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T.INTRODUCTION
Securitization of residential home loans dramatically changed the op-

eration of the home mortgage market.r Historically, most home loans
were originated, serviced, and held by a bank.2 Today, origination and
servicing fi.urctions are commonly executed by separate entities that do
not own the loan.r The recent turmoil in the home mortgage market has
enlivened discussion of the "assignee liability" of the owners of home
mortgage loans, arising from the activities of the originators of home
mortgage loans.

One recurring topic in these discussions is the holder in due course
rule. Embodied in state statutory adaptations of Article 3 of the Uni-
form Commercial Code (UCC), this rule insulates some assignees from
borrowers'claims and defenses to payment. Generally, a holder in due
course under U.C.C. $ 3-302 is a person who acquires a home mortgage
note for value, in good faith, without notice tl'rat it is overdue, dishon-
ored, or that any person has any clainr or defense. A holder in due course
is protected by U.C.C. $ 3-305 from rnost claims and defenses that mort-
gage borrowers can assert to avoid paying on the note.

This paper reviews the legislative history of these sections and the
underlying concept of negotiability.a The paper then turns to the current
requilements holders of mortgage loans must satisry in order to asseft
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RECONSIDERING THE APPLICATION OF THE HOLDER 227

holder in due çourse status under U.C.C. $ 3-302 and obtain the protec-
tions offered by U.C.C. g 3-305.5 The paper also addresses other legisla-
tive developments, court decisions, and contemporary debate related to
assignee liability. Finally, it concludes that it is time to reevaluate the
policy justifications offered in support of the application of the holder in
due course rule to home mortgage notes.

This paper uses the term "assignee liability" in a general way to
mean that the assignee, holder, transferee, or purchaser ofa note or loan
may be held liable for legal claims against the original lender. The term
"home mortgage note" refers to a promissory note that arises from the
purchase or refinance of a one-to-four-family dwelling in which the bor-
rower resides and that is secured by a mortgage on that dwelling. A home
mortgage note does not include promissory notes that have been made
in connection with the purchase of goods or services from a merchant,
such as the purchase ofvinyl siding or windows for a residence because
a Federal Trade Conunission lule already abrogates h<¡ldcr in due course
protection for these promissory notes.

The legislative history of the UCC contains little consideration of the
policy justifications for negotiability and the holder in due course rule.
The drafters focused on the form and efficiency of negotiable instru-
ments rather than the rationale for them. The original common-law justi-
fication of negotiability established by Lord Mansfield in the 1700s was
as a money substitute, but this rationale was no longer relevant when the
UCC was promulgated in the early 1950s, given the many methods of
payment then available in the financial system. While the UCC drafters
clid not explicitly justify negotiability as promoting the availability of
credit and reducing its cost, the availability of inexpensive credit is the
primary justification for negotiability offered in contemporary discus-
sions ofnegotiability and the holder in due course rule.

Over time, the protection afforded to holders in due course was lim-
ited by law outside the UCC. Beginning in the 1940s, some state courts
limited the application of the holder in due course rule in consumer
goods transactions for public policy reasons. By the mid- 1970s, 40 states
had enacted laws limiting holder in due course protection in consumer
goods transactions. In 1975, the Federal Trade Commission promulgated
a rule preserving consumer claims and defenses in consumer goods and
services transactions.

Other laws outside the UCC limited holder in due course protection
in real estate transactions. In 1968, the Truth in Lending Act created
limited assignee liability in most consumer credit transactions, includ-
ing residential mortgage transactions, for violations of its disclosure re-
quirements. ln 1994, the Home Ownership and Equity Protection Act
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required additional discloswes for high-cost mortgage loans. It also pro-
hibited prepayment penalties and other abusive provisions. It essentially
abrogated the holder in due course rule for high-cost mortgage loans by
subjecting assignees of such loans to all claims and defenses the bor-
rower could assef against the original lender. Subsequently, 32 states
enacted laws with their own definition of high-cost or covered mortgage
loans. Twenty-th¡ee of these states provide for some form of assignee
liability that limits the protections available to holders in due course.
These abrogations ofholder in due course were based on public policy
considerations such as the superior ability of assignees to bear the risk
of loss, enhancing market efficiency, and the knowledge gap between
assignees and consumers.

This paper argues that historical changes in the policy justifications
for negotiable instruments, the parties to negotiable instruments, and the

stmcture of the home mortgage market call for a reconsideration of the

application of the holder in due course rule to home mortgage notes.

While this paper does not make policy recommendations, it does iden-
tifo the elimination or limitation of the holder in due course rule as a pos-
sible means to improve market efÊciency by re-aligning the incentives
of assignees of home mortgage notes with those of the originators and
brokers of home mortgage notes. This possibility suggests additional
lines ofinquiry for ñlrther research: the evaluation ofthe consequences
of eliminating or limiting the holder in due course rule, using the tools
of economic theory and empirical study.

II. HOLDER IN DUE COURSE

The most legally significant aspect of negotiability is protecting a

holder in due course from claims and defenses a borrower may assert
with respect to payment of an instrument. Protecting a holder in due

course departs from the usual rule for contracts under which the assignee
"stands in the shoes" ofthe assignor.6 In other words, the rights and ob-
ligations of the assignor are transferred to the assignee and defenses to
contractual obligations that were good against the assignor are also good

against the assignee.T However, an assignee that qualifies as a holder in
due course acquires rights superior to those ofthe assignor. To acquire
these preferential rights, a person must meet the requirements of U.C,C.

S 3-302. These requirements will be discussed after reviewing the legis-
lative history of the holder in due course rule.

A. Legislative History
The principles of negotiability and the holder in due course rule that are

incorporated into the UCC originally dedve from English common law and
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RECONSIDERING THE APPLICATION OF THE HOLDER 229

statutes. The fi¡st United States codification of such principles was the Uni-
form Negotiable Instruments Law, which states adopted in the early 1900s.

Nearly half a century late¡ work began on Article 3 of the UCC, which
defined and determined the rules governing negotiable instruments.

1. English Law
The holder in due course rule has its roots in English common law In

the landmark case of Miiler v. Rece, decided in 1758, Lord Mansfield cut
off all claims of ownership that conflicted with a bona fide purchaser's
claim. Lord Mansfield stated the commercial considerations underlying
his decision:

[Bank notes] are not goods, not securities, nor documents for debts,
nor are so esteemed: but are treated as money, as cash, in the ordi-
nary course and hansaction ofbusiness, by the general consent of
mankind; which gives them the credit and currency of monel', to all
intents and purposes...

A bank-note is constantly and universally, both at home and abroad,
treated as money, as cash; and paid and received as cash; and it is
necessary for the purposes ofcommerce, that their currency should
be established and secured.s

ln Peacock v. Rhodes, Lord Mansfield held that "a holder, coming
fairly by a bill" takes it free of all personal defenses that could be as-

serted against the original party.e As in Miller, Lord Mansfield sought
to protect the use of negotiable instruments as currency.r0 These cases

established bills of exchange and bank notes as a substitute for money at
a time when England did not have an official paper currency and coins
were in short supply.'r Bank of England notes did not become legal ten-
der until 1833.12

These decisions were codified in the Bills of Exchange Act of 1882
(Exchange Act).rr Lord Mansfield's "holder coming fairly by a bill or
note"r4 became a "holder in due course" in the Exchange Act. Section 29

of the Exchange Act set forth the requirements for holder in due course

status. They are quite similar to the requirements in the modern UCC.|5
The rights of a holder in due course were codified in section 38 of the

Exchange Act and are strikingly similar to the protection offered under
the modern UCC. Section 38 stated that a holder in due course "holds
the bill free from any defect of title of prior parties as well as from mere
personal defenses available to prior parties among themselves, and may
enforce payment against all parties liable on the bill."r6
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2. Original Act
The fust codification of negotiable instrument law in the United

States was the Uniform Negotiable Instruments Law (Original Act). The
National Conference of Commissioners on Uniform State Laws (NC-
CUSL) proposed the Original Act in 1896.17 The OriginalAct was simi-
lar to the Exchange Act. 18 The Original Act was adopted by all states and
territories of the United States in the early l900s.re

Section 52 of the Original Act sst forth the requirements of a holder in
due course.2o They are similar to both the Exchange Act and the modern
UCC. All three require a bill to be complete on its face and that the hold-
er taks it in good faith, for value, and without notice that it is overdue,
dishonored, thatthere is defect intitle ofthe negotiator, orthatthe instru-
ment had any infirmity.2r Under the Original Act holders in due course
take instruments "free from defect of title of prior parties, and free from
defenses available to prior parties among themselves."22

3. Drafts of Article 3

ln 1944, NCCUSL and the American Law Institute (ALI) agreed to
draft a new cornmercial code.2r On April 10, 1946, the ALI published
UCC, Tentative Draft No. l-Article 3 along with comments and notes.za

This was the first preliminary draft of Article 3 of the UCC that was
available to the general public.2s

a. Scope of Coverage

The drafters of the UCC felt that the most significant shortfall of the

Original Act was its attempt to cover all negotiable instruments.26 Unlike
the Exchange Act, the Original Act governs all negotiable instruments.2T
Governing all negotiable instruments under one act created many prob-
lems, and critics of the act voiced their concerns. When criticism of the
Original Act increased, NCCUSL responded by clariffing what instru-
ments were to be treated as negotiable.2s Postclarification critics contin-
ued to claim that the Original Act was ill suited to deal with problems pre-
sented by debt securities.2e Critics also argued that the rigid requirements
of the Original Act hampered the adoption of investment insffuments.ro

Another corrunon condemnation of the Original Act was that its in-
flexibility left courts no room to recognize new types of short-term in-
struments that businesses may find desirable to treat as negotiable,rr This
was not a strong criticism of the Original Act. The drafters explained
that no new type of instrument was pressed for recognition as negotiable
between the adoption of the Onginal Act and the publication of the first
draft of the UCC.r2
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RECONSIDERING THE APPLICATION OF THE HOLDER 231

b. No Other Promise

During ALI members' discussion of the tentative draft of Article 3 a
new requirement for negotiable instruments received significant atten-
tion-that negotiable instruments contain no other promise, order, ob-
ligation, or power except as authorized by Article 3.33 Anticipating this
reaction, William L. Prosser stated in his opening remarks that Article
3 was designed to be a "tight statute."sa Not all instruments treated as

negotiable at the time Article 3 was drafted were intended to be covered
by the Article.rs Prosser explained there were good reasons for each of
the requirements of negotiability and that they all must be met.36 For
this reason the drafters re.iected "negotiabiliry by contract," as a "highly
undesirable thing."rr

c. Narrowing Negotiability
The drafters believed the narrow scope of Article 3 was justified in

light of the broad range of instruments covered by other articles.rs Both
investment instruments and documents of title were made negotiable by
other articles.3e The drafters recognized that numerous notes in circu-
lation would not be negotiable under the UCC.ao In order to alter that
outcome, they considered writing a provision in the Code that would
allow courts or other statutes to declare instruments negotiable.ar This
was quickly dismissed by the drafters because it reduced the utility of
Article 3.42

Article 3, $ I ofTentative Draft No. I defines the scope of the Article
by describing which instruments were negotiable.ar Most of the section's
wording mirrors the Original Act.44 Tentative Draft No. l, however, nat-
rowed the definition of "instrument."45 Article 3 required that negotiable
instruments contain a promise to pay a sum certain in money and no

other promise, order, obligation, or power other than those authorized
by Article 3.46

The conference proceedings from the 1946 Annual Meeting of the ALI
illustrate that narrowing negotiability was not a warmly received change.
The ALI members in attendance questioned whether instruments that
had been customarily treated as negotiable would still be negotiable un-
der A¡ticle 3.a? They protested that the narrow scope of Article 3 would
create significant commercial opposition to the act.a8 The drafters did not
budge, insisting that promises other than those to pay a specified sum of
money would make a note nonnegotiable.ae

Narrowing the scope of negotiability was undeniably intentional.
The drafters explicitly stated that their intention \ryas to "clean up" ne-
gotiable instruments'because they were becoming increasingly longer.5o

The drafters sought to eliminate "cluttered paper containing additional
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promises or orders."sr While any instrument that met the requirements
could be negotiable, the drafters believed that their definition was com-
monly satisfied only by "bills, checks, promissory notes, and certificates
of deposit."52 Thus the purpose of narrowing the scope of negotiability
was to ensure that negotiable instruments were short, simple to identifu,
and easy to understand.

The drafters believed that narrowing negotiability would benefit the
market. The change made it less likely that borrowers would have their
defenses cut offby a holder in due course without knowing it.5r It also
made it easier for lending institutions to determine whether notes were
negotiable so they could rediscount them.sa The drafters touted the ad-
vantages of "certainty, simplicity, and predictability," deeming these to
far outweigh "all that can be said in favor of permitting the contracts or
practices ofspecial groups to elevate" nonnegotiable paper.55

During the ALI members' discussion of "cluttered paper," Prosser
described his conversations with bankers, noting incongruous views of
negotiability within the same bank:

I have done a good deal of talking to bankers in Minneapolis, which
admittedly is not representative of the entire country, but I find a

curious divided personalily upon the part ofbankers.

The loan desk and the collection man and the attoney who is
charged with enforcing collections, are all in favor of getting as

much into the paper as possible, and they are not interested in ne-
gotiability. They say frankly that if the clause is in the negotiable
instlument and it has the sanctity of the negotiable instrument at-
tached to it, you can show it to the debtor and say, "You signed it,
whether you know it or not," and he is thereby deferred from litiga-
tion and his attorney is deferred from contesting the case, and that
is not true ifyou have the clause in a collateral agreement.

On the other hand, the discount desk, the man who is called upon to
take the instrument and loan money on it, and unforhrnate corunsel

who has to look at it and determine whether it is negotiable (which
is the position that I myself have been in), indulge irt profanity about
the whole business and want the paper cleaned up and simplified.só

The drafters' plan to clean up commercial paper was to have lenders
take simple promissory notes that stated that they were made pursuant
to a collateral agreement.sT The collateral agreement would contain all
of the clauses and disclaimers that, at the time, were in notes.58 So long
as the note was not subject to the collateral agreement, the agreement
would pose no threat to the note's negotiability.
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Typically, instruments and documents drawn and issued simultane-
ously are conshued as one document in the hands ofthe original payee.
The drafters intended instruments to be "couriers without luggage," able
to pass to a holder in due course free from the other documents.5e Thus,
as long as the note operates independently of the collateral agreement,
the note may still be negotiable.

It was thought that using a combination of note and collateral agree-
ment would promote market efficiency because any lender who redis-
counted a note would only need to study the collateral agreement once to
determine if every "cleaned up" note made by the lender was negotiable.60
During the 1946 ALI meeting Prosser explained that lengthy notes were
frequently heated as negotiable, causing difficultly for lenders and their
legal counsel.6r Even after careful study of lengthy notes, counsel fre-
quently could not give a decisive opinion as to the note's negotiability.62

This explanation received mixed reactions. Generally, members
thought that cleaning up negoiiable paper was a good and necessary plan
to enable negotiable instruments to pass through the market with ease.63

However, there was fear that the proposed changes would eliminate the
negotiable status of many instruments in circulation in 1946 that were
treated as negotiable.64 ALI members suggested that mortgages attached
to real estate, automobiles, chattel mortgages, conditional sales agree-
ments, and bailment leases would no longer be negotiable.6s

The drafters agreed that those instruments might not be negotiable
under Article 3, but they believed those documents would be covered by
the chattel security article, which they were still drafting.ó6 The drafters
were not persuaded to relax the scope of A¡ticle 3 to comport to either
custom or practice.

4. Official Versions and State Adoptions
In 195 l, the UCC drafting process culminated in the adoption of the

1952 Official Text by the ALI and NCCUSL. In 1953, Pennsylvania
became the fi¡st state to formally adopt the UCC.67 Most other states
followed suit. New York, however, referred the UCC to the New York
Law Revision Commission (Commission) for study and recommenda-
tion,68 The Commission held public hearings.6e In 1955, the Commission
published a section-by-section analysis of the 1952 Ofñcial Text.?o The
following year, the Commission issued its final report, with extensive
suggestions for revision of the UCC.?l

The Commission substantially influenced the 1957 Official Text of
the UCC.72 For instance, the 1952 Official Text included a provision de-
scribing good faith as "including observance of reasonable commercial
standards of any business in which the holder may be engaged."Tr The
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Commission argued that this language created an objective test for good
faith inconsistent with New York law. They sought to maintain a subjec-
tive test for good faith based on the honesty in fact of the holder of a

negotiable instrument without the additional requirement that a holder
act in accord with reasonable commercial standards.Ta The 1957 Ofifr-
cial Text deleted the reasonable commercial standards clause, making it
easier for a holder to qualiff as a holder in due course.?5

5. Expansion in Application of Holder in Due Course Rule

In the 1990s the drafters expanded the universe ofnegotiable instru-
ments under the UCC in response to uncertainty about whether holder in
due coruse protection applied to variable rate loans. Variable rate loans
allowed creditors to engage in more complicated risk-based pricing than
with their ñxed-rate counterparts. This resulted in credit being extended to
individuals who were previously "priced out" of credit markets. Borrowers
that defaulted on these variable-rate notes attacked the notes'negotiabiliry
in an attempt to prevent note holders from asserting status as holders in
due course. These borrowers claimed that variable interest rates prevented
notes from stating a sum certain as required by U.C.C. $ 3-104.

Under the pre-I990 revisions ofArticle 3, courts were split on wheth-
er notes payable at a rate of interest that could not be determined on the
face of the note did not state a "sum certain."76 Many courts held that
variable interest rates prevented notes from being negotiable, in whole
or in part.77 Others held that variable interest rates did not prevent a note
from being negotiable.Ts The drafters of the 1990 revisions settled this
conflict by rejecting court decisions that held that variable-rate notes did
not state a sum certain.Te This rejectioir is codified in modern U.C.C.

$ 3-l l2(b), which expressly authorizes negotiable instruments to use

variable interest rates in calculating the amount due on the note.

6. Historical Policy Justifications
Although negotiability and holder in due course are key components

of the UCC, there was little discussion of policy justifications for these
provisions in the comments and notes to UCC drafts and the transcripts
ofALI proceedings. As described above, the drafters'stated purpose
was to narrow the scope of negotiability by drafting a "tight statute" to
"clean up" negotiable paper and eliminate "cluttered paper" from the

realm of negotiability.so

The holdcr in due course section, $ 40 of Tentative Draft No. l, was
never discussed at the 1946 meeting, Instead, the focus was on how other
sections would prevent someone from achieving holder in due course
status.srThese discussions illustrate that the d¡afters believed that the
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benefit or advantage of negotiability is the note holder's ability to cut
offclaims and defenses to an instrument. Thus, while negotiability and
holder in due course are separate legal terms, the two are closely con-
nected. The primary advantage of holding a negotiable instrument is the
potential to become a holder in due course of that instrument.

The only justifications given for cleaning up negotiable paper were
encouraging its efficient use and promoting its painless circulation. As
recounted above, the d¡afters sought to relieve the "difficulty," "trou-
ble," and "headaches" banks and their legal counsel had in determining
whether instruments were negotiable,s2 They considered as negotiable
only "simple promises or orders without complications which are in-
tended by the maker to circulate."sl

In the late 1940s and early 1950s the drafters did not question the

fundamental existence of negotiability or the holder in due course rule.
They viewed their mission as updating the Original Act and resolving
court conflicts. Grant Gilmore, a member of the drafting stafffrom 1948
to 1952, described the drafting of A¡ticle 3 as the OriginalAct "doubled
in spades or negotiability in excelsis."sa Commenting on Llewellyn's rev-
erence for Lord Mansfield, Gilmore said: 'As a general rule, anything-
including negotiability-which was good enough for Lord Mansfield
was good enough for Llewellyn."8s

The drafters'reference to Miller v. Race in suppcirt of the negotiation
of an instrument with good title to a holder in due course documents
their pronegotiability stance.86 Gilmore appreciated Lord Mansfield's le-
gal ingenuity in establishing bills and notes as a supplement to official
currencies. At the same time, Gilmore criticized the clrafters of the UCC
for failing to account for changes in the commercial environment: "[T]
ime seems to have been suspende( nothing has changed, the late twen-
tieth century law of negotiable instruments is still a law for clipper ships
and their exotic cargoes from the Indies."87

B. U.C.C. $ 3-302

Despite the murþ policy justifications of the UCC drafters, the hold-
er in due course rule is the most common shield used to defend against
assignee liability. In order to acquire the status ofa holder in due course,

a person must meet the requirements of U.C.C. $ 3-302(a), which reads

as follows:

Subject to subsection (c) and Section 3- I 06(d), "holder in due course"
means the holder of an instrument if:

( I ) the instrument when issued or negotiated to the holder does

not bear such apparent evidence of forgery or alteration or
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is not otherwise so irregular or incomplete as to call into
question its authenticity; and

(2) the holder took the instrument (i) for value, (ii) in good
faith, (iii) without notice that the instrument was overdue

or has been dishonored or that there is an uncured default
with respect to payment of another instrument issued as

part of the same series, (iv) without notice that the instru-
ment contains an unauthorized signarure or has been al-
tered, (v) without notice of any claim to the instrument de-

scribed in Section 3-306, and (vi) without notice that any

party has a defense or claim in recoupment described in

Section 3-305(a).

This section contains two prerequisites and six requirements that must
be rnet to obtain status as a holder in due course. Section 3-302 also con-
tains three exceptions to holder in due course status that are relevant in
the context of home mortgage notes.

1. Prerequisites to Holder in Due Course Status

The prerequisites are, first, that the person be a holder; and second
that the person hold an instmment.

a. Instrument
An "instrument" is defined by U.C.C. $ 3-103(b) as a "negotiable in-

strument."88 A negotiable instrument is defined by U.C.C. $ 3-104(a) as

"an t¡nconditional promise or order to pay a fixed amount of money, with
or without interest or other charges described in the promise or order"
that also meets the other requirements in the section.se

b. Holder
The holder of an instrument is defined as someone who is either in

possession of an instrument payable to bearereo or, if the instrument is
payable to an identified person, the identified person in possession.er For

example, the standard notes used by Fannie Mae and Freddie Mac re-
quire the borrower to pay an identified person.e2 Thus, to be a holder of
standard Fannie Mae and Freddie Mac notes, the person in possession

of the instrument must satis$ two conditions: the note had to have been

indorsed by the prior holder and it had to have been delivered to the

person in possession. This process is referred to as "negotiation,"es and

it has been recognized as necessary for a person to assert holder in due

course status.ea In order to indorse a note, the cttrrent holder ofthe note
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RECONSIDERING THE APPLICATION OF THE HOLDER 237

must sign either the instrument itself or on an allonge (a paper so firmly
affixed to the note that it becomes part of the note).e5

The text of the UCC suggests that mere assignment of an instrument
is not sufficient to make the assignee a holder. This is because when
an instrument is assigned, it is not necessarily indorsed to the assignee.

Courts have supported this interpretation. In a bankruptcy proceeding,
one court held that assignment alone does not make the note owner a
holder in the absence of indorsement and delivery to the person currently
in possession.e6 Other courts have held that when the indorsements are

on another paper not firmly affixed to the note itself, there has been no
valid indorsement.eT A few courts have even held that indorsement on an

allonge affixed to the note is not sufficient when there is room to place

the indorsement on the note itself.es

2. Exceptions to Holder in Due Course Status

There are three exceptions to holder in ciue course status relevant in the

context of secondary market lenders ptuchasing home mortgage notes.

First, U.C.C. $ 3-302(c) states that a person cannot become a holder in due

course of an instrument as long as that instrument was taken outside the

ordinary course ofbusiness unless the predecessor in interest was a holder
in due course.ee As noted in comment 5 to U.C.C. $ 3-302, this section is
intended to cover situations where a purchaser takes an instrument under
unusual circumstances. The implication is that holder in due cou¡se status

is only meant to protect ordinary, regularly occurring transactions.rm

Second, U.C.C. $ 3-302(b) discusses the situation where the holder of
the instrument in question has notice that a party's obligation to pay has

been discharged, but not through an insolvency proeeeding.r0r As a gen-

eral rule, mere discharge of the obligor is not a defense to holder in due

course status.r02 Howeve¡ if the holder took the instrument with notice of
the obligorb discharge, that discharge is effective against the holder.ror

Finally, U.C.C. $ 3-302(9) subjects instruments to any law limiting
status as a holder in due course in particular classes of transactions.
This includes the Federal Trade Commission rule preserving consumer
claims and defenses in consumer goods and services transactions, dis-
cussed below

3. Protection Gained byAchieving Holder in Due Course
Status

Becoming a holder in due course affords the holder significant protec-

tion from legal defenses of the obligor and any other claims to the instru-
ment. Holders in due course are not subject to any defenses discussed in
Aficle 3 besides those listed in U.C.C. $ 3-305(a)(1), discussed below.roa
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Moreover, holders in due course are not subject to claims in recoupment
or any defenses to simple contracts that are not mentioned in U.C.C.
$ 3-305(b).r05 Such defenses include failure of consideration, fraud in
the inducement, breach of warranties, misrepresentation, mistake, unjust
enrichment or violations of unfair or deceptive acts and practices, and
predatory lending statutes to the extent that they do not nulliô/ the obli-
gation. Finally, a holder in due course takes an instrument free and clear
of all other claims of ownership of the instrument.106

Section 3-305(b) rnakes the right ofa holder in due course to enforce
an instrument, subject to the enumerated defenses in listed in U.C.C.

$ 3-305(aXl). The first subsection establishes infancy as a defense ob-
ligors may assert against a holder in due course, but only to the extent
that it is a defense to a simple contract.r0? According to the corffnent, the
policy behind this defense is to protect the infant, even at the expense of
occasional loss to an innocent purchaser.ros This limiting language rec-
ognizes that the effectiveness of infancy as a defense to a simple contract
varies from j urisdiction to jurisdiction. r0e

The second subsection establishes a group of defenses effective
against a holder in due course when the note is signed by an adult with
knowledge of the note's terms. It makes defenses of duress, lack of le-
gal capaciry or illegality of the transaction effective against a holder in
due course. I ¡0 This section covers a broad range of possible defenses,r I I

while still giving power to individual jurisdictions to determine what will
be included.r12 These defenses are limited because they are only good
against a holder in due course to the extent that they completely nullif,
the obligation of the obligor. This is especially apparent in the duress
defense, where an instrument signed at the point of a gun is void while
one signed under threat to prosecute the son of the maker for theft may
merely be voidable.rr3

The third subsection establishes another defense effective against a

holder in due cotrrsê: fraud that induced the obligor to sign the instru-
ment with neither knowledge nor reasonable opportunity to learn of its
character or its essential terms.r14 The language "with neither knowl-
edge nor leasonable oppornrniry to learn ofits character or its essential
terms" is extremely limiting, allowing a very narrow spectrum of fraud
claims.rr5The theory of the defense is that the signature on the instru-
ment is ineffective because the signer did not intend to sign such an in-
strument at all.r16 This defense also extends to an instrument signed with
knowledge that it is a negotiable instrument, but without knowledge of
its essential terms. However, it is only available when the obligor had no
reasonable opportunity to discover the terms of the note.rrT This defense
will likely never arise in the context of home mortgag€ loans because of
federal disclosure statutes. I l8
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The fourth and final subsection establishes discharge in insolvency
proceedings as a defense effective against a holder in due course.rre In-
solvency proceedings are defined in Article I of the UCCr20 and include
bankruptcy whether or not the debtor is insolvent.r2l

5. Shelter Rule
Even if an assignee does not qualify as a holder in due course, the

assignee may derive some protection from a prior holder in due course
pursuant to U.C.C. $ 3-203(b). The shelter rule vests the rights of the

transferor to enforce an instrument in the transferee'of the instrument.r22
This is true even when the instrument was not properly negotiated to
the new holder.t2r Thus, if the transferor was a holder in due course, the

ffansferee ofthe instrument can assert status as a holder in due course so

long as the transferee did not engage in any fraud or illegality affecting
the instrument.r2a

6. Modern Policy Justifrcations

Modern policy justifications for negotiability and the holder in due
course rule differ from those offered by Lord Mansfield. Lord Mans-
field established negotiability and protected good faith purchasers of
bank notes and bills of exchange to satisfy the need for currency and
facilitate commerce. Bank notes and bills supplemented the inadequate
money supply. Today, bills and promissory notes are no longer needed

as a money substitute to pay debts. Current financial systems provide
many means of payment, including paper money, checks, wire transfers,
and other means of electronic payment. Therefore, the policy supporting
negotiability offered by Lord Mansfield is no longer relevant.

Although modern courts and commentators sometimes pay tribute to
Lord Mansfield, their rationales for negotiability and the holder in due

course rule differ from Lord Mansfield's. The Supreme Court ofAppeals
of West Virginia considered the availability of consumer credit in the
context of a claim that the assignee of an automobile note was liable to
the borrower for fraud committed by the note's originator:

Credit, for better or worse, is the lifeblood of our consumer econ-
omy. The need to make credit more readily available was a driv-
ing force behind the creation of the Uniþrm Commercial Code

as well as the great strides made earlier by Lord Mansfield at the
end of the l Sth century and transplanted wholesale into our law
in the l9th century. The ability of negotiable commercial paper to
flow nationwide without regard to local conditions allows all busi-
ness, no matter how small or remote, access to nationwide capital
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markets. The main reason for this free flow of commercial paper

is the "holder in due course" provisions contained in W'Va' Code

46-3-305 that permit a purchaser who, in good faith, purchases a

negotiable instiument and giu.s value for it without notice of any

deiense against it or claim to the instrument, to take the instrument

free from virtually all defenses.r25

One commentator sttmmed up the rationale for negotiability as follows:

'iThe availability of relatively inexpensive credit, which ou¡ society.de-

pends on, is in large part theiesult of the principle of negotiability'"12ó

Today, promoting the availabiliry of credit- and reducing the cost

of credít'aìe the pri?nary policy jusiifications fo'negotiability and the

holder in due couìse ,uÉ.^In 
"árty 

ZOOS New York legislators proposed

laws to subject assignees of nonóonventional mortgage loans to claims

and defenses borrowers could assert against the originating lender' Dur-

ing hearings ou the proposed legislation, the president of the Mortgage

Bankers Association testified:

MBA respectfully submits that the extension of [assignee liabili-

tyl. . . *ifi in att litelihood eliminate massive volumes of lending' ' '

índ clearly curtail access to much needed credit for a large segment

of borrowers in New York..'. The MBA wants to underscore the

importanceofinnovationinmakingcreditopportunitiesavailable
to õonsumers. MBA believes that borrower choice lowers costs and

should be protected' The imposition of overreaching standards risks

undermining our hard won gains in the areas of homeownership and

reaching unãerserved borrorwers' It will take away consumer choice

as well as access to affordable mortgage credit'r27

Other policy reasons used to support the negotiability andprotection

of holders in due course include encouraging commerce,r2s facilitating

,t 
" 

Á"* of capital,r2e reducing transactioÃ còsts, rro maintaining_liqrrid-

i,j';; ;;, uring certainry'r, aid promoting- product innovation. r31 How-

eíer, i'creasing the availáLility ofcredit anã decreasing the cost ofcredit

u.. íh" domina-nt policy reasons offered in contemporary debate to sup-

port negotiability and holder in due course'

III. OTIIER LAWS LIMIT HOLDER IN DUE COURSE

PROTECTION

De support ofthe holder in due course

rule, he protection afforded holders in

due c in ihe context of consumer goods

ihrough state court decisions and rulemaking by the Federal rrade com-
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mission. Subsequent federal legislation established assignee liability for
violations of disclosure requirements for most consumer credit transac-
tions. More recently, federal legislation imposed assignee liability for
high-cost mortgage loans. Today, states and courts have taken a more ac-
tive role in allowing claims and defenses to be asserted against assignees
of home mortgage notes.

A. Consumer Goods Transactions

l. State Court Decisions and Legislation
Beginning in the 1940s, state çourts responded to perceived inequi-

ties arising out of the application of the holder in due course rule to
consumer goods transactions. Some courts refused to apply the holder in
due course rule on public policy grounds. ln Mutual Finance Company
v. Martin, the Florida Supreme Court concluded "the finance company is
better able to bear the risk ofthe dealer's insolvency than the buyer and
in a far better position to protect his interests against unscrupulous and
insolvent dealers,"r34

Other courts reached equitable results within the parameters of the
holder in due course rule. In Commercial Credit Company v. Chílds,the
Arkansas Supreme Court denied holder in due course status because the
assignee of note was:

[S]o closely connected with the entire transaction... that it can not
be heard to say that it, in good faith, was an imocent purchaser
of the instrument for value before maturity... Rather than being a

purchaser of the instrument after its execution it was to all intents
and purposes a party to the agreement and instrument from the
beginning.r35

Similarly, in Morgan v. Reasor Corporation, the Califomia Supreme
Court held that a finance company did not qualiff as a holder when it
possessed "knowledge of facts sufficient to put a reasonable man on...
notice that a violation of [aw] was a likelihood if not a certaint¡/."rr6
The court also stated policy reasons underlying the "closely connected"
rationale for setting aside the holder in due course rule: "To the extent
that the finance company has a close association with the seller, it is in a
better position to discover and police the legality ofthe seller's contracts
with the buye¡."ttr

Finally, some courts focused on the technical requirements of holder
in due course status. In Geiger Fínance Co. u. Graham,the Georgia Court
ofAppeals denied an assignee holder in due course status, holding that
a retail installment contract was not a negotiable instrument and allowed
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the defense of failure of consideration to be raised. The court saw the
danger of treating conditional sales conhacts as negotiable instruments
in consumer transactions:

'Conditional sales contracts are invariably written by sellers and fi-
nance companies for sellers and fi¡ance companies. They are often
printed in unconscionably srnall type and presented to the buyer
as a mere formality. t'. * * The seller is usually justified in believ-
ing either that the buyer will not read the contract at all or will not
understand it if he does wade through it. Even were the buyer to
read and comprehend the avalanche of legal consequences which
would greet any default on his part, * * :¡ on the installment plan
he must sign one conditional sales contract or another, and they are
all pretty much alike. It is against this background that we must
view the plight of (a buyer) who staggers into a contract which
could make him liable to pay the full price :ß * *' to a finance com-
pany, with which he has not dealt directly, even though the vendor
sells him a defective article'(or fails to perform the service). 'The
avelage citizen, and particulally the financially unimportant, (is)
no more likely to know the law of negotiable paper * * * than the
holding in Shelly's Case.'rr8

The court supported its holding by explaining the policy reasons behind
protecting holders in due course:

[T]he courts need not stand impotent while two-page, finely print-
ed 'contracts' are circulated as freely as currency, 'While Justice
Gibson's famous 'courier without luggage'may be an unobtainable
ideal for most notes, allowing him to carry a bag or two does not
mean that one who trucks furniture from place to place is a 'cot¡-
rier,'no rnatter what else he might legitimately be. The protections
offered a holdel in due course were evolved by merchants, bankers
and lawyers to facilitate the rapid flow of true commercial paper.
The drafters of the U.C.C. (and our legislature by its adoption) were
careful to limit the type of instrument which would carry the pow-
elfu1magic of negotiability underArticle 3. Although theoretically
possible, a retail installment contract, or conditional sale-contract
(or a writing of this nature by whatever name) is not usually a note
as defined in [U.C.C. $ 3-104]. Where there is any doubt, the pre-
sumption is against negotiability. rre

While courts were finding reasons to nulliff holder in due course sta-
lus in consumer goods transactions, legislatures were passing consumer
protection laws. By, 1975, 40 states had enacted laws limiting holder
in due coulse in consumer goods and services transactions.rao Some of
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these state statutes render holder in due cou¡se principles inapplicable to
the vast majority of consumer credit sales. Other state statutes preserve
consumer defenses against a creditor raised during a specified period of
time after the purchase offinanced consurner goods or services.

2. FTC Holder Rule
ln 1975, the Federal Trade Commission (FTC) promulgated its rule

preserving consumer claims and defenses (FTC Holder Rule), based
on its authority to prohibit unfair or deceptive acts or practices.rarAt
the time the FTC Holder Rule was passed, credit sellers of consumer
goods commonly used retail installment sales contracts.ra2 Such con-
tracts would either be sold as instruments or used as security for lines
ofcredit. Purchasers became holders in due course, shielded from any
defenses that may have arisen in the underlying consumer goods trans-
action.ras The FTC found it was unfair when sellers arranged consumer
credit such that it separated a buyer's duty to pay from a selier's duiy to
perform as promised.r4

The primary policy consideration behind the FTC Holder Rule was
the optimal distribution of costs associated with seller misconduct in
credit sale transactions.ras The FTC believed that reallocating the cost of
seller misconduct to creditors who were financing the sales of consumer
goods would decrease seller misconduct because creditors would police
the practices of sellers.ra6 Even without policing, creditors were viewed
as better able to bear the risk of seller misconduct.raT

In this context, the FTC viewed the holder in due course rule as

abnormal:

The rule is directed at what the [FTC] believes is an anomaly...

While the principles articulated in Miller v. Race have validity in
commercial exchanges and transfers, their application to consumer
credit sales is anomalous. Consumers are not in the same position
as banks, bond issuers, or shippers of freight; nor are they in an

equivalent position to vindicate their rights as a payee. The consid-
erations which underpin the laws of negotiability have little or no
application in consumer transactions...

The insulation obtained by creditors in consumer transactions is

the product of an inappropriate application of legal principles de-
veloped by and for merchants and bankers.ras
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Characterization of the holder in due course rule as an anomaly supports

the FTC's conclusion that abrogation of consumer claims and defenses

is unfair to consumers. The FTõ Holder Rule eliminates the anomaly by

nullising holder in due course status in consumer goods transactions'

ttrus inJrule ties the buyer's duty to pay to the seller's duty to perform

even when the right to receive payment from the buyer is assigned'

Debate over the FTC Holder Rule prompted predictions of d¡amatic

reductions in the availabiliry of consumer credit to purchase goods and

services. Federal Reserve chairman Arthur Burns predicted the consum-

er-credit business would be "seriously disrupted" by the FTC Holder

Rule.rae However, these predictions were overstated' Two UCC experts

concluded that the FTC Holder Rule "caused some adjustments in the

market, largely unseen, but it surely has not had the catastrophic impact

upon 
"ánr,.ioér 

market that some predicted."rs0 The FTC reached a similar

conclusion when it reviewed the impact of its rule in the early l990s.r5l

B. Truth in LendingAct

Even before the
ers often could not
ed consumer prote
enacting the Truth in Lending Act (TILA) in 1968' Congress declared

that TItA's purpose was to enhance economic stability, strengthen com-

petition, anå avoid the uninformed use of credit'r52 The Department of

ifousing and Urban Development (HUD) and the Board of Governors

of the Federal Reserve Sysiem (Board) stated that "TILA is intended

to promote informed use of consumer credit by reqliring disclosures

abóut its terms and cost."rsr TILA requires lenders to disclose the finance

charger5a on the loans as well as the ãnnual percentage rate (APR)'r5s

Prior to TILA, lenders were able to advertise loan rates that were cal-

culated via one of several methods.r56 Each of these methods signifi-

cantly changes the cost of credit, despite the same interest rate being

advertised.'í Thus, prior to TILA, there was no meaningful way for con-

sumers to shop and ôompare loans. The reasonTILA requires firm' col;
parable quoteì is because they promote shopping and competition'rs

ittit itpi"*ents TILA's stated purpose of strengthening the informed

use of credit.l5e

TILAprovidesforassigneeliabilirythoughtheliabiliryisverylimited'
Two conditions must be sa-tisfied befoie an assignee is liable' First, the vio-

lation alleged against an assignee must be aTILA violation. TILA does not

subject asõigneãs to claims r other statutes or out

of ðommon law, including in predatory lending

contexts, such as frau{ faìl misrepresentation'
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Second, the TILA violation must be apparent on the face of the disclo-
sure statement. If the documents for a loan in violation of TILA are filled
out incorrectly (or fraudulently), there would be no violation apparent
on the face of the disclosure statement.160 This limited assignee liability
arguably encourages loan-shopping while staying consistent with Board
and HUD recommendations, which state that substantive protections do
not "unduly [interfere] with the flow ofcredit, [create] unnecessary credi-
tor burden, or [narrow] consumers'options in legitimate transactions."r6l

C. Real Estate Transactions
Reports of abusive lending practices became more frequent in the

1990s and early 2000s.r62 Federal and state governments responded by
passing legislation that created assignee liability. Unlike previous legis-
lation, these statutes focused on abrogating the protections offered by the
holder in due course rule in home mortgage loan transactions.

l. Home Ownership and Equity Protection Act
The Home Ownership and Equity Protection Act of 1994 (HOEPA)

amends TILA and strictly regulates certain nonpurchase-money, high-
cost mortgage loans.16r HOEPA prohibits potentially abusive terms in
high-cost mortgage loans and requires additional disclosues to accom-
pany such loans.re

In order to ensure that the "high-cost mortgage market policed itself,"
the Senate imposed assignee liability for violations of HOEPA.r65 Home
mortgage loans are sold to secondary market lenders on a regular basis.
Recognizing this fact, the Senate realized one unscrupulous lender had
the ability to "cause havoc" on the lending community as a whole.r66
Providing assignee liability halts the flow of capital to such lenders.ró7
Anticipating critics of expanded assignee liabiliry the Senate noted that
HOEPA is meant to mirror the FTC Holder Rule, which did not "signifi-
cantly restrict the flow of consumer credit or interfere with the securiti-
zation of auto loans."r68

HOEPA adopted two assignee liability schemeS, one based on strict
liability and one based on negligence.róe If the loan violates HOEPA, the
borrower is given the right to rescind the loan.r?0 This right runs against
assignees ofthe loan and is a strict liability standard because it requires
no proof of conduct besides holding a loan that violates HOEPA.T?r The
assignee would be strictly liable simply for holding a loan that violates
HOEPA. However, the only remedy available under this strict liabiliry
scheme is rescission. Damages of any kind are not available.

HOEPA also makes assignees of "high-cost" loans subject to all
claims and defenses that the consumer could assert against the originat-
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ing lender.rT2 It expands on the previous assignee liability under TILA
because it subjects assignees to all claims and defenses, not merely those

arising under TILA or HOEPA.r73 However, assignees will not be liable

under HOEPA if they demonstrate "that a reasonable person exercising

ordinary due based on the documentation

required by I e amount financed and other

disclosure di s a high-cost loan']"r74 Thus,

assignees that intentionally or negligently pttrchase high-cost HOEPA

loans will be liable for non-HOEPA claims and defenses'

Under the HOEPA's negligence theory of liability, recovery is limited

based on the claim or defense asserted. Recovery against assignees for

HOEPA violations is limited to statutory damages.rT5 Recovery for all

non-HOEPA claims and defenses is limited to the amount of the indebt-

edness plus the amount paid by the consumer in connection with the

transaction.rT6 Thus it is possible that a successful HOEPA suit that also

involves a non-HoEPA claim will relievc borrowers of everything owed

on the loan and result in statutory damages.

The applicability of HOEPA's assignee liabiliry provisions is limited

in two ways. First, HOEPA does not apply to purchase-money mortgag-

es.t?7 This limitation exists because at the time HOEPA was passed, evi-

dence indicated that high-rate lenders were using nonpurchase-money

mortgages to strip equity from low-income homeowners.lrs

nificantly limited.
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2. State Mini-HOEPA Laws
Many staterss legislat'.rres further expanded assignee liability through

the enactment of mini-HOEPA laws. These state laws create categories
of "high-cost" or "covered" mortgages similar to HOEPA. Many of these
laws make certain categories of home-mortgage-note assignees liable on
the notes. Numerous states cite reasons for enacting these regulations
that are similar to the policy justifications for HOEPA itself.'86 States still
feel that aspects of the home-mortgage-loan industry are under-regulat-
ed, the borrowers at the most risk are offered little protection, and further
regulation is necessary for economic stabilization.rsT

Twenty{hree of the 32 states with mini-HOEPA laws provide as-
signee liability on covered loans. Nonetheless, there is significant varia-
tion among assignee liability provisions. These variations fall into two
categories: (l) the universe ofloans covered by the law and (2) the ex-
tent to which holder in due course is abrogated. Over three-fourths of
the mini-HOEPA laws cover more loaus than HOEPA, which expands
the reach of their assignee liability provisions relative to HOEPA. Most
states have expanded HOEPA coverage by lowering the equivalent of
their "rate trigger," the "points and fees trigger," or both. Some states
expand the definition of what needs to be includect in calculating the
APR or total points and fees. Over one-fifth of the statutes do not expand
coverage at all.

The extent of holder in due course abrogation varies in nulnerous
ways. Just over half of the state laws create the same broad assignee
Iiability as HOEPA, usually with a similar "due diligence" safe harbor.
Many of these "HOEPA" states add a new dimension to assignee liabil-
ity by restricting the amount of time in which claims may be affinna-
tively asserted by borrowers as an original action. The remaining state
laws limit assignee liability to all claims and defenses arising under the
chapter of the state law. Some of those "TILA" states limit assignee li-
ability to select violations arising under the chapter.

IV. CONCLUSION
This paper raises a fundamental policy question: Is there reason to

support the continuing availability of holder in due conrse protection
for assignees of home mortgage notes? The answer to this question can
be 4pproached from a numbèr ofperspectives, including historical, eco-
nomic, social, and political. This paper approaches the answer from the
historical perspective.

It is important to recognize that the holder in due course rule departs
from the usual rule for assignment of contracts under which the assignee
"stands in the shoes" of the assignor. Under ordinary circum'stances, the
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claims and defenses of the obligor of a home mortgage note that are
valid against the assignor are valid against the assignee. However, an as-

signee who qualifies as a holder in due course acquires rights superior to
those of an assignor. Most claims and defenses valid against the assignor
of a home mortgage note are not valid against a holder in due course.
There should be good public policy reasons to support this departure
from ordinary contract law.

This historical overview suggests three reasons to reconsider the ap-
plication of the holder in due course rule to home mortgage notes. First,
the policy justifications for the rule have changed. Lord Mansfield estab-
lished the rule to allow bank notes and bills of exchange to act as meney
substitutes in an economy without paper money when coin was in short
supply. With this special status notes and bills could be used as a means

of payment rather than solely as a means of funding credit transactions.
There is no need for notes to act as a currency substitute in modern
financial systems with their many efficient means of payment. Today,

ûnancial institutions use notes exclusively as a means of funding credit
transactions rather than as currency substitutes. Thus the public policy
reasons that once supported this rule no longer support a deviation from
normal confract law.

Second, the parties to negotiable insffuments changed due to the ad-
vent of consumer lending.rss The lSth-century obligors of negotiable
notes and bills were commercial parties. Those parties regularly issued
negotiable notes knowing they circulated. Thus Mansfield established
the holder in due course rule assuming that the parties to relevant trans-
actions would be on relatively equal footing. Today consumers are mort-
gage note obligors. Consumers make notes on rare occasions to facilitate
large purchases with little or no knowledge that the notes will circulate
or understanding that circulation results in a loss of rights against the
holders ofthe notes.

Commercial parties possess greater knowledge, bargaining por'r/e4

and financial resources than consumers. Lawyers who draft home mort-
gage notes are quite cognizant ofthe meaning and consequences ofthe
negotiable insffuments d¡afted for their institutional clients. As the court
observed in Geiger, the average home mortgage borrower is unlikely to
know the law of negotiable paper.rse Both the Geiger and Marlin covrts
looked to additional differences between the parties-the consumer's
lack of bargaining power and financial resources in financed fransac-
tions-to impose assignee liability.re0 Because the parties to home mort-
gage notes are on unequal footing, the basic assumptions underpinning
the creation ofthe holder in due course rule do not support its applica-
tion in this contsxt.
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Finally, the structure of the mortgage market has changed. The holder
in due course rule was not utilized under the unified model of mortgage
lending where a single lender solicited, underwrote, originated, funded
serviced, and retained home mortgage loans. Today the rule often applies
because the multi-lender model divides these functions among many
parties and home mortgage notes are frequently sold. In this new mar-
ket the holder in due course rule discourages investigation oforiginator
compliance with the law. The less assignees investigate, the less likely
they are to discover a default, fraud, misrepresentation, or violation of
law that would prevent them from becoming holders in due course. The
holder in due course rule should be reconsidered because it operates in
new markets and misaligns incentives.

The holder in due cou¡se rule has been eliminated in comparable
consumer markets. The market for consumer goods and services oper-
ates with multiple parties performing specialized functions. Reports of
abuses in this market caused the FTC to promulgate its rule preserv-
ing consumer claims and defenses in consumer goods and services fi-
nance transactions. The primary policy consideration behind the FTC
Holder Rule was the optimal distribution of costs associated with seller
misconduct in credit sale transactions.rer Reallocating the cost of seller
misconduct to creditors gives them incentive to police sellers.re2 Similar
dlmamics in the market for high-cost mortgages led the Congress to en-
act HOEPA.re3

The reasoning supporting both the FTC Holder Rule and HOEPA
can be applied to the broader consumer mortgage market. A number of
the commentators call for abrogation of the holder in due course rule
for home mortgage notes.rea Even Federal Reserve Chairman Bernanke
testified before a congressional committee in 2007 that a clearly delin-
eated and limited expansion of assignee liability "might prove a useful
adjunct" to other methods of addressing the problems in the home mort-
gage market.le5

The primary conclusion that can be drawn from the historical review
of assignee liability is that it is time to reconsider the application of the
holder in due course rule to home mortgage notes. The policy justifica-
tions for negotiable inshuments have changed. The parties to negotiable
instruments have changed. The structure of the home mortgage market
has changed.

These historical changes suggest the need for further analysis ofthe
application of the holder in due course rule to home mortgage notes
through the lens of economic theory and empirical shrdy. In particu-
lar, further analysis is necessary of the economic incentives created by
changes in market function, participants, and structure, as well as evalua-
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tion of the empirical resea

assignee liability on the c

it would be possible to ma

ing the continuing appropriateness ofholder in due course protection for

assignees of home mortgage notes'
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2t4 (2007).

3. See Peterson, Predatory Structured Finance,28 Cardozo L Rev 2185' 2191-

214 (2007).

4. This "legi s the common law and

to the UCC, publiõ al drafts of the UCC'

drafte¡s at théir mee drafters in legal public

of the NewYork Law Revision Commission'

5. See Appendix A for 1990 version of U'C'C' $$ 3-302 and 3-305' The

discussion oftheså sections is based on the lg90 version ofA¡ticle 3 because it is most

widely adopted u"rsion' La*rence, Lawrence's Anderlo-n on the Unifonn Commercial

code Local code variarions 
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west 2007) (1994). All states. except New York

have adopted the 1990 amendmeits to Article 3 ' Lawrence' Lawrence's Anderson on the

Uniform Commercial Code Local Code Variations vii (3d ed' West 2007) (1994\'

6. 9 Corbin et al., Corbin on Contracts $$ 47 1 et seq" 5Ll g::tp.h.Y .l",til\"
ed., rev. ed. Lexis 1993); Famsworth, Farnsworth on Contracts $$ ll'l' ll'8 (Jd €o'
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greater in the handJofan assign-e than it i or' Th gor
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Early History of the Law of Bills and Not

Manuscripts and the Growth of English La

London 1992).
g. Peacockv. Rhodes, 2 Doug. 633, 636,99Bng'Rep' 402'403 (KB'1781)'

10. "The holder ofa bill ofexchange, or promissory note' is not to be considered

in the light ofan assignee ofthe payee. An assignee must take the thing assigne4 subJect
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to all the equity to which the original party was subject. Ifthis rule applied to bills and
promissory notes, it would stop their currency." Peacock v. Rhodes, 2 Doug .633,636,99
Eng. Rep. 402, 403 (K.B. l78 l).

ll. William H. Lawrence, Understanding Negotiable Instruments and Payment
Systems 7 (Lexis 2002) (citation omined):

Throughout all ofthe eighteenth centur¡ England did not have any official paper
currency, and several denominations ofgold and silver coins were in short supply.
Increasing mercantile activities forced merchants to adopt money substitutes.
Consequently, drafts and notes came to be circulated widely through several hands
before ultimately being presented for payment or acceptance. Lord Mansfield
decided trvo major cases that helped assrrre the acceptability of instruments
as money substitutes. His rulings that a holder of a negotiable instrument who
acquires it in good faith and for value takes fiee of the claim of a prior owner of
the instrument state the ñ¡ndamental principle of negotiability.

Eggert, Held Up in Due Course: Codification and the Victory of Form Over
Intent in Negotiable Instrument Law, 35 Creighton L. Rev. 363, 391 (2002) (citation
omitted):

Negotiable bills and notes were critical to the expanding English and American
economies because there was not sufñcient currency in circulation to give
substance to all of the hansactions of those economies. There was no issuance of
paper money that was legal tender until the time of the Civil War, and before then,
the only legal tender currency was specie, or coins made ofprecious metals. It
was the importance of this use as currency that convinced the common law judges
to give bills and notes the various aspects of negotiability so as to maximize their
transferability.

See also Gilmore, Formalism and the Law ofNegotiable Instruments, l3 Creighton
L. Rev. 44f , 44'l-48,452 (1979); Sinclair, Codificarion of Negotiable Instruments Law:
ATale of Reiterated Anachronism, 2l U. Toledo L Rev, 625, 634-35 (1989); Miller and
Harrell, The Law of Modem Payment Systems and Notes 2-3 (2d ed. 1992).

12. William H. Lawrence, Understanding Negotiable Insfuments and Payment
Systems 7 (Lexis 2002).

13. Bills ofExchangeAct, 1882,45 &.46 Vict. C.61, $$ 29,33 (1882). See
Appendix A.

14. Peacock v. Rhodes, 2 Doug. 633, 636, 99 Eng. Rep. 402, 403 (K.8. t 73 I ).
15. Compare U.C.C. $ 3-302 (1990) and Bills of Exchange Act, t882, 45 & 46

Vict. C. 61, g 29 (1882), See Appendix A.
16. Bills ofExchange Act, 1882, 45 &" 46 Vict. C.61, $ 38(2) (t882). See

Appendix A.
17. For discussion ofthe minor role played by negotiability in case law preceding

the adoption of the Uniform Negotiable Inskuments Law, see Rogers, The Myth of
Negotiability, 3 t B.C. L. Rev. 26s (1990).

18. Commercial Code Comments and Notes to Tentative Draft No. l-futicle 3,
7 (American Law Institute 1946), reprinted in 2 Uniform Commercial Code: Drafts 317
(Elizabeth Slusser Kelly ed. 1984). Uniform Negotiable Instruments Law (1896), even
parroted some ofthe language of the Bills ofExchange Act. Compare Bills ofExchange
Act, 1882, 45 &46Yicl C. 61, $ 38(2) (1882). to Uniform Negotiable Insrruments Law
$ 57 (1896).
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lg. commercial code comments and Notes to Tentative Drafr No. l-Article 3,

7 (American Law Institute 1946), reprinted in 2 uniform commercial code: Drafts 3 l7
(Elizabeth Slusser Kelly ed. 1984).

20. Uniform Negotiable Insruments Law $ 52 ( I 896)' See Appendix A'

21. See Uniform Negotiable Instruments Law $ 52 (1896), Bills of Exchange.Act'

t882,45 & 46Yic¡. C. 61,¡ 29 (1882), and U.C.C. $ 3-302 (1990). See Appendix A'

22. Uniform Negotiable Instruments Law $ 57 (1896)' See Appendix A'

23. Schnader, A short History of the Preparation and Enactment of the uniform

Commercial Code,22 U. Miami L. Rev 1,3 (196'7)-

24, Commercial code comments and Notes to Tentative Draft No. l-Article 3,

5 (American Law Instin¡te 1946), reprinted in 2 uniform commercial code: Drafts 315

(Elizabeth Slusser Kelly ed. 1984).

Slusser Kelly & Ann Puckett eds. 1995).

Uniform Commercial Code: Drafts 318 (Elizabeth Slusser Kelly ed' 1984)'

29. Commercial Code C
8 (American Law Institute 194
(Elizabeth Slusser Kelly ed. I
discussion of Commercial Cod
Proc. 96 (1946).

30. The
a head in Pres
s9a Q926). tn
of bonds were
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$ I of the Original Act). Commercial Code Comments and Notes to Tþntative Draft No.
l-Article 3, 8 (Arnerican Law Institute 1946), reprinted in 2 Uniform Commercial Code:
Drafts 3 I 8 (Elizabeth Slusser Kelly ed. 1984). This holding res
HofstanderAct of 1926, 8 N.Y Personal Properry Law gg 260-
which was geared towards dealing separately with investment
Code Comments and Notes to Tentative Draft No. l-Article 3, I (American Law
Institute 1946), reprinted in 2 uniform commercial code: Drafts 318 (Elizabeth slusser
Kelly ed. 1984).

For additional discussion ol the Original Act's inability to properly deal with
investment, seeAigler, Recognition of NewTypes of Negotiable Instruments 24Col.L.
Rev 563 (1924); Beutel, Negotiability by Conhact, 28 lll. L. Rev 205 (1933).

3l . Commercial Code Comments and Notes to Tentative Draft No. l-Article 3,
9 (American Law Instihrte 1946), reprinted in 2 Uniform Commercial Code: Drafts 3lg
(Elizabeth Slusser Kelly ed. 1984).

12. Commercial Code Comments and Notes to Tentative Drafl No. l-A¡ticle 3,
9 (American Law Institute 1946), reprinted in 2 Uniform Commercial Code: Drafts 3l g
(Elizabeth slusser Kelly ed. I 984). The drafters noted that the vast majority ofcases that
arose in which a party unsuccessfi.rlly argued an instrument was negotiable had dealt
exclusively with "old and familiar" instruments rather than new or in¡ovative ones.
The comments cite th¡ee such situations. First, conditional sales contracts containing
provisions stating that "in the hands ofany assignee for value they are to be treated ai
negotiable instruments" have been held not negotiable. See, e.g., Motor Conhact Co. v.
Van DerVolgen, 162 Wash. 449,298 P.705,79 A,L R. 29 (1931); Ame¡ican Nat. Bank
of San Francisco v A.G. Sommerville, Inc., l9l Cal. 364,216 p. 376 (1923); Malas v.
Lounsbury 193 Wis. 531,214 N.W. 332 (1927). Second, neirher custom nor conhact
will make a savings deposit book negotiable. Ornbaun v. First Nat. Bank, 215 Cal. j2,
8P.zd470,81 A,L.R. 1146(1932).Finally,rhesratement,,Thisnoteisnegotiable"will
not make an otherwise nonnegotiable promissory note negotiable. Moore v. Vaughn, 167
Miss. 758, 150 So. 372 (1933). Commercial Code Cornmenrs and Notes to ientative
Draft No. l-A¡ticle 3, 9 (American Law Institute 1946), reprinted in 2 Uniform
Commercial Code: Drafts 318 (Elizabeth Slusser Kelly ed. 1984).

33. Commercial Code, Tentative Drafl No. l-Article 3 $ l, reprinted in 2 U.C.C.
Confidential Drafts 97 (Elizabeth Slusser Kelly & Ann Puckett eds. 1995).

34. 1946 ALI Annual Meeting Proceedings, discussion of Commercial Code,
in lar
dra to
reli ry,
raft rul

35. Commercial Code Comments and Notes to Tentative Draft No. I-Article 3,
I 0 (American Law Institute 1946), reprinted in 2 Uniform Commercial Code: Drafts 320
(Elizabeth Slusser Kelly ed. 1984); UCC Article 3, UC.C. Article 3, Third preliminary
Draft $ I Comment 2 (February, 1946), reprinted in 2 U.C.C. Confidential Drafts 162
(Elizabeth Slusser Kelly & Ann Puckett eds. 1995). For instance, stocks, bonds, and
investment paper were intended to be treated under Article V See 1946 ALI Annual
Meeting Proceedings, discussion of Commercial Code, Tentative Draft No. l-Article
3, printed in 23rd A.L.l. Proc. 96 (1946).

36. 1946 ALI Annual Meeting Proceedings, discussion of Commercial Code,
Tentative Draft No. l-Article 3, printed in 23rd A.L.l. Proc. 98 (1946). The drafters
seemed to share this feeling, stating "There is good reason to limit negotiability, which
cuts off valid defenses to a personal contract, to simple promises or orders without
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complications which are intended by the maker to circulate." comments and Notes to

Draft No. I $ I Commenr I (March, 1946) reprinted in 2 u.c.c. confidential Drafts 407

(Elizabeth Slusser Kelly & Ann Puckett eds. 1995)'

3't. 1946 ALI Annual Meeting Proceedings, discussion of Commercial Code,

Tentative Draft No. l-A¡ticle 3, printed in 23rd A.L.l. Proc.9'7 ( 1946). The exact words

used by Prosser were:

declaring, "This instrument is negotiable."

1946 ALI Annual Meeting Proceedings, discussion of Commercial Code'

Tentative Draft No. l-Article 3, printed in 23rd A.L.I. Proc, 97 (1946)

18. U.C.C. Arricle 3, Third Preliminary Draft $ I Corruiretrt 2 (February; 1946)'

reprinted in 2 u.c.c. confidential Drafis 162 (Elizabeth Slusser Kelly & Ann Puckett

eds. 1995).

19. U.C.C. Article 3, Third Preliminary Draft $ I Comment 2 (February, 1946)'

reprinted in 2 u.c.c. confidential Drafts 162 (Elizabeth Slusser Kelly & Ann Puckett

eaì. tæs¡. ModernArticles 7 and 8 deal with investment instruments and documents of

title, respectively.

40. U.C.C. Article 3, Third Preliminary Draft $ I Comment 2 (February, 1946)'

reprinted in 2 u.c.c. confidential Drafts 162 (Elizabeth slusser Kelly & Ann Pucken

eds.1995).

41. U.C.C. Article 3, Third Preliminary Draft $ I Comment 2 (February' 194ó)'

reprinted in 2 u.c.c. confidential D¡afts 162-6J (Elizabe¡h Slusser Kelly & Ann Puckett

eds.1995).

42. U.C.C. Article 3, Third Preliminary Draft $ I Comment 2 (February 1946)'

reprinted in 2 U.C.C. Confidential Drafrs 162-63 (Elizabeth Slusser Kelly & Ann Puckett

eds. 1995). The conurent reads, in part:

U.C.C. Article 3, Third Preliminary Draft $ I Comment 2 (February 1946)'

reprinted in 2 u.c.c. conñdenrial Drafts 162-63 (Elizabeth slusser Kelly & Ann Puckett

eds.1995).

43. Commercial code comments and Notes to Tentative Draft No. l-Article 3,

7 (American Law Instirute 1946), reprinted in 2 uniform commercial code: Drafts 317

(Elizabeth Slusser Kelly ed. 1984).

44. Commercial code comments and Notes to Tenrative Draft No. l-Article 3,

7 (American Law Institute 1946), reprinted in 2 uniform commercial code: Drafts 3 I 7

(Elizabeth Slusser Kelly ed. 1984).
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45. Compare Uniform Negotiable'Inshuments Law $ I (1896), to Commercial
Code Comments and Notes to Tentative Draft No. l-Article 3, $ l (American Law
Institute 1946). See Appendix A.

46. Commercial Code Comments and Notes to Tentative Draft No. l-Article 3,
l2-13 1¡¡"¡"un Law Instihrte 1946), reprinted in 2 Uniform Commercial Code: Drafts
322-21 (Elizabeth Slusser Kelly ed. 1984) (explaining the intent behind adding the words
"and no other promise, order, obligation or power").

47. For instance, the first question was whether the new negotiability requirements
affected the negotiability ofa collateral note. See 1946 ALI Annual Meeting Proceedings,
discussion of Comme¡cial Code, Tentative Drafì No. l-Article 3, printed in 23rd A.L.I.
Proc. 100 (1946).

48. Beutel vocalized that the narrowing of negotiability would create a lot of
commercial opposition to the Act. See 1946 ALI A¡rnual Meeting Proceedings,
discussion of Commercial Code, Tentative Draft No. l-Article 3, printed in 23rd
A.L.L Proc. 104 (1946).

49. Prosser responded to such criticisms saying, "It is our contention that if an
instrument promises to pay one hundred dollars and also deliver a horse, that it is not
a negotiable ínstrument." See 1946 ALI Annual Meeting Proceedings, discussion of
Commercial Code, Tentative Draft No. l-A¡ticle 3, printed in 23rd A.L.l. Proc. ll3
(1946). See also U.C.C. A¡ticle 3, Third Preliminary Draft g I Comment I (February
1946), reprinted in 2 U.C.C. Confidential Drafts l6l-62 (Elizabeth Slusser Kelly & Ann
Puckett eds. 1995) (discussing the importance ofthe requirements ofnegotiability).

50. 1946 N-l Annual Meeting Proceedings, discussion of Commercial Code,
lbnt¿tive Draft No. l-A¡ticle 3, printed in 23rd A.L.I. Proc. 98-99 (1946). Comments
fiom the members present at the 1946 ALI conference were that notes that were multiple
pages long were too long. 1946 All Annual Meeting Proceedings, discussion of
Commercial Code, Tenlative Draft No. l-Article 3, printed in 23rd A.L.l. Proc. 260
(te46).

51. U.C.C. Article 3, Third Preliminary Draft $ I Comment 2 (February, 1946),
reprinted in 2 U.C.C. Confidential Drafls 162 (Elizabeth Slusser Kelly & Ann Puckett
eds.1995).

52. Prosser was repeatedly questioned regarding which instruments were
considered negotiable. Some opponents ofthe narrow A¡ticle 3 said it u,as a change in
established comrnon law. Prosser responded:

Certainly the intent is to cover all [negotiable instruments]. I think we have.

The result is, I believe, to limit negotiability to bills, checks, promissory notes,
and certificates of deposit. If there is anything else that meets the requirements, I am
perfectly willing to have it negotiable. We believe those to be the only instruments to
meet the requirements.

See 1946 ALI A¡rnual Meeting Proceedings, discussion of Commercial Code,
Tentative Draft No. l-A¡ticle 3, printed in 23rd A.L.I. Proc. 104 (1946). See also
U.C.C. A¡ticle 3, Third Preliminary Draft g I Comment I (February, 1946), reprinted in
2 U.C.C. Confidential Drafls l6l (Elizabeth Slusser Kelly & Ann Puckett eds. 1995).

53. Commercial Code GroupNo. l, Comments and Notes to Council & Commercial
Law Acts Section, Drafl No. l-Anicle lll-{ommercial Paper Sections, 3 (March
1946), reprinted in 2 U.C.C. Confidential Drafts 407 (Elizabeth Slusser Kelly & Ann
Puckett eds. I 995) CAll the requirements of negotiability have good reason behind them;
and when they are departed from it is an indication ofadvantage t¿ken ofthe debtor").

54. See 1946 ALI Annual Meeting Proceedings, discussion of Commercial Code,
Tenlative Draft No. l-Article 3, printed in 23rd A.L.l. Proc.251 (1946).
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55. See Commercial Code Group No. l, Comments and Notes to Council &
Commercial Law Acts Section, Draft N'o. l-A¡ticle Ill-Commercial Paper Sections

$ I Cornment I (March 1946),reprinted in 2 u.c.c, conñdential Drafts 40 (Elizabeth

Slusser Kelly &Ann Puckett eds. 1995).

56, 1946 ALI Annual Meeting Proceedings, discussion of Commercial Code,

Tentative Draft No. l-Article 3, printed in 23rd A.L.I. Proc' 257 (1946)'

5T.1946ALlArurualMeetingProceedings,discussionofCommercialCode,
Tentative Draft No. l-Article 3, printed in 23rd A.L.I' Proc' 254-55 (1946)'

Puckett eds. 1995).

any revlew.

61, 1946 ALI Annual Meeting Proceedings, discussion of Commercial Code,

Tenrative Draft No. l-Article 3, pLiãted in 23rd A.L.l. Proc. 254-55 (1946). Professor

Llewellyn stated:

Seealsol946ALlAnnualMeetingProceedings,discussionofConrmercial
Code, Tentative Draft No. l-Article 3, printed in 23rd A'L'I' Proc' 98-99 (1946)'

Prosser described the notes he considered lengthy, stating:

[T]he thing we are trying to exclude here is the.promissory note which is

,o-.lutte."ã up with ãdditional obligations, promises, undertakings' powers'
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authorizations to do this, that, and the otheç waivers of this, that or the other,
that when it is submitted to counsel for a bank, and counsel for a bank is asked
to determine whether it is negotiable or not, he cannot tell. Specifically, the type
olthing we are aiming at you will frnd in this pamphlet entitled, "Comments and
Notes," the larger one of the two before us today, at page 53, where you will find
forupwards of a page and a half, something drawn in the form of a promissory
note which I would like very much to have you all read.

In light of modern practices, it is interesting that the d¡afters considered a

promissory note a page and a halfto be inordinately long.

62, 1946 ALI Annual Meeting Proceedings, discussion of Commercial Code,
Tentative Draft No. l-A¡ticle 3, printed in 23rd A.L.l. Proc. 98-99 (1946). See also
1946 ALI Annual Meeting Proceedings, discussion of Commercial Code, Tentative Draft
No. l-Article 3, printed in 23rd A.L.l. Proc.254 (1946).

63. See 1946 ALI A¡nual Meeting Proceedings, discussion of Commercial Code,
Tentative Draft No. l-Article 3, printed in 23rd A.L.l. Proc. 251-61 (1946). (discussing
the reasons lor cleaning up negotiable instruments). Prosser discussed the hesitation
of Federal Reserve Banks to discount many notes that were currently being treated as

negotiable by other banks:

At the present time there is very little rediscounting of notes going on in the
Federal Reserve System, and none is anticipated in the inrmediate furure although
they say that they never can tell. The attirude ofthe Federal Reserve Board is that
they would look with very great sympathy upon any attempt to clean up the paper
and simplifo it, but they do not feel that they are in any position to take any active
measures of their own at the present time because they have very little of this
paper before them.

1946 ALI Annual Meeting Proceedings, discussion of Commercial Code,
Tentative Draft No. l-Article 3, printed in 23rd A L.l. Proc. 257-58 (1946).

64. 1946 ALI Annual Meeting Proceedings, discussion of Commercial Code,
Tentative Draft No. I 

-Article 
3, printed in 23rd A.L.l. Proc.260 (1946).

65. 1946 ALI Annual Meeting Ploceedings, discussion of Commercial Code,
Tentative Draft No. l-Article 3, prinred in 23rd A.L L Proc. 260 (1946). Mr. Beutelb
corrunents demons¡rate this concern :

This business of cleaning up instruments involves all sorts ol things. Mr
Llewellyn is modest when he says they are "that long." I have seen them pages

long, purporting to be negotiable, and many ofthetn are. In real estate, in selling
and mortgaging houses, they do the same trick.

Therefore, if we "clean up," as we say, this banking and commercial paper, we
ought to have a provision some place else in our Commercial Code to very
carefully cover the rransferabiliry of these ¡nstruments, because they deal with
them in the marketjust like they deal with checks and drafts. Just try to mortgage
a house and get a non-negotiable mortgage note, and see the row you have.

1946 ALI Annual Meeting Proceedings, discussion of Commercial Code,
Tentative Draft No. l-Article 3, printed in 23rd A.L l. Proc. 260-61 (1946)
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66. Proceedings, Code,
Tentative d in 23rd A.L. sponse
to an AL ll the instrum oliable
under the

Concurring wit them, the Code
plans a Chatrel bulk of this will
be handled. We n our protracted
negotiations wi until t-he chattel
security chapter has ñnished being drafted.

1946 ALI Annual iscussion of Commercial Code,
Tentative DraftNo. l-Articl proc.264(1946).Thisreference
was to then-titled futicle VII, red as Article 9 today.

67. l3 Pa Cons. Stat. gg I l0l ro 9507 (1953) (effective July l, 1954).
68 Schnadeç A Short History ofthe Preparation and Enactment ofthe Uniform

Commercial Code,22 U. Miami L. Rev l, 8 (196?).
69. In I 954 the New York Law Review commission published trânscripts of the

hearings and related memoranda and correspondence. see N.y. Law Revielv 
-comm'n,

state o[ New York Law commission Report: Hearings on the uniform commercial
Code (l 954).

70. N.Y. Law Review Comm'n, State of New york Law Commission Report:
Study olthe Uniform Commercial Code (1955).

ission Report:
6) (concluding
and cannot be

72. Epstein, Introduction to N.Y. Law Review Comm'n, State o[New york Law
Commission Report: Hearings on the Uniform Commercial Code (reprint ed. l9g0).

73. U.C.C. 1952 Text antl Comments Edition g 3-302( I Xb) ( 1952), reprinted in I 6
Uniform Commercial Code: Drafìs 325 (Elizabeth Slusser Kelly ed. l9g4).-

Re 
ission Report:
956). See also

Eg Over Intent in
Ne

75. This was eventual but not fully
objective standard" in the I ld Up in Dui
Course: Codification and the strument Law,
35 Creighton L. Rev 363,53

76. A. Alport & Son, Inc. v Hotel Evans, Inc., 65 Misc. 2d 374,311- N.y.S.2d
937, 8 U.C.C. Rep Serv. 1040 (Sup 1970); Pre-1990 revisions to Article 3 of the U.C.C.
$ 3-106, Comment l. The comment also stated that other instruments could be made
negotiable by other statutes orjudicial decision, granting courts some discretion in how
they interpreted variable interest rates.

77. See, e.g., Farmers Production Credit Ass'n v. Arena, 145 Vt.20,4gl A.2d
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nonnegotiable); Taylor v. Roeder, 234 Va. 99, 360 S.E.2d 191, 4 U.C C. Rep. Serv 2d

652, 69 A.L.R. th I I I ? ( 1987) (denying holder in due course slatus to the holder of a

note because the note's variable interest rate prevented it from being negotiable); Centerre

Bank of Branson v Campbell, 744 S.W.2d 490, 5 U.C.C. Rep. Serv. 2d 1403 (Mo. Ct.

App. S.D. 1988) (denying holder in due course status to the holder ofa note because the

note's variable interest rate prevented it from being negotiable); National union Fire Ins.

Co of Pittsburgh, Pa. v. Tegtmeieç 673 F. Supp. 1269 (S.D. N.Y 198?).

78. First City Federal Sav Bank v. Bhogaonker, 715 F. Supp. l2l6' l0 U C.C. Rep

Serv.2d873(S.D.N.Y 1989); KlehmvGrecianChalet,Ltd., 164 Ill.App.3d6l0' ll5
Ill.Dec.ó62,518N.E.2d187(lstDisr. 1987); Universal C.I.Î CreditCorp.v. Ingel,347
Mass. l19, l96N.E.2d 847,3U.C.C. Rep. Serv.303 (1964).

79 American Law Institute, Progress Report 5 (Apr.20, 1988) states: "This
redraft rejects recent decisions holding variable rate notes nonnegotiable on the ground

that there was no sum certain." See also t988 Annual ALI Conference Proceedings, 65

ALI Proc.435 (1988), which states:

We want to make the substance ofArticle 3 much more relevant lo the way in which

br¡siness is done today... Our redraft is, I think, very much in the mainsrream

olAnglo-American commercial law but it does make some major substantive

changes. For a very few minules, let me just n¡en¡ion some of the points that are

made in the redraft.

The traditional formal requirements for negotiabiliry have been largely retained
although there is some flexibility One of the principal matters before the

committee right now is how much more flexibility there should be. We, of cotlrse,

reject the recent holdings that variable interest rate notes are nonnegotiable' ârld

we hope we have solved that particular problem.

80 1946 ALI Annual Meeting Proceedings, discussion of Com¡nercial Code,

Tentative Drafl No. l-Article 3, printed in 23rd A.L.I. Proc. 98, 254 (1946)'

81. For example, John M. Slanten asked whether independent promises in

noles prevent lhem from being negotiable, stating: "So there is no purpose to rransfer

the independent promise, but only the promise to pay. The power of the negotiable

instrument is taken away because it contains something else about a different ¡na¡ter?"

1946 ALI Annual Meeting Proceedings, discussion of Commercial Code, Tentative Draft
No. l-Article 3, printed in 23rd A.L.l. Proc. ll4 (1946) (Prosser responded that if
both promises were delivered at the same time in the paper, the power of a negotiable

instrument was lost).

Fredrick Beutel commen¡ed on whether he believed Article 3 was intended for

the protection of borrowers, stating: "The sections requiring negotiability certainly are

Iintended for the advantage of the obligor], because they protect the obligor from having

his defenses cut off, and ifthose are not for the benefit and protection ofthe obligor, I

don't know of anlhing in this act that is." See 1946 ALI Annual Meeting Proceedings,

discussionofCommercial Code,TentativeDraftNo. l-Article3,printedin23rdALI.
Proc. I l7 (1946).

Finally, Commercial Code Comments and Notes toTentative Drafl No. l-A¡ticle
3, $ I Comment I (American Law Institute 1946), reprinted in 2 Uniform Commercial

Code:Drafts321(ElizabethSlusserKellyed 1984)slates:"Thereisgoodreasontolitnir
negotiability, which cuts offvalid defenses to a personal conrract, to simple promises or

orders without complicatìons which are intended by the maker to circulate "
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82. 1946 ALI Annual Meeting Proceedings, discussion of Commercial Code,
Tentative Draft No. l-Article 3, printed in 23rd A.L.l. Proc. 254,262 (1946).

83. Commercial Code Comments and Notes to Tentative Draft No. l-Article 3,
$ I Comment I (American Law Institute 1946), reprinted in 2 Uniform Commercial
Code: Drafts 32 I (Elizabeth Slusser Kelly ed. 1984).

84. Gilmore, Fonnalism and the Law of Negotiable Instruments, l3 Creighton L.
Rev.44l, 461 (1979).

85. Gilmore, Formalism and the Law of Negotiable Instruments, l3 Creighton L.
Rev. 441, 460-61 (1979).

86. Commercial Code Comments and Notes to Tentative Draft No. l-Article 3,
147 (American Law Institute 1946), reprinted in 2 Uniform Commercial Code: Drafts
457 (Elizabeth Slusser Kelly ed. 1984).

87. Gilmore, Fonnalism and the Law of Negotiable Instruments, l3 Creighton
L Rev. 441, 448 (1979). See also Rubin, Leaming From Lord Mansfield: Toward A
Transferability Law For Modern Commercial Practice, 3 I ldaho L. Rev. 775, 'l7S (1995)
("[]t would appear that no lawmaker has thought creatively about negotiable instruments
since Mansfield's efforts in the middle of the eighteenth century").

88. U.C.C. $ 3-103(b) (1990) (stating "instrument" is defined in g 3-104). U.C.C.
$ 3- I 04(b) ( I 990) (stating "instrument" means "negotiable instrument").

89. U.c.c. $ 3-lOa(a) (1990).

90. U.C.C. $ l-201(5)(1990)defines"beared'tomean theperson inpossessionofan
instrument, document oftitle, or certificated security payable to bearer or indorsed in blank.
A bearer ¡nstrurnent is payable to anyone who holds it because there is no named payee.

9r. u.c.c. $ t-201(20)(1990).
92. Notes are available at http://wwwfieddiemac.com/u¡riforr¡,/unifnotes.html (last

visited Oct. 2008) and http://www.efanniemae.com (last v¡sited Oct. 2008). The notes read
"FOR VALUE RECEIVED the undersigned ("Borrowei') promíses to pay to the order of

93. See U.C.C. $ 3-201 ( 1990) (defining negotiation as the transfer of an instrument
to a person who beco¡nes the instrument's holder). Subsection (b) states that except for
negotiation by a remitter, ifan instrument is payable to an identified person, negotiation
requires transfer ofpossession ofthe instrument and its indorsement by the holder. See
also In re Gavin, 3 19 B.R. 27,31-32,5J Collier Bank Cas. 2d (MB) 836, 55 U.C.C. Rep.
Serv. 2d 64 I (B.A.P. I st Cir. 2004) (holding that Article 3 provides that where a negotiable
instrument is payable to an identified person, hansfer of ownership of the instrument
requires indorsement by the holde¡ and transfer ofpossession ofthe instrument).

94. See SMS Financial, Ltd. Liability Co. v. ABCO Homes, Inc., 167 F3d235,
42 Fed. R. Se¡v. 3d 1214,37 U.C.C. Rep. Serv 2d 1200 (5th Cir. 1999) (holding that if a
holder other than the maker indorses and transfers possession ofa note either voluntarily
or involuntaril¡ it has negotiated the note to the hansferee, and made the transferee the
note's holder); In re McMullen Oil Co., 251 B.R. 558, 36 Bankr. Ct Dec. (CRR) 109,42
U.C.C. Rep. Serv. 2d 507 (Bankr. C.D. Cal. 2000) (denying a bank holder in due course
status because the checks at issue in the lawsuit were not negotiated to the bank; thus it
was not a holder); Crossland Sav. Bank FSB v. Constant, 737 S.W.2d 19, 4 U.C.C. Rep.
Serv. 2d 1479 (Tex. App. Corpus Christi I 987) (holding a valid negotiation ¡s necessary
to make a hansferee a holder).

95. See, e.g , Crossland Sav Bank FSB v Constant, 737 S.W.2d 19, 4 U.C.C. Rep.
Setv. 2d 1479 (Tex. App. Corpus Christi I 987).

96. In re Governor's Islan( 39 8.R.417,39 U.C.C. Rep. Serv 518 (Bankr. E.D.
N.C. I 984) (holding mere assignment of a note without indorsement by the note's previous
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owner prevents the note's curÍent owner fiom being a holder of the note Without status

as a holder, the cr¡rrent owner cannot be a holder in due course).

97. See Adams v Madison Realry & Development, Inc., 853 F.zd l6f ,6 UC.C.
Rep. Serv. 2d732(3d Cir. 1988) (holding a note has not been indorsed if indorsements

are on separate sheets ofpaper not physically attached to the note). See also Crossland,

737 S.W.2d l9 (holding indorsements stapled to a bundle of documents that includes the

note are not considered indorsements of the note).

98. Pribus v. Bush, lt8 Cal. App.3d 1003, l7J Cal. Rptr.747,3l U.C.C. Rep.

Serv. 599 (4th Dist. I 981) (holding that allonge may only be used to indorse a note when

there is no space on the note itselfl.

99. The language ofU.C.C. $ 3-302(c) reads:

Except to the extent a transferor or predecessor in interest has rights as a holder

in due course, a person does not acquire rights of a holder in dtte course of an

instrument taken (i) by legal process or purchase in an execution, bankruprcy, or

creditor's sale or similar proceeding, (ii) by purchase as part ofa bulk transaction

not in ordinary course of business of the transferor, or (iii) as the successor in

interest ¡o an estate or oìher organizatio

100. Purchases rnade outside the ordinary course of business rnight include

bankuptcy purchases or single purchases ofan entire portfolio ofloans.

l0 [. For example, by paying offthe note

102. Even an obligor whose debt has been discharged and recorded as discharged is

not necessarily safe from a holder in due course. U.C.C. $ 3-302(b) (1990) (stâting that

public filing or recording ofa document does not ofitselfconstitute nolice ofa defense,

claim in recoupment, or claim to the instrument).

103. The holder would retain holder in dt¡e course status and be able to demand
payment of the amount of the instrument no¡ yet discharged accolding to the terms of the

tnstrument.

104. U.C.C. $$ 3-305(b) and 3-305(aX2) (1990).

105. As long as the claim arose out of the transaclion in which the ins¡rument was

created U.C.C. $$ 3-305(b) and 3-305(aXl) (1990).

106. u.c.c. $ 3-306 (1990).

107. U.c.c. $ 3-305(aXlXi) (1990).

108. U.C.C. $ 3-305 Comment I (1990).

109. U.C.C. $ 3-305 Comment I (1990).

I10. U,C.c. $ 3-305(aXlXii) (1990).

lll. U.C.C. $ 3-305 Comment I (1990) (giving the following examples: "men¡al

incompetence, guardianship, ultra vires acts, lack ofcorporate capacity to do business,

or any other incapacity apart from infancy").

l12. U.C.C. $ 3-305 Comment I (1990) (stating that the applicability of these

defenses will vary from jurisdiction to jurisdiction). For instance, illegality of the

transaction most commonly arises "as a mafter of gambling or usury, but may arise under

a variety of statutes." U.C.C. $ 3-305 Comment I (1990),

I13. U.C.C. $ 3-305 Comment I (1990).

ll4. U.C,C. $ 3-305(a)(l)(iii) (1990). This is often called "¡eal fratrd" "essential
fraud," or "fraud in factum."
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_ l15. U.C.C. $ 3-305 Commenr I (1990) (,,The common illusrration [of rhis type of
fraudJ is that of the maker who is hicked into signing a note in the belief tirat it is áireþ
a receipt or some other document").

. l16. U.C.C. $ 3-305 Comment I (1990). This is an inreresting jusrification
because intent to create a negotiable instrument is neither required to c.eãtå negotiable
instruments, nor is it sufficient to make a nonnegotiable inshument negotiable.

as a real
signing.
by Profe
Professo

The maker intended to sign a paper which wourd impose no drrt¡r on him whatever,
such as a receipt.

He intends to sign one imposing a duty other than to pay money.

He intends to sign a conhact to pay money, but not an inshument.

He intends to sign a nonnegotiable instrument but not a negotiable one.

He intends to sign a negotiable instrument with different terms.

U.C.C. Article 3, Third Preliminary Draft gg 4g Comment to subsec. (c)

fl*--"ry, l9-46)' reprinted in 2 u.c.c. conhdentiar öiafts r53-54 (Erizabeth slusser
Kelly & Ann Puckett eds. 1 995).

I 18.

Act requ ;1i"ff;ï:1itïlË:lcomplia opportunity" to learn the
note's ch

tt9. U.C.c. $ 3-30s(a)(l)(iv) (1990).
I 20. u.c.c' ç l -201(22) (1990) ("any assignment for rhe benefir ofcreditors or other

proceedings intended to liquidate or rehabilitate the estate ofthe person involved").
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12l. U.C.C. $ 3-305 Comment I (1990).

t22. U.C.C. $ 3-203(b) (r990).

123. U.C.C. $ 3-203(b) (r990).

124. IJ.C.C. $ 3-203(b) (1990); Piper v. Goodwin,20F.3d2l6,23 U.C.C. Rep. Serv.

2d 466, 1994FEDApp. 0098P (6thCir. 1994); Crossland, 737 S W.2d 19.

125. OneValley Bank ofOak Hill, Inc. v. Bolen, I 88 W. Va. 687, 689,425 S.E.2d 829

(1992). See also Jones v Approved Bancredit Corp,256 A,zd739,743,6 U.C.C. Rep.

Serv. l00l (Del. 1969) ("The divergent line ofcases, reflecting an underlying conflict
in policy considerations, accords determinative importance to the ¡naintenance ofa free

flow ofcredit. These cases protect the ñnance company liom purchaser defenses on the

ground that this is an overriding consideration in order to assure easy negotiability of
commercial paper and the resultant availabiliry ofthe rapid financing methods required
by our present-day economy").

126. William H Lawrence, Understanding Negotiable Instruments and Payment

Systems l6 (Lexis 2002).

127, HeaÁng to Evaluate Governorh Program Bill 44 before S. Standing
Comm. on Banks,2008 Leg.,232nd Sess., at ll, t7 (N.Y. May 12,2008), (prepared

testimony of Paul J. Richnran, vice president of state governmenl affairs, Mortgage
Bankers Association) available at http://www.mortgagebankers.orgllìlesiNews/
InternalResource/62541 MBATestimonyNYSenateMayl2.2008.pdf (last visited Oct.
2008), This bill was evenrually passed by the State of New York. Portions of the Act
take effect between September 2008 and July 2010. See S.B. S08143-4, 2008 Leg.,

232nd Sess. (N.Y. 2008). See also Position Paper ofthe American Securitization Forum,
Assignee Liability in the Secondary Mortgage Market, at 3 (June 2007) available at
httn //www amerie ansee ¡¡¡irizatinn com/rrnloadedFiles/Assisneeo/").OlilhilitvV"20
Final%20Version 0ó0507.pdf (last visited Oct. 2008). The paper states, in part:

[T]he calls for expanded assignee liability-that the secondary subprime
mortgage market aids and abets predatory practices by primary lenders and

brokers-is substantially overblown. In addition to being largely unnecessary, any

federal legislation that would expose secondary market participânts to assignee

liabiliry that is very high or unquântiñable would have severe repercussions. Il
would likely cause a contraction and deleterious repricing of mortgage credít,
thus harming both prospective subprime borrowers and current borrowers seeking
to refinance their existing loans on more favorable terms----€specially those

borrowers with impending rate inc¡eases on their adjustable rate mortgage loans.
And this contraction and repricing would occur at precisely the time when the

provision of further liquidiry, spurred by the willingness of investors to expose

themselves to additional risk, is essential to ensuring lhe financial health ofthe
housing market."

I 28. Westem State Bank of South Bend v. First Union Bank & Trust Co. of Winamac,
l'12 lnd. App.32l, 326-2'ì,J60 N.E.2d 254,258,21 U.C.C. Rep. Serv. 159 (1977)
("The purpose ofconferring HDC status is to encourage and facilitate the circulation
of commercial paper. 'It is sometimes said that the holder in due course doctrine is like
oil in the wheels of commerce and that those wheels would grind ro a quick halt without
such lub¡ication."') (citations omined). But see Rosenthal, Negotiabiliry-Who Needs
It?,71 Colum. L. Rev.375,401 (19?l) (concluding "toda¡ negotiability, and specifically
the protections of holders in due course, are not necessary or even helpful in fostering
the flow of commerce").
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129. White and Summers, I Uniform Commercial Code 693 (3d ed. 1988) ("rhe
holder-in-due-course doctrine... facilitated the flow ofcapital fiom large lenders to the
seller to an individual consumer").

130. Maggs, The Holder in Due Course Doct¡ine as a Default Rule, 32 Ga. L. Rev.
783, 793 ( I 998) ("Second and perhapsjust as important, the holder is assu¡ed that should
he acquire HDC status he will not incur high hansaction costs in the form of protracted
litigation when seeking to enforce the contract").

13l. Rogers, The Myth of Negotiabiliry,3l B.C. L, Rev. 265, 272,289-90 (1990)
(explaining how negotiable instruments became money substitutes instead of means of
transferring fi.rnds). But see Mannr Searching for Negotiability in Payment and Credit
Systems, 44 UCLA L Rev. 951, 969 (1997) ("Thus, the home-mortgage market has
replaced negotiability with more developed liquidity systems-principally devices for
pooling and securitizing the underlying notes-that make the home-mortgage note
highly liquid").

132. Naimon, Thiesson, and Beal, Assignee Liability in Residential Mortgage
Transactions, l9 Rev. ofBanking & Fin. Services 89 (Mar.2003) ("The arguments for
the continued existence ofthe rule remain what they have been lor cenh.rries: it produces
commercial certainty; enhances lender liquidity; and makes access to capital easier by
lowering barriers to entry into the lending market, allowing quantification of risk, and
generating competition").

133. Lawrence and Minan, The Effect of Abrogating the Holder-in-Due-Course
Doctrine on the Commercialization of Innovative Consumer Products, 64 B.U. L. Rev
325 (1984) (arguing abrogation of the holder in due course rule discourages product
innovation because of increased financing costs associated with assignee assessment of
the integrity, finances, and product quality of sellers of innovative consumer goods).
See also Hearing to Evaluate Governor's Program Bill 44 before S. Standing Comm. on
Banks, 2008 Leg.,232nd Sess., at l7 (N.Y. May 12,2008), (prepared testimony oFPaul
J Richrnan, vice president of state government affairs, Mortgage Bankers Association)
available at http://wwwmortgagebankers.orgifiles/l.lews/lnternalResource/6254 I
MBAlestimonyNYSenateMayl2.200S.pdf (last vis¡ted Oct. 2008) ("MBA wants to
underscore the importance of innovation in making credit opportunities available to
consumeß. MBA believes that borrower choice lowers costs and should be protected.
The irnposition ofoverreaching standards risks undermining our hard won ga¡ns in the
areas of homeownership and reaching undeserved borrowers").

134. Mutual Finance Co. v. Martin,63 So.2d 649,653,44 A.L.R.2d I (Fla. 1953).
See also Unico v. Owen,50 N.J. l0l, 232 A.zd 405,410,4 U.C.C. Rep. Serv. 542
(1967) ("the financer-creditor is better able to absorb the impact ofa single imprudent
or unfair exchange").

I 35. Cornmercial Credit Co. v Childs, I 99 Ark. 1073, 137 S.W.2d 260, 128 A.L.R.
't26 (t940).

I 36. Morgan v. Reasor Corp., 69 Cal. 2d 88 I , 73 Cal. Rptr. 398, 447 P.2d 638, 646
( 1968) (citation omitted).

137. Morgan, 447 P.2da¡647 n.l9 (citation om¡rred).

138. Geiger Finance Co. v. Graham, ,I23 Ga. App. 771,773,182 S.E.2d 521,523,
9 U.C.C. Rep. Serv. 598 (1971) (additions in original) (citation omitted).

139. Ceigeç I82 S.E.2d at 524-25 (citation omitted).

I 40. Preservation ofConsumers' Claims and Defenses, 40 Fed. Reg. 53,506, 53,508
(Nov. I 8, 1975). For a recent Iist ofstate laws prohibiting negotiable instruments and/or
waiver ofdefense clauses in various consumer credit sale transactions, see Pridgen ând
Alderman, Consumer Credit and the Law (2008-2009 Rev. Ed.), at App. l4A.
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14l. Preservation of Consumers'Claims and Defenses, 40 Fed Reg 53,506 (Nov
I 8, 1975) (codified in I 6 C.FR. $ 433. I et seq. (2008)). In particular, the FTC said that the

holder in due course rule "enables a merchant who engages in disreputable and unethical

sales practices to establish and mainlain a source ofpayment which assures him a place in

the market, norwithstanding continuing breaches ofcontract and warranty" P¡:eservation

ofConsumers'Claims and Defenses,40 Fed. Reg. 53,506, 53,509 (Nov. 18, 1975).

142. Notes and mortgages in forms other than retail install¡nenl contracts were used

commonly as well.

141. When passing the final FTC Holder Rule, the FTC stated in its ñndings that "[t]
he record contains over fourteen thousand indications offoreclosures ofasserled claims

and defenses in credit sale transact¡ons. There are over one hundred cases represented

by consumer histories provided spontaneously for this proceeding-both in written
submissions and oral testimony at public hearings." Preservation of Consumers' Claims

and Defenses, 40 Fed. Reg. 53,506, 53,5 I 0 (Nov. I 8, I 975)

144. Preservation of Consumers'Claims and Delenses, 40 Fed. Reg 53,522 (Nov

r8,1975).

145. Preservation ofConsumers'Claims and Defenses,40 Fed Reg. 53,522 (Nov.

18,1975).

146. Preservation of Consumers'Claims and Defenses, 40 Fed. Reg. 5-1,523 (Nov

l 8, l 975).

147. Preservation ofConsumers'Clairns and Defenses,40 Fed Reg. 53,509 (Nov.

18,1975).

148. PreservationofConsumers'ClaimsandDefènses,40Fed Reg.53,507,53'509
(Nov.18,1975).

t49. Hershey, Jr., Washington & Business: The Shifting Onus of Consumer Credit,

N.Y. Times, Oct. 7, 1916, a¡ 84.

150. White and Summers, Unilorm Commercial Code 503 (4th ed. 1995). See

also Rubin, Learning From Lord Mansfield: Toward A Transferability Law For Moderu
Commercial Practice,3l Idaho L. Rev.775,789 (1995) ("Whar is striking is that the

financial community has not been particularly perturbed by the FTC Rule").

l5l. Termination ofReview, 57 Fed. Reg. 28,814 (June 29,1992) (concluding that

'After carefully considering the comments, the Commission believes that they do not

present a sufficient basis to conclude that the Holder Rt¡le has had a significant impact

on a substantial number of small entities").

152. I 5 U.S.C.A. $ l60l (a) (2007). The section reads:

The Congress finds that economic stabilization would be enhanced and the

compet¡tion among the various financial institutions and other firms engaged in

the éxtension olconsumer credit would be strengthened by the informed use of
credit. The informed use of credit results from an awareness of the cost thereof by

consumers. It is the purpose ofthis subchapter to assure a meaningful disclosure of
credit terms so that the consumer will be able to compare more readily the variorts

credit terms available to him and avoid the uninformed use ofcredit, and to protect

the consumer against inaccu¡ate and unfair credit billing and credit practices.

153. Department of Housing and Urban Development & Federal Reserve Board,
joint report to congress, Truth in Lending Act and the Real Estate Procedures Act 7

(Federal Reserve Board 1998).

154. The ñnance charge is essentially the total cost ofcredit in dollars, including
interest payments, points, origination fees, private mortgage insurance, etc Items
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excluded from the finance charge are fees for credit reports, appraisals, inspection, flood
certifications, document preparation, title searches, title insurance, notary feés, recording
fees and taxes).

I 55. The APR is the lump-sum ñnance charge expressed as an interest rate paid per
year over the life of the loan.

156. For instance, interest could be calculated via simple interest, add-on, or discount,

157. Department of Housing and Urban Development & Federal Reserve Board,
joint report to congress, Truth in Lending Act and the Real Estate Procedures Act I
(Federal Reserve Board 1998).

158. Department of Housing and Urban Development & Federal Reserve Board,
joint report to congress, Truth in Lending Act and the Real Estate Procedures Act l2
(Federal Reserve Board 1998) ("The cost ofcredit from all creditors should be stated
comprehensively and uniformly to promote comparison shopping and competition").
See also Department ofHousing and Urban Development & Federal Reserve Board,joint
report to congress, Truth in Lending Act and the Real Estate Procedures Act J0 (Federal
Reserve Board 1998) ("[Encouraging] guaranteed Ioan prices would have other benefits.
It could result in a simpler and more effective disclosure scheme that would facilitate
shopping and enhance competition"); Department of Housing and Urban Development
& Federal Reserve Boar( joint report to congress, Truth in Lending Act and the Real
Estate Procedures Act IV (Federal Reserve Board 1998) (discussing the Real Estate
Settlement and Procedures Act: "The Board and HIJD recommend that creditors be
required to give consumers more reliable closing cost information to promote shopping
and competition") (emphasis in original).

159. See l5 U.S.C.A. g l60l(a) (2007), supra note 152 and accompanying text.

160. For example, a loan with no TILA disclosure staternent or a TILA disclosure
statement without an APR, Finance Charge, Amount Financed, Total Payments, a
Payment Schedule, or Notice to Cancel would be a violation apparent on the face of the
document. Improper calculation ofTotal Payments and Payment Schedule would also be
apparent on the face ofthe document.

l6l. Department ofHousing and Urban Development & Federal Reserve Board,
joint report to congress, Truth in Lending Act and the Real Estate Procedures Act 5t
(Federal Rese¡ve Board 1998).

162. Department of Housing and Urban Development & Federal Reserve Board,
joint report to congress, Truth in Lending Act and the Real Estate Procedures Act 5l-
57 (Federal Reserve Board 1998); Department ofHousing and Urban Development and
Department of the Treasury, Curbing Predatory Home Mortgage Lending, a Joint Report
l8 (Departnent of Housing and Urban Development 2000), available at http:/iwww.
huduser.orlpublicationVhsgfi¡r/curbing.htrnl (last visited Oct. 2008); General Accounting
Office, GAO-04-280, Consumer Protection: Federal and Siate Agencies Face Challenges
in Combating Predatory Lending, Report to the Chairman and Ranking Minority Member,
Special Committee on Aging, U.S. Senate, 23-25 (General Accounting Office 2004),
âvailable at http:/ vrrì¡/.gao.gov/ne\4,.itemvd04280.pdf (last visited Oct., 2008).

161. Home Ownership and Equity Protection Act of 1994, Pub. L. No. 103-325,
108 Stat.2190 (codified as amended at l5 U.S.C.A. g 1637 et seq. (2007), 12 C.F.R.
g 226,32 (2007). "High-cost" mortgages are those securing closed-end credit with a
principal dwelling (other than a purchase-money mortgage or reverse mortgages). In
order to be "high-cost," firsGlien mortgages must exceed the rate on comparable treasury
securities by 87o (unior-lien mortgages must exceed by l0%), or the total points and fees
must exceed the greater of 8% of the loan value or $400. Home Ownership and Equity
Protection Act of 1994, Pub. L. No. 103-325, I08 Stat. 2190 (codified as amended at l5
U.S.C.A. $ I 637 et seq. (2007), l2 C.F.R. S 226.32 (2007)).
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ló4. Senate ReportNo. l0J-169,a.2 (1994), reprinted in 1994 U.S C.C.A.N. 1881,

1886 (1994). In particular, the Senate was concerned with "reverse redlining," where
communities that had been traditionally denied credi¡ would be targeted for credit ¡hat

was granted on unfair terms. Senate Report No. 103-169, at 1905 (1994), reprinted in

1994 U,S.C.C.A.N. r881, 1886 (1994).

165. Senate ReportNo. 103-169, at28(1994),reprinted in l994U.S C'C.A N l88'
t9t2 (te94).

166. Senate Report No. 103- 169, at 28 ( I 994), reprinted in 1994 U.S.C.C'A N. I 88,

1912 (1994).The report reads:

By imposing assignee liabiliry, the Comminee seeks to ensure that the High Cost

Mortgage market polices itself. Unscrupulous lenders we¡e limited in the past by

their own capital resources. Today, however, with loans sold on a regular basis,

one unscnrpulous player can create havoc in a community by selling loans as fast

as they are originated. Providing assignee liabiliry will halt the flow ofcapital to

such lenders.

Senate Report No. 103-169, at28,l9l2 (1994), reprinted in 1994 U.S.C'C.A.N.
188, l9l2 (1994).

167. SenateReportNo. 103-169,at28, l9l2(1994),reprintedin1994U.SC.C.AN.
188, l9l2 (19e4).

168, SenateReportNo. 103-169,at28, l9l2(1994),reprintedinl994U.S.C.C.A.N.
188, 1912 (1994).

ló9. This categorization is also discussed in Keyfetz, The Home Ownership and

Equity Protection Act of 1994: Extending Liabiliry for Predatory Subprime Loans to
Secondary Mortgage Market Participants, l8 Loy. Consumer L. Rev. l5l, 176-79 (2005)

170. l5 U.S.C.A. $ 1635 (2007) (granting right olrescission that lasts up to lhree
years after the loan closes); l5 U.S.C.A. (i 1639(l) (2007) ('Any mortgage containing
a provision prohibited by this section shall be deemed a failure to deliver the material

disclosures required under this subchapter, for the purpose ofsection 1635 olthis title")

t7t. l5 U.S.C.A. $ l64l(c) (2007).

t72. l5 U.S.C.A. $ l64r(dXr) (2007).

173. UnderHOEPAaborrowerwithanyclaimagainstthehigh-costloanoriginator
would be able to advance that claim or defense against an assignee of the high-cost

loan. UnderTILA, the borrower would only be able to assert violations ofTILA against

assignees, not other claims or defenses.

174. l5 U.S.C.A. $ l64l(dXl) (2007). Exactly what is required by this standard is

unclear. The couf.in Cooper v, First Governmeil Morlg. and Investors Corp. interprets

this to require (l) review of documentation required by TILA, itemization of amount
financed, and other disclosure of disbursements; (2) analysis of these items' and (3)

whatever further inquiry is objectively re lts of the analysis' Cooper

v First Government Mortg. and Investo 2d 50, 56 (D.D.C. 2002).

However, the court inJenkins v. Mercan discuss the due diligence

requirement, but the holding suggested that satisfoing it required much less than the

Cooper courl. required. Jenkins v. Mercantile Mortg. Co., 231 F. Supp. 2d73'l'746-4'l
(N.D. Ill. 2002). ln Jenkins, the original lender had materially altered the documents
disclosing the ñnance charges so that the loan appeared not to be "high cost." Rejecting

the argunent that the bank should have investigated because the borrower's documents

were different than the bank's, the court held that the bank could not be liable because the

loan could not be determined to be high cost on the faoe ofthe documents (as reqtrired

by $ l6al(a)).
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176. l5 U.S.C.A. g t64l(dx2xB) (2007).
117. Purchase-money mortgages are mortgages securing loans that were used to

purchase a house. In other words, HoEpA only applies to loans taken out to refinance.

), reprinted in 1994 U.S.C.C.A.N.
ttee indicates that some high-rate
take advantage of unsophisticate(

179, l2 c.F.R. g 226.32(a) (2001).

l8l. HOPEA higgers were reduced by the Federal Reserve Board ofGovemors
from I 0% for first-lien mortgages to 8% for the same. It should be noted that the Federal

r82. t5 u.s.c,A. g 1639(l) (2007).
183. Truth in Lending, 66 Fed. Reg. 65,612 (Dec. 20,2001).
184. The recent amendments to HoEpA require disclosure of certain creditor

payments to lnortgâge brokers, prohibit creditors or nrortgage brokers from influencing
appraisers to misrepresent home values, and prohibit certain iervicer practices, see Trurñ
in Lending,73 Fed. Reg. 44,603-04 (July 30,2008).

185. In this section "state" is used to include the Dist¡ict of Columbia.

. 186. For example, the Maine Consumer Credit Code-Truth-in-Lending has an
identical statement ofpurpose to the federal TILA. It states:

The legislature finds that economic stabilization would be enhanced and the

Me. Rev. Stat. tit. 9-A g S- t02 ( 198 I ).
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The A¡kansas Home Loan Protection Act states, in part, that:

Abusive lending has th¡eatened the viability of many communities and caused

decreases in homeownership

While the markeçlace appears to operâte effectively for conventional mortgages,

too many homeowners ûnd themselves victims of overreaching lenders who

provide loans with wtnecessarily high costs and terms that are unnecessary to

secure repayment ofthe loan and;

As competition and self-regulation have not eliminated the abusive terms from
home-secured loans, the consumer protection provisions of this chapter are

necessary to encourage lending at reasonable rates with reasonable terms.

A¡k. Code $ 23-53-102(aX7) to (9) (2003).

Illinois'Act states "[t]he purpose of this act is to protect borrowers who enter

into high-risk home loans from abuse thal occurs in the credit marketplace when creditors

and brokers are not sumciently regulated in lllinois. This act is to be construed as a

borrower protection stanrte for all purposes." Ill Rev Stat. ch. 8 I 5 $ 137/5 (2004).

187. See, e.g., Ill. Rev. Stat. ch, 815 $ l3?/5 (2004); Me. Rev Stat' tit. 9-A $ 8-102
( re8 l).

188. Gilmore, Formalism and the Law of Negotiable Instruments, l3 Creighton

L. Rev. 44l, 452 (1979) ("The banks, however, presently began to experiment with the

novel idea of lending money to poor people. The idea paid off, no doubt beyond the

wildest hopes of its investors-a lact attested to by the appearance, around the rurn of the

centur¡ ofsmall loan and sales finance companies").

189. Geiger, I 82 S.E.2d at 523.

concluded that ' er [does] read and

llegal consequen I any default on his

he must sign one ract or another, and

." Geiger, 182 S.E court held that "the

finance company is better able to bear lhe risk ofthe dealer's insolvency than the buyet'

and in a far better position to protect his interests against unscrupulorts and insolvent

dealers." Martin, 63 So. 2d at ó53. Similarly, the FTC viewed credilors as better able to

bear the risk of seller misconduct when it promulgated its rule preserving claims and

defenses against financers ofconsumer goods and services. Preservation ofConsumers'
Claims and Defenses,40 Fed. Reg. 53,506,53,507 (Nov. 18, 1975).

l9l. Preservation ofConsumers'Claims and Defenses,40 Fed. Reg. 53'523 (Nov
18,1975).

192. Preservation ofConsumers'Claims and Defenses,40 Fed Reg. 53'523 (Nov'

18, l97s).

193. SenateReportNo. 103-169,at28(1994),reprintedin l994U.S.C.CA.N. 188'

t9t2 (1994).

194. See, e.g., Eggert, Held up in Due Course: Predatory l-ending, Securitization

and the Holder in Due Course Doctrine, 35 Creighton L Rev. 501, 608-09 (2002)

(',the problem ofpredatory lending calls for the elirnination ofthe holder in due course

doctrine in all loans secured by the residences of the borrowers"); Engel and McCoy,

Turning a Blind Eye: Wall Sreet Finance of Predatory Lending, 75 Fordham L. Rev'

2039,2081 (200?) ("Our proposal would impose extensive liability on assignees that

failed to adopt the due diligence standards we discuss below and would cap liability
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and Mitigating Mortgage
(2007) (statement of Ben
Responding to a question
efore the House Financial

With respect to assigning liabiliry, I woutd say that there may be
circumstances where it might prove a useful adjunct to some of these other
methods, but I think it is extraordinarily important that we make sure that if that

rly delineated,
ând that there
d be liable for
risþ and they
sector.
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APPEI{DIX A
Bills of ExchangeAct (1882)

Section 3 [Bill of Exchange Defined.]

(l) A bill of exchange is an unconditional order in writing, ad-

dressed by one person to another, signed by the person giv-
ing it, requiring the person to whom it is addressed to pay

on demand or at a fixed or determinable future time a sum

certain in money to or to the order of a specified person, or

to bearer.

(2) An instrument which does not comply with these condi-

tions, or which orders any act to be done in addition to the

payment of money, is not a bill of exchange.

(3) An order to pay out of a particular fund is not uncondition-
al within the meaning of this section; but an unqualified
order to pay, coupled with (a) an indication of a particular

fund out of which the drawee is to re-imburse himself or a
particular account to be debited with the amount, or (b) a

statement of the transaction which gives rise to the bill, is

unconditional

(4) A bill is not invalid by reason -

(a) That it is not dated;

(b) That it does not specifu the value given, or that any

value has been given therefore;

(c) That it does not specifo the place where it is drawn or

the place where it is paYable.

Section 29 [Holder in Due Course.]

(l) A holder in dne course is a holder who has taken a bill,
complete and regular on the face of it, ttnder the following
conditions; namely,

(a) That he became the holder of it before it was overdue,

and without notice that it had been previously dishon-

ored if such was the fact:

271
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(b) That he took the bill in good faith and for value, and
that at the time the bill was negotiated to him he had
no notice of any defect in the title of the person who
negotiated it.

(2) In particular the title of a person who negotiates a bill
is defective within the meaning of this Act when he

obtained the bill, or the acceptance thereof, by fraud,
duress, or force and fear, or other unlawful rneans,
or for an illegal consideration, or when he negotiates
it in breach of faith, or under such circumstances as

amount to a fraud

(3) A holder (whether for value or not), who derives his
title to a bill through a holder in due course, and who
is not himself a party to any fraud or illegality affect-
ing it, has all the rights ofthat holder in due cotuse as

regards the acceptor and all parties to the bill prior to
that holder.

Section 38 [Rights of the Holder.]

The rights and powers of the holder of a bill are as follows:

(l) He may sue on the bill in his own name.

(2) Where he is a holder in due course, he holds the bill free
from any defect of title of prior parties as well as from mere
personal defenses available to prior parties among them-
selves, ancl rnay enforce payment against all parties liable
on the bill:

(3) Where his title is defective (a) if he negotiates the bill to a
holder in due course, that holder obtains a good and com-
plete title to the bill, and (b) if he obtains payment of the
bill the person who pays him in due course gets a valid
discharge for the bill.

Section 73 [Cheques on a Banker.]

A cheque is a bill of exchange drawn on a banker payable
on demand. Except as otherwise provided in this part, the pro-
visions of this Act applicable to a bill of exchange payable on
demand apply to a cheque.

Section 89(l) [Promissory Notes.]

Subject to the provisions of this part, and except as by this
section provided, the provisions of this Act relating to bills of
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exchange, apply, with the necessary modifications, to promis-
sory notes.

Uniform Negotiable Instruments Law (1896)

Section l. Form of a Negotiable Instrument

Be it enacled, etc., An instrument to be negotiable must conform to
the following requirements:-

( I ) It must be in writing and signed by the maker or drawer;

(2) Must contain an unconditional promise or order to pay a
sum certain in money;

(3) Must be payable on demand or at a fixed or determinable
future time;

(4) Must be payable to order or to bearer; and

(5) Where the instrument is addressed to a drawee, he mttst
be named or otherwise indicated therein with reason-

able certainty.

Section 52 tù/hat Constitutes a Holder in Due Cottrse

A holder in due course is a holder who has taken the instrument ttn-

der the following conditions:

(l) That is complete and regular upon its face;

(2) That he became the holder if it before it was overdtle, and

withottt notice that it had been previously dishonored, if
such was the fact;

(3) That he took it in good faith and for value;

(4) That at the time it was negotiated to him he had no notice

of any infirmity in the instrument or defect in the title of the
person negotiating it.

Section 53 When Person Not Deemed Holder in Due Course

Where an instrument is payable on demand is negotiated

an unreasonable length of time after its issue, the holder is not

deemed a holder in due course.

Section 54 Notice Before Full Amount Paid

Where the transferee receives notice of any infirmiry in the

instrument or defect in the title of the person negotiating the

same before he has been paid the full amount agreed to be paicl
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therefore, he will be deemed a holder in due course only to the
extent of the amount heretofore paid by him.

Section 57 Rights of a Holder in Due Course

A holder in drre course hold the instrument free from any
defects of title of prior parties, and free from defenses available
to prior parties among themselves, and may enforce payment
of the instrument for the full amount thereof against all parties
liable thereon.

Section 58 When Subject to Original Defenses

In the hands ofany holder other than a holder in due course,
a negotiable instrulnent is subject to the same defenses as if it
were non-negotiable. But a holder who derives his title through
a holder in due course, and who is not himself a party to any
fraud or illegaliry affecting the instrument, has all the rights of
such folmer holder in respect to all parties prior to the latter.

Section 59 Who Deemed Holder in Due Course

Every holder is deemed prima facie to be a holder in due
course; but when it is shown that the title of any person who has
negotiated the instrument was defective, the burden is on the
holder to prove that he or sone person under whom he claims
acquired the title as holder in due course. But the last mentioned
rule does not apply in favor of a party who became bound on the
instrument prior to the acquisition of such defective title.

Uniform Commercial Code, Tentative Draft No. l-
Article 3 (1946)

Section l. Instruments Included.

(l) Unless otherwise specified "instrument" in this Article
means a writing which is negotiable within this Section.

(2) Except as otherwise provided in Article V and Article VI,
any writing to be negotiable must

(a) be signed by the maker or drawer;

(b) contain an unconditional promise or order to pay a sum
certain in money and no other promise, order, obliga-
tion, or power except as authorized by this Article;

(c) be payable on demand or at a definite future time;
and

@ 2OO9 THOMSON REUTERS



APPENDIX A 275

(d) be payable to order or to bearer.

(3) No particular form of words is necessary to an instrument.

Section 40. Holder in Due Course.

A holder in due course is any holder who takes the instrutnent

(a) for value, in good faith, and without notice that it is
overdue, has been dishonored" or is subject to any de-
fense or claim.

Section 42, Good Faith.

Good faith means honesty in fact in the conduct or transaction
concerned.

Uniform Commercial Code (1952)

Section 3-302. Holder in Due Course.

(l ) A holder in due course is a holder who takes the instnunent

(a) for value; and

(b) in good faith including the observance ofthe reason-

able commercial standards of any btrsiness in which
the holder may be engaged; and

(c) without notice that it is overdue or has been dishon-
ored or ofany defense against or claim to it on the part
ofany person

(2) A payee may be a holder in due course.

(3) A holder does not become a holder in due course of an

instrument:

(a) by purchase of it at judicial sale or by taking it undel
legal process; or

(b) by acquiring it in taking over an estate; or

(c) by purchasing it as part of a bulk transaction not in

regular course ofbusiness ofthe transferor.

(4) A purchaser of a limited interest can be a holder in dtre

course only to the extent ofthe interest purchased.

Uniform Commercial Code (1990)

Section 3- I 04 Negotiable Instrument.
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(a) Except as provided in subsections (c) and (d), "negotiable
instrumentt' means an unconditional promise or order to
pay a fixed amount of money, with or without interest or
other charges described in the promise or order, if it:

(l) is payable to bearer or to order at the time it is issued
or fust comes into possession of a holder;

(2) is payable on demand or at a definite time; and

(3) does not state any other undertaking or instruction
by the person promising or ordering payment to do
any act in addition to the payment of money, but the
promise or order may contain (i) an undertaking or
power to give, maintain, or protect collateral to secure
payment, (ii) an authorization or power to the holder
to confess judgment or realize on or dispose of collat-
eral, or (iii) a waiver of the benefit of any law intended
for the advantage or protection ofan obligor.

(b) "lnstrument" means a negotiable instrument.

Section 3-106. Unconditional Promise or Order.

(a) Except as provided in this section, for the purposes of Sec-
tion 3-104(a), a promise or order is unconditional unless
it states (i) an express condition to payment, (ii) that the
promise or order is subject to or governed by another writ-
ing, or (iii) that rights or obligations with respect to the
promise or order are stated in another writing. A reference
to another writing does not of itself make the promise or
order conditional.

(b) A promise or order Is not made conditional (i) by a refer-
ence to another writing for a statement of rights with respect
to collateral, prepayment, or acceleration, or (ii) because
payment is limited to resort to a particular ftlnd or source.

(c) If a promise or order requires, as a condition to payment, a

countersignature by a person whose specimen signature ap-

pears on the promise or order, the condition does not make
the promise or order conditional for the purposes of Sec-

tion 3-104(a). If the person whose specimen signature ap-

pears on an instrument fails to countersign the instrument,
the failure to counter-sign is a defense to the obligation of
the issuer, but the failure does not prevent a transferee of
the instrument from becoming a holder of the instrument.
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(d) If a promise or order at the time it is issued or first comes
into possession of a holder contains a statemeut, 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 prornise
or order is an instrument, there cannot be a holder in due
course of the instrument.

Section 3-109. Payable to Bearer or to Order.

(a) A promise or order is payable to bearer if it:

( I ) states that it is payable to bearer or to the order of bear-
er or otherwise indicates that the person in possession
of the promise or order is entitled to payment;

(2) does not state a payee; or

(3) states that it is payable to or to the order of cash or
otherwise indicates that it is not payable to an identi-
fied person.

(b) A promise or order that is not payable to bearer is payable to
order ifit is payable (i) to the order ofan identified person or
(ii) to an identified person or order. A promise or order that
is payable to order is payable to the identified person.

(c) An instrument payable to bearer may become payable to
an identified person if it is specially indorsed pursuant to
Section 3-205(a). An instrument payable to an identifiecl
p€rson may become payable to bearer if it is indorsed in
blank pursuant to Section 3-205(b).

Section 3-203. Transfer Of lnstrument; Rights Acquired By Î'ansfer.

(a) An instrument is transferred when it is delivered by a per-
son other than its issuer for the purpose ofgiving to the per-
son receiving delivery the right to enforce the instrument.

(b) Transfer of an instrument, whether or not the transfer is a

negotiation, vests in the transferee any right ofthe transfer-
or to enforce the instrument, including any right as a holder
in due course, but the transferee cannot acquire rights of
a holder in due course by a transfer; directly or indirectly,
from a holder in due course if the transferee engagecl in
fraud or illegality affecting the instrr.¡ment.
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(c) Unless otherwise agreed, if an instrument is transferred for
value and the transferee does not become a holder because
of lack of indorsement by the transferor, the transferee has
a specifically enforceable right to the unqualified indorse-
ment of the transferor, but negotiation of the instrument
does not occur until the indorsement is made.

(d) If a transferor purports to transfer less than the entire in-
strument, negotiation of the instrument does not occur. The
transferee obtains no rights under this Article and has only
the rights ofa partial assignee.

Section 3-302. Holder in Due Course.

(a) Subject to subsection (c) and Section 3-106(d), "holder in
due course" means the holder of an instrument if:

( I ) the instrument when issued or negotiated to the holder
does not bear such apparent evidence of forgery or al-
teration or is not otherwise so irregttlar or incomplete
as to call into question its authenticity; and

(2) the holder took the instrunent (i) for value, (ii) in
good faith, (iii) without that the instrument was ovet-
due or has been dishonored or that there is an uncured
default with respect to payment of another instrument
issued as part of the same series, (iv) without nofice
that the instrument contains an unauthorized signature
or has been altered, (v) without notice of any claim
to the instrument described in Section 3-306, and (vi)
without notice that any party has a defense or claim in
recoupment described in Section 3-305(a).

(b) Notice of discharge of a party, other than discharge in an
insolvency proceeding, is not notice of a defense under
subsection (a) but discharge is effective against a person
who became a holder in due course with notice of the dis-
charge. Public filing or recording of a document does not
itself constitute notice of a defense, claim in recoupment,
or claim to the instrument.

(c) Except to the extent a transferor or predecessor in inter-
est has rights as a holder in due course, a person does not
acquire rights of a holder in due course of an instrument
taken (i) by legal process or by purchase in an execution,
bankruptcy, or creditor's sale or similar proceeding, (ii)
by purchase as a part ofa bulk transaction not in ordinary
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course ofbusiness ofthe transferor, or (iii) as the successor
in interest to an estate or other organization.

(d) If, under Section 3-303(a)(l), the promise of performance
that is the consideration for an instrument has been par-
tially performed the holder may assert rights as a holder
in due course of the instrument only to the fraction of the
amount payable under the instrument equal to the value of
the partial performance clivided by the value of the prorn-
ised performance.

(e) If (i) the person entitled to enforce an instrument has only
a security interest in the instrument and (ii) the person
obliged to pay the instrument has a defense, claim in re-
coupment, or claim to the instrument that rnay be asserted
against the person who granted the security interest, the
person entitled to enforce the instrument may assert riglrts
as a holder in due course only to an amount payable uncler
the instrument which, at the time of enforcement of the in-
strument, does not exceed the amount of the unpaid obliga-
tion secured.

(Ð To be effective, notice must be received at a time and in a

manner that gives a reasonable opportunity to act on it.

(g) This section is subject to any law limiting stahrs as a holcler
in due course in particular classes oftransactions.

Section 3-305. Defenses and Claims in Recoupment.

(a) Except as stated in subsection (b), the right to enforce the
obligation of a party to pay an instrument is subject to the
following:

(l) a defense of the obligor based on (i) infancy of the
obligor to the extent it is a defense to a simple con-
tract, (ii) duress, lack of legal capacity, or illegality
of the transaction which, under other law, nullifies the
obligation of the obligor, (iii) fiaud that indLrced the
obligor to sign the instrument with neither knowledge
nor reasonable opportunily to learn ofits character or
its essential terms, or (iv) discharge of the obligor in
insolvency proceedings;

(2) a defense 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 instru-
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ment were enforcing a right to payment under a sim-
ple contract; and

(3) a claim in recoupment of the obligor against the origi-
nal 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 a transfer-
ee of the instrument only to reduce the amount owing
on the instrument at the time the action is brought.

(b) The right of a holder in due course to enforce the obligation
of a party to pay the instrument is subject to defenses of the
obligor stated in subsection (a)(l), but it is not subject to
defenses of the obligor stated in subsection (a)(2) or claims
in recoupment stated in (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 in-
strument a defense, claim in recoupment, or claim to the
instrument (Section 3-306) ofanother person, but the other
person's claim to the instrument may be asserted by the obli-
gor if the other person is joined in the action ancl personally
asserts the claim against 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 instrument is a lost or stolen instrument.

(d) In an action to enforce the obligation of an accommodation
party to pay an instrument, the accommodation 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 against the per-
son entitled to enforce the instrument, except the defenses
of discharge in insolvency proceedings, infancy, and lack
oflegal capacity.

Section 3-306. Claims to an Instrument.

A person taking an instrument, other than a person having
rights ofa holder in due course, is subject to a claim ofa prop-
erty or possessory right in the instrument or its proceeds, includ-
ing a claim to rescind a negotiation and to recover the instru-
ment or its proceeds. A person having rights of a holder in due
coruse takes free of the claim to the instrument.
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MILLER v. RACE,I Burr. 452, 97 Eng. Rep. 398 (K.8. 1758).
Miller versus Race. Tuesday, 3l,rJan. 1758. Bank notes, though stolen,
the property of the person to whom they are paid, without knowledge of
the larceny. [See I Bos. 649.4 Durn. 30,325.1 Hen. Bl.318. 3 Durn.
554, and S. C. cited and S. P. adjudged on a bill ofexchange, payable to
A. or bearer. 3 Burr. I 5 19.

[S. C. I Sm. L. C. (l l,h ed.) 463. Adopre4 Lichfeld (Jnion v. Greene,
1857, I H. & N. 889. Refened to, Crouch v. Credit Foncier 1873, L. R.
S Q. B. 381 ; Goodwin v. Robarts, 1875-j6, L. R. l0 Ex. 350 ; I App.
Cas.476; London & County Banking Company v. London & River plate
Bank,1887-88,20 Q. B. D.238;21 Q.B. D.543.1

It was an action oftrover against the defenclant, upon a bank note, for
the payment of twenty-one pounds ten shillings to one Vy'illiam Finney
or bearer, on demand.

The cause came on to be tried before Lord Mansfield at the sittings in
Trinity term last at Guildhall, London : and upon the rrial it appeared that
William Finney, being possessed of this bank note on the I l,h of Decem-
ber I 756, sent it by the general post, under cover, directed to one Bernard
Odenharty, at Chipping Norton in Oxfordshire ; that on the same night
the mail was robbed, and the bank note in question (arnongst other notes)
taken and carried away by the robber ; that this bank note, on the l2th ol
the same December, came into the hands and possession of the plaintiff,
for a full and valuable consideration, and in the usual course and way of
his business, and without any notice or knowledge of, this bank note be-
ing taken out of the mail.

It was admitted and agreed that, in the common and known course of
trade, bank notes are paid by and receivecl ofthe holder or possessor of
them, as cash ; and that in the usual way of negotiating bank notes, they
pass from one person to another as cash, by delivery only and without
any further inquiry or evidence of title, than what arises from the posses-
sion. It appeared that Mr. Finney, having notice of this robbery, on the
l3th December, applied to the Bank of England, "to stop the payment of
this note:" which was ordered accordingly, upon Mr. Finney,s entering
into proper security "to indemnif,i the bank."

[453] Some little time after this, the plaintiff applied to the bank for
the payment of this note ; and for that purpose delivered the nore to the
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defendant, who is a clerk in the bank : but the defendant refused either

to pay the note, or to re-deliver it to the plaintiff. upon which this action

was brought against the defendant.

The jury found a verdict for the plaintiff, and the sum of 2ll' lOs'

damages, iubject nevertheless to the opinion of this Court upon this

questi-on-"Whether under the circumstances of this case, the plaintiff

had a sufficient property in this bank note, to entitle him to recover in the

present action?"

Mr. Williams was beginning on behalf of the plaintiff'-
But Lord Mansfield said, "that as the objection came from the side of

the defendant, it was rather more proper for the defendant's counsel to

state and urge their objection."

Sir Richard Lloyd, for the defendant.

The present action is brottght, not for the money due upon the note

; but foi the note itself, the pãper, the evidence of the debt' So that the

iigttt to the money is not thå present question : the note is only an evi-

dence of the money's being due to him as bearer.

detained it.

right against the true owner.

The cases that may affect the present are, I Salk' 126,M' l0 W' 3'

Anonymous,coram Fiolt, Ch.J at Ñiri Ptiur at Guildhall. There Ld. Ch.
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J. Holt hel( that the right "owner of a bank bill, who lost it, might have
trover against a stranger who found it : but not against the person to
whom the finder transfelred it for a valuable consideration, by reason of
the course oftrade which creates a property in the assignee or bearer." I
Ld. Raym. 738,r S. C. In which case the nore was paid away in the course
of trade : but this remains in the man's hancls, ancl is not2 come into the
course of trade. H. 12 W 3, B. R. I Salk. 283,284, Ford v. Hopkins, per
Holt, Ch.J. at Nisi Prius at GLrildhall. "lf bank notes, Exchequer nores, or
million lottery tickets, or the like are stolen or lost, the owner has such an
interest or property in them, as to briug an action, into whatsoever hands
they are come. Money or cash is not to be distinguished bt¡t these notes
or bills are distinguishable, and can not be rcckoned as cash ; ancl they
have distinct marks and numbers on them." Thelefore the tlue owner'
may seize these notes wherever he finds them, if not passed away in the
course oftrade.

I Stlange, 505, H. 8 C. l, in Middlesex, coram Pratt, Ch.J. Armoty y.

Delamirie, a chimney sweeper's boy found a jewel. It was luled "that the
finder has such a property as will enable him to keep it against all but the
rightfi.rl owner, and, conseqr-rently, may maintain tlover'."

This note is just like any other piece of property until passed away in the
course oftrade. And here the defendant acted as agent to the h'ue owner.

Mr. Williams contra for the plaintiff.
The holder of this bank note, upon a valr¡able consideration has a r-ight

to it, even against the true owner.

l'r, the circulation of these notes vests a property in the holder', wh<l
comes to the possession of it, upon a vahlable considelation.

[a55] 2dly, this is of vast consequence to trade and cornmerce ; and
they would be gleatly incommodecl if it were otlìerwise.

3dly, this falls within the leason of a sale in market-overt;and ought
to be determined upon the sarne principle.

First-He put several cases, where the Lrsage, corrse, and convenience
of trade, made the law : and sometimes, even against an Act of Pallia-
ment. 3 Keb.444, Stanley v. Ayles, per Hale Ch.J. at Guildhall. 2 Strange,
1000, Lumley v. Palmer.' where a parol acceptance of a bill of exchange
was holden sufficient against the acceptor. I Salk. 23.

Secondly-This paper credit has been always, and with gl'eat reason,
favoured and encouraged. 2 Strange, 946, Jenys v. Fatvler et Al'.

The usage ofthese ¡1otes is, "that they pass by delivery only; and are
considered as current cash ; and the possession always carries with it the
property." I Salk. 126,p|.5, is in point.
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A particulal mischief is rather to be permitted, than a general incon-

venience incurred. And Mr. Finney, who was robbed of this note, was

guilty of some laches in not preventing it.

Upon Sir Richarcl Lloyd's argument, a holcler of a note might suffer

the loss of it, for want of title against a true owner ; even if there was

a chasm jn the transfer ofit through one only out offive hundred hands'

Thirdly-This is to be considered upon the same foot as a sale in

market overt.

2 Inst. 7 I 3. 'A sale in market overt binds those that had right."

But it is objected by Sir fuchard, "that there is a substantial difference

between a right t<l the note, ancl a right to the money." Bttt I say the right

to the money will attract to it a right to the paper' Our right is not by as-

signmeut, but by law, by the usage atld custom of trade. I do not contend

that the robber, or even the finder ofa note, has a right to the note : bttt

after circulation, the holcler upon a valuable consideration has a right'

We have a property in this note : and have recovered the value against

the withholcler of it. It is not material, what action we could have brought

against the bank.
loYd's cases ; and agreed that

tl here it came into the hands

s n, or not in the course oftrade

: which is all that Ld. Ch. J. Holt said in I Salk. 284'

As to 1 Strauge, 505, he agreed that the finder has the property against

all but the rightful owrìer : not against hirn.

Sir Richard Lloyd in reply-
I agree that the holder of the note has a special property : but it does

not follow that he can tnaintain trover for it, against the true owner'

This is not only without, but against the consent of the owner'

Supposing this note to be a soú of mercantile cash ;yet it has an ear-

rnark by which it may be distinguished ; therefore trover will lie for it.

And so is the case of Ford v. Hoplcins.

And you may recover a thing stolen from a merchant, as well as a

not devest the property.
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This is not like goods sold in market oveft ; nor does it pass in the way
of a market overt ; nor is it within the reason of a market overt. Suppose it
was a watch stolen : the owner may seize it, (though he finds it in a market
overt,) before it sold there. But there is no market overt for bank notes.

I deny the holder's (merely as holder) having a light to the note, against
the tlue owner ; and I deny that the possession gives a right to the note.

Upon this argument on Friclay last, Ld. Mansfield then said that Sir
Richard Lloyd had argued it so ingeniously, [457] rhat (though he had
no doubt about the matter,) it might be proper to look into the cases he
had citedo in order to give a proper answer to rhem ; and therefore the
Court deferred giving their opinion, to this day. But at the sarne time, Ld.
Mansfield said, he would not wish to have it understood in the city, that
the Court had any doubt about the point.

Lord Mansfield now delivered the resolution of the Court.
After stating the case at large, he declared that at the trial, he had no

sort of doubt, but this action was well brought, and would Iie against the
defendant in the present case ; upon the general course ofbusiness, and
fr'om the consequences to trade ancl commerce : which would be much
incommoded by a contrary determination.

It has been very ingeniously argued by Sir Richard Lloyd for the de-
fendant. But the whole fallacy of the argument turns upon comparing
bank notes to what they do not resemble, and what they ought not to be
compaled to, viz. to goods, or to securities, or docurnents for debts.

Now they are not goods, not securities, nor documents for debts, nor
are so esteemed : but are treated as money, as cash, in the ordinary course
and transaction ofbusiness, by the general consent ofmankind; which
gives them the credit and currency of money, to all intents and pr.rrposes.
They are as much money, as guineas themselves are ; or any other cur-
rent coin, that is used in commo¡r paymenrs, as money or cash.

They pass by a will, which bequeaths all the testator's rnoney or cash

; and are never considered as securities for money, but as money itself.
Upon Ld. Ailesbury'sr will, 9001. in bank-notes was considered as cash.
On payment of them, whenever a receipt is required, the receipts are
always given as for money ; not as for securities or notes.

So on bankruptcies, they cannot be followed as identical, and distin-
guishable from money : but are always considered as money or cash.

It is a pify that reporters sometimes catch at quaint expressions that
may happen to be dropped at the Bar or Bench ; and mistake their mean-
ing. It has been quaintly said, "thar the reason why money can not be
followed is, becar.rse it has no ear'¡nark :" but this is not true. The tlue
reason is, upon account on the currency ofit : it can not be recovered af-
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ter it has passed in culrency. So, in case of noney stolen, the true owner
can not recover it, after it has been paid away fairly and honestly upon
a valuable and bona fide co¡tsideration ; but before money has [458]
passecl in cun'ency, an action may be brought for the money itself. There
was a case in I G. l, at the sittings , Thomas v. Ilhip, before Ld. Maccles-
field : which was an action upon assumpsit, by an administrator against
the defenclant, for money had and received to his use. The defendant was

nurse to the intestate dr"rring his sickness ; and, being alone, conveyed
away the money. Ancl Ld. Macclesfield held that the action lay. Now this

must be esteemed a flnding at least.

Apply this to the case of a bank-note. An action may lie against the

fìncler, it is true ; (and it is not at all denied : ) but not after it has been

paid away in currency. And this point has beeu determinecl, even in the

infancy of bank-notes;for I Salk. 126,M. l0W: 3, atNisi Prius, is ina

point. And Ld. Ch. J. Holt there says that it is "by reason of the course

of trade ; which creates a property in the assignee or bearer." (Ancl "the
bearer" is a more proper expression than assignee.)

Here an inn-keeper took it, bona fide, in his business from a person

who made an appearance of a gentlemen. Here is no pretence or suspi-
cion of collusion with the lobber: for this matter was strictly inquìred

and examined into at the trial ; and is so stated in the case, "that he took
it for a full and valuable consideration, in the ttsual cottrse of business."

lndeecl if there had been any collusion, or auy circttmstances of unfair
dealing ; the case had been much otherwise. If it had been a note for
10001. it might have been suspicious : but this was a small note for 2l l.
l0s. only : and money given in exchange for it.

Another case cited was a loose note5 in I Ld. Rayrn. 738, ruled by

Ld. Ch. J. Holt at Guildhall, in 1698 ; which proves nothing for the de-

fendant's side of the questiou : but it is exactly agreeable to what is laid
dowrr by my Ld. Ch. J. Flolt, in the case I have just mentioned. The action

clid not lie against the assignee of the bank-bill ; because he had it for
valuable consideration.

ln that case, he had it from the person who found it : but the action

did not lie against him, because he took it in the course of currency ; and

therefore it could not be followed in his hands. It never shall be followed
into the hands of a person who bona fide took it in the cottrse of cttrrency,

and in the way of his business.

The case of Ford v. Hoplcins, was also6 citecl : which was in Hil' l2
W. 3, coram Holt Ch. J. at Nisi Prius, at Guildhall ; and was an action of
trover for million-lottery tickets. But this must be a very incorrect report
ofthat [459] case : it is iurpossible that it can be a true representation of
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what Ld. Ch. J. Holt said. It represents him as speaking of bank-notes,
Exchequer-notes, and million lottery tickets, as like to each other. Now
no two things can be more unlike to each other, than a lottery-ticket, and
a bank-note. Lottery tickets are identical and specific : specific actions
lie for them. They rnay prove extremely unequal in vah.le : one may be

a prize; another, a blank. Land is not more specific, than lottery-tickets
are. It is there said "that the delivery of the plaintiff's tickets to the de-
fendant, as that case was, was no change of property." And most cleally
it was no change of the property ; so far, the case is right. But it is here
urged as a proof "that the trr.re owner may follow a stolen bank-note, into
what hands soever it shall come."

Now the whole of that case turns upon the thlowing in bank-notes, as

being like to lottery tickets.

But Ld. Ch. J. Holt could never say "that an action would lie against
the person rvho, fol a valuable consideration, hacl received a l¡ank note
which had been stolen or lost, and bona fic1e paid to hirn :" even though
the action was brought by the true owner : because he had determined
otherwise, but two yeals befole ; and because ballk notes are not like
lottery-tickets, but money.

The person who took down this case, certainly mistrnderstoocl Lord
Ch. J. Holt, or mistook his reasons. For this reasoning would prove, (if it
was true, as the reporter replesents it,) that if a rnan ¡raid to a goldsmith
5001. in bank notes, the goldsmith could never pay them away.

A bank-note is constantly and universally, both at home and abroacl,

treated as money, as cash ; ancl paid and received, as cash ; and it is

necessary, for the purposes of comnrerce, that their currency should be
estabìished and secured.

There was a case in the Court of Chancery,T on some of lvlr. Chilcl's
notes, payable to the person to whom they were given, or bearer. The
notes had been lost or destroyed many years. Mr. Chilct was ready to
pay them to the wiclow and administlatrix of the person to whom they
were made payable ; upon her giving bon{ with two responsible snleties,
(as is the custom in such cases,) to indemnifl him against the bearer, if
the notes should ever be demanded. The administratrix brought a bill
; which was dismissed because she either coLrld not or wol¡ld not give
the security required. No dispute ought to be rnade with the bearer of a

cash-note ; in regard to conxnerce, and fol the sake ofthe credit ofthese
notes ; [460] tlrough it may be both reasonable and customary, to stay the
payment, till inquiry can be made, whethel the bearel of the note catne
by it fairly, or not.
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Lord Mansfield declared that the Cout were all of the same opiniou,
for the plaintiff; and that Mr. Just rililmot concurred.

Rule-That the postea be delivered to the plaintiff.

l. N.B. In this case, the transferee went to the bank ; and got a new bill in his own
name. However, the case turned upon his having the note for a valuable consideration.

2. The fact seems to be quite otherwise.

3. Pophan etAl. v. Bathurst etAI inChancery, 5rhNovembe¡ 1748.

4. Y.anTe,454.

5. Ex relatione ofanother person.

ó. V ante,454.
7. Walmsley against Chilcl, I l'h December, 1749. ll Yez.341. 3 Burr. 1524. 3

Durn.454.l
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