NOTES
ERRATum

In Note, Management Trading During Public Utility Reorganization, 57
L. J. 881, 882, n.4 (1948), reference was made to the facts of SEC v.
Chenery Corp., 332 U.S. 194 (1947), as follows: "[The corporate management] cornered most of the preferred stock in reorganization trading, and
then proposed to the SEC that this class of stock be accorded preferential
treatment." In fact, the management acquired 12,407 shares of preferred
stock during the reorganization period; the total number of outstanding preferred shares was 159,269. Federal Water Service Corp., SEC Holding Co.
Act Release No. 5584, p. 10, Feb. 7, 1945; SEC v. Chenery Corp, 318 U.S.
80, 84 (1943). The plan proposed by the management would have allocated
90.7% of the common stock in the reorganized corporation to the former
preferred shareholders, and the management's preferred holdings (acquired
for the most part during the reorganization period) would have entitled them
to 10.1% of the new voting stock. Id. at pp. 9-10. It is to be noted that 10%
of a corporation's voting power is presumptive of control under the Holding
Company Act. 49 STAT. 806 (1935), 15 U.S.C. 79b(a) (7), (8) (1940).
YALE

CONSIDERATION IN NEGOTIABLE INSTRUMENTS: THE
COMMERCIAL CODE ARTICLE III, SECTION 501
The new Commercial Code embodies several important modifications of
the consideration doctrine in the field of negotiable instruments.' The present Negotiable Instruments Law accepts the consideration requirement as a
prerequisite of promissory liability, 2 rejecting the idea (advanced by Mans1.

AmERicAN LAW INSTITUTE AND NAT'L CONF. OF COM'RS ON UNIFORM
OF COMMERCIAL LAW Art. III (Proposed Final Draft No. 2,

LAws, THE CODE

STATE

1948):

Section 501. CONSIDmATION.
(1) No consideration is necessary for
(a) the obligation of an acceptor to a holder if consideration has been paid for
the instrument in good faith; or
(b) any instrument or obligation thereon given in payment of or as security for
any antecedent obligation of any kind; or
(c) any instrument given as a charitable subscription.

(2) With respect to consideration or its equivalent any other obligation on an instrument is subject to the law of simple contract, and want or failure of consideration is a defense as provided in Section 309.
It should be noted that the proposed changes deal only with the defense of lack of
consideration. Failure of an agreed consideration is not affected.
2. Relevant provisions of the NEGOTIABLE INSTRUMENTS LAW are:
Sec. 24. Every negotiable instrument is deemed prima facie to have been issued for a
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field and perpetuated by Ames and Langdell) that the promises made in a
negotiable instrument are enforceable by the custom of merchants.3 But consideration as it has been developed in the law of negotiable instruments cannot in all respects be equated with the doctrine in general contract law.
Historically, the liability of parties to a negotiable instrument was spelled
out by the law merchant without reference to the common law concept of
consideration; or custom of merchants was simply interpreted as constituting
the required consideration. 4 When common law courts began to use the
action of assumpsit for recovery on negotiable instruments, they followed the
law merchant in giving effect to mercantile custom.5 And later, even when
liability came to be rationalized in terms of common law forms of action
rather than of mercantile custom, courts rarely used the consideration doctrine to undo the work of the law merchant. Rather, the shibboleth of consideration was adapted to fit commercial needs already recognized by the
rules of the law merchant. But not all commercially desirable transactions
adjusted easily to the consideration framework, and certain doctrinal anomalies presented themselves.
The liability of the acceptor, for example, has evoked several types of
justification, varying with the factual context. The drawee, by accepting an
instrument, gives a promise to pay. But what is the consideration supporting his promise? If the holder has bought the instrument after the drawee
valuable consideration; and every person whose signature appears thereon to have become a party thereto for value.
Sec. 25. Value is any consideration sufficient to support a simple contract. An antecedent or pre-existing debt constitutes value; and is deemed such whether the instrument is
payable on demand or at a future time.
Sec. 28. Absence or failure of consideration is matter of defense as against any person
not a holder in due course; and partial failure of consideration is a defense pro tanto,
whether the failure is an ascertained and liquidated amount or otherwise.
Sec. 29. An accommodation party is one who has signed the instrument as maker,
drawer, acceptor, or indorser, without receiving value therefor, and for the purpose of
lending his name to some other person. Such a person is liable on the instrument to a
holder for value, notwithstanding such holder at the time of taking the instrument kmew
him to be only an accommodation party.
3. Pillans v. Van Mierop, 3 Burr. 1664, 97 Eng. Rep. 1035 (1765) is the famous
case in which Lord Mansfield laid down the rule that a promise in a written instrument
is enforceable by the custom of merchants irrespective of consideration. His view did
not long prevail, however, and was specifically overruled in Rann v. Hughes, 7 T. R.
350, 101 Eng. Rep. 1014 (1776).
Mlansfield's view long continued to receive widespread support among legal scholars.
2 AmEs, CASES ON BiuLS AND NoTEs 876 (1881); LAGDELE, SU2MAR OF CON.MACrS
63 (2d ed. 1880).
4. See the argument of counsel in Claxton v. Swift, 2 Show. 494, 89 Eng. Rep.
1062 (1686). See further STEFN, CASES ON CO SICIAL AND INVESTMENT PAiEa 5
(1939).
5. Chat and Edgar, 1 Keble 636, 83 Eng. Rep. 1156 (1663) ; Oaste v. Taylor, Cro.
Jac. 306, 79 Eng. Rep. 262 (1613) ; cf. Martin v. Boure, Cro. Jac. 6 (1603) ; and see ST'Fmx, op. cit. supra note 4, at 4-5.
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accepts, he has clearly relied on the acceptor's promise, and" his detrimental
reliance in discounting the instrument serves as consideration. 0 But courts
have not limited recovery against acceptors to holders who discounted after
acceptance. They have responded to the commercial need for holding the
acceptor to his promise by permitting th6 holder to recover even where he
has bought the instrument before acceptance and cannot therefore set up his
own reliance in fact as consideration. If he is an indorsee, and has acquired
the instrument in a commercial transaction, he is clearly a holder for value,
and it is not material that the acceptor received no consideration or that there
was no detrimental reliance by the holder.7 But where the discounter before
acceptance is a payee rather than an indorsee, one might expect more difficulty, since it is not easy to classify a payee as a holder for value. The courts
have, however, been equal to the occasion. In one instance, the court permitted the bill to be introduced as evidence of money had and received by the
acceptor from the drawer for the use of the payee. 8 But most courts have
simply ignored possible difficulties and come to the conclusion that the payee
is a holder for value. Once he has been awarded that tag, he need not worry
about defenses which the acceptor has against the drawer 0
Whatever the rationale used to hold the acceptor, the motivation seems to
be simply this: the drawee has the option of deciding whether he wants to
accept and thereby subject himself to liability. Once he elects to be liable, he
won't be allowed to thwart a commercially desirable transaction by setting up
the defense of no consideration, either between himself and the holder or between himself and the drawer.10 The same stress on the conotrcial importance of the acceptance transaction is apparent in the Commercial Code
provision which clarifies existing law by eliminating the consideration requirement for the acceptance of all bills aquired by the holder in a commercial transaction.
A second complex of situations raising doctrinal difficulties involves the
accommodation party. By signing the instrument, he undertakes to pay its
amount; what is the consideration for his undertaking? Again, detrimental
6. Jenys v. Fawler, 2 Strange 946, 93 Eng. Rep. 959 (1733); Price v. Neal, 3
Burr. 1354, 97 Eng. Rep. 871 (1762) ; Flournoy v. First Nat. Bank of Jeffersonville, 79
Ga. 810, 2 S.E. 547 (1887). REsTATEnT, CoNTRAcrs §§ 75, 90. See also S ,XEEN, op.
cit. supra note 4, at 41.
7. Fort Dearborn Nat. Bank v. Carter, Rice & Co., 152 Mass. 34, 25 N.E. 27

(1890).
8. Wells v. Brigham, 60 Cush. 6 (Mass. 1850).
9. Arpin v. Owens, 140 Mass. 144, 3 N.E. 25 (1885); Spurgin v. McPheeters, 42
Ind. 527 (1873).
10. Although not designated as such, the theory seems to be one of estoppel. Flournoy v. First Nat. Bank of Jeffersonville, 79 Ga. 810, 2 S.E. 547 (1887); Jarvis v.
Wilson, 46 Conn. 90, 33 Am. Rep. 18 (1878) (non-negotiable instrument).
On the commercial utility of the acceptance transaction and the desirability of relaxing doctrinal requirements therefor, see SmrEnx, op. cit. supra note 4, at 47-8.
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reliance provides the answer when the holder acquires the instrument subsequent to the accommodation party's signature, whether the accommodator

signs as acceptor or in any other capacity. But when the holder has discounted before the accommodation party signs, liability in terms of reliance is
more difficult to spell out. If acceptance of the instrument is refused, the
holder may proceed against the drawer immediately, but if the instrument is
accepted, the holder cannot proceed against the primary obligor until after
maturity." This forbearance on the part of the holder is what the accommo-

dation party bargained for, and it is consideration for his promise to pay.12
The holder also exercises this forbearance when a demand instrument is accepted, even if for only a brief period. But courts have not stressed the element of forbearance when dealing with demand instruments. Instead, a
"prior request" fiction has proven useful: for example, the accommodation
acceptor is said to have requested the holder to lend money to the drawer on
the understanding that the instrument would be accepted; the acceptor is
then bound by his prior request.'3
By far the greatest number of cases involving the accommodation party
arise when he signs an instrument in order to secure someone's pre-existing
debt, and the creditor gives no new promise and performs no new act in return. It can be said that the usual obligation of an original debtor-the primary obligor-to reimburse the accommodation party constitutes sufficient
consideration to permit the creditor to hold the accommodator. But courts
have hesitated to accept this argument.14 Their reluctance may be partially
explained by the fact that in most cases the debtor's spouse is the accommodation party.15
When the accommodator makes his note directly to the creditor as payee
to secure a third party's debt, his defense of lack of consideration often allows
the accommodation maker to escape liability to the creditor-payee.'0 But the
artificiality of this result is apparent. All the creditor has to do to escape this
trap is to have the accommodator make his note to the debtor as payee. Then
the debtor indorses it over to the creditor. According to most authority, the

11. NEGoTLntLE INsTRumEN s LAw §§ 61, 84, 192.
12. Commercial Bank of Lake Erie v. Norton & Fox, 1 Hill 501 (N. Y. 1841).
13. This theory was first suggested by way of dictum in the Banh of Lake Eric

case, supra note 12.
14. Widger v. Baxter, 190 Mass. 130, 76 N.E. 509 (1906). Strong v. Sheffield, 144

N.Y. 392, 39 N.E. 330 (1895), is often cited as a case where lack of consideration was at
issue. It is better explained, however, as lack of agreement, since the wife asked, not
for forbearance, but for a promise to forbear, which the plaintiff-Ereditor did not give.
15. Love and affection as between husband and wife is not consideration. Schnell v.
Nell, 17 Ind. 29, 79 Am. Dec. 453 (1861). The impact of this doctrine may explain the

reluctance of courts in the husband-wife situation to spell out a promise to reimburse.
16. Turle v. Sargent, 63 Minn. 211, 65 N.W. 349 (1895); Kiess v. Baldwin, 64

D.C. Cir. 66, 74 F.2d 470 (1934). Contra: Neal v. Wilson, 213 Mass. 336, 100 N.E. 544
(1913).
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creditor now wears the mantle of a holder for value, sublimely impervious to
17
the defense of lack of consideration.
Even if the accommodator makes his note directly to the creditor as payee,
he may be liable, if the court is partial to a little verbal ingenuity. Instead of

viewing the note as an executory promise to pay-requiring considerationthe court may deem delivery of the note to the creditor to effect a pledge
transaction, as though the note were a diamond wristwatch. The transaction
is now "executed" rather than "executory"; the creditor-payee recovers

against the accommodation maker without worrying about consideration."8

But even this ingenious theory does not avail to hold the accommodation
indorser who signs the instrument after it has been delivered to the creditor.
And that sort of indorser is the type who escapes liability most often. The
almost universal rule is that no consideration will be found to bind the afterdelivery indorser, who signs for an antecedent debt. 1'
It appears, then, that the Code provision liberating all antecedent debt
the rule of only
promises from the consideration requirement 2universalizes
0
the most far-reaching cases under present law.
The existing rules on gifts made by negotiable instrument may be shortly
stated. A donor's own promissory note may not be enforced against him by
the donee; a gift of another person's note may be made, but the donor is not
then liable in case of dishonor. 21 Furthermore, the delivery of a check does
not constitute an executed gift; even if the bank pays, the supervening death
or insolvency of the drawer is said to revoke the gratuitous assignment. 22
17. Grocers' Bank v. Penfield, 69 N.Y. 502, 25 Am. Rep. 231 (1877) is a well-known
case which anticipated N.I.L. § 25 in reaching this result. The cases under the N.IL,
are unanimous in considering the creditor a holder for value when he takes the instrument by negotiation from his debtor.
18. West Rutland Trust Co. v. Houston, 104 Vt. 204, 158 Atl. 69 (1932). See
ST F7Ex, op. cit. .upra note 4, at 654.
One further theory serves to validate the accommodation party's promise in the
specialized situation of a note made to a bank. Where the note is given with the understanding that it ,will-not be called,-and is -used to bolster the bank's assets and thus to
deceive a bank examiner as to their status, the accommodation party is usually held on
an estoppel theory. Smouse v. Waterloo Savings Bank, 198 Ia. 306, 199 N.W. 350 (1924),
Liability may be imposed even where the accommodation party did not know the use to
which the note was put. Mount Vernon Trust Co. v. Bergoff, 272 N.Y. 192, 5 N.E.2d
196 (1936). See further BarrroN, BILLS AND NoTES 3854-8 (1943); ST.FFEN, op. Cit.
.supranote 4, at 654.
19. Jackson v. Lancaster, 213 Ala. 97, 104 So. 19 (1925) ; Zadek v. Forcheimer, 16
Ala. App. 347, 77 So. 941 (1918); American Multigraph Sales Co. v. Grant, 135 Minn,
208, 160 N.W. 676 (1916); Bank of Carrollton v. Latting, 37 Okl. 8, 130 Pac. 144
(1913). Contra: Elgin Nat. Bank v. Goecke, 295 Ill. 403, 129 N.E. 149 (1920).
20. Section 517, the section on accommodation parties, reaches this result in conjunction with sections 304(b) and 501 (1) (b).
21. Smith's Estate, 226 Wis. 556, 277 N.W. 141 (1938) ; Chandler v. Ill. Nat. Bank
& Trust Co., 290 Ill. App. 509, 8 N.E.2d 705 (1937).
22. Notice to the bank is determinative of revocation, Glennan v. Rochester Trust &
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Liability on a charitable subscription is governed in general by the doctrine
of action in reliance.m
The Code leaves existing law on gift transactions undisturbed except to
validate the obligation of a charitable subscription by virtue of the promise
in the instrument itself, without necessitating reference to a theory of reliance.
Curtailment of the consideration doctrine as contemplated by the Code is
thus expressly limited short of the extremists' position that any promise
embodied in a written instrument should be enforceable, whether gratuitous
or not.24 The framers of the Code have preferred to retain the consideration
requirement, excepting only the three cases explicitly enumerated. In refusing to go all the way, the framers have followed the classical notion of
Mansfield that it is the commercial nature of the transaction that should free
negotiable instruments from compliance with the consideration requirement.
The erratic manner in which courts have applied the consideration doctrine to the acceptor and the accommodation party has frequently enabled
them to escape liability. Henceforth, their liability need no longer be predicated upon a conceptualistic "finding" of consideration. The new Code will
contribute a long-needed element of certainty to these commercially important transactions.
But the exception of charitable subscriptions from the consideration requirement cannot be placed upon the same grounds of commercial utility.
Only by accepting, pro tanto, the otherwise rejected arguments for the enforcement of all written promises,25 can the exemption of charitable subscriptions be rationalized. Philosophic inconsistency aside, it may also be
said that the problems involved in gratuitous transfers are beyond the scope
of a Code whose purpose it is to deal with the world of commercial trans26
actions.
Safe Deposit Co., 209 N.Y. 12, 102 N.E. 537 (1913).
§182 (1943).

See BnrrroN, BMLs

AND

Nors

But if the check is drawn for the exact amount of the fund on deposit, recovery may
be sustained on an equitable assignment theory, despite the drawer's death. Taylor's
Estate, 154 Pa. 183, 25 AtI. 1051 (1293).
23. RESTATEMENT, CONTRACTS § 90.
24. The literature has been voluminous. For a representative statement, see Wright,
Ought the Doctrine of Considerationto be Abolished from the Common Law?, 49 Htnv.

L. Rrv. 1225 (1936). For a contemporary defense of the consideration dogma, see
Havighurst, Consideration,Ethics and Administration, 42 COL L. R-v. 1 (1942).
Lord Wright's viewpoint received legislative expression in the Uniform Written
Obligations Act, which frees all written promises from the consideration requirement.
The Act can hardly be said to have swept the country, since it is at present in effect in
only one jurisdiction, Pennsylvania. 33 PENN. STAT. ANN. §§ 6-8 (Purdon, 1930).
25. See note 24 supra.
26. The concern of the learned framers with the enforceability of charitable subscriptions would appear to be somewhat academic, in view of the fact that these promises
are almost invariably enforced. By ringing changes on "promissory estoppel," courts
have subserved what appears to be a well-defined public policy favoring the validity of
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NEGOTIABILITY OF CONDITIONAL SALES CONTRACTS:
THE CONSUMER AND ARTICLE III OF THE
COMMERCIAL CODE
Conditional sellers have long sought an alchemistic formula for negotiability
in consumer conditional sales contracts. Such contracts are almost invariably
assigned: if they can be made negotiable, the risk of loss resulting from delivery of defective goods or other breach of contract by the seller will fall
upon the consumer and not upon the finance company or bank. Thus the
conditional sales paper is made more appealing to financers.' In an effort to
achieve negotiability, the finance companies have, first, inserted clauses in the
contract providing that the buyer waives any defenses he may have as against
any assignee of the contract ;2 second, executed, contemporaneously with the
contract, negotiable notes evidencing the purchase price ;3 and third, drafted
the contract itself as a promissory note. 4
The courts have granted some protection to the consumer-buyer by holding
that the conditional sales contract itself is non-negotiable, and cannot be so
made by contractual stipulation. Thus waiver or cut-off clauses are generally termed void as against public policy,6 although some courts give effect to
waivers of breach of warranty or failure of consideration. 7 Further protection has been granted in other instances by circumventing the entire question
these subscriptions. For a skillful exposition of the doctrinal intricacies, see Cardozo,
ChJ., in Allegheny College v. Nat. Chautauqua Bank, 246 N.Y. 369, 372-9, 159 N.E.
173, 174-7 (1927). The cases are collected in Billig, The Problem of Consideration in
Charitable Subscriptions, 12 CORN. L. Q. 467 (1927). See also Shattuck, Gratuitous

Promises-A IVew Writ?, 35 MicH. L. Rav. 908, 931-5 (1937). For a proposal anticipating the device adopted by the framers, see Billig, supra, at 480.

1. See Adelson, The Mechanics of the Instalment Credit Sales 2 LAw & CoNTrIP.
218, 225 (1935).
2. See American National Bank of San Francisco v. A. G. Sommerville Inc., 191 Cal.
364, 216 Pac. 376 (1923). For an example of the current practice see the Commercial
Credit Corporation's Conditional Sale Agreement Form 1304 G--Connecticut.
3. 3 JONES, CHATTEL MORTGAGES AND CONDITIONAL SALES §§ 940-2 (Bowers Ed.
1933) and cases cited therein.
4. See Abingdon Bank and Trust Co. v. Shiplett Moloney Co., 316 Ill. App. 79, 43
N.E. 2d 857 (1942).
5. Taylor v. Goodrich Tire & Rubber Co., 20 Tenn. App. 352, 98 S.W. 2d 1094
(1935) ; see American National Bank of San Francisco v. A. G. Sommerville Inc., 191
Cal. 364, 370, 216 Pac. 376, 378 (1923).
6. Equipment Acceptance Corp. v. Arwood Can Mfg. Co., 117 F. 2d 442 (6th Cir.
1941); Malas v. Lounsbury, 193 Wis. 531, 214 N.W. 332 (1927). Other cases have been
more specific: Motor Contract Co. v. Van Der Volgen, 162 Wash. 449, 298 Pac. 705
(1931) (cannot by contract deny oneself a right the law allows); San Francisco Securities Corp. v. Phoenix Motor Corp., 25 Ariz. 531, 220 Pac. 229 (1923) (cannot oust
the jurisdiction of the court) ; Progressive Finance & Realty Co. v. Stempel, 231 Mo.
App. 721, 95 S.W.2d 834 (1936) (cannot waive a right before it accrues).
7. U.S. ex rel. Adm'r of F.H.A. v. Troy-Parisian Inc., 115 F.2d 224 (9th Cir.
PEoB.
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of negotiability, allowing defenses by declaring the seller-finance company relationship too intimate for the latter to be a holder in due course.8 In the
usual case, however, negotiability may be attained, since notes evidencing the
purchase price are generally held to be negotiable.0 And one court has gone
so far as to permit the drafting of the entire conditional sales contract itself
as a valid promissory note.' 0
Article III of the proposed Commercial Code in general follows existing
case law. The imparting of negotiability by waiver or contract to otherwise
non-negotiable instruments is clearly prohibited," and notes evidencing the
purchase price are made clearly negotiable.'2
1940); Anglo-California Trust Co. v. Hall, 61 Utah 223, 211 Pac. 991 (1922). See
Beutel, Negotiability by Contract, 28 ILL. L. Rsv. 205, 215-17 (1933) ; cf. VoLw, SALES
467-71 (1931). And a few courts have invoked an equitable estoppel doctrine to bar
defenses: Kelly v. Universal Oil Supply Co., 65 Cal. App. 493, 224 Pac. 261 (1924);
see Manhattan Co. v. Morgan, 242 N.Y. 38, 50, 150 N.E. 594, 598 (1926). See Sinykin,
Extension of the Concept of Negotiability, 8 Wis. L. REv. 272, 276 (1932); Beutel,
supra at 209.
8. GMAC v. Associates Discount Corp. 3S N.Y.S. 2d 972 (1942). See also
Palmer v. Associates Discount Corp., 124 F.2d 225 (D.C. Cir. 1941) (finance company
acting as seller's agent); C.I.T. Corp. v. Emmons (La. Ct. App.) 197 So. 662 (1940)
(finance company furnishing forms and prescribing methods of execution not a holder
in due course); Commercial Credit Co. v. Childs, 199 Ark. 1073, 137 SM,. 2d 260, 128
A.L.R. 726 (1940) (finance company a party to the transaction). Contra: Mayer v.
American Finance Corp., 172 Okla. 419, 45 P.2d 497 (1935) (dealer and finance company relationship that of vendor and vendee of note) ; Security Finance Co. v. Schoenig
(Tex. Civ. App.) 292 S.W. 556 (1927) (finance company innocent purchaser for value
without notice).
9. EsTMcH, INSTAL'MFNT SALES §§ 269-76; 3 JoNES, op. cit. Tupra note 3 at 320 n.
41 and cases cited therein. A clause retaining title in the holder until payment is completed, the prime characteristics of such notes, generally does not destroy negotiability.
Chicago Railway Equipment Co. -.Merchant's Bank, 136 U.S. 263 (1889); Legal Loan
& Investment Co. v. Arnold, (Mo. Ct. App.) 150 S.AV2d 544 (1941). Contra: Central
Nat. Bank v. Hubbel, 258 Mass. 124, 154 N.E. 551 (1927). Neither does reference to
the conditional sale contract destroy the negotiability of such notes. N.I.L. § 3(2);
Continental Guaranty Corp. v. Peoples Bus Line, 31 Del. 595, 117 At. 275 (1922);
INSTRUmEzTS LAW 156-7 (Beutel's 6th Ed. 1938) and cases
BRANNAN, N~zonAa.
cited therein.
Occasionally, however, the courts have found that specific types of clauses in these
notes will destroy negotiability: Murrell v. Exchange Bank, 168 Ark. 645, 271 S.M. 21
(1925) (acceleration of maturity) ; Polk County State Bank v. Walters, 145 Minn. 149,
176 N.W. 496 (1920) (repossession by seller on default of payment); Sine v. Waychoff,
123 Pa. Super. 334, 187 At. 234 (1936) (confession of judgment before maturity).
10. Abingdon National Bank and Trust Co. v. Shiplett Moloney Co. 316 Ill. App.
79, 43 N.E.2d 857 (1942). Although the instrument was held to be a negotiable promissory note, in reality it was a conditional sale contract drawn with considerable ingenuity in the form of a note and as closely as possible in the terms authorized by the
Negotiable Instruments Law.
11.

AammAwcA

LAW INSTUTE AND NAT'L CONF. OF COM'RS Ox UNWo.as

STATE

LAws, THn CODE oF ComnmmcuL. LAW Art. III (Proposed Final Draft No. 2, 1948)
§ 102(2).
12. Unless otherwise prohibited by statute, Article III specifically permits the fol-
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Whether or not the Code thus provides sufficient protection for the buyer
must depend principally on the factual setting of the conditional sale. At first
blush, the protection would seem inadequate. The typical conditional selling
arrangement, the instalment sale, 13 is a tri-partite transaction in which the
buyer purchases from the seller, who then assigns all relevant paper to a
finance company or commercial bank. The relationship between vendors and
financers is characterized by their mutual interdependence, the conditional
vendor relying upon the discounting facilities of the financing agency to enable him to sell, the finance company deriving its profits from this discounting
process.' 4 The buyer, handicapped by his inferior economic status 15 and
often ignorant of his legal rights,'0 is in the subordinate bargaining position. 17
lowing clauses in negotiable instruments: good faith insecurity acceleration, §§ 108(1) (c),
119(f) ; sale of security on default, § 111(1) (b) ; reference to the conditional sale contract which gave rise to the note, §§ 104(1) (b), (c) ; title retention, § 104(1) (d) ; instalments, § 105 (1) (a) ; collection costs and attorney's fees, § 105(e); acceleration on
default of payment of an instalment, § 108(1) (c).
13. It has been estimated that instalment sales represent 11% of all retail sals.
MINDEL, RETAIL INSTALMENT SELING 4 (Research Report No. 6, Maryland Legislative

Council, Research Div. 1940). Instalment sales credit from 1929 to September 1947
varied from a low of $1,526 millions in 1932 to a high of $5,298 millions at the end of
September 1946. 33 Fed. Res. Bull. 1418 (1947). For an extensive treatment of the
volume of instalment sales, see generally HOLTHAUSEN, VOLUME OF CONSUMER INSTALMENT CaErT 1929-38 (1940).
14. "The finance company and the merchant-seller are as a fact engaged in one
business . . . useless one without the other." Buffalo Industrial Bank v. De Marzlo,
162 N.Y. Misc. (Buffalo City Ct.) 742, 744, 296 N.Y.S. 783, 785-6 (1937). The relationships between vendor and financing agency rest upon more or less informal agreements and understandings, with close integration of their respective operations. PLUMMER AND YOUNG, SALES FINANCE COMPANIES AND THEIR CREDIT PRACTICES 115 (1940);
Adelson, .rupra note 1 at 222, CHAPMAN, COMMERCIAL BANKS AND CONSUMER INSTALMENT CREDIT 19, 230 (1940); 1 SELIGMAN, ECONOMICS OF INSTALMENT SELLING 65-87

(1927).
In addition to discounting sales paper, the financing agencies generally grant wholesale credit to conditional sellers for floor planning their stock in trade. CHAPMAN, .gp ra

at 82, 232. And generally the financing agency supplies the contract forms to vendors,
Adelson, supra note 1 at 219.
See generally DAUER, COMPARATIVE OPERATING EXPERIENCE OF CONSUMER INSTALMENT FINANCING AGENCIES AND COMMERCIAL BANKS (1944); Plummer, Instabncjet

Selling in 8 ENCYC. Soc. Sci. 74, 78 (1932) ; PLUMMER AND YOUNG, supra at 107-8, 115;
Ayres, Instalnent Selling and Finance Companies, 196 ANNALS 121, 122 (1938).
15. Prior to the institution of wartime credit controls, 90% of families with instalment sale indebtedness had incomes of less than $3,000 per year, while 31.97 were famoilies with incomes of from $1750 to $2000 per year. MINDE, op. cit. supra note 13, at v.;
see generally PLUMMER AND YOUNG, op. cit. supra note 14, ch. 3; BERNSTEIN, THE PATTERN OF CONSUMER DEBT (1940). Instalment buying is still being concentrated in the
low and middle income groups. BOARD OF GOVERNORS OF THE FEDERAL RESERVE BOARD,
SURVEY OF CONSUMER FINANCES, 7 (1947).
16. See Note, 49 HARV. L. REV. 128, 130 (1935).

17. Id. at 130. Nugent and Henderson, Instalment Selling and the Consumer, 173
ANNALS, 93, 101 (1934); Note, 16 WASH. L. REv.

158, 159 (1941).
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The vendor and financing agency may subject the vendee to high interest
rates' s and the threat of repossession should he default in his payments."0
To add to this already dominant position of the financing agency the extensive liability owed to a holder in due course of a negotiable instrument would
appear at least superficially inequitable when the vendee has been subjected to
a seller's improper business practices. 20 That the vendee may have an action
over against the vendor is of dubious value to him in view of the expense
and uncertainty of litigation and the possibility of loss through the seller's
insolvency.
The operation of the business of instalment selling, however, suggests that
the buyer's burdens may in some cases be more apparent than real. Where
the transaction has been cast in the form of a contract plus a negotiable note,
the finance company has a holder in due course position only with respect to
the money claim evidenced by the note since the note does not impart its
negotiability to the accompanying contract, the right to repossess will be subject to buyer defenses. 21 Where a contract containing a waiver clause is used
in those jurisdictions which do not declare the clause void, the finance company may as a matter of legal doctrine repossess without regard to defenses
based on the defective quality of the goods sold.m It is apparent, however,
that the continued profitable operation of the finance company depends on its
dealers staying in business. The damage that will be done to a dealer's reputation in his community if the financer refuses to allow adjustments to be
made for defective merchandise is obvious and is probably an effective sanction against the finance company's use of its full legal rights. Furthermore,
a money claim against the consumer is of no great value for he may be judgment proof; repossession of defective goods does not give the finance company a full recovery in any case, since the defect will presumably decrease the
amount that can be realized on the resale. In fact, the larger finance companies make no attempt to collect or repossess over apparently valid claims
of defectiveness but recognize and favor good faith adjustments between
buyers and dealers. The finance companies rather seek to protect themselves
18. The cost of instalment credit usually varies from 10% up to 401. Plummer,
Instalnwnt Selling, 8 ENcy. Soc. Scd. 79 (1932) ; MINDEL, op. Cit. SUpra note 13, at vi,

23; DAuER, COMPARATIVE OPERATING EXPERIENCE OF CONSUmER INsTAL.MET FINxcn&NG
AGENCIES AND Coem3=ciAL BANKS v, 8, 10 (1944).
19. UNIFORm CoNmmon.qAL SAL-s AcT § 16. Note, 16 AVAsH. L. REv. 159 (1941);
Adelson, supra note 1, at 223. In the absence of requirements for an accounting by
statute or case law, the seller is able not only to repossess the article but also to retain
any payments already made in the event that the buyer defaults in his payments.
20. Improper practices are "rare in comparison with the total number of transactions handled, but they are common enough to be a serious source of loss, particularly
AZM
since the dealer who engages in them usually does so on a large scale." PLUXMM

YOUNG, op. cit. supra note 14, at 114.
21. Gilmore and Axelrod, Chattel Security, 57 YAmm L. J. 517, 540-3 (1948).
22. See VOLD, SALEs, 287-8 (1931) ; Bogert, Conztnctaries on Conditional Sales, 2
A UN FoR. LAws ANNOrAmTE 138 (1924).
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by terminating financing arrangement where a dealer habitually sells shoddy
merchandise. Or occasionally, finance companies safeguard themhselves either
by collecting from the dealer under an assignment permitting recourse against
the assignor on breach of the contract, or, if the assignment be technically
"without recourse," by withholding payment to the dealer under a "reserve"
clause. Hence it would seem that reputable financing agencies cannot materially benefit froin negotiability, and attempts to secure such negotiability
23
are merely part of the mores of instalment selling.
Where, however, the financing agency is marginal or predatory, it may be
unable or unwilling to absorb losses occasioned by seller malpractices or to
make adjustments between vendors and purchasers, particularly where the
vendor has become insolvent. In this restricted situation, it seems that the
buyer should be provided with statutory safeguards.
Article III might have been drafted so as to outlaw negotiability and thus
to achieve some consumer protection. The wisdom of incorporating such
measures within Article III is, however, open to question. A 'provision precluding negotiability in conditional sales notes would have to be clearly restricted to consumer instalment sales, for negotiability may be desirable in
industrial instalment sales where the buyer is sufficiently large and financially
potent so as to require no special protection. 24 'Such a restriction would require unwieldy delimiting phraseology, out of phase with the remainder of
the Commercial Paper Article which is aimed at broadly defining negotiability
and its legal consequences within the commercial field as a whole. Moreover,
the restrictive language might result in attempts at evasion in order to apply
non-negotiability outside of the narrow context of the consumer instalment
sale.
Even if Article III were to be drafted to ban negotiability it would achieve
only partial protection for the consumer, for it would fail to rectify the conditions and practices which give rise to the need for defenses. It would seem
more feasible and effective to safeguard the buyer through the type of specialized retail instalment sales statute already enacted in several jurisdictions
which regulate the entire instalment sale mechanism. 25 Thus conditional
23.

These conclusions are based upon interviews with sales finance company officials

in the New York and Connecticut areas. The reluctance of finance companies to allow
investigation of their books precludes empiric documentation, however. The ultimate
conclusion of the relative unimportance of negotiability to the reputable finance company
is partially supported by the fact that General Motors Acceptance Corporation's condi-

tional sale contract contains neither a note, nor a cut-off clause. Form GMAC 106
Conn. 10-47.
24. For a thorough treatment of the considerations and operative factors in commercial and industrial instalment sales, see JAcOBY
MENT FOR

CoMmEncIAL

AND INDUSTRIAL ENTERPRISE

&

SAULNIEn,

FINANCING EQUIP-

(1944).

25. These statutes are generally of two types. There is the "disclosure statute"
which compels the seller to make full disclosure of provision of instalment agreements,
and outlaws the use of objectionable contract provisions. E.g., N.Y. PERs. PROP. LAW
§ 64a; 9 MASS. LAWs ANN. c. 255, §§ 11-13H (Supp. 1947). The other view seeks to
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vendors and finance companies may be gubjected to administrative surveillance
through licensing; the form, content and status of instruments of sale may
be specified; undesirable selling practices and conditions may be outlawed;
and fair remedies for vendors, vendees, and financers may be prescribed. Such
specific legislation, functionally designed for comprehensive consumer protection and equalization of the disparate position of the parties in the instalment sale, seems preferable to an inept and relatively ineffective utilization of
Article III for this purpose.

BANK CREDIT AS VALUE: THE COMMERCIAL CODE
ARTICLE IIi
A depositor, having sold certain goods, indorses a check for $1,000 drawn
in his favor by the buyer and transfers it to his bank. He receives in exchange a credit of $1,000 on his account, and his bank forwards the check
extend complete protection, by licensing and exhaustive regulation of both vendors and
financing agencies. E.g., MD. CoDE Art. 83 §§ 116-52 (Flack Supp. 1947); IND. STAT.
§§ 58-901 ff (Burns, 1943). Other states have introduced regulation of motor vehicle
sales and financing: 14 MicH. STAT. ANN. §§ 19.415(1)-(14) (Supp. 1947) (Motor Vehidcle Retail Instalment Sales Contracts Act); 8 MicHr. STAT. ANN. §§9.1432ff. (Supp.
1947) (licensing of motor vehicle dealers) ; iVs.STAT. c218 (1947) (licensing of motor
vehicle dealers, salesmen, and sales finance companies); HAwAn REv. L"ws c. 139
(1945) (automobile dealer and salesmen licensing) ; PA. STAT. tit. 69 §§ 601-637 (Purdon
Supp. 1947) (Motor vehicle sales financing act).
For a particularly good discussion of retail instalment sales legislation, see Donaldson, Retail Instalmet Sales Legislation, 19 Rocxr MIT. L. REv. 135 (1947). See also
CAuP Ax, CommmIaL BAINS AND CONSUMER INSTALMEN CREDr, 60 (1940); PLuuTsza & YOUNG, SALF.S FINANCE COmPANIES AND THam Cnmrr PRAcmcxs, c. 10 (1940).
* This note is restricted to cases involving negotiable instruments which have been
dishonored or are likely to be dishonored. It should be noted, however, that the question
of bank credit as value, as part of the broader question of "holder in due course" status,
is frequently raised in cases arising out of bank failure or garnishment proceedings where
the basic issue is ownership of the proceeds from an instrument rather than recovery on a
repudiated item. Cf. Blacher v. Nat. Bank of Baltimore, 151 Md. 514, 135 Adt. 383 (1926)
(suit for recovery of proceeds where depositary bank failed), Nat. Bank of Commerce v.
Morgan, 207 Ala. 65, 92 So. 10 (1921) (suit to attach proceeds).
As long as courts continue to inject the 'holder in due course" issue into "ownership" cases, it must be recognized that selection of a rule governing bank credit as value
will affect the outcome in those cases as well. But rules governing "ownership" could
easily be established independently of credit-as-value rules. See Steffen, The Chech
Collection MIuddle, 10 Tur.AxE L. Ray. 537, 560 (1936); Turner, Deposits of Demand
Paper as "Purchases", 37 YAm I.L. J., 874, 894-5 (1928); Townsend, Bank Deposits of
Commercial Paper,7 N.Y.U.L.Q. Ray. 293, 332-3 (1929). Parallel discussion of these two
facts, therefore, does not seem essential.
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for collection. Meanwhile, however, the buyer has discovered that the goods
were not what he had believed them to be, and, claiming fraud, he stops payment on the check. In suit against the buyer-drawer for payment, the bank
will argue that it is a "holder in due course" of the dishonored instrument;
for as such a holder it is immune from the buyer's defense of fraud, valid as
that defense might be if the depositor had retained the check and was himself suing for recovery.1 But the bank's position as a holder in due course
depends on whether the credit which it gave the depositor constitutes "value."
This question, which involves credit extended for checks and other types
of negotiable instruments, has long been a source of controversy, 2 especially
since the Negotiable Instruments Law fails to specify clearly what rule
should be applied. Section 25 of the N.I.L. defines value as "any consideration sufficient to support a simple contract." Since executory promises are
within this category, § 25 presumably means that the mere extension of credit
is value-i.e. that a "promise to pay" is value per se.8 But N.I.L. § 54 provides that if notice of defects is received before a holder has "paid the full
amount agreed . . . he will be deemed a holder in due course only to the
amount theretofore paid by him"-language which indicates that the credit
must actually be used by the depositor before it constitutes value.4 The courts
have adopted the latter interpretation. 5 This choice requires, however, that
they also select an accounting rule to be applied in determining whether the
particular credit given for an instrument has been withdrawn. There are
several possibilities.
There is no disagreement as to accounting rules where the depositor's account has fallen to zero between the date of transfer of the instrument and
notice to the bank of its defects, for clearly the credit has been withdrawn
1.
2.

NE OTIABLE INSTRUmENTs LAw §§ 52, 57.
See generally, BRANNAN, NEGOTIABLE INSTRUMENTs LAW 375-85 (Beutel 6th ed.

1938) ; Frye, Crediting an Account as "Value", 2 Wis. L. Rnv. 408 (1924) ; Comment,
33 YALE L. J. 629, 633-6 (1924) ; Notes, 7 MINN. L. REV. 583 (1923), 72 V. or PA. L.
REv. 61 (1923), 77 id. 690 (1929), 80 id. 1159 (1932), 26 ILL. L. REv. 579 (1932), and
17 VA. L. Rv. 720 (1931). Cases are collected in BRANNAN, mipra, and Notes, 6 A.L.R.
252 (1920), 24 A.L.R. 901 (1923), 60 A.L.R. 247 (1929), 80 A.L.R. 1064 (1932), and
10 C.J.S. 803 (1938).
3. This interpretation has been insisted upon by some writers. See BRANNAN,
NEXGOTABLE INSTRUMENTS LAw 376, 588 (Beutel 6th ed. 1938), and Beutel, The Proposed
Uniform Bank ,Collections Act, 9 TULANE L. REv. 378, 398 (1935).
4. Steffen argues that "a credit is at most a promise to pay for an instrument, not a
payment." Steffen, supra note * at 561 n.112. To say that unused credit is value paid
".. . is to read § 54 of the N.I.L. entirely out of the act." Id. at 560. But see Buetel in
BRANNAN,

op. cit. supra note 3, at 376: ".

.

. this section does not apply to credits be-

cause the credit itself is the full amount to be given."
5. E.g., Bath Nat. Bank v. Sonnenstrahl, 249 N.Y. 391, 164 N.E. 327 (1928), and
cases collected in Note, 6 A.L.R. 252, 255-6 (1920). But see McAuley v. Morris Plan
Bank, 155 Va. 777, 787, 156 S.E. 418, 421 (1931) ; Farmers & Merchants Bank v.Nissen,
46 S.D. 121, 123, 190 N.W. 1014, 1015 (1922) (bank paid for note by reduction of its
account with transferor bank).
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and the bank has given "value." A dispute has arisen, however, in cases involving active accounts, with numerous withdrawals largely offset by additional deposits between the two dates. The depositor, for example, has an
original balance of $1,000 and receives credit for $1,000 on a time note endorsed over to his bank. Prior to dishonor of the note he deposits an additional $1,000 but withdraws $2,600, leaving a balance of $400. In this situation, most courts have applied the rule of "first money in, first money out." T
Withdrawals are charged against credits in accordance with the time sequence
in which the credits were entered. Thus the bank is here a holder for value
to the full amount of the note-the same result reached under the rejected
rule that credit is value per se. But under the minority rule of "lowest intermediate balance," credit for a dishonored instrument is disregarded in
charging withdrawals except to the extent necessary to prevent overdraft sin the example given, $600 is the limit to which the bank can claim to be a
holder for value.
That neither of these rules has proved entirely satisfactory to the experts
in the field is indicated by two recent proposals. The drafters of the Commercial Code, adopting both § 25 and § 54 in the parts on commercial paper,0
suggest in the sections on bank-collections a compromise rule to govern bank
credit given for checks:
"* * * first credits given shall be deemed the first to be withdrawn,
but credit not available for withdrawal as of right shall be deemed
to be used only if necessary to prevent an account from being overdrawn when balances are posted." 10
In effect, this is the "intermediate balance" rule so long as there is only one
credit outstanding on an uncollected item; if, however, there are two or more
6. E.g., Bank of Gulfport v. Smith, 132 Miss. 63, 95 So. 785 (1923), and cases collected in Note, 6 A.L.R. 252, 259-60 (1920).

7. E.g., Modern Industrial Bank v. Hegenan, 54 N.Y.S. 2d 251 (1945); aff'd, 269
App. Div. 775, 55 N.Y.S. 2d 576 (1945), and cases collected in Note, 6 A.L.1L 252, 262-3
(1920). Accord: First Nat. Bank of Appleton v. Court, 183 Wis. 203, 197 N.W. 793
(1924), which in distinguishing the earlier case of Curry v. Wisconsin Nat. Bank, 149
Wis. 413, 136 NA. 549 (1912), stated that there the "first in, first out" rule would have
worked injustice.
The Appleton case illustrates the comparative effects of the two rules. Suit was on

a note for $1,000. Balance prior to deposit of the note was over 20,000, and the lowest
subsequent balance was that on date of dishonor-$S99.15. But withdrawals on one day
during the period exceeded $90,000, the account being maintained by additional deposits.
Under the majority rule here applied, the bank was ruled a holder for full value. Under

the alternative rule it would have been holder for value only to the extent of $100.85.
8. E.g., Curry v. Wisconsin Nat. Bank, 149 Wis. 413, 136 NA. 549 (1912), Union
Nat. Bank of Columbus v. Winsor, 101 Minn. 470, 112 N.W. 999 (1907).
STATZ
9. AmEmcAN LAw INSTITUTE AND NAT'L CONF. OF COM'RS O: U 0roUM
LAws, TEE CODE OF CommFacrAIL LAW Art. III (Proposed Final Draft No. 2, 1943)
(hereinafter cited as A.L.I., COMMERcIAL CODE Art. III), §§ 304, 305.
10. A.L.I, COMMRCLA. CODE Art. III, § 714(2). This provision appears to avoid
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such credits, and one must be used to prevent overdraft, the above rule may
make the bank a holder for value where the "intermediate balance" rule does
not." The Code section governing credit given for instruments other than
checks, on the other hand, adopts the principle hitherto rejected by the courts:
that mere extension of credit is value per se even when not subsequently
withdrawn.' 2 This position is also maintained in the proposed Uniform Revised Sales Act.'3
The soundness of applying one rule to checks and another to such instruments as time notes may be seriously questioned, whatever the merits of the
respective rules. There is little basis for believing that instances of dishonor
will involve one type of instrument more frequently than another. To be
the logical difficulties of both the "first in, first out" rule (which charges against credit
for an uncollected item even though adequate deposits of cash are available) and the
"intermediate balance" rule (which is logical only if subsequent deposits are cash)'. For
more extensive discussion of this problem, see Note, 72 U. OF PA. L. REV. 61, 64-5 (1923).
11. A comparison of this proposal with the two current rules may be made by using
the following example:
Days
Nov. 1.
Nov. 2.
Nov. 3.
Nov. 4.
Nov. 5.
Nov. 6.
Nov. 7.

Initial balance
Item later dishonored
cash deposit
withdrawal
time note
withdrawal
cash deposit

Anwunt
1,000.
1,000.
1,000.
2,000.
1,000.
1,000.
1,000.

Balance
1,000.
2,000.
3,000.
1,000.
2,000.
1,000.
2,000.

If dishonor of the "spurious" item takes place after November 4th, then the "first in,
first*out" rule makes the bank a holder for value while the new rule does not. If dishonor is after November 6th or 7th, then both the "first in, first out" and the new rule
would grant freedom from the maker's defenses, while the "intermediate balance" rule
would not.
12. A.L.I., COMMERCIAL CODE Art. III,§ 720:
"A depositary bank extending credit available for withdrawal as of right againt a
depositor's non-cash items has a lien upon the items and any accompanying documents
whether the credit is used or not and irrespective of any right of charge-back in the event
of difficulty in collection."
13. Value is defined to include "... the extension of immediately available checking credit by a financing agency against a draft accompanied by document of title,
whether or not drawn upon and whether or not a charge back is provided for in event
of difficulties." A.L.I., COMMERCIAL CODE Art. II (Uniform Revised Sales Act, 1948),
§ 56(3) (b).
It is not entirely clear how this provision and the provision in the Commercial Code
governing exchange of credit for non-cash items are to be reconciled with the Code provision on credit exchanged for checks. See notes 10 and 12 supra. It has been suggested
that deposit of checks does not result in "immediately available" credit to the depositor,
and that therefore there is no conflict. A.L.I., ComMERCIAL CODE, Notes & Comment." to
Part VII, Art. III (August 1948) 19. There is some doubt, however, that this distinction is realistic in all cases. See Moore, Corstvet and Sussman, Drawing Against Un..
collected Checks, 45 YALE L. 1. 1, 260 (1935).
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sure, rapid clearance of checks, in contrast to delayed collection of time notes,
severely restricts the drawer's opportunity of preventing payment by a stoporder--e.g., after discovering that goods purchased are defective--but the
vastly greater volume of checks offsets this fact.' 4 Nor is there any justification for believing that subsequent behavior of the depositor's account vill
depend on the type of instrument involved. An uneasy depositor is just as
likely to attempt immediate withdrawal of his credit whether the instrument
is a check or a note.' 5 It would seem therefore, that a uniform principle applicable to all negotiable instruments could be selected, the choice depending
on evaluation of the several rules in terms of simplicity, protection to banks,
and possible inequities to other parties.
There is no doubt that value per se, by dispensing with accounting problems, excels the other rules in simplicity. It is equally clear that this rule
alone grants protection to the banks in all cases, a factor which under most
circumstances would materially foster negotiability. However, where an attractive alternative to suit against the maker or drawer is available, the importance of selecting a rule on the basis of protection to banks is doubtful.
Precisely such an alternative is the widespread custom of "charging back"
a defective instrument against the depositor (i.e. debiting his account by the
amount of the instrument)," 6 a practice apparently sanctioned whether the
14. In 1941, the total volume of checks handled by Federal Reserve Banks alone was
slightly over $362 billion. BANKING AND MONETARY STATISTICS 354 (Board of Governors,
F.R.S. 1943). Commercial paper is of minor and declining significance. Total amount
outstanding fell from $881 million on December 31, 1918, to -334 million in 1929, and
$287 million in 1947. BURGESS, THE REsERvE BANKS ANlD THE MONYx" M4nI r, 159
(1946); 34 FE. REs. BULL. 426 (1948).
15. It may or may not be significant that the leading cases dealing with the "first in,
first out" rule, e.g., First Nat. Bank of Appleton v. Court, 183 Wis. 203, 197 N.WV. 793
(1924), are cases involving notes. A similar question may be raised concerning the fact
that apparently only seven cases reached appellate courts during the years 1936-1946, of
which three involved checks and four involved notes. 7 Fwrrx DEFc.xzAL DicEsT 929
(1948). The paucity of cases may reduce the importance of the credit-as-value issue.
16. The practice is employed almost universally in the handling of checks, by far
the most important type of negotiable instrument. For brief discussion, see Turner, supra
note * at 889ff.; Townsend, .mipranote * at 325ff.

Empirical evidence of the actual extent of the charge-back in the handling of time
notes is not readily available. Conversations with banking officials in New York and
New Haven disclose that it is virtually standard practice in those cities, but not so openly
formalized as to appear in banking manuals. Procedures include "suggestion" to the
depositor that he take care of the matter (which, they say, the depositor does), segregation of funds upon notice of difficulties, and the rather startling practice of entering an
automatic debit on date of maturity (erased if proceeds are received). On the other
hand, it has been suggested that banks in the Middle West and South are reluctant to
debit the customer's accounts (letter to the Yale Law Journal from Mr. Allen Axelrod,
Assistant Professor at the University of Nebraska Law School). In at least one case
the instrument was returned in exchange for the depositor's check, a practice more formal
but no less effective. Nat. Bank of Commerce v. Bossemeyer, 101 Neb. 96, 162 .V. 503

(1917).
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bank is a holder in due course 17 or not.' 8 Given the charge-back, the position
of a bank is this: if the depositor's account is inadequate to cover the amount
of the dishonored check or note, the bank is a holder for value at least to the
extent of the'deficiency under any of the alternative rules on credit, and free
from such defenses as fraud practiced upon the maker; if the account is
adequate, the protection accorded a holder for value is unnecessary.'0 Hence
the banks do not need the value per se rule.20 But neither do they need proOn charge-back of defective demand drafts, see cases collected in Townsend, .rupra
note * at 335 n.153.
17. Here the charge-back is merely a short-cut method of recourse against the transferor as indorser. E.g., Noble v. Doughten, 72 Kan. 336, 83 Pac. 1048 (1905). Contra:
Merchants Nat. Bank v. Townsend, 147 S.W. 617 (Tex. Civ. App. 1912) (no chargeback permitted). Other rationales have included the force of custom and the existence
of an implied agreement. Noble v. Doughten, 72 Kan. 336, 83 Pac. 1048 (1905), Walker v.
Ranlett, 89 Vt. 71, 93 Atl. 1054 (1915).
18. E.g., Union Nat. Bank of Columbus v. Winsor, 101 Minn. 470, 473, 112 N.W.
999, 1000 (1907):

...

. the bank was not a holder for value.

Upon receiving notice

of the fraud, it had the right to charge the note to [the payees'] account and leave them
to contest the validity of the note with the makers." See generally, Townsend, .mtspra
note 1 at 336. The BANK COLLECTIONS CODE, drawn up by the American Bankers' Association and passed in several states, specifically allowed the charge-back, but at the
same time granted full rights of "ownership" to the bank. See, e.g., the Missouri code interpreted in Farmers' Exchange Bank v. Farm & Home Savings & Loan Ass'n, 332 Mo.
1041, 61 S.W.2d 717 (1933). Compare Steffen, supra note *, in which the A.B.A. code
received heavy criticism. Selective elimination of the charge-back has been recommelded
to shift the risks of check collection losses resulting from bank failure and negligent
handling to the banks themselves. Steffen, id. at 556-8, 561-5; Turner, supra note *,at
906; NAT'L CONF. OF COMz'RS ON UNIFoRM STATE LAWS, HANDBOOK< 182-3 (1934).

19. See Frye, supra note 2, at 414: "Will the refusal to recognize the bank as a holder
in due course under such circumstances restrict the currency of bills and notes? There
seems to be no reason why it should have such an effect since in no case can the bank
lose the amount of the note. The fact remains, however, that the bank which discounts
the note may thus be deprived of the profits of its bargain."
It is doubtful that the bank even loses the profits. In Port Washington v. Polonia
Phono. Co., 180 Wis. 71, 77, 192 N.W. 472, 475 (1923), it was held that the bank may
charge back the amount of the note ".

.

. with the then accrued interest. . .

."

With

regard to checks, of course, the "profits" issue is non-existent.
20. The argument that the value per se rule, by according complete protection, would
enhance negotiability has frequently been urged. See, e.g., Comment, 33 YALE L. J.629,
635-6 (1924); Note, 77 U. OF PA. L. REv. 690, 692 (1929). Lack of necessity is the
usual reply of courts who reject the doctrine. See note 16 supra.
The rule has also been supported by appeals to logic and consistency. (1) Its consonance with N.I.L. § 25 has been noted. Beutel, supra note 3; Notes, 26 Micn. L. REv.
209 (1927), 80 U. OF PA. L. Rrv. 1159, 1160 (1932). (2) It is urged that there is no
lesser risk in extending credit than where an instrument is taken as collateral for an
antecedent debt. Comment, 33 YALE L. J. 629, 634-6 (1924) ; Note, 80 U. OF PA. L, REy.
1159, 1160 (1932). (3) It is suggested that "if the bank had given dollar bills for the
instrument, which were immediately redeposited, there is no doubt that even the majority
of courts would consider it value." Id at 1159; Notes, 26 MIcH. L. Rav. 209, 210; 77 U.
OF PA. L. Ra,. 690, 692 (1929), Nat. City Bank of St. Louis v. Macon Creamery Co.,
46 S.W.2d 127, 130 (Mo. 1932).
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tection to the extent accorded by the alternative rules, any one of which may
make the bank a holder for value even though the depositor's balance at the
time of real or prospective dishonor is adequate for a charge-back. 2 Banks
would have adequate security even if extension of credit were deemed value
only where depositor's balance at time of notice was less than the amount of
the instrument. Thus, with regard to banks, it makes little difference which
of the more inclusive rules is selected.
While additional protection is of minor importance, it has been argued that
making the bank a holder for value is actually undesirable in that it permits
inequitable recoveries against injured makers or drawers, deceived by the
bank's depositor.2- This criticism has been leveled chiefly at the value per se
rule, but it applies also to the current rules and the compromise proposed by
the Code, which, as noted above, may permit recoveries against a maker even
though a charge-back is possible. Moreover, the validity of the criticism is
highly doubtful, for it is very unlikely that a bank would undertake the
burden of litigation in preference to charging back, unless perhaps as a favor
to an influential customer. And even though a bank's status as holder in due
course might result in recovery from an injured maker, there is equal reason
to believe that by facilitating suit the privilege might persuade a bank to relieve a depositor, accused but not guilty of bad practice, from the charge-back
burden.P
None of the arguments is persuasive. The ambiguity of the N.I.L. has already been
noted. See notes 3 and 4 .tpra. The second argument, even if the similarity in risk with
the collateral security transaction is granted, gives no ground for concluding that either
should constitute value. The dollar-bill analogy, aside from the fact it presents an unlikely hypothetical, overlooks the loss of control over funds involved in paying out cash;
and query-if the two current rules are so burdensome, why have not banks adopted this
subterfuge?
21. This may be illustrated by an extreme case. Transferor, whose account is at zero,
indorses over to his bank X's note for $1,000.00, payable 90 days hence. He immediately
withdraws the credit given in exchange for the note, and his account remains at zero for
89 days. On presentment of the note by the bank, X replies that he was defrauded and
will not make payment, but on the same day the transferor deposits $1,000 in cash at
the bank. The bank could recover on the note by charging back, but under any of the
current or proposed credit-as-value rules it is a holder for value and could sue the maker
free from his defense of fraud.

22. E.g., Second Nat. Bank v. McGehee, 241 SAV.287, 291 (Tex. Civ. App. 1922).
And see Steffen, .ipra note *, at 561: ".... as a matter of policy why should [we] be
anxious to aid a banker who has merely given credit for an item, as against a maker who
has been defrauded by the bank's customer? Surely it is not too much to ask the banker
in such case to charge the item back to the wrong-doer and forego collection from the

victim."
23.

Another possible criticism of the value per se rule is that the protection accorded

will weaken the bank's proclivity to investigate carefully the status of transferred paper,
particularly time notes-i.e. that the rule will contribute to lax practice. It is probable,
however, that investigation is conducted not only to prevent loss but to prevent future litigation, a function unaffected by the value per se rule. Again, it should be noted that the
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With the charge-back established,24 therefore, there is little reason for preferring any of the current or proposed rules on grounds of protection to banks
or of fairness to other parties. Unless there be a moral aversion to granting
banks even .a paltry gift, it is suggested that a uniform principle should be
selected on the basis of simplicity. On this ground, the rule that bank credit
constitutes value per se is clearly superior.

ALLOCATION OF RISKS IN FOREIGN REMITTANCE
TRANSACTIONS: THE COMMERCIAL CODE
ARTICLE IV, CHAPTER il
A device frequently employed to transmit funds to other countries is the
foreign remittance, by which a remitter contracts with a domestic bank' to have
that bank's correspondent in another country pay money to the remitter's foreign creditor. This transaction is usually undertaken at the remitter's peril:
generally it is he who must bear losses caused by depreciation of the foreign
currency in which a remittance is expressed, by negligence of the bank's correspondent, by insolvency of that correspondent, and by insolvency of the domestic bank itself.
But decisions have not always placed these risks on the remitter. 2 For this
reason, metropolitan banks have sought protection by inserting in their remittance contract saving clauses disclaiming liability for its noncompletion. 3 Even
criticism, if valid, applies to alternative rules as well, insofar as they too grant "unnecessary" protection to the bank.
24. The charge-back is sanctioned in the proposed Code, specifically with respect to
checks and by implication with respect to other types of paper. A.L.I., COMERUCIAL
CODE Art. III, §§ 715, 720.
1. Banks are by no means the only agencies which a remitter may select as the intermediary through which to make foreign remittances. See, e.g., WurrAxFm, FoMaNon EXCHANGE 58 (2d ed. 1933). In this Note, however, the intermediary will be referred to as
the "bank" both for the sake of brevity and because most such transactions actually are
handled through banks.
2. E.g., compare Pfotenhauer v. Equitable Trust Co., 115 Misc. 396, 188 N.Y.S. 464
(1921), aff'd mem. 193 N.Y.S. 949 (App. Div. 1st Dep't 1922) (delivery of letter of advice
prevented by war conditions, loss placed on bank) weith Katcher v. American Express Co.,
94 N.J.L. 165, 109 Atl. 741 (1920) (delivery of postal remittance prevented by Russian
Revolution, loss placed on remitter).
3. The metropolitan banks naturally do not attempt to avoid liability for loss due to
their own insolvency. Nor do they try to contract against liability on a bill of exchange for
the insolvency of their correspondents, since warranty of payment upon presentment ordinarily is made by any drawer of a check or bill (NcoGrlABnF INSTRUMENTS LAW, § 61).
The following paragraph, appearing on the back of the cable-transfer contract form of
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this device has not been wholly successful, however, for courts occasionally refuse to uphold these clauses.4
In an effort to bring about uniformity in this field, the Commissioners on
Uniform State Laws have included in their proposed Commercial Code provisions which standardize rules of risk distribution and drastically restrict saving clauses.0 This task involves reconciling two opposing considerations. On
the one hand, the profit derived by the metropolitan banks from handling foreign remittances is so slight that they might be unwilling to offer the service
without some means of avoiding these losses.0 On the other hand, the remitter

is usually in an inferior bargaining position and is far less able to spread losses.The extent to which the Commissioners have achieved a balance of these facthe Guaranty Trust Company of New York, is typical of the saving clauses used by the
metropolitan banks:
"This cable transfer is for the payment of money in the amount named on the
reverse side hereof, and it is agreed that this transaction is to be construed as a
present sale of such money. It is further understood and agreed that the Guaranty
Trust Company of New York shall not be responsible for error, delay or default
of any kind in the transmission of messages in execution of this order by telegraph, cable or wireless companies, or foreign government telegraph services or of
letters, post remittances or drafts by the post office of this or any foreign country,
or by any express company, nor for the acts or omissions of the correspondents or
agencies employed by it in ordinary course in the further transmission and/or
final payment of this order, nor for the failure of such correspondents or agencies
to identify the payee in making payment, nor for any cause beyond its or their control; but the risk of loss or damage resulting from any such errors, delays, or defaults, cause, acts or omissions of failure to identify the payee is assumed by the
purchaser. Refund will be made if payment of the order has not been effected to
the payee, except where there has been a failure of identification in making payment, at a rate not in excess of the market rate prevailing at the time when the
Guaranty Trust Company of New York receives notice of such non-payment and
thereafter has instructed its foreign correspondents to cancel said order and has
received confirmation of such cancellation:'
4. E.g., Safian v. Irving National Bank, 116 Misc. 647, 190 N.Y.S. 532 (1921), aff'd
202 App. Div. 459, 196 N.Y.S. 141 (1st Dep't 1922).
5. Aams ucAx LAW INsTrrTTE AND NAT'L CoNF. oF Coi's o-; UmON
-on STATE
LAws, THE Coo OF ComS
cLAL LAw Article IV, Chap. 2 (Revised tent. draft No. 2,
1948) (hereinafter cited as CoMMEacL. CoDE Art. IV, Chap. 2).
6. The metropolitan banks handle foreign remittances principally as a service to their
customers. Whatever profit they make ordinarily no more than compensates them for expenses incurred in rendering other foreign services (e.g., credit reports) to their domestic
customers. Communication to the author, from George B. McGowan, Vice President, Corn
Exchange Bank Trust Company, April 23, 1948, in Yale Law Library. For discussions of
ways in which banks might profit from foreign remittances, see SoUTHAR,
FornnoxG ExcHNGE PRAcncE AND PoLicy 36 et scq. (1940) (suggesting that banks can profit on the
overall spread between the "buying" and "selling" exchange rates); Note, 12 CA1,n. L.
REv. 209, 212 (1923-24) (suggesting that profit can be made on exchange and from the free
use of remitter's money while the remittance is being consummated).
7. Almost all foreign-remittance transactions are funnelled through the large banks
in metropolitan centers, primarily those in New York. SOuTHAnD, op. cit. mspra note 6,
at 36.
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tors may be considered by observing what allocation the Code would make of
typical foreign-remittance risks.
The problem of allocating the risk of currency depreciation was before the
New York Court of Appeals in Kerr Steamship Company v. ClartcredBank.8
In November, 1941, the plaintiff "bought" 9 a foreign bill of exchange, payable
in Philippine pesos, drawn on the defendant bank's correspondent in Manila.
The supervening Philippine invasion prevented delivery, and the bill was returned to the plaintiff. Since the dollar value of the peso had plummeted almost to zero, the defendant refused a refund. The plaintiff sued in rescission to
recover the purchase price of the bill, relying largely on Gravenhorstv.Zint.
inernan.10 In that case, a cable transfer had been classified as a mere executory
contract for the sale of foreign credit, 1 entitling the remitter to rescind for
noncompletion of the remittance and to recover his purchase price in full. But
the court distinguished the Gravenhorst ruling on the ground that a bill of exchange is essentially different from a cable transfer and held that the transaction in question was an executed salejof pesos not subject to rescission.
The Kerr and Gravenhorst cases raise the bewildering question of who
should bear depreciation loss when neither party is responsible for noncompletion. But an answer based solely on the forms of remittance instruments used
ignores their functional similarity.1 2 The factual backgrounds of the cases,
however, suggest that the decisions may be less unrealistic than their language.
The denial to the Kerr plaintiff of the full recovery allowed the remitter in
the Gravenhorst case may be explained by the difference in speed between the
particular forms of remittance employed. Thus, discretion might have indicated
to the Kerr plaintiff, at the time of sale, that transmitting a remittance draft by
airmail at a time when war threatened was far more hazardous than the more
rapid, albeit slightly more expensive, means of a cable transfer, which would
have arrived in time.' 3 For the remitter was a large operator, in fully as favor8. 292 N.Y. 253, 54 N.E.2d 813 (1944), reversing 266 App. Div. 367, 42 N.Y.S.2d 509
(1st Dep't 1943).
9. While this process.isfrequently referred to as the "sale" of a remittance, such a
designation can be misleading. See note 12 infra. Regardless of label, itisa transaction
whereby one party pays money in order to achieve a payment to a foreign beneficiary and
the other party agrees to do certain things to accomplish that payment.
10. 236 N.Y. 22, 139 N.E. 766 (1923).
11. The opinion suggested, however, that the issue of a bill of exchange would have
been an executed sale. Id. at 31, 139 N.E. 769.
12. See Note, 44 COL. L. Rav. 777, 779 (1944).
The business practice is to treat the different forms of remittances as essentially alike.
For example, a letter from Arthur Kolmodin, Assistant Manager, Foreign Department,
The Chase National Bank of the City of New York, indicates that the metropolitan banks
consider remittances by foreign bill of exchange and by cable transfer as differing only in
speed of transmission. Communication to the author, April 27, 1948, in Yale Law Library.
This one difference may sometimes be significant, however. See text infra.
13. The steamship company instituted the remittance on November 28, 1941, by which
date it is probable that a large shipping firm operating in the Pacific had inklings that
trouble was brewing. For a relatively paltry sum the company could have used a cable
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able a position to anticipate an interruption of commercial intercourse as the
bank. Furthermore, the draft had been drawn on an existing foreign account
from which the defendant bank could have disposed of the pesos in time by
cable had they not already been sold to the remitter. 14 On the other hand, the
remitter in the Gravenhorst case tried to secure the most rapid transmission
possible, but the fastest was not fast enough; and in that case the bank could
not have disposed of its marks. 1 Accordingly, a difference in result based on
the form of remittance may be justified in the unusual circumstance where
speed is a crucial factor and the remitter has been is a position to realize its
importance.
The refusal to award even partial recovery to the Kerr plaintiff at any exchange rate prevailing between the time of noncompletion and the time of trial
may be explained by the absence of any market for the peso during that period.' Hence, despite the court's apparently unqualified statement of its holding, there is no certainty that it would have left the remitter vthout remedy if
the pesos had retained a significant percentage of their purchase-price value
and if the remitter had framed its complaint to take advantage of this fact.1 T
transfer which in the ordinary course of business would have reached M1anila vell before
December 7.
14. The report in the court below states that the bank .... admits that... [it] ...
has not changed its position by reason of the transaction." Kerr Steamship Co. v. Chartered
Bank, 266 App. Div. 367, 369, 42 N.Y.S2d 509, 511 (1st Dep't 1943). But w.hat does this
mean? An international bank with a large peso account in M1anila in late November, 1941,
would hardly just have stood pat, passively watching events build up to hostilities which
could not help but cause the pesos to depreciate. So the statement quoted must mean that
the bank did nothing, relying on the fact that it had disposed of the pesos to the remitter.
15. See Gravenhorst v. Zimmerman, supra note 10, at 34 ct seq., 139 N.E. 770 cl scq.
16. On December 22, 1941, the cable rate on the peso wvas 49.80 (nominal). Quotations on the peso no longer appeared in the New York Times after March, 1942, at which
time the rate quoted was the same. Note, 44 CoL. L. Rv.777, 779, n. 11 (1944).
17. The framing of the complaint in the Kerr case did not present to the court the
problem of the plaintiff's rights as possessor of an unpaid draft.
Determination of such rights under the N.I.L. would depend on the answers to three
inquiries. The first is whether a remitter can sue qua holder within the meaning of N.I.L.
§ 51. The answer of the law merchant was in the affirmative. See Underhill Moore, The
Right of a Remitter of a Bill or Note, 20 COL. L. Iy. 749, 751 ct seq. (1920) ; Beutel,
Rights of Reinitters and Other Owners Arot Within The Tenor of Negoliable Instruments,

12 MlNx. L. REv. 584, 587 et seq. (1928).
The next question is how much the remitter, as holder of the bill, can recover in case
of frustration due to war. If his recovery is governed exclusively by N.LL § 81, then the
time of presentment is postponed until war conditions permit proper presentment, and the
remitter would be without remedy for the entire period of hostilities. On the other hand,
if his rights are supplemented by N.I.L. § 82, then supervening war accelerates the drawer's
liability by dispensing with the necessity of presentment, and the remitter can then recover
on the bill, receiving whatever the foreign currency is worth at the time of demand following frustration. Cf. Simonoff v. Granite City National Bank, 279 Ill. 248, 116 N.E 635
(1917). In either event, on the facts of the Kerr case, the plaintiff would not have bettered his position by suing qua holder of the bill.
The Kerr case, supra, raises a third question: whether the remitter could improve his
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Adopting a middle ground between the all-or-nothing propositions asserted
in the Kerr and Gravenhorst opinions, the Commissioners propose to allocate
the risk of currency depreciation without regard to the form of remittance.18
In the situatiom where neither party is responsible for noncompletion, the Code
seeks to provide for a refund to the remitter at an exchange rate approxinating the rate prevailing at the time of noncompletion.10 This position is justifiable where the bank has immediately set up the remittance in terms of the f oreign currency and where the remitter is a big concern which is well-informed
on world conditions, as in the Kerr case. Under these circumstances, adoption
of the Gravenhorst rule that the remitter can recover in full would be unnecessarily hard on a bank which for reasons beyond its control is left with depreciated currency on its hands. Especially since insurance against currency fluctuations seems not to be available 20 and since banks do not make a practice of
speculating in foreign currencies, the banks under such a rule would certainly
hesitate, if not refuse, to handle any foreign remittances not expressed in dollars. In two respects, however, the refund rule proposed in the Code may work
injustice. If the bank arranges to postpone setting up the remittance in terms
of the foreign currency until after the remittance has been completed, 21 the prostatus by suing the bank as the maker, under N.I.L. § 130, of a promissory note drawn on
its own branch. The court's answer is in the negative, since the note, domiciled in Manila,
was still an executed transaction.
18. COMMxERCIAL CODE Art. IV, Chap. 2, § 1 (1),
19. Id. §§ 9, 11. The Code draws a sharp distinction, in this situation, between the refund rate where the remitter cancels the remittance and the rate where the bank fails to
perform. In the former case, the Code measures the refund at the exchange rate current
when the bank has notified the remitter of "compliance with [his] stop order." § 11 (1) (b).
In thus placing the risk of depreciation on the cancelling remitter until the bank can protect itself, the Code treats a faultless remitter who cancels because completion has become
impossible the same as a remitter who cancels for reasons of his own convenience. See
§§9(2), 11(1) (b) ; cf. Simonoff v. Granite City National Bank, 279 Ill.
248, 116 N.E. 636
(1917).
In the case where non-completion is the result of the bank's failure to perform for reasons not at its risk-as where the bank is prevented by the outbreak of war from setting up
the credit with a correspondent-the Code measures the refund at the exchange rate current when the remitter is notified of non-completion. See §§ 9(1) (a), 11 (1) (c).
Thus, for the purposes of refund where neither party is responsible for a failure to
complete the remittance, the Commissioners have taken as the point of non-completion the
time when the remitter is notified that the bank is no longer in a position to perform its
contract. If the reason for the more or less arbitrary selection of this particular instant
of time is to enable the bank, where possible, to protect itself by reversing the credit set
up in favor of its correspondent, the Commissioners might have dispensed with the additional requirement of notification to the remitter. In most cases, however, any difference in
the amount of the refund will be negligible since the Code provides that "against any party
whose fault has caused delay in notifying the party entitled to ... refund . .
, the
latter may at his option choose the [exchange] rate current at the time when he should
have been notified." § 11 (2).
20. Communication to the author, from W. I. Plitt, Vice President, Atlantic Mutual
Insurance Company, April 29, 1948, in the Yale Law Library.
21. The bank, for instance, might have a standing arrangement with a correspondent
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posed rule would give the bank a windfall equal to the difference between the
original price and the refund. And it seems questionable whether the Commissioner's position on refunds is justifiable in the case of the petty remitter who
has neither the facilities for securing advance warning of threatening disturbances nor means with which to pay for speedier service.
The second major hazard to the remitter may be illustrated by a situation in
which he instructs the bank to arrange payment abroad, and the bank's correspondent receives the credit and the instructions but negligently acts in such a
way as to defeat the remitter's purpose-for example, in paying out the money
to a person whose name is similar to that of fle beneficiary, or in failing to
notify the beneficiary in time for him to consummate a business deal. The
remitter demands a refund or damages. But the bank stands on the clause in its
contract protecting it from such liability and advises the remitter to seek his
remedy against the correspondent or against the recipient of the funds.
The Code would place on the bank none of the burden of losses due to a
correspondent's negligence.22 But the desirability of this provision seems
doubtful, especially since banks might be able to arrange insurance against
some of these losses.2 If the remitter is deprived of remedy against the bank,
he is in most cases left without any remedy: only large remitters can afford
to pursue an action abroad, and under the law of many countries the correspondent's obligation may be discharged by payment to the wrong party.2 1 It
is little comfort to the remitter to be told, as he has been in at least one
decision,2 that he must look to the negligent correspondent rather than the
metropolitan bank because the Massachusetts rule on subagency2 0 applies to
his case. Whatever may be the merit of extending to foreign-remittance cases
a rule developed for application to domestic bank-collection transactionsT
the fact remains that the foreign subagent may be 5,000 miles away. To be
sure, banks will press their correspondents to make good to their customers,
whereby the latter honors all drafts drawn upon it by the bank, and the bank credits the
correspondent's account upon notice that the draft has been paid.
22. Coxasmzcmx. CoDE Art. IV, Chap. 2, §4(2).

23. Communication to the author, from F. A. Nelson, for Marsh & McLennan, Incoporated, April 29, 1948, in the Yale Law Library. After explaining that this protection is
not generally available, Mr. Nelson goes on to say: "It might be possible in certain circumstances to insure the legal liability risk. There are no rates available, as this would
generally be considered a business risk. The selection of a correspondent and his financial
stability would be the medium of consideration."

24. See Meyers v. Brown, 142 App. Div. 658, 664, 127 N.Y.S. 374, 378 (1st Dep't
1911).
25. Nicoletti v. Bank of Los Banos, 190 Cal. 637, 214 Pac. 51 (1923).
26. The leading case is Fabens v. Mercantile Bank, 23 Pick (40 Mass.) 330, 34 Am.
Dec. 59 (1839).

27. For an argument that the situations are not sufficiently similar, see Seavell, J,
dissenting in Nicoletti v. Bank of Los Banos, 190 Cal. 637, 648 et .cq., 214 Pac. 51, 55 et

seq. (1923).
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but the incentive would be much stronger if the bank's own interest were at
stake.
The objection to imposing liability on the bank in this situation is the insufficient-profit argument. 28 But on large remittances, the profit resulting
from the spread between the rates at which banks buy and sell currencies
may be sufficient to cover this risk without higher charges.29 And even
though an increased rate is necessary, as it probably would be on smaller
transactions, all remitters might well prefer to pay higher charges in order
to obtain this guaranty rather than to have lower charges with the risk of
irretrievable loss due to a foreign agency's negligence. Banks might protest
that it would be impossible to develop a world-wide network of completely
reliable correspondents and that consequently, if made responsible for the
correspondent's negligence, they would be unable without instituting prohibitive charges to handle remittances to countries which do not have trustworthy
banking systems. But query whether a distinction could not be made by permitting saving clauses in contracts for remittances to certain countries while
still prohibiting them in remittances to such financially well-developed
countries as, for example, Canada ?30
The third risk which the remitter must bear is that the foreign correspondent will become insolvent after receiving the credit with the metropolitan
bank but before paying the money to the beneficiary. The bank again points
to a saving clause expressly disavowing its responsibility for such a loss, and
the remitter finds that he has exchanged his money for a position as a general
creditor of an insolvent bank far away.
Metropolitan banks have never been considered guarantors against the insolvency of their foreign correspondents on any form of remittance other
than a bill of exchange. 3 ' But the Commissioners contemplate imposing in
all foreign-remittance cases the liability of a guarantor,3 2 which banks already
bear in domestic transactiofs.33 In doing so, they justifiably vary the duration of the guaranty for different types of remittances.8 4 In the case of
28. See note 6 supra.
29. Apparently this profit on the spread between buying and selling rates is not unreal; a large Chicago bank's schedule of remittance charges shows that no charge is made
on remittances of over $500.
30. A difficulty with this argument is the problem of devising a rational method of deciding which countries are sufficiently "well-developed."
31. Clearly the banks are liable, on bills of exchange, for their correspondents' insolvency. See note 3 supra. No case has been found, however, holding a bank thus liable on
any other form of remittance.
While assuming no responsibility, the banks usually attempt to protect their customers
from this danger. Communication from George B. McGowan, supra note 6.
32. COMMERCIA CODE Art. IV, Chap. 2, § 7(1).
33. Eg., Cutler v. American Exchange National Bank, 113 N.Y. 593, 21 NE. 710
(1889).
34. COMMERCIAL CODE Art. IV, Chap. 2, § 7(1).
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drafts, for example, the bank should not bear the risk of supervening insolvency of the correspondent after the draft could reasonably have been presented. But even though insurance against this risk is not available,3 5 holding

the bank liable is certainly fair to the extent that the bank can protect itself by
careful selection of correspondents or by withholding credit until actual payment is made.
Withholding of credit, however, may be prevented by foreign currency
regulations, which in many instances force domestic banks to give immediate
credit in cases of dollar remittances.3 0 In such a case the risk is fairly borne
by the remitter, but he in turn should be given a pro tanto priority in any
set-off which the bank may have against the insolvent correspondent; and
this is tentatively the view of the Commissioners. 37 The bank's immunity
from liability, however, should be conditioned upon a clear warning to the
remitter of the risky consequences of expressing a remittance in dollars.Ps
Finally, the risk of the metropolitan bank's insolvency may put a remitter
in this predicament: he pays a metropolitan bank which, after crediting the

correspondent and sending it appropriate remittance instructions, promptly
closes its doors. The bank receiver cancels the correspondent's credit, thereby

preventing consummation of the remittance, and takes the position that the
remitter is a general creditor of the insolvent bank.

Although federal deposit insurance legislation 0 apparently does not pro35. Communication from F. A. Nelson, supra note 23.
36. Such regulations, promulgated by many foreign governments eager to conserve
precious dollar reserves, attempt to accelerate and to make more definitely ascertainable
the date at which dollar credits will become available to their national economies. Communication to the author, from George B. McGowan, Vice President, Corn Exchange Bank
Trust Company, May 14, 1948, in the Yale Law Library.
The necessity for advance credits may arise also from refusal on the part of foreign
banks themselves to make payment until they receive credit. Their reasons for such action might include the risk of the insolvency of the crediting bank, uncertainty of collection due to undependable or disrupted communication channels, and the difficulty of
estimating what exchange rate to use in a rapidly fluctuating money market. Mbid.
37. CoMsiucrLA CODE Art. IV, Chap. 2, § 7(2).
38. This can be done by conspicuous notice in the remittance contract, in much tte
same way, for example, that the following paragraph in the Corn Exchange Bank Trust
Company's dollar-remittance contract informs the remitter about foreign currency regulations:
"IMPORTANT NOTICE TO REMITTERS
"If the remitter prefers to have the Trust Company withhold credit from the
Foreign Bank, of the U. S. Dollar principal amount, until receipt of the Trust
Company of notice of execution of payment, the Trust Company will accept this
transaction on that basis; but it must be understood that the Foreign Bank, to
which instructions to pay are sent may refuse to make payment until credit is
given because of governmental regulations or for other reasons, and the withholding of credit might thereby cause an otherwise avoidable delay in effecting payment. If the remitter is content to risk such delay, instructions to withhold credit
should be given on the reverse side of this contract."
39. 48 STAT. 168 (1933), as amended, 12 U.S.C. § 264 (1946).
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tect the remitter in this situation," he is normally unable to secure the status of
a preferred creditor. To be accorded such a position, he must establish either
that the bank holds the remitter's funds as trustee for the remitter, or that
the bank has given to the remitter an equitable pro tanto assignment of its
account with the correspondent. But the weight of authority is against solution of this problem under a trust theory. 4' And the Supreme Court has indicated that, except in unusual circumstances, an equitable assignment may not
be implied in a remittance transaction. The issue was raised in Equitable
Trust Company v. First National Bank of Trinidad42 by the claim of an inland bank to a preferred position over the general creditors of an insolvent
metropolitan bank. The claim was based on a remittance transaction in the
course of which the bankrupt had instructed its foreign correspondent to
honor the claimant's bill of exchange out of funds held to the bankrupt's
credit.43 The Court assumed that such a transaction would have effected an
equitable assignment had the parties so intended ;44 but held, Mr. Justice
Stone dissenting, 45 that the local bank was merely a general creditor because
"the practice in international banking," in the light of which the parties were
presumed to have contracted, permitted the metropolitan bank to reverse
credit extended to its correspondent whenever it "saw fit to do So.1140
If the case turned merely upon this nebulous question of banking custom,
it might have far-reaching implications. For Judge Learned Hand, holding
in the court below that the remittance transaction constituted an assignment,47 noted that the banking custom privileging reversals of credit did not
extend beyond the practice of reversing credit whenever a remittance is can40. 48 STAT. 168 (1933), as amended, 49 STAT. 685, 12 U.S.C. § 264(c) (12) (1946), Cf.
12 CoDE: FED. REGs. § 326.1, n. 1 (Supp. 1946).

41.
(1921).
L. REv.
42.

E.g., Legniti v. Mechanics & Metals National Bank, 230 N.Y. 415, 130 N.E. 597
See Stone, Some Legal Problems Involved in the Transmission of Funds, 21 CoL.
507, 509 et seq. (1921).
275 U.S. 359 (1928).

43. A type of contract still in use today. See, e.g., drawing instructions of The Chase
National Bank of the City of New York, version current in April, 1948, p. 1. The contract
of the metropolitan bank in the Trinidad case provided that "Upon receipt of advice of
draft . . . we shall promptly forward our advice of the same and provide the drawee with
funds sufficient for the payment of the draft abroad, by a transfer of credit from our balance, or otherwise. . . " Equitable Trust Company v. First National Bank of Trinidad,
sapra note 42, at 365.
The contract was an integral part of an "indirect remittance" transaction. See CommRCIAL CODE Art. IV, Chap. 2, § 8. In such a transaction the remittance is purchased
from a local bank without foreign correspondents. The bank in turn arranged with a
metropolitan bank for the use of its foreign credit facilities through a contract such as the
one here employed.
44. Trinidadcase, supra note 42, at 366 et seq.
45. Id. at 369 et seq. (dissenting opinion).

46. Id. at 366.
47. In re Gubelman, 13 F.2d 732 (2d Cir. 1926).
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celled. 4 s This observation suggests that the Supreme Court's failure to prefer
the local bank over general creditors may be discounted as the result of an
erroneous factual interpretation. But even should the banking custom of reversing credits be re-examined in the light of Judge Hand's opinion, it does
not follow that the ordinary remitter would always be able to secure the status
of a preferred creditor on an assignment theory. In the Trinidad case, the
metropolitan bank held with its foreign correspondent an existing credit balance which could be regarded as assigned, in part, to the claimant. Suppose,
however, that the transaction instead of reducing the amount of this credit
balance resulted in a debit balance, or that no credit balance existed at the
time of the original contract. Where the correspondent owes nothing to be
assigned, an assignment cannot be spelled out, however plausible it may
seem in the case of an account actually owing to the metropolitan bank. Yet under modem banldng practice whether an ordinary foreign remittance transaction results in a net credit or net debit balance in the metropolitan bank's account with its correspondent seems purely fortuitous. Only in the unlikely event
that a remittance is expressed in an amount exactly equal to a credit balance
in that account can it be reasonably argued that a specific allocation of the
account was within the contemplation of the parties. Except in this unusual
circumstance, therefore, the equitable assignment doctrine seems an inadequate basis for classifying a remitter as a preferred or general creditor.
The section of the Code describing the Trinidad-type of remittance
contains no provision clarifying the nature of claims against an insolvent
metropolitan bank.49 An apparently related section, however, provides that
"Where a bank has credited the account of another bank carrying an account
with it on instructions that the credit is . . . for the benefit of or on order of
one or more named parties, . . . such a credit creates no trust or interest in
the account in favor of the instructing party or of any other person named
in the instructions. . ... r10 Clearly the Commissioners intend in the circumstances treated in the latter section 1 not only to codify the majority view
against the use of a trust but also to proscribe the use of an equitable assignment as a device to give the remitter preferred-creditor status. It must be
assumed that the principle expressed is broad enough to cover all remittance
transactions.
It is to be regretted, however, that the Commissioners, having disposed
of the equitable assignment doctrine, did not go further to reconsider ab
48. Id. at 735.

49. CommcL.i CoDE Art. IV, Chap. 2, § 8.
50.

Id. § 12.

51. It is not entirely clear what remittance transactions are intended to be embraced by
§ 12. In the comments accompanying an earlier version of the Code, Tentative Draft No. 1,
§ 12 was discussed as applying to the following type situation: N Bank in New York
carrying accounts for S Bank in Stockholm and R Bank in Rio, is instructed by S Bank
to credit the account of R Bank for the benefit of X.
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initio the relationship of a remitter with the bank from which he has purchased a remittance. If Judge Hand correctly interpreted banking custom as
denying to a bank the privilege of reversing credit once set up in favor of a
remitter unless the remittance is cancelled, then it may be argued that the
bank has so lost control of the credit and the transaction has so nearly approached completion that the funds of the remitter are beyond the reach of
the bank's creditors. 52 Particularly when the remitter is not covered by federal deposit insurance, the Code might well provide in this instance for his
protection.
Although foreign remittances are likely to be subordinate in importance
to letters of credit until exchange restrictions are relaxed,93 they may be expected to increase with restoration of world stability and rehabilitation of
international trade. The lack of uniformity and predictability in litigation
concerning this device may best be remedied by a positive legislative program,
such as that of the Commissioners. It is submitted that whatever program
is adopted should be predicated upon the basic similarity of all forms of remittances as between bank and remitter and upon the desirability of placing
the risks on those parties in the best position to spread any resulting losses.
FFRm E. EVANS, JR.t
52. It is realized that such a transaction has not yet reached final completion iii the
CODE Art. IV, Chap. 2, § 5(1) (b), which provides that a remittance
may be completed "by establishment of a . . . credit in favor of the remittee if so agreed
by the parties . . . ," and that "a,credit is established in his favor when he receives notice
that the credit is available to him as of right."
53. See SOUTHARD, op. cit. supra note 6, at 126 e seq.
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