payec, and “padded payroll” Lypes of cases
noted supra at tote 173; the ratification rules at Revised §§ 3402 and
3403 (paragraphs one and two in the text above) do not incorporate
the comparative negligenve concept. For an example of the impact of
a comparative negligence standard, see Union Nalional Bank v,
Daneshvar, 803 $W 2 567 (Ark. Ct. App. 1991), noted in the

1992 Annad Survey, supra note 4, at 1566,
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A word more about the imposter and
fictitious payee and padded payroll rules at
Revised sections 3-404 and 3-405.'™ The
imposter payee rule provides that a person
issuing an instrument to an imposter
payee'® thereby authenticates the impost-
er’s indorsement as against a person who in
good faith pays the instrument or takes it for
value or collection, While this does not
create liability for anyone who would
otherwise not be liable on the instrument, it
precludes the issuer of the instrument from
defending against liability on grounds of an
unauthorized indorsement. In effect, the
issuer who is duped by an imposter cannot
shift the resulting loss to an innocent holder
or payor of the instrument. There is a similar
rule in Revised Article 3 covering instru-
ments issued to fictitious payees or improp-
erly issued to a real payee.!8!

Note that revised sections 3-404, 3-4(3,
3-406, and 4-406 are consistent in that all
preclude a party, whose failure to exercise
care (as defined therein) contributed to the
loss, from asserting a forgery (or in some
cases an alteration} against an innocent non-
negligent party who took or paid the in-
strument for value and in good faith.1¥2 In all
four instances such a preclusion can be
mitigated by a showing that the person who
took or paid the instrument failed to exercise
ordinary care in doing so, in which case, if
that failure substantially contributed to the
loss, liability will be apportioned on the
basis of comparative negligence !5

In addition, a bank customer cannot
recover for improper payment of an item
where that payment discharged a lawful

179, The imposter payee rule is largely carmied over from Okl § 3-405,
though the scopke is expandled 1o cover one posing as an agent of the
payee. See Revised § 3404, Comment |; Miller & Hasrell, suprar
note 10, para. 703[3cYi]. Revised §§ 3-404ib) and 3-405(h) also
cover cases where a check is improperty issued to a person not
entled te receive i, perhaps as part of a scam intended (o defrand the
issuer, and ther is passed 1o an innocent party. See Revisod § 3-404,
Comraent 2,and Revised § 3405, Comment 3. Such innocent party
may qualify s & holder in due course, despite the impastess
indorsement. See, £.¢.. Derrico v. Bungee [ntem. Mig. Co.. 989 F.2d
247 (7t Cir, 1993, See alse supra notes 173 and 178,

180.  One pusing as someone else, or in league with an imposter. See
Revised § 3-404, Comment 2; C.4.L, B13 SW.2d 12 (padded
payroll and conspiracy). See also sipre notes 173 and 178

181, Revised §§ 3-404¢b) and 3-405ch).

182, “God faith™ and “value” are defined aurevised § 3103034}
* *Good faith’ means honesty in fact and the obsevance of
reasonable commercial standards of fair dealing."} and § 3-303,

183, Ser, e.g.. Miller & HarreR, supra note 10, para. 9.03{4)c]: Union
National Bank v. Daneshvar, 803 §.W.2d 567 {Ark. C1. App.

1991} (compasative neglipence illustrated under nonuniform
Arkansas statute),

debt of the customer.'® Finally, where a
person signs an instrament only as an
“accommodation”!® to another party, that
person is liable in the capacity in which the
person signs, except that the person may
have the benefit of certain “accommodation
party” defenses that will affect that liabil-
ty. 196

B. Nature of Liability of
Indorsers and Drawers

Drawers and indorsers are secondarily
liable, in the sense that each engages to pay
the instrument, but only if someone else
does not.’¥ Generally this and any other
conditions, or prerequisites to liability, are
similar for both drawers and indorsers,
although the ramifications of the failure of a
condition are quite different, as it is more
difficult for a drawer to be discharged as a
result of a failure of a condition than it is for
an indorser to be discharged in the same
circumstances.'#

Generally there are three prerequisites or
conditions necessary to enforce the liability
of an indorser: (1) The instrument must be
properly presented (to the maker or
drawee/payor), (2) it must be dishonored
(by nonpayment), and (3) the indorser must
be given proper notice of the dishonor.!®
The drawer of a draft is obligated to pay the
draft upon its proper presentment and
dishonor.!*

184, See e.g., Cooper v. Stockyards Bank, 644 P.2d 123 (Okla. App.
1981y, Lehigh Presbytery v. Merchant Bancorp., Inc., 600 A.2d
593 (Pa. 1991); Ambassador I'inancial Services, Inc. v. Indiana
Nat'l. Bank. 591 N.E. 2d 1061 (Ind. App. 1992): [XI Labora-
torics, Inc. v. First Bank, N.A.. 483 N.W.2d 84, 17 UCC Rep.
Serv, 2d 520 (Minn. App. 1992},

185, See Revised § 3-419(a). In eflect this means the person is signing
it owder 10 benelit another pary (e.g., as surely or guarantar),
without direetly recetving the value or benefit given lor the
INSirUme.

136, See Revised §§ 3-419(c), 3-603, 3-305(d ) Miller & Harrell, supra
note 10, para. 5.02; supra Part 1LK.

187, See Revised § 3-414, 3-415. This rule does not apply (o the
drawer of a cashier's check or other drait drawn on (he drawer.
Such a drawer is subject (o primary liabifity, like the maker ol'a
note. See Revised § 3-412, See also Revised §8 3-312, 3411 and
discussion izfra at Pant X; Miller & Harrell, supra note 10, para.
9.01[4){d], [e] ' personal check is certified by the drawee bank,
the bank assumes the sole obligation to pay the instrument, and
the drawer is discharged from liability. See Revised § 3-414(c)
and supra Parts VIC and X,

188. See Revised §§ 3-414, 3-415, 3-501. 3-5302. Cf Revised
§§ 3-414¢f), 3-415(c). Sec discussion fnfra this text Miller &
Harrell, sipra note 10, para. 403 and para. 406,

189, See Rewised §§ 3-415, 3-501, 3-502, 3-503, and discussion infra
this text, Notall prerequisites apply in every case, The prerequi-
sites of presentment and notice of dishonor may be excused under
Rovised § 3-504, or Oldd § 3-51 1 Sew Miller & Harrell, sugra note
10, para. 4.06(21

190, Revised § 3-414(b); Miller & Harrell, supra nowe 10, para.
4.03{2Hu1. In some cases, notice of dishonor must also be given.
See Revisad § 3-503(z)
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Dishonor is defined at Revised section
3-502 to require prior presentment and non-
payment (and, in the case of an item
governed by Article 4, return by the payor
bank within its midnight deadline and the
rules governing payor bank accountability
at Revised sections 4-301 and 4-302).™
Additional conditions pertaining to the time
of presentment for checks are provided at
Revised sections 3-414(f) (for purposes of
the liability of drawers) and 3-415(e) (for
purposes of the liability of indorsers): an
indorser is discharged from liability if the
check is not presented for collection or
payment within 30 days of the indorse-
ment;'*2 the drawer may be discharged if the
check is not presented for collection or
payment within 30 days of its date, but only
if the drawee/payor bank suspends pay-
ments after that 30 day period and the
drawer is deprived of funds to pay the check
as a result.!??

Similarly, in order to hold an indorser
liable, notice of dishonor must be given
within certain time limits as a prerequisite (o
the liability of the indorser and in some cases
the drawer must be given notice of dishonor
as well. A payor or collecting bank has a
duty to give notice of dishonor within its
midnight deadline (the payor bank must do
50 by returning the item itself, unless the
itern is unavailable for return due, e.g., toa
truncation agreement).!® Other parties
must give notice of dishonor within 30 days
after receiving notice of the dishonor.!
Presentment, dishonor, and notice of dis-

honor may be excused or waived,s but
otherwise are prerequisites to the liability of
indorsers and some drawers.?’ Failure to
give notice of dishonor within the time
specified will discharge liabitity.!*® The re-
visions make it easier for nonbank holders
to preserve liability by increasing the time
for presentment (from seven to 30 days)and
the time for giving notice of dishonor (raised
from three to 30 days), but as before the
liability of the drawer generally will be
discharged by a delay only if the drawee has
suspended payments and this causes the
loss. 1

C. Impact on the Underlying
Obligation

Revised section 3-310 replaces old sec-
tion 3-802, generally preserving the old rule
but providing greater specificity. As before,
if a certified check, cashier’s check, or teller’s
check? is taken for an obligation, the
obligation is discharged as if paid in cash.2!
If an uncertified (ie. personal) check is
-taken for an obligation, the obligation is
“suspended” until the instrument is paid,
-certified, or dishonored.?? If the check is
‘paid or certified, this discharges liability for
the underlying obligation to the extent of the
“amount of the check.2%?

o If an uncertified check is taken for an
obligation, and the check is dishonored, ™

196, Revised § 3-504. See Miller & Barrell, supra note 10, para.
4.03[2][a][s] (Nabsitity of drawer} and para, 4.06[2]b] (liability of
indorser).

97. Revised §§ 3-501, 3-502, 3-503(a). See Miller & Harrell, supra
note 10, para. 4.06[1], [2].

. G Revised §§ 3-414(d), 3-415(c).

. See Revised 8§ 3-414(00. 3-4150¢c), (e): Mitler & Harrell, supra
nole 10, para, 4.03(2][1]fii] and para. 4.03[2]d).

. The sevision thus treats teller’s checks the sanic as cashier's checks
and other, similar bank obligaiions. Generally they were treated
the same as cashicr's checks under prior law, but it was necessary
for the cases o clarify this point. See, e.g.. Malphrus v. Home Sav,
Bank. 254 N.Y. 5.2d 980 (Co. Ct. 1965); Revised § 3-104(h)
defines “Tellers check™ as a draft drawn by a bank on another
bank or payable at or through a bank, and Revised Article 3
" generally treals ellers checks like cashier's checks as illustrated by
Revised § 3-310, Bief of, Revised §§ 3-312, 3411, 3-412,3-414,
and see discussion fka Part X: Miler & Harrell, supra note 10,
para. 9.01[4][d}.

See Revised § 3-310(a); Ofd § 3-802(1)(a): Miller & Harreli,
ra note 30, para. 701[1].

Revised § 3-310(b)(1); ¢f. Ol § 3-802(1)(h). Miller & Harrell,
supra note 10, para. 7.01{1}c],

191 Spe Revised § 3-502(b). Proper presentment is defined a1 Revised
§ 3-501. See, Miller & Harsell, stgra note 10, para. 4.03[2]a{].
para. 8.03, and para. §.04[3][i1.

192.  Revised § 3-415(e). This time limil is expanded from scven days
under Old § 3-503(2)b), thus reducing the lkelihaod that
indotsers will be discharged in most cases. See Miller & Barrell,
supre note 10, para. 4.06[2}a].

193, See Revised § 3-414¢0), Miller & Harrell, supra note 10, para
4.03[2§d]i] Despite (he exlension of the time limil from scven B
30 days for indorsers, il remains more Tikely that an indorser will
be discharged than the drawer. For example, presentment mere
than 30 days after the indorsement, alone, may discharge [h_e
Tizhility of the indorser, while the drawer will be discharged onl
the payor bank suspends payments. ’

194 Revised §§ 3-503(c}, 4-104()( 10). 4-3C1. The depasilary bank ¥
a collecting bank unless it is also the payor bank. See Revised
§ 4-105(2). {3}, (5). A failure to meet this requirement does not,
however, preclude chargeback 1o the customer’s account
collecting bank under Artticle 4. though the bank may be liable for
demages resuiting from the delay. See Revised §§ 4-214, 4-202,
4-109, 4-103¢e ), Miller & Harrell, supra note 10, para. 4.06{2fal
The liability of a drawee/payor bank in these circumstances 18
governed by Revised §§ 4-215. 4-301, and 4-302, and
somewhal more absolute though sill subject (o exception
Miller & Harrell, supre note 19), para. 4.06[2]a)

195, Revised § 3-503(c). This is up from three days under od
§ 3-508(2).

Revised § 3-310¢b) (1). Discharge of liability on the instrument by
any other means also discharges the underlying obligation to the
c exlent. as under the Old Code. although the revision does
not specifically say so. See infra Pant VI E.

nera iy dishonor cccurs il proper prcscmmcm. is made and the
nstrument is not paid. See Revised §§ 3-501, 3-502; Miller &
Harrell, supra note 10, pera. 4.03[2][a] and 4.06[2][2].

then suspension of the obligation terminates
and the person who took the check in
payment (the obligee on the underlying
obligation) may enforce either the obliga-
tion or the liabilitics on the instrument, 2 if
that obligee is both the person to whom the
obligation is owed and the person entitfed to
enforce the instrument.2® If the obligee is 4
depositary or intermediary bank, and it has
met the conditions to invoke the liability of
indorsers, it may proceed to collect from the
indorsers pursuant to their liability on the
instrument. Alternatively (again assuming
the bank has retained possession of the
instrument and is a holder or is otherwise
entitled to enforce the instrument) the de-
positary or intermediary bank may seek
recovery from the drawer as a result of the
drawer’s liability on the instrument, or may
charge-back the item to its customer’s
account and, if this results in a deficit
balance (commonly called an “overdraft™),
that can be recovered from the customer.
These matters will be discussed further infra
at Part VIILB.

D. Impact of Liability on The
Instrument On Rights of
Collecting Banks

As noted, in limited circumstances if a
check has not been presented for payment
or collection within 30 days after its date,
the drawer may be discharged from liabil-
ity. 207 If the instrument is not presented or
collection initiated within 30 days of an
indorsement, the indorser will be dis-
charged 208

Any of these time periods may affect the
ability of a collecting bank to collect an
instrument that it cashes or takes for deposit
or collection.® While a collecting bank
normally will qualify as a holder in due

203, See generally Revised § 3-414 and Miller & Harrell, supre note
10, para. 403 (lisbility of drawer). § 3-415 and Miller & Harrell,
supra note 19, para. 4.06 (iiability of indorsers).

206. Revised § 3-3L0¢bj 3% Miller & Marrell, supry note 10, para.
701 ]and 7.03[3][a].

207, See Revised § 3-414(0). and discussion supre at Part VLB, The

drawer. will ‘e discharged only il the drawee has suspended

- payments. fd; see genergify Miller & Harrell, supra note 10, para,
406, i :

208. See Revised § 3-4i5(e} Miller & Harrell, supra note 10, para.

209. . Reguiation CC may reqeire the bank to allow custorer with-
drawals before the check i collected, [F the check is returned
unpaid and the bank is unable to collect from its customer the
bank may seek recourse against those liable on the instrument.

course, 20 if the instrument is overdue or
liability has been discharged by the lapse of
time, this may preclude holder in due course
status and impair the ability of the bank to
collect the instrument.2!! However, this will
not affect the ability of the collecting bank to
charge back the dishonored item to the
customer’s account.??

FE. Impact of Secondary Liability
on the Instrument with Respect
to the Underlying Obligation

There is some misleading wording in
Revised Article 3 at section 3-310(b)(1).
That section was taken from Old section
3-802(1)(b), which read in part: “discharge
of the underlying obligor on the instrument
also discharges him on the obligation 213
Revised section 3-310(b)(1) was intended
to carry that rule forward into the new
Article 3, but the revision states only that
“[playment or certification of the check
results in discharge of the obligation to the
extent of the amount of the check.”24 The
negative inference, apparently not intended
by the drafters, is that discharge of liability
on the instrument by means other than
payment or certification does not discharge
liability for the underlying obligation.

For example, suppose that a check is
taken from an indorser for payment of an
underlying obligation (e.g., a bank loan).
This could occur where a bank’s borrower
makes payment by indorsing to the bank a
check drawn to the borrower/indorser by a
third party. If (perhaps due to a clerical error
or misplacing of the check) the bank does
not present the check or commence collec-
tion for more than 30 days, the indorser will
be discharged of liability on the instro-
ment.2!% Under prior law this discharge of
liability on the instrument would also dis-
charge the borrower’s liability for the un-

210, See Revised §§4-205,4-210,4-21 1 and discussion supra a1 Pasts
[ELALL and [HLC.T.

211, See Revised §§ 3-302. 3-305; Miller & HHarrell. supra note 10,
para. 3.03.

212, See Revised § 4-214( 1) and sigpre Part VLB,

213, See Old § 3-802(1)(b). and Comment 2: Miller & Harrell, supre
note 8, para. ZO1{ L], [c]

214, Revised § 3-310(03 1) Miller & Harrell. supra.

215, Revised § 3-415(¢). The bank would still have recourse against
the drawer unless the drawee has suspended payments. See
Revised § 34140 Miller & Harrefl, sipra note 10, para, 4.03.
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derlying obligation.?’¢ Revised section
3-310 apparently was intended to provide
the same result, but the plain language of
Revised section 3-310(b)(1) indicates only
that payment (or certification) of the in-
strument will discharge liability on the
underlying obligation.2!? Revised section
3-310(b)(3) reinforces this by providing a
rule like that of Old section 3-802 in the last
sentence. Therefore, in the hypothetical fact
scenario described above, the bank may be
able to argue that, under the plain meaning
of the Revised Article 3, discharge of an
indorser under section 3-415(c) does not
discharge the indorser’s liability on the
underlying obligation (in this hypothetical,
the bank loan). But given no reason for a
change, such a change'® should not be
found; other law through section 1-103
should provide a discharge.

VII. Payment & Dishonor

A, The Concept of
“Properly Payabie”

If a check is presented to the drawee/
payor bank for immediate payment over the
counter, the bank should first ascertain
whether the item is properly payable. The
bank will have authority to charge the check
to its customer’s account (the account of the
drawer) only if the item is properly pay-
able."? If the check is not properly payable,
the bank cannot charge its customer’s
account, and will suffer any loss resulting
from uncollectibility of the instrument that
cannot be otherwise shifted (such as by
warranty or preclusion), 220

An item is properly payable *if it is
authorized by the customer and is in accord-
ance with any agreement between the custo-

216. Old § 3-802(1)b); Miller & Harrell, siupre note 10, para,
TCITIR. [c]

217, Revised § 3-310(b) 1 1 Miller & Harrell, supre note ).

218, See Comments 1o § 3-310 and Table of Disposition in Prelatory
Nore.

219, SeeRevised §4-d01{a)and Corment 1 .citing Torrance National
Bank v. Enesco Federal Credit Union, 285 P.2d 737 {Cal, App.
1935). If the item is properly payable the bank may charge the
aceount even if it creates an overdralt. . Lach avcount hokler is
not then diable for the overdrafi, unless they either sipned the
check or benelited from it or contracted otherwise, Revised §
4-401(b). See Miller & Harrell, supra note 10, para. 3.01{1), [2].
See alse supra Pant VLA, for some qualifications and exceptions.

22(_), See generafly, the 1997 Annual Stirvey, supra note 4, at 1564-

- 1367 (“Shifting Losses to the Drawer™): discussion supra Part
VLA and jifra Pant 1X, ”

mer and the bank.”?2! While this definition
recognizes that most of the roles in Articles 3
and 4 governing the concept of “properly
payable” are subject to variation by agree-
ment,??? in most instances an item will have
to conform to the requirements of Articles 3
and 4 in order to be properly payable 22
Hence, before making payment the drawee/
payor bank needs to be sure that the item
being presented for payment has been prop-
erly executed, indorsed, and presented pur-
suant to the rules discossed in this article 24
Conversely, refusal to pay an item that is
properly payable under Revised section
4-401 may make the bank liable for wrong-
ful dishonor under Revised section 4-402.
‘This requires that bank staff be trained to
identify properly payable items and to avoid
wrongful dishonor of such items. 22

A few examples will serve to illustrate the
concepts of properly payable and wrongful
dishonor. If the holder of a check, properly
executed and indorsed, takes the check to
the drawee/payor bank and requests that it
be certified, the bank may refuse and this
refusal will not constitute dishonor, because
a refusal of certification is not defined as a
dishonor,22 and also because the Code
explicitly so states, 227

221, Revised § 4401{a), and Comment 1. This generally confimms the
contractual basis of the bank - customer relation, as one of debior
~creditor, absenl some unusual circumstances. See, ey, WR.
Crrimshaw Co. v. First National Bank & Trust Co. of Tuisa, 563
P2d 117 {Okla. 1977); State Guaranty Bank of O'Keenc v.
Doerfler, 226 P.2d 1054 (Okla. 1924}, However other law may
apply to spevilic aspects of the relation. See, e.z., Kegulation CC,
12 C.IR. Pt 229 (Expedited Funds Availubility); Regulation
DI, 12 CFR. PL 230 (Truth in Savings). See afvo Miller &
Harrell, supra note 10, para. 9.01[1]. The revisions confirm prior
cases placing on the customer fesponsibility for items forged by
unautharized use of the custamers facsimile signazure machine.
See, ¢.g., Revised § 3-404, Comment 2, Case No. 4, and Perimi
Corp. v. First Nat'l Bark of Habersham County, 553 F2d 398
(5th Cir. 1977} The nature of the customers contraciual
arrangements with oiher banks is irrelevant, Federal Insurance
Co. v. NCNB Nat'l Bank of North Carolina, 958 F.2d 1544, 17
UCC Rep. Serv. 2d 597 (i Tth Cir 1992). See generally, Pierce,
supra note 102,

222 See UCC§1-1023); Revised §4-103(a), and Comment 1; Miller
& Harrell, supre note 10, para. 90117, [2].

223, SeeMiller & Harrelt, supra note 10, para. 9.01[1 ). For example, if
the name of the payee of a check has been aliered the item is not
properly payable. Btmere Assoviates LTD v, Marine Midland
B;;;c N.ALSTRN.Y 8.2d 798, 17 UCC Rep. Serv. 2d 179 (MY
19913,

224, Dishonor of a “stale™ check is not wronglul dishonor even if it is
otherwise property payable, See Steenbergen v. First Fed. Sav. &
Loan, 753 P.2d 1330 (Ckla. 1987); infra Part VILB.

225, For example, in Shaw v, Union Bank & Trust Co., 640 T.2d 953
(Okla, 1981), a savings withdrawal order was treased s an
Article 4 “item” and the bank’s refusel 1o honor the order
constituted wrongful dishonor under § 4-402. The definition of
“item™ in Revised § 4-104(1)(9) confirms this result, See sipra
Part 1IL.A2.

226.  See Revised §§ 3-501(a (i) and 3-502(b)(2); Miller & Harrell,
Sitpra noie 10, para. 4.03[27alli].

227 Se(.’;;gﬁvised § 3-409(d); Milter & Harrell, Supra note 10, para.
4. .
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In contrast if such a check is presented for
payment, and the drawee/payor bank re-
fuses, this constitutes dishonor.22 If the
check was properly payable this will be
wrongful dishonor, and the bank will be
liable for resulting damages.?? On the other
hand, if the bank pays an item that is not
properly payable, it cannot charge the
customer’s account for the amount of the
item and therefore may suffer any resulting
loss. 23

In order to help the bank determine
which items are properly payable, Article 3
permits the bank to require that the instru-
ment be exhibited for inspection unless
otherwise agreed,®! and that the person
making presentment provide “reasonable
identification,” sign a receipt, and (if full
payment is made) surrender the instru-
ment.*2 If the bank imposes these require-
ments and they are not met, the bank’s
refusal to pay does not constitute dishonor.
Similarly, if the instrument lacks a necessary
indorsement, or otherwise fails to comport
with the agreement of the partics, the
requirements of Articles 3 and 4, or other
applicable law, refusal to pay will not
constitute dishonor. 23

B. UCC Time Limitations?3

an action to collect an unaccepted draft such
as a check within three years after dishonor or
within ten years of the date of the instrument,
whichever comes first. After such time the
claim is barred, but this does not mean the
item ceases to be properly payable. The
statute of limitations at section 3-118 merely
bars assertion of a claim based on the instru-
ment in court; it does not render the instru-
ment void as an order to pay. Generally the
limitation periods at Revised section 3-118
do not affect a payor bank’s authority to pay
the item or charge its customer’s account.
Similarly, Revised section 4-404 provides
that a payor bank has no obligation to honor
a check (other than a certified check) more
than six months old, but this does not prevent
a bank from paying such a check in good
faith®* or make such payment improper.236
Under Revised Article 3, for purposes of
holding in due course, a check becomes
“pverdue” (or “stale”™) 90 days after its
date. 7 Thismis up from 30 days under Old
Article 3.251f a bank or other party takes
such an instrument, it takes with notice that
it is overdue, and cannot be a holder in due
course.? Again, however, this does not
prevent the instrument from being properly
‘payable; while the resultant fack of holder in
‘due course status may be fatal if a collecting
‘bank seeks to collect a dishonored check by
enforcing the liability of parties to the
“instrument, it does not prevent the drawee/
ayor bank from charging the check to the
rawer’s account as a properly payable item
if that is done in good faith and in a manner
not inconsistent with an agreement.

C. Wrongful Dishonor

Under Revised section 4-402(a) dishonor
of a properly payable item is wrongful
dishonor, and the bank may be held liable

Time periods may or may not affect a
payor bank’s obligation to pay an instru-
ment. As discussed supra at Part LA,
Revised section 3-118 provides a statute of
limitations that requires commencement of

228, Revised § 3-501(a), § 3-502(b)2). It should be noted that this
Tequires presentment to the drawee/payor bank; a demand for
payment on any other bank {e.g., o depositary hank) wil} not
constitute presentment. fd., Revised § 4-105. See supra Part VLB,

229, Revised § 4-402; Miller & Harrell, supranole 10, para. 9.01[1]72].
nara QO2(2Y3]. The UCC limits this lisbility o the bank's
cuslomer. See § 4-407. Howcver, in Agostino v. Monticello
Greenhouses, Inc., 166 A.D. 2d 471, 560'N.Y. §.2d 690 (N.Y.
App. Div. 1980), a noncustomer was allowed to recover for
wiongful dishonor o commen law grounds; section: 1-103 was
viewed as nol precluding this.

35, Revised § 4-404; Miller & Harrell, supra note 10, para. 9.0 1{4]b].

Puyment of a stale check does nol violate the hank's duty of good

fuith, even in the face of an expired stop payment order. See

Hartford Accident & Indemnity Co. v. First Pa. Bank. N.A., 859

F.2d 265 {3d Cir. 1988). However, dishonor of a stalecheck is not

-wrongful dishonor. Steenbergen v. First Fed. Sav. & Loan, 753

P.2d 1330 (Okla. 1987). For cashier’s checks, see Reviscd §§

3-312, 3-411; Revised § 4-404 and Official Comment; Miller &

*-Harrell, supra al note 14, para. 3.03(2][b]; infra Part X.

‘Revised § 3-103(a)(4) contains a new definition of good faith that
incoporates both honesty in fect and the observance of reasonable
- pommercial standards of fair dealing,

Revised § 3-304(2)(2); Miller & Harrell, supra note 10, para.
C3.032pivE

11 8ee Old § 3-304(3)c).

Revised § 3-302{a){2)(iii): Miller & Harrell, sipra note 10, para.
3.01{3), [4], para. 3.03[2])(b][v], para. 3.04, pura. 603,

231, Uniess the bank can avail itself of the Code's loss - shifling rules.
See, eg, Revised §§ 3-401 through 3-406, 4-208. 4-406, and
4-407; discussion supra at Part ¥1.A., and ‘ifra a1 Pan VL
Miller & Harrell, supre note 10 the 1992 Annuat Survey, supra
note 6, at 1564-67 (*Shifting Losses 1o the Drawer™). The baok
may also become Table for wrongful dishonor of other items
when the account is depleted by the wrongful payment. See
Revised § 4-402; Miller & Harrell, supranote 10, para. 9.02[213}..

231, Revised § 4-110, ’

232, Revised § 3-501(bY2). fthe presemment is being made on hehalfol
angther, reasonable evidence of authority may be required. i See
generafly, Miller & Harrell. supree note 10, para, 4.03[2Faiii

233, Revised § 3-301(b)3); Miller & Harrell, supra note 19, pard.
4.03{2Ha][{] and [iii]. But note Revised § 4-203. :

234, See also ifra Pant DCF. (discussing one year limitation period at
Revised § 4-406()).

for actual damages caused to its customer as
a result?0 Absent an agreement to the
contrary the bank may dishonor any item
drawn on insufficient funds, even if it is
otherwise properly payable. If an item is not
properly payable there can be no wrongful
dishonor, even if the bank stamps the wrong-
reason on the face of the check.?”!

The bank’s liability for wrongful dishon-
or is limited to actual damages proved. As
noted previously this rejects the old “trader”
rule, holding banks liable for damages per se
on grounds of a presumption that the
customer’s reputation was injured by the
dishonor.?#* However, the actual damages
suffered may include consequential dam-
ages, unless the parties have made an
agreement to the contrary.?

Cases like Shaw v. Union Bark & Trust
Co.2* (holding that wrongful dishonor is a
“tortious breach of a status-based duty of
care™) are essentially repudiated under the
revisions, While Revised Article 4 does not
specifically reject this line of reasoning, the
very clear statutory remedies at section 4-402
should displace alternative theories pursuant
to UCC sections 1-103 and 1-106(1). How-
ever, if punitive damages for the conduct
constituting wrongful dishonor are available
under other law, they are available here. But
note that the trend of authority is to recognize
that the nature of the bank-customer relation
creates a debtor-creditor relationship govern-
ed by the agreement of the parties and statu-
tory law, and to reject aberrtional cases to
the contrary absent truly egregious circum-
stances.#5

Dishonor of a “stale” check is not wrong-
ful dishonor,8 even if it is otherwise prop-
erly pavable.

240, Dishonor s defined at § 3-502. Under the Code, litility for wronglul
dishonor is limited to the bank’s customer. See § 4407, However,
Agostine v. Monticello Greenfiousces, Ine., 166 AD, 2d 471, 560
MNY. S5.2d 690 (N.Y. App. Div. 19%)) allowed recovery by a
noncustomer on common law grounds. See afso Revised § 4-402,
Comment 5.

241. This rejects the reasening of Johnson v, Grant Syuare Bank &
Trust Co., 634 P.2d 1324 (Okla. 1981). Bt see infra note 201,

See, e.g. Commereial National Bank v, Latham, 116 P.197(Okla.
1911} Everett v. f'irst National Bank of Geary, 109 P.2d 824
(Okla. 1941). The revisions reject this reasoning,
243, See Revised § 4-402(b). Only damages resulting from a lack of
:pood faith or ordinary care are beyond meodification: by agree-
.:ment, hawever. iR :
- 640 P.2d 953 (OQkla. $981). Shaw relied on pre-Code autherity,
" voncluding that il survived enactment of the UCC. 640 P.2d at
* 05758, See also Srhith y. Citizens Swate Bank, 732 P.2d 911
- (Okla. 1986). This reasoning is dubious.
245, See.infra Par{ IX.G; Pierce, supra note 162,
246. See Revised § 4404, und Steenbergen v. First Fed. Sav. & Loan,
753 P.2d 1330 (Okla. 1987).

242

244.

VIII. Notice of Dishonor and the
Midnight Deadline
A. Notice of Dishonor and

Recourse on the Instrument —
Impact on Nonbank Holders

As a prelude to discussing the respons-
ibilities of banks with regard to the dishonor
and return of unpaid items under Article 4,
it may be helpful to review the general
requirements in Revised Article 3 for notice
of dishonor, discussed supra at Part VL In
Article 3, notice of dishonor is primarily
relevant to retaining the liability of indorsers
on the instrument. Under Revised section
3-503 notice of dishonor must be given to
prior indorsers by persons other than a bank
within 30 days after that person has received
notice of the dishonor.2#’ Failure to do so
will discharge the liability of the indorser, 4%
unless notice is excused.®

As a consequence, if the owner of a
deposited item (i.¢., the depositary bank’s
customer) receives notice from the deposi-
tary bank that a deposited item has been
dishonored by the drawee/payor bank, that
customer must in turn give notice to any
prior indorsers within 30 days or the lability
of the affected indorser will be discharg-
ed.2® It may be expected that, in the case of
multiple, consecutive indorsements, each
indorser will then give the required notice of
dishonor to that indorser’s prior indorser,
thus preserving a chain of liability between
indorsers leading ultimately to the payee
and then the drawer. Collecting banks and
others may give notice by any reasonable
means, including oral, written or electronic
comuunication, 2!

If, however, the immediately preceding
indorser is insofvent or cannot be found, the
holder of the instrument may give notice of

247, Revised § 3-502(¢); Miller & Harrell, supra note 10, para,
4,06[2][a] There are special rules for banks, as discussed fnfie
See Revised §§ 3-503(c)i), 4-202, 4-214. 4-215, 4-301, 4-302.
discussion fafra at Part VIILE, C, T; Miller & Harrell, supra note
10, para. 8.02 and para. 8.03.

248, Revised §§ 3-503(a), 3-415(c). Cf. the liability of drawers at Revised
§§ 3-H4{b), 3414(c), 3-503(a), cxcept under § 3-414d). Ser
generalfy Miller & Harrell, supra note 10, para, 4,03 and para. 4.06.

249, See Revised § 3-504; Mitler & Harrell, supra note 10, para.
4.03[Z¥d]1z] and para. 4.06[2][b}; supra Part VI.

250. See Revised § 3-310, and discussion sipra Parts VI.C and E,

251, Revised § 3-503(¢b). Return of 2n instrument that as delivered 0
a bank for collection conshitutes notice. fi, and Revised
&4 4-402(a)(2) and 4-214(a}. Generally, however, a payor bank
musi returs the item. See Revised § 4-301(a)(1); discussion siupra
Part 1ILB and infrg at Parts VILB, C. D; Miller & Harrell. sepra
note 10, para. 8.02.
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dishonor to other prior indorsers and seek
recourse directly against such parties based
on their liability.>? Indeed, the holder may
seek to recover directly from any prior
indorser who remains liable, so long as the
30 day notice of dishonor requirement is
met.? While any reasonable means de-
signed to inform prior parties will be suffi-
cient,?* the old provision specifically per-
mitting notice by a mailing to the last known
address was omitted from the revision 25
Notice of dishonor may be excused, waived,
or modified by agreement by the parties, 256

B. Notice of Dishonor and
the Midnight Dreadline
Under UCC Acrticle 4 --
Collecting Banks

Each collecting bank is an agent or
subagent of the owner of the item (e.g., the
depositor) and therefore owes a duty to
follow the instructions of that party in
handling and processing the item.2 A
collection agreement may therefore super-
sede many of the Article 4 rules on bank
collections.?*® Absent such agreement, how-
ever, collecting banks handling checks are
governed by Article 4, Part 2, and Federal
Reserve Regulation CC.2% This discussion
focuses on the Article 4 issues,

The basic duty of every collecting bank is
to exercise “ordinary care” in handling the
item. 2 A collecting bank meets this duty if
it processes and forwards the item before the

252, Revised §§ 3-503(a), 3-414(d), 3-415(a) Miller & Harretl, supra
note 10, para. 4.03 and para. 4.06. Of course, the drawer could
also be sucd. See sipra Part VI,

253, Rewised §§ 3-303(c), 3-415(c). This is a gowd reason 1o attempt
giving notice to all prior Indorsers within the 30 day period. See
Miller & Harrell. supra note 10, para. 4.03[2]b], pira. 4.06[2]a].

254, Revised § 3-503(b): Miller & Harrell, supre note 10, para.
4.03[2]b].

255, See Old § 3-508(4); Mifler & Harrell, supra note 10, para.
4.03[2][b]. This method may still be used; the change results from
the effort in Revised Article 3 10 provide rules of broad
application.

256. Revised § 3-504.

257, The depositor™s ownership rights to the item and its proceeds arc
nenctheless subject o statotory rights of the collecting bank
arising from any credit given the customer and withdrawn under
§ 4-210. See Revised §§ 4-201(a), 4-214; Miller & Harrell, supra
note 10, para. 8.03(4).

258, Revised § 4-103(x); § 1-102(3% Miller & Barrell. sugre note (0.
para. 8.01[2], para. 9.04{3].

239, 12CF.R.Pt. 229 Fordiscussion of Regulation CC, yee Miller &
Harrell. supre note 10, para. 8.04; and Conni 1., Allen, The New
Rides Governing Collection and Payment of Checks in the
Banking Spstemm: hapact of Regulation €C, 47 Consumer Fin,
L.G. Rep. 129 (1993).

60, - Revised § 4-200(a), “Ordinary care” is defined at Revised
8 3-103()(7) to mean obscrvance of reasonable commercial

. _slaHQHrd,_E prevailing in the locat area. This does not aeessarily

. wrequire sight examination of each item. See supra Part 11002,

bank’s midnight deadline but it may act
within a longer time as reasonable. Thus a
collecting bank does not have a statutory
duty to meet the midnight deadline as such;
the midnight deadline is merely one means
of meeting the duty of ordinary care.262
Failure to give notice within the bank’s
midnight deadline may result in discharge of
the liability of indorsers to such bank,26* but
will not affect the right of the collecting
bank to charge back the item to the account
of its customer or to collect any resulting
overdraft from that customer.2*

A collecting bank that misses its midnight

deadline may still meet its duty of ordinary
care by giving notice of dishonor at a later
time, but the bank has the burden of
establishing that the delay was reason-
able.26% The bank is not responsible for the

mistake or misconduct of any other party in
the collection process. The collecting bank
may éither return the item (as notice of
dishonor)} or send other notice of the fact of
dishonor.®¢ Certain types of delays are
specifically excused at Revised section
4-109.267 If the collecting bank fails to

establish that a delay was reasonable or
excused, and is found to have violated the
bank’s duty of ordinary care, the bank is
liable for actual damages caused by the

261.
262.
263.

264,

2635,

266.

267.

Revised § 4-02(b): Miller & Harrell, supra note 10, para. 8.03[3).
Cf. Revised § 4-301 (midnight deadiine for payor banks).

See Revised § 3-415(c), 3-503(a), (o) Milter & Harrcll, supre
nole 10, para. 4.06[2][a): supra Part VI

Revised § 4-214; Miller & Harrell, stepra note 10, para. 8.03.
Similarly, failure to mect the bank’s micnight deadline does not
affect the bank’s right to recover from the drawer of the ftem,
assuming the bank has relained possession of the ftem. See
Revised § 3-414,

Revised § 4-202(a)(2) and (b); Miller & Harrell, supra note 10,
para. 8.03[3]. See aiso Revised § 4-214ir). Symonds v, Meroury
Savinps & Loan Assoviation, 275 Cal. Rpur. 871, 13 U.C.C. Rep.
Serv. 2d {Callaghan ) 3] {Cal. Ct. App. {990) involved a bank that
allegedly failed to forward a check for a period of eight months.
While properly declining 1o characterize the bank's obligation as
yuasi-fiduciary (see infru Part IX.G ), the court discussed the level
of conduct that would permit a bank vustomer to recover in tort
for intentional infliction of emotionzl distress in this context. See
aise 1992 Annual Survey, supra note 4, at 1562, Pierce, supre
note 102,

Revised § 4-202(a)(2). As noted supre, however, ihe bank's
ability t recover from the drawer and other partizs liable on the
instrumant may depend upon the bank's retention of possession of
the item, in order 10 achieve holder status, suggesling 2 reason not
to give notice by return of the item. Cf Revised § 4-301{a)( 1) (for
payor banks). See gereraty Miller & Harrell. supra note 10, para.
303

The revision added computer or other equipment failures to the
Listof excused delays. This change codifies Port City State Bank v.
American Nat'l Bank, 486 F2d 196 (10th Cir. 1973). See
Revised § 4-109, Comment 3,

payor bank, it is subject to the rules gov-
erning payor banks, discussed infra at Part
VIII D.

As noted, the depositary bank is also
subject to restrictions arising from its rela-
tion with the depositor, The depositary bank
is an agent of its depositor (the owner of the
item deposited?™). But if the item is dis-
honored by the payor bank, returned unpaid
to the depositary bank, and charged back to
the depositor’s account creating an over-
draft, > the depositary bank will also be a
créditor of the depositor and will be the
holder of the item.2” As such it may qualify
as a holder it due course of the item, if the
other requisites are met.2® This may be
important to the bank’s ability to recover
from parties liable on the instrument.

If chargeback of the dishonored item has
created an overdraft, the depositary bank
may seek to recover that overdraft by
pursuing several different remedies, but in
doing so it must meet the prerequisites
appropriate to each. Generatly the deposi-
. tary bank may seek to recover (1) from its
customer under other law including the
depository contract, (2) from its customer
- under Revised sections 4-201 and 4-214, or
/(3) as holder of the item from those liable on
the instrument. The last approach requires
that the bank retain possession of the
instrument in order to retain holder status
nd meet the conditions to liability for those
lable on the instrument. As noted, Revised
“‘section 4-214(a) allows the bank to retain a
dishonored item and to meet its duty of care
by sending notice of the facts. 28!

Seeking recovery from prior parties on
the basis of their liability on the instrument
will require that timely notice of dishonor be

delay, up to the amount of the item.?8
Again, however, this will not affect the
bank’s right of chargeback against the
customer’s account ?6?

C. Notice of Dishonor and
the Midnight Deadline --
Depositary Banks

A “depositary bank” is the first bank to
take the item, “even if it is also the payor
bank, unless the item is presented for
immediate payment over the counter,”2?
The depositary bank is also a collecting
bank (unless it is the payor bank), and
therefore is subject to the rights and duties
discussed supra with regard to collecting
banks,?! In addition, a depositary bank is
subject to certain duties relating to the
relationship with its customer (the depositor
or other owner of the item being coltected
through the banking system).?"?

Generally speaking, the depositary bank
has the same obligation as other collecting
banks to use ordinary care in handling the
item on behalf of its owner.? As noted
supra, a collecting bank discharges this duty
if it acts within its midnight deadline, but the
bank may act within a reasonably longer
time.?™ This is further subject to various
excuses for delay, generally based on factors
beyond the control of the bank.2’ If the
bank violates its duty of ordinary care {and
has acted in good faith), itsliability is limited
to actual damages up to the amount of the
item.?% If the depositary bank is zlso the

268, Revised §§ 4-103(e) and 4-214(a). Other domages may be
approprizle if the bank was guilty of bad faith. i, See aiyo Miller
& Hareell, supra nole 10, para. 9.03(1], [2], ifra Part IXG.:
Symonds, 275 Cal. Rptr. 871 (noted supra note at 265).

269, See Revised § 4-214{a); discussion supra this Part; Bank of New
York v. Asati, Inc, 585 N.¥.5.2d 411, 18 UCC Rep. Serv. 2d 535
(NLY. App. 1992).

270, Revised § 4-105(2); Milier & Harrell, swpra note 10, para.
B.01[3]c)

271.  See supra Part VIILB and Revised § 4-105(5) (“collecting bank
means a bank handling an item for collection except the payor

bank.™). - Revised § 4-201(a). Generally thisagency status is also reflected in
272, See, e.g., Revised § 4-201(a); Miller & Harrell, supra note 10, : __thc depository contract.

pare. 201} " Revised § 4-214 and Comment 3.
273. E;\:S{édogij 4-201(a), 4-202(a); Miller & Harrel, supra note 10. . S Revised §§ 4-201{), 4-401(a), (b), § 1-201(20). The

ustomer’s rights of ownership are subject to the bank’s right 1o

t:1econp such an overdraft. See Revised §§ 4-201{a)and 4-210. The
depositary bank’s holder status depends on its retention of the

item. see supra Part VIILB.

">-See Revised §§ 3-302, 3-305, 4-210, 4-211; Miller & Harrell,

- supra note 10, para, 303

*“Revised § 4-214(z) and supre Pars VI D. and VHL B. Regulation

oL Cissimilar. See 12 C.F.R. §229.33(d): Miller & Harrell, supra

‘nole 10, para. 8.03 and para. 8.04

274, Revised §§ 4-202(b). 4-214{a), {d), Miller & Hurrell, supra note P
10, parz, 3.03[31. IR

275, Revised § 4-109(bY; Miller & Harrell, supra note 10, para, 8.03(3].

276, Revised § 4-103(e); Miller & Harrell, sigpra note 10, para. 8.03(4].
However, as noted, the bank does not lase its right 10 charge back
the item to the customer’s account. Revised § 4-214(a); Bank of = °2
New York v, Asali. Tne, 585 N.Y. 8.2d 411, 18 UCC Rep. Serv. -
2d 535 IN.Y. App. 1992).

given.?2 Failure to give notice of dishonor
to indorsers within the bank’s midnight
deadline will discharge their liability on the
instrument.?®® In contrast, timely notice of
dishonor generally is not a prerequisite 10
the Hability of the drawer.?® Regulation CC
and Revised Article 4 also require the
depositary bank to give notice of dishonor
to the depositor; however, failure to give
notice will not preclude recovery of any
overdraft from the depositor under Article 4
or the deposit contract, although the bank
will be liable for any actual damages caused
by its delay in giving notice. 2’

D. The Midnight Deadline --
Payor Banks

When an item is presented to the payor
bank for payment,?® the payor bank must
either dishonor it? or make some form of

settlement, 288 If the bank elects to settle for
the item, it may do so by paying it in cash or
by allowing final or provisional credit for
the item.® If the payor fails to either
dishonor or settle for the item within its
midnight deadline, it will be “accountable™

for the amount of the item.2®

If the payor bank makes provisional
settlement, that settlement may be revoked
if the bank properly dishonors the item

282, See Revised § 3-414{d} (certain drawersy, § 3-415(e) (indorsers);
§ 3-503{a) (both), Miller & Harrcll, supra note 10, para.
4.03[2]b], para. 4.06{2][a). As to drawers, see § 3-414(f). Asto
indorsers and presentment, see § 3-415(e).

283, Revised § 3-502(a), {c), § 3415(¢): Miller & Harrell, supre note
10, para. 4.06[2].

284, The drawer will not be discharged, cxeept as to accepied drafts
under Revised §§ 3-414(d), 3-503(a). See alse Revised §§ 3-409,
3-413; Miller & Harrell, supra note 10 para. 4.03[2][b].

285, See12C.F.R.§§22933(d), 229.38(c}and Commentary; Revised
§§ 4-214(a), {d), and 4-103(e); Miller & Harrell, supra note 10,
para, 8.04[3Jd][3]: Connie L. Allen, The New Rules Governing
Collection and Payment of Checks in the Banking System: fmpaci
af Regulation CC, 47 Consumer Fin. L.QQ. Rep. 129(1993); Bank
of New York v. Asati, Inc., 585 N.Y. 5.2d 411, 535 (N.Y. App.
1992) {requirement 1o send notice is a duty of care, not a
prerequisite (o charge back under UCC).

286.  The drawee bank under Article 3 becomes the payor bank under
Article 4. See Revised § 3-501 for the elements of presentment.
This analysis applies whether the instrument is presented for
payment over the counter or through the banking system.

287, See Revisd § 3-502; Miller & Harrell, supra note 10, para.
4.03[2]f], pava. 3.06[2]a), para. 701[1]c], para. 8.02[6]

288, See Revised § 4-302{a). If a check is presented for immeliate
payment aver the counter, the check will be deemed 10 he
dishonared if it is not paid on the day of presentment, Revised
§ 3-502{b)(2). See generally Miller & Harvell, supra vote 10,
‘para. B.02{i] )

289, See R_(:v_i_séd §6 4-215 and 4-213 and the defnition of settle at
‘Revised § 4-104(a)(11); Miller & Harrell, sipra note 10, para.
SOISTKL

290, See Revised § 4-302(a); Miller & Harrell, supra note 10, para.
8.02[1].

within its midnight deadline.?®! Alternative-
ly, the payor bank may make payment
uander Revised section 4-215(a).2%2 As
noted, if the payor bank does not pay or
properly dishonor the item within the mid-
night deadline, it becomes “accountable”
for the amount of the item under Revised
section 4-302(a).2%

Settlement will constitute final payment,
and hence will not be subject to revocation,
if the payor bank does any of three things; 2

1. pays the item in cash; 2"

2. makes irrevocable settlement for
the item under statute, clearing-
house rule, or agreement;2¥ or

201, Revised § 4-302(a). Generally this requires retumn of the ilem
unless it is unavailabie for returm, See Revised § 4-301(a)( 1), (2).
The “midnight deadiine™ is defined at Revised § 4-104(a) 10).
See also Repulation CC, 12 CFR. § 229.30 (“Paying bank’s
respansibility for retum of checks™): Miller & Harrell, supra note
10, pzra. 8.02, para. 8.03[3][al. [b].

n order to be able to revoke the settlement, the bank must lake
care to be sure the dishonor is proper as well as timely. In Pace
Publications, Inc. v. Bank of New York, SB5N.Y. S.2d 8, 18 UCC
Rep. Serv, 2d 252 (N.Y. App. 1992), the item was first sarked
“paid” during provessing, but this was canceled and the ilem was
retumned before the midnight deadiing, The bank was not
accountable for the amount of the item. But in Algemene Bank
Nederland, NLA. v. Federal Reserve Bank, Na. 89 (Civ. 4946
(SWK), 1991 U, Disl. LEXIS 476 (S.0.N.Y. Jan 16,1991} the
payor bank returned the checks in timely fashion, marking “Refer
1o Maker” on the face of each check. The “Refer to Maker”
notation is 3 time honored means of signifying that an item is
being returned to the depostary bank. The checks were dishonor-
cd again by the payar but as a result of the re-presentment they
were late being relumed o the depositary bank. The court
concluded that the netation “Reler o Maker™ was ambiguous and
that this inight have caused (he erroncous re-presentment by the
Federal Reserve Bank, hence the payor bank's initial dishonor
was improper and it was lfable, Afgemene isdiscussed i the /992
Annual Survey, supra nowe 4, a1 1561, The language of Revised
§ 4-402{a) rcjccts cases like Johnson v. Grant Square Bank &
Trust Co. 634 P.2d 1324 (Okla. App. 1981} (holding that
dishonor was wrongful because the bank stamped the wrong
reason on the face of the check), and seems inconsistent with
Algemene as well.

292, Cf Old §4-213(1); Revised § 4-215(1). The revision deletes the
process of posting a5 a means of making final payment, for reasons
discussed srprz al Part [1LB.2, Sge alve Milter & Harrell, supra
note 10, para, 3.02{2].

293, Thisaccountability is subject to cxceptions at Revised §4-302(b).
WNote that technically the conduct resulting in accountability {s
trealed as a dishonor, if the check was presented other than for
payment over the counter, under Revised § 3-502(b)(1). How-
ever, the bank becomes accouniable to pay the item under
4§ 4-302(a). See alvo Revised § 4-215(a)3), and Comment 7;
Miller & Harrell, supre note 19, para. 8.02[3]. Generally this is not
alfected by equitable or other considerations not provided for in
Acrticles 3and 4. Sze, e.p., Schwegmann Bank & Trust v. Bank of
Lowsiana, 593 So.2d 1185 {La. App. 1992) {accountability of
payor bank not affected by existence of check kiting scheme). Bur
see Revised § 4-302(b), aud discussion fnfra.

294, Revised § 4-2152).
295, Revised § 4-215{)(1).

296, Revised § 4-215(a)2). Examples would be settlement by cashier's
check ifthe check 5 paid afler imely presentment ot a seltiement
that is irrevocable under clearing house rules. See Revised
§ 4-213. See also Revised § 4-215(b) and Comment 8; Revised
§ 4-301, Comment 3; Reviscd § 4-302, Comment 2 and Revised
§4-213, Comments 2 and 3. Payor banks often seek to specificatly
reserve Ihe ripht to revoke in the deposit contract, in addition to
the statwtory right in § 4-301, or in supplementation of it. See
Miller & Harrekt, supra noie 10, para. 8.02[2]b].
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3. fails to revoke the provisional
settlement in the time and manner
provided by statute, clearing house
rule, or agreement. 27

Once final payment has been made by a
payor bank under Revised section 4-215 it
cannot be revoked, but the bank may be
able to recover the payment by asserting
breach of warranty or on restitutionary
grounds.?®

Revised Article 4 thus recognizes a dis-
tinction between final payment under sec-
tion 4-215(a), and accountability under
section 4-302(a), For example, if the payor
bank makes provisional settlement and that
settlement becomes final payment under
Revised section 4-215(a), it is a matter of
final payment and not a matter of account-
ability under Revised section 4-302(a) be-
cause Revised section 4-302(a) makes the
payor bank accountable only if the bank
does not pay or dishonor the item within the
midnight deadline; hence the bank does not
become accountable under section 4-302 if
it makes final payment under section
4-215

The Official Comment to Revised section
4-301 illustrates this distinction by using an
example.’® If a depositary bank presentsan
itemn to the payor bank with instructions to
remit payment in the form of a teller’s check,
and the payor bank does so on the day of

297, Revised § 4-215()(3). This sugpests that a faidure 1o revoke
settlement by dishenesing the item constitutes fimal payment. X,
Comnent 7. However, other provisions and comments indicate
that payment undler § 4-215 fz distinguishable from accountebility
undler § 4-302 for purposes of liability other than between the
holder and the bank: that is. with respect to parties on the
mstrument. See Revised § 4-215, Comiments 6 and §; Revised
§ 4-301, Commment 3, Revised § 4-302, Commont 2; Revised
§ 3-502(b) 1), Miller & Harrell, supra nete 10, para. 8.02[3]. Tn
Gordon v, Planters & Merchants Bancshares, Inc., 18 UCC Rep.
Serv. 2d 263, 832 5.W.2d 497, (Ark. 1992), the payor and
deposilary banks charped back an item al the drawer's request,
after the payor bank’s midnight deadline, Since the item was paid
and the right of charpe-back terminated at the payor bank's
midnight deadline, this was impraper and had to be reversed.

298.  See Revised § 4-301, Comment 7; Revised § 3-418. Cf. Revised
§ 4-302(b). Ser elvo Miller & Harrell, supre note 10, para.
8.03[3], [4]. But see Chicago Tide Dns. Co. v. Caiitornia Canadian
Bank, 2 Cal. Rpir. 2d 422 {Cal. Ct. App. 1991); Los Angeles Nat'l
Bank v. Bank of Canton of Catifornia, 280 Cal. Rotr. 831 (Cal. C1.
App. 1991 }{refusing 1o allow revocation of final payment on tort
greunds); Citiven's Fidelity Rank de Trust Co. v. Southwest Rank
& Trust Co., 472 NW 2d 198 (Neb. 19913 (fina? payment coukd
not be reversed even though depusitary bank knew that the check
might be counterfeit and called the payor bank todiscuss payment
without disclosing this knowledge). These three cases arc noted in
!hc 1992 Annual Swrvey, supra nole 4, at 1562-63, with
inferential criticism of Ciizen s Fidefity Bank.

299, Compare Revised § 4-302{u) and Cominent 2
300. Revised § 4-303 Comment 3 and Revised § 4-215 Comment 8.

presentment, the payor bank has made
provisional settlement,®! and that settle-
ment may be revoked if the payor bank
dishonors the presented item by returning it
within the midnight deadline.®? If it fails to
s0 dishonor the item it will be treated as
finally paid under Revised section 4-215 if
the teller’s check that was given in payment
is honored by its drawee.3 But if the teller’s
check is dishonored, there has been no final
payment,® and since the provisional
settiement was not revoked?® the result is
that the payor bank will be accountable
under Revised section 4-302(a).3% Revised
section 4-215 Comment 7 provides a similar
example where provisional settlement is
made pursuant to a clearing house agree-
ment,*” and failure to revoke the settlement
is treated as final payment under Revised
section 4-215(a)(3). :

A cashier’s check or a telier’s check may
be used as a means of settlement with the
agreement of the parties, and such settle-
ment occurs when the instrument is sent, 3%
However, such setilement becomes final
only when the instrument is paid if the
recipient forwards the check for collection
within its midnight deadline.3®® If the
cashier’s check or teller’s check is not paid,
there is no final payment under Revised
section 4-215(a),3¢ and failure to dishonor
within the midnight deadline will make the
bank accountable under Revised section 4-
302(a) 3! However, if an item is. presented
for payment over the counter, and is settied
for by cashier’s check or tetler’s check, this
constitutes final settlement under Revised

301, Id But query why the teller’s check does not constitute an
irrevoeable obligation o pay and hence final payment under
Revised § 4-215(a)2)7 Nee Revised §§ 3-414(b) and 3411,
Miller & Harrell, supra note 10, para. 4.03[1), [2], para. 8.03[5],
para, 3.01[4][d]. The answer is that while the check represents an
abligation that must be paid, the Code allows that settlenent 1o
notconstilute payment if the teller's check is not paid. See Revised
§8 4-213(c), 4-215(b).

302, Revised § 4-301(a){ 1} and Comment 3.

303. Revised § 4-301, Comment 3, § 4-215{a){3).

304, Revised §§ 4-213(c)and 4-215(b); Revised § 4-301, Comment 3.
305, Revised § 4-3014{a),

306, id, Comment 3. See afso Revised § 4-215(b). This will be subject
0 Revised § 4-302(b). Revised §4-21 5 Comment 8 will provide a
similar example.

307.  See Revised § 4-213 and Comment 2.
308, Revised § 4-213(a) and (a){2)(i).

305. Revised § 4-213(c)(1); Miller & Harrell, supra note 10, para.
8.03(5), para. 8.C4[3][c)[4).

310, Revised § 4-215(b) and Comment 8.

311, Subject w0 Revised § 4-302(by; Miller & Harrell, swgra note 14),
para. B02[3]

IX. The Bank — Customer Relation
andd Revised Section 4-406

A. Introduction

section 4-215(a)(2).%12 Since this payment
was never provisional, Revised section 4-
215(b) does not apply.** Hence there is
final payment under section 4-215(a) rather
than accountability under section 4-302,34
The difference is that remittance by cashier’s
check is a form of provisional settlement as
to any item presented through a collecting
bank {under Revised section 4-301(a)), but
is a form of final payment where an item is
presented for payment over the counter
(also under section 4-301(a)).31

As a general proposition, final payment
occurs under Revised sections 4-213 and
4-215(a) when the payor bank provides a
settlement®'¢ to the party making present-
ment3!” and that settlement is or becomes
final (e.g., by payment or by failing to
revoke that settlement before the midnight
deadline).¥8 In contrast, if the payor bank
makes only provisional settlement and that
settlement never becomes final, the payor
bank may be accountabie for the amount of
the item under section 4-302(a).3!* The
distinction between payment (section
4-215(a})} and accountability (section
4-301(a)) can be imporiant, because in the
former case parties on the instrument are
discharged and payment has been com-
pleted and generally cannot be retrieved by
the payor;3% in the latter case parties on the
instrument may not be discharged and in
addition accountability is a legal liability of
the payor that may be enforced by the claim-
ant, although Revised section 4-302(b) pro-
vides a set of exceptions to the bank’s
accountability.32!

The legal relationship between the payor
bank and its customer (the drawer of checks
drawn on an account at the payor bank)322is
derived from several sources, primarily
UCC Article 4, Part 4, and the deposit
contract.*? This discussion will focus on the
impact of Revised section 4-406 when a
payor bank pays an item that is not properly
payable becanse of a material alteration or
unauthorized drawer’s signature,

Generally the payor bank is authorized to
charge the account of its customer only if the
item is properly payable;?* therefore, all
other things being equal, a payor bank that
pays an improper item cannot charge its
customer’s account or otherwise recover
from its customer and may suffer any loss
resulting from uncollectibility of the item.32
However, this basic principle may be quali-
‘fied by other rights and duties of the parties
under Revised section 4-406, as discussed
below and as discussed supra at Part VLA,

B. Obligation of the Bank tc
Provide a Statement of Account

There is no requirement that a bank make
periodic statements (showing account activ-
ty) available 1o its customers, and many
“accounts (e.g. passbook savings and certifi-

. See Revised §§ 4-104{a), (5} and 4-215(3} {or the definitions of
“customer™ and “payor banks.” See afse Miller & Harrell, supra
note 10, para. 8.01[3){b}, [d), and [g].

. See generatly Peter G Pierce, [, The Law's Excellent Banking
Advengure - Recent Developments in the Bank-Customer Rela-
tion, Trendy i Lender Liability, and the mpact of New Articles 3
and 4, btfra (his symposium; Miller & Harrell, supra note 10,Ch.

32 Seerevised §4-215, Comment 8; Miller & Harrell, supranote 10,
para, B0 2][a], [b]. The reason is that § 4-301(a) does not make
seltlement provisional in an over the counter presentation and
thus there 15 no right to revoke even if there is a defense under
§ 3-411; one needs provisional settlement by agreement in order
to revoke. However, this is often provided for by contract.

313. Revised § 4-215, Commient B.

314, Id. Ofcourse, if the cashier's or teller’s check is not paid the issuing
hank may be lizble as drawer, See infra Part X.

315, Id. See alsa Miller & Harrell, supra note 10, pars. 8.02[2a),

n 125.
316, SecRevised § 4-104¢z)( 11 ); Miller & Harrell, supra note 19, para.
8.02(1]. :
317 See Revised § 3-501; Miller & Harrell, supra note 10, pa
R.02[1]. -

348, Revised §§ 4-301(2) and 4-2£5(a); Miller & Harrell, Supra o
10, para. 8.021][c], para. 8.02{2].

319. This is subject to exceptions at Revised § 4-302(b). See Milles :
Harrell, supra note 10, para. 8.02{3]

320. Recvised §§ 3-602 and 3-418.

21, &f Revised §§ 3-418, 4-302(b), Comment § to Revised § 4215
Miller & Harrell, supra note 10, para. 8.02(3 [4].

9;Picree & Harrell, Fingncers as Fiduciaries: An Examination af
Recent Trends in Lender Liabiliy, 42 Okla, L. Rev. 79 {1989);
Harecll, The Bank-Customer Relationship: Evolution of a Modem
Form?, 11 Okla, City U L. Rev. 651 (1986); discussion iufra Part
X

. Revised § 4-401; sec supra Part VILA, {properly payable) and

Part VLA (cenain exceptions).

‘Fhe bank may be able to recover from the party wha received the

- paymen, See, e.g., Revised §§4-208, 4-302, 3418 Seealso (asto
‘. .an ability of the bank 1o charge its customer) Revised

4§ 3-404, 3-405, and 3-406. However, typically the payor bank
‘will not have recourse on the instrument for iters paid on a forged
drawer’s signature under the time-honored doctrine af Price v.
Neal, 3 Burr. 1354, 97 Eng. Rep. 871 (1762). See atso Miller &

Harrell, supra note 10, para. 7.02[3}, pura. 9.02[3); B. CLARK.

THELAW OFBANK DEPOSITS.COLLECTIONS ANDCRED-
[TCARDS parz. 8.02[2] (199%). In addition the bank that makes
an improper payment will be subrogated to the righis of the
drawer against the payee (or other owner of the instrument), and
the rights of the payce {or other cwner of the instrument} apainst
the drawer, under § 4-407. If the payee was entitled to receive
paymenl, the drawer cannot recover from the bank for wrongfut
paymenl or otherwise force the bank to recredit the account, See,
e.g., IXI Laboratories Inc. v. First Bank, N.A., 483 N.W.2d 84, 17

+UCC Rep, Serv. 2d 520 (Minn App. 1992). See alse supre Part
VLA,

cate of deposit accounts) do not feature such
statements. One result is that section 4-406
does not apply to such accounts, and the
customer therefore has no specific duty to
discover or. report unauthorized signatures
and alterations.326

If, on the other hand, 2 bank makes
periodic statements of account (showing
payment of items on the account) available
to a customer, section 4-406 provides that
the bank may either make available the
items paid or provide a description sufficient
to allow the customer “reasonably to ident-
ify the items paid.”*?7 This. permits the bank
cither to return cancelled checks with the
account statement or to provide a statement
describing the items paid in tieu of physical
return of the items. 38 In the latter event,
Revised Article 4 provides a basic guideline
by providing that it is sufficient to trigger the
customer’s duties for the bank to describe
the items paid by item number, amount, and
date of payment.3? If the bank does not
return paid items to the customer, it must
cither retain the items or (if the items are
destroyed) “matintain the capacity to furnish

326. Cf Revised § 3-406, which applies a similar but broader
preclusion rule to all negotiable instruments. However, savings
passbooks and many certificates of deposit typically are not
negotiable instruments and would not b subject to Article 3, See
Reviscd §§ 3-102(a), 3-104. Cf. Victory Nat Bank v. Oklahoma
State Bank, 520 P.2d 675 (Okla. 1973) (wertificate of deposit is
investment security governed by UCC Aricle 8) Farha v.
F.D.1C., 963 F.2d 283 { 10th Cir. 1992) {vertificate of deposil is
“essentially a promissory note™y, Bank IV Topeka, N.A. v.
Topeka Banks & Trust Co., 807 P.2d 686 (Kan. App. 1991}
(non-negotiable CD was deposit account, not an instrument);
Skiles v. Security State Bank, 1992 WL333163 (Neb. 1992)(CD
is not an instrument}. On the other hand, the customer may be
subject toan estoppel similar to the preclusion rule at § 3-406, on
comimien iaw or cquitable grounds. In J.W. Reynolds Lumber Co.
v. Smackover State Bank, 836 5.W.2d 853 (Ark 1992), the court
recognized a duty of the cuslomer o0 review not only its bank
statement but its duplicate deposit slips. Because the customer
failed (o review its deposit slips and this permitted a dishonest
employee to cmbezzle funds, the customer was preciuded from
recovery againsl a depositary bank thal violated restrictive
indorsements. See aisn Revised §§8 3-403, 3-484, 3405, and
discussion supra at Part VLA,

327, Revised § 4-406(a). [f the customer relies on a dishonest agent 1o
review the statement or otherwise entrusts review of the staterncni
to & party who forgesor alters items drawn on the account, so that
the customer fails to identify the wrongdolng, the customer will be
responsible for any resulting loss. See, e.g, Westport Bank &
Trust Co. v. Lodge, 325 A.2d 222 (Conn. 1973). Pre-Code cases
to the contrary, hke First Nat)l Bank of McAlester v, Mann, 410
P.2d 74 (Okla. 1965), are rcjccted by the UCC, See afso
discussion supra Parl VLA,

328. This revision is designed 16 faciltate truncalion arrangements,
where the physical handling of checks is “iruncated”™ in order (¢
permit more efficient processing by electronic means, and “safe
keeping” arrangements, where the items are oot returned to save
handling and mailing vosts. Revised Article 4 permits, burt does
‘not ‘mandate, check truncation or safe kecping, leaving that

-decision to nepotialion between the bank and its customers. See,
e.g.-Miller & Harrell, supra note 10, para. 8.01{3]n], para.
8.04[3Ji1131, and para, 9.03[6}. Seme banks now zre providing
images of -the checks and more can be expected to do so as
‘customer demand for the service increases and the technology
. becomes more feasible.

329, Revised § 4-406(a).

legible copies” for a period of seven years, 330
Upon a request by the customer, the bank
must provide within a “reasonable time”
either the paid item or (if it has been
destroyed or is not available) a “legible
copy” of the itemn 33

C. Obligation of the Customer
to Report Improper Items

If the bank makes available a statement of
account as described above, “the customer
must exercise reasonable promptness in
examining the statement or the items to
determine whether any payment was not
authorized” because of an alteration or
improper drawer’s signature.3* If the cust-
omer “should reasonably have discovered
the unauthorized payment, the customer
must promptly notify the bank of the
relevant facts.”33 It should be noted that the
customer’s duty is to give “prompt” notice
to the bank. This obligation is not extended
by the subsequent 30 day notice provision at
Revised section 4-406(d)(2); if the customer
fails to give prompt notice and has no good
reason for the delay, the customer will have
breached this duty even if notice was given
within 30 days.3%

D. Customer Preclusion Under
Revised Section 4-406(d)

Revised section 4-406(d} is one of the
most important provisions governing the
bank-customer relation. It recognizes a pre-
clusion that may prevent the bank’s cust-
omer from asserting that an item was not
properly payable, thereby permitting the
bank to charge the customer’s account even

330, Rewsed § 4-406(b).
331 M

332, Revised § 4-406(c). In general the cuslomer’s duty includes an
obligation Lo make sure that the account slaterent is reccived by
the proper party and to make inguires if that does not occur. For
example, in Mesnick v. Hempsiead Bank, 434 N.Y, 8.2d 579
{Sup. CL 1980 the customer was preluded from asserting
foreries against the bank under § 4-406, even though the
customer did not recelve the statements because they were
infercepted by the wrongdoers. And in American [nsurance Co. v.
Fidelity Bank & Trust Co., 583 A.2d 361 (N.J. Super. Ct. App.
Div. 1990) a surety was precluded from asserting unauthorized
paymenis against the bank even though the statements were sent
1o the co-owner of the accournt, en grounds that the surety should
have done a better job of monitoring the account. But there are
cases that reach a contrary result where the bank violated the
instructions of its customer in mailing the, stalements Lo the
wrangdoer. Sec Miller & Hareeil, supra note 10, para. 9.03[4][a].

333 Revised § 4-406(c). As noled supra at noe 326, J.W. Reynolds
Lumber Co. v. Smackover State Bank, 836 S.W.2d 8§53 (Ark.
1992) recagnized a custorer duty to examine depositslips as well
as bank statements.

334, See Revised § 4-406(c), (d), (2), and Comment 3; Miller &
Harrell, supra note 10, para. 9.03[4]a].
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if the item has been altered or the drawer’s
signature is improper.33s The customer may
be precluded from such assertions in two
circumstances as described at Revised sec-
tion 4-406(d)(1) and (2).

Section 4-406(d)(2) is the more import-
ant of the two, It provides that if the bank
paid an altered item or an itern with an
unauthorized drawer’s signature that was
included or described in a periodic state-
ment of account, and the customer should
have but did not discover and report the
improper item within “a reasonable period
of time, not exceeding 30 days,” then the
customer is precluded from asserting an
impropriety by the same wrongdoer as to
any other item paid by the bank after the
end of that “reasonable period of time, not
exceeding 30 days.” In effect, this recog-
nizes the customer’s obligation to discover
and report improper items, and provides
that if the customer fails to do so and that
failure results in the payment of additional
forged or altered items, the fault lies with the
customer and the customer should bear the
loss.*¥ The 30 day period (up from 15 days
in Old section 4-406(2)(b)} provides an
outer limit for what constitutes a “reason-
able time” to examine the statement and
report any improper items, Obviously 30
days likely wilt be deemed a “reasonable
time” for certain types of accounts (e.g., a
corporate account with hundreds of month-
ly transactions); in other cases (e.g., a small
consumer account with only a few dozen
entries, or an account overdrawn when it
clearly should not be) a reasonable time in
which to act may well be less than 30
days. 3

Whatever that “reasonable time” may
turn out to be, section 4-406(d)(2) provides
a preclusion only as to items paid after the
end of it and before any notice from the
customer. This preclusion operates without
any need for the bank to make any other
showing of loss. In contrast, section
4-406(d)(1) provides a preclusion as to items
included or described in the account state-

335. Revised § 4-406(d); Revised §§ 4401 1w 44903,
336, Revised § 4-406(d)2).
337, Sec Revised § 4-406, Carnment 3.

338 See Revised § 4-406, Comment 3: Miller & Harrell, SHPFG NDLC
10, para. 9.03[47a). [b].

ment and paid before the customer hashad a
reasonable time {o notify the bank, “if the
bank also proves that it suffered a loss by
reason of the [customer’s] failure [to dis-
cover and report the forged or altered
items].”**® Thus section 4-406(d}1} may
preclude the customer from asserting a
forgery or alteration as to the first improper
item paid by the bank (as well as any
additional such items included in the
account statement), if the bank can prove
that it “also suffered a loss” by reason of the
customer’s failure to “exercise reasonable
prompiness in examining the statement or
the items” or to “promptly notify the bank
of the relevant facts.”*? Thus if a customer
fails to promptly notify the bank of forged or
altered items, the customer may lose entirely
the ability to require recredit of the account
if for example, a recovery might have been
had from the wrongdoer or some other
fund.

“Reasonable promptness™ likely will de-
pend on the facts of the case; a delay of
several weeks due to illness or perhaps even
absence from town probably could be
excused, while a similar delay due to sloppy
bookkeeping practices likely would not, 341
It should be emphasized that the 30 day rule
at section 4-406(d)(2) is a maximum period
and does not provide a safe harbor for the
customer under section 4-406(c) and
(d)(1)3

The more difficult question may be how
the bank can satisfy the requirement of
establishing that it “suffered a loss by reason
of the [customer’s] failure” to meet obliga-
tions imposed under section 4-406(c)343
Traditionally this has been faken as a
reference to instances where the forger or
other wrongdoer was able to escape appre-
hension because of the customer’s unex-
cused delay in discovering or reporting the
impropriety.® In such cases, to compensate
for an unexcused delay that contributed to
the loss (and as a means to encourage

339, Revised § 4-406(d){1),
340, See Revised § 4<406(c), (d), (1}, Comment 3.

341, See, eg, Clark, supranote 325, para. 8.02f4]a} Miller & Harrell,
supra note 10, para. 9.03[47z), fb].

342, See Revised § 4406, Comment 2.
343, Revised § 4-406(d)X1).

344, See Clark, supra note 325, parz. 8.02[4]z]; Miller & Harreli,
supra note 10, para. 9.03(4][a), [b].

prompt action®%), the customer is precluded
from asserting the forgery or alteration as to
the item paid by the bank and included in
the statement of account.?¥

Under Revised subsections 4-406(c),
(d)(1), and (d)(2), then, there are two
specific time periods during which forged or
altered items may potentially be paid and
charged to the customer’s account by reason
of the preclusion rules. The first such period
is that covered by the first statement to
include the improper items. Any such item
may be subject to a preclusion under section
4-406{(d)(1). The second period is that time
period following the end of a “reasonable
period of time, not exceeding 30 days,”
during which the customer is required to
examine the statement or items and to notify
the bank of any forgery or alteration under
section 4-406(d)(2). I the customer fails to
comply with section 4-406(d)(2), the cust-
omer is precluded from asserting forgery or
alteration by the same wrongdoer as to
items subsequently paid. As to items paid
during the “reasonabie period of time, not to
exceed 30 days,” for the customer fo exam-
ine the statement, no preclusion can exist
except perhaps under section 4-406(d)(1).3#7
This is illustrated by the following table:

Period Period from | Period

covered by bank subsequent

bank staternent to | to end of

statement a “reasonable
“reasonable | time, not
time, not exceeding
exceeding 30
30 days”
days”

Forged or Possible Possible

altered items | preclusion preclusion

included in under under

bank section section

statement are| 4-406(d)(1); | 4-406(d)(2)

subject to 3-406

possible

preclusion

under

section

4-406(d)(1)

345.  See Revised § 4-406, Comment 3.
346. Revised § 4-406(c), (d){1}.

347, Revised § 4-406(d) 1) and (2). Unless, of course, the geﬁm‘ﬁl
preciusion hased on negligence at § 3-406 is applied.

E. Comparative Neglipence

Revised Articles 3 and 4 introduce the
concept of comparative negligence in the
contéxt of four possible “preclusion
rules”3# Section 3-404(d) (imposter and
fictitious payees); section 3-405(b} (em-
ployer responsibility for fraudulent indorse-
ment by an employee); section 3-406(b)
(negligence contributing to forgery or al-
teration); and section 4-406(e) (customer’s
duty to discover and report forgeries and
alterations). This discussion will focus on
the latter provision as illustrative,

Revised section 4-406(e) applies only if
the customer of a payor bank is precluded
from asserting a forgery of the drawer’s
signature or an alteration against the bank
under Revised section 4-406(d) (discussed
supra at Part EX, D). In that event, the
customer has the opportunity to prove that
the bank failed to exercise ordinary care in
paying the item and that this failure “sub-
stantially contributed to the loss.”** If the
- customer succeeds in proving these ele-
ments, the loss will be allocated:

between the customer precluded
and the bank asserting the preclu-
sior1 according to the extent to
which the failure of the customer to
comply with subsection (c) and the
failure of the bank fo exercise
ordinary care coniributed to the
loss. If the customer proves that the
bank did not pay the item in good
faith, the preclusion [at subsection
4-406(d)] does not apply.?®

This provision is designed to encourage
settlements in cases where both parties have
contributed to the loss, by discouraging a
‘roll of the dice” in court in the hope of
shifting the entire loss to the other party

7S

~ These rules generally preclude a porson whose neghigence has
" contributed Lo a loss from asserting that loss against another party.
“:As noted infra, however, these preclusion rules may be qualified
i1 the basis of comparative neglipence. See afso supra Part VLA,

evised § 4-406(e). Ordinary care i5 defined at Revised
3-103(a) 7). See alve Miller & Harrell, supra note 10, para.
.B3[4){c].

:Revised § 4-406(e). “Good faith” s newly defined at Revised
"§ 3-103(a)(3) to include honestly in fact and the observance of
reasonable commercial standards of fair dealing. See alse Miller
: & Harrell, supra note 10, para. 3.03[2Fb} It is not the same as a
failure to exercise ordinary carc.

under the “all or nothing™ approach of Old
Article 4.3%

F. One Year Limitation Perfod

Revised section 4-406(f) carries forward
the one year limitation on the customer’s
right to claim that items charged to the
customer’s account were improper due to
forgery of the drawer’s signature or altera-
tion. The former three year period for
discovering and reporting forged indorse-
ments was deleted; Revised section 4-406
“imposes no duties on [the] drawer to look
for unauthorized indorsements.”5? How-
ever, Revised section 4-111 provides a three
year statute of limitations for the customer’s
right to seek recredit of the account due to
payment of an improper item.*** New lang-
vage was added at the end of Revised
section 4-406(f) (but in substance carries
forward Old 4-406(5)) to provide that a
payor bank may not ignore the section 4-
406(d) preclusion in order to protect its
costomer by shifting the loss to others in &
suit for breach of warranty under Revised
section 4-208 3%

G.  Impact on Commercial Cotton

The revisions (implicitly, at least) deal
with two troubling California cases, Sun
Sand, Inc. v. United California Bank,% and
Commercial Cottorn Co. v. United California

351, See generaily Union National Bank v. Daneshvar, 803 S.W.2d
367 (Adk. Ct. App. 1991}, or an cxample of the impact this may
have on custorer preclusion cases. CF Jn re Lou Tevy & Sons
Fashions, Inc,, 988 F.2d 311 (2d Cir. 1993) (hank fable despile
alleged neghipence of perpetrator’s cmployer), Witten Praduc-
tioms, Inc, v. Republic Bank & Trust Co., 401 §.E.2d 388 (N.C.
CL App, 1991) (bank’s questionable handling of items had no
hearing on drawer’s Babilityy, Amcrican Title Ins. v. Shawmut
Bank, R12F, Supp. 301 (D.R.[. 1993 }{payor bank held liable for
paying on forged indorsement, despite drawer's negligence,
trecause bank did not have forgery - detection procedure ). Wirrer
Proguctions and Usion National Bank were discussed in the /962
Arpitteeat Servey, supra nole 4, at 1363-67. See also supre notes
314

352 Revised § 4-406, Comiment 5. See afse Miller & Harrell, supra
note 10, para. 9.03{d][d]. CF. fi re Lou Levy & Sens Fashions.
[nc., 988 F.2d 311 t2d Cir. 1993)

353, Revised § 4-406, Comment 5. This carrics forward the period of
the [ormer three year tule although a statuee of Hmitations
operates differently than an absolute bar rule. See afso discussion
of limitation periods supra at Parts [LA. and HLD.2; Miller &
Harrell, supra note 14, para, 6.03[7]; Walker & Walker, Inc. v.
Liberty National Bank and Trust Co., No. 75,600 (8. (L. Okla.,
May 11, 1993) (statute of lintitations did not begin to run untl
customer discovered forgery and demand was made for payment.

- This decision seems clearly incorrect, quite aside from the § 4-406
o issues), :

354, Fhe defendant in such an action may raise the § 4-406 preclusion
as & defense. Revised § 4-406, Comment 5. See afso Miller &
Harrell, supra note 10, para. 7.02 20d 9.03[4][d]. Revised § 3-417
is the same. -~

355, 582 P2d 920 (Cal. 1978).

Bank.3% Both of these cases involved poten-
tial preclusion of a bank customer for failure
to examine bank statements or to notify the
bank that altered or forged items were being
paid. In both cases the drawers failed to give
notice to the payor bank within the one year
time lirnit at Old section 4-406(4) (Revised
sectiont 4-406 (£)). In Sun n Sand the court
held that payment of the checks by the bank
constituted the tort of negligence, inde-
pendent of Article 4,57 and that this cause of
action was not affected by the limitation
period at Old section 4-406(4). Commercial
Cotton was characlerized by its court as a
similar case, although the facts were differ-
ent in important ways favorable to the
bank.?® In Commercial Cotion the same
bank (the defendant in Sur n Sand) again
asserted Old section 4-406(4) as a defense;
this was characterized by the court as
“stonewalling” and the bank was assessed
punitive damages of $100,000 in addition to
requiring repayment of the amount of the
forged checks ($4,000).3%

Commercial Cotion was subsequently
repudiated by the same appellate district
court that decided it,%° and (along with Sun
‘n Sand) generally has been relegated to the

356. 209 Cal. Rptr. 551 (CL App. 1985). See afso Miller & Harrell.
supre nole 19, para. 9.03: Pierce, supra note 323,

357 The court cited § 1-103, a clear mis-use of that section, since
§ 4-406 covers the issucs involved and the court used § 1-103 1o
hold the pre-Code rules still viable: in fact § 4-406 displaces
negligence in this context under Old or Revised Article 4.

358, [nSun n Sendthe wrongdoer made the altered checks payablc 1o
the bank and deposited them in her account at the bank. Arguably
this might have alerted the bank t the fraud. In Commercial
Cotiont there was no similar bank negligence (o miligate the
customer's hegligenee.

359, Barkley Clark described this casc as “disturbing in the extreme.”
See Clark, sipra note 325, at para. 8.02[5]. Under Revised Article
4, which defines ordinary care differently than good faith, both
definitions should exclude the bank's action, and the resuli should
e different.

360.  See Copesky v. Superior Court of San Diego County. 229 Cal.
App. 3d 678, 280 Cal. Rptr. 338 (1991 ). Ser also Symonds v.
Mercury Savings & Loan Association, 275 Cal. Rptr. 871, 13
U.C.C. Rep. Serv. 28 (Callaghan) 31 (Ca. Ct. App. 1990}
Chicago Title [ns. Co. v. California Canadian Bank. 2 Cal. Rpir.
2d 422 (Cal. Ct. App. 1991} Los Angeles Nar'l Bank v, Bank of
Canton of Califorma, 286 Cal, Rptr, 20422 {Cal. Ct. App. 1991)
(tort-conteact disticion) (2l noled in the 7992 Amual Survey,
sepra note 4, a1 1362 Pieree, supra nole 323,
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status of an aberration.3 The Article 4
comparative negligence standard at Revised
section 4-406(e) clearly rejects the all-or-
nothing standard used by the Sun % Sand
and Commercial Cotton courts to ignore the
negligence of the customer and place the
entire loss (plus, in Commercial Cotton,
punitive damages) on the bank. Under the
revision, if the customer is subject to a
preclusion under Revised section 4-406(d),
the most that can be done to the bank is to
impose liability for negligence on a compar-
ative basis, under Revised section 4-406(e).
This direct and exclusive allocation form-
ula, based on comparative negligence, pre-
cludes any alternative tort analysis under
section 1-103. This should cut-off a cust-
omer’s escape from the one-year statutory
bar at Revised section 4-406(f) by means of
section 1-103, 5o as 1o preclude the kind of
analysis used in Sun ‘n Sand and Commer-
cial Cotton. Only if the bank failed to
exercise good faith, as newly defined at
Revised section 3-103(a)(4), would the
preclusion rule of Revised section 4-406(d)
be unavailable 362

301, See afso Price v. Wells Liargu Bank, 213 Cal. App. 3 465, 261
Cal. Rptr. 735 [1989) (ako rejecting Commercial Cotton ).
Peterson Dev. Co. v. Torrey Pines Baak, 233 Cal, App. 3d 103,
284 Cal. Rptr. 367 (1991) (bunk-custumer relation is ordinary
debter-creditor relation and s not fiduciary in nature); Richard
Nat’l Bank & Trust v. Swenson, 816 P24 1045 (Mont. 19913
{same): Rodgers v. Tecumseh Bank, 756 P.2d 1223 (Okla. 1585
(stimie); Frontier Federa| Federal Sav, & Loan Assn, v. Commer-
vial Bank, N.A., 806 P.2d 1140 (Okla. 1990} {same); Walker &
Walker, Inc, v. Liberty Nationa] Bank and Trust Co., No. 75,600
{5.Ct.Ckla. May 11, 1993); Aspinall v. U.S., 984 F.2d 35510t
Cir. 1993} (when funds arc deposited i a bank account, (itle
passes to bank and depositor retins onfy a chose in setion against
bank ). See alvo Carotyn 8. Smith, AM-Chalmers », Lueck: The
United State Supreme Conrt Rejects Tort Liability for Breach of
Good Faith, 43 Consumer Vin. 1.Q. Rep. 258 (1989): Pierce,
supra note 323,

In Symuonds v. Mercury Savings & Loan Association, 275 Cal.
Rptr. 871,13 U.C.C. Rep. Serv. 2d (Callaghan) 31 (Cal. Ct. App.
1990}, ihe court refused 1o characterize the bank-custorner
Telation as “quasi-fiduciary.” but discussed the level of bharnk
miscanduct that would permit the customer o recaver in tort for
mientional infliction of emotional distress. [n Spmonds a colicet-
ing bank had allegedty failed for a period of eight months ©
forward u check for collection, Spmonds is cited n the 1992
Annual Survey, supra note 4, 21 1563, which alsu notes Chicapo
Thle Ins. Co. v. Californin Canadian Bank, 2 Cal, Rplr. 2d 422
(Cal. Cu. App. 1991 and Los Angeles Nat't Benk v. Bank of
Canton of Califoria. 280 Cul. Rptr. 831 (Cal. S. App. 1991), 85
';‘llmughlfully distingufshfing) the aims of tort and commenial
aw. .. "

362 See Revised § 4-406(c). Again. negligence is ool a breach of
10w thonesty in L’Jcioz:cnxonuhlcuummurciaﬂ,\Lemdurdxul'ﬁlirde;llinp.

X. Cashier’s and Tellers’s Checks,
Money Orders; Traveler’s
Checks; Stop Payment Orders
and Posi-Dated Items

A. Cashier’s Checks, Money
COrders, Traveler’s Checks, and
Teller’s Checks -- Introduction

For the first time, these specialized types
of instruments are defined, in Revised Ari-
icle 3:

1. “Cashier’s check” means a draft
with respect to which the drawer
and drawee are the same bank or
branches of the same bank,3

2. “Teller’s check™ means a draft
drawn by a bank {i} on another
bank, or (ii) payable at or through a
bank 3%

3. “Check” is defined as a demand
draft drawn on a bank, including
checks denominated “money
order, 363

4. “Travelers check” is also defined,
essentially as an ordinary check
denominated a “traveler’s check”
(or by a “substantially similar
term”), requiring a countersigna-
ture as a prerequisite to payment 366

The obligation of the issuer of a cashier’s
check is described at Revised section 3-412
and is essentially the same as the obligation
of the maker of a note:

The issuer of a note or cashier’s
check or other draft drawn on the
drawer is obliged to pay the in-
strument (i} according to its terms
at the time it was issued . . .. 267

This carries forward the effect of Old section
3-118(a) (“a draft drawn on the drawer is
effective as a note.”), in the sense that both
the drawer of a cashier’s check and the
maker of a note have “primary” liability on

363, Revised § 3-104(g). Seer generally, Miller & Harrell, Stifie nole
10, para. 8.01{3]m].

364, Revised § 3-104(h). Sometimes these have been called “hank
drafis.”

365, Revised § 3-104(1). Asa result a money orcler will be treated as an
ordinary check, and will be subject toa stop payment order, unless
1 its within the definition of a cashier's check. See Rovised §
3-104, Comment 4.

366, Revised § 3-104(1) and Comment 4.

367, Revised § 3412,

the instrument (they and not a third party
are expected to pay and the obligation to
pay is not subject to statutory conditions or
prerequisites).’® But unlike Old section
3-118(a), Revised Article 3 otherwise treats
a cashier’s check as a check rather than a
note. 3 Thus the instrument is treated as a
check even though legally the drawer’s
liability is equivalent to that of the maker of
a note 370

B. Consequences of a Bank’s
Refusal to Honor

Along with clarifying that an ordinary
money order (signed by the purchaser as
drawer) is like a personal check (and
therefore is subject to a stop payment ord-
er¥!), probably the most important revi-
sions in this area of law relate to dishonor of
cashier’s checks, teller’s checks, and certified
checks*? Revised section 3-411 specifies
the consequences of a bank’s refusal to
honor a cashier’s check, teller's check, or
certified check3 Revised section 3-312
provides a procedure whereby a person can
recover from the issuing bank for a lost,
destroyed, or stolen cashier’s check, teller’s
check, or certified check. These provisions
significantly clarify and in some cases alter
the rights and liabilities of the issuing bank.

Briefly, Revised section 3-411 governs
the liability of the issuing bank for wrongful
refusal to honor or pay such a check.37 This
issue arises whenever a bank refuses to pay
such a check (typically because it believes it
or its customer has a valid defense), and in

368 Cf the “secondary” Yability of indorsers and other drawers.
Revised §§ 3-414, 3415, 3-503ta). See discussion sipra al Parl
VI; Miller & Harrell, yupra note 19, para. 4.03 and para. 4.05.

369 Revised § 3-412, Comment 2.

370, Revised § 3-412. Therelore the bank issuing a cashier's, tefler's or
similar check may refuse or stop payment of the check. See, e.p.,
First Nat'l Bank of Nocona v. Durcan Sav, & Loan Ass'n, 656 F.
Supp. 358 (W.D. Ckia, 1987), aff’d, 957 F.2d 775 {16th Ci
19923, In such case, however, the bank may be liable under
Revised §§ 3-305. 3-312, 3411, and 3-412, See discussion infret
this ext.

371, Revised § 3-104( 1), and Comment 4; Miller & Harrell, supra note
10, para. 8.01(3]m]. para. 9.01[4)d} A bank “money order”
signed by a representative of the issuing bank as drawer would be
treated as a cashier's check despite its Tubet,

372 See Revised § 3411 Miller & Harrell, supra note 10, para.
9.01[4])fd]liv]. For u recent case decided under Old Anticle 4, see
Heeker v. Ravenna Bank, 468 NW, 2d 88 (Neb, 1991) {bank
liable in conversion for asserting a set-off claim against the joint
payees of a cashier’s check, us a basis for dishonoring the check ).
See also 1992 Anmyal Survey, supranote 4, at 1564, noting that
this decision is incorrect if the bank had a valid claim to assert a5 4
set off.

373, See Revised § 3317 Miller & Harvell, siipra note 10, para.
9.01[4]ld][v]. See also Revised § 3-309 which, however, merely
carries forward Old § 3-804,

374, Revised § 3311 (b}, This liability ison the instrument as drawer ot
awceptor.
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the ensuing litigation the defenses to liability
are rejected by the court or held ineffective
against a holder in due course. Having
wrongfully refused io pay the check, the bank
is liable on the instrument, and also pursuant
to Revised section 341135 That section
provides that upon wrongful refusal to honor
a cashier’s check, or certified check, or if
payment is stopped on a teller’s check, the
bank is liable for “expenses or loss of interest
resulting from the nonpayment™ (plus, of
course the amount of the check).37 The bank
may also be liable for consequential damages,
but only “if the obligated bank refuses to pay
after receiving notice of [the] particular cir-
cumstances giving rise to the damages.”¥”
Moreover, the bank is not liable for expenses
and consequential damages if it refused pay-
ment because it has suspended payments, has
asserted a defense that it reasonably believed
was valid against the person secking pay-
ment, had reasonable doubt that the person
seeking payment was entitled to enforce the
instrument, or if payment was prohibited by
]aw.STS

As a result, the issning bank can safely
refuse to honor a cashier’s check any time it
has reasonable grounds to believe that it has
a valid defense against the person seeking
payment. If this judgment is reasonable, but
in court is proven to be wrong, the bank will
be liable only for the amount of the item,37
However, normally the bank cannot assert
claims of its customer (the remitter) against
the holder as a defense to the bank’s liability.
Under Revised section 3-305(c) (or Old sec-
tion 3-306(d), if the customer joins the law-
suit and personally asserts his or her claim,

375, K Inthis instance the bank is a0 liable for wrongful dishonor
under § 4-402. as that section governs the lizbility of the payor
bank w its custorner, the drawer of a dishonored item. In the case
of a eaghier’s cheek. teller's check, or certificd check the [ssuing
bank is the drawer or (in the case of a certified check ) has replaced
the drawer as obligor. See Revised §§ 3409, 3412, and 3-310,
Thercfore the bank's exclusive ligbility 7s under those sections and
§ 3411

376, Revised § 3-411(b), and Comment 2.

377, Revised § 3-411(b). This essentially is the Hadley v, Baxcndale

test for consequentials. See Comment 2 to § 2-715,
. Revised § 3-411{c). and Camment 3.

. The bank will not be linble for the plintifPs litigation cxpenses or
consequential damages under Revised § 3-411(c). The bank will
alko be liable for interest, under Revised § 3-411¢b), bu
presumably cun cover that liability by earning interest on the
amount in guestion during the litigation. Of course, there is some
risk that the court will conclude that the bank's defense was not
reasonabie or that it should have known there wasa holder in due
course, depriving the bank of the protection afforded by Revised
§ 3-411(c) and subjecting the bank (o Yability for the plaintiffs
costs and/or consequential damages, under Revised § 3-411(b).

then it can be raised. However, even if the
bank believes that its customer has a valid
claim against the holder of the bank’s check,
there is every reason for the bank to pay
unless the bank is sure the customer will
litigate the issue if necessary.®®® In such
litigation any meritorious defense available
to the customer may be raised as a basis for
the bank’s refusal to pay the check.3!

To this extent the issuer of a cashier’s
check is now like any other obligor on an
instrument: able to raise its own defenses to
liability, subject to the rules governing
liability on the instrument. Like any other
obligor, the issuing bank can assert only its
own defenses, not the claims of third parties
(such as the remitter, or purchaser of the
instrument, or any other customer of the
bank).®2 Similarly, if the person seeking
payment is a holder in due course the bank,
like any other obligor, can assert only the
“real” defenses to liability.383 This essen-
tially codifies the better cases, such as TPO,
Inc. v. FDIC,* which treat the issuing bank
like any other obligor for purposes of
determining liability on the instrument
under Article 3385

This approach rejects the rationale of
several well-known but confused cases. One
of the most notorious is Hote! Riviera, Inc. v.
First Nat'l Bank & Trust Co.,% where the
court held that the issuing bank could not
refuse payment of a cashier's check even ifit
had a defense valid against the holder,
becanse “cashier’s checks have an aura of
cash , . . [and] [wlhether that avra bears
scrutiny in the law is irrelevant here.”%7
Revised section 3-411 directly confronts

3800 Revised §§ 3-305(c) anf 3-602(h)(1 ).

381, See Revised § 341 Hic)iiiy. It should not be necessary Lo specify
this. Jut was made so by cases like Horel Riviera, discused supra
aunotes 41 and 42, and fifra this text sl note 386,

3R2. See Revised 8§ 3-305(c) and 3-602; Hecker v. Ravenna Bank,
468 NW 2d 88 {Neb. 1991 ): Valley Bank v. Monarch Tnvestment
Co., 800 P.2d 634 (Izho 1990); Malphrus v. Home Sav. Bank,
254 N.Y_5.2d 980 (Co. Ct. 1965); Miller & Harrell, sHpre note
10, at para. 9.61(4](d). [i], {ii]. Therc is a limited exception for
theft, and for accomnmodation parties al Revised § 3-305(d). See
also supra Part 1LH.

383, See Revised § 3-305(a). (h); Miller & Harrell, suprz note 140, at
para, 3.03[3](a), pars. 3.04[ 1}h).
384, (487 F.2d 131(3d Dir. {973} see alse Miller & Harrcl, supra nole
" 10, at para. 9.01[4]d}ji]. :
385. ! In Revised Article 3 the basis for this liability is § 3-412 in the cuse
Lioofa uashier’s check; Rf:visc_d §3__4i4 in the cascnl‘a (eller's check,
386, 768 F2d 1201 (10h. Cir. 1985 sce also Abilites. Inc. v.
" Citibank, NA,4ONY.8.2d 242.(N.Y. Sup. Ct. 1982),
387, 'Riw‘mz, 768 F.2d -1 1204 (vitations omiited). This case s
discussed in Miller & Harrell, supra note 19), para. 9.01 [4)djfxii].
. T0.5ee also supra nows 41 and 42,

the Hotel Riviera rationale. Similarly, the
revisions reflect a retreat from cases like
Yukon Natl Bank v. Modern Builders
Supply,’® which declined to allow the
issuing bank to assert failure of considera-
tion as a defense against the payee who had
purchased the cashier’s check with checks
that later bounced. It should be emphasized
again, however, that a holder in due course
not directly subject to such defenses will be
immune to personal defenses of the bank. 3%

C. Lost, Destroyed, or Stolen
Cashier’s Checks, Teller’s
Checks, and Certified Checks

Revised Article 3 provides two proce-
dures allowing a claimant to receive reim-
bursement from the issuing bank for a lost,
destroyed, or stolen bank check. One may
involve posting a bond for the limitations
period.? The other is Revised section
3-312. The latter section apparently resulted
from cases like Santos v. First Natl, State
Bank,®' where the purchaser of a lost
cashier’s check sought reimbursement for
the amount of the check and was met with a
demand to post a bond for the statute of
limitations period under the procedure at
Ofd section 3-804.32 Revised section 3-312
permits such a claimant to obtain reim-
bursement on or after the 90th day follow-
ing the date of the check or of its acceptance,
by submitting then or earlier an affidavit in
the form of 2 “Declaration of loss” stating
that the check was lost, destroyed, or stolen
and that the claimant is the drawer, payee,
or remitter entitled to payment, 3%

This does not give such party an unre-
stricted right to stop payment after 90
days.®* The “Declaration of loss” must
recite certain facts and can be used only

388, 686 P.2d 307 (Okla. App. 1984).

389, Revised § 3-305(b). Thus the utility of a cashier's cheek s means
of payment (o an innucent party in nat impaired.

390, See Revised § 3-309.

391 4510 A2d 401 (NI, Super. 1982); see also Milter & Elarrell. supra
nole 10, at para. QG li] o. 70, and para 9.014]d][v].

392, Revised § 3-309. 'Ihis was intended 1o protect the hank from
double payment in the event the check was later presented for
paymient by a holder in due course.

393, Revised§ 3-312(2)(2),{3), and (b}, During the 90 days the check
must be paid by the issuer cven if the affidavit is Tled. Revised
# 3-312(b)(2)y and 3-602. Most such checks are presented within
G0 days,

394, Cf Revised § 4403 {eustomer's right 1o slop PAYTENL On A1

ordinary checky: Miller & Harrell, supra note 10, pard.
GO
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where the check has been lost, destroyed, or
stolen. Even after receipt of such a declara-
tion, the issuing bank can pay the check
during the first 90 days after its issue. But
clearly Revised section 3-312 gives the
payee or remitter of a cashier’s or teller’s
check (and the drawer of a check certified
by the drawee bank) a new right to receive
reimbursement and prevent payment on
and after the 90th day in certain circum-
stances,

Obviously there are some new risks in all
of this, for both the issuing and depositary
banks. The risk for the issuing bank is small
but includes the possibility that a claimant
may fraudulentiy present a declaration of
loss and obtain reimbursement, knowing
that the check is in the hands of a holder in
due course who has delayed presentment of
the check for some legitimate reason {per-
haps due to an illness, being out of the
country, etc.). Having reimbursed the
claimant, the issuing bank may then have to
pay again to the holder in due course to
preserve its credibility,® being left with
recourse against the frandulent declarant
(who presumably will have skipped with
the money),

For the depositary bank, new risks will be
created when a depositor deposits a cashier’s
check near the end of the 90 day period. The
depositary bank may be required to provide
nexi-day funds availability for the amount
of the check, and to allow full withdrawal of
those funds as a matter of right, under
Regulation CC, which treats cashier’s, cert-
ified, and teller’s checks essentially like cash
for funds availability purposes.?% Yet the
depositary bank may not be certain that the
check will be presented to the issuing bank
and paid before the end of the 90 day period
provided at Revised Article 3 section 3-
312(b)(1), thereby suggesting a risk that a
“Declaration of loss” may intervene so as to
prevent payment to the depositary bank,

#5. Uis clear from the languape of the comment 4o the statute that
~ection 3-312 excuses the bank from liability 1o a holder in due
course, There is no mention of this among the “real” delenses a1
Rr\‘mjai & 33050 1), bt the provisions should be read in pari
Maieria. Murcover, it can be aggucd that a hokler whe takes such &
check knows the law and (s has notice of the bank's rights.

Revised § 3-305a)(2),
in E:.\»-_lel:i[im] CC 8 22900601 Hv), 12 CF R, §229.10icH INv)
e b Conni L. Aflen, The New Ruley Governing Collection

and Payment of Choeky in : "
- et o : vhe Banking Svsiem: hnpact of
Regtadution €6 47 Consumer 1, €3 Rep, $29 (1993}

after it has released the funds.®” There is no
clear way to prevent this, as even a telephone
call to confirm the absence of such a declara-
tion will not preclude subsequent present-
ment of such a declaration to the issuing
bank, prior to payment of the check, One
possibility is to send a notice to the issuing
bank, by facsimile transmission (FAX), to
notify the issuing bank of the depositary
bank’s claim as a holder in due course and the
imminent presentment of the check 3 How-
ever, there is no guarantee that such a notice
will be effective to assure payment or to
protect the issuing bank where a proper
“Declaration of loss” is received by the
issuing bank and the check is presented on or
after the 90th day.® This scenario also
presents a quandary for the issuing bank,
faced with notice of a possible holder in due
course (the depositary bank) and a statutory
duty to pay the claimant.*® One possibility
for the depasitary bank is to hand-deliver the
check (or otherwise expedite presentment) to
the issuing bank so as to receive payment (or
dishonor) before the depositary bank rmust
pay the funds to its depositor, but obviously
this will be impractical in many instances.
Perhaps the most practical solution is to
invoke the exception in Regulation CC
section 229.13(e) concerning reasonable
cause to doubt collectibility, using by analogy
the federal comment discussing stale checks
and post-dated checks,

D. Stop Payment Orders and
Post-Dated Checks

The customer’s unqualified right to stop
payment of ordinary checks is retained at
Revised section 4-403.%! The revision pro-
vides that where more than one person is
authorized to draw on the account, any such

397, Ser Revised § 3-312(a)(3), (b 1).

308, See Appendix C to Repulation CC fora possible lormat for such a
nolice,

388, Ser Revised § 3-312(b)(3).

A See Revised §§ 3-302, 3-305, 3-312(b) 1), Perhags interpleader
would work.

401 Friendly Nat't Bank of Southwest Okla. City v. Farmers Ins.
Group, 630 P.2d 318 {Okla. 1981) held diat 2 draft conditioned
upon “acceptance” was negotiable because the right 10 refuse to
accept the drafl was in essence merely the right 1o SOp payinent
under § 4-403. However, uniike a refusal 10 accepl, where the
ddrawer stops payment the drawer temains liable on the instru-
ment under Revised § 3-414. Sze afso Revised §4 3-106(c).
3-401(a), 3408, 3-409, 3413, and discussion supra at Marg VI,
See also First Nat'l Rank, Conway Springs, K8 v, Jones, 439 7. 2d
535 {Kan. App. 1992) thokler in due cowse could collect from
drawer despite stop payment arder): Commodity Traders, Ine. v,
Finn, 487 N.W. 2d 297 (Nch. 1992) {same).

person may siop payment on any item drawn
on that account {even if the item was drawn
by a different customer) or may close the
account.*? If the account agreement requires
both joint account holders to sign items
drawn on the account, and one of the
customers closes the account, the bank prob-
ably should make the proceeds check payable
to both parties, not in the alternative 4 so as
to require the indorsement of both account
holders.* If two signatures are required and
the bank pays items on only one signature, it
will be treated as an unauthorized item and
will not be properly payable, s

As under Old Article 4, an oral stop
payment order is effective for 14 days and
then for six months if confirmed in writing
within the 14 days. It may be renewed in
writing for additional six month periods
each if the renewal is made within the six
month effective period 4% The customer has
the burden of proving the fact and amount
of any loss resulting from the bank’s failure
to honor an effective stop payment order,
but the damages may include damages for
wrongful dishonor of subsequent iterns. %7

As under Old Article 4, a stop payment
order comes too late to prevent payment if
the bank has (1) accepted or certified the
item, (2) paid it in cash, (3) settled irrevoc-
ably, or (4) become accountable for the item

402, See Revised § 4-403(a):; Miller & Harvell, sigpra note 16, para,
9.01{2)

403, “Aand B, not “A or B.” See supra Part IV. B.

404, See Revised § 3-110(d}: Mitler & Barrell, supra note 10, para.
2.02[7), para. 3.02[3]{bJJii], anct para. 6.03[6)bYi]; discussion
Siprg Part 1V,

405, See Revised §§ 3-403(b), 4-401 (2}, Milier & Harrell, supra note
10, para. 3.03(3][b][ii]. As a result the payor hank may be unable
to charge the customer's account. See supra Part VILA. Bat see
Revised §¢ 3-906, 4-406 (customer whose negligence contmibuted
to the loss precluded from asserting forgery ). See discussion supra
Parts V1A and [X. In addition the customer may not recover (f
the item paid discharges a valid debt of the customer. Cooper v.
Stockyards Bank, 644 P.2d {23 {Okla, {981).

406. Rev.ised § 4-403(b). In addition the customer may not recover if
the item paid discharges 2 valid debt of the customer. Cooper v,
Stockyards Bank, 644 P.2d 123 (Okla, 1981).

407, Revised § 4-403(c). This may oceur because Failure to honor the
stop payment order depletes the account, See afso Revised
§ 4-402; Miller & Hareell, supra note 10, para. 9.02(21

In Dunnigen v. Firsi Bank. 585 A.2d 659 (Conn. 19913 the
bank crreneously paid an item over & valid stop payment order,
but the court held that there were no damages hecasse the check
paid a valid debt of e customer. The customer sought 10 stop
payment an this check i order to recoup a loss suffered by the
customer in an earlier transaclion with the payee of the check. The
court declined o recognize this as an element of the damages
flowing from the wrongful payment, limiting the analysis to the
specific debt paid by the check (clearly a valid debt), This case is
noted i the J992 Annual Survey, supra note 4, at 1568, which
credits Professor Patricia B. Fry with the observance that the
bank’s rights against its customer should have been subsiect o the
CUSEOMET's right of recoupment arising from the carker transac-
tion, under the Article 4 subrogation rules at Old § 4-407(hy,
Revised §4-407(2)). GF. [X1 Laboritorics. Inc. v. First Bank, MNA.,
483 N.W. 2d 84, 17 UCC Rep. Serv. 2d 526 (Ma. App, 1992)
(bank’s subrogation to rights of drawer as against payee)

by reason of the midnight deadline 4% Sub-
ject to these considerations, the bank may
pay, accept, certify, or charge items to the
customer’s account in any order it
chooses#® The customer’s stop payment
order must describe the item with “reason-
able certainty.”#° Revised Article 4 (like its
predecessor) does not define “reasonable
certainty,” thus leaving that issue to resolu-
tion by agreement or the courts. For ex-
ample, Parr v. Security Nar'l Bank*'! held
that a stop payment order was effective
degpite a 50 cent error in the amount, but the
court distinguished Poullier v. Nacua Mot-
ors, fne.,"? where the bank advised the
customer that the precise amount of the
check was needed. In Johnson v. Grant
Square Bank & Trust Co.,*3 a three cent
error did not prevent the stop order from
being effective; the court noted that the
order correctly identified the payee, the date
of the check, the check number, and the
customer’s account number.

Revised section 4-403 Official Comment
5 indicates that the customer must provide
the information needed by the bank under
the technology then existing to identify the

408. Revised § 4-303(a). See also Revised §§ 4-215(1), 4-301(a},
4-302(a); Miller & Rarvell, supra note 10, para. 8.02f2]. Revised §
4-303(a)(5), because the cul off puint of posting was dropped alsa
allows the bank to set u cul off hour by its own action and, in the
absence of doing 5o, sets one no later than close of business on the
banking day after the banking duy of receipt of the check.

405, Revised § 4-303(h}. Section 4-405 authorizes a payor bank to
continue paying checks for ten days alter the death of the drawer,
even with nolice ol the death. However, this does nol excuse
failure to camply with a siop payment order. See, 2.g., Listzman v.
Ruidoso Stale Bank, 827 P.2d 1294, 17 UBCC Rep. Serv, 552 2d
IN. Mex. 1992). :

410, Revised § 4-403(a). Parr v. Sccurity Nat. Bank, 680 P.2d 648
(Okla. App. 1984Y); Polfier, 439 N.Y . 5.2d 85 (N.Y. Supp. 1981 ).
Johnson v. Grant Square Bank & Trust Co., 634 P.2d 1324
{QOkla. App. 1984). Comments to Revised § 4403 indicate this
must be with repard to the “techrology then existing.” Generally,
Revised Articles 3 and 4 seek to facilitate technological advances,
See, e.g. 8§ 4-110(c) {posi-dated items), and 4-406(a) and (b}
{statements of account and copies of ilems). Federal Reserve
Regulation CC also encourages lechnologicl processing. See
alve, 12 CFR. §§ 22930 (expeditious returt of dishonored
checks) and 229.36{c) {truncation of checks).

411, 680 P.2d (Okla, App. 1984).
452 439 NY. $.2d 85 (N.Y. Sup. Ct, 1981),
413, 634 P.2d 1324 (Okla. App. 1981},

item subject to the stop order, unless there is
an agreement to the contrary. Thus it is
arguable that the precise amount of the item
may be essential where the bank’s process-
ing equipment identifies items on that basis.
This is consistent with the general thrust of
Revised Article 4, to accommodate auto-
mated processing systems. Of course, a bank
may waive its right to precise identification
of the item, as for example where the bank
accepts a stop order knowing that the custo-
mer is unsure of the amount or other neces-
sary information, and not explicitly qualify-
ing that acceptance with a clear statement
that it will not work if the amount {or other
information) is not exact. Such issues should
be resolved in the deposit contract or by
giving notice to the customer in the form or
orally that a stop order must include the
precise amousnt of the check or other needed
information if that is the case. Note also that
for checks, Revised section 4-303(a)(5)
allows the bank to establish “a cutoff hour
no earlier than one hour after the opening of
the next banking day . . . and no later than
the close of that next banking day . . .”
beyond which any stop payment order or
similar notice will be ineffective until the
following banking day. If no such cutoff
hour is fixed by the bank, the cutoff will be
the close of the next banking day after the
banking day on which the bank received the
check.* This cutoff hour allows the bank to
refuse to honor a stop payment order or
legal process that becomes effective beéfore
the time for final payment of the check
under Revised section 4-215(a).

414, Revised § 4-303(a)(3).

Revised Article 4 treats post-dated checks
much like a check subject to a possible stop
payment order, The bank is entitled to pay a
post-dated check upon presentment, regard-
less of the date of the check, unless the
customer has provided a notice to the bank
similar to a stop payment order.1* Under
Old Articles 3 and 4, 2 post-dated check was
sometimes held to be not properly payable,
so that a bank paying such an item was
unable to charge the customer’s account,.#16
Revised Article 4 changes this and permits
payment of post-dated iterns at any time,
unless the customer provides the requisite
notice, describing the check with “reason-
able certainty” to the bank and “at such time
and in such manner as to afford the bank a
reasonable opportunity to act on the notice
before the check is paid.” Like a stop
payment order, an oral notice is effective for
14 days or for six months if confirmed in
writing.1? If the bank pays despite timely
receipt of such notice, it will be liable for
resulting damages including damages for
wrongful dishonor of subsequent items due
to depletion of the account.*??

XE Conclasion

Revised Articles 3 and 4 contain many
benefits for banks, and for customers, in-
cluding facilitation of bank operations and
payment iransactions, so that costs to
customers can be held down. Overall, itisa
good law that improves the law of payments
and its legal environment and is being
rapidly enacted by the states.

415, See Revised § 4-40I(c); Miller & Harrell, sipre note 10, para.
S.0H2)

416, See. e.g., Allied Color Corp. v. Manufacturers Hanover Trust Co.,
484 F. Supp. 881 {SD. N.Y. 1980): Sicgel v. New Enpland
Merchants Net'l Bapk, 437 NE. 2d 218 (Mass. 1982),

417.  Revised §4-401(c); ¢f Revised § 4-403(a) {stop payment orders ).
418.  Revised §§ 4-401c), 4-403(b).

419. Revised § 4-401{ck of Revised § 4-403(c). See generafly
Dunnigan v. First Bank, 585 A.2d 659 (Conn. 1991).
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-The Portable UCC, published by the

 American Bar Association Section of Busi-
“ness Law, is a compact, 280-page volume

‘that contains the complete text of the UCC,
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