


DIVISION OF LEGAL SERVICES

LEGISLATIVE AFFAIRS AGENCY
STATE OF ALASKA

Q gSH’ %65 0 240 Main Street, Suite 500
Mal Juneau, Alaska 99801-2101

MEMORANDUM March 23, 1992

SUBJECT: Uniform Commercial Code funds transfers bill
(CSHB 294 (L&C), Work Order No. 7-GHO001\G,
dated 3/18/92)

TO: Representative David Finkelstein
Attn: Steve
FROM: Theresa L. Bannister™”

Legislative Counsel

The above-mentioned bill draft contains a new chapter on funds transfers (AS 45.12),
and other modifications of the UCC that are necessary to add the chapter to the

UCC.

When preparing the draft, changes were made to put the material into the form
normally required for Alaska statutes. However, certain approaches were left in the
material to keep the material uniform with other states.

1. AS 45.12.205 was added to the funds transfer chapter; it appears in the Uniform
Act, but appeared to have been inadvertently dropped from the material provided

to us.

2. AS 45.12.209(b) was somewhat rewritten to make it clearer.

3. A new reference in AS 45.03.102 to AS 45.12 was deleted; although it appeared
in the material provided to us, it did not appear in the Uniform Act as a change

necessary to enact AS 45.12,

4. Some of the sections were rearranged to comply with our drafting style (e.g.
sec. 45.14.205).

5. The word "any" was replaced with "an" or "a", or deleted, where appropriate.

6. To a limited degree, definitions were rearranged to comph with our drafting style.



Representative David Finkelstein
March 23, 1992
Page 2

7. A new term, "code", was inserted, used, and defined to refer to the expanded
UCC provided in the bill.

8. The structure of a sentence was changed when a sentence used the form "No
delivery is necessary” (changed to "Delivery is not necessary™).

9. An applicability section was added in sec. 14 to provide some guidance for the
application of the amendments and new chapter; there was no guidance on this in the
uniform laws; this section should be examined in detail to determine if it handles the

transition as you want it handled.

10. In sec. 7, "Notwithstanding AS 01.05.006, section headings" was added to
AS 45.01.109 in order to coordinate AS 45.01.109 with the section that provides that
section headings are not part of state law.

11. In AS 45.12.105(b), references to definitions in AS 45.12.103 and 45.12.104 were
deleted since the terms were already defined for the chapter in those sections, which

immediately precede this section.
12. Miscellaneous style changes were made.
If you wish to have the changes identified further, please advise.

You may wish to consider deleting AS 45.12.305(e) and the last sentence of
AS 45.12.404(b), which authorize the award of attorney fees in certain situations.
These provisions are helpful in those jurisdictions that do not routinely allow the
award of attorney fees. However, Alaska Rule of Civil Procedure 82 already provides
generally for the award of attorney fees to the party who prevails in a court action.
If the attorney fee provisions in the bill were deleted, Rule 82 would fill in to govern
the award of attorney fees in cases under AS 45.12, the bill’s new chapter on funds

transfers.

If I may be of further assistance, please advise.

TLB:gc:Imb:mi
92-070.1mb

Enclosure



DIVISION OF LEGAL SERVICES

LEGISLATIVE AFFAIRS AGENCY
STATE OF ALASKA

£007) 465-3867 or 465-2450 : :
AX g907 465-2029 240 Main Street, Suite 500
Mail Slop 3101 Juneau, Alaska 99801-2101
MEMORANDUM April 9, 1992
SUBJECT: Amendment of court rule in draft CSHB 294 (L&C) (Work
Order No. 7-GH0001\G, dated 3-18-92)
TO: Representative David Finkelstein
Attn: Steve
FROM: Theresa L. Bannister A"

Legislative Counsel

You have asked for a brief memo stating the oral opinion | had provided on the
extent to which AS 45.12.305(e) and 45.12.404(b) amend Alaska Rule of Civil
Procedure 82, which relates to the award of attorney’s fees. Essentially the issue is
whether under the two subsections attorney fees are only recoverable where a
demand is made and refused (therefore eliminating Rule 82 from applying at all to
the situations where a demand is not made and refused), or whether the making and
refusing of a demand creates a special situation in which Rule 82 does not apply
(thus allowing Rule 82 to apply to the situations where a demand is not made and
refused). It is my conclusion that the language in both subsections is unclear on this
point and may be read either way. Therefore, | would recommend that the language
of the subsections be rewritten to clearly state the approach that the committee
chooses. If the committee does not want to rewrite the language because this is a
uniform act, the committee may wish to consider providing the bill with a letter of
intent on this point. Please remember, though, that although courts do give some
consideration to letters of intent when interpreting statutes, letters of intent are not
binding and the statute itself should state its intent clearly.

If I may be of further assistance, please advise.

TLB:pl
92-255.pIlm



STATE OF ALASKA BILL NO.  Hs 294
1992 LEGISLATIVE SESSION

Revision Data: Department Affected: Commerce & Econ. Dev.

Titis: Personal property under the Uniform bru: Banking, Securities & Corporations
Commercial Code Component:

Sponsor: Rules Committee

Requestor: House Labor 5 Commerce COMPONENT SERIAL NO. 1

EXPENDITURES/REVENUES: (Thousands of Dollars)

OPERATING FY 93 FY 94 FY 95 FY 96 FYy 97 FY 90

PERSONAL SERVICES
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT

LAND & STRUCTURES
GRANTS, CLAIMS
MISCELLANEOUS

«

TOTAL OPERATING 0 0 0 0 0 0
CAPfTAL 0 0 0 0 0 0 !
REVENUE FUND RESOURCE: 0 0 1 0 .0 ] 0 0

FUNDING: (Thousands of Dollare)

GENERAL FUND
FEDERAL FUNDS

OTHER

FUND SOURCE:

TOTAL 0 0 0 0 0 0
POSITIONS:

FULL-TIME 0 0 0 0 0 0
PART-TIME

TEMPORARY
Estimate of current year Impact: None

Prepared By: W illis F. Kirkpatrick, Pirectory 465-2521
Division: Banking, Securities & Corporations —. 4/9/92
Approved by Commissioner: Glenn A. Olds

Agency: Department of Commerce & Economic Development Date:

Distrioution (by preparer): Leg. Fin, Legislative Sponsor, Requestor, OMB/DBR, Gov. Legls. Ofc., and Irggaceted f\ger(l)?y(lei).

KP/dgl9171D/040992¢
(Rev. 12/91)
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;
Bgte Referred: April 10, 1992 FURTHER REFERRALS: Finance
Date of Committee Action:

The JUDICIARY Committee considered: HB 294

HOUSE BILL NO. 294 UCC: LEASES OF PERSONAL PROPERTY

"An Act relating to leases of personal property under the Uniform Commercial Code."

RECOMMENDATIONS: [ Jthe same title
be replaced with QS _£<] a new title

[ 1 have attached amendments(s)
[ ] do pass

[ ] do not pass

pxf no recommendations

[ 1 individual recommendations

[ ] additional referral to the m Committee
ADOPTS: LAC. (rmw -PUe, letter of Intent
ATTACHES NEW FISCAL NOTE(s):  (Oxl) APPROVES PREVIOUS: (DeptDale)
[ ] fiscal impact [ ] fiscal note(s).
VDIOR

[ 1 zero fiscal note zero fiscal note(s) Cawun£l<io



CSHB 294 (Labor & Commerce)
HOUSE LABOR AND COMMERCE COMMITTEE

LETTER OF INTENT

It is the intent and understanding of House Labor and Commerce
Committee that the reasonable attorney®"s fees provisions 1in
proposed Sections 45.12.305(e) and 45.12.404(b) are to operate 1in
addition to, but do not replace or preempt, the operation of Rule

82 of the Alaska Rules of Civil Procedure.

COMMITTEE COPY



FISCAL NOTE . _
STATE OF ALASKA * Jill Version: CSHB 294 (L&C)
1992 LEGISLATIVE SESSION (H) Publish Date: 4-10-92

Revision D ate: Department Affected: Commerce & Econ. Dev.

Banking, Securities & Corporations

Title: Personal property under the Uniform bru:
Commercial Code Component: _

Sponsor: Rules Committee

Requestor: House Labor & Commerce COMPONENT SERIAL NO. 1

EXPENDITURES/REVENUES: (Thousands of Dollars)

OPERATING FY 93 FY 94 FY 95 FY 96 FY 97 FY 98

PERSONAL SERVICES

TRAVEL

CONTRACTUAL

SUPPLIES

EQUIPMENT

LAND & STRUCTURES

GRANTS, CLAIMS

MISCELLANEOUS

TOTAL OPERATING 0

CAPfTAL 0
REVENUE FUND RESOURCE:
FUNDING: (Thousands of Dollars)

GENERAL FUND
FEDERAI FUNDS

OTHER
FUND SOURCE:
TOTAL

POSITIONS:

FULL-TIME
PART-TIME
TEMPORARY

Estimate of current year Impact: None

Director” 465-2521
— - 419/92

Prepared By: Willis F. Kirkpatrick,

Division: Banking, Securities & Corporations
Approved by Commissioner: Glenn A. Olds _
Agency: Department of Commerce & Economic Development / Date

Distribution (by preparer): Leg. Fin., Legislative Sponsor, Requestor, OMB/DBR, Gov. Legls. Ofc., and Impacted Agency(les).
Page 1 of

(Rev1?729)7' 0" 409920 COMMITTEE COPY



FISCAL NOTE , No 3

STATE OF ALASKA Bill Version: HB 294

1991 LEGISLATIVE SESSION (H) Publish Date: 4/22/91

Revision Date: . Department Affected: Natural Resources
Tifle-. _Personal Propex-*v Leases [ UCC_ grij. b no Managementt
Component! Rpmrrlor'c D-Ffir'o anH npf

sponsor:  Rules (Gov)
Requestor: Governor COMPONENT SERIAL NO.

Expenditures/Revenues: (Thousands of Dollars)
OPERATING FYy 92 FY 93 FY 94 FY 95 FY 96 FY 97

PERSONAL SERVICES
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT

LAND & STRUCTURES
GRANTS, CLAIMS
MISCELLANEOUS

TOTAL OPERATING 0 0 -0 - 0 0 0
CAPITAL 0 0 c -0- 0 0
REVENUE i S N 5 oo oo R

FUNDING: (Thousands of Dollars)

GENERAL FUND
FEDERAL FUNDS

OTHER

TOTAL ) J— -n- o= -0- -0-

POSITIONS:

FULL-TIME
PART-TIME
TEMPORARY

Estimate of current year impact..

Prepared By:  Carol Wilson Phone: .465-2400
Date:  3/25/91

Division: _ Cnnnlssionoris .gf.fi.co-

Approved by Commissioner:

Agency: .jiapartniant-of Natural Rasour-ceG Date: ~b-1C -/

Distribution (by preparer): Legislative Finance, Legislative Sponsor, Requestor, OMB, & Impacted Agency(ies).

Page  of

Rev 10/90
c °M M j
CQpy



No. 2
STATE OF ALASKA Bill Version: HB 294
1991 LEGISLATIVE SESSION (:D puebr?.lgg Date: 4822/91

Revision D a te: Department Affected: Commerce & Economic Dev.
Title: Personal property under the BRU: Banking, Securities & Corporations
Uniform Commercial Code Component:

Sponsor: Rules Committee
Requestor: ~ Governor COMPONENT SERIAL NO. 1

Expenditures/Revenues: (Thousands of Dollars)
OPERATING FY 92 FY 93 FY 94 FY 95 FY 96 FYy 97

PERSONAL SERVICES

TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT

LAND & STRUCTURES
GRANTS, CLAIMS
MISCELLANEOUS

TOTAL OPERATING 0 0 0 0 0 0
1CAPITAL 0 0 0 0 0 0
| REVENUE 0 0 0 0 Q n
FUNDING: (Thousands of Dollars)

GCNERALFUND

FEDERAL FUNDS

OTHER

TOTAL 0 0 0 0 0 . Q
POSITIONS:

FULL-TIME 0 0 0 0 0 0

PART-TIME

TEMPORARY
Estimate of current year impact: ~ None

Division: Banking, Securities & Corporations 7 Date:

Approved by Commissioner: Glenn A. Olds

Agency: Department of Commerce & Economic Development Date: 3
Distribution (by preparer): Legislative Finance. Legislative Sponsor, Requestor, OMB, & Impacted Agency(ies).
Rev 10/90 Page J of L
K?/dgl91710/031891 a Pn/u..

commute Copyv



FISCAL NOTE

( No
STATE OF .ALASKA Bill Version: HB 294

1991 LEGISLATIVE SESSION (H) Publish Date: 4/22/91
Revision Date: Department Affected: Administration

Title: Leases of Personal P,qo03-Tv BRU: .General Servippc

Under the Uniform Commercial Cede Component:  Purchasing

Sponsor: Goverrer

Requestor: COMPONENT SERIAL NO. 0
Expenditures/Revenues: (Thousands of Dollars)

OPERATING FY 92 FY 93 FY 94 FY 95 FY 96 FY 97
PERSONAL SERVICES -0~ -0- -0- -0- -0 - -0-
TRAVEL -0- -0- -0- -0- -0- -0-
CONTRACTUAL -0- -0 - -0 - -0- -0- -0-
SUPPLIES -0- -0- -0- 0- 0-
EQUIPMENT -0 - -0- -0 - -0- -0- _o-
LAND & STRUCTURES -0- -0- -0- -C- _ _ -0 -
GRANTS. CLAINS -0 -0- G- -0- “0- o-
MISCELLANEOUS 0- ~0- 0~ 0- _0- -
TOTAL OPERATING -0- -0- 'O' -0- -0- -0-
CAPITAL -0- -0- -0 - 0- 0- -0-
REVENUE —o- —0- n- ~0- -0- _0-

FUNDING: (Thousands of Dollars)
GENERAL FUND -0- -0- -0- -0- -0- -0-
FEDERAL FUNDS -0- -0- -0- -0- -0- -0-
OTHER _0_ —0_ _0_ _O_ _O_ _O_
TOTAL -0- -0- -0- -0- - 0- —0-

r

POSITIONS:
FULL-TIME -0- -0- -0- -0- -0- -0-
PART-TIME -0- -0- -0- -0- -0- -0-
TEMPORARY -0- -0- -0- -0- -0- -0-

Estimate of current year impact:  -0-

ANALYSIS: (Attach a separate page ifnecessary.)

This bill should have no impact on purchasing activities.

Prepared By: Robert J. Link Phone: AAS-77sn
Division: General Services March. 22».192L
Approved by Commissioner: MI I M - \6 S S r

Agency: m i>@@ kI"NvV-ta>a. m m

Distribution (by preparer): Legislative Finance, Legislative Sponsor, Requester, OMB, & Impacted Agency(ies).

Rev 10/90 COMMITTEE COPY Pace 1 of____



IDate Referred: April 22, 1991 FURTHER REFERRALS: Judiciary
Finance

)Jate of Committee Action:
|[rhe LABOR AND COMMERCE Committee considered: HB 294
HOUSE BILL NO. 294 UCC: LEASES OF PERSONAL PROPERTY

I'An Act relating to leases of personal property under the Uniform Commercial Code."

IRECOMMENDATIONS: [ ] the same title
loe replaced with C 5 M a 2 cC1>0 J><”"a new title

I ] have attached amendments(s)
|XJ do pass

do not pass

no recommendations
individual recommendations

additional referral to the Committee
UDOPTS: -f- Gqynivv letter of Intent

ATTACHES NEW FISCAL NOTF/sl: (58Y)} APPROVED PRFvrouS: (Dow/Dita)

] fiscal 'impact [ ] fiscal note(s)

<} zero fiscal note D.C.StR [ 1 zero fiscal note(s)

SIG/I\\IIIY\IG DO PASS DP OTHER RECOMMENDATIONS DNP NR AM
v

N A / |->\ |/
7 ™y

Ghairman's si& faM



CSHB 294 (Labor & Commerce)

LETTER OF INTENT

It is the intent and understanding of House Labor and Commerce
Committee that the reasonable attorney"s fees provided by proposed
Sections 45.12.305(e) and 45.12.404(b) are additional to, but do
not replace or preempt, the operation of Rule 82 of the Alaska

Rules of Civil Procedure.



UNIFORM COMMERCIAL CODE

ARTICLE 4A -

FUNDS TRANSFERS

—A Summary —

T h e payment of obligations is of vital importance to
almost all commercial transactions. Occasionally
problems arise when payment is not made, or is made
improperly. It is neither convenient nor prudent to
pay large or even modest obligations in actual cash.
So, individuals and corporations, big account holders
and small, have turned to bank accounts and bank
credit, and have paid obligations by written instru-
ments that accomplish a transfer of bank credit -
check, money order, bank draft, etc. For the past
twenty years, in every state, the rights and obligations
of parties to payment by check have been governe d by
Articles 3 and 4 of the Uniform Commercial Code
(UCC). Checks will remain the method by which
many obligations are paid for the foreseeable future.
However, electronic technologyis nowafactoflife and
new methods for transferring bank credit for the pur-
poses of payment are a result. Article 4A is a reflec-
tion of this iact.

How has technology affected systems of payment?
Most people are aware of automated teller machines
for their personal use. Indeed, these machines have
become very popular. But such technology is widely
used to make large transfers of funds that satisfy
obligations arising from commercial transactions as
well. The technology is simply too convenient and too
fast not to be used for the transfer oflarge sums around
the world.

The amounts which move through the large value
automated systems are truly staggering. In 1989 as Ar-
ticle 4A is promulgated, one trillion dollars are trans-
ferred on an average day. In 1989, a record day of
three trillion dollars was recorded. This is roughly the
1989 gross national product of the United States. Un-
doubtedly, this record will be surpassed in due course

and probably frequently in the future. Such figures in-
dicate the impact of the technology. They also indi-
cate the need for some governing law.

In 1989, as the new Article 4A is proposed to the
states for adoption, there is no backstop statutory law
to govern funds transfers. The rules for checks in Ar-
ticles 3 and 4, which utilize the signatures and endor-
sements on the check as the basis for determining
liability, do not apply to electronic funds transfers.
Nor are the rules governing the liability of banks to cus-
tomers under Article 4 helpful. Many transfers in the
United States are effected through electronic transfer
networks; one is owned and operated by the Federal
Reserve and is known as FedWire and the other is
owned and operated by the New York Clearing House
and is known as CHIPS (Clearing House Interbank
Payments Systems). Each of these systems has rules
to govern transactions between participating banks,
but they do not affect bank customers. Outside Fed-
Wire and CHIPS, common-law contract rules are the
basis for determining liability. However, serviceable,
negotiated contracts are rare. Bank customers usual-
ly need a funds transfer immediately and do not take
the time to negotiate a contract. Transfers are fre-
quently made in a legal void.

Article 4A is the remedy for this void. Because
the total volume of funds transfers isverygreat and be-
cause many individual transactions are very large, the
cost of uncertainty in the law could be very high. Ar-
ticle 4A is necessary to the continued usage ofexisting
funds transfers and for the anticipated future expan-
sion in this usage.

Some terminology is necessary to follow a funds
transfer under Article 4A. A "sender' is any person or

entity who sends a "payment order." The first sender



is the originator, and subsequent senders are banks
participating in the transfer. A sender communicates
a "payment order" to a "receiving bank." Receiving
banks become senders if they forward "payment or-
ders" to other banks. The last bank in the communica-
tions chain is the beneficiary’s bank, and it can never
be asender with respect to the specific funds transfer.
The "beneficiary" is the entity that the sender intends
to pay. A "payment order" issimply the form of com-
munication that the parties to a funds transfer agree to
use. The payment order’s salient characteristics are
that it calls for an unconditional payment of money
from the sender to the beneficiary and that it is trans-
mitted to a receiving bank.

Unless the persons or entities involved in a pay-
ment of money use the same bank, a funds transfer in-
volves at least four parties: the originator of the
payment; the bank to which the originator communi-
cates the first payment order, the beneficiary's bank
that receives the final payment order, and last, the
beneficiary. Intermediary receiving and sending
banks also may be involved. These are banks that act
as conduits of payment when there is no capacity to
communicate directly between the originator’s bank
and the beneficiary’s bank.

An example illustrates the process of a funds
transfer. Suppose Alpha Corporation wants to pay
money to Beta Corporation to satisfy a large contrac-
tual obligation. Alpha is in New York, and Beta is in
California. Alpha has a bank account with a balance
sufficient to pay Beta at First Bank in New York. Beta
maintains an account at Second Bank in California.
The process of payment issimple. Alpha orders Fust
Bank to pay the owed money to Beta through a trans-
fer to Second Bank. Alpha’s order is pursuant to an
agreement that Alpha has with First Bank. When First
Bank receives the payment order from Alpha, it com-
municates with Second Bank. The communication in-
dicates that a specific amount at Fust Bank held for
Alpha will be transferred to Second Bank with the un-
derstanding that it will be passed on to Beta. Second
Bank accepts this second payment order and notifies
Beta that the money is available to Beta. Value passes

between the two banks through accounting entries in
a process known as settlement.

With simple transactions, why do we need a whole
new article in the Uniform Commercial Code? New
law - or any law - isn’t necessary if everything works.
Butwhatifsomethinggoes wrong? Whatif Fust Bank
makes a mistake as to the amount to be paid? What
happens if Second Bank doesn't notify Beta? What
happens ifthe payment order is fraudulent, and not ac-
tually issued by Alpha? What happens if there is a
bank failure? These are a few examples of possible er-
rors.

A funds transfer is like a string of Christmas
lights: everything is fine until a light bums out. There
must be a remedy for the burned out light, and to the
extent there are losses they must be paid. Whatare the
remedies if someone takes aloss? Who bear:-; the risk
ofloss at a given time in the transactional process? No
adequate answers to these questions exist without a
backstop statutory law that allocates the loss at the ap-
propriate places in the funds transfer. Article 4A
provides clear and reliable answers, and thereby keeps
the string of lights burning.

Toresolve the problem ofwho isresponsible when
something in a funds transfer goes wrong, Article 4A
divides the-actions of the parties to a funds transfer
into three essential parts. Fust, a funds transfer is in-
itiated by the originator and accepted by the
originator’s bank. Part 2 of Article 4A, entided "lIssue
and Acceptance of Payment Order,” governs the
relationship between the sender of a payment order
and the receiving bank that will execute the payment
order. What constitutes acceptance and rejection
(both rightful and wrongful) of a payment order, and
what must be done to amend a payment order, arc
determined by the rules of Part 2, as these involve the
relationship between the sender and receiving bank in
a funds transfer.

As between sender and receiving bank, who suf-
fers a loss if there is a mistake? Part 2 of Article 4A
resolves this critical issue. Two kinds of mistakes can
occur between sender and receiving bank, an un-



authorized payment order and an erroneous payment
order. The key to the rules on an unauthorized pay-
ment order is the "security procedure" that exists be-
tween sender and receiving bank. This is the agreed
procedure that verifies the authenticity of a payment
order or other relevant communication. In electronic
funds transfer systems, the serurity procedure isan im-
portant element, and may involve codes, encryption,
callback procedures, and the like. Amyprocedure that
can be devised to protect the transaction iseligible. To
be legally effective, it must only be commercially
reasonable.

The security procedure determines who takes the
risk of loss when there is an unauthorized payment
order. If there is a commercially reasonable security
procedure that is followed by the receiving bank, the
sender must absorb the loss. If the sender proves that
the security procedure was not followed or was
breached by someone outside the control of the
sender, the receiving bank takes the loss. The assump-
tion is that the security procedure, if followed and not
breached,'will verify the authenticity of payment or-
ders.

The risk of loss for an erroneous payment order
also hinges upon compliance with asecurity procedure
for detecting error. If the sender proves that it com-
plied with the security procedure, the receiving bank
takes the loss. Otherwise, the sender is responsible for
enoneous orders.

The second part of a funds transfer is the passage
of funds from receiving bank to receiving bank, until
the beneficiary’s bank is contacted. This is covered by
Part 3 of Article 4A, which is entitled "Execution of
Sender’s Payment Order by Receiving Bank."

Rules governing the relationship between receiv-
ing banks are contained in this part. A principal
obligation of a receiving bank (other than the
beneficiary's bank) is to "execute" a payment order
once it has accepted the order - that is, pass it on to the
next bank in the string. It executes by issuing a pay-
ment order to the next bank. (The beneficiary’s bank
has a different obligation. It must pay the obligation

to the beneficiary, and that is covered in Part 4 of Ar-
ticle 4A.) Unless agreed otherwise, a bank may use
any commercially reasonable method to issue a pay-
ment order. A receiving bank is, generally, respon-
sible for any error it commits in issuing a payment
order. Ifareceiving bank overpays the beneficiary of
a payment order, the excess is recovered from the
beneficiary, not from priorsenders. Ifareceiving bank
pays a person or entity that is not the intended
beneficiary, recovery is from the person receiving the
money, and not from any prior sender. Onlyifareceiv-
ing bank underpays in a payment order, may the bank
recover from prior senders, and then only an amount

to cover the error and only if it issues a curative order.

Part 3 of Article 4A covers other issues pertaining
to receiving banks. Forinstance, rules on reporting an
erroneous payment order and late execution of a pay-
ment order are furnished.

The last part of a funds transfer involves actual
payment to the beneficiary. It is the subject of Part 4
of Article 4A, "Payment." Each sender, going back to
the originator, is obligated to pay. At agiven time, the
beneficiary is considered to have been paid. There is
“Atwo step approach to actual payment, although the
steps are accomplished simultaneously if the transfer
is made by Fedwire. First, credit is extended by each
receiving bank to each sender when the sender’s pay-
ment order is accepted - basically, a communications
function. The second stage involves settling up be-
tween participants - the actual passage of value.

Perhaps the most important section in Part 4 is
Section 4A-402. It provides that asender ofa payment
order is obliged.to pay the amount of the order to the
receiving bank if the funds transfer is properly com-
pleted. It is essential to distinguish, in this regard, a
payment order from a check.

A check is akind of payment order. When a per-
son writes a check on an account, it orders the institu-
tion in which the account resides to pay money to a
named person (whose technical name is the payee).
Although a check suspends the liability of the person



who writes it for an underlying obligation until the in-
strument is rightfully presented lor payment ar d paid
at the institution inwhich the account resides, it can be
passed from person to person an payment for other
obligations and accrues and extinguishes liabilities for
those persons as it passes between .them. If the institu-
tion refuses to pay when the check is presented, then
the person who initially wrote the check is liable for
the underlying obligation as well as for the check. In
contrast, acceptance of a payment order for a funds
transfer by areceiving bank obligates the sender to pay
that bank, and thatbank alone. There is no instrument
that may be passed from hand to hand as payment be-
tween other people. There are no lingering liabilities
that result from the negotiability of an instrument. A
paymentorder for afunds transfer issimple and direct.

How does settlement take place? If the sender is
a hank, and the funds transfer is through one of the
funds transfer systems, payment takes place according
to the rules of the system that govern settlement be-
tween banks. Typically, payment is a matter of debit-
ing an account of the sender with the receiving bank,
These
methods hold whether the sender is an individual or a
bank.

The beneficiary’s bank, the last bank in the string,

and crediting the receiving bank’s account.

is responsible for paying the beneficiary. Payment
generally takes place by crediting an account of the
beneficiary, although satisfaction of a beneficiary’'s
debt also constitutes payment, and payment in general
occurs when the funds arc available to the beneficiary
for withdrawal. The originator of a payment order,
thatfirst lightin thestring of lights, generallyisdeemed
to have paid the beneficiary on the underlying com-
mercial obligation when the beneficiary’s bank accepts
the payment order. Ifitseems premature to discharge
the originator, it is because at the time of acceptance
by the beneficiary’s bank, the originator has done all

in its power to see that the beneficiary has obtained a
credit balance atihe beneficiary’s bank in the agreed-
upon amount. Itis analogous to asituation where the
originator has deposited cash to the beneficiary’s ac-
count at beneficiary’s bank. At that point, the
originator's obligation to the beneficiary should be
considered satisfied.

Finally, there are some other features of Article
4A to be considered. First, any transaction that is sub-
ject to the Electronic Funds Transfer Act of 1978 is not
subject to Article 4A. This express exclusion places
consumer transactions outside Article 4A, and leaves
them to federal law. Second, the regulations and
operating circulars of the Federal Reserve Board su-
persede any inconsistent provision of Article 4A.
Third, transfer system rules will prevail if inconsistent
with any part of Article 4A. Fourth, it is possible to
vary the effect of most of the provisions of Article 4A,
honoring the general Uniform Commercial Code
policy of freedom of contract.

The fifth matter of special interest needs extraem-
phasis. Funds transfers occur and are useful so long
asitis fast, efficient and inexpensive to use current and
future electronic methods. A great deal of money can
be passed through the current system for very little
comparative cost. Therefore, Article 4A limits conse-
qguential damages for improper payment orders. Con-
sequential damages might raise costs, reduce
transaction speed by requiring the erercise of discre-
tion by management, and increase uncertainty.

Article 4A of the Uniform Commercial Code is
essential taw. The continuance and viability of funds
transfers depends upon its advancement in the states.
And uniformity is an absolute requirement in every
state, unconditionally and without deviation. Other-
wise, there will be impairment of die functioning of

funds transfers for the long term.



Important Information on Article 4A of the UCC

In 1989, as Article 4A of the UCC is proposed for enactment by the states, over $1 trillion
is transferred daily by "funds transfers." Five years ago the dsny average was $300 million and
two years ago it rose to $500 million. Some peak days now exceed $2 trillion, while utilization
continues to grow. "Funds transfers" exceed the total amounts transferred in all other payment
systems —credit and debit cards and checks combined. The average "fund transfer" exceeds
$5 million.

Yet there is no comprehensive law governing commercial "funds transfers."” RegulationJ
covers the interbank part of any commercial "funds transfer” by the Federal Reserve network
(Fedwire). The Clearing House Interbank Payment System (CHIPS) rules cover the bank par-
ticipants m that system. The Electronic Funds Transfer Act of 1978 covers consumer transac-
tions. In spite of all of that, when a commercial customer initiates a "funds transfer" through
a bank for payment to a designated beneficiary, no comprehensive rules and no readily ascer-
tainable law pertains. As a result, most commercial "funds transfers” are made with no
provision for the significant liabilities that will accrue if something goes wrong.

Article 4Afills thevoid li comprehensively provides coverage of commercial "funds trans-
fers” from the order of the originator to the originator’s bank, through intermediary banks, to
the beneficiary’s bank. No other country has such a comprehensive law, proposed or in being.

Article 4A sets forth safety net rules absent agreement of the parties, covering liabilities
and obligations arising from: unauthorized payment orders; proper and improper (wrongful
and erroneous) execution of payment orders; fraud; and, insolvency of participating banks.
What constitutes payment for the discharge of an underlying obligation is, also, governed by
Article 4A.

The major objectives of Article 4A are to preserve a fast, efficient, reliable system for the
transfer of large volumes of funds rapidly at a low cost; to provide certainty as to the obliga-
tions and liabilities; to safeguard the integrity of the "funds transfer” system; and to establish
the basic rights and responsibilities of the participants, except as varied by agreement of the
parties.

Benefits to Corporate Users

Most senders of payment orders in a "funds transfer" are banks and corporations. Senders

under Article 4A enjoy the following benefits:
1. Finality ofpayment —Funds transferred are essentially equivalent to
cash with a more certain degree ot:finality than is currently the case.
2. Moneybackguarantee — If the; "funds transfer” is not completed, the
originator’s bank must return the originator’s money.
3. Discharge ofunderlying obligation — A statutory discharge of the un-
derlying obligation generally occurs upon acceptance by the
beneficiary’s bank.
4, Commercially teasonable security procedures -— Substantial incen-
tives for banks to provide reasonable security procedures are fostered or
the baok may absorb the loss for an unauthorized order.
5. Error reporting — While users have a duty to report errors, failure to
do so within a reasonable time results only in possible interest losses. No
other damages are imposed.



6. Loss apportionment — If a loss results from an unauthorized order,
when there is an agreed security procedure, the receiving bank suffers
the loss unless the bank can prove:

the security procedure was commercially reasonable;

the bank followed the procedure;
the bank acted in good faith; and

the bank complied with the customer’s written agree-
ment or instructions restricting acceptance of payment
orders.
Even if the bank proves the above, should the customer prove that it’s
without fault, pure interloper losses fall on the bank.

7. Damagesfor dishonor — If the beneficiary’s bank has accepted the
order and the beneficiary demands payment, the bank, for failure to pay,
may be liable for damages, including consequential damages, if the
beneficiary gave notice of the particular circumstances that would give
rise to such damages and indication of the magnitude of them.

Benefits to Banks

The banking community will benefit as follows from Article 4A:
1. Certainty —There is no statutory or case law that adequately governs
these transactions. Frequently, contracts between customers and banks
are absent or inadequate. Perhaps no contract could be adequate to
govern the risks, given the paucity of applicable law. Therefore, all par-
ties to "funds transfers" operate in an uncertain legal environment. Ar-
ticle 4A removes the uncertainty. Certainty as to liability and
responsibility promotes sound credit policy and financial management.
Since Article 4A largely embraces current operating practices, the ef-
ficiency of the present system is preserved.
2. Banks as users —As the principal users of the "funds transfer" system,
banks will enjoy all of the benefits of Article 4A listed above for users.
3. Limitation of liability — Article 4A limits liability to loss of interest
and principal, or in certain cases other incidental costs and reasonable
attorney’s fees. Only in the event of intentional dishonor and with
specific notice of the particular circumstances and contemplated mag-
nitude, are consequential damages recoverable.
4. Statute oflimitations —Article 4A precludes objection to payment of
an order executed by a bank unless made within one year from the time
the customer receives notice the order was sent.

5. Creditor processes — Under Section 4A-502, banks are protected
from creditor processes during the fast electronic batch processing of
payment orders.

6. Choice oflaw — Section 4A-507 contains rules as to choice of ap-
plicable law that will promote certainty.

7. Netting of obligations — If banks owe other banks and are owed by
those same banks on payment orders sent and received, Section 4A-403



gives statutory authorization for bilateral and unilateral netting of pay-
ment obligations among banks to reduce insolvency risk.

8. Number and name ofaccount —If a bank discloses to its customer
that it may rely upon numbers to identify a beneficiary in a payment
order, Section 4A-305(3) authorizes it to rely upon the number used by
the customer to identify the beneficiary. Because processing is
electronic and rapid, reliance on numbers facilitates "funds transfer'l.”

9. Rely on tested message — Banks can rely upon the message that tests
against the security procedure, unless the customer proves that the pay-
ment order is unauthorized and the breach of the confidential security
information did not result from a source controlled by the customer. The
bank, however, must have offered a commercially reasonable security
procedure to the customer and have followed that procedure and any
customer written agreement or instruction, all in good faith.



Why states should adopt Article 4A
of the UCC

1 Tew Article 4A of the Uniform Commercial Code concerns a type of payment
made through the banking system called a"funds traisfer." (A popular term for
the bulk of these kinds of transfers is "wholesale wire transfer.” This terra is not
used in Article 4A because all "funds transfers" are nyt "wholesale" and not "wire"
transfers.) A "funds transfer” is, generally, a large, rapid money transfer between
commercial entities. In the average "funds transfer" 55,000,000.00 changes hands.
In most instances, such transfers will occur between banks using computers and
electronic communications. (Consumer transfers through credit cards and ATM
machines are not governed by Article 4A, but are governed by federal law.) Ar-
ticle4A provides abody of lawon the rights and obligations connected with "funds

transfers."
There is currently no comprehensive body of law that defines the rights and

obligatious that arise from "funds transfers." Some aspects of 'funds transfers"
are governed by rules of the principal transfer systems. Transfers made by the
Federal Reserve network (Fedwire) are governed by Federal Reserve Regula-
tion.! and transfers over the ClearingHouse Interbank Payment System(CHIPS)
are governed by CHIPS rules. But these rules apply to only limited aspects of
"funds transfer” transactions.

Article 4A will provide:
CERTAINTY

Currently, no participant in a "funds transfer" can know 'vith certainty what
the rights and obligations of parties are. Enactment of Article 4A solves the
problem.

BALANCE

Article 4A carefully addresses the interests of banks, commercial urers of
this payment method and the public. Itseeks a fair balance between interests in-

volved in "funds transfers."
REMEDIES

What law exists does not provide clear remedies for "funds transfers" when
something goes wrong. UCC—A establishes who takes the risk of loss, who will
be liable and what will be the damages.



EFFICIENCY

Article 4A is designed to facilitate a speedy and inexpensive system to trans-
mit huge sums that are substantially cash equivalent, benefiting both the nation-
al and international economies.

FREEDOM OF CONTRACT

Users and banks are free to vary many provisions of'UCC—1A by individual
contract. They are not locked into invariable rules that might impede transac-
tions between them.

UNIFORMITY

"Funds transfers" are an important part of business and are interstate in
character. Uniformity is as important co the conduct of "funds transfers’ as it is
to other current payment methods.

CONCLUSION

The growing role that "funds transfers" have in the business world today
makes it clear that modern law on this subject is needed. Users of "funds trans-
fers" now depend mainly on court cases, or their owa rules, to resolve disputes.
This creates great uncertainty. UCC-4A answers these immediate needs.
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Big-Buck
Transfers
A BIg Risk

The law tries to catch
up with technology.

By Marcia Coyle
Natiordl Law Jouno] ST Rowirtr

TAKE A COOL half-billlon dollars.
Through the miracle of electronic wiz-
ardry, zip it from your bank account In
Dallas to another account in Zurich —
and pray that nothing goes wrong.

If prayers faiL prepare to enter the
twilight zone of rights and liabilities,
where technology has outpaced law,
and law is scrambling to catch up.

The denizens of this uncomfortable
twilight zore are big banks, big corpo-

rations, big bucks and big risks..

For nearly four years, a committee
of the Uniform Law Commissioners, In
conjunction with the American Law In-
stitute, has bosn working feverishly to
end the legal ambiguities surrounding
so-called wholes/de wire transfers, a
particular way of making a dollar pay-
ment That effort — expected to pro-
duce a new article to the Uniform
Commercial Code — has often In-
volved an Intense battle between bank-
ing and corporate Interests.

There Is no comprehcnslvo body of
law governing wholesale wire trans-
fers, as currently exists for checks and
other types of payments, and the finan-
cial fallout can be enormous when er-
rors occur. Tho average transfer —
typically between banks and their cor-
porate customers — Is *3 million, and
total daily transfers now average mere
than $1 trillion.
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“When you look ai the amount of
money moving, It's striking that there
are no backstop rules," says one bank
lawyer. “People are transferring the
net worth of their companies routinely
ahd relying on private agreements
with their banks, or no agreements at
alL"

Risky Business

The wholesale wire transfer Is basi-
cally a very simple transaction, says
Prof. Robert L. Jordan of the Universi-
ty of California at Los Angeles School
of Law, reporter for the ULC drafting
committee. If, for example, someone in
Los Angeles wants to make a payment
to someone In New York, he simply
tells his Los Angeles bank to send the
money to the other person’s bank ac-
count In New York, explains the pro-
fessor. By electronic transfer, the Los
Angeles bank sends the payment order
to the New York bank, which then
credits the amount to the account of
the so-called beneflcicxy — often be-
fore the money arrives from LA.

Small-business users pick up the
phone, call their bank and use a code
word for authentication to order pay-
ment Large corporate users, such as
oil companies that engage In “Star
Wars"-llke transfers, may be so sophis-
ticated that their computers talk to
their banks, adds Thomas Baxter, as-
sociate general counsel of the Federal
Reserve Bank of New York.

"You really have a spectrum of use,"
says Mr. Baxter, who, along with the
American Bar Association and others,
has been advising and monitoring the
ULC effort “In the middle of all this,
you have banks debiting accounts of
senders and crediting the banks of re-
ceivers. We accomplish this by the
wonders of technology.”

Wholesale wire transfers generally
travel over two payment systems —
the Fed Wire, operated by the Federal
Reserve 3ystem, and CHIPS, the
Clearing House Interbank Payments
System In New York, the largest and
only competitor to the Fed Wire. An-
other system — SWIFT — ties the U.S.
systems with other International
funds-trrnafer systems.



Although CHIPS and the Fed Wire
have rules and regulations governing
certain aspects of interbank transfers
among their members, there are no
rules governing the entire transaction
— beginning with the so-called origina-
tor, who initiates a payment order, and
ending with the so-called beneficiary,
who gets paid.

Some banks and corporate users rely
on private agreements to apportion
risks If something goes wrong. “But
there has been difficulty getting these
agreements," says Mr. Baxter. "It also
became clear over time that the rights
of third parties could be aflected by
those agreements.”

For example, he adds, what If there
Ls a third-party intermediary bank In
the transaction and It fails to settle, Le®
pay the balance? "Neither the origina-
tor nor the beneficiary may have se-

lected that bank,” he explains. "Who
bears the loss?"

There never has been a failure on the
CHIPS system, says general counsel
Norman Nelson, but that does not
mean the clearinghouse la Ignoring the
potential for one. Although working
with the ULC to draft a uniform law,
CHIPS also has been working Indepen-
dently to ensure so-called settlement
finality, he says.

"If a bank Is unable to pay the bal-
ance, we're looking at having all other
participants to the agreement pay pro
rata to make sure the system will set-
tle,” Mr. Nelson explains.

CHIPS has 140 participants, Interna-
tional banks with offices In New York
through which funds are transferred.
"Our record day was the day after Me-
morial Day when we moved JL23 tril-
lion,” says Mr. Nelson. “Cn a normal
day, we move $600 billion to $700
billion.”

DIFFICULT: Washington attorney
Carlyle C. Ring Jr. says It's difficult to
work out uniform wire tr&nzfer laws.

Established in 1970, CHIPS, he says,
has "grown and grown and grown,” as
has the entire wholesale wire transfer
system. "The main thing now la to get
a comprehensive body of law."

Commercial lawyers and others
close to the wire-transfer field esti-
mate that 90 percent of these transfers
are now done without agreements cov-
ering rights and obligations.
Computer-Age Growth

Wire transfers have existed for
many years, says ULC reporter Pro-
fessor Jordan, but the volume of mon-
ey moved has grown dramatically In
the past two decades. One major rea-
son for the Increase In the number of
wholesale wire transfers and their
amounts Is the arrival of computers,
he explains.

Before the computer age, transfers
were made on a more primitive basis,
such as by paper-fed telex machines,
recalls Professor Jordan.

“Along with the computer, there has
grown up a whole new profession of
cash managers who moke sure that
business Is always using Its money so
It Is earning money," he adds. "The
ability to move Instantly large stuns of
money from ons part of the world to
another has Increased the volume of
transfers.

"And the potential liability of banks
has grown also, to the point where they
have become very uncomfortable with
the lack of any body of law governing
what happens when something goes
wrong.”

The wholesale wire transfer, says
Professor Jordan, Is a system based on
speed and low coat The liability ques-
tion for banka la very Important, he
explains, adding, “If you load up the
liabilities, the costs will be greater."

Some of the financial land mines In
the wholesale wire transfer are also a
product of the new technology.

"There la now great danger that a
computer hacker could get on the line,
intercept a payment message and

change the beneficiary,” says Profes-
sor Jordan. "Unauthorized messages
also present great potential for fraud."

There also are potential bank Insol-
vency problems, he adds. In many
cases, the beneficiary bank pays the
beneficiary before it gets the money
from the originator bank, he explains.
It Is customary then for the beneficia-

-ry to immediately withdraw the
money.

"If the originator bank becomes In-
solvent, the beneficiary bank has a
problem and It's not. clear whether the
beneficiary bank can get Its money
back from the beneficiary,” he says.

And then there are transfers Involv-
ing multiple transactions, says Profes-
sor Jordan. “What happens If there Isa
large bank failure? It could set off a
chain reaction of other banks falling
because of the enormous stuns of mon-
ey they are dealing with.”



When errors occur and banks and
their corporate users find themselves
In litigation, he says, the courts "have
to make up the law as they go along."

Court decisions have been unsatis-
factory, according to the professor, be-
cause courts must fall back on or-
dinary negligence rules or analogize
the situation to problems Involving the
more traditional check.

“The rules governing payment by
check don't always apply,” he explains.

Mr. Baxter agrees, noting that In a
check transfer, the authentication de-
vice Is the signature of the drawer. “In
the wire transfer world, we don't have
any signature. We're getting Into an
area where the law Is not that sophisti-
cated. Payment law Is built around the
signature. Now we have to think about
now alternatives."”

Growing Pains

For the past four decades, the Uni-
form Commercial Code has been th*
“premiere product" of the ULC, a con-
federation of state commissioners on
uniform laws, says Carlyle C. Ring Jrn
of counsel to Washington, D.G'a Ober,
Kaler, Grimes K Shriver. But It was
getting rapidly out of date, he adds.

Ten years ago, he recalls, the perma-
nent editorial board of the UCC ap-
pointed a committee to look at whether
the commercial code needed to be re-
vised because of electronic develop-
ments. The committee launched an
ambitious effort to draft a comprehen-
sive payment code covering checks,
wholesale wire transfers and other

payment Instruments.

“The committee got Into trouble be-
cause It was trying to do too much,"
explains Mr. Ring, a UCC board mem-
ber. “Consumer groups and banks were
not happy at allL"

In 1986, the project was scaled down
to focus only on wholesale wire trans-
fers, “Uniform laws have been success-
ful where we've been able to get the
various Interest groups together," says
Mr. Ring. "When we step Into an area
of strong policy disagreement. It's very
difficult: to achieve uniformity."

If the uniform law effort fails to ad-
dress the changing technology, he
adds, the federal government will pre-
empt tt.e field. Pressures driving the
modernization move, he says, Include
the Federal Reserve System’s concern
about major bank failures given the
uncertainty over rights and liabilities,
banks’ snxiety over how they fare in
the courts when problems occur and
corporate users' demands for fair
rules.

When the wholesale wire transfer
project began three years ago, Mr.

. RIn”, who Is co-chairman of the ULC

drafting committee, was in private
practice. “My role was to be a neutral
facilitator, to keep It on track." Today,
still co-chairman, he is also general
counsel and vice president of Atlantic
Research Corp., a corporate user.

After roughly 12 drafts, proposed Ar-
ticle 4A, governing wholesale wire
transfers, has the support of the bank-
ing amd corporate communities and
the Federal Reserve System, accord-
ing to Mr. Ring, who calls the article
"basically a safety net." It will not ap-
ply to consumer transactions, which
continue to be governed by the federal
Electronic Fund Transfer Act.

A ‘Hard Fight'

But bringing those three groups to-
gether was neither easy nor pleasant,
says Arthur L. Herold of Washington,
D.C.'s Webster, Chamberlain & Bean.

Mr. Herold Is not a member of the
drafting committee, but he does repre-
sent the National Corporate Cash Man-
agement Association, an organization
of corporate treasury officers. The cor-

porate community, he recalls, was not
aware of the 4A movement until about
a year after the drafting committee
began work.

During; that year, he and colleagues
from Exxon, Shell Oil Co., Kidder Pea-
body and Sears, Roebuck and Co., at-
tended drafting meetings where, he
says, "Wo were treated as outsiders,
shouted down and outvoted."”

Throughout 1988, he recalls, his asso-
ciation built a coalition of the oil com-
panies, insurance and railroad
Industries, and retailers to increase its
"voice" at the drafting sessions.

"We felt 4A was being bank-driven,”
Mr. Herold says. "We don't object to a
4A that equitably distributes risks, but
If the rules aren’t fair, we'd rather take
our chances In the courts.

“We told the committee If they want-
ed corporate support, they would have



ACTIVE: Thomas Baxter is associate
general counsel of the Federal Tteservo
Bank of New York.

to begin to accommodate our concerns,
and If they didn’t care, wr would have
to vigorously oppose enactment of 4A
In the states. That tended to got their
attention.”

Mr. Herold called the effort a "hard
fight” that became unnecessarily hos-
tile and personal at times. His associa-
tion has taken a neutra’ position on
Article 4A even though aninternal vote
showed more members would support
It than oppose it "We feit tho members
should feel free to express their own
feelings,” he says.

But whether Article 4A ultimately
will be equitable or will impose signifi-
cant risks on the corporate communi-
ty, Mr. Herold says, Is still unknown.

"The banks are free from a lot of
risk,” he adds. "Banks don't like having
no law and don't like the current com-
mon law. If anyone has a worse reputa-
tion with juries than big corporations,
it's banks. Tho banks felt it was better
to play with .rules than without, and
they basically wrote the rules.”

But Mr. Herold and others involved
in the drafting process credit Profes-
sor Jordan for pulling the disparate
interests together. “He’s a special per-

son," says Mr. Herold. "We had great
confidence In his fairness. Without
him, | don’t think this would ever have
been done."

Article 4A, says Professor Jordan,
tries to provide more certain rules for
these transfers and to reduce the possi-
bility of litigation. "It represents com-
promises and trade-offs,” he explains.
"We think we've come up with a fairly
well-balanced statute for allocating
risks and liabilities."

Into the States

The proposed Article 4A already has
been approved by the American Law
Institute. Following ULC approval, the
next step will be to win enactment in
state legislatures, says Mr. Ring.

"Our goal Is to pick up four or five
big banking states — New York, Cali-
fornia, Texas, Illinois, Georgia and
Massachusetts — and then the remain-
ing states, we think, will move quick-
ly,” he says. "The rest will want to act
rapidly to preserve banking business
for themselves and because the courts
probably will adopt the rules of 4A
even before the legislatures act"

Taking the uniform law route Is of-
ten time-consuming, notes Mr. Ring,
adding there was considerable debate
about whether new rules should be en-
acted instead at the federal leveL

“But the federal government and the
other parties are willing to give us a
chance to use the prestige of the UCC
to get these rules adopted," he says.

There has been historical deference
to state development of commercial
law, he explains. The Federal Reserve,
he adds, is reluctant to take on new and
substantial regulation. And Congress,
he says, has become "such a grab bag”
that the banking and corporate com-
munities feared legislation could be-
come enmeshed In extraneous Issues.

Most uniform laws, Mr. Ring says,
draw on experiments in states or other
nations. But Article 4A, he adds, did not
fit the pattern. England, Japan and the
United Nations are looking to the ULC
.0I guidance on similar projects.

"We're not looking at any models be-
cause there are none," he says. “As a
matter of fact, we're ahead of the rest
of the world."
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0] NE OF THE BEST and worst aspects of the law is the speed with
which it changes. A slow, deliberate pace of legislative enactments
produces the most error-free laws. And the doctrine of stare decisis

— by which courts generally adhere to decided cases — helps to guaran-

tee stability in the law.

But none of this is helpful in confronting the megaleaps of today's
technology, and nowhere, is this more apparent than in computers, bank-
ing and high finance.

In an era when trillions of dollars move across state and international
borders in electronic blips, the law has failed to keep pace. Eventually
mistakes, even big ones that could cause banks to fail, are bound to occur.
There is currently no comprehensive body of law that will help lawyers
and the courts unscramble the ensuing mess. As one bank lawyer noted,
“When you look at the amount of money moving, it's striking that there
are no backstop rules. People are transferring the net worth of their
companies routinely and relying on private agreements with their banks,
or no agreements at alL”

For the past 3VAyears, one group — the Uniform Law Commissioners —
has been drafting a model law that tries to apportion risks and liability
fairly when problems arise in these multibillion-dollar wire transfers.
The ULC, bringing to the process its unique approach to building consen-
sus, apparently has succeeded in gathering together such disparate inter-
ests as the nation’s banking community, corporate users and the federal
government

But the ULCs effort is just the first step toward bringing the law into
the 21st century of finance. The real challenge rests with the states. If
fairness and certainty — the two primary goals of the model law — are to
govern, the states must move quickly to enact this model legislation. For
the entire legal profession — from bar groups to legislators — the ULC
effort should serve as one more lesson on the need for early warning
systems to detect and confront changes in the law mandated by rapidly
changing technology.



Business and

States to Regulate

M oney Transfers

*ME sweeping set of regulations for commer-
T cial transactions is about to gel the most sig-
1 | Rificant addition In decades.

The Uniform Commercial Code is the law In all
states except Louisiana and governs everything
from checks to (he sale of all goods of more than
$500. Despite Its broad scope, the Code has failed to
keep pace with technology: It does not address the
electronic transfer of money among banks, a pro-
cess that has grown In recent times more thnn 20
percent a year.

But that Is nboul to change. Within the coming
months, a new chapter Isexpected to be adopted by
several large states that will for the first lime
regulate the computerized transfer of funds be-
tween banks. Businesses and banks now move
more than $1 trillion a day electronically without
any clear guidelines about what happens If some-
one goofs. The average transfer is $5 million.

As a practical matter, the courts have tended to
define the liabilities and rights of businesses who
use the.system In terms of contract law. Yet law-
yers and banks say only a small percentage of
those businesses have signed any contracts with
the banks or other businesses on the transfer of
funds.

In a typical transfer, the computer of acorporate
customer notifies the computer of a bank, which
then forwards the Information about the transfer
to a clearinghouse’s computer. It, In turn, notifies
the computer of the receiving bank to credit the ac-
count of the intended beneficiary of the funds.
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While the clearinghouses have their own sets of
rules, no established laws govern the relationship,
between the sender and receiver of money. As a re-
sult, It Is left uncertain who bears the loss for a
glitch In the system, a mistake In the transaction,
an unauthorized transfer or ihe meddling of acom-
puter hacker. In many of the dozens of cases that
have cropped up, courts have had to draw Impie-
clse analogies to other provisions of (he code that
do not directly speak to the Issue of computer
transfers.

A four-year effort to draft the hew Ichapter,
known as Article 4A, has recently been completed
and legislators say It will soon be introduced In
New York, California, Massachusetts, Connecticut,
Virginia and West Virginia. With the support of the
American Bankers Association and the expected
approval soon of the American Bar Association,
some legislators in New York and California say
the chapter will likely be approved by the summer.

Stephen Labaton

“ It will bring a substantial amount of certainty
to these kinds of transactions,” said Carlyle C.
Ring Jr., a co-chairman of the committee that
wrote lhe new rules. "No one really knew In the
even”of a mishap what would happen. And since
such a large amount of money Is being transmit-*
led, there Is a substantial Incentive to litigate these
Issues.”

The draft was completed by the National Confer-
ence of Commissioners on Uniform State Laws, the
organization that drafted the code more than 30
years ago. The nonprofit organization consists of
lawyers, Judges and academics, many of whom are
selected as commissioners by stale governors.

Like the other sections of the code, Article 4A
will operate as a safety net. It will enable the banks
and businesses in most Instances to write contracts
that differ from the Code. It would generally be ap-
plicable in those Instances In which there are no
contracts or when the contracts are ambiguous.

By adopting Article 4A, the states will enter an
area of regulation In which the Treasury Depart-
ment has also announced Its Intention to Intervene.
Earlier this year, the Bush Administration said
that to combat the use of the electronic transfer-
ring system to launder money to avoid taxes and
evade narcollfcs laws, Treasury regulations would
be adopted to make It easier to trace the flow of
money through the banking system.

One rule will require that the banks that send
and receive transfers keep records, Including the
name and account of the customer transmitting
and receiving (he funds. Another rule would re-
quire that financial Institutions receive more Infor-
mation about the nature of (he business of a cus-
tomer who makes use of International transfers.
The Treasury guidelines, which do not appear to
pre empt any move by the states, are expected to
go Into effect this spring.
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Sending Large Ddiare

ILC.C. Article 4A to Provide Safety Net

Funds transferred by check amount to
millions and millions of dollars each
year. The legal rules for the check sys-
tem, although recently somewhat shaken
up by federal legislation and regulation
CC, basically are well established. Funds
transferred by electronic means, includ-
ing FedWire (operated by the Federal
Reserve System) and CHIPS (a funds
transfer system operated by the New
York Clearing House), often exceed $2
trillion a day. Yet any resulting prob-
lems are resolved only to a limited ex-
tent by regulation J for FedWire, a few
published cases, the Electronic Funds
Transfer Act and regulation E for some
consumer aspects, and in some cases by
the agreements of ' he parties. In short,
the transfers involving the really large
dollars, and the most risk if the transfer
goes awry, have the least settled guide-
lines for conduct and for resolving dis-
putes. Uniform Commercial Code
article 4A, the U.C.C.’s newest, vrill fill
this void.

As part of the U.C.C., ai'dc'e 4A is-
the product of the National Conference
of Commissioners on Uniform State
Laws (“NCCUSL”) and the American
Law Institute (“ALI”). The drafting
committee also was assisted by two Re-
porters, whose role was to advise the
members of the drafting committee as
to the pertinent legal issues and what
law exists to resolve those issues, and to
embody the decisions of the drafting
committee in proper statutory form with
comments to elaborate on the meaning
of the statute. In addition, a number of
advisers from the Federal Reserve Sys-
tem, the banking industry, and the busi-
nesses tnat use funds transfers (including
banks) worked with the drafting com-
mittee. The American Bar Association
also appointed an adviser to the draft-
ing committee from the Business Law
Section, and members of the Section’s
Ad Hoc Committee on Payment Sys-
tems and its U.C.C. Committee scruti-
nized and commented on drafts
prepared by the drafting committee.

Preparation of article 4A took almost
three yean. The new article was ap-
proved by the ALI at its annual meeting
in May 1989 and by NCCUSL at its
annual meeting in July-August 1989.
Final approval by the .ALI isanticipated
in December at the latest.

The Council of the Business Law Sec-

The Busiress lawer Update

tion has tentatively decided to recom-
mend ABA approval of article 4A when
requested by NCCUSL and the ALL.
Thus article 4A is ready for enactment
by the state legislatures. A number of
key commercial states are expected to
introduce it soon. Expeditious enact-
ment is contemplated because of the
recognized need for greater legal cer-
tainty in the governing rules, the general
support for article 4A by the interests
involved in funds transfers, and the ex-
pressed concern of the Federal Reserve
System that, unless the states address
the significant issues involved in these
types of transfers, federal law may be-
come necessary to avoid unacceptable
risks to the payment system.

Fnfe trawlers wfa article 4A
Article 4a creates a series of rules to
govern the resolution oflegal issues that
may arise out of funds transfers. The
effect of these rules, like most of those
in the U.C.C., may be varied by the
agreements of the parties and operating
rules of a funds transfer system, with
some specific exceptions necessary to
protect fundamental policy choices that
should not be subject to variance due
to fortuitous circumstances of a partic-
ular bargain (U.C.C. § 4A-501; see also
8 4A-107). The ability to vary the effect
of the statutory rules allows flexibility
and development of new methods, but
at the same time, the statutory rules
stand as a “safety net” to resolve mat-
ters upon which the parties either do
not or cannot agree.

Under article 4A, a “funds transfer”
(8 4A-104(1)) is the payment order (8§
4A-103(1)) or series of payment orders
by which an originator (8 4A-104{2)) ac-
complishes payment to the beneficiary
(&4A-103(6)) of the originator’s order.
It cm be a very simple transaction in
which a corporate originator orders its
bank to debit one of its accounts and
credit an account of another party at the
same bank. In this instance the funds
transfer and the payment order are co-
extensive. If the originator instructs its
bank (“originator's bank”—§ 4A-
104(3)) to pay a beneficiary that is a
customer of another bank, however, that
payment order will require the origi-
nator's bank, in turn, to issue at least
another payment order, perhaps to the
beneficiary's bank directly, perhaps over

a funds transfer system like FedWire or
CHIPS (8 4A-105(l)(e)), or perhaps to
an intermediary bank (§ 4A-104)) that
will then issue another order to the ben-
eficiary’s bank (8§ 4A-103(7)).

Payment orders, unlike checks, do not
embody independent rights and liabil-
ities for the payment of money. Rather,
the rights and liabilities of the parties
to a payment order arise out of the con-
tract formed, generally subject to article
4A and any agreement of the parties,
when the payment order is accepted by
the receiving bank (8§ 4A-103(5)). Apart
from contract outside article 4A, abank
has no duty under article 4A to accept
a payment order (§ 4A-209). A receiving
bank other than the beneficiary’s bank
accepts a payment order if it executes
it (8 4A-209(1)), and need not reject
those orders it does not accept, unless
otherwise provided by agreement or the
receiving bank had sufficient funds of
the sender on hand to cover the order
(88 4A-210(2), 4A-212).

A receiving bank that accepts a pay-
ment order and that is not the benefi-
ciary’s bank is obliged to issue a
payment order complying with the or-
der of the sender (8§ 4A-103(4)) that it
accepted and generally to follow any in-
structions as to routing and method (§
4A-302). If the resulting payment order
does not comply, the sender is not re-
sponsible for the error and need not pay
the bank other than to the extent of
proper execution (§ 4A-303) but, upon
learning of improper execution, may
have a duty to notify the bank of that
fact (§ 4A-304). Indeed, ifafunds trans-
fer is not completed by acceptance by
the beneficiary’s bank of a payment or-
der instructing payment to the benefi-
ciary in accordance with the sender's
order, the sender is not obligated to pay
for its order, or is entitled to its money
back (8 4A-402(J), (4)).

A beneficiary's bank may accept a
payment order in a variety of ways, such
as by paying or notifying the beneficiary,
and acceptance al so may occur when the
bank receives payment of the sender's
order (8 4A-403>or by the passage of
time if the amount of the sender’s ords *
is fully covered by awithdrawable credit
balance (§ 4A-209(2)). Acceptance of the
order entitles the bank 'o payment by
the sender (§ 4A-402(2)) and generally
obliges it to pay the amount of the order
to the beneficiary (88 4A-404, 4A-405).
Failure to do so and to give notice of the
receipt of the order may subject the bank
to liability. If the benefiaary’'s bank ac-



cepts the order, generally at this point
the debt of the originator to the benefi-
ciary for which the order was issued is
discharged (§ 4A-406),

Soope ol article 4A

A payment order can be oral, in writing,
or electronic. Like a check, a payment
order is an unconditional (except as to
timing) instruction to pay a fixed or de-
terminable amount of money to a ben-
eficiary (8 4A-103(1)). However, a check
is not a payment order because a pay-
ment order must be transmitted by the
sender, not to the payee, but directly tc
the receiving bank or to an agent, funds
transfer system, or communication sys-
tem for transmittal to the receiving bank

vV I D E O S

Our Section will co-sponsor with
the ABA Division for Professional
Education “Fundamentals of As-
set-Based Financing,” to be
broadcast via satellite to more than
50 locations nationwide on Feb-
ruary 15, 1990, from noon to 4.00
p.m. EST.

Focusing on the basics of asset-
based lending, the program will
examine the loan from prelimi-
nary investigation through clos-
ing, including: preparation of loan
documents; various types of col-
lateral; guaranties, letters of credit,
and debt subordination agree-
ments; relationships between
lenders; and usury and regulatory
acts.

(8 4A-103(IXc)). For the same reason,
the concept of payment order excludes
payment by credit card.

Because payment orders must in-
volve banks (8 4A-105(1Xb)), funds
transfers made by Western Union and
the like are excluded; they are suffi-
ciently different from the large, com-
mercial transfers that are the subject of
article 4A as to make it inadvisable to
employ the same rules. Credit transfers
through Automated Clearing Houses
(*“ACH") are included under article 4A,
but ACH debit transfers are excluded,
again for the reason they involve suffi-
ciently different considerations (8§ 4A-
103( 1Xb)). Finally, a funds transfer any

part of which is governed by the Elec-
tronic Funds Transfer Act and its im-
plementing regulation E, which protect
consumer rights, is excluded from arti-
cle 4A to avoid conflicting rules (8 4A-
138). However, a consumer purpose
transfer over FedWire, for example,
outside of the scope of the federal law
could be subject to article 4A.

SaliMt aspects of article 4A

Three matters in particular are present-
ly a source of litigation concerning funds
transfers. Tnese are: responsibility for
unauthorized and erroneous orders, li-
ability for damages caused by orders that
are improperly executed, and finality of
payment. For discussions of the litiga-

E M I N A R

The program chair is Maury B.
Poscover, chair of the Committee
on Commercial Financial Ser-
vices. Other faculty members will
include Howard Ruda, Donald
Rapson, and E. Carobn Berkley.
Registrants at ?dl viewing loca-
tions will be able to question the
panelists.

The registration fee, which in-
cludes study materials, is Si35
($85 for government employees,
$65 for law students). To register
or to obtain further information,
readers should contact Theresa
Kittridge, ABA Satellite Semi-
nars, at (800) 621-8986 (outside
Ilinois) or (312) 988-6200 (within
Ilinois).

tion, see the U.C.C. annual surveys at
35 Bus. Law 1129 (1980); 38 Bus. Law.
1130 (1983); 39 Bus. Law 1333 (1984);
41 Bus. Law. 1412 (1986); and 42 Bs.
Law. 1291 (1987). Article 4A addresses
each of these problem areas.

An authorized payment order may be
properly executed by the receiving bank
and binds the person identified as the
sender. The order may be expressly or
impliedly authorized, or the sender may
be bound by apparent authority. If the
order is not authorized, the bank will
have acted improperly in executing the
order. However, if acommercially rea-
sonable security procedure (§ 4A-201)
was in place, the payment order cleared

November/December 1989

it, and the bank complied with any in-
structions of the customer as to a proper
account to debit and the like, even an
unauthorized order will bo effective (8
4A-202). There is one exception. Even
if the order passed an appropriate se-
curity procedure, the customer will not
bear the loss if the customer proves the
order is not attributable to any oause
related to the customer’s operation 'the
interloper situation) (8 4A-203). How-
ever, the customer may lose interest
owed on any refundable amounts if it
does not use ordinary care to detect any
unauthorized orders and notify the bank
(8 4A-204).

Payment orders erroneous as to ben-
eficiary, bank, time, amount, or dupli-
cate orders caused by the sender are the
sender’s responsibility (8 4A-303).
However, such orders only bind the
sender as to the intended beneficiary and
amount if a security procedure for the
detection of error was in effect and the
sender complied with it but the bank
did not (§ 4A-201). However, again the
sender has a duty of ordinary care to
discover and report an error (§ 4A-205).
A funds transfer or third party com-
munications system to which an order
is first transmitted is the agent of the
sender; any error made by it is attrib-
uted to the sender (8 4A-206).

Often in fraud schemes or because of
mistake, a payment order will identify
the beneficiary both by account number
and by name, each referring to a differ-
ent person. Under section 4A-207(2)(a)
and (3), the beneficiary’sbank is entitled
to pay the account if it does not know
of the discrepancy and the originator is
a bank, or if a nonbank originator re-
ceived notice that payment might be
made by account number even ifa name
was given. If the bank pays the person
identified by name or knows of the dis-
ciepancy (8 4A-402(3)), no person has
rights as beneficiary except the person
paid by the beneficiary’s bank if that per-
son was entitled to payment from the
originator. If no person has rights as a
beneficiary, acceptance of the order can-
not occur (8 4A-207(2Xb)). If the person
paid is not a correct payee, the money
back guaranty applies (§ 4A-402t3)). Ar-
ticle 4A also contains provisions resolv-
ing situations where the beneficiary's
bank or an intermediary bank is mis-
described instead of the beneficiary (8
4A-208), and governing cancellation
(stop payment) and amendment of pay-
ment orders (8 4A-211).

Continued on next paqc
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Continuedfrom page 7

A funds transfer is used instead of a
cashier’s or similar check because it is
fast and cheap. However, because of the
large amounts involved, there is consid-
erable risk if something goes awry; if the
banks transmitting the orders had to bear
the risk of improper or late execution,
funds transfers would cease to be either
fast or cheap. Accordingly, absent a con-
trary agreement, section 4A-305 gener-
ally relieves a bank from potential lia-
bility for consequential damages because
of improper or late execution or the fail-
ure to execute a payment order, and pro-
vides that for delay, noncompletion, or
failure to follow instructions (including
the order itself), a bank is liable only for
interest losses and expenses, as applica-
ble. Reasonable attorney's fees also are
recoverable if a justified demand for
compensation is made and refused (§ 4A-
305(5)).

Acceptance of a payment order by the
beneficiary’sbank generally obliges it to
pay the amount of the order to the ben-
eficiary (§ 4A-404(1)). However, in some
cases the bank itself may not receive
settlement for the order. In such event,
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the obligation of payment and payment
are still final as to the beneficiary and
any attempt to make it conditional by
agreement is ineffective, unless (1) arule
of a funds transfer system used in the
funds transfer provides for provisional
payment and this rule is accepted by the
affected parties after notice before im
tiation of a transfer, or (2) the order was
transmitted over a funds transfer sys-
tem that has a loss-sharing agreement
among participants and nonetheless the
system fails to complete settlement un-
der its rules with respect to any pay-
ment order in the funds transfer (the
“doomsday scenario”) (8 4A-405(3)-

(5)).
Cmmlm&w

Avrticle 4A contains a variety of other
provisions governing creditor process
served on a receiving bank and set-off
by the beneficiary's bank (8 4A-5032);
injunctions prohibiting funds transfers
(8 4A-503); preclusion against a custom-
er contesting a payment order made by
its bank (§ 4A-505); and the amount of
interest payable (§ 4A-506). In addition,
section 4A-507 contains rules on choice
of law that seek to maximize the cer-
tainty of the law governing funds trans-
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1990

Jan. Midwinter

17-19  Committee Meetings:
Corporate Counsel
Law & Accounting
Partnership & Uninc.

Business Orgs.

Small Business
Santa Fe

Feb. Futures Regulation
1-2 Comm.
Puerto Vallarta,
Mexico

Mar. National Institute:
2-3 Consumer Fin.
Services
in the 90's
Washington, DC

fers. Indeed, that is the goal of all of
article 4A, and its rapid and uniform
enactment is necessary to achieve that
goal under state law.
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