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was violating his duties as Molly’s trustee. See UCC 3-307 (Notice of
Breach of Fiduciary Duty).

Notice of a Claim or Defense?
(UCC 3-302(a)(2), 3-305 & 3-306)

Generally Yes Generally No

1. Instrument liself:

a. Incorrect indorsements a. Antedated or postdated
b. Material omissions b. Originally incomplete
c. Important alterations and later completed

2. Knowledge of Facts:

a. Party’s obligation void or voidable a. Parties to the instrument
b. Obligor has a claim in recoupment include accommodation par-
against the payee (e.g., the payee ties or fiduciaries {trustees)
failed to deliver conforming goods to b. Instrument issued or negotiat-
the instrument's obligor ed for an executory promise
c. Obligor has a contract defense c. Instrument accompanied by
against the person trying to enforce separate agreement
the instrument d. Default in interest payments
d. Obligor is discharged (e.g., in bank- on this instrument
ruptcy) e. Default on another instrument
e. Transferor’s title defective because of [except (g) in left column]

fraud, illegality, theft, etc.

f. Unauthorized signature and/or com-
pletion of the instrument

g. Default on any other instrument that is
part of a series with this instrument

Notice is effective only if received early enough to give a potential
holder time to respond. UCC 3-302(f)

Example: Inadequate (Untimely) Notice

If Company X’s branch manager in one store receives notice 30 sec-
onds before Company X’s branch manager in another store accepts the
instrument in question, Company X may still be a HIDC. Notice was not
timely.

Obviously, later notice cannot serve to undo HIDC status; however, it
can limit such status to cover only the amount already given for an
instrument. Thus the HIDC is not an HIDC for subsequent, postnotice
value provided on that instrument.
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Lastly, in most cases no connection need exist between (a) whatever
deprives a person of HIDC status, and (h) the defense or claim being
asserted against the would-be HIDC.

Example: Personal Defenses Against Holder Need Not Be Related to the
Notice That Deprived Holder of HIDC Status

If holder Harry takes a note that Harry knows or should know has
been dishonored, maker Mike can assert personal defenses against Harry
not necessarily related to the reasons for dishonoring the note. In other
words, “A miss is as good as a mile”; if Polly Smith is not a HIDC, it does
not matter how close she came to being one—she is subject to the same
personal defenses as are other mere holders.

THE SHELTER RULE
« WHO IS COVERED?

Non-HIDCs usually take whatever rights their transferors had. Thus a
transferee who is not a HIDC (e.g., a donee—there is no “yalue”; the
instrument is a gift), but who takes the instrument from a HIDC, acquires
all the rights of a HIDC [UCC 3-203(b)]. This shelter rule furthers the
transferability of instruments and the benefits of HIDC status; HIDCs and
potential transferees know that the latter will acquire HIDC status.

Example: The Shelter Rule

Maker is induced by Payee’s fraud to issue Payee a promissory note.
Payee negotiates the note to Course, who takes it for value, in good faith
and without notice that it is overdue, has been dishonored, or has
defenses or claims to it. After the note becomes obviously overdue,
Course negotiates it to Safehaven.

Although Safehaven is clearly not a HIDC (he has notice that the note
is overdue), Course was. Therefore Safehaven takes all the HIDC rights
that Course had, and Safehaven is free of Maker’s personal defense
(fraudulent inducement).

The shelter rule covers anyone who can trace his/her title back to a
HIDC. Thus, in the preceding example, once Course takes the instru-
ment, all subsequent transferees, no matter how far down the line, also
have HIDC rights.

« WHO IS EXCEPTED?

Transferees cannot use the shelter rule if they participated in fraud or
illegality affecting the instrument (UCC 3-203(b)). It would be unseemly
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to let a party acquire HIDC status by “laundering” an instrument through
one or more transferees and then reacquiring it. In the preceding exam-
ple, the fraudulent Payee cannot become a HIDC no matter how far
down the chain of title he reacquires the instrument; Course’s and the
subsequent transferees’ HIDC right will not pass to Payee,

YOU SHOULD REMEMBER

A holder has all of the rights of an assignee. A HIDC is a hold-
er who takes a negotiable instrument for value, in good faith,
and without notice that it is overdue, has been dishonored, or
has defenses or claims against it. Although a mere holder is sub-
ject to all defenses, the HIDC is free of personal defenses raised

y a party with whom the HIDC has not dealt.

HIDC “value” includes presently performed or past considera-
tion, most security interests or liens, negotiable instruments, and
irrevocable commitments to third persons. Gifts, inheritances,
mere promises, purchases pursuant to legal proceedings, and
most bulk transfers do not constitute HIDC “value.”

HIDC “good faith” is tested subjectively: Did the holder believe
that the instrument was regular (genuine, authorized, and con-
forming with law}2 The “without notice” issue is measured objec-
tively: besides the holder’s actual knowledge, notice also arises
whenever a reasonable person would have known. Notice of
claims or defenses usually arises when the instrument has incor-
rect indorsements, material omissions, or important alterations,
or the holder knows or should know that a party’s obligation is
void, voidable, or discharged, that fitle is defective, or that the
instrument’s completion was unauthorized. There is usually no
such notice for antedated or postdated instruments, for knowl-
edge that persons are accommodation parties or fiduciaries, or
for knowledge that the instrument came with a separate agree-
ment or a mere executory promise.

Once HIDC status has occurred, it is not removed by later
notice. Personal defenses raised against a holder need not be
the same as the defense or other factor that deprived the holder
of HIDC status.

The shelter rule extends HIDC benefits to all transferees in the
chain of title after a HIDC. The exceptions are transferees who
(1) were parties to fraud or illegclit}/ affecting the instrument, or
(2) as prior holders, had notice of a claim or defense to the
instrument.
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DEFENSES

The key to understanding the HIDC's special status is to distinguish
between “real” defenses, which work against even HIDCs, and person-
al defenses, which do not.

“REAL” DEFENSES

These include:

1.

Fraud in the execution (factum). Before signing an instrument, the
maker, drawer, or indorser is led to believe (with no reasonable oppor-
tunity to discover otherwise) that he/she is signing something else, not
an instrument.

Forgery (writing another person’s name as if that person had done so)
or an unauthorized signature (a signature indicating that the signer
has authority to bind another person when such is not the case) wholly
inoperative for passing title, unless the person whose name is signed
ratifies the signature (consents or acquiesces to it) or is estopped to
deny it (conducts him-/herself in such a way that another party reason-
ably assumes that the signature is authorized, and then relies on this
assumption). However, a good-faith, paying transferce always has the
right to enforce the instrument against the actual forger.

Other defenses sufficient (under other law) to nullify the obligor’s
duty, namely duress, illegality, or incapacity.

The obligor’s infancy, to the extent it is a defense to a simple contract.

Discharge of the instrument, if the holder became a HIDC with actual
notice of the discharge.

. Discharge of the obligor in an insolvency proceeding (e.g., a bankrupt-

¢y discharge).

. The obligor has a claim for recoupment (compensation in the same

matter that the instrument concerned), if the claim is against the
holder.

Material alteration (important changes in one or more terms) of the
instrument. Such alteration would give the instrument a different legal
effect (e.g., change the liability, duties, and/or rights of one or more
parties to the instrument). (Nonmaterial alterations, e.g., crossing an
uncrossed “” or changing the date of a note without any effect on its
maturity, are not even personal defenses.) The HIDC can still enforce
the instrument’s terms as they existed before alteration. Also, as with
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forgeries or unauthorized signatures, a party can ratify or be estopped
to deny an alteration.

Example: Material Alteration as a “Real” Defense

If Cora Careless signs a check for $10 and a transferee erases the peri-
od and otherwise changes the amount to $1,000, Cora may have a real
defense against a HIDC for all but the original $10. The HIDC’s hopes for
collecting the additional $990 would depend upon estopping Cora—
showing that she carelessly left large gaps in her writing or in some
other manner made it easy for someone else to change the amount with-
out being detected.

PERSONAL DEFENSES

These include the following:

1. Lack or failure of consideration.

2. Fraud in the inducement. The maker, drawer, or indorser knows that
he/she is signing an instrument for x amount; the fraud concerns mis-
representation about the consideration or other matters. If fraud in the
execution (factum) could reasonably have been discovered, it is treat-
ed as merely a personal defense, like fraud in the inducement,

3. Ordinary contract defenses, such as another party’s breach of contract
(nonperformance, failure to pay, or the like).

4. Undue influence, mistake, slight duress, infancy (in some states), ille-
gality, incapacity, or other defenses rendering the contract voidable.

5. Payment violating a restrictive indorsement (e.g., a prior transferee’s
cashing a check indorsed “for deposit only™).

6. Breach of warranty when a draft was accepted (UCC 3-417(b)).
7. Modification of the obligation by a separate agreement.
8. Conditional issuance of an instrument.
9. Nondelivery of unauthorized delivery of an instrument.
10. Failure to countersign a traveler’s check.
11. Acquisition of lost or stolen bearer instruments.

Example: Acquisition of a Stolen Instrument

Thad Thief picks the pockets of Abner Obtuse and discovers among
his ill-gotten gains a bearer check, which Thad indorses to the order of
Harry Holder. The theft operates as a personal defense; Abner's title
remains good against all but a HIDC or someone taking possession of
the check under the HIDC shelter rule. There can be a holder, and even
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a HIDC, because the bearer paper does not require Abner’s forged signa-
ture.

12. Unauthorized completion of an instrument. Because the UCC generally
permits authorized persons to complete instruments on behalf of oth-
ers, the burden of paying for unauthorized completions is placed on
the person who might have been more careful, rather than the HIDC.

Example: Unauthorized Completion of an Instrument

If Barry Bumbler signs a blank check and then loses it, with the finder
filling in x amount, a HIDC could collect x from Barry. Of course, if
Barry’s signature were forged or the check’s material terms were altered,
the defense would be “real.”

13. An obligor's claim for recoupment against someone other than the
holder.

RESTRICTIONS ON THE HIDC CONCEPT

HIDC status encourages the use of negotiable instruments. It makes
such instruments almost as transferable as money, yet safer. To para-
phrase the words used by Lord Mansfield, the negotiable instrument is a
“courier” not bogged down with any luggage. This is especially the case
for a HIDC.

o STATE LAWS TO PROTECT CONSUMERS

The HIDC’s special status sometimes runs counter to the modern law’s
emphasis on consumer protection. For instance, if Connie Consumer buys
a refrigerator from Manny’s Manufacturers, the usual law of commercial
paper would allow a HIDC to enforce payment from Connie on her
check to Manny; it would not matter that Manny is not entitled to pay-
ment from Connie because of numerous problems with the refrigerator.

Many state laws are not designed to protect people such as Connie
Consumer. State legislatures and courts have reduced or eliminated the
HIDC’s right to collect from consumers who have personal defenses.
Another approach is simply to eliminate HIDC status in certain cases.
The Uniform Consumer Credit Code (UCCC), enacted by several states,
does that for most consumer transactions involving negotiable instru-
ments other than checks; and courts often deny HIDC status to finance
companies closely tied to sellers of consumer products. (For more on the
UCCC, see Chapter 13.)

UCC 3-302(g) specifically subordinates HIDC status to these other laws
favoring consumer protection and other public policy concerns.
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* THE FEDERAL TRADE COMMISSION RULE

To make consumer protection more uniform, as well as to cover states
which had failed to act, the Federal Trade Commission (FTC) in 1976
adopted a rule requiring that a consumer credit agreement include the
following statement in very bold type.

NOTICE
ANY HOLDER OF THIS CONSUMER CREDIT CONTRACT IS SUBJECT
TO ALL CLAIMS AND DEFENSES WHICH THE DEBTOR COULD ASSERT
AGAINST THE SELLER OF GOODS OR SERVICES OBTAINED PUR-
SUANT HERETO OR WITH THE PROCEEDS HEREOF.

The notice is required not just when sellers themselves extend credit. If a
party other than the seller lends the money needed for a consumer pur-
chase, the loan documents must contain the same bold-type statement
(without the words “pursuant hereto or”) if the lender is affiliated with
the seller by common control, contract, or business arrangement or if the
seller otherwise referred the consumer to the lender.

The net effect is to bar HIDC status. UCC 3-106(d) expressly provides
that statements required by legislation or regulation, such as the above
FTC-mandated Notice, do not make a promise or order conditional
(hence, non-negotiable) but do preclude the possibility of a HIDC. Thus,
a debtor’s/consumer’s defenses and claims against the seller can be
asserted against all subsequent holders.

Of course, if the bold-type statement is missing, the holder could
become a full-fledged HIDC. However, that situation is extremely unlike-
ly; those who violate the FTC rule are subject to such severe fines that
compliance is usually assured.

YOU SHOULD REMEMBER

The HIDC, or someone tokin% possession under the shelter
rule, is usually free of personal, but not “real,” defenses. Others
take an instrument subject to both types of defenses.

Real Defenses Personal Defenses
a. Fraud in the execution a. Fraud in the inducement.
(factum). b. Stolen or lost bearer
b. Forgery or other unautho- instruments.
rized signature, unless c. Defenses rendering con-
ratification or estoppel. tract voidable.
c. Defenses nullifying the d. Ordinary contract defens-

obligor’s duty.

es {breach, efc.).
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. Discharge of instrument,

if holder knew or should
have known.

. The obligor’s discharge in

bankruptcy.

The obligor has a claim
for recoupment against

the holder.

. Material alteration (“real”

as to the altered amounts
or other altered terms).

. For an accepted draft,

breach of warranty.

. Modification of the oblig-

ation by a separate
agreement.

. Unauthorized completion

of instrument.

. Lack or failure of consid-

eration.

Payment violating a
restrictive indorsement.

Conditional issuance of
an instrument.

. Failure to countersign a

traveler’s check.

Nondelivery or unautho-
rized delivery of instru-
ment,

. An obligor’s claim for

recoupment against
someone other than the

holder.

Concerns about consumer protection have led to restrictions on
the HIDC concept. State courts and legislatures have permitted
consumers to raise personal defenses, not merely real defenses,
against a HIDC.

The FTC requires, in consumer credit agreements and related
loan documents, a bold-type statement informing any holder that
he/she is subject to all claims and detenses that the
buyer/debtor can make against the seller.

LIABILITIES AMONG PARTIES

Heretofore, we have assumed that a person being sued on an instrument
was liable unless he/she could successfully assert a defense. We now
consider liability in the absence of a defense.

Liability may be based on either the underlying contract or on the
instrument itself. A third type of liability, warranty liability, is discussed
later in this chapter.
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No one is liable on the instrument, however, unless it contains
his/her signature or the signature of an authorized agent. UCC
3-401(aq).

PRIMARY AND SECONDARY LIABILITY ON THE
INSTRUMENT

The parties to an instrument are either primarily or secondarily liable.
Primary parties are drawers (for unaccepted drafts), makers, and
acceptors (usually drawees), while secondary parties are indorsers,

The primary party must pay on an instrument (1) as it existed when
drafted by the drawer or maker or accepted by the drawee, or (2) for an
incomplete instrument, as it was ultimately completed (if the completion
was authorized). A secondary party usually can assume that the primary
party will pay on the instrument.

If the primary party has not paid, the secondary party has an obliga-
tion to pay, provided that (1) the person seeking payment first demand-
ed payment from the primary party, and (2) the secondary party received
notice that the primary party dishonored (refused to pay) the instrument.

The indorser’s secondary liability is for the amount stated at the time
of his/her indorsement. This contractual liability can be avoided by sign-
ing with the words “without recourse.” The indorsement is then “quali-
fied.” The indorser is saying, “I make no guarantee that the primary party
will pay; if he does not, 1 will not pay, either.” (When multiple, unquali-
fied indorsements are on an instrument, the indorsers are generally liable
to one another in the order in which they indorse (i.e., each indorser is
liable to the subsequent indorser); that chronological order is presumably
the order in which signatures appear on the instrument.)

Aside from these contractual liabilities (which can be qualified), sec-
ondary parties also may face liability on warranties (see pages 217-219).

THREE MAIN TYPES OF LIABILITY BASED ON
THE INSTRUMENT

Three main types of liability problems involve negligent persons,
impostors or fictitious payees, and signers lacking capacity or authority.

* NEGLIGENT PERSONS

Under UCC 3-406(a), any person whose negligence substantially con-
tributes to the alteration of an instrument or the making of a forged sig-
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nature is precluded from asserting such alteration or signature against
anyone who pays the instrument in good faith or takes it for value or for
collection. UCC 3-406 defines negligence in the same way as is done for
the common law tort of negligence: failure to exercise ordinary care. It
further provides that if the party asserting a 3-406 preclusion also was
negligent, then the loss is apportioned between those negligent persons
according to the comparative negligence standards found in tort law.

Remember: To preclude a claim because of UCC 3-406 negli-
gence, the negligence must be significant (“substantially con-
fributes”), not just remotely responsible.

Examples of UCC 3-406 negligence include the following:

1. Upon receiving notice that forgeries are occurring, failure to act to pre-
vent more forgeries.

2. Negligence in controlling access to, and use of, a signature stamp.

3. Drawer’s failure to include a corporate designation (e.g., Co., Corp.,
Inc.) after a corporate name.

4. Delivery of an instrument to the wrong person.
5. Failure to audit corporate books.

e IMPOSTERS, FICTITIOUS PAYEES, AND
TRUSTED EMPLOYEES

UCC 3-404 and 3-405 say that indorsements in the payee’s name are
effective for negotiation purposes under the following circumstances:

1. An imposter induced the drawer or maker to issue the instrument to
the imposter or his/her accomplice. (This usually involves bona fide
payees, with an imposter obtaining the instrument directly from the
drawer or maker.)

2. The payee was never intended to have an interest in the instrument,
and an agent of the maker or drawer supplied the latter with the
payee’s name or simply signed the instrument on the maker's or draw-
er's behalf. (This generally entails “fictitious payees"—made-up
accounts actually controlled by dishonest employees.)

3. An employee of the drawer or maker takes the instrument and forges
the payee’s indorsement; or the employee takes instruments naming
the employer as the payee, indorses those instruments in the employ-
er's name and/or has them deposited (with or without indorsement) in
an account under the employer’s name, but actually used by the
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employee personally. The key factor is that the employer entrusted this
employee with one or more responsibilities involving the issuing,
receiving, indorsing, processing, or otherwise handling of the instru-
ment.

With negotiation effective, there can be holders and even HIDCs down
the chain of title. Thus the duped drawer, maker, or employer-payee
cannot raise the personal defense of fradulent inducement against some-
one shielded with HIDC status. (Of course, for what it is worth, the
drawer, maker, or employer-payee could proceed against the person(s)
who duped him/her.)

UCC 3-404’s and 3-405’s underlying policy is plain: it encourages the
ready transfer of instruments, and it discourages carelessness by makers,
drawers, and employer-payees.

* SIGNERS WITHOUT CAPACITY OR AUTHORITY

Negotiation is effective even though it may be subject to rescission
because of incapacity, illegality, duress, fraud, mistake, or break of duty
(UCC 3-202). Furthermore, negotiation cannot be rescinded against a
HIDC if the problem amounts to merely a personal defense, not a “real”
defense. Like UCC 3-404, the UCC 3-202 provision is to be distinguished
from blatantly unauthorized signatures (forgeries), which simply do not
constitute negotiation and thus cannot create holders, let alone HIDCs.

EXAMPLES OF LIABILITY PROBLEMS

By way of review and example, let us look at two liability problems
involving forgery: (1) the drawer’s forged signature, and (2) the indors-
er’s forged signature. Then we will examine a hypothetical case involv-
ing rescission.

Example: Drawer’s Forged Signature

Ira Innocent loses a check that he has not yet written. Fanny Forger
finds the check. She fills it out, making it payable to the order of Paula
Payee for $2,000, and signing Ira’s name as drawer. Fanny, using her
fake identification cards as Paula Payee, obtains payment from Tammy
Transferee, who takes it for value, in good faith, and without notice of
the forgery.

May Tammy recover from Fanny? Yes. An unauthorized signature still
operates as the signature of the unauthorized signer [UCC 3-403(a)].
Fanny is also liable for breach of warranties.

May Tammy recover from Ira? Probably not. Ira’s signature would be
necessary to make the check negotiable and to make him liable on the
instrument. Since Ira did not ratify the signature, it remains unauthorized
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and, having failed to receive a duly negotiated instrument, Tammy is not
a holder, let alone a HIDC. Only if Ira was negligent and if this negli-
gence “substantially contributed” to what Fanny did, could Tammy
recover from Ira (UCC 3-406). To make such a case, Tammy would need
more facts.

Incidentally, Tammy cannot force the drawee bank to pay her on the
instrument unless the bank has accepted (certified) it (UCC 3-408).

Example: Forged Indorsement

Mary Maker issues a note to the order of Pam Payee for $3,000.
Donald Devious steals the check, forges Pam’s blank indorsement, and
then himself indorses “without recourse” and to the order of Trudy
Transferee. Trudy takes it for value, in good faith, and without notice of
the forgery. She in turn gives an unqualified indorsement to Troy
Transferee, the note being a gift to Troy.

May Troy recover from Donald Devious? Yes. It does not matter that
Donald himself indorsed “without recourse.” Donald’s forgery of Pam’s
signature leaves him accountable as if he were Pam (UCC 3-403(a).
Furthermore, Donald is liable for breach of warranties.

May Troy recover from Trudy? Yes, if Troy indorses the instrument and
the primary party (Mary Maker) refuses to pay. Aside from any breach of
warranties, Trudy is secondarily liable on the instrument because she
failed to qualify her indorsement.

May Troy recover from Mary or Pam? No. As in the preceding exam-
ple, Trudy is not a holder, let alone a HIDC. (The note was “order paper”
to Pam, not properly negotiated by Pam.) Thus Troy (a non-HIDC for the
same reason as Trudy and also because of the fact that he did not “take
for value”) cannot acquire HIDC rights under the shelter rule.
Furthermore, there is no indication that either Mary or Pam acted negli-
gently and thus permitted Donald to steal the check and forge Pam’s sig-
nature (i.e., no recourse under UCC 3-4006).

May Pam require Mary to issue another note? Yes, UCC 3-309 gives her
that right, although a court might require security indemnifying Mary
from loss by possibly having to pay twice. (Such a possibility is more a
concern for drawers than makers; under UCC 4-401, a drawer can
require the drawee to recredit the drawer’s account for the payment of a
forged instrument.)

Example: An Instrument Subject to a Defense: Rescission

Ignatius Insane issues a note to the order of Pat Payee. Pat knows that
Ignatius is insane. The note is then indorsed without qualification by Pat
and given to Arnie. In turn, Arnie indorses “without recourse” to Sue,
who pays value in good faith and without notice of Ignatius’s condition
or any other defense or claim. By the time that Sue transfers the note to
Sam, it has, on its face, become overdue.
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Can Sam collect from Ignatius? It depends on whether Ignatius’s insani-
ty is a “real” defense (sufficient to nullify obligor Ignatius’ duty). If it is
merely a personal defense, then Sam wins, for he took possession from a
HIDC, Sue, and thus acquired rights under the shelter rule. Sam acquired
Sue’s rights even though he could not himself become a HIDC. (The
note was, by the time he took it, obviously overdue.)

Can Sam collect from Pat? Yes, if the primary party, Ignatius, refuses to
pay. Pat is secondarily liable; her indorsement was unqualified.

Can Sam collect from Arnie? No, unless Arnie breached a warranty. On
the instrument itself, Arnie qualified his indorsement,

What about rescission (cancellation) in order to discharge the instru-
ment? If Ignatius or his guardian rescinded at any time before the forma-
tion of a HIDC, then Ignatius probably would be free from paying (UCC
3-306). But what if, after hearing about the rescission, a holder went
ahead and transferred the instrument? The holder’s actions appear to be
in bad faith, and he would probably have to reimburse Ignatius for any
amount Ignatius has to pay to a subsequent HIDC,

WARRANTIES ON PRESENTMENT OR
TRANSFER

Negotiable instruments are often issued or transferred as part of an
underlying contract (e.g., a sale of goods or services). The law governing
such matters is the law of contracts, discussed in preceding chapters.

A second type of contractual liability, which we have just finished
examining, is based on the negotiable instrument itself. In this case, a
signer to the instrument is either primarily or secondarily liable. By sign-
ing, having someone else sign on his/her behalf, or ratifying a signature,
the primary or secondary party has, in the absence of a qualified signa-
ture, made a type of contract to pay according to the instrument’s terms.

There is another basis for liability: warranties. Any person who obtains
payment or acceptance of an instrument, or who transfers an instrument
and receives consideration, makes warranties. Under these, like other
warranties (e.g., sales warranties under UCC 2-312, 2-313, 2-314, and 2-
315), a party may be liable for damages if they are breached. (Note:
HIDCs ordinarily can enforce payment on an instrument despite the
presence of alleged warranties.)

Some warranties are imposed on both the person who obtains payment
or acceptance [in negotiable instruments law, acceptance is “the drawee’s
signed engagement to pay a draft as presented” (UCC 3-409(a)] and all
prior transferors. There are three such presentment warranties, which are
given only to the person who in good faith pays or accepts the instru-
ment (UCC 3-417):
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1. That the person is entitled to enforce the draft (obtain the draft's pay-
ment or acceptance) or is authorized to act for someone else so enti-
tled. This warranty is given to makers and to drawees of either unac-
cepted or accepted (certified) drafts.

2. That the person has no knowledge that the drawer’s signature is unau-
thorized. The warranty only, in effect, protects drawees of unaccepted
drafts.

3. That the instrument has not been altered. This warranty only protects
drawees of unaccepted drafts.

These presentment warranties are given only to the person who in
good faith pays or accepts the instrument (usually, the drawee). UCC 3-
417.

The other warranties are warranties on transfer. They are made by any
person who transfers an instrument and receives consideration. This
group includes sales agents or brokers, unless they have disclosed that
they are acting solely on behalf of someone else. If they make such a
disclosure, then they warrant only their good faith and authority.

The five warranties on transfer are as follows:

1. That the transferor is entitled to enforce the instrument.
2. That all signatures are authentic and authorized.

3. That the instrument has not been altered.
4,

That the instrument is not subject to a defense or claim in recoupment
which can be asserted against the transferor.

5. That the transferor has no knowledge of any insolvency proceeding
commenced with respect to the maker, the acceptor, or (for an unac-
cepted instrument) the drawer.

These transfer warranties are given to the immediate transferee and, if
the transfer is by indorsement, any subsequent holder who takes the
instrument in good faith. UCC 3-416. This means, in effect, that a remote
holder can sue the indorser-warrantor directly without having to sue
intermediate transferors also.

Neither the presentment warranties nor the transfer warranties can be
disclaimed with respect to checks. UCC 3-416(c) & 3-417(e). Moreover,
within 30 days after having reason to know about a breach, the claimant
must notify the warrantor about the alleged breach or else lose its right
to damages caused by that delay in notification. UCC 3-416(c) & 3-
417(e). Generally, damages are the difference between the instrument’s
value had the warranty not been breached and the instrument’s actual
worth because of the breach. That difference usually translates into dam-
ages equaling the face amount of the instrument, with both UCC 3-
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416(b) and UCC 3-417(bX(d) also permitting an award for expenses and
loss of interest resulting from a breach.

OTHER AVENUES OF LIABILITY

Article 3, in addition to providing specifically for warranty liability and
contractual liability on the instrument, also provides that a person may
be sued for the tort of conversion (UCC 3-420). (For further discussion of
conversion, see Chapter 4.) Also, as already discussed, negligence may
preclude a person from recovering on, or maintaining a defense on, an
instrument (UCC 3-406).

Aside from possible remedies or legal theories outside of Article 3
(e.g., recovery on the underlying contract), there is one other major form
of liability: that of accommodation parties or guarantors.

* ACCOMMODATION PARTIES (UCC 3-419)

An accommodation party signs an instrument in some capacity (e.g.,
maker, drawer, indorser, or acceptor) to lend his/her credit status to
another party to the instrument. (Generally, an indorsement not in the
instrument’s chain of title is an accommodation indorsement.) The
accommodation party is essentially a surety for the accommodated party;
therefore, without first seeking recourse from the accommodated party,
subsequent holders for value can enforce the instrument against the
accommodation party, who can assert only the defenses available to the
accommodated party as well as general surety defenses. (For more on
sureties, see Chapter 13.) Of course, the accommodated party has no
right to enforce payment from the accommodation party. That right is
held by other parties to the instrument.

* GUARANTORS

Indorsement with the words “payment guaranteed” or their equivalent
converts an indorser’s secondary liability to primary liability. The holder
may proceed directly against the indorser (guarantor) once the instru-
ment falls due and is unpaid.

Another type of guarantor, though, is not liable until it is clear that
proceeding against the primary party (maker or acceptor) is useless.
Such a guarantor has indorsed with the words “collection guaranteed” or
their equivalent. UCC 3-419(d).

If the words of guarantee do not specify their nature, they are deemed
to guarantee payment, not just collection.

Example: Guarantor

If Guarantor Smith does not want to be primarily liable for a note
signed by Dead-Beat Dingham, Smith should plainly indicate that the
guarantee extends simply to collection.
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YOU SHOULD REMEMBER

Liability on an instrument requires a person’s signature or the
signature of an authorized agent. Primary parties are drawers
(for unaccepted drafts), makers, and acceptors; secondary par-
ties are indorsers. Secondary parties can avoid potential liabili-
ties on an instrument (except for warranties) by indorsing “with-
out recourse.”

If a person’s negligence substantially contributes to a material
alteration or an unauthorized signature, that person cannot use
the alteration or signature as a defense against a HIDC or any-
one else who in good faith pays for the instrument. Although a
drawer or maker issues an instrument to an impostor or fictitious
payee, the negotiation remains effective; usually, the drawer’s or
maker’s only recourse is against the imposter or other persons
who got him/her to issue the instrument.

Presentment warranties cover fitle, signature authorization, and
lack of alteration.

Transfer warranties cover these areas as well as (1) lack of
good defenses and (2) absence of knowledge about the insol-
vency of the maker, acceptor, or (for an unaccepted instrument)
drawer.

Accommodation parties, who serve as sureties for the accom-
modated parties, and guarantors may become liable on instru-
ments they sign.

DISCHARGE

A party’s liability to pay an instrument may be discharged (terminated).
Discharge usually arises by payment or other satisfaction. See UCC 3-602.
However, some or all of the parties may be discharged of their liabilities
by any of these other methods:

Tender of payment (even if unaccepted). UCC 3-603.
Cancellation. UCC 3-604.

Impairment of reimbursement rights. UCC 3-605(c-f).
Fraudulent alterations. UCC 3-407(b).

Check certification or other acceptance of a draft. UCC 3-414(c).
Reacquisition of an instrument by a former holder. UCC 3-207.

AV PPNE
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Unexcused delay (e.g., more than 30 days) in presentment. UCC 3-
415(e).

8. Unexcused delay (generally, more than 30 days) in notice of dishonor.

9.

UCC 3-503.
Acceptance varying a draft. UCC 3-410(c).

10. Any agreement or act that discharges a simple contract to pay money.

UCC 3-601(a).

Discharge is generally effective against all parties except a HIDC who
lacked notice of the discharge when he/she took the instrument. UCC 3-
302(b).

YOU SHOULD REMEMBER

Liability on an instrument is usually discharged by payment,
but other methods of discharge are also available.

KNOW THE CONCEPTS
DO YOU KNOW THE BASICS?

1.
2.

bd

Define a HIDC.

(a) Name three characteristics of an instrument that usually indicate
notice of a claim or defense.

(b) Name two that do not.

(a) Name at least three facts that, if known by the would-be HIDC,
usually indicate notice of a claim or defense.

(b) Name at least three that do not.

- Name at least five “real” defenses and seven personal defenses.

Which type of defense works even against a HIDC?

In regard to consumer protection versus the HIDC concept, one
approach has been to reduce the HIDC's power to evade personal
defenses, while another approach has been to make it more difficult
for someone to become a HIDC. Which approach has been followed
by many state legislatures? By the FTC?

Name at least three types of negligence that can so substantially con-
tribute to unauthorized alterations or signatures that they preclude
recovery against persons paying in good faith,
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8.

9.
10.

(a) State the three main types of liability between parties to a nego-
tiable instrument.

(b) What tort is expressly listed as a remedy (e.g., for wrongful pay-
ment of an instrument) in UCC 3-420?

Name the areas covered by the three presentment warranties.

Name the areas covered by the five transfer warranties.

TERMS FOR STUDY

accommodation party presentment warranty
discharge primary party
dishonor “real” defenses

forgery secondary party

good faith shelter rule

guarantor unauthorized signature
holder in due course (HIDC) warranty on transfer

personal defenses

PRACTICAL APPLICATION

1.

2,

Jim pays Joan $50 for a check in the amount of $75. Can Jim be a
HIDC? If so, for what amount?

Fred Fraud owes Helen Holder $500. Fred fraudulently induces Tom
Taken to buy a worthless stereo system for $500. Helen knows nothing
about Fred’s misdeeds but is told that, if she releases Fred from his
debt to her, Fred will have Tom issue a check to her for $500. Two
weeks later, Helen takes the check to the bank. By then, however,
Tom has discovered Fred’s fraud. Tom asserts that payment may be
refused because:

(a) Helen is a payee, not a HIDC.

(b) Helen did not act in good faith.

(c) Tom can successfully raise Fred’s fraud against Helen.

(d) The check was overdue.

Discuss the merits of each reason.

. Paul Payee indorses a negotiable instrument “to the order of Julia

Jumper,” who takes the instrument for value, in good faith, and with-
out notice of claims or defenses to it. The instrument is not overdue,
nor has it ever been dishonored, when Julia indorses it and gives it to
Debbie Dole. Apparently, however, Paul still has not performed the
services for which the instrument was issued. Now the issuer refuses to
pay Debbie. Discuss.
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4. What is meant by the statement, “A negotiable instrument is a courier
without any luggage?”

5. Having performed services for Poe Credit, you are concerned about
the check that you received as payment: Is Poe really “good for the
money”? You owe Jane an amount somewhat less than the face value
of Poe’s check. Jane is willing to take the check as complete payment
of the debt. She seems to be impressed by the amount of Poe’s check,
while you are more concerned about whether one can really collect
on the check. In indorsing the check to Jane, what can you do to pro-
tect yourself if Jane or a subsequent transferee has trouble collecting?

6. M issues a note payable to P’s order. C steals the note, forges P’s
indorsement, and sells the note to X. M pays X. On the assumption
that M has to pay P for conversion (UCC 3-420), may M recover from
other parties?

In Problem 3, what warranties, if any, have been breached?

8. John drafts a check on Bank Y, payable to the order of Pat. For
money, Pat negotiates the check to Viola. Pat has been declared insol-
vent in a federal bankruptcy court. What warranties, if any, have been
breached?

N

ANSWERS
KNOW THE CONCEPTS

1. A holder who has taken a negotiable instrument for value, in good
faith, and without notice that it is overdue, has been dishonored, or
has defenses or claims against it.

2. (a) Incorrect indorsements, material omissions, important alterations.
(b) Antedated or postdated, originally incomplete and later completed.

3. (a) Party’s obligation void or voidable, parties discharged, defective
title, unauthorized completion of instrument, default in principal
payments or on series instruments.

(b) Parties include fiduciaries or accommodation parties, instrument
issued or negotiated for an executory promise, existence of separate
agreements, default on interest payments or on different instruments.

4. “Real” defenses: fraud in the execution (factum), forgeries and unau-
thorized signatures, defenses nullifying the obligor’s duty, infancy
(sometimes), the obligor's claim in recoupment against the holder, a
bankruptcy discharge of the obligor, other discharges of the instrument
that the holder had actual notice of when he became a HIDC, and
material alterations.
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10.
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Personal defenses: lack or failure of consideration, fraud in the induce-
ment, ordinary contract defenses, breach of warranty when a draft was
accepted, modification of the obligation by a separate agreement, con-
ditional issuance of an instrument, defenses rendering a contract void-
able, payment violating a restrictive indorsement, acquisition of lost or
stolen bearer paper, nondelivery or unauthorized delivery of an instru-
ment, unauthorized completions, some “real” defenses in which the
party asserting the defense was negligent.

“Real” defenses. Only in cases of consumer protection does a personal
defense have any likelihood of defeating a HIDC.

. The first approach. The second approach.

Doing nothing to stop known forgeries, negligence as to signature
stamps, failure to include a corporate designation when appropriate,
delivery of instrument to wrong person, failure to audit.

(a) The underlying contract, contractual liability on the instrument,
warranty liability.

(b) Conversion.

Title, signature authorization, lack of material alteration.

Same as answer 9, plus: lack of good defenses and absence of knowl-

edge about insolvency of makers, acceptors, or (sometimes) drawers.

PRACTICAL APPLICATION

Yes, if Jim meets the remaining HIDC requirements. If Jim had agreed
to pay Joan more than $50 for the check, he can be a HIDC only to
the extent that he has furnished consideration (here, $50). However, if
$50 was the agreed-upon consideration, then Jim has fully met the
“taking for value” element and—if he meets the other HIDC require-
ments—is fully a HIDC.

(a) Poor reasoning—payees can also be HIDCs.

(b) Wrong—under the subjective test, it appears that Helen acted in
good faith.

(© If indeed Helen “dealt” with Tom, then Tom's personal defense
(fraudulent inducement) can be raised against Helen even if Helen
is a HIDC.

(d) Wrong—only 2 weeks old, check not overdue.

Debbie took the instrument from a HIDC, Julia. Nothing indicates that

Debbie is an exception to the shelter rule. Therefore Debbie should be

able to enforce the instrument against the issuer, who has raised only a
personal defense.
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Unlike ordinary contracts, negotiable instruments are not necessarily
weighed down with the assignee’s potential liabilities or other bag-
gage. If properly drafted and negotiated, a negotiable instrument may
be free of these personal claims or defenses, because a HIDC will take
it. Moreover, the shelter rule will then protect most subsequent trans-
ferees.

- You can seek to have the drawee bank accept the instrument. If it

does accept, you then have a bank with primary liability ahead of your
secondary liability as an indorser. (But at that point you might as well
seek to collect the money from the check, rather than just sell it at a
discount to Jane.)

If Poe’s instrument were a note, not a check, you could seek to dis-
claim your transfer warranties. You should still indorse the check with
the words “without recourse” to eliminate your potential contractual
liability as an indorser, but—unlike former Article 3—such an indorse-
ment no longer disclaims any of the transfer warranties.

Yes, M may recover on the presentment warranty (breach as to title)
from X and/or C.

Payee has breached the transfer warranty that there is no defense of
any party good against him.

None. Pat is not a maker, acceptor, or drawer; thus the insolvency pro-
ceeding against him is not of the type to which a transfer warranty
could extend.
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KEY TERMS

overdraft a check for more than the amount in the customer’s
account

stop-payment order an order, oral or written, by a depositor
directing his/her bank not to honor a specified check

You have already learned that a check is a special type of draft: one
drawn on a bank and payable on demand. For most purposes, it is treated
like any other draft under UCC Article 3. However, questions may arise
concerning the processing of checks or the bank/customer relationship.
These matters are governed by Article 4 of the Uniform Commercial Code.

The purposes of Article 4 are the same as for the rest of the UCC: ren-
dering fair results to individual parties and also assisting the overall goal
of efficient commerce. Although conflict between Article 4 and Article 3
is quite unlikely, Article 4 is given priority in such a situation.

THE CONTRACT BETWEEN BANK AND
CUSTOMER

When someone deposits money in a checking account, the bank
acquires title to the deposited money. In effect, the account-holder is the

226
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bank’s creditor, and the bank is the account-holder’s debtor. If the bank
becomes insolvent, the customer is only a general creditor, not a secured
party with specific property he/she can seize to pay his/her account.
(This usually does not matter, however, because in most cases the
account is insured by the Federal Deposit Insurance Corporation.)
Chapter 13 discusses the concepts of creditor and secured party in much
greater detail.

Because the bank owes money to the customer, it is subject to garnish-
ment by the customer’s creditors. (For information on garnishment, see
Chapter 13.) Likewise, because the customer does not actually “own” the
bank funds, he/she cannot assign the funds. All a customer can do is
order the bank to make payment (by writing a check: “Pay to the order
of ..."). Since the order is not an immediate “assignment,” a customer
may die, issue a stop-payment order, or otherwise undermine the order
before it takes effect; and, unless the check is certified, the holder has no
recourse against the nonpaying bank. (The holder would instead sue the
drawer and/or indorsers.)

THE BANK'S DUTY TO THE CUSTOMER

The bank’s primary duty to its customer is to honor his/her checks
when the customer has sufficient funds on deposit. Banks are thus liable
to their customers for wrongful dishonor. If the wrongful dishonor was
a mistake (i.e., not intentional), the customer’s recovery is limited to
his/her actual damages, which are, however, liberally defined as includ-
ing harm to credit or reputation, arrest for writing bad checks, or other
proved, consequential damages.

Note that dishonor must be wrongful. For instance, banks are not
liable for refusing to pay on insufficient funds or on improper or missing
indorsements.

A second duty of the bank is to maintain customer signature cards and
to be familiar with the depositor's authorized signature, so that forgeries
can be detected before any payment is made.

Rules under the federal Expedited Funds Availability Act (1988) limit
the maximum length of holds a financial institution may place on the
funds from local and non-local checks deposited at the institution. The
Act also requires disclosure of hold policies and of the specific hold
placed on a deposit.

THE CUSTOMER’S DUTY TO THE BANK
(SECTION 4-406)

The first duty of the customer is to maintain sufficient funds in an
account to cover the checks that he/she expects to write. In addition,
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under section 4-406, the customer has a second important duty.

As mentioned above, banks are supposed to maintain customer signa-
ture cards and thus be able to verify the authenticity of a customer’s sig-
nature, whether as drawer or indorser. As a practical matter, however,
the enormously high volume of checks frequently renders it impossible
for a busy bank to examine the authenticity of every check in every
account. Therefore, while the drawee bank is charged with knowing its
drawer’s signature and with otherwise avoiding payment on altered or
forged instruments or indorsements, the customer is also expected to do
his/her part in preventing or correcting unauthorized transactions.

Section 4-406 of the Uniform Commercial Code requires that the cus-
tomer promptly review his/her bank statements and any other docu-
ments (e.g., canceled checks) sent by the bank. Generally, if failure to do
so results in his/her not discovering and reporting an alteration or unau-
thorized signature, the customer is precluded from asserting a claim
against the bank in the following situations:

1. The bank suffered a loss because of the customer’s failure to discover
and report.

2. The bank paid in good faith and without notice of the type of problem
(fraud by the same wrongdoer) that the customer should have discov-
ered by the time payment was made.

Example: Failure of Customer to Review Bank Statement

If Customer Carol had reviewed the bank statements sent to her by Big
Bank, she could have told Big Bank about a check forged by Fanny
Fraud. Carol is thus precluded from having her account recredited if
prompt reporting to Big Bank would have spared the bank a loss (item 1
above).

More importantly, if Fanny Fraud continues to practice her deceit,
Carol is barred from asserting against Big Bank these later forgeries by
Fanny; simply put, Carol's diligence could have prevented these later
problems because she would have put Big Bank on notice (item 2
above).

Preclusion under 4-406, as well as preclusion under 3-406 (drawer's
negligence) and 3-404 (impostor/fictitious payee), is discussed in Chapter
11. However, note that, as under Sections 3-404 and 3-406, the bank
cannot take full advantage of 4-406 unless the bank itself was not negli-
gent. If the bank, also, failed to exercise ordinary care (here, in paying
an item), and that failure substantially contributed to the loss, then the
loss is apportioned between the customer and the bank under a compar-
ative negligence approach.
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Customers who review their bank statements and are not otherwise
negligent are entitled to have their accounts recredited not only for
checks bearing their own forged signatures, but also for checks contain-
ing other persons’ forged indorsements.

Example: Bank Customer Rigbts

Agnes writes a check for $700 “to the order of Tim.” Chris forges Tim’s
indorsement and cashes the check. So long as Agnes is not precluded by
her own failure to inspect or other negligence, she is entitled to have the
bank recredit her account for the $700. The bank failed to carry out
Agnes’s order to pay “to the order of Tim.”

Besides going after Chris, Agnes’s bank can recover its loss from the
bank that cashed the check; The cashing bank breached its warranty that
there were no forged indorsements. (Warranties were discussed in
Chapter 11.) For a forged drawer’s signature, though, the drawee bank
can recover only from the forger unless others were negligent or actually
knew that the signature was unauthorized. Again, the drawee bank is
charged with knowing its drawer’s signature.

YOU SHOULD REMEMBER

Banks are debtors to the account-holders/creditors.

Checks are not assignments.

The primary duty of a bank is to honor the depositor’s checks
when sufficient funds are on hand; a bank is liable for wrongful
dishonor of a check. A second duc?l is to be familiar with the cus-
tomer’s authorized signature in order to detect forgeries.

The customer is responsible for maintaining sufficient funds in
an account to cover the checks written and for reviewing bank
statements, canceled checks, and other documents for alterations
or unauthorized signatures. UCC 4-406 precludes a customer
from asserting an alteration or unauthorized signature against a
nonnegligent bank when (1) the bank suffered a loss because of
the customer’s failure to examine his/her bank statements
promptly and then report the alteration or unauthorized signa-
ture, or (2) the bank paid in good faith and without notice of the
type of problem that the customer should have noticed by then.

A customer who promptly reviews his/her bank statements and
is not otherwise negligent has the right to have his/her account
recredited for checks bearing the customer’s forged signature or
another person’s forged indorsement.
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RULES GOVERNING THE PAYMENT OF
CHECKS

The drawer’s bank is the primary agent in the collection process, that is,
the sequence of events through which a check goes before final settle-
ment. Article 4 of the UCC sets forth specific rules governing the pay-
ment of checks:

1.

The bank need not (but may) pay overdrafts (checks for more than
the amount in the customer’s account). If the bank has specifically
agreed to pay overdrafts, then it must do so.

. The bank can charge the customer's account for the full amount that it

pays on an overdraft.

. The bank can refuse to pay stale checks (uncertified checks drawn

more than 6 months before presentation for payment).

In the check-collection process, a bank may supply necessary indorse-
ments for a customer, except when the missing indorsement is that of
the payee and the check expressly requires the payee to sign.

. If a customer dies or is adjudged (declared by a court) to be incompe-

.

tent, the bank may continue to honor his/her checks (pay them from
the customer’s account) until it receives notice of the death or incom-
petence and has had a reasonable opportunity to respond. Even with
notice, the bank may pay or accept checks during the first 10 days
after death (unless it receives a stop-payment order from someone
claiming an interest in the decedent’s account).

The customer can order the bank not to pay a particular check, pro-
vided that the bank has enough time to act on the stop-payment
order. Such orders can be either oral orders effective for 14 days or
written orders (including written confirmations of oral orders) that last
6 months. The written order can be renewed for additional 6-month
periods if the customer, in writing, so requests. If the bank fails to com-
ply with a stop-payment order, it is liable to the customer for his/ber
actual losses.

These rules, as well as other Article 4 requirements, are not absolute. A
bank and its customer may, by their contract, alter these rules. The only
unchangeable terms are these: a bank’s responsibility for its lack of good
faith or ordinary care (dishonesty or negligence), and the measure of
damages resulting from such lack of good faith or ordinary care. Indeed,
so long as the terms are not plainly unreasonable, the bank and its cus-
tomer may even state in their agreement the standards by which bank
responsibility is to be decided.
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YOU SHOULD REMEMBER

Article 4 has rules specifically governing overdrafts, stale
checks, missing indorsements of customers, dead or incompetent
customers, onf stop-payment orders.

A bank and its customer may, by their contract, alter most of
the Article 4 rules. However, they cannot void the bank’s respon-
sibility for its own dishonesty or negligence, or the measure of
damages for such dishonesty or negligence.

CERTIFICATION OF CHECKS

Initially, a check is only as good as the credit of the drawer. To ensure
payment, a payee or subsequent holder should have the check certified
(accepted). Certification prevents the drawee bank from denying liability;
the certified check is the bank’s guarantee that sufficient funds (presum-
ably from the drawer’s account) have been set aside to cover the check.

The drawee bank is not required to certify a check. Refusal to certify is
not dishonor; the bank merely refuses to agree in advance to cover a
check.

Once the check is certified, the drawer and all indorsers prior to certi-
fication are released from liability on the check. If, when payment is later
sought, the drawee bank discovers that there was not in fact a “hold” on
sufficient funds in the drawer’s account, the drawee must make up the
difference. Furthermore, the bank can never revoke certification against
someone with HIDC rights or any other good-faith holder who changed
position in reliance on the certification. It is thus easy to see why banks
are generally very cautious about certifying checks. As is the case for
cashier’s checks (where the account-holder has the bank issue a check to
a particular payee, the bank being both drawer and drawee), the bank
tends to subtract the amount of the check from the customer’s account
immediately.

YOU SHOULD REMEMBER

A certified check serves as a guarantee that sufficient funds
have been set aside to cover the check.
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A bank is not required to certify a check, and most banks are
very cautious about doing so, because cerfification releases the
drawer from liability on the check and makes the drawee
responsible for payment.

ALTERATIONS

If the drawer was negligent (e.g., left unreasonably large spaces in writ-
ing the check), then Section 3-406 may completely bar bank liability for
payment if the check was altered (generally, the amount was increased).
If the drawer was not negligent, however, then these are the general
rules:

1. The bank bears a loss to the extent of the raised amount.

2. The bank may charge the drawer’s account for the original amount of
the check.

3. The bank may recover from the person who presented the check for
payment (warranty liability).

For certified checks, the crucial question on alterations is “when?”
Alterations before certification are deemed to have been accepted by the
certifying bank, whereas alterations after certification could not, of
course, have been accepted by the bank when it certified the check.
Therefore, unless the drawee bank negligently goes ahead and pays the
altered amount, the drawee bank ordinarily will be liable only for the
check as it stood when certified unless there is a HIDC subsequent to the
alteration. To avoid such a scenario—having to pay the HIDC the altered
(i.e., raised) amount—accepting banks can, while certifying a check,
state the amount certified; that limits the acceptor’s liability to the stated
amount, no matter what happens thereafter (UCC 3-413(b).

YOU SHOULD REMEMBER

If a check has been altered, the bank can charge a non-negli-
gent drawer only for the original amount of the check, but may
seek to recover ¥rom the person presenting the check the loss it
incurred by paying the larger amount.

For an altered certified check, the drawee bank is liable only
for the amount before certification.
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SUMMARY OF IMPORTANT ARTICLE 4

RULES

UCC 4-401:
Charge Against Account

UCC 4-402:
Wrongful Dishonor

UCC 4-403:
Stop-Payment Orders

UCC 4-404:
Stale Checks

UCC 4-405:
Death or Incompetence

UCC 4-406:
Customer’s Duty fo Examine
Bank Statements

UCC 4-406(f):
Statute of Limitations

Bank may charge customer for every properly
payable item even if an overdraft.

Bank is liable to customer for wrongful dishonor.
Unless more than just a bank “mistake,” dam-
ages are limited to damages actually proved, but
can include consequential damages (e.g., loss of
credit, arrest and prosecution).

Bank is liable for payment over a fimely stop-
payment order. Oral orders bind for 14 days,
but can be confirmed {and extended) by putting
the order in writing. Written orders last for 6
months and are renewable.

Bank has no duty to pay uncertified checks more
than 6 months old, but may in good faith pay
them.

Bank may pay checks as long as it does not
know of customer’s death or incompetence.
Despite knowledge, bank can honor or certify
checks in first 10 days after customer’s death
(unless a stop-payment order is issued by a per-
son claiming an interest in the dead customer’s
account).

Customer must examine account statements and
notify bank of unauthorized signatures or alter-
ations. Bank exercising reasonable care is not
liable to customer if {a) customer’s failure to
examine and report results in banks loss or (b}
customer fails to examine and report within a
reasonable time period (no more than 30 days)
after receiving the bank statement and there
were continving unauthorized signatures or alter-
ations by the same wrongdoer.

More than one year after receiving relevant bank
statement, customer is precluded from asserting
against bank unauthorized customer signatures
or alterations. The statute bars claims against
even a negligent bank.
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ELECTRONIC FUNDS TRANSFER ACT

Most banks have sought to substitute, when possible, electronic commu-
nications for a time- and paper-consuming check-collection process.
Electronic funds transfer (EFT) is practically instantaneous. No checks are
needed, with payment being by electronic signal. The most common
methods of EFT are automated teller machines, paycheck direct
deposits/withdrawals, pay-by-phone systems, and point-of-sale terminals
(e.g., direct transfers from consumers’ accounts to store accounts).

Between 1990 and 1996, every state adopted a new UCC Article, 4A,
which governs fund transfers between the bank accounts of large, highly
sophisticated businesses. Much more comprehensive in scope (covering
consumer EFT) and applicable in all states, is the federal Electronic
Funds Transfer Act of 1978. This act includes the following provisions:

1. Limits are placed on customer liability for charges on a lost or stolen
bank card (e.g., a “debit card” used to transfer funds directly from the
customer’s bank account to the account of a merchant from whom the
customer makes a purchase). The limits, though, increase or even dis-
appear entirely if the customer fails to tell the bank about the loss or
theft.

2. Banks must furnish receipts for computer terminal transactions, but not
for telephone transfers.

3. Banks must furnish a statement for each month that an electronic
funds transfer occurs. Such statements have to show amounts, dates,
names of retailers, locations of terminals used, and any fees. An
address and telephone number for customer inquiries and error
notices must also be included.

4. The customer must discover any errors on the monthly statement and
notify his/her bank within 60 days. If the bank takes longer than 10
days to investigate, it must, for the time being, credit the disputed
amount to the customer’s account. (Obviously, if there was no error,
the bank gets this money back.)

5. Information about rights and duties under the act must be given to
customers opening an EFT account.

Several federal agencies are empowered to enforce the Electronic
Funds Transfer Act. Customers can sue for violations of the act. They
may recover their actual damages as well as statutory penalties. There
are also criminal provisions.
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YOU SHOULD REMEMBER

The Electronic Funds Transfer Act includes provisions specify-
ing limits on customer liability for charges on lost or stolen bank
cards, requiring receipts for computer terminal fransactions (but
not for telephone transfers), and mandating monthly statements
of amount, date, name of retailer and so forth, for each electron-
ic fund transfer.

As with regular bank statements, customers have a duty to
examine the statement and notify the bank of errors.

Several federal agencies enforce parts of the act, and cus-
tomers can sue their banks directly for violations.

KNOW THE CONCEPTS
DO YOU KNOW THE BASICS?

. Are checks assignments?
. Are banks subject to garnishment by a customer’s creditors? Why?
. Give at least three proper reasons for dishonoring a check.

NN -

- State the two ways of making stop-payment orders and the length of
time for which each is effective.

5. What Article 4 legal requirements can a bank and its customers rnot
change via the bank/customer contract?

6. When can certification of a check be required?

7. (2) What does Section 4-406 require of bank customers?
(b) If the customer fails to meet the 4-406 requirements, what can hap-
pen to him/her?
8. What is the statute of limitations for a customer’s claim against his/her
bank on unauthorized customer signatures or alterations?

9. Name at least four areas covered by the Electronic Funds Transfer Act.
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TERMS FOR STUDY

alterations stale check

certified check stop-payment order
Electronic Funds Transfer Act UCC Atticles 4 & 4A
Expedited Funds Availability Act wrongful dishonor
overdraft

PRACTICAL APPLICATION

1

2.

Horace Holder presents to Big Bank a check, drawn by Big Bank
account-holder Cory Careless to the order of Horace for the amount of
$900, and containing all of the proper signatures. Big Bank pays it,
although Cory’s account contains only $750. Cory says that Big Bank
should not have paid Horace.

(a) Is Cory correct?

(b) What may the bank do in regard to Cory and to Horace?

Assume that Big Bank refused to honor the check, and Cory therefore
lost a major business contract. Could Cory win a lawsuit against Big
Bank?

Sharon Survivor’s uncle has just died, leaving Sharon as his next of kin.
Sharon believes that her uncle wrote several “crazy” checks in the last
few days of his life. She is concerned that her uncle’s bank will honor
these checks. What should she do?

Gary Greedy wants to bring a certified check to his meeting with
Robert Reelistate. However, Gary feels that he needs every last cent of
interest he can get from his account. Are these conflicting goals?

During a 3-month period, Boris Baddie forges Dudley Dewgood’s sig-
nature on several checks, makes Dudley’s supposed checks payable to
Boris, and then cashes them. Dudley takes each month's bank state-
ment and simply puts it in a box. Six months later, Dudley discovers
Boris's fraud.

(2) May Dudley recover from the bank?

(b) What if the checks were themselves inartfully drawn copies, not

the ones actually sent by the bank to its customers?
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ANSWERS
KNOW THE CONCEPTS

1.
2.
3.

4.

No.
Yes. In essence, the bank is a debtor of the customer/account-holder.

Insufficient funds, improper or missing indorsement, unauthorized
drawer's signature, stale check (over 6 months old).

Written and oral. Written last 6 months and can be renewed. Oral last
14 days, but can be confirmed in writing (and thus extended to 6
months).

The bank's responsibility for its lack of good faith or ordinary care (dis-
honesty or negligence) and the measure of damages resulting from
such dishonesty or negligence.

Generally, never. It is the bank’s option whether to certify.

(@) That the customers promptly examine bank statements and report
any unauthorized signatures or alterations.

(b) The customer can be precluded from recovering for unauthorized
signatures and alterations that he/she could have discovered,
unless the bank was itself negligent.

One year after receiving relevant bank statements.

. Customer liability limits on lost or stolen bank cards, receipts for trans-

actions, monthly statements, customer examination of monthly state-
ments, bank investigation of alleged errors, information about the act
for new customers.

PRACTICAL APPLICATION

1.

2.

(a) No. Banks generally have the option to pay overdrafts.

(b) Big Bank may seek reimbursement from Cory for the remaining
$150 (plus perhaps a penalty). It may charge Cory’s account direct-
ly, assuming that more money is deposited.

As for Horace, once Big Bank honored the check, its only
recourse against him would be claims arising under Article 3.
However, Horace may well be a HIDC.

Not ordinarily. However, checking account arrangements can specifi-

cally provide for the payment of overdrafts. If Cory had such a contract
with Big Bank, then he could hold the bank liable,
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Sharon should immediately contact the bank to inform it of her uncle’s
death and her status as next of kin. She should also demand that it
stop payment on any checks in her uncle’s account and thus give the
estate time to determine the propriety of the “crazy” checks.

Probably. When a check is certified, the bank usually withdraws the
amount from the account immediately. Unless Gary’s bank has some
other arrangement (or somehow continues to credit interest until the
certified check is actually cashed), Gary will lose further interest on the
amount of the check once he has the check certified. Of course, with
ordinary checks, interest earnings are unaffected until the check is col-
lected.

(a) Unless the bank was itself negligent, Dudley certainly cannot
recover for checks drafted toward the end of the 3-month period;
by that time, if Dudley had examined his bank statements, he
could have detected the fraud and put the bank on notice in order
to prevent further forgeries. Even for the earlier checks, Dudley
cannot recover if his prompt review of the bank statements would
have left the bank able to prevent a loss (e.g., by getting the
money back from Boris or some other party to the instrument).

(b) If the bank was negligent, as in this case, Dudley’s failure to exam-
ine does not matter. The bank’s cashing of inartfully drawn copies
constitutes the type of bank negligence that eliminates 4-406
preclusion of Dudley’s claim.
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CREDITORS’
RIGHTS AND
DEBTORS'
PROTECTION;
BANKRUPTCY;
SECURED
TRANSACTIONS

KEY TERMS

surety a person who has expressly or implicitly agreed to be liable
for another’s debts even if the creditor has not exhausted all
remedies for collection

guarantor a person who has expressly or implicitly agreed to be
liable for another person’s debits if the creditor cannot collect direct
ly from the debtor

bankrupicy a legal procedure for settling the debts of individuals
or business entities that are unable to pay debts as they
become due. The debtor’s business may be reorganized; a set
payment may be arranged, or the degtor's nonexempt assets
may be liquidated and distributed to creditors. Proper comple-
tion of the bankruptcy procedures leaves the debtor free from
liability on some or alTlof the remaining debts.

secured fransaction any transaction involving a security inferest,
which generally is an interest in the debtor’s personal property {or
fixtures). The security interest is held by the secureci3 party (the
creditor) as a means fo ensure payment or performance of the
debtor’s obligation.

239
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History has not been kind to debtors. In various places and at various
times, debtors have faced prison, slavery, torture, dismemberment,
and/or death because they were unable to pay in full their creditors. For
good measure, a debtor’s relatives were often punished.

Under modern law, the creditor is not the only one with rights. In fact,
the emphasis on consumer protection and on giving people a “second
chance” (or more) has led to creditors’ complaints that debtors now
receive too much protection. However, the law generally reflects soci-
ety’s choices; as long as society cannot definitively decide the relative
worths of competing values, neither can the law. In the meantime, both
creditors and debtors have many rights or remedies available through
statutes, the law of contracts, and the common law.

CREDITORS’ RIGHTS: COLLECTION OF
DEBTS

There are several major debt-collection mechanisms. A creditor may:

1. Place a lien upon the debtor’s property. When real estate owner Red
receives services or materials intended to repair or improve his premises,
a mechanic’s lien on the real estate may develop if Red does not fully
pay his bill. A lien is an encumbrance upon Red’s property—if the lien
remains unpaid, the security held by the creditor can be sold to satisfy
the debt (lien). In Red’s case, the real property itself is security; after fol-
lowing the mechanic’s lien procedures outlined in the relevant state
statutes, including a filing of notice, the lien holder may foreclose (force
a sale).

Other liens include artisan’s liens and botelkeeper’s liens, both of
which involve personal property. As long as the lien holder retains pos-
session of the debtor’s personal property, he/she may have a lien on that
property for unpaid services or for unpaid repairs, improvements, or care
of the debtor’s property.

2. Obtain a prejudgment attachment. A prejudgment attachment
entails a court-ordered seizure of the debtor's property before the credi-
tor's claim and the debtor’s defenses have been fully adjudicated. It is
designed to prevent the waste or removal of assets pending the comple-
tion of a lawsuit. Obviously, this remedy carries the potential for abuse,
including deprivation of property based on claims that the “debtor” later
successfully refutes; therefore Fourteenth Amendment due process con-
siderations limit the scope and use of prejudgment attachments.

Generally, the creditor must strictly comply with the state statutes gov-
erning such attachments. For instance, the creditor must file an affidavit,
as well as post a bond covering court costs, loss of use of the property,
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and the value of the property itself. Seized property is not sold immedi-
ately, but remains under the sheriff's control until a judgment is entered.

3. Take a security interest in the debtor’s property. See the sections on
secured transactions later in this chapter.

4. Recover the debt before or during the course of a bulk transfer. A
bulk transfer occurs when (1) a business sells or otherwise disposes of
a substantial portion (e.g., more than half) of its materials, supplies, mer-
chandise, or other inventory, (2) this sale or other disposal does not
occur “in the ordinary course of business,” and (3) the buyer ordinarily
knew or should have known that the transferor (e.g., the seller) would
not continue to operate the same or a similar business after the transfer.
See UCC Revised Article 6, at 6-102(1)(c)(ii). Services and the operations
of nonretail manufacturers are usually excluded from coverage under
bulk transfer laws, such as UCC Revised Atticle 6, adopted by about
seven states (the original Article 6 has been repealed by 48 states). These
laws require the would-be transferor of goods to list both its creditors
and the property to be transferred, and that the would-be transferee noti-
fy the creditors of the proposed transfer, tell creditors whether debts will
be fully paid, and provide other information.

Creditors then have time before the transfer (e.g., 10 days under Article
6) to take the steps necessary to protect their rights (e.g., levying of exe-
cution on property, suing for an injunction on the sale). If these proce-
dures have not been followed, the creditors have time after learning
about the bulk transfer to file suit and/or to levy against the transferred
property (e.g., six months under Article 6).

5. Proceed against property fraudulently conveyed to a third party. Just
as improper bulk transfers may be set aside, so the law does not permit
other transfers by debtors trying to avoid debt payment by selling or giv-
ing away their assets. Such a transfer is termed a fraudulent con-
veyance.

6. Seck payment from a surety or guarantor, who bas expressly or
implicitly agreed to be liable for another person’s debts. A surety is pri-
marily liable—the creditor need not exhaust all of his/her remedies
against the debtor before holding the surety liable. A guarantor is sec-
ondarily or collaterally liable—the creditor can seek payment from the
guarantor only after first trying to obtain relief directly from the debtor.
Suretyships need not be in writing, but usually are. All guaranty agree-
ments, though, fall under the Statute of Frauds requirement of a written
contract.

Some guaranty agreements are general (applying to all creditors who
agree). Others are special; they apply only to a named creditor and are
usually not assignable.

Performance bonds and fidelity bonds are examples of suretyship con-
tracts. Performance bonds cover the costs of a party’s failure to meet the
terms of a contract, such as one for construction of a building. Fidelity
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bonds protect against losses from the dishonest acts of employees or
others. In either instance, payments under the bond cover the costs or
losses up to a maximum amount stated in the bond.

Both sureties and guarantors “step into the shoes of the debtor,” and
may thus raise any claim or defense that the debtor might have
advanced, except infancy, bankruptcy, and—in some cases—the statute
of limitations. Two other major defenses for sureties or guarantors are
that (1) the debtor tendered payment; (2) the debtor's obligations were
materially altered without the consent of the surety or guarantor.

Upon paying the creditor, most sureties and guarantors are entitled to
reimbursement, if possible, from the debtor. This right is sometimes
referred to as subrogation. In subrogation (also frequently invoked by
insurance companies that have paid a claim), the surety or guarantor is
substituted for the original creditor, thus acquiring the latter’s right to col-
lect from the debtor.

7. Foreclose on real property. If a loan is secured by real property,
there is a mortgage agreement between creditor (mortgagee) and debtor
(mortgagor). Upon mortgagor's default, mortgagee may initiate foreclo-
sure procedures.

A few states permit the mortgagee to acquire absolute, immediate title
to the foreclosed property (“strict foreclosure™) or to take immediate
possession and then gain title after a waiting period. Most states allow
foreclosure and sale to occur pursuant to terms within the mortgage
agreement. The customary method of foreclosure, though, is a judicial
sale; after proper notice, the sheriff or other court official takes control
of the property and sells it. As with forced sales arising from liens, writs
of execution, or otherwise, the sales proceeds are applied first toward
the costs of the foreclosure (advertising, court filing fees, etc.) and then
toward payment of the debt. Any surplus goes to the debtor. In most
states (California is one exception), if the proceeds do not cover the
debt, the mortgagee can obtain a “deficiency judgment” against the mort-
gagor for the remaining amount owed and then collect from other,
nonexempt property owned by the mortgagor.

From the time of default until the foreclosure sale, the mortgagor has a
right, called equity of redemption, to redeem (recover) the property by
fully paying the debt, plus the foreclosure costs to date and any interest.
Most states also allow mortgagors to redeem within a brief, specified
time after the sale (“statutory period of redemption”); this type of
redemption serves to cancel the sale, but usually requires the debtor to
cover yet another set of costs, namely, the nonrefundable expenses
incurred in the sale.

8. Obtain a writ of execution and/or a garnishment. After obtaining a
judgment in a lawsuit on a debt, an unpaid creditor (*judgment creditor”)
may request a prompt accounting of the judgment debtor's assets. The
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defendant’s failure to provide information can lead to a finding of con-
tempt of court and—ultimately—jail. The creditor may seek a court order
that (a) a sheriff or other authorized official seize and sell the debtor’s
nonexempt property (writ of execution); (b) third parties holding prop-
erty of (owing money to) the debtor send to the judgment creditor the
nonexempt portion of that property (garnishment). After costs have
been paid, the proceeds go to the creditor until the judgment debt is sat-
isfied. For garnishment, common third parties are employers (who hold
wages due) and banks (who hold checking or savings accounts).

9. When there are two or more creditors, accept a composition and/or
extension agreement or an assignment to a trustee. In the first situation,
the debtor and creditors agree that each creditor will receive a certain
percentage (less than 100%) of the amount owed (the composition)
and/or extend the payment period (the extension). The debtor’s full
compliance constitutes a discharge, that is, a release from obligation, of
the entire debt. In the second situation, the debtor transfers to a trustee
the title to some or most of the debtor's property. The trustee in turn
sells or otherwise disposes of that property for cash and then distributes
the proceeds pro rata among the creditors. A creditor accepting such
payment discharges the entire debt owed to him/her.

In Grupo Mexicano de Desarrollo SA v. Alliance Bond Fund, Inc., 527
U.S. 308 (1999), the U.S. Supreme Court ruled that while a U.S. plaintiff's
contract claim for damages was being decided, a U.S. court could not
grant a preliminary injunction barring a failing Mexican defendant com-
pany from using its only assets to pay its local creditors. The decision
could mean that by the time certain investors find out they have pre-
vailed in a legal claim, there may be no assets left with which to pay
them. So the message to American investors in foreign businesses is that
when a default occurs and the assets are abroad, these investors cannot
expect American courts to intervene.

YOU SHOULD REMEMBER

Creditors have numerous methods for collecting debts. The
major such methods are liens {mechanic’s and artisan’s), pre-
judgment aftachment (requires sirict statutory and constitutional
compliance), security interests, the preventing or setting aside of
bulk transfers or fraudulent conveyances, payment from sureties
or guarantors, morigage foreclosures on real property, writs of
execution, garnishment, composition and/or extension agree-
ments, and assignments to a frustee.
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PROTECTION FOR DEBTORS

Both state and federal laws provide certain measures of protection for
debtors.

EXEMPTION STATUTES

State law exempts certain types of property from being seized and sold
to satisfy debts. Most states provide for a homestead exemption. When
a home is sold to pay a judgment, a specific amount may be retained by
the debtor, free of the judgment debt. Although mortgages are not sub-
ject to this exemption, it is generally meant to provide a debtor with suf-
ficient funds to protect his/her family and find another home.

Example: Homestead Exemption

X owns a house with a $150,000 mortgage on it, and Y has a judgment
against X for $45,000. If the mortgage agreement antedates the judgment,
proceeds from the sale of the house must go first to pay the mortgagee,
not Y.

If the state homestead exemption is $25,000, and X's house sells for
$195,000, the mortgagee receives $150,000, X then gets $25,000 (the
exemption), and Y takes the remaining $20,000. Y can, of course, collect
the remainder of the debt from other nonexempt property that X may
own.

Exemption statutes also cover personal property. Most states protect
up to a specified dollar value for household furnishings, clothes, personal
possessions, motor vehicles, livestock, pets, and veterans’ pensions.

LIMITS ON GARNISHMENT

A provision in the federal Consumer Credit Protection Act (commonly
known as the Truth-in-Lending Act) limits garnishments in any week to
the lesser of either (1) 25% of that week’s disposable earnings, or (2) the
amount by which that week’s disposable earnings exceed 30 times the
federal minimum hourly wage. (Disposable earnings are net income after
withholding for federal and state income taxes and social security.) The
federal law permits states to substitute, in effect, an even larger exemp-
tion of disposable earnings; many states have done so. Some even
permit judges to set a higher exemption rate so as to prevent undue
hardship.
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CONSUMER PROTECTION STATUTES

The following deceptive practices often violate federal law:

Deceptive comparisons—an inaccurate advertisement in which the
defendant makes false statements about either the quality or the price of
its own product/service as compared to a competitor’s products/services.
The federal Lanham Act prohibits such false statements if they are likely
to cause damage to businesses or individuals.

Bait and Switch—a low price is advertised to bait the customer into
the store. The salesperson then tries to switch the customer to another,
more expensive item. It is unlawful bait-and-switch advertising if the
store refuses to show the advertised item, fails to have adequate quanti-
ties of it available, fails to promise or deliver the advertised item within a
reasonable time, or discourages employees from selling the item.

Deceptive Testimonials and Endorsements—when advertisements are
intended to make consumers feel that someone other than the seller
believes in a product’s or service’s benefits, FTC guidelines require that
the endorser be a user of the product or service. If the advertisement
claims that the endorser has superior expertise in making a judgment
about the product/service, the endorser must, in fact, have the experi-
ence or training that qualifies him/her as an expert.

Five other federal laws are:

1. The FTC Door-to-Door Sales Rule (1973). It singles out for special treat-
ment door-to-door sales because of their potential for high pressure
tactics placing consumers on the spot. A seller must give consumers a
notice of their right to cancel a sale within three days after the sale
takes place.

2. Interstate Land Sales Full Disclosure Act (1968). This statute regulates
the sale of unseen land in order to cut down on the seller’s opportuni-
ties for fraud by mandating full disclosure of relevant information.

3. Mail Fraud Statutes. They specify criminal penalties for using the mail
to engage in a fraudulent enterprise. The statutes also provide civil
penalties, such as intercepting fraudulent mail, returning all mail, and
seizing some types of mail.

4. Mail-Order House Regulations. Because consumers have less ability to
check out completely what they are getting from a mail-order house
(as compared to purchases made in stores), these purchases are regu-
lated. One type of sale is the “negative option plan” (offered, for
example, by book and CD clubs). These plans must disclose all their
terms, must send members a notice of intent to send the product in
enough time for the member to accept it or reject it, and must include
a rejection form for use by the club member.
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The Telemarketing and Consumer Fraud and Abuse Prevention Act
(1994). This act empowers the FTC and the state attorneys general to
enforce this law, and 1995 FTC regulations, against such practices as
falsely claiming a government affiliation, or an ability to improve a
consumer’s credit record or to assist him in obtaining loans, goods, or
cash. Fines are potentially as high as $10,000 for each violation.
Financial institutions, telecommunications carriers, airlines, insurers,
franchisors, on-line services, people regulated by the SEC, and not-
for-profit organizations are exempt. The 1995 FTC regulations require
several disclosures by telemarketers. The caller must identify
himself/herself and the product offered. The recipient must be
informed the call is for sales purposes; misrepresentation is prohibited.
The product’s total cost and special contractual terms must be dis-
closed. Calls may be made only after 8:00 a.m. and before 9:00 p.M.
Many state telemarketing laws are more stringent.

Numerous federal consumer protection statutes apply to the debtor/
creditor relationship.

1.

The Truth-in-Lending Act (1968) states that a lender, or a seller who is
extending credit, must comprehensively disclose credit terms, includ-
ing finance charges. The act covers all transactions in which the credi-
tor, during the ordinary course of business, makes a loan or extends
credit in an amount less than $25,000; the loan or credit must go to an
individual or individuals and must concern real or personal property
used for personal, family, household, or agricultural purposes.

The Fair Credit Billing Act (1974) (an amendment to the Truth-in-
Lending Act) requires the prompt posting of payments and a notice of
prospective finance charges on new purchases, prohibits credit card
issuers from forbidding merchants to offer cash discounts, and pro-
vides procedures for disputes about credit statements, billings, or pur-
chases.

The Fair Debt Collection Practices Act (1977) prohibits certain abusive
practices by debt collectors. It applies to attorneys who regularly
engage in consumer-debt collection activity (Heintz v. Jenkins, U.S.
Supreme Court, 514 U.S. 291 (1995) but not to creditors attempting to
collect their own debts).

. The Fair Credit Reporting Act (1970) (part of the Truth-in-Lending Act)

provides for debtors’ access to credit reports and sets forth procedures
for correcting misinformation or otherwise protecting a consumer’s
credit reputation.

The Fair Credit and Charge Card Disclosure Act (1988) requires fuller
disclosure of terms and conditions in credit-card and charge-card
applications and solicitations.
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6. The Equal Credit Opportunity Act (1976) prohibits discrimination in the
extending of credit.

7. Credit card rules in the Truth-in-Lending Act (a) limit the liability of a
cardholder to $50 per card upon notifying the creditor about a lost or
stolen card, and (b) prohibit outright billing a consumer for unautho-
rized charges (e.g., on a card never accepted by the consumer).

8. The Home Equity Loan Consumer Protection Act (1988) prohibits
lenders from changing the terms of a loan after the contract has been
signed; it requires fuller disclosure in home equity loans of interest rate
formulas and repayment terms.

In addition to these federal measures, the states have their own laws
and regulations, which may set maximum interest rates (usury laws) or
otherwise protect consumers who have been extended credit. For exam-
ple, eleven states have adopted some form of the Uniform Consumer
Credit Code (UCCC), which establishes maximum interest rates and
requires a full disclosure of facts to buyers on credit in almost any situa-
tion. The UCCC is an attempt to systemize the law; it thus serves to
replace particular laws on such matters as usury, credit advertising, small
loans, retail installment sales, and service, delinquency, or deferral
charges. Perhaps most important, the UCCC forbids (1) multiple agree-
ments in order to obtain higher interest rates, (2) “balloon” payments
more than twice as large as the average payment, (3) assignments of a
debtor’s wages, and (4) in most cases, judgments for money beyond that
obtained by repossessing goods purchased on credit. Criminal as well as
civil penalties are provided.

LENDER LIABILITY

Lenders increasingly have been sued by debtors and others for dam-
ages allegedly resulting from lender misconduct in revoking credit, fore-
closing on security, administering a loan, refusing to extend credit, or
even for extending credit. Liability theories include: breach of contract,
fraud, excessive control (e.g., interference with the debtor’s contractual
relations with others), negligence, economic duress (which may make a
loan settlement voidable), breach of fiduciary duties or implied duties of
good faith and fair dealing, and even statutory bases such as state con-
sumer fraud legislation and federal environmental, bankruptcy, securities,
RICO, and tax laws.
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YOU SHOULD REMEMBER

State law exempts some property from seizure to satisfy
debts. After the proceeds on the sale of a home have paid the
mortgage, most states exempt a specific amount of the remain-
ing proceeds. For personal property, state law tends to exempt
up to a specified dollar value for household furnishings, clothes,
personal possessions, motor vehicles, livestock, pets, and veter-
ans’ benefits.

The federal Consumer Credit Protection Act (known as the “Truth-
inLending-Act”) limits garnishment to 25% of disposable earnings
or even less in the case of low-income wage earners; state law may
further limit garnishment. Numerous federal and state statutes regu-
late creditor practices, prohibit abuses, provide dispute-resolution
mechanisms, or otherwise protect debtors.

BANKRUPTCY AND REORGANIZATION

Bankruptcy is a method for settling the debts of individuals or
Susiness entities that are unable to pay debts as they become
ue.

Under court supervision, all or most of the debtor’s assets are used to
pay his/her creditors, with creditors of equal status (priority) each receiv-
ing the same proportion of the amounts owed to them. Once the liquida-
tion, reorganization, or adjustment plan is judicially approved and then
properly completed, the bankruptcy serves to relieve the debtor from all
or most of his/her debts even though these debts have not been fully
paid.

The U.S. Constitution, Article I, Section 8, empowers Congress to make
“uniform laws on the subject of bankruptcies throughout the United
States.” Congress has structured a system of federal bankruptcy courts,
with judges appointed to 14-year terms and serving the same or similar
geographic areas as do federal district court judges. Appeals go either to
the U.S. District Court or (as some U.S. circuits provide) to a bankruptcy
appellate panel consisting of bankruptcy judges from within the circuit.

Although matters of state law may arise during a bankruptcy proceed-
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ing, the essential issues in the bankrupicy itself are governed by federal
law as stated in the Bankruptcy Code and interpreted in federal court
opinions. For instance, while orders about legal fees and costs in con-
junction with a divorce case are matters of state law, it is up to the feder-
al bankruptcy court to decide whether, under federal law, these orders
are, in effect, part of a debtor’s obligation to pay alimony or child sup-
port and thus cannot be discharged in bankruptcy.

CHAPTERS 7, 11, AND 13 OF THE
BANKRUPTCY CODE

The Bankruptcy Code provides for three main alternatives: proceed-
ings under Chapter 7 (Liquidation), Chapter 11 (Business
Reorganization), or Chapter 13 (Adjustment of an Individual’s Debts). A
fourth type of proceeding, to adjust the debts of a municipal corporation,
is available under Chapter 9 when authorized by the state where the
municipal corporation is located. (Family farming business reorganiza-
tions are governed by Bankruptcy Code Chapter 12.)

Under any of these four alternatives, the debtor may file a voluntary
petition for bankruptcy. Creditors may initiate only a Chapter 7 or a
Chapter 11 proceeding; this is done by filing an involuntary petition. A
filing under any of the four chapters creates an “estate” consisting of all
of the debtor’s property, with an automatic stay preventing creditors, other
than those owed alimony or child support, from collecting debts or fore-
closing on collateral. (Secured creditors may petition the bankruptcy
court for relief from the stay.)

* CHAPTER 7

In a Chapter 7 case, the bankruptcy court appoints a trustee to take
charge of the estate. The trustee sells (“liquidates”) the debtor's nonex-
empt property, and the proceeds are then distributed to the creditors
according to their priorities under law—for example, taxes are usually
paid before general creditors are paid.

A Chapter 7 discharge covers debts, including judgments, arising
before the bankruptcy order granting the discharge. Just as a bankruptcy
petition operates temporarily to prevent most creditors from trying to
collect their debts pending the bankruptcy proceedings, the discharge
makes this prevention permanent.

Because Chapter 7 discharges cover only indivicluals, business entities
such as corporations and partnerships remain technically liable for their
debts. However, the lack of discharge does not matter unless the entity
later acquires assets. The effect is to prevent the resurrection of that
same entity (e.g., as a “shell” business) after a Chapter 7 liquidation.
(Under Chapter 11, a type of discharge is granted.)
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Some businesses, though, are simply denied the right to file for bank-
ruptcy. Railroads, banks, savings and loan associations, credit unions,
insurance companies, and other financial institutions are regulated in all
matters, including insolvency, by administrative agencies, not the
Bankruptcy Code. However, railroads are permitted to file for a Chapter
11 reorganization.

e CHAPTER 11

Chapter 11 is mainly intended to allow on-going businesses to restruc-
ture their debts. Before restructuring occurs, a court-appointed trustee or
examiner conducts an investigation, files reports with the court, and may
submit a reorganization plan (if the debtor has not) or (instead) recom-
mend conversion to a Chapter 7 liquidation.

Whether for an individual proprietorship, a small firm, or a large cor-
poration, successful reorganization requires a detailed plan covering all
aspects of the organization’s business operation and its assets and debts.
Then the plan must be accepted by the bankruptcy judge and by two-
thirds in amount, and more than half in number, of the claims in any
particular class of creditors. Each creditor must receive at least as much
as the creditor would be entitled to obtain under Chapter 7 liquidation.

e CHAPTER 13

Chapter 13 is available only to individuals with regular sources of
income, unsecured debts not exceeding $290,525 (to increase in 2004),
and secured debts of no more than $871,550 (to increase in 2004). The
debtor files a payment plan, with payments beginning no more than 30
days after the bankruptcy petition is filed and continuing for up to 5
years. Payments are made to a court-appointed trustee, who begins pay-
ing creditors after the court approves the plan. Upon completion of the
plan, and even for “hardship” cases in which plan payments are incom-
plete, a Chapter 13 discharge (comparable to, but in some ways broader
than, a Chapter 7 discharge) is granted.

Usually about one fourth of the debtor’s disposable earnings goes to
his/her creditors, although the specific amount is somewhat dependent
on the debtor’s level of income and family responsibilities. As in Chapter
11, payments cannot be any less than a creditor would receive under
Chapter 7 liquidation. At any time, the debtor or the court may turn the
case into a Chapter 7 proceeding.

PROCEDURE AND EXEMPTIONS

A debtor must file a financial statement (including income and ex-
penses) and must list assets, creditors (with addresses and amounts
owed), and exempt property. Exemptions under federal law include the
following (with dollar figures to rise in 2004 and 2007).
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1. Equity in a home and burial plot up to $17,425.

Interest in one motor vehicle up to $2,775.

Trade or business items up to $1,750.

Prescribed health aids.

- Unmatured life insurance policies (other than credit life insurance.)

. Federal and state benefits such as social security, local public assis-
tance, and veterans’, disability and unemployment benefits.

An interest in jewelry not to exceed $1,150.

QW oA N

Alimony and child support, as reasonably necessary for the debtor.
. Certain pensions, stock bonuses and annuities.

NN

10. An interest in household furnishings or goods, clothes, books, appli-
ances, animals, crops, musical instruments, or other items of a person-
al, family, or household nature (up to $450 for any one item, with the
total not exceeding $9,300).

11. Criminal victim restitution payments, wrongful death benefits, life
insurance payments to a dependent beneficiary, and—up to $17,425—
personal injury payment.

12. Any other property worth altogether (a) no more than $925, plus (b)
up to $8,725 of the unused portion, if any, of the homestead exemp-
tion (item 1, above).

States are permitted to substitute their own exemptions for these feder-
al exemptions, and most have done so. The rest of the states permit
debtors to choose between the relevant state or federal exemptions.

THE TRUSTEE’S ROLE IN BANKRUPTCY

The trustee acquires title to all of the debtor’s property (“the estate”)
and administers the estate by collecting and liquidating assets as well as
deciding claims. The trustee may sue, accept or reject executory con-
tracts, revoke unperfected property transfers, and negate preferential or
fraudulent transfers.

Preferential transfers favor one creditor over others (i.e., the
favored creditor gets more than he/she would under the
Bankruptcy Code). Such transfers are prohibited when they con-
cern preexisting debts and are made during the 90-day period
before the bankruptcy petition is filed.
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Creditors with liens on or security interests in the debtor’s property
may sell or otherwise dispose of the property in order to collect the debt
secured by that property. If a sale generates more than is owed, the
excess goes into the debtor’s estate. If, after disposition of the secured
property, the debtor still owes money, the creditor becomes an unse-
cured, general creditor for the remaining amount owed (category 9,
immediately below).

The trustee distributes the debtor’s estate (pays costs, claims, or other
expenses) in this order.

1.

2.

Costs of administering, collecting, and maintaining the estate, including
attorneys’ fees and, usually, taxes and even penalties.

Claims arising in the ordinary course of business, after the bankruptcy
petition was filed but before a trustee was appointed or an order for
relief was made.

Claims up to $4,650 per employee for wages earned 90 or fewer days
before the bankruptcy petition was filed or the business ceased,
whichever was first.

. Claims up to $4,650 per employee for contributions to employee bene-

fit plans arising from services rendered 180 or fewer days before the
bankruptcy petition was filed.

Claims up to $4,650 of farmers and fishermen against debtors owning
or operating facilities for storing grain or processing fish.

Consumer claims up to $2,100 for deposits with or prepayments to the
debtor for undelivered property or unperformed services.

Alimony and child support.

. Some taxes and penalties due.
. Claims of general creditors (almost all other unsecured debts). Those

parts of claims that exceed the money or time limits in categories 3, 4,
5, or 6 above fall within this category.

NONDISCHARGEABLE DEBTS, DENIAL OF
OVERALL DISCHARGE, AND LIMITS OF
DISCHARGE

e NONDISCHARGEABLE DEBTS
Six types of debts are considered to be too important to be discharged by
bankruptcy:

1.
2.

Alimony.
Child support.
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4.
5.

6.

BANKRUPTCY AND REORGANIZATION 253

Some government fines and penalties.
Taxes and related fines owed for the 3 years before bankruptcy.
Amounts the debtor borrowed to pay federal taxes.

Student loans received within 7 years of bankruptcy (unless payment
imposes an undue hardship on the debtor or his/her dependents).

The main reason for not discharging a debt may be the debtor’s mis-
conduct. These other nondischargeable debts are as follows:

1.
2,
3.

Intentional tort claims.
Judgments based on drunk driving,

Claims to money or property obtained by fraud, false pretense, embez-
zlement, or misuse of funds (including compensatory or punitive dam-
ages for fraud).

. Criminal restitution obligations.

Claims not listed in the bankruptcy petition.

Debts exceeding $1,150 for luxury goods/services purchased within 60
days before the bankruptcy filing.

- Certain cash advances exceeding $1,150 within 60 days before the fil-

ing.

Moreover, if in a prior bankruptcy action the debtor was denied a dis-
charge of a particular claim (for reasons other than the 6-year waiting
requirement between bankruptcy discharges), he/she cannot later get a
discharge on that claim. (Nor, as discussed earlier, can the debtor use a
fraudulent or preferential transfer to avoid his/her responsibilities or
favor certain creditors.)

* DENIAL OF OVERALL DISCHARGE

Overall bankruptcy discharge may be denied in these cases:

1.

The debtor has: (a) in writing waived his/her right to a discharge; (b)
destroyed, concealed, or transferred his/her property and/or records in
order to hinder or defraud a creditor; (¢) unjustifiably failed to maintain
records from which his/her financial status could be determined; (d)
not adequately explained a supposed loss of assets; () committed a
bankruptcy “scam” or other such crime; or (f) refused to obey a bank-
ruptcy court order to answer the court’s questions or to appear at
scheduled bankruptcy meetings or hearings.

A bankruptcy court granted the debtor a discharge within 6 years of
the filing of his/her present petition (not applicable when the prior
proceeding was a good-faith Chapter 13 plan paying at least 70% of
unsecured claims).
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3. A prior bankruptcy petition was dismissed 180 days before the present
petition was filed.

4. A Chapter 7 discharge by a consumer debtor would be a “substantial
abuse” of the system.

In most, if not all of these cases, the debtor’s nonexempt assets are still
distributed to creditors; but, instead of receiving a discharge, the debtor
remains liable for the unpaid portion of his/her debits.

e LIMITS OF DISCHARGE

A discharge does not affect the liability of a codebtor, a surety, or a
guarantor. Moreover, within one year of a discharge the bankruptcy court
may revoke its discharge decree because of evidence that the debtor
committed fraud or lied during the bankruptcy proceedings.

Debtors may reaffirm a dischargeable debt; such a reaffirmation
agreement, though, must be in writing and contain a statement to the
effect that the debtor knows of his/her right to rescind the reaffirmation
before discharge or within 60 days, whichever is later. The reaffirmation
agreement must be filed in bankruptcy court, along with an affidavit by
the debtor’s attorney that the agreement would impose no undue hard-
ship on the debtor or a dependent of the debtor, and that the debtor was
fully informed of his/her rights and entered into the agreement voluntari-
ly. If the debtor was not represented by counsel, a reaffirmation agree-
ment usually requires the bankruptcy court’s approval; it must find that
the reaffirmation does not impose undue hardship on the debtor and is
in the debtor’s best interest.

Of course, a debtor may simply volunteer to repay a discharged debt.
Such payments cannot be compelled, however, in the absence of a bind-
ing reaffirmation.

YOU SHOULD REMEMBER

The test for bankruptcy is: Can the debtor pay debts as they
become due?

The Constitution empowers Congress to make uniform laws
on bankruptcy. Thus bankruptcy is governed by federal law, with
a system of U.S. bankrupicy courts.

The Bankruptc COJ; has three main alternatives: Chapter 7
(Liquidation), Cgopfer 11 (Business Reorganization), and
Chapter 13 (Adjustment of an Individual’s Debts). Petitions for
bankruptcy may be voluntary (filed by the debtor} for all three
chapters or involuntary (filed by creditors) for Chapters 7 and
11.
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Chapter 7 is the traditional, “straight” bankruptcy. Certain
regulated businesses cannot obtain such a bankruptcy. Chapter
1T involves a reorganization of business debts, with a plan
requiring the approval of the bankruptcy judge and most credi-
tors. Chapter 13 permits individuals with a regular source of
income, and debts not exceeding a statutory amount, to seek
court approval of a payment plan?osting up to 5 years.

The Bankruptcy Code exempts certain property, or amounts of
property, from being used to satisfy creditors’ claims.

A court-appointed trustee administers the debtor’s property
(“the estate”) and distributes the debtor’s nonexempt property
oc%ording to the priority of claims outlined in the Bankruptcy
Code.

The Bankruptcy Code prohibits the discharge of certain debts
and also allows the bankruptcy judge to deny discharges
because of the debtor’s misconduct.

Discharges do not remove the liability of codebtors, sureties,
or guarantors; and a debtor may, in writing, reaffirm a dis-
charged debt.

SECURED TRANSACTIONS

A secured transaction is any transaction in which a debtor gives a
creditor a security interest in personal property or fixtures.

INTRODUCTION

Revised UCC Article 9, promulgated in 1999 and since adopted by all
50 states, governs secured transactions (as did the UCC'’s original Article
9. In a typical case, the debtor has borrowed money (often a purchase
on credit), with the creditor expecting the debtor's performance (e.g.,
payments) in compliance with the terms of the loan. As additional pro-
tection of his/her right to repayment, the creditor requires that the debtor
give a security interest in personal property; if the debtor fails to per-
form, the secured creditor can use that personal property (known as
collateral) as a substitute for, or a means to collect, the debtor’s perfor-
mance.

Security interests are commonly given in the very property for which a
business or consumer has borrowed money (received financing) in order
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to buy. Secured credit thus permits a consumer or business to make
large-scale purchases while assuring the sellers and lenders that they can
obtain complete, or at least partial, payment from the secured property if
necessary.

PLEDGE

The oldest and simplest type of secured transaction is a pledge; there
the debtor provides the creditor with physical possession of some of the
debtor’s property. This collateral may consist of tangible items, such as
jewelry or machinery, or intangible personal property, such as stocks. If
the debtor defaults, the creditor sells or uses the collateral to satisfy the
debt.

Example: Pledge

Ellen Extravagant owes a credit card company $500. She borrows the
money from Paul Pawnbroker and leaves a diamond ring worth $800
with Paul as collateral.

One obvious problem with a pledge is that the debtor frequently will
not or cannot turn over possession of his/her property. In fact, a pledge
contradicts the underlying purpose of many credit transactions, that is, to
help the debtor acquire and use property, not merely buy property (on
credit) and then pledge away its possession.

SECURITY INTEREST

Because of problems with the pledge, the law has long permitted the
use of security devices that do not require transfer of possession. Such
devices include chattel mortgages, trust receipts, and assignments of
accounts receivables; the UCC now labels all of these security interests.

e COLLATERAL
The following types of property can be collateral (i.e., property sub-
ject to a security interest):

e Consigned goods (including equipment and inventory).

o Documents evincing rights (e.g., accounts, payment intangibles,
promissory notes, chattel paper, securities created by a govern-
ment debtor, health insurance receivables, deposit accounts,
guarantees, and letters of credit).

e Proceeds from a security interest.
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* Most other personal property or fixtures (e.g., items subject to
agricultural liens, collection on a commercial tort claim, and
property liens that establish a right to payment).

Excluded interests include those involving wages, landlord’s liens, most
assignments, and papers or notes for the sale of a business.

Even “after-acquired property” (personal property acquired by the
debtor after the security agreement was executed) may be collateral,
although UCC 9-204(b) bars such collateral for commercial tort claims
and sets limits on after-acquired interests in consumer goods (only per-
mitted for accessions or for property acquired within 10 days after the
secured party gave value). Collateral may even secure future credit, not
just past or present loans (UCC 9-323).

* REQUIREMENTS FOR AN EFFECTIVE
SECURITY INTEREST

ATTACHMENT

To make the security interest effective between the debtor and creditor, the
interest must “attach” to the secured property (the collateral). The three
requirements of an attachment are as follows:

1. A written agreement sets forth a security interest, describes the collater-
al, and is signed by the debtor.

2. Value is given by the secured party to the debtor.
3. The debtor has rights in the collateral.

“Value” arises from commitments to extend credit, from consideration
sufficient for a contract, or from preexisting consideration. When the
secured party obtains possession of the collateral (a pledge), no written
agreement is necessary.

PERFECTION

To make the security interest effective against third parties, it must be
‘perfected.” Perfection gives the secured party priority over other par-
ties seeking to attach or otherwise use the collateral. In short, if C per-
fects a security interest in D’s equipment, most third-party creditors will
not be permitted to seize and sell that equipment in order to satisfy D’s
debts to them.

The method for obtaining a perfection depends on the type of collater-
al. The four methods are possession, control, attachment, and the filing
of a financing statement.

1. Possession constitutes perfection for pledges. It is a method for per-
fecting an interest in goods, instruments (e.g., promissory notes), certifi-
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cated securities (e.g., stocks and bonds), tangible chattel paper, money,
and negotiable documents of title (e.g., warehouse receipts, bills of lad-
ing).

2. Control is the only way to perfect a security interest in a letter of
credit or in a deposit account (UCC 9-314). Such control exists only if:
(a) the secured creditor is the depositary bank where the account is
maintained, (b) the debtor, secured creditor, and depositary bank have
agreed that the bank will follow the creditor’s instructions without the
debtor’s further consent, or (¢) the creditor becomes the depositary
bank’s customer concerning the account.

3. Automatic perfection (perfection by attachment) usually involves a
purchase-money security interest (PMSI) in consumer goods other than
fixtures or motor vehicles. Section 9-103 of the UCC defines a PMSI as a
security interest that is: (a) held by the seller of the collateral in order to
secure all or part of the sales price, or (b) held by a person lending
money or otherwise giving value that the debtor uses to acquire or use
the collateral.

Without automatic perfection, filing offices would be swamped with
financing statements concerning PMSIs in consumer goods. Most authori-
ties believe that such increased filing would provide little added protec-
tion to other creditors, and might only confuse matters.

The other typical instance of automatic perfection involves assign-
ments of accounts or contract rights that do not, alone or with other
assignments to the same assignee, amount to a “significant part” of the
assignor’s outstanding accounts of contract rights.

4. The fourth and most preferred method of obtaining perfection is to
file a financing statement. Such a statement must contain the debtor’s
signature, the names of both the debtor and the secured party, and a
description of the collateral (UCC 9-502 and 9-504). Filing is necessary
for perfection if possession is not the required method for perfection: if
the secured party does not in fact have possession; and if the transaction
does not involve automatic perfection (usually via a consumer PMSD).

The secured party has the duty of filing the financing statement.
Section 9-501 of the UCC provides that for fixture filings and other realty-
based collateral, the creditor must file in the office where one would
record a mortgage on real estate. For every other filing, besides transmit-
ting utilities, the creditor must file centrally in the office that the state
designates as official keeper of the state’s UCC files (UCC 9-501(a)(2)).
Filings can be electronic.

A person in doubt as to whether he/she needs to file a financing state-
ment should—to be safe—file one.

Do not confuse the financing statement with the security agree-
ment. The former cannot replace the latter.




SECURED TRANSACTIONS 259

Indeed, the financing statement simply furnishes the minimal information
needed to put other parties on notice of a security interest. (In some
cases, the security agreement itself may be filed as the financing state-
ment.) To obtain further information, the debtor or secured party may
have to be contacted directly.

A proper filing will be good for S years, unless it indicates a shorter
maturity date. Continuations may be filed in order to extend the financ-
ing statement for another 5 years. The number of such extensions is
unlimited, and the secured party need not obtain the debtor’s signature.

RIGHTS AND DUTIES OF SECURED PARTIES
AND DEBTORS

* WHAT IS A DEFAULT?

A default on a debt is not defined in UCC Article 9. The parties usual-
ly state in their security agreement the conditions that will constitute a
default. The typical default is failure to make timely payments on the
loan. Another type of default may be to breach a warranty that no liens
or other security interests cover the same collateral as that relied on in
the security agreement.

* RIGHTS AND DUTIES BEFORE DEFAULT
Before default, the parties have certain rights or duties, unless speci-
fied differently in the security agreement.
The secured party:
(a) may release or assign all or part of the collateral;
(b) may file an extension or amendment of a financing statement,
although the latter also requires the debtor's signature;
(©) if in possession of the collateral, must use reasonable care to preserve
it.
The debtor:

(@) may periodically request and receive from the secured party a written
statement as to the current amount of the unpaid debt, and perhaps a
full listing of the collateral;

(b) bears the risk of loss or damage to the collateral;

() must pay for all reasonable expenses incurred in taking care of the col-
lateral.

* RIGHTS AND DUTIES AFTER DEFAULT

Upon default, the secured party may sue on the underlying obligation
or enforce the security interest directly. These remedies are not exclu-
sive, and can be cumulative if need be [UCC 9-601(c)).
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UCC Section 9-609 states the secured party’s right to take possession
after default, unless prohibited by the security agreement itself. Although
the secured party may take possession without a court order, such con-
duct must not lead to a breach of the peace (UCC 9-609(b)(2)). As is the
case before default, the secured party has to exercise reasonable care
over any collateral it now possesses.

As an alternative, a secured party may require the debtor to assemble
the collateral at a place designated by the secured party. In fact, the
secured party may choose not to remove collateral equipment, but sim-
ply to make it unusable and then dispose of it (e.g., sell it) on the
debtor’s premises.

SPECIAL PROVISIONS IF THE SECURED PARTY CHOOSES TO
KEEP THE COLLATERAL

The debtor may, via a recorded signed statement (or the failure to
object to a notice from the secured party), agree to the secured party’s
retention of collateral in partial or full satisfaction of the debtor’s obliga-
tion (UCC 9-620 and 9-621). However, if the debtor has paid over 60% of
the price or the loan for collateral that consists of consumer goods, the
secured party must sell the collateral within 90 days unless the secured
party and the debtor otherwise agree (UCC 9-620). Also, for consumer
transactions, a secured party may not accept collateral in partial satisfac-
tion of the secured debt. It must be a full satisfaction (UCC 9-620(g)).

For collateral other than consumer goods, the secured party must also
notify other secured parties who have given written notice of an interest
in the collateral (UCC 9-610). If within 20 days a person entitled to notifi-
cation (e.g., the debtor or another secured party) objects to the secured
party’s retention of the goods, a sale must take place. Otherwise, the
secured party may keep the collateral (UCC 9-620).

SALE OF THE COLLATERAL

Sale of collateral may be by any method so long as it is “commercially
reasonable.” It is not enough to show that a different type of sale could
have produced a better price; for example, the sale is “commercially
reasonable” if it was conducted in the usual manner for a recognized
market in the goods, or if it obtained the current market price, or if it con-
formed to the practices of merchants selling the same type of property.

The debtor, of course, has a right to redeem the collateral before the
sale by fully paying the debt, plus the additional expenses incurred by
the secured party (UCC 9-623). Moreover, another secured party may, in
effect, substitute his/her payment for that of the debtor so as to secure
the collateral. Once sold, the purchaser takes the collateral free of claims
by the debtor or by secured parties.
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Upon sale, the proceeds are distributed in this order to pay:

(a) reasonable expenses related to possessing, preserving, and selling the
collateral, including attorney’s fees;

(b) the debt owed to the secured party;

(¢) claims of other secured parties who gave written notice of an interest
in the collateral.

The surplus, if any, goes to the debtor.

As with other debt-collection mechanisms, if the sale does not give the
secured party all that he/she is owed, then the secured party (unless
barred by the security agreement itself) usually retains a right to collect
the deficiency by other means. (The exceptions involve accounts or chat-
tel paper, in which a deficiency is nonrecoverable unless the security
agreement specifically provides otherwise.)

TERMINATION STATEMENT

Once the debtor’s obligations are satisfied, he/she may require that the
secured party file a termination statement wherever a financing statement
was filed. For financing statements concerning consumer goods (a rarity
because of automatic perfection), the termination statement is mandatory
even if the former debtor does not demand it. Failure to file (or, for non-
consumer transactions, at least send a termination statement to the
debtor) subjects the secured party to fines and also liability to the debtor
for any resulting losses (UCC 9-625). Also, the debtor or some other per-
son can then proceed to file the termination statement without the
secured party’s permission (UCC 9-509(d)(2)).

PRIORITY OF CREDITORS

Obviously, one major purpose of the secured transaction is to ensure
that the secured party can use the collateral to collect the debt before
other creditors may do so. Thus one creditor has priority over another
creditor (who has an interest in the same collateral and/or is owed money
by the same debtor).

For Article 9 priority rules to apply, at least one party must be a
secured party. UCC 9-201 states the basic premise, “Except as otherwise
provided in the Uniform Commercial Code, a security agreement is effec-
tive according to its terms between the parties, against purchasers of the
collateral, and against creditors.” So, a secured party wins the priority
dispute unless a UCC rule (e.g., in Article 9) decides that it loses.

The following table shows the major priority controversies and their
usual outcomes.
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Opposing Creditors

Priority Creditor

Perfected
security holder

Perfected
security holder

Unperfected
security holder

Unperfected
security holder

General Rules

Another perfected
security holder

Unperfected security
holder

Another unperfected
security holder

Unsecured creditor
(including most unlevied
judgment creditors*)

The first to perfect
[UCC 9-322(a){1]]

The perfected security holder,
regardless of whose security
interest arose first

[UCC 9-322(c){2)]

The first party whose security
interest attached

[UCC 9-322(a)(3)]

The unperfected security holder
[UCC 9-317]

PMSI and Crop Exceptions to “First to Perfect” Rule

Perfected PMSI in
inventory

Perfected PMSI in
noninventory collateral

Lien creditor (including
a receiver or an
assignee for the benefit
of creditors)

Lien creditor (including
a receiver or an
assignee for the benefit
of creditors)

Earlier perfected
non-PMSI

Earlier perfected
non-PMS in the

same collateral

Lien Creditors

Unperfected or later
perfected security holder

Perfected security holder

PMSI (and also as to PMSI
cash proceeds if nofice was
given to non-PMSI on or before

debtor takes possession)
[UCC 9-324(q]]

PMSI and ordinarily its identifi-
able proceeds, if the PMSI is
perfected within 20 days after
debtor obtains possession
[UCC 9-324(al]

Lien creditor, except if pre-
existing PMSI is perfected
before orwithin 20 days after
debtor possesses the collateral
[UCC 9-317]

Lien creditor, but subject to
the perfected security interest
inasmuch as (1} it secures
advances the secured party

+Ordinarily, tort claims and even judgments cannot be collateral, but commercial tort claims
and structured settlements (a form of payment intangibles) can be (UCC 9-102(a)).
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Opposing Creditors

Priority Creditor

made before or within 45 days
after the lien creditor obtained
the lien, or (2) it secures
advances made without knowl-
edge of the lien

[UCC 9-323(b)]

Other Exceptions to “First to Perfect” Rule:

Purchasers of the Debtor’s Collateral and Trustees in Bankruptcy *

Purchaser and/or Earlier perfected
holder of negotiable security holder
instruments, documents

of title, and/or securities

Purchaser of chattel Earlier perfected

paper security holder

Purchaser of goods Earlier security holder for
(other than farm a perfected security
products bought from  interest created by the

a farmer), with the goods’ seller

goods purchased from
the original consumer in
the ordinary course of
business

Purchaser of consumer  Earlier PMSI or other
goods securily interest even if
perfected

The purchaser [UCC 9-331]

The purchaser, if gave new
value, acted in good faith, took
possession in the ordinary
course of business, and had no
actual knowledge of the securi-
y interest (last requirement
unnecessary when chattel
paper claimed as proceeds of
inventory} [UCC 9-330(a)(b)]

The purchaser, even if pur-
chaser knows of the security
interest [UCC 9-320(a]]

The purchaser, if gave value,
bought before the filing of a
financing statement covering
the goods, had no knowledge
of the other security interest,
and used the goods for person-
al, family, or household pur-
poses [UCC 9-320(b}]

* Of course, a purchaser or trustce may not, in fact, be a “creditor.” Nonetheless, priority dis-
putes often arise berween purchasers (or trustees) and creditors.
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Opposing Creditors

Priority Creditor

Trustee in bankruptcy ~ Unperfected [when the
bankruptcy pefition was
filed) security holder

Trustee in bankruptcy  Earlier perfected security
holder

Trustee in bankruptey, under
Bankruptcy Code § 544(a)
and UCC 9-102(0}(52) and
9-317(a)(2) (treating the trustee
like a lien creditor**)

Perfected security holder,
unless the security interest was
perfected no more than 90
days before the bankruptcy
petition was filed and constitut-
ed a preferential transfer under
Bankruptcy Code § 547(b)***

Fixtures fo Real Estate and Accessions to Personal Property

Perfected security Conflicting real estate
holder in a fixture claimant (e.g.,
mortgagee}

Unperfected security Conflicting real
holder in a fixture estate claimant

Security holder in an Security holder in the
accession—goods chattel to which the
physically united with  accession is added
other goods in such a

manner that the identity

of the original goods still

exists (UCC 9-102(a)(1))

First to file, except that PMSls
filed within 20 days of affixa-

tion always have priority
[UCC 9-334(d)]

Conflicting real estate claimant
[UCC 9-334(c]]

Generally, the security holder
in the accession, if security
interest was perfected in the
accession before the acces-
sion was added to the chattel
[UCC 9-335]

% Normally, the filing of a bankruptcy petition has a broad and immediate effect by automati-
cally staying the security holder's enforcement of his/her security interest (as it also stays other
creditors’ rights). The secured creditor ordinarily will have to transfer collateral in his/her pos-
session to the debtor's trustee. However, absent a preferential transfer, the trustee typically
releases the collateral back to the perfected security holder, without any charge.

#+A perfection within one year before the petition, if concerning a fraudulent conveyance

(very rare), could also be voided by the trustee.
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YOU SHOULD REMEMBER

UCC Article 9 governs secured fransactions. A security inferest
may be taken in almost any type of personal property.

To make the security interest effective between the debtor and
the creditor, it must “attach” to the secured property (collateral.
Attachment requires (1) a written agreement stating a security
interest, describing the collateral, and signed by the debtor;
(2) value from the secured party to the debtor; and (3) rights of
the debtor in the collateral.

To make the security interest work against third parties, it must
be “perfected” by (1) possession, (2} control, (3) attachment,
or (4) the filing of a financing statement. The proper method
depends on the type of collateral, with the financing statement
being the most common method.

Parties to a security agreement have numerous rights or
duties with respect to collateral, financing statements and debt
information. Upon default, the secured party may sue on the
underlying obligation or enforce the security interest directly;
these remedies can be cumulative.

In some cases, the secured party may keep the collateral as sat-
isfaction of the defaulting debtor's obligations. In all defaults, the
secured party may sell the collateral by any “commercially reason-
able” method, with the debior having a right to redeem up to the
time of sale. Proceeds are disiributed first fo cover expenses, then to
pay (1) the secured debt, (2) other secured parties, and (3} if any
money remains, the debtor.

Satisfaction of the debtor’s obligation is evinced by the
secured party’s filing of a termination statement.

The order in which creditors are paid follows an established
system of priorities, in which the first to perfect a security inferest
usually takes precedence.

KNOW THE CONCEPTS
DO YOU KNOW THE BASICS?

1. Name ten lawful methods for collecting debts.

2. Name five or more types of personal property that may be at least
partly exempted from debt-collection enforcement.
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3. (a) Name at least four federal statutes that regulate creditor practices,
prohibit abuses, provide dispute-resolution mechanisms, or other-
wise protect debtors.

(b) Would you include the UCCC in your list?

4. Which law, federal or state, governs bankruptcy proceedings?

5. Under the Bankruptcy Code, what is the test for insolvency (the “bank-
ruptcy test”)?

6. Name the three main chapters of the Bankruptcy Code, the type of
relief under each chapter, and the party that may ask for that relief.

7. Name at least four types of assets (property) totally exempt from being
liquidated or otherwise disposed of to help pay claims against a bank-
rupt debtor.

8. Name at least four types of nondischargeable debts and state the main
other reason a debt might not be dischargeable.

9. Does a bankruptcy discharge affect the liability of a codebtor, surety,
or guarantor?

10. What is the simplest type of secured transaction?
11. Name four types of property that can be subject to a security interest.
12. (a) What are the requirements for an attachment?
(b) What does an attachment accomplish?
13. (a) What are the four methods for making a security interest “perfect”
(b) What does perfection accomplish?
14. Upon default, what may a secured party do with the collateral?

15. What is the general rule governing priority between two conflicting
security holders?

TERMS FOR STUDY

accession foreclosure
accounting fraudulent conveyance
attachment garnishment
bankruptcy guarantor

bulk transfer homestead exemption
collateral judicial sale

control lender liability

default lien

discharge mortgage

equity of redemption perfection

financing statement pledge

fixture

prejudgment attachment
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priority surety

purchase money security interest termination statement
reaffirmation agreement trustee

secured transaction uccc

security interest writ of execution
subrogation

PRACTICAL APPLICATION

1. Sure-Thing Surety has entered into suretyships with the following
debtors. Coincidentally, in each case the creditor is Wanda Wealthy.

(1) Dirk Debtor owes $10,000 on a loan. Payments are in default. Dirk
is 15 years old.

(2) Daphne Delinquent purchased a number of items on credit. Wanda
demands payment. Daphne says a check is in the mail.

(3) Ollie Obligor persuaded Wanda to extend the duration of his loan,
in return for Ollie’s agreeing to pay a higher interest rate. Ollie now
defaults.

(4) Karen Komitted goes bankrupt. She receives a discharge of her
debt to Wanda.
(@) For each case, state whether, on the limited facts given, Wanda
can obtain payment directly from Sure-Thing Surety.
(b) What additional two defenses might be raised if Sure-Thing were
a guarantor, not a surety?

2. Harry Homeowner owes $50,000 on a mortgage for a house, owned
solely by Harry and lived in by the entire Homeowner family. Harry
also owes $5,000 to unsecured creditor A, as well as $3,000 to creditor
B, the latter debt being secured by a perfected security interest in
Harry's sailboat. Harry is in default on all three debts. The house
would sell for $78,000 with costs of sale being $3,000. The state home-
stead exemption is $20,000.

(@) If the mortgagee conducts a foreclosure sale, what will happen to
the sales proceeds?

(b) If Harry files for bankruptcy, what will happen to the boat and the
home, and what will be the distribution of proceeds?

3. Betty’s Boutique (BB) has filed for a Chapter 7 liquidation. BB's credi-
tors are as follows:
Corporation A: $7,000 claim for business deliveries (similar to previous
deliveries) occurring between time of bankruptcy petition and appoint-
ment of trustee.
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Ms. B and Mr. C. Deposits of $400 and $3,100, respectively, for pur-

chases of consumer goods not yet provided.

State D: Unpaid taxes of $10,000 for the past 2 years.

Workers E, E, and G: $500, $2,000, and $5,650, respectively, owed for

the last 2 months of work as BB’s employees.

Secured creditor H: $5,000 owed on a car loan (perfected security

interest in the car).

Unsecured creditors J and K: $8,000 owed to each.

() Assume that the proceeds, after costs, from a sale of BB's car are
$3,000. Assume that the liquidated value of the estate is $41,650
with costs of administration, collection, and maintenance being
$5,000. State the distribution to each creditor.

(b) If BB proposes a Chapter 11 reorganization, name one creditor
whose lone objection would not render the plan inoperative. How
much must that creditor receive under the plan?

Delia Debtor purchased an automobile on credit. May her creditor take
priority over a previously perfected security holder who took a security
interest in Delia’s present and after-acquired motor vehicles?

A lends money to B. As collateral, A takes possession of stocks and
promissory notes owed to B. B subsequently receives a business loan
from C, with a security agreement (and properly filed financing state-
ment) specifying a security interest in (among other things) B’s stocks,
promissory notes, and other documents. Who has priority as to the
stocks and promissory notes, A or C?

. (2) Don Debtor is lent money by Bob Bucks, who takes an unperfect-

ed security interest in a number of items, including the computer
Don has owned for 3 years. If Telly’s Shop (TS) obtains a lien for
repairs on Don’s computer, does Bob or TS have priority?

(b) What if Bob now perfects his security interest?

. Joe, for money lent to Kay, receives a signed agreement stating a secu-

rity interest and describing the collateral (Kay's accounts receivable).
Kay already has a judgment against her in favor of A. She also already
owes money to B, although no collateral or security interest is in effect.
After Joe lends Kay the money and takes her security agreement, C
also lends Kay money and gets her to sign a security agreement almost
identical to the one with Joe (it, too, covers Kay's accounts receivable).
C follows up by filing, in the correct location(s), a financing statement
containing Kay’s signature, the full names and addresses of Kay and
Joe, and a description of Kay's accounts receivable.

In each of the following, who has priority?

(@) JoeorA (b)JoeorB (o) JoeorC
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8. (a) Mary has a perfected security interest in Nancy’s inventory of 100

widgets. Nancy regularly sells widgets, and soon sells 8 widgets to
Opal. Opal knows about Mary’s security interest, but knows noth-
ing that would indicate the sale to her violates that security inter-
est. If Nancy defaults, can Mary enforce her security interest
against the 8 widgets that Opal bought?

(b) Assume that the widgets are consumer goods. Further assume that
Mary has a PMSI perfected by attachment, not filing. If Nancy is
not ordinarily in the business of selling widgets, can Walter, a wid-
get purchaser, be free of Mary’s security interest?

ANSWERS
KNOW THE CONCEPTS

1.

i

Lien (mechanic’s, artisan’s, or hotelkeeper’s), prejudgment attachment,
use of security interests, preventing or setting aside bulk transfers or
fraudulent conveyances, payment from sureties or guarantors, mort-
gage foreclosure, writ of execution, garnishment, composition and/or
extension agreement, and assignment 1o a trustee.

Homes, household furnishings, clothes, personal possessions, live-
stock, pets, and veterans’ pensions.

(a) The Consumer Credit Protection Act (Truth-in-Lending Act), the
Fair Credit Billing Act and Fair Credit Reporting Act (both part of
the Truth-in-Lending Act), the Fair Debt Collection Practices Act,
and the Equal Credit Opportunity Act.

(b) The Uniform Consumer Credit Code (UCCC) is not a federal
statute, but has been passed by some states.

. Federal.
. Inability to pay debts as they become due.

Chapter 7, Liquidation (straight bankruptcy), voluntary or involuntary
(debtors or creditors); Chapter 11, Reorganization of a Business, volun-
tary or involuntary (debtors or creditors); Chapter 13, Readjustment of
an Individual’s Debts, voluntary (debtors).

Criminal victim restitution payments, prescribed health aids, unmatured
life insurance policies, alimony and child support, pensions and annu-
ities, and federal and state benefits such as social security, disability,
and unemployment benefits.
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8.

10.
11.

12.

13.

14.

15.

Alimony, child support, some government fines and penalties, taxes

owed for the 3 years before bankruptcy, student loans received within

7 years of bankruptcy. The other main reason is the debtor’s miscon-

duct.

No.

A pledge.

Almost any type of personal property: goods (including equipment

and inventory), documents evincing rights (e.g., commercial paper,

securities, bills of lading), accounts receivable, after-acquired property.

(@) Requirements are that (1) a written agreement sets forth a security
interest, describes the collateral, and is signed by the debtor; (2)
value passes from the secured party to the debtor; and (3) the
debtor has rights in the collateral.

(b) It makes the security interest effective between the secured party
and the debtor.

(a) Possession, control, attachment, and the filing of a financing state-
ment.

(b) 1t makes the security interest effective against most third parties.

Either (1) take it in satisfaction of the debtor’s obligation (although the
debtor or another secured party may prevent such action), or (2) sell
the collateral and apply the proceeds toward payment of the debtor’s
obligation.

The first to perfect has priority.

PRACTICAL APPLICATION

1. (@ (1) Yes. Dirk’s infancy is not a defense for Sure-Thing.

(2) Perhaps. It depends on whether Daphne has indeed mailed a
check. If Daphne has tendered payment, then Wanda’s claim
against Sure-Thing would be reduced (by the amount of a partial
payment from Daphne) or eliminated (if the payment was com-
plete or otherwise settled the debt).

(3) No. Ollie’s obligations were materially altered (higher interest
rate, longer loan) without the consent of Sure-Thing.

(4) Yes. Karen’s bankruptcy is not a defense for Sure-Thing,.

(b) Guaranty agreements must be in writing, and the creditor must first

try to obtain relief from the debtor. Neither is necessary for a surety-
ship.
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2. (a) First, $3,000 to pay the foreclosure costs; second, $50,000 to the
mortgagee; third, the remainder to Harry. There is no indication that
creditor A or B has obtained a judgment or otherwise acquired a
right to some of the remaining proceeds. If the creditors had, they
would take only after Harry exercised his homestead exemption.

(b) The boat and home will be liquidated,

Proceeds from the home sale will be applied first to costs of sale
and second to the mortgagee, with Harry then being entitled to the
state homestead exemption of up to $20,000. (Unless precluded by
state law, Harry could instead choose the federal list of exemptions;
although the federal homestead exemption is only $17,425, other
exemptions may make the federal list altogether better than the
overall state exemptions.)

Proceeds from the boat sale will go first to sales costs and then to
B. If there is a deficiency, B will become an unsecured creditor for
the remainder. If there is a surplus, that goes into the estate.

In summation, the mortgagee and house sales costs will be paid
in full. Of the remaining $25,000 either $20,000 (state) or $17,425
(federal) will be kept by Harry. The rest goes to the estate, for distri-
bution according to priority of claims. As an unsecured creditor, A is
at the bottom of the priority list. B is in the same position with
respect to any deficiency after the sale of the boat.

3. (a) The easiest way to answer this problem is to proceed in order of pri-
ority, from top claims down to the lowly “general creditors.” Also,
note that H would receive $3,000 from the car sale and become a
general creditor for the remaining $2,000 owed.

Payments, in order of priority, would be as follows:

1. Costs of $5,000 for administering the estate.

2. Corporation A: $7,000.

3. Workers E, F, and G: $500, $2,000, and $4,650, respectively. (For
his/her remaining $1,000, G becomes a general creditor.)

4. Ms. B and Mr. C: $400 and $2,100 respectively. (For his remaining
$1,000, C becomes a general creditor.)

S. State D: $10,000.

General creditors and amounts of claim would be as follows: C,
$1,000; G, $1,000; H, $2,000; J, $8,000; K, $8,000; (total $20,000).
Liquidated value $41,650 minus total amounts in categories 1-5
(831,650) equals $10,000. Because the amount left in the estate is
$10,000, whereas the general creditors’ claims total $20,000, each
general creditor will be paid half of his/her claim. Thus C and G
each get $500 to add to the $2,100 and $4,650, respectively, already
received; H gets $1,000 in addition to the $3,000 received from the
sale of her collateral (BB’s car); and J and K get $4,000 apiece.
(b) Worker E. At least $500.
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4.
5.

Yes, if the creditor perfects before or within 10 days after Delia, the

debtor, takes possession of the automobile.

A. Here possession generally constitutes perfection. Even if C’s actions

constituted perfection, A's perfection by possession has occurred before

C's attempted perfection by filing; thus A wins under the general “first to

perfect” rule.

(a) TS. Lien creditors prevail over unperfected security holders, except
for some PMSIs. Because Don had owned the computer for 3 years,
clearly his loan from Bob did not enable Don to purchase the type-
writer (so not a PMSD).

(b) Bob has priority, at least inasmuch as his security interest concerns a
loan made before or within 45 days after Telly’s lien.

(a) Joe. Unperfected security holders have priority over unlevied judg-
ment creditors.

(b) Joe. Unperfected security holders have priority over unsecured credi-
tors,

(©) C. Unperfected security holders lose to subsequent perfected security
holders [UCC 9-322(a)l.

(a) No. UCC 9-320(a) provides that a purchaser of goods in the ordinary
course of business prevails over a perfected security holder.

(b) Yes. Walter's ownership would not be subject to Mary’s PMSI if
Walter gave value to Nancy, he bought before Mary filed a financing
statement covering the goods, he did not know about Mary’s securi-
ty interest, and he used the widgets for personal, family, or house-
hold purposes [UCC 9-320(b)). Mary’s prior filing of a financing
statement, although not needed to perfect a PMSI in consumer
goods, would prevent this type of outcome: Walter could not then
take the 8 widgets “free and clear” of Mary's security interest.
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AGENCY

KEY TERMS

agency a legal relationship whereby one person acts for another

agent a person authorized to act for another (principal)

principal the person for whom an agent acts and from whom the
agent derives authority

independent contractor a person hired to undertake o contractu-
ally defined result (not an employee and usually not an agent]

NATURE OF AGENCY AND AGENCY
LAW

Agency is of fundamental importance to all business. An agency is a
legal relationship in which one person represents another and is autho-
rized to act for him/her. The person who acts is the agent; the person
for whom the agent acts is the principal.

Agency law consists of all the rules, recognized and enforced by soci-
ety, whereby one person acts for another. Without the body of agency
law, every person would have to act directly for him-/herself and could
not send a representative, a salesman, or a messenger. Since corporations
can act only vicariously through employees, officers, and agents, corpo-
rations could not function at all and would cease to exist.

Without the ability of a princci{pal to act through an agent, busi-
ness would be severely crippled.

By and large, agency law is state common law. Neither federal law nor
the Uniform Commercial Code deals expressly with the subject of
agency.

275
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YOU SHOULD REMEMBER

Agency is a legal relationship in which one person (the agent)
represents another (the principal) and is authorized to act for
him/her.

Agency law is largely the common law of the various states.
It consists of the rules that society recognizes and enforces in
regard to situations in which one person acts for another.

AGENCY AND OTHER LEGAL
CONCEPTS WHEREBY ONE PERSON
MAY OR MAY NOT PERFORM SERVICES
FOR ANOTHER

1. Agency may include employment. An agent may or may not be the
principal’s employee. It depends on whether the agent meets this defini-
tion of “employee”: under the control and supervision of his/her employ-
er, who determines not only what is to be done, but also how it is to be
done and other details of performance. Conversely, the Restatement
(Second) of Agency (1959) holds that employees always are agents.
Some courts and commentators have disagreed—stating that certain
types of employees have no power to represent the employer and thus
are not agents.

2. Agency includes and may be created by a power of attorney. In its
broadest sense, the word “attorney” denotes a representative or agent.
An attorney-at-law is a legal representative, employed to represent a
client in lawsuits and other legal matters. An attorney in fact may rep-
resent another person as an agent for general or special purposes other
than legal ones. An attorney in fact is named as representative or agent
in a power of attorney, a written document setting out the appointment
of the attorney. The appointment may be general, that is, for broad
agency purposes (“to do any act for me”), or special (“to sell my real
estate known as “Blackacre”) for named and limited purposes.

3. Agency generally does not include independent contractors. An
independent contractor is hired to achieve a purpose, to do a job, to
undertake a contractually defined result. How the contractor achieves the
end result and what tools and techniques are used are his/her responsi-
bility. (Only if the independent contractor is a representative does he
constitute an agent.)
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The tort or contractual responsibility of a principal for the acts of
his/her agent moves from very great when the agent is an employ-
ee fo far less in the case of an independent contractor.

4. Personal service obligations cannot be performed by an agent. As
discussed in Chapter 7, a number of personal service obligations cannot
be delegated to another. These nondelegable obligations require the spe-
cial skill of a designated person who cannot send a representative
(agent) to act in his/her place. Thus, without the approval of the benefit-
ted third party, a doctor or lawyer, for example, cannot name an agent to
act in his/her place. Similarly, a member of a corporation’s board of
directors, charged with the personal responsibility of a fiduciary (trustee),
cannot act through an agent but must discharge his/her board duties in
person. What can be delegated 1o an agent or subagent? Administrative,
clerical, or mechanical duties—almost anything in which the delegating
party’s special skills or judgment are not involved.

5. It is very important to distinguish between employees (who often
are agents) and independent contractors (who rarely are agents). There
are advantages to using independent contractors instead of employees:
no tort liability under respondeat superior, less administrative burdens, as
much as 40% less in benefit expenses (e.g., no social security tax, no
unemployment tax), avoidance of worker discipline and performance
evaluations, reduced exposure to potential discrimination or other
wrongful treatment liabilities, and far less regulation as to labor, workers’
compensation, OSHA and many other laws. Disadvantages include: less
control over a worker’s performance and over his use of the hirer’s pro-
prietary information, potential liability beyond workers’ compensation
levels, the possibility that misclassification will result in penalties costing
far more than simply classifying, initially, someone as an employee.

Is be/she really an independent contractor? Look at the parties’ actions,
at circumstances, not just what the parties say (e.g., their written agree-
ment), but what is actually done. Is the hired person really “indepen-
dent”? Does the hirer only determine ultimate goals, while the hired per-
son decides how to do the job?

There are many tests for whether someone is an employee or an inde-
pendent contractor, with different standards found at many different
administrative agencies, such as the NLRB, the Labor Department (for
FLSA purposes), the Social Security Administration, and the Internal
Revenue Service. The common law approach is to look at how much the
hirer has a “right to control” the hired person. The “economic realities”
test uses numerous factors, often focusing on this very important ques-
tion: does the worker depend on the hirer’s business for the opportunity
to render service (employee) or does the worker depend on his own
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business (independent contractor)? Some factors to consider are: (1)
degree of skill (employees often receive training from their employer,
while independent contractors already have expertise); (2) level of
supervision (little or none for independent contractors, who usually exer-
cise some judgment and initiative); (3) who supplies the tools, materials
and place of performance (an independent contractor tends to supply his
own); (4) is the work part of the hirer's regular business (e.g., waiters
and waitresses at a restaurant are employees, while caterers for a busi-
ness that normally does not dispense food are independent contractors);
(5) the opportunity for profits/losses (e.g., franchisees are usually not
employees); (6) the method of calculating payment for the work (by time
worked) is more for employees, while by the job is more for indepen-
dent contractors; and (7) the permanency and exclusivity of the work
relationship (the more there is, the more likely the relationship is one of
employment); (8) the providing of annual or sick leave of medical, retire-
ment benefits, and of employer-paid social security taxes (more such
payments indicate employment); and (9) the parties’ intent, such as evi-
denced in a written agreement, concerning employee or independent
contractor status. It is a balancing test. Misclassification of an employee
as an independent contractor can result in administrative penalties and
suits against the employer.

CREATION OF AGENCY

BY EXPRESS CONTRACT OR CONSENSUAL
AGREEMENT

The agency relationship is always consensual. It usually is created by
contract, oral or written. Sometimes, though, the contract element of con-
sideration is lacking. For example, the power of attorney creates a con-
sensual, but often noncontractual agency. The attorney in fact makes no
promise to act, nor does the power granted necessarily provide for
his/her payment or compensation. In some states, the power of attorney
to sell real estate must be in writing, signed by the principal.

When an agency is not contractual, either party can terminate it at any
time without liability to the other for failure to continue performance of
the agency. However, there is responsibility for tasks completed, under-
taken, or underway. Even if there is no contract, the parties are bound
by all of the general duties and responsibilities of principal and agent
(described in pages 280-282).
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BY THE CONDUCT OF THE PARTIES

Implied contracts of agency may be judicially determined because the
words or actions of the parties would lead others to believe that an
agency existed, that one party was acting for another. This is the test for
implied contracts, generally. Indeed, because of the way persons act, third
Dparties may depend upon there being an agency relationship even though
the parties, as between themselves, may deny the existence of an agency.

BY RATIFICATION OF AN UNAUTHORIZED ACT

Even though there was no agency when an “agent” performed a valid
act ostensibly on behalf of another person, that person may ratify the act
by accepting its results after the fact. There is no ratification unless the
party that supposedly ratified: (1) was in existence when the “agent”
acted, (2) had full knowledge of all material facts before it ratified, and
(3) ratified the entire act of a would-be agent, not simply the favorable
parts.

Example: Implied Contract by Ratification of an Unauthorized Act

Tara Tenant employs an interior decorator to install draperies and rugs
in a residence owned by Larry Landlord. Larry will be responsible on the
contract by ratification if he accepts the benefits of the work knowing of
the transaction and knowing that the decorator expects to be compen-
sated.

Since the ratification can be express or implied, in order to avoid
responsibility Larry should repudiate the action as soon as he learns of it.

BY ESTOPPEL

Estoppel is conduct by one person that causes another person, reason-
ably relying on this conduct, to act to his/her detriment or to change
his/her position. An agent cannot give himself apparent authority;
instead, he acquires apparent authority from his/her principal if the prin-
cipal, by his/her conduct, leads another to reasonably believe that the
agent is in fact authorized to act on the principal’s behalf. If a corporation
permits an office manager to exercise general supervision over office
employees, the office manager may have apparent authority to discipline
these employees or to increase their compensation, even though secret
or confidential limitations may have been placed upon this authority.
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BY NECESSITY

There are a few special situations in which one person, for example, a
parent, is responsible for the necessities of another, a child. In such a
case, the parent may be responsible as a principal for a contract made by
the child for his/her necessities (e.g., for medical treatment when away
from home). The contract, of course, must be reasonable, and the
provider of the service will be liable to the parent (principal) for failure
to perform the contract with proper care.

YOU SHOULD REMEMBER

Agency can be created by contract (express or implied, oral
or written), by ratification (assent is given either to an act done
by someone who had no previous authority to act or to an act
that exceeded the authority granted to an agent), by estoppel (a
person allows another to act for him/her to such an extent that a
third party reasonably believes that an agency relationship
exists), or necessity {a person acts for another in an emergency
situation without express authority fo do so).

THE AGENT/PRINCIPAL RELATIONSHIP
DUTIES OF THE AGENT TO THE PRINCIPAL

When the agent is appointed by contract, the terms of the contract
determine the duties of each party to the other. However, the duties of
an agent may be modified by express agreement. In the absence of spe-
cific terms or modifications by contract, these duties are as described in
this section.

The law considers that an agent acts in a fiduciary capacity to his/her
principal. The obligations of a fiduciary are very strict; failure of the
fiduciary to account for monies collected for his/her principal, commin-
gling of such monies with the fiduciary’s own, or appropriation of the
principal’s property to the fiduciary’s own use may be not only a breach
of the agency contract, but also a criminal act (embezzlement, larceny
after trust).

In keeping with this high degree of fidelity, the following duties are
required of the agent (unless modified by contract):



