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COMMERCIAL PAPER BASICS

I. Major Preliminary Concepts

· What is a negotiable instrument (“NI”), and how is it different from a simple contract? (On the right facts, an NI can be enforced against the debtor/obligor even if there are problems with the underlying transaction that would provide a defense to performance on a simple contract).

· How is an NI properly negotiated? Why does it matter? (Improper transfer (not a negotiation) can lead to problems with forgery and other scoundrel-related scenarios; without proper negotiation, one cannot be a holder and thus one cannot enforce liability on the instrument).

· What is a holder? (One who has received an NI through proper negotiation and has proper title to it and so can enforce the defendant’s liability on the instrument in the capacity of issuer (drawer of a draft or maker of a note), an indorser, or an acceptor)).

· What is a holder-in-due-course (“HIDC”)?  Why does it matter? (HIDCs can enforce liability on the NI without being subject to most of the defenses to payment on a simple contract (the “personal” defenses); they are subject only to the real defenses, which are much more rare and serious)).

· Shelter Rule—however, even if one is not a holder or an HIDC in one’s own right, one can “shelter” in the status of one’s transferor. This generally arises when one received an NI as a gift and so would not be giving value for HIDC purposes.

II. Two Different Forms (Pathways) of Legal Responsibility

A. Credit Risk Problems (who is left holding the bag if payment on the NI is not forthcoming)?

· This risk involves what are called “suits on the instrument” and that liability derives from one’s signature being on a NI; in this fact pattern, one won’t or can’t pay the instrument (the check bounces, so to speak). Hence, one is a dead-beat (or an unhappy customer); and this is the classic risk in terms of the credit involved in taking an NI instead of cash.

· Must be an NI that is being enforced.

· Party being sued must have validly signed the NI in a recognized capacity (or his/her agent must have signed); main signatory capacities are as maker of a note, drawer of a draft, indorser of a draft or note, and acceptor of a note or draft). 

· NI must have been properly negotiated; that depends on its type (bearer vs. order paper) and the nature and history of signatures. (Forgeries of the signatory capacities referenced above take you to a different set of rules other than the credit risk rules—see B below).

· Certain conditions to suits on the instrument must be present—the main one is that the instrument has been dishonored. Other conditions are presentment for payment, dishonor, and timely notice of dishonor. These conditions are commonly waived in promissory notes.

· If the party suing on the instrument is an HIDC, the instrument may be enforced against the above-described signatories, regardless of any personal contract defenses. Only the “real” defenses can be presented in opposition to an HIDC. 

· Typically, liability on the instrument will end up being placed on the earliest solvent signer (ideally, that would be the issuer, but if the issuer is bankrupt, that doesn’t help much), but one need not sue defendants in the order of their signatures; liability is joint and several. However, if an anomalous indorsement is involved (suretyship), or co-signing is involved, after the holder or HIDC sues whomever he/she wishes, then the one who loses that lawsuit may seek contribution from the other anomalous indorsers or co-signatories.

B. Forgery Risks and other Scoundrel Problems (who is left holding the bag when someone forges an NI, such as a check)?

· An NI is in the fact-pattern.

· The major scoundrel problems are 

· Forged indorsements
· Forged drawer’s signatures
· Forged maker’s signatures
· Alteration of instruments (changing the amount due)

· So, look in the fact-pattern for (1) some point when the NI has NOT been properly negotiated (usually this happens when the issuer or payee‘s signature is forged by a thief or wrongdoing employee); (2) someone forges the issuer’s signature (drawer or maker); or (3) someone alters an instrument without permission.
 
· All persons who take possession after a forged indorsement are NOT holders because the forged indorsement breaks the chain of title; in fact they may be liable to others due to the prior forgery based on various “off the instrument” theories, such as conversion or breach of the transfer and presentment warranties. Liability for forged issuer signatures can be a bit different, but the person who has had their signature as drawer or maker forged is not generally liable on the instrument (it is not “properly payable” by their drawee bank). Alteration is also a bit different. For instance, a person who is a holder of a properly negotiated instrument, but who raises the amount due improperly is a wrongdoer and cannot enforce the instrument as it would normally be enforced.

· So, the analysis of the scoundrel type of wrongdoing problem—especially forgery—is usually completely different from the analysis of the credit risk problem of someone who, for instance, wrote a check that bounces that they can’t or don’t want to pay. 

· Typically, the first person who takes a transfer from the forger ultimately bears the loss (we presume the forger is in jail, insolvent, or nowhere to be found). HOWEVER, you must remember an exception to this, which is the rule of the old case Price v. Neal. It makes the drawee (usually a bank) that finally pays over a forged DRAWER’S signature ultimately liable.

III. Bringing the Two Pathways Together (Sometimes)—the Preclusion (aka “Validation”) Theories

· Fact patterns involving credit risk rules (liability on the instrument) are different from fact-patterns involving forgery risk rules (conversion and breach of transfer and presentment warranties). So, they need to be analyzed differently and with the correct set of rules and vocabulary. HOWEVER, both fact-patterns can come together when the person asserting he/she has no liability on the instrument because her/his signature is forged, can be subjected to a preclusion argument (this is a different use of the term “preclusion’; it has nothing to do with res judicata (some commentators refer to negotiable instrument preclusion as “validation”)). 

· According to one of these arguments, the person who is being sued for liability on the instrument (credit risk) is prevented from asserting the forgery of her signature (forgery risk) as a defense to payment due to countervailing policies; in essence, the forgery (or other wrongdoing) is “validated.” When this theory applies, he/she can be sued as if her/his signature were genuine and not forged, so liability reverts back to the credit risk theories on the instrument.

· Preclusion (being prevented from asserting the forgery of a signature in defense to payment) typically arises when the fact-pattern includes:

· Impostors and fictitious payees, including problems with check-writing machines (UCC 3-404)
· Fraudulent indorsements by employees with responsibility for instruments (UCC 3-405)
· Negligence that contributes to the forgery or alteration of an instrument (UCC 3-406) 
· Bank statement rule (4-406)
