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Prefatory Note

This project arose from a request sent from the Federal Reserve Board of New Y ork to the
Conference, related to provisions of Regulation CC (12 C.F.R. Part 229) that govern a variety of
matters related to check collection. Based on that request, the ALI and NCCUSL initiated a
project that was to have been brought before the ALI membership in May 2001 and before
NCCUSL in the summer of 2001. Asit turned out, there was not adequate support for the
Regulation CC part of the project on the part of either the Federal Reserve or the banking
industry. At the summer 2001 meeting, NCCUSL’s Executive Committee approved a sharply
truncated agenda for this project, designed to limit it to items where the need for reform is plain
and the opportunity for justifiable controversy small.

The draft that is submitted includes only the items approved as part of that agenda. The
amendments are limited to Articles 3 and 4 of the Uniform Commercial Code and include the
following items:

1. Transferring Lost Instruments.—At least one casehas held that the receiver of afailed
bank cannot enforce an instrument transferred to it in the portfolio of afailed bank if the
instrument was lost before the transfer. The result in that case poses a serious problem for
the FDIC. A revisionto UCC § 3-309 will call for a contrary result, making it clear that the
party seeking to enforce alost instrument need not have been in possession of the instrument
at the time that it was | ost.

2. Payment and Discharge—Amendments to UCC 88 3-602 conform that provision to the
rules for payment that appear in the Restatement of Mortgages and in the Restatement of
Contracts.

3. Telephonicaly Generated Checks—Several States have adopted non-uniform
amendments dealing with the responsibility for unauthorized telephone-generated checks.
The draft includes warranties that generally place the responsibility for such checks on
depositary banks rather than payor banks. The proposed items are limited to items that are
drawn on a consumer account and do not bear a manual signature. The Drafting Committee
considered extending those provisionsto items drawn on acommercial account, but
concluded that there was not sufficient consensus in the banking community about how such
provisions shoul d apply.

4. Suretyship.—Amendments to UCC 88 3-419 and 3-605 generally conform those



provisions to the rues in the Restatement of Suretyship and Guaranty. Thereis some
controversy about the revisions that appear in Section 3-605(a), which differ from the
existing version of Section 3-605 by raising the possibility that alender will discharge a
guarantor if it grants a complete release to a borrower. The Drafting Committee concluded
that the altered provisions are appropriate, however, because (as the Comments below
explain) therule of law in the Restatement is superior in that it isfairer to the guarantor.
Moreover (again, as the Comments explain), the Drafting Committee does not believe that
the alterations will apply to abroad range of transactions.

5. Electronic Communications.—Amendments to various provisions of Articles 3 and 4
implement the policy of the Uniform Electronic Transactions Act to remove unnecessay
obstacles to electronic communicéions.

6. Consumer Notes.—A provision analogous to UCC 8 9-404(d) indicates that a note for
which the Federal Trade Commission requires a notice to be included will be treated isif the
notice had been included. There is some opposition to that provision, but the Drafting
Committee concluded that the provisions provide an appropriate implementation of the
applicable federal regulatiors.

7. United Nations Convention on International Bills of Exchange and International
Promissory Notes—The draft includes several comments indicating similarities and
differences beween Article 3 and the United Nations Convention, designed to facilitate
implementation of the Convention if the United States ratifies that convention in the coming
years.
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SECTION 3-102. SUBJECT MATTER.
Proposed Comments'
Add the following to the end of Comment 5:

That Convention applies only to hills and notes that indicate on their face that they involve cross-
border transactions. It does not apply at all to checks. Convention Atrticles 1(3), 2(1), 2(2).
Moreover, because it applies only if the bill or note specifically calls for application of the
Convention, Convention Article 1, there islittle chancethat the Conventionwill apply
accidentally to atransaction that the parties intended to be governed by this Article.

SECTION 3-103. DEFINITIONS.
(@) InthisArticle:
(1) “Acceptor’ means a drawee who has accepted a draft.

(2) “Consumer account” means an account established by an individual primarily for

personal, family, or household purposes.

(3) “Consumer transaction” means a transaction in which an individual incurs an

obligation primaily for personal, family, or household purposes.

(4) “Drawee” means a person ordered in a draft to make payment.

3)(5) “Drawer” means a person who signs or isidentified in adraft as a person

ordering payment.

'Proposed Comments for unamended sections require Permanent Editorial Board
approval, and are shown here only for informational purposesin thisdraft. No action isrequired
in this meeting.
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standards-of-fair-deating: (6) [Reserved]

5) (7) “Maker” means a person who signs or isidentified in a note as a person

undertaking to pay.

6y (8) “Order” means awritten instruction to pay money signed by the person giving
the instruction. The instruction may be addressed to any person, including the person giving the
instruction, or to one or more persons jointly or in the aternative but not in succession. An

authorization to pay isnot an order unlessthe person authorized to pay isd soingructed to pay.

A (9) “Ordinary care” in the case of a peson engaged in business means observance
of reasonable commercial standards, prevailingin the areain which the person islocaed, with
respect to the business in which the person is engaged. In the caseof a bank that takes an
instrument for processing for collection or payment by automated means, reasonable commercial
standards do not require the bank to examine the instrument if the failure to examine does not
violate the bank’s prescribed procedures and the bank’ s procedures do not vary unreasonably

from general banking usage not disapproved by this Article or Article 4.
£8) (10) “Party” means a party to an instrument.

(11) “Principal obligor,” with respect to an instrument, means the accommodated

party or any other party to the instrument against whom a secondary obligor has recourse under

this article.

9y (12) “Promise” means a written undertaking to pay money signed by the person

undertaking to pay. An acknowledgment of an obligation by the obligor is not apromise unless



the obligor aso undertakes to pay the obligation.
€16} (13) “Prove’ with respect to a fact means to meet the burden of establishing the
fact (Section 1-201(8)).

(14) [Reserved]

11 (15) “Remitter” means a person who purchases an instrument from itsissuer if

the instrument is payable to an identified person other than the purchaser.

(16) “ Remotely-created consumer item” means an item drawn on a consumer account,

which is not created by the payor bank and does not bear a handwritten signature purporting to be

the signature of the drawer.
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(17) “ Secondary obligor,” with respect to an instrument, means (a) an indorser or an

accommaodation party, (b) adrawer having the obligation described in Section 3-414(d), or (c)

any other party to the instrument that has recourse against another party to the instrument

pursuant to Section 3-116(b).

(b) Other definitions applying to this Article and the sections in which they appear are:

CACCEPIANCE . . . . Section 3-409
“Accommodated party”. ... ... Section 3-419
“Accommodation party”. ... Section 3-419
ACCOUNE” . .. Section 4-104
AR ON” . . Section 3-407
“Anomaousindorsment”. ... ... Section 3-205
“Blank indorsement”. ... .. ... Section 3-205
“Cashier'scheck”. ... . . Section 3-104
“Certificateof deposit”. ... . Section 3-104
“Certified check”. ... ... . Section 3-409
CCNECK” . Section 3-104
“ConSideration”. ... Section 3-303
DAl . Section 3-104
“Holder indue course”. . ... Section 3-302
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“Incompleteinstrument”. ............ .. Section 3-115

“Indorsement” ... Section 3-204
INAOrSEr . . Section 3-204
INStrUMENt”. Section 3-104
L SSUE Section 3-105
SSUBY . Section 3-105
“Negotiableinstrument”. ................. ... ... ... ... ... ... Section 3-104
CNEgOLIaliON”. . Section 3-201
NOLE . Section 3-104
“Payableat adefinitetime”. .............. ... ... Section 3-108
“Payableondemand”. .......... ... ... ... Section 3-108
“Payableto bearer”. ... ... ... . . .. Section 3-109
“Payabletoorder”. ... ... ... ... . . Section 3-109
PayMENt” .. Section 3-602
“Person entitted toenforce”. ... ... ... Section 3-301
CPresentMeNnt”. . ... . Section 3-501
“Reacquisition”. .. ... ... . Section 3-207
“Special indorsement”. ... ... Section 3-205
“Teler'scheck”. ... .. Section 3-104
“Transfer of instrument”. ... ... ... ... Section 3-203
“Traveler'scheck”. .. ... .. . Section 3-104
VAU . Section 3-303

(c) Thefollowing definitions in other Articles apply to this Article:

. e Seetion4-165
“Bankingday”. ... ... Section 4-104
“Clearing house”. ... ... Section 4-104
“Collectingbank”. ... ... Section 4-105
“Depositary bank”. . ... ... Section 4-105
“Documentary draft”. ...... ... ... ... ... Section 4-104
“Intermediary bank”. ... ... ... Section 4-105
M. Section 4-104
“Payor bank”. .. ... ... . Section 4-105
“SUSPENdS PaYMENES™. . ... Section 4-104

(d) In addition, Article 1 contains general definitions and principles of construction and

interpretation applicable throughout this Article.
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Proposed Comments

Legidlative Note. A jurisdiction that enacts this statute that has not yet enacted the revised
version of UCC Article 1 should add to Section 3-103 the definition of “good faith” that appears
in the official version of Section 1-201(b)(20) and the definition of “record” that appearsin the
officia version of Section 1-201(b)(33a). Sections 3-103(a)(6) and (14) are reserved for that
purpose.

Comment 4 should be revised by replacing the first two sentences with the following: This
Article now uses the standard definition of good faith in revised Article 1.

Comment 6 should be replaced with the following: The definition of consumer account includes
ajoint account established by more than one individual. See Section 1-106(1).

SECTION 3-104. NEGOTIABLE INSTRUMENT.
Proposed Comments

5. There are some differences between the requirements of Artide 3 and the requirements
included in Article 3 of the Convention on International Bills of Exchange and International
Promissory Notes. Most obviously, the Convention does not include the limitation on extraneous
undertakings set forth in paragraph 3-104(a)(3), and does not permit documents payable to bearer
that would be permissible under paragraph 3-104(a)(1) and Section 3-109. See Convention
Article 3. In most respects, however, the requirements of Section 3-104 and Article 3 of the
Convention are quite similar.

SECTION 3-106. UNCONDITIONAL PROMISE OR ORDER.

(a) Except as provided in this section, for the purposes of Section 3-104(a), a promise or
order is unconditional unlessit states (i) an express condition to payment, (ii) that the promise or
order is subject to or governed by another writihgs record, or (iii) that rights or obligationswith
respect to the promise or order are stated in another witiig: record. A reference to another

witttag record does not of itself make the promise or arder conditional.

(b) A promise or order is not made conditional (i) by areference to another witifig record



10

11

12

13

14

15

16

17

18

19

20

for a statement of rights with respect to collateral, prepaymert, or accelerdion, or (ii) because

payment is limited to resort to a particular fund or source.

(c) If apromiseor order requires, asacondition to payment, acountersignature by a
person whose specimen signature appears on the promise or order, the condition does not make
the promise or order conditional far the purposes of Section 3-104(a). If the person whose
specimen signature appears on an instrument fails to countersign theinstrument, the falure to
countersign is adefense to the obligation of the issuer, but the failure does not prevent a

transferee of the instrument from becoming a holder of the instrument.

(d) If apromise or order at thetimeit isissued or first comesinto possession of a holder
contains a statement, required by applicable statutory or administrative law, to the effect that the
rights of a holder or transferee are subject to claims or defenses that the issuer could assert
against the original payee, the promise or order is not thereby made conditional for the purposes
of Section 3-104(a); but if the promise or order is an instrument, there cannot be a holder in due

course of the instrument.

SECTION 3-116. JOINT AND SEVERAL LIABILITY; CONTRIBUTION.

(a) Except as otherwise provided in the instrument, two or more persons who have the
same liability on an instrument as makers, drawers, acceptors, indorsers who indorse as joint

payees, or anomalous indorsers are jointly and severally liable in the capacity in which they sign.

(b) Except as provided in Section 3-419(e) or by agreement of the efected parties, a



17

18
19
20
21

22

23

24

25

26

27

party having joint and severa liability who pays the instrument is entitled to receive from any

party having the same joint and several liability contribution in accordance with applicable law.

Proposed Comments

The last two sentences of comment 1 should be replaced by the following: Because one of the
joint and several obligors may have recourse against the other joint and several obligor under
subsection (b), each party that isjointly and severdly liable under subsection (a) i s a secondary
obligor in part and a principal obligor in part, as those terms are defined in Section 3-103(a).
Accordingly, Section 3-605 determines the effect of arelease, an extension of time, or a
modification of the obligation of one of the joint and several obligors, aswell as the effect of an
impairment of collateral provided by one of thase obligors.

SECTION 3-118. STATUTE OF LIMITATIONS.
Proposed Comments

7. One of the most significant differences between this Article and the Convention on
International Bills of Exchange and International Promissory Notes is that the statute of
limitation under the Convention generally is only four years, rather than the six years provided by
this section. See Convention Article 84.

SECTION 3-119. NOTICE OF RIGHT TO DEFEND ACTION.

In an action for breach of an obligation for which athird person is answerable over pursuant
to this Article or Article 4, the defendant may give the third personwitten notice of the litigation
in arecord, and the person natified may then give similar notice to any other person who is

answerable ove. If the notice states (i) that the person notified may come in and defend and (i)
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that failure to do so will bind the person notified in an action later brought by the person giving
the notice as to any determination of fact commonto the two litigations, the person notified is so

bound unless after seasonable receipt of the notice the person notified does come in and defend.

SECTION 3-203. TRANSFER OF INSTRUMENT; RIGHTSACQUIRED BY

TRANSFER.
Proposed Comments

6. Therulesfor transferring ingruments set out in this section are similar to the rulesin
Article 13 of the Convention on International Bills of Exchange and International Promissory
Notes.

SECTION 3-205. SPECIAL INDORSEMENT; BLANK INDORSEMENT;

ANOMALOUSINDORSEMENT.
Proposed Comments

4. Articles 14 and 16 of the Convention on International Bills of Exchange and International
Promissory Nates includes similar rules for blank and special indorsements.

SECTION 3-301. PERSON ENTITLED TO ENFORCE INSTRUMENT.
Proposed Comments

The following should be added before the last sentence: For example, it should include a
remitter that has received an instrument from the issuer but has not yet transferred or negotiated
the instrument to another person.

SECTION 3-302. HOLDER IN DUE COURSE.
Proposed Comments

8. The status of holder in due courseresembles the status of protected holder under Artide

10
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29 of the Convention on International Bills of Exchange and Internaional Promissory Notes.
The requirements for being a protected holder under Article 29 genaally track those of Section
3-302.

SECTION 3-303. VALUE AND CONSIDERATION.
Proposed Comments

6. Theterm “promise” in paragraph (a)(1) isused in its normal meaning, not in the
specialized meaning given that term in Section 3-103(a)(12). See Section 1-201 (“ Changes from
Former Law”). No inference should be drawn from the decision to retain the word “ promise”
here despite its speci alized definition in Section 3-103. Indeed, that istrue even though
“undertaking” is used instead of “promise” in clause (i) of paragraph 3-104(a)(3). See Section 3-
104 comment 1 (explaining the use of the term “undertaking” in Section 3-104 to avoid use of
the defined term “promise”).

SECTION 3-305. DEFENSES AND CLAIMSIN RECOUPMENT; CLAIMSIN

CONSUMER TRANSACTIONS.

(a) Except asstatedHr-subsection(by); otherwise provided in this section, the right to

enforce the obligation of a party to pay an i nstrument is subject to the foll owing:

(1) adefense of the obligor based on (i) infancy of the obligor to the extent itisa
defense to a ssmple contract, (ii) duress, lack of legal capacity, or illegality of the transaction
which, under other law, nullifies the obligation of the obligor, (iii) fraud that induced the obligor
to sign the instrument with neither knowledge nor reasonable opportunity to learn of its character

or its essential tarms, or (iv) discharge of the obligor in insolvency proceedings;

(2) adefense of the obligor stated in another section of this Article or a defense of the

obligor that would be available if the person entitled to enforce the instrument were enforcing a

11
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right to payment under a ssmple contract; and

(3) aclaim in recoupment of the obligor against the original payee of the instrument if
the claim arose from the transaction that gave rise to the instrument; but the claim of the obligor
may be asserted against atransfereeof the instrument only to reduce the amount owing on the

instrument at the time the action is brought.

(b) Theright of aholder in due course to enforce the obligation of a party to pay the
instrument is subjed to defenses of the obligor statedin subsection (a)(1), but is not subject to
defenses of the obligor stated in subsection (a)(2) or claims in recoupment stated in subsection

(a)(3) against a person other than the holder.

(c) Except as stated in subsection (d), in an action to enforce the obligation of a party to
pay the instrument, the obligor may not assert against the person entitled to enforce the
instrument a defense, claim in recoupment, or claim to the instrument (Section 3-306) of another
person, but the other person’s claim to the instrument may be asserted by the obligor if the other
person isjoined in the action and personally asserts the claim aganst the person entitled to
enforce the instrument. An obligor is not obliged to pay the instrument if the person seeking
enforcement of the instrument does not have rights of a holder in due course and the obligor

proves that the indrument is alost or golen instrument.

(d) In an adtion to enforce the obligation of an accommodation party to pay an instrument,
the accommaodation party may assert against the person entitled to enforce the instrument any

defense or claim in recoupment under subsection (a) that the accommodated party could assert

12
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against the person entitled to enforce the instrument, except the defenses of dischargein

insolvency proceedings, infancy, and lack of legal capacity.

(e) In a consumer transaction, if law other than this article requires that an instrument

include a statement to the effect that the rights of a holder or transferee aresubject to aclaim or

defense that the issuer could assert against the original payee, and the instrument does not include

such a statement:

(1) the instrument has the same effect as if the instrument included such a statement;

(2) the issuer may assert against the holder or transferee all claims and defenses that

would have been available if the instrument included such a statement; and

(3) the extent to which claims may be asserted against the holder or transfereeis

determined asiif the instrument included such a statement.

(f) This section is subject to law other than this article that establishes a different rule for

consumer transactions.

Proposed Comments

6. Subsection (e) is added to clarify the treatment of an instrument that omits the notice
currently required by the Federal Trade Commission Rule related to consumer credit sales (16
C.F.R. Part 433). It reflects the reasoning of cases such as Associates Home Equity Services,
Inc. v. Troup, 778 A.2d 529, 540-43 (N.J. Super. Ct. 2001); and Gonzalez v. Old Kent Mortgage
Co., 2000 WL 1469313, at *5 (E.D. Pa. 2000). It is based on the language describing that rule in
Section 3-106(d) and the analogous provision in Section 9-404(d).

7. Subsection (f) is modeled on Sections 9-403(e) and 9-404(c). It ensures that Section 3-
305 isinterpreted to accommodate relevant consumer-protection laws

8. Articles 28 and 30 of the Convention on International Bills of Exchange and International
Promissory Nates includes a similar dichotomy, with a narrower group of defenses available

13
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against a protected holder under Articles 28(1) and 30 than are available under Article 28(2)
against a holder that is not a protected holder.

SECTION 3-306. CLAIMSTO AN INSTRUMENT.
Proposed Comments

Add the following sentence at the end: The rule of thissection is similar tothe rule of Artide
30(2) of the Convention on Intemational Bills of Exchange and International Promissory Notes

SECTION 3-309. ENFORCEMENT OF LOST, DESTROYED, OR STOLEN

INSTRUMENT.

(a) A person not in possession of an instrument is entitled to enforce the instrument if

(1) the person seeking to enforce the instrument

d (A) was entitled to enforce

tt the instrument when loss of possession occurred, or

(B) has directly or indirectly acquired ownership of the instrument from a person

who was entitled to enforce the instrument when loss of possession occurred:;

) (2) the loss of possession was not the result of atransfer by the person or a

|awful seizure; and

seiztre-ane-i) (3) the person cannot reasonably obtain possession of the instrument
because the instrument was destroyed, its whereabouts cannot be determined, or it isin the

wrongful possession of an unknown person or a person that cannot be found or is not amenable
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to service of process.

(b) A person seeking enforcement of an instrument under subsection (a) must prove the
terms of the instrument and the person’ s right to enforce the instrument. If that proof is made,
Section 3-308 appliesto the case as if the person seeking enforcement had produced the
instrument. The court may not enter judgment in favor of the person seeking enforcement unless
it finds that the person required to pay the instrument is adequately protected against 10ss that
might occur by reason of a claim by another person to enforce the instrument. Adequate

protection may be provided by any reasonable means.

Proposed Comments
[ Change existing comment to comment 1.]

2. Subsection (a) isintended to reject the result in Dennis Joslin Co. v. Robinson
Broadcasting Corp., 977 F. Supp. 491 (D.D.C. 1997). A transferee of alost instrument need
prove only that its transferor was entitled to enforce, not that the transferee was in possession at
the time the instrument was lost. The protections of subsection (a) should aso be available when
instruments are lost during transit, because whatever the precise status of ownership at the point
of loss, either the sender or the receiver ordinarily would havebeen entitled to enforce the
instrument during the course of transit. The revisions to subsection (a) are not intended to alter
in any way the rules that apply to the destruction of checksin connection with truncation or any
other expedited method of check collection or processing. See Section 3-604(a).

3. A security interest may attach to the right of a person not in possession of an ingrument to
enforce the instrument. Although the secured party may not be the owner of the instrument, the
secured party may nevertheless be entitled to exercise its debtor's right to enforce the instrument
by resorting to its collection rights under the circumstances described in Section 9-607. This
section does not address whether the person required to pay the instrument owes any duty to a
secured party that is not itself theowner of the instrument.
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SECTION 3-310. EFFECT OF INSTRUMENT ON OBLIGATION FOR WHICH

TAKEN.
Proposed Comments

The following should be added at the end of the first paragraph of comment 3: What that means
isthat even though the suspension of the obligation may end upon dishonor under paragraph
(b)(2), the obligation is not revived in the circumstances described in paragraph (b)(4).
SECTION 3-312. LOST, DESTROYED, OR STOLEN CASHIER’SCHECK,
TELLER'SCHECK, OR CERTIFIED CHECK.
(@) In this section:

(1) “Check” means a cashier’s check, teller’ s check, or cetified check.

(2) “Claimant” means a person who claims the right to receive the amount of a
cashier’s check, teller’s check, or certified check that was lost, destroyed, or stolen.

(3) “Declaration of loss” means awritten statement, made in arecord under penalty of
perjury, to the effect that (i) the declarer lost possession of a dheck, (ii) the declarer isthe drawer
or payee of the check, in the case of a certified check, or the remitter or payee of the check, in the
case of acashier’s check or teller’s check, (iii) the loss of possession was not the result of a
transfer by the declarer or alawful seizure, and (iv) the declarer cannot reasonably obtain
possession of the check because the check was destroyed, its whereabouts cannot be determined,
or it isin the wrongful possession of an unknown person or a person that camot be found or is
not amenable to service of process.

(4) “Obligated bank” means the issuer of a cashier’s check or teller’'s check or the
acceptor of acertified check.

(b) A claimant may assert a claim to the amount of a check by a communication to the
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obligated bank describing the check with reasonable certainty and requesting payment of the
amount of the check, if (i) the claimant is the drawer or payee of a certified check or the remitter
or payee of a cashier’s check or teller' s check, (ii) the communication contains or is accompanied
by a declaration of loss of theclaimant with respect to the check, (iii) the communication is
received at atime and in amanner affording the bank areasonable time to at on it before the
check ispaid, and (iv) the claimant provides reasonable identification if requested by the
obligated bank. Delivery of adeclaration of lossisawarranty of the truth of the statements made
in the declaration. If aclaim isasserted in compliance with this subsection, the following rules
apply:

(1) The claim becomes enforceable at the later of (i) the time the claim is asserted, or
(i1) the 90th day following the date of the check, in the case of a cashier’s check or teller’ s check,
or the 90th day following the date of the acceptance in the case of a certified check.

(2) Until the claim becomes enforceable, it has no legal effect and the obligaed bank
may pay the check or, in the case of ateller’s check, may permit the draweeto pay the check.
Payment to a person entitled to enforce the check discharges all liability of the obligated bank
with respect to the check.

(3) If the claim becomes enforceabl e before the check is presented for payment, the
obligated bank is not obliged to pay the check.

(4) When the claim becomes enforceable, the obligated bank becomes obliged to pay
the amount of the check to the claimant if payment of the check has not been made to a person
entitled to enforce the check. Subject to Section 4-302(a)(1), payment to the daimant discharges

all liability of the obligated bank with respect to the check.
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(c) If the obligated bank pays the amount of a check to a claimant under subsection (b)(4)
and the check is presented for payment by a person having rights of a holder in due course, the
claimant is obliged to (i) refund the payment to the obligated bank if the check is paid, or (ii) pay
the amount of the check to the person having rightsof a holder in duecourse if the check is
dishonored.

(d) If aclaimant has the right to assert a claim under subsection (b) and is also a person
entitled to enforce a cashier’s check, teller’s check, or certified check which islost, destroyed, or
stolen, the claimant may assert rights with respect to the check either under this section or

Section 3-309.

SECTION 3-412. OBLIGATION OF ISSUER OF NOTE OR CASHIER'S CHECK.
Proposed Comments
4. Therule of this section issimilar to the rule of Article 39 of the Convention on
Internationd Bills of Exchange and International Promissory Notes.
SECTION 3-413. OBLIGATION OF ACCEPTOR.
Proposed Comments
Add the following sentence at the end of the comment: The rule of this sedion is similar to
the rule of Articles 41 of the Convention on International Bills of Exchange and International
Promissory Notes. Articles 42 and 43 of the Convention include more detailed rules that in many
respects do not have parallelsin this Article.
SECTION 3-414. OBLIGATION OF DRAWER.

Proposed Comments

7. The obligation of the drawer under this section is similar to the obligation of the drawer
under Article 38 of the Convention on International Bills of Exchange and International
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Promissory Nates.

SECTION 3-415. OBLIGATION OF INDORSER.
Proposed Comments
6. Therule of this section is similar to the rule of Article 44 of the Convention on
Internationd Bills of Exchange and International Promissory Notes.
SECTION 3-416. TRANSFER WARRANTIES.
(a) A person who transfers an instrument for consideration warrants to the transfereeand,
if the transfer is by indorsement, to any subsequent transferee that:
(1) the warrantor is a person entitled to enforcethe instrument;
(2) dl signatures on the instrument are authentic and authorized,;
(3) the instrument has not been altered;
(4) theinstrument is not subject to a defense or claim in recoupment of any party
which can be assated against thewarrantor; ane

(5) the warrantor has no knowledge of any insdvency proceeding commenced with

respect to the maker or acceptor or, in the case of an unaccepted drdt, the drawer: drawer; and

(6) with respect to a remotely-created consumer item, that the person on whose

account the item isdrawn authorized the issuance of the item in the amount for which theitemis

drawn.
(b) A person to whom the warranties under subsection (@) are made and who took the
instrument in good faith may recover from the warrantor as damages for breach of warranty an

amount equal to the loss suffered as a result of the breach, but not more than the amount of the

19



10
11
12
13
14
15
16
17
18
19

20
21
22
23
24
25
26
27
28
29
30
31
32

33

instrument plus expenses and loss of interest incurred as aresult of the breach.

(c) The warranties stated in subsection (a) cannot be disclaimed with respect to checks.
Unless notice of aclaim for breach of warranty is gven to the warrantor within 30 days after the
claimant has reason to know of the breach and the identity of the warrantor, the liability of the
warrantor unde subsection (b) is discharged to the extent of any loss caused by the delay in
giving notice of the claim.

(d) A [cause of action] for breach of warranty under this section accrues when the
claimant has reason to know of the breach.

Proposed Comments

8. Subsection (a)(6) is based on a number of nonuniform amendments desgned to address
concerns about certain kinds of check fraud. The provision implements alimited rejection of
Pricev. Neal, 97 Eng. Rep. 871 (K.B. 1762), so that in certain circumstances (those involving
remotely-created consumer checks) the payor bank can use awarranty claim to absolve itself of
responsibility for honoring an unauthorized item. The provision rests on the premise that
monitoring by depositary banks can control this type of fraud more effectively than any practices
readily available to payor banks. The provision expressly includes both the case in which the
consumer does not authorize the item at al and also the case in which the consumer authorizes
the item but in an amount different from the amount in which the item isdrawn. Similar
provisions appear in Sections 3-417, 4-207, and 4-208.

The provision supplements applicable federal 1aw, which requires td emarketers who submit
instruments for payment to obtain the customer’ s “express verifiable authorization,” which may
be either in writing or tape recorded and must be made available upon request to the customer’s
bank. Federal Trade Commission’s Telemarketing Sales Rule, 16 C.F.R. § 310.3(a)(3),
implementing the Telemarketing and Consumer Fraud and Abuse Prevention Act, 15 U.S.C. 88
6101-6108. Some states also have consumer-protection laws governing authorization of
instruments in telemarketing transactions. See, e.g., 9 Vt. Stat. Ann. § 2464.

9. Article 45 of the Convention on International Bills of Exchange and International
Promissory Nates includes similar warranties.

SECTION 3-417. PRESENTMENT WARRANTIES.

(@) If an unaccepted draft is presented to the drawee for payment or acceptance and the
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drawee pays or accepts the draft, (i) the person obtaining payment or acceptance, at the time of
presentment, and (ii) a previous transferor of the draft, at the time of transfer, warrant to the
drawee making payment or accepting the draft in good faiththat:

(1) the warrantor is, or was, at the time the warrantor transferred the draft, a person
entitled to enforce the draft or authorized to obtain payment or acceptance of thedraft on behalf
of a person entitled to enforce thedraft;

(2) the draft has not been altered; and

(3) the warrantor has no knowledge that the signature of the drawe of the draft is

wnragtherized: unauthorized; and

(4) with respect to any remotely-creaed consumer item, that the person on whose

account the item isdrawn authorized the issuance of the item in the amount for which theitemis

drawn.

(b) A drawee making payment may recover from any warrantor damages for breach of
warranty equal to the amount paid by the drawee less the anount the draweereceived or is
entitled to receive from the drawer because of the payment. In addition, the dravee is entitled to
compensation for expenses and loss of interest resulting from the breach. The right of the drawee
to recover damages under this subsection is not affected by any failureof the drawee to exercise
ordinary care in making payment. If the drawee accepts the draft, breach of warranty is a defense
to the obligation of the acceptor. If the acceptor makes payment with respect to the draft, the
acceptor is entitled to recover from any warrantor for breach of warranty the amounts stated in
this subsection.

(c) If adrawee asserts a claim for breach of warranty under subsection (a) based on an
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unauthorized indorsement of the draft or an alteration of the draft, the warrantor may defend by
proving that the indorsement is effective under Section 3404 or 3-405 or the drawer is
precluded under Section 3—406 or 4-406 from asserting against the drawee the unauthorized
indorsement or ateration.

(d) If (i) adishonored draft is presented for payment to the drawer or an indorser or (ii)
any other instrument is presented for payment to a party obliged to pay the instrument, and (iii)
payment is received, the fdlowing rules apply:

(1) The person obtaining payment and a prior transferor of theinstrument warrant to
the person making payment in good faith that the warrantor is, or was, at the time the warrantor
transferred the instrument, a person entitled to enforce the instrument or authorizedto obtain
payment on behalf of a person entitled to enforce the instrument.

(2) The person making payment may recover from any warrantor for breach of
warranty an amount equal to the amount paid plus expenses and loss of interest resulting from
the breach.

(e) The warranties stated in subsections (@) and (d) cannot be disclamed with respect to
checks. Unless notice of aclaim for breach of warranty isgiven to the warrantor within 30 days
after the claimant has reason to know of the breach and the identity of the warrantar, the liability
of the warrantor under subsection (b) or (d) is discharged to the extent of any loss caused by the
delay in giving notice of the claim.

(f) A [cause of action] for breach of warranty unde this section accrues when the
claimant has reason to know of the breach.

Proposed Comments
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9. For discussion of subsection (a)(4), see Comment 8 to Section 3-416.

SECTION 3-419. INSTRUMENTS SIGNED FOR ACCOMMODATION.

(@) If aninstrument isissued for value given for the benefit of a paty to the instrument
(“accommodated party”) and another party to the instrument (“accommodation party”) signs the
instrument for the purpose of incurring liability on the instrument without being a direct
beneficiary of the value given for the instrument, the instrument is signed by the accommodation
party “for accommodation.”

(b) An accommodation party may sign the instrument as maker, drawer, acceptor, or
indorser and, subject to subsection (d), is obliged to pay the instrument in the capacity in which
the accommodation party signs. The obligation of an accommodation party may be enforced
notwithstanding any statute of frauds and whether or not the accommodation party receives
consideration for the accommodation.

(c) A person signing an instrument is presumed to be an accommodation party and there
is notice that the instrument is signed for accommaodation if the signature is an anomalous
indorsement or is accompanied by words indicating that the signer is ading as surety or guarantor
with respect to the obligation of another party to the instrument. Except as provided in Section
3-605, the obligation of an accommodation party to pay the instrument is not affected by the fact
that the person enforcing the obligation had notice when the instrument was taken by that person
that the accommaodation party signed the instrument for accommodation.

(d) If the signature of a party to an instrument is accompanied by words indicating

unambiguously that the party is guaranteeing collection rather than payment of the obligation of
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another party to the instrument, the signer is obliged to pay the amount due on the instrument to a
person entitled to enforce the instrument only if (i) execution of judgment against the other party
has been returned unsatisfied, (ii) the other party isinsolvent or in an insolvency proceeding, (iii)
the other party cannot be served with process, or (iv) it is otherwise apparent that payment cannot
be obtained from the other party.

(e) If the signature of a party to an instrument is accompanied by words indicating that the

party quarantees payment or the signer signs the instrument as an accommodation party in some

other manner that does not unambiguously indicate an intention to guarantee collection rather

than payment, the signer is obliged to pay the amount due on the instrument to a person entitled

to enforce the instrument in the same circumstances as the accommodated party would be

obliged, without prior resort to the accommodated party by the person entitled to enforce the

instrument.
(f) An accommodation party who pays the instrument is entitled to reimbursement from
the accommodated party and is entitled to enforce the instrument aganst the accommodated

party. In proper circumstances, an accommodation party may obtain relief that requires the

accommodated party to perform its obligationson the instrument. An accommodated party whe

that pays the instrument has no right of recourse egainst, and is not entitled to contribution from,

an accommodati on party.

SECTION 3-502. DISHONOR.
Proposed Comments

The following should replace the first paragraph of comment 4:

24



O©CoO~NOOIDEWNPE

Subsection (b) applies to unaccepted drafts other than documentary drafts. Subsection (b)(1)
appliesto checks. Except for checks presented for immediate payment ove the counter, which
are covered by subsection (b)(2), dishonor occurs according to rules stated in Artide 4. Those
rules contemplatefour separate stuations that warrant discussion. The first two situations arise
in the normal course of affairs, in which the drawee bank makes settlement for the amount of the
check to the presenting bank. In the first situation, the drawee bank under Section 4-301 recovers
this settlement if it returns the check by its midnight deadline (Section 4-104). In that case the
check is not paid and dishonor occurs under Section 3-502(b)(1). The second situation arises if
the drawee bank has made such a settlement and does not return the check or give notice of
dishonor or nonpayment within the midnight deadline. In that case, the settlement becomes final
payment of the check under Section 4-215. Thus, no dishonor occurs regardless of whether the
drawee bank retains the check indefinitely or for some reason returns the check after its midnight
deadline.

The third and fourth situations arise less commonly, in cases in which the drawee bank does
not settle for the check when it isreceived. Under Section 4-302 if the drawee bank is not also
the depositary bank and retainsthe check without settling for it beyond midnight of the day it is
presented for payment, the bank at that point becomes “accountable€’ for the amount of the check,
i.e., itisobliged to pay the amount of the check. If thedrawee bank is also the depositary bank,
the bank becomes accountable for the amount of the check if the bank does not pay the check or
return it or send notice of dishonor by its midnight deadline. Hence, if the draweebank is also
the depositary bank and does not either settle for the check when it is received (a settlement that
would ripen into final payment if the drawee bank failed to take action to recover the settlement
by its midnight deadline) or return the check or an appropriatenotice by its midnight deadline,
the drawee bank will become accountable for the amount of the check under Section 4-302.
Thus, in all casesin which the drawee bank becomes accountable under Section 4-302, the check
has not been paid (either by a settlement that became unrecoverable or otherwise) and thus, under
Section 3-502(b)(1), the check is dishonored.

The fact that a bank that is accountable for the amount of the check unde Section 4-302 is
obliged to pay the check under Section 3-502(b) does not mean that the check has been paid.
Indeed, because each of the paragraphs of Section 4-302(b) islimited by itstermsto situationsin
which a bank has not paid the item, a drawee bank will be accountable under Section 4-302 only
in situations in which it has not previously paid the check. Section 3-502(b)(1) reflects the view
that a person presenting a check is entitled to payment, not just the ability to hold the drawee
accountable under Section 4-302. If that payment is not made in atimely manner, the check is
dishonored.

SECTION 3-602. PAYMENT.

(a) Subject to subsection {b); (e), an instrument is paid to the extent payment is madeft)
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by or on behalf of a party obliged to pay the instrument, andt) to a person entitled to enforce the
instrument.

(b) Subject to subsection (€) a note is paid to the extent payment is madeby or on behdf

of aparty dbliged to pay the note to a person that formerly was entitled to enforce the note only if

at the time of the payment the party obliged to pay has not received adequate notification that the

note has been transferred and tha payment is to be made to the transferee. A notification is

adequate only if it is signed by the transferor or the transferee; reasonably identifies the

transferred note; and provides an address at which payments subsequently can be made. Upon

request, atransferee shall seasonably furnish ressonable proof that the note has been transferred.

Unless the transferee complies with the request, a payment to the person that formerly was

entitled to enforce the note is effective for purposes of subsection (€) even if the party obliged to

pay the note has received a notification under this paragraph.

(c) Subject to subsection (€), to the extent of thepayment a payment under subsections

(a) and (b), the abligation of the party obliged to pay the instrument is di scharged even though
payment is made with knowledge of a claim to the instrument under Section 3-306 by another

person.

(d) Subject to subsection (€), atransferee, or any party that has acquired rightsin the

instrument directly or indirectly from atransferee, induding any such party that has rights asa

holder in due course, is deemed to have notice of any payment that is made under subsection (b)

after the date that the note is transferred to the transferee but before the party obliged to pay the

note receives adequate notification of the transfer.

by (e) The obligation of a party to pay the instrument is not discharged under sabsection
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{a) subsections (a) through (d) if:

(1) aclaim to the instrument under Section 3-306 is enfarceable aganst the party
receiving payment and (i) payment is made with knowledge by the payor that payment is
prohibited by injunction or simila process of a court of competent jurisdiction, or (ii) in the case
of an instrument other than a cashier’s check, teller’s check, or certified check, the party making
payment accepted, from the person having aclaim to the instrument, indemnity against loss
resulting from refusal to pay the person entitled to enforce the instrument; or

(2) the person making payment knows that the instrument is a stolen instrument and
pays a person it knowsisin wrongful possession of the instrument.

(f) Asused in this section, “signed,” with respect to arecord that is not awriting, includes

the attachment to or logical assodation with the record of an el ectronic symbol, sound, or process

to or with the record with the present intent to adopt or accept the record.

Proposed Comments
[ Change existing comment to comment 1.]

2. Subsection (&) covers payments made in atraditional manner, tothe person entitled to
enforce the instrument. Subsection (b) deals with thesituation in which aperson entitled to
enforce the instrument transfers the instrument without giving notice to parties obligated to pay
the instrument. |If that happens and one of those parties subsequently makes a payment to the
transferor, the payment is effective even though it is not made to the person entitled to enforce
the instrument. Unlike the earlier version of Section 3-602, thisruleis consistent with Section 9-
406(a), Restatement of Mortgages § 5.5, and Restatement of Contracts § 338(1).

3. In determining the party to whom a payment is made for purposes of this sedtion, courts
should look to traditional rules of agency. Thus, if the original payee of a note transfers
ownership of the note to athird party but continues to service the obligation, the law of agency
might treat payments madeto the ori ginal payee as payments made to the third party.
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SECTION 3-604. DISCHARGE BY CANCELLATION OR RENUNCIATION.

(a) A person entitled to enforce an instrument, with or without consideration, may
discharge the obligation of a party to pay the instrument (i) by an intentional voluntary act, such
as surrender of the instrument to the party, destruction, mutilation, or cancellation of the
instrument, cancellation or striking out of the party’ s signature, or the addition of wordsto the
instrument indicating discharge or (ii) by agreeing not to sue or otherwiserenouncing rights
against the party by asigned writiag: record.

(b) Cancellation or striking out of an indorsement pursuant to subsection (a) does not
affect the status and rights of a party derived from the indorsement.

(c) Asused in this section, “signed,” with respect to arecord that is not awriting,

includes the attachment to or logical association with the record of an electronic symbol, sound,

or process to or with the record with the present intent to adopt or accept the record.

SECTION 3-605. DISCHARGE OF SECONDARY OBLIGORS. BFSEHARGEOF

NBORSERSAND-ACCOMMODATHONPARHES

(a) If aperson entitled to enforce an instrument rel eases the obligation of a principal

obligor in whole or in part, and anather party to the instrument is asecondary obligor with

respect to the obligati on of that principa obligor, the fol lowing rules apply:

(1) Any obligations of the principal obligor to the secondary obligor with respect to

any previous payment by the secondary obligor are not afected. Unless the terms of the release

preserve the secondary obligor’s recourse, the principal obligor is discharged, to the extent of the

release, from any other duties to the secondary obligor under this article.
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(2) Unless the terms of the release provide that the person entitled to enforce the

instrument retains the right to enforce the instrument against the secondary obligor, the secondary

obligor is discharged to the same extent as the principa obligor from any unperformed portion of

its obligation on the instrument. If the instrument is a check and the obligation of the secondary

obligor is based on an indorsement of the check, the secondary obligor is discharged without

regard to the language or circumstances of the discharge or other release.

(3) If the secondary obligor is not discharged under paragraph (2), the secondary

obligor is discharged to the extent of the value of the consideration for the release, and to the

extent that the release would otherwise cause the secondary obligor aloss.

(b) If aperson entitled to enforce an instrument grants a principd obligor an extension of

the time at which one or more payments are due on the instrument and another party to the

instrument is a secondary obligor with respect to the obligation of that principal obligor, the

following rules apply:

(1) Any obligations of the principal obligor to the secondary obligor with respect to

any previous payment by the secondary obligor are not affected. Unless the terms of the

extension preserve the secondary obligor’s recourse the extension correspondingly extends the

time for performance of any other duties owed to the secondary obligor by the principal obligor

under this article.

(2) The secondary obligor is discharged to the extent that the extension would

otherwise causethe secondary obligor aloss.

(3) To the extent that the secondary obligor is not discharged under paragraph (2), the

secondary obligor may perform its obligations to a person entitled to enforcethe instrument as if
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the time for payment had not been extended or, unless the terms of the extension provide that the

person entitled to enforce the instrument retains the right to enforce the instrument against the

secondary obligor asif the time for payment had not been extended, treat the time for

perf ormance of its obli gati ons as havi ng been extended correspondingl y.

(c) If aperson entitled to enforce an instrument agrees, with or without consideration, to a

modification of the obligation of aprincipal obligor other than a complete or partia release or an

extension of the due date and another party to the instrument is a secondary obligor with respect

to the obli gati on of that principa obligor, the following rules apply:

(1) Any obligations of the principal obligor to the secondary obligor with respect to

any previous payment by the secondary obligor are not affected. The modification

correspondingly modifies any other duties owed to the secondary obligor by the principal obligor

under this article.

(2) The seconday obligor is discharged from any unpaformed portion of its

obligation to the extent that the modification would otherwise cause the secondary obligor aloss.

(3) To the extent that the secondary obligor is not discharged under paragraph (2), the

secondary obligor may satisfy its obligation on the instrument as if the modification had not

occurred, or tredt its obli gati on on the ingrument as having been modified correspondingly.

(d) If the obligation of aprincipal obligor is secured by an interest in collateral, another

party to the instrument is a secondary obligor with respect to that obligation, and a person

entitled to enforce the instrument impairs the value of the interest in collateral, the obligation of

the secondary obligor is discharged to the extent of the impairment. The value of an interest in

collateral isimpaired to the extent the value of the interest is reduced to an amount less than the
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amount of the recourse of the secondary obligor, or thereduction in value of the interest causes

an increase in the amount by which the amount of the recourse exceads the value of the interest.

For purposes of this subsection, imparing the value of an interest in cdlateral includes failure to

obtain or maintain perfection or recordation of the interest in collateral, release of collaterd

without substitution of collateral of equal value or equivalent reduction of the underlying

obligation, failure to perform a duty to preserve the value of collateral owed, under Article 9 or

other law, to adebtor or other person secondarily liable, and failure to comply with applicable

law in disposing of or otherwise enforcing the interest in collateral.

(e) A secondary obligor isnot discharged under subsection (a)(3), (b), (c), or (d) unless

the person entitled to enforce the instrument knows that the person is a secondary obligor or has

notice under Section 3-419(c) that the instrument was signed for accommodation.

(f) A secondary obligor is not discharged under this section if the secondary obligor

consents to the event or conduct that is the basis of the discharge, or the instrument or a separate

agreement of the party provides for waiver of discharge under this section specifically or by

general language indicating that parties waive defenses based on suretyship or impairment of

collateral. Unless the circumstances indicate otherwise, consent by the principal obligor to an act

that would lead to a discharge under this section constitutes consent to that act by the secondary

obligor if the secondary obligor controls the principal obligor or deals with the person entitled to

enforce the instrument on behalf of the principal obligor.

(g) A release or extension preserves a secondary obligor’ s recourse if the terms of the

release or extension provide that the person entitled to enforce the instrument retains the right to

enforce the instrument against the secondary obligor; and the recourse of the secondary obligor
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continues as though the release or extension had not been granted.

(h) Except as otherwise provided in subsection (i), a secondary obligor asserting

discharge under this section has the burden of persuasion both with respect to the occurrence of

the acts alleged to harm the secondary obligor and loss or prejudice caused by those acts.

(i) If the secondary obligor demonstrates prejudice caused by an impairment of its

recourse, and the circumstances of the case indicate that the amount of 10ss is not reasonably

susceptible of calculation or requires proof of facts that are not ascertainable, it is presumed that

the act impairing recourse caused a loss or impairment equal to the liability of the secondary

obligor on the instrument. |n that event, the burden of persuasion as to any lesser amount of the

loss is on the person entitled to enforce the instrument.
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Proposed Comments

The following should be substituted for the existing comments.

1. Thissection cortains rules that are applicable when a secondary obligor (as defined in
Section 3-103(a)(17)) is aparty to an instrument. These rules essentially parallel modern
interpretations of the law of suretyship and guaranty tha apply when a secondary obligor isnot a
party to aningdrument. See generd ly Restatement of the Law, Third, Suretyship and Guaranty
(1996).

2. Likethe law of suretyship and guaranty, Section 3-605 provides secondary obligors with

34



OO NOOOUIDWNPE

defenses that are not available to other parties to instruments. The general operation of Section
3-605, and its relationship to the law of suretyship and guaranty, can beillustrated by an
example. Bank agreesto lend $10,000 to Borrower, but only if Backer also isliable for
repayment of the loan. The parties could consummate that transaction in three different ways.
First, if Borrower and Backer incurred those obligations with contracts not govemed by this
Article, the general law of suretyship and guaranty would be applicable. Under modern
nomenclature, Bank isthe “obligee,” Borrower isthe “principal obligor,” and Backer isthe
“secondary obligor.” See Restatement of Suretyship and Guaranty 81. Then assume that Bank
and Borrower agree to amodification of their rights and obligations after the note is signed. For
example, they might agree that Borrower may repay the loan at some date after the due date, or
that Borrower may discharge its repayment obligation by paying Bank $3,000 rather than
$10,000. Alternatively, suppose that Bank releases collateral that Borrower has given to secure
the loan. Under the law of suretyship and guaranty, the secondary obligor may be discharged
under certain circumstances if these modifications of the obligations between Bank (the obligee)
and Borrower (the principal obligor) are made without the consent of Badker (the secondary
obligor). Therightsthat the secondary obligor has to a discharge of its liability in such cases
commonly are referred to as suretyship defenses. The extent of the discharge depends upon the
particular circumstances. See Restatement of Suretyship and Guaranty 88§ 37, 39-44.

A second possibility is that the partiesmight decide to use a negotiableinstrument to
effectuate theloan. In that scenario, Borrower signs a note under which Borrower is obliged to
pay $10,000 to the order of Bank on a due date stated in the note. Backer becomes liable for the
repayment obligation by signing the noteas a co-maker orindorser. Ineither case thenoteis
signed for accommodation, Backer is an accommodation party, and Borrower isthe
accommodated party. See Section 3—419 (describing the obligetions of accommodation parties).
For purposes of Section 3-605, Backer isalso a* secondary obligor” and Borrower isa“principal
obligor,” asthose terms are defined in Section 3-103. Because Backer is a party to the
instrument, its rights to a discharge based on any modification of obligations between Bank and
Borrower are governed by Section 3—605 rather than by the general law of suretyship and
guaranty. Within Section 3-605, subsection (a) describes the consequences of arelease of
Borrower, subsection (b) describes the consequences of an extension of time, and subsection (c)
describes the consequences of other modifications

The third possibility is that Borrower would use an instrument governed by this Articleto
evidence its repayment obligation, but Backer’ s obligation would be created in some way other
than by becoming party to that instrument. In that case, Backer’ s rights are determined by
suretyship and guaranty law rather than by this Article. See Comment 3 to Section 3-419.

Secondary liability also often arisesin connedtion with anote in atransaction that does not
involve a seconday obligor at the time that the principal obligdion is created, where thereis
subsequently atransfer of the collateral that is given to securethe obligation of the principal
obligor to repay the note. That ocaurs under the rulethat a transferee of real or personal property
that assumes the obligation of the transferor as maker of a note secured by the property becomes
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by operation of law a principa obligor, with the transferor becoming a secondary obligor.
Restatement of Suretyship and Guaranty 8§ 2(e); Restatement of Mortgages 8 5.1. Article 3 does
not determine theeffect of the release of the transferee in tha case because the assuming
transferee is not a*“ party” to the instrument as defined in Section 3-103(a)(10). Section 3-605(a)
does not apply then because the holder has not discharged the obligation of a“principal obligor,”
aterm defined in Section 3-103(a)(11). Thus, the resolution of that question is governed by the
law of suretyship. See Restatement of Suretyship and Guaranty 8 39.

3. Section 3-605 is not however, limited to the conventional situation of the accommodation
party discussed in Comment 2. It also appliesin four other situations. First, it appliesto
indorsers of notes who are not accommodation parties. Unless an indorser signs without
recourse, the indorser’ s liability under Section 3-415(Q) is functionally similar to that of a
guarantor of payment. For example, if Bank in the hypothetical discussed in Comment 2
indorsed the note and transferred it to Second Bank, Bank is liable to Second Bank in the event
of dishonor of the note by Borrower. Section 3-415(a). Because of that secondary liability as
indorser, Bank qualifies as a*“ secondary obligor” under Section 3-103(a)(17) and has the same
rights under Section 3-605 as an accommodati on party.

Second, asimilar analysis applies to the drawer of a draft that is accepted by a party that is
not abank. Under Section 3-414(d), that drawer has liability on the same terms as an indorser
under Section 3-415(a). Thus, the drawer in that case is a*secondary obligor” under Section 3-
103(a)(17) and has rights under Section 3-605 to tha extent.

Third, asimilar principle justifies application of Section 3-605 to persons who indorse a
check. Assume that Drawer draws a check to the order of Payee. Payee then indorses the check
and transfersit to Transferee. If Transfereepresents the check and it is dishonored, Transferee
may recover from Drawer under Section 3-414 or Payee under Section 3-415. Because of that
secondary liability as an indorser, Payee is a secondary obligor under Section 3-103(a)(17).
Drawer isa*“principal obligor” under Section 3-103(a)(11). Asnoted in Comment 4, below,
however, Section 3-605(a)(3) will discharge indorsers of checks in some cases in which other
secondary obligors will not be discharged by this section.

Fourth, this section also deals with the rights of co-makers of instruments, even when those
co-makers do not qualify as accommodation parties. The co-makers’ rights of contribution under
Section 3-116 make each co-maker a secondary obligor to the extent of that right of contribution.

4. Subsection (a) is based on Restatement of Suretyship and Guaranty § 39. It addresses the
effects of arelease of the principal obligor by the person entitled to enforce the instrument.
Paragraph (a)(1) governs the effect of that rd ease on the principal obligor’s dutiesto the
secondary obligor; paragraphs (8)(2) and (a)(3) govern the effect of that release on the secondary
obligor’s dutiesto the person entitled to enforce the instrument.

With respect to the duties of the principal obligor, the release of course cannot affect
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obligations of the principal obligor with respect to payments that the secondary obligor already
has made. But with respect to future payments by the secondary obligor, paragraph (a)(1) (based
on Restatement of Suretyship and Guaranty 8 39(a)) provides that the principd obligor is
discharged, tothe extent of the rd ease, from any other duties to the secondary obligor. That rue
is appropriae because otherwise the dischar ge granted to the principa obligor would beillusory:
it would have obtained a release from a person entitled to enforce that instrument, but it would be
directly liable for the same sum to the secondary obligor if the secondary obligor later complied
with its secondary obligation to pay the instrument. This discharge does not occur, though, if the
terms of the release effect a “preservation of recourse” as described in subsection (g). See
Comment 10, below.

The discharge under paragraph (a)(1) of the principal obligor’s duties to the secondary
obligor is broad, applying to al duties under this article. Thisincludes not only the principal
obligor’sliability as a party to an instrument (as amaker, drawer or indorser under Sections 3-
412 through 3-415) but also obligations under Sections 3-116 and 3-419.

Paragraph (a)(2) is based closely on Restatement of Suretyship and Guaranty § 39(b). It
articulates a default rule that the release of a principal obligor also discharges the secondary
obligor, to the extent of the release granted to the principal obligor, from any unperformed
portion of its obligation on the instrument. The discharge of the secondary obligor under
paragraph (a)(2) is phrased more narrowly than the discharge of the principal obligor is phrased
under paragraph (a)(1) because, unlike principal obligors, the only obligations of secondary
obligorsin Artide 3 are “on the instrument” as makers or indorsers.

The parties can opt out of that rule by including a contrary statement in the terms of the
release. The provision does not contemplate that any “magic words’ are necessary. Thus,
discharge of the secondary obligor under paragraph (@)(2) is avoided not only if the terms of the
release track the statutory language (e.g., the person entitled to enforce the instrument “ retains the
right to enforce the instrument” against the secondary obligor), or if the terms of the release
effect a preservation of recourse under subsection (g), but also if the terms of the release include
asimple statement that the parties intend to “release the principal obligor but not the secondary
obligor” or that the person entitled to enforce the instrument “reservesitsrights’ aganst the
secondary obligor. At the same time, because paragraph (a)(2) refersto the “terms of the
release,” extrinsic circumstances cannot be used to establish that the parties intended the
secondary obligor to remain obligated. If arelease of the principal obligor includes such a
provision, the secondary obligor is, nonetheless, discharged to the extent of the consideration that
ispaid for the release; that consideration is treated as a payment in partial satisfaction of the
instrument.

Notwithstanding language in the release that prevents discharge of the secondary obligor
under paragraph (a)(2), paragraph (8)(3) discharges the secondary obligor from its obligation to a
person entitled to enforce the instrument to the extent that the rel ease otherwise would cause the
secondary obligor aloss. Therationale for that provision isthat arelease of the principa obligor
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changes the economic risk for which the secondary obligor contracted. Thisrisk may be
increased in two ways. First, by releasing the principal obligor, the person entitled to enforce the
instrument has eliminated the likelihood of future payments by the principal obligor that would
lessen the obligation of the secondary obligor. Second, unless the release effects a preservation
of the secondary obligor’s recourse, the rel ease eliminates the secondary obligor’ s claimsagainst
the princi pal obligor with respect to any future payment by the secondary obligor. The discharge
provided by this paragraph prevents that increased risk from causing the secondary obligor aloss.
Moreover, permitting releases to be negotiated between the principal obligor and the person
entitled to enforce the instrument without regard to the consequences to the secondary obligor
would create an undue risk of opportunistic behavior by the obligee and principal obligor. That
concern islessened, and the discharge is not provided by paragraph (a)(3), if the secondary
obligor has consented to the release or is deemed to have consented to it under subsection (f)
(which presumes consent by a secondary obligor to actions taken by a principal obligor if the
secondary obligor controls the principal obligor or deals with the person entitled to enforce the
instrument on behalf of the principal obligor). See Comment 9, below.

Subsection (a) (and Restatement Section 39(b), the concepts of which it follows quite
closely) is designed to facilitate negotiated workouts between a creditor and a principal obligor,
so long as they are not at the expense of a secondary obligor who has not consented to the
arrangement (either specifically or by waiving its rights to discharge under this section). Thus,
for example, the provision facilitates an arrangement in which the principal obligor pays some
portion of a guaranteed obligation, the person ertitled to enforcethe instrument grants a release
to the principal obligor in exchange for that payment, and the person entitled to enforce the
instrument pursues the secondary obligor for the remainder of theobligation. Under paragraph
(a)(2), the person entitled to enforce the instrument may pursue the secondary obligor despite the
release of the principal obligor so long as the terms of the release provide for thisresult. Under
paragraph (a)(3), though, the secondary obligor will be protected against any loss it might suffer
by reason of that release (if the secondary obligor has not waived discharge under subsection (f)).

It should be noted that the obligee may be able to minimize the risk of such loss (and, thus, of
the secondary obligor’s discharge) by gving the secondary obligor prompt notice of the release
even though such notice is not required.

The foregoing principles areillustrated by the following cases:

Case 1. D borrows $1000 from C. The repayment obligation is evidenced by a note issued
by D, payable to the order of C. Sisan accommodation indorser of the note. Asthe duedate
of the note approaches, it becomes obvious that D cannot pay the full amount of the note and
may soon be facing bankruptcy. C, in order to collect as much as possible from D and lessen
the need to seek recovery from S, agreestorelease D from its obligation under the note in
exchange for $100 in cash. The agreement to relesse D is silent as to theeffect of the release
on S. Pursuant to Section 3-605(a)(2), the release of D discharges S from its obligationsto C
on the note.
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Case 2. Samefactsas Casel, except that the tarms of the release provide that C reains its
rights to enforce the instrument against S. D is discharged from its obligations to S pursuant
to Section 3-605(a)(1), but Sis not discharged from its obligations to C pursuant to Section
3-605(a)(2). However, if S could have recovered from D any sum it paid to C (had D not
been discharged from its obligation to S), S has been harmed by the rd ease and is discharged
pursuant to Section 3-605(a)(3) to the extent of that harm.

Case 3. Samefactsas Casel, except that the terms of the release provide that C reainsits
rights to enforce the instrument against S and that S retains its recourse against D. Under
subsection (g), the release effects a preservation of recourse. Thus, Sis not discharged from
its obligations to C pursuant to Section 3-605(a)(2) and D is not discharged from its
obligations to S pursuant to Section 3-605(a)(1). Because S's claims against D are preserved,
Swill not suffer thekind of loss described in Case 2. If no other lossis suffered by Sasa
result of the release, Sis not discharged pursuant to this section.

Case 4. Same facts as Case 3, except that D had made arrangements to work at a second job
in order to earn the money to fulfill its obligations on the note. When C released D, however,
D canceled the plans for the second job. While S still retainsits recourse against D, S may be
discharged from its obligation under the instrument to the extent that D’s decision to forgo
the second job causes S a loss because forgoing the job renders D unable to fulfill its
obligations to S under Section 3-419.

Subsection (@) reflects a change from former Section 3-605(b), which provided caegorically
that the release of a principal obligor by the person entitled to enforce the instrument did not
discharge a secondary obligor’ s obligetion on the instrument and assumed that the release al'so
did not discharge the principal obligor’s obligations to the secondary obligor under Section 3-
419. The rule under subsection (a) is much closer to the policy of the Restatement of Suretyship
and Guaranty than was former Section 3-605(b). The change, however, islikdy to affect only a
narrow category of cases. First, as discussed above, Section 3-605 applies only to transactions in
which the payment obligation is represented by a negotiable instrument, and, within that set of
transactions, only to those transactions in which the secondary obligation isincurred by
indorsement or cosigning, not to transactions that involve a separate document of guaranty. See
Comment 2, above. Second, as provided in subsection (f), secondary obligors cannot obtain a
discharge under subsection (&) in any transadion in which they have consented to the challenged
conduct. Thus, subsection (a) will not apply to any transaction that includes a provision waiving
suretyship defenses (a provision that is almost universally included in commercial loan
documentation) or to any transaction in which the creditor obtains the consent of the secondary
obligor at the time of the release.

The principal way in which subsection () goes beyond the policy of Restatement 8 39 iswith
respect to the liability of indorsers of checks. Specifically, the last sentence of paragraph (a)(2)
provides that a release of a principal obligor grants a complete discharge to the indorser of a
check, without requiring the indorser to prove harm. In that particular context, it seemslikely
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that continuing responsibility for the indorser often would be so inconsistent with the
expectations of the parties as to create awindfall for the creditor and an unfair surprise for the
indorser. Thus, the statute implements a simple rule that grants a complete discharge. The
creditor, of course, can avoid that rule by contracting with the secondary obligor for a different
result at the time that the creditor grants the release to the principal obligor.

5. Subsection (b) is based on Restatement of Suretyship and Guaranty 8§ 40 and relatesto
extensions of the due date of the instrument. An extension of time to pay a note is often
beneficial to the secondary obligor because the additional time may enable the principal obligor
to obtain the funds to pay the insrument. In somecases, however, the extension may cause 10ss
to the secondary obligor, particularly if deterioration of the financial condition of the principal
obligor reduces the amount that the secondary obligor is able torecover on itsright of recourse
when default occurs. For example, suppose that the instrument is an installment note and the
principal debtor istemporarily short of fundsto pay amonthly installment. The payee agrees to
extend the due date of the installment for a month or two to allow the debtor to pay when funds
are available. Paragraph (b)(2) provides that an extension of time results in a discharge of the
secondary obligor, but only to the extent that the secondary obligor proves that the extension
caused loss. See aubsection (h) (discussing the burden of proof under Section 3-605). Thus, if
the extension is for along period, the secondary obligor might be ableto prove that during the
period of extension the principal obligor became insolvent, reducing the value of the right of
recourse of the secondary obligor. In such acase, paragraph (b)(2) discharges the secondary
obligor to the extent of that harm. Although not required to notify the secondary obligor of the
extension, the payee can minimize the risk of loss by the secondary obligor by giving the
secondary obligor prompt notice of the extension; prompt notice can enhance the likelihood that
the secondary obligor’ s right of recourse can remain valuable, and thus can limit the likelihood
that the secondary obligor will suffer aloss because of the extension. See Restatement of
Suretyship and Guaranty Section 38 comment b.

If the secondary obligor is not discharged under paragraph (b)(2) (either becauseit would not
suffer aloss by reason of the extension or becauseit has waived its right to discharge pursuant to
subsection (f)), it isimportant to understand the effect of the extension on the rights and
obligations of thesecondary obligor. Consider the following cases:

Case#5. A borrows money from Lender and issues anote payable to the order of Lende
that isdue on April 1, 2002. B signs the note for accommodation at the request of Lender. B
signed the note either as co-maker or as an anomalous indorser. In either case Lender
subsequently makes an agreement with A extending the due date of A’ s obligation to pay the
note to July 1, 2002. In either case B did not agreeto the extension, and the extension did not
address Lender’ srights against B. Under paragraph (b)(1), A’s obligations to B under this
article are also extended to July 1, 2002. Under paragraph (b)(3), if B isnot discharged, B
may treat its obligations to Lender as also extended, or may pay the instrument on the original
due date.
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Case# 6. Samefactsas Case# 5, except that the extension agreement includes a statement
that the Lender retainsits right to enforce the note against B on its original terms. Under
paragraph (b)(3), B isliable on the original due date, but under paragraph (b)(1) A’s
obligations to B under Section 3-419 are not due until July 1, 2002.

Case #7. Same facts as Case #5, except that the extension agreement includes a statement
that the Lender retainsits right to enforce the note against B on its original terms and B
retains its recourse against A as though no extension had been granted. Under paragraph
(b)(3), Bisliable on the original due date. Under paragraph (b)(1), A’sobligationsto B
under Section 3-419 are not extended.

Under section 3-605(b), the resultsin Case #5 and Case #7 are identical to the results that
follow from the law of suretyship and guaranty. See Restatement of Suretyship and Guaranty 8
40. The situation in Case #6 is not specifically addressed in the Restatement, but the resolution
in this Section is consistent with the concepts of suretyship and guaranty law as reflected in the
Restatement.

As apractical matter, an extension of the due date will normally occur only when the
principal obligor is unable to pay on the due date. Theinterest of the secondary obligor normally
isto acquiesce in the willingness of the person entitled to enforce the instrument to wait for
payment from the principal obligor rather than to pay right away and rely on an action against the
principal obligor that may have little or no value. But in unusual cases the secondary obligor
may prefer to pay the holder on the original due date so as to avoid continuing accrual of interest.
In such cases, the secondary obligor may do so. See paragraph (b)(3). If the terms of the
extension provide that the person entitled to enforce the instrument retains its right to enforce the
instrument against the secondary obligor on the original due dae, though, those terms are
effective and the secondary obligor may not delay payment until the extended due date Unless
the extension agreement effects a preservation of recourse, however, the secondary obligor may
not proceed against the principal obligor under Section 3-419 until the extended due date. See
paragraph (b)(1). To the extent that delay causes |oss to the secondary obligor it is discharged
under paragraph (b)(2).

Even in those cases in which a secondary obligor does not have aduty to pay the instrument
on the original due date, it always has the right to pay the instrument on that date, and perhaps
minimize its loss by doing so. The secondary obligor is not precluded, however, from asserting
its rights to discharge under Section 3-605(b)(2) if it does not exercise that option. The critical
issue is whether the extension caused the secondary obligor aloss by increasing the difference
between its cost of performing its obligation on the instrument and the amount recoverable from
the principal obligor under this Artide. The decision by the secondary obligor not to exercise its
option to pay on the original due date may, unde the circumstances, be a factor to be considered
in the determination of that issue, especialy if the secondary obligor has been given prompt
notice of the extension (as discussed above).

41



O©CoO~NOOUIDAWNPE

6. Subsection (c) is based on Restatement of Suretyship and Guaranty 8 41. Itisaresidua
provision, which applies to modifications of the obligation of the principal obligor that are not
covered by subsections (@) and (b). Under subsection (c), a modification of the obligation of the
principal obligor (other than arelease covered by subsection (a) or an extension of the due date
covered by subsection (b)), will result in discharge of the secondary obligor to the extent the
modification causes |oss to the secondary obligor.

Thefollowing is an illustration of thekind of case to which subsection (c) applies:

Case # 8. Corporation borrows money from Lender and issues anote payable to Lender. X
signs the note as an accommodation party for Corporation. The note refersto aloan
agreement under which the note was issued, which states various events of default that allow
Lender to accelerate the due date of the note. Amongthe events of default are breach of
covenants not to incur debt beyond specified limits and not to engage in any lineof business
substantially different from that currently carried on by Corporation. Without consent of X,
Lender agrees to modify the covenantsto allow Corporation to enter into a new line of
business that X considersto be risky, and to incur debt beyond thelimits specified in the loan
agreement to finance the new venture. This modification discharges X to the extent that the
modification otherwise would cause X aloss.

7. Subsection (d) is based on Restatement of Suretyship and Guaranty 8§ 42 and deals with
the discharge of secondary obligors by impairment of collateral. The last sentence of subsection
(d) states four common examples of what is meant by impairment. Because it uses the term
“includes,” the provision allows a court to find impairment in other casesaswell. Thereis
extensive case law on impairment of collateral. The secondary obligor is discharged to the extent
that the secondary obligor proves that impairment was caused by a person entitled to enforce the
instrument. For example, assume that the payee of a secured notefails to perfect the security
interest. The collateral is owned by the principal obligor who subsequently files in bankruptcy.
Asaresult of the failure to perfect, the security interest is not enforceable in bankruptcy. If the
payee were to obtain payment from the secondary obligor, the secondary obligor would be
subrogated to the payee’ s security interest in the collateral under Section 3-419 and general
principles of suretyship law. See Restatement of Suretyship and Guaranty § 28(1)(c). Inthis
situation, though, the value of the security interest isimpaired completely because the security
interest is unenforceable. Thus, the secondary obligor is discharged from its obligation on the
note to the extent of that impairment. If the value of the collateral impaired is as much or more
than the amount of the note, and if there will be no recovery on the note as an unsecured claim,
there is a complete discharge. Subsection (d) applies whether the collateral is personalty or
realty, whenever the obligation in question isinthe form of a negotiable instrument.

8. Subsection (e) is based on the former Section 3-605(h). The requirement of knowledge in

the first clause is consistent with Sedion 9-628. The reguirement of notice in the second clause
Is consistent with Section 3-419(c).
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9. The importance of the suretyship defenses provided in Section 3-605 is greatly diminished
by the fact that the right to discharge can bewaived as provided in subsection (f). The waiver
can be effectuated by a provision in the instrument or in a separate agreement. It is standard
practice to include such awaiver of suretyship defenses in notes prepared by financia institutions
or other commercial creditors. Thus, Section 3—-605 will result in the discharge of an
accommodation party on anote only in the occasional case in which the note does not include
such awaiver clause and the person entitled to enforce the note neverthel ess takes adions that
would giverise to a discharge under this section without obtaining the consent of the secondary
obligor.

Because subsection (f) by its terms applies only to a discharge “under this section,”
subsection (f) does not operate to waive a defense created by other law (such as the law
governing enforcement of security interests under Article 9) that cannot be waived under that
law. See, e.g., Section 9-602.

The last sentence of subsection (f) creates an inference of consent on the pat of the
secondary obligor whenever the secondary obligor controls the principal obligor or deals with the
creditor on behalf of the principal obligor. That sentence is based on Restatement of Suretyship
and Guaranty 8§ 48(2).

10. Subsection (g) explainsthe criteriafor determining whether the terms of arelease or
extension preserve the secondary obligor’s recourse a concept of importance in the application
of subsections (a) and (b). First, the terms of the release or extension must provide that the
person entitled to enforce the instrument retains the right to enforce the instrument against the
secondary obligor. Second, the terms of the rdease or extension must provide that therecourse
of the secondary obligor against the principal obligor continues as though the release or extension
had not been granted. Those requirements are dravn from Restatement of Suretyship and
Guaranty § 38.

11. Subsections (h) and (i) articulate rules for the burden of persuasion under Section 3-605.
Those rules are based on Restatement of Suretyship and Guararty § 49.

SECTION 4-103. VARIATION BY AGREEMENT; MEASURE OF DAMAGES;
ACTION CONSTITUTING ORDINARY CARE.
Proposed Comments

[In comment 4, the reference to 3-103(a)(4) should be to 1-201(b)(20).]
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SECTION 4-104. DEFINITIONSAND INDEX OF DEFINITIONS.
(a) In this Article, unless the context otherwise requires:

(1) “Account” means any deposit or credit account with a bank, including a demand,
time, savings, passbook, share draft, or like account, other than an account evidenced by a
certificate of deposit;

(2) “ Afternoon’” means the period of aday between noon and midnight;

(3) “Banking day” means the part of aday on which abank is open to the public for
carryingon substantially all of its banking functions;

(4) “Clearing house” means an association of banks or other payors regularly clearing
items;

(5) “Customer” means a person having an account with a bank or for whom a bank
has agreed to collect items, including a bank that maintains an account at another bank;

(6) “Documentary draft” means a draft to be presented for acceptance or payment if
specified documents, certificated securities (Section 8-102) or instructions for uncertificated
securities (Section 8-102), or other certificates, statements, or the like are to be received by the
drawee or other payor before acceptance or paymert of the draft;

(7) “Draft” means a draft as defined in Section 3-104 or an item, other than an
instrument, that is an order;

(8) “Drawee” means a person ordered in a draft to make payment;

(9) “Item” means an instrument or a promise or order to pay money handled by a bank
for collection or payment. The term does not include a payment order governed by Article 4A or

acredit or debit card dip;



(20) “Midnight deadline” with respect to a bank is midnight on its next banking day
following the banking day on which it receives the relevant item or notice or from which the time
for taking action commences to run, whichever is later;

(11) “ Settle” meansto pay in cash, by clearing-house setlement, in a charge or credit
or by remittance, or otherwise as agreed. A settlement may be either provisional or final;

(12) “ Suspends payments” with respect to a bank meansthat it has been closed by
order of the supervisory authorities, that a public officer has been gopointed to take it over, or

that it ceases or refuses to make payments in theordinary course of business.
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(b) Other definitions applying to this Article and the sections in which they appear are:

“Agreement for electronic presentment”. .......... ... ... ... Section 4-110.
: L Seetion4-165:
“Collectingbank”. ... ... ... . . Section 4-105.
“Depositary bank”. ........ .. .. . Section 4-105.
“Intermediary bank”. ... ... ... ... Section 4-105.
“Payor bank”. ... ... . Section 4-105.
“Presentingbank”. ... ... ... .. . Section 4-105.
“Presentment NOtiCE™. ... ... ... .. Section 4-110.

(c) Thefollowing definitions in other Articles apply to this Article:

CACCEPIANCE . ... . Section 3-409.
ARt ON . . Section 3-407.
“Cashier'scheck”. ... . . Section 3-104.
“Certificate of deposit”. ... ... Section 3-104.
“Certified check” ... ... . Section 3-409.
CCNECK” . . Section 3-104.
“Good faith” .. Section 3-103.
“Holder indue COUrSE” .. ... .. Section 3-302.
NSt UMENE” . . Section 3-104.
“Noticeof dishonor” . ... .. .. ... . . . . . Section 3-503.
eI Section 3-103.
COrdiNary Care’ ... ... Section 3-103.
“Person entitled to enforce” . ... .. Section 3-301.
PresENtMENt” . .. Section 3-501.
PIOMISE . . Section 3-103.
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PrOVE Section 3-103.

CRECOIA . .. Section 3-103.
“Remotely-Created consume item” .................. . Section 3-103.
“Telerscheck” .. ... . . . . Section 3-104.
“Unauthorized signature” . ................ ... Section 3-403.

(d) In addition, Article 1 contains general definitions and principles of construction and

interpretation applicable throughout this Article.

SECTION 4-207. TRANSFER WARRANTIES.
(@) A customer or collecting bank that transfers an item and receives a settlement or other

consideration warrants to the transferee and to any subsequert collecting bark that:

(1) the warrantor is a person entitled to enforcethe item;

(2) al signatures on the item are authentic and authorized,;

(3) the item has not been altered;

(4) the item is not subject to a defense or claim in recoupment (Section 3-305(a)) of
any party that can be asserted against the warrantor; anel

(5) the warrantor has no knowledge of any insdvency proceeding commenced with

respect to the maker or acceptor or, in the case of an unaccepted drdt, the drawer: drawer; and

(6) with respect to any remotely-creaed consumer item, that the person on whose

account the item isdrawn authorized the issuance of the item in the amount for which theitemis

drawn.
(b) If an item is dishonored, a customer or collecting bank transferring the item and
receiving setiement or other consideration is obliged to pay the amount due on the item (i)

according to the terms of the item at the time it was transferred, or (ii) if the transfer was of an
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incomplete item, according to its terms when completed as stated in Sections 3-115 and 3-407.
The obligation of atransferor is owed to the transferee and to any subsequent collecting bank that
takes the item in good faith. A transferor cannot disclaim its obligation under this subsection by
an indorsement stating that it is made “without recourse” or otherwi se disclai ming liability.

(c) A person to whom the warranties under subsection (@) are made and who took the
item in good faith may recover from the warrantor as damages for breach of warranty an amount
equal to the loss suffered as aresult of the breach, but not more than the amount of the item plus
expenses and loss of interest incurred as aresult of the breach.

(d) The warranties stated in subsection (a) cannot be disclaimed with respect to checks.
Unless notice of aclaim for breach of warranty is given to the warrantor within 30 days after the
claimant has reason to know of the breach and the identity of the warrantor, the warrantor is
discharged to the extent of any loss caused by the delay ingiving notice of the claim.__

(e) A cause of action for breach of warranty under this section accrues when the claimant
has reason to know of the breach.

Proposed Comments
[ Change existing comment to comment 1.]

2. For an explanation of subsection (a)(6), see comment 8 to Section 3-416.

SECTION 4-208. PRESENTMENT WARRANTIES.
(a) If an unaccepted draft is presented to the drawee for payment or acceptance and the
drawee pays or accepts the draft, (i) the person obtaining payment or acceptance, at the time of

presentment, and (ii) a previous transferor of the draft, at the time of transfer, warrant to the
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drawee that pays or accepts the draft in good faith that:

(1) the warrantor is, or was, at the time the warrantor transferred the draft, a person
entitled to enforce the draft or authorized to obtain payment or acceptance of thedraft on behalf
of a person entitled to enforce thedraft;

(2) the draft has not been altered; and

(3) the warrantor has no knowledge that the signature of the purported draver of the

draft isunagtherized: unauthorized; and

(4) with respect to any remotely-creaed consumer item, that the person on whose

account the item isdrawn authorized the issuance of the item in the amount for which theitem is

drawn.

(b) A drawee making payment may recover from awarrantor damages for breach of
warranty equal to the amount paid by the drawee less the anount the draweereceived or is
entitled to receive from the drawer because of the payment. In addition, the draveeis entitled to
compensation for expenses and loss of interest resulting from the breach. The right of the drawee
to recover damages under this subsection is not affected by any failureof the drawee to exercise
ordinary care in making payment. If the drawee accepts the draft (i) breach of waranty isa
defense to the obligation of the acceptor, and (ii) if the acceptor makes payment with respect to
the draft, the acceptor is entitled to recover fromawarrantor for breach of warranty the amounts
stated in this subsection.

(c) If adrawee asserts a claim for breach of warranty under subsection (a) based on an
unauthorized indorsement of the draft or an alteration of the draft, the warrantor may defend by

proving that the indorsement is effective under Section 3-404 or 3405 or the drawer is
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precluded under Section 3-406 or 4406 from asserting against the drawee the unauthorized
indorsement or alteration.

(d) If (i) adishonored draft is presented for payment to the drawer or an indorser or (ii)
any other item is presented for payment to a party obliged to pay the item, and theitem is paid,
the person obtaining payment and a prior transferor of theitem warrant to the person making
payment in good faith that the warrantor is, or was, at the time the warrantor tranderred the item,
a person entitled to enforce the item or authorized to obtain payment on behalf of a person
entitled to enforce the item. The person making payment may recover from any warrantor for
breach of warranty an amount equal to the amount paid plus expensesand loss of interest
resulting from the breach.

(e) The warranties stated in subsections (&) and (d) cannot be disclamed with respect to
checks. Unless notice of aclam for breach of warranty isgiven to the warrantor within 30 days
after the claimant has reason to know of the breach and the identity of the warrantor, the
warrantor is discharged to the extent of any loss caused by the delay ingiving notice of the claim.

(f) A cause of action for breach of warranty under this section accrues when the claimant
has reason to know of the breach.

Proposed Comments
[ Change existing comment to comment 1.]

2. For an explanation of subsection (a)(4), see comment 8 to Section 3-416.
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SECTION 4-212. PRESENTMENT BY NOTICE OF ITEM NOT PAYABLE BY,
THROUGH, OR AT BANK; LIABILITY OF DRAWER OR INDORSER.
(@ Unless otherwi seingructed, acol lecting bank may present an item not payable by,

through, or at a bank by sending to the party to accept or pay awtitten record providing notice

that the bank holds the item for acceptance or payment. The notice must be sent in time to be
received on or before the day when presentment is due and the bank must meet any requirement
of the party to accept or pay under Section 3-501 by the close of the bank’s next banking day
after it knows of the requirement.

(b) If presentment is made by notice and payment, acceptance, or request for compliance
with arequirement under Section 3-501 is not received by the close of business on the day after
maturity or, in the case of demand items, by the dose of business on the third banking day after
notice was sent, the presenting bank may treat the item as dishonored and charge any drawer or

indorser by sending it noticeof the facts.

SECTION 4-301. POSTING; RECOVERY OF PAYMENT BY RETURN OF ITEMS,
TIME OF DISHONOR; RETURN OF ITEMSBY PAYOR BANK.
(a) If apayor bank setles for ademand item other than a documentary draft presented
otherwise than for immediate payment over the counter beforemidnight of the banking day of
receipt, the payor bank may revoke the settlement and recover the settlement if, before it has

made final payment and before its midnight deadlire, it
{Hreturnsthettern; (1) returns the item;

(2) returns an image of the item, if the party to which the retum is made has entered
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into an agreement to accept an image as areturn of the item; and theimageis returned in

accordance with that agreement; or

2rsendswritten (3) sends a record providing notice of dishonor or nonpayment if the

item is unavailable for return.

(b) If ademand item is received by a payor bank for credit on its books, it may return the
item or send notice of dishonor and may revoke any credit given or recover the amount thereof
withdrawn by its customer, if it acts within the time limit and in the manner specified in
subsection (a).

(c) Unless previous notice of dishonor has been sent, an item is dishonored at the time
when for purposes of dishonor it is returned or notice sent in accordance with this section.

(d) Anitemisreturned:

(1) asto an item presented through a clearing house, when it is delivered to the
presenting or last collecting bank or to the clearing house or is sent or delivered in accordance
with clearing-house rules; or

(2) in al other cases, when it is sent or delivered to the bank’ s customer or transferor
or pursuant to instructions.

Proposed Comments

8. Paragraph (a)(2) is designed to facilitate el ectronic chedk-processing by authorizing the
payor bank to return an image of the item instead of the actual item. It applies only when the
payor bank and the party to which the return has been made have agreed that the payor bank can
make such areturn and when the return complies with the agreement. The purpose of the
paragraph is to prevent third parties (such as the depositor of the check) from contending that the
payor bank missed its midnight deadline because it failed to return the actual itemin atimely
manner. If the payor bank missed its midnight deadline, payment would have become final under

Section 4-215 and the depositary bank would have lost its right of chargeback under Section 4-
214. Of course, the depositary bank might enter into an agreement with its depositor to resolve
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that problem, but it is not clear that agreements by banks with their customers can resdve all
such issues. In any event, paragraph (a)(2) should eliminate the need far such agreements.

Nothing in paragraph (a)(2) authorizes the payor bank to destroy the check. If the check is
destroyed intentionally, the party obligated to pay the instrument may be discharged under
Section 3-604(a). If the instrument is destroyed inadvertently, any party trying to enforce the
check would be left to its rights under Section 3-309.

SECTION 4-403. CUSTOMER’SRIGHT TO STOP PAYMENT,; BURDEN OF
PROOF OF LOSS.

(a) A customer or any person authorized to draw on the account if there is more than one
person may stop payment of any item drawn on the customer’ s account or close the account by an
order to the bank describing the item or account with reasonable certainty received at atime and
in amanner that affords the bank a reasonable opportunity to act on it before any action by the
bank with respect to the item described in Section 4-303. If the signature of more than one
person is required to draw on an account, any of these persons may stop payment or close the
account.

(b) A stop-payment order is effective for six months but it |apses after 14 calendar daysiif
the original order was oral and was not confirmed inwritiag arecord within that period. A stop-
payment order may be renewed for additional six-month periods by awritiag-record given to the
bank within a period during which the stop-payment order is effedive.

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

loss from payment of an item contrary to a stop-payment order may include damages for dishonor

of subsequent items under Section 4-402.
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SECTION 4-406. CUSTOMER’'SDUTY TO DISCOVER AND REPORT
UNAUTHORIZED SIGNATURE OR ALTERATION.
Proposed Comments

[In comment 4, the reference to 3-103(a)(4) should be to 1-201(b)(20).]
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