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The term commercial paper describes certain types of negotiable instruments that fall
under Article 3 of the UCC. These instruments can move freely in trade and commerce as
a substitute for money. They developed because of the commercial need for something that
would be easily transferable and readily acceptable in lieu of money.

To understand the law of commercial paper, a grasp of the following concepts is es-
sential :

Types of Negotiable Instruments Basically, there are two types of negotiable instru-
ments, namely, the promissory note and the draft. A note is a two-party instrument. It is
the maker’s promise to pay to the order of the named payee' or to bearer at some time in
the future. A certificate of deposit (CD) is a note made by a bank, because it is the bank’s
promise to repay a deposit of funds with interest on a certain date. A draft is a three-party
instrument. It is an order of the drawer to a third party ( drawee-payor) for him to pay to
the order of payee, or to bearer, on demand or at a fixed or determinable future time. A
draft presupposes a debtor-creditor relationship between the drawer and the drawee.’ It is
an order of the creditor (drawer) to the debtor (drawee) for the latter to pay to the payee
or to his order. The check is the most common type of commercial paper. It is a demand
draft drawn on the bank by which the drawer orders his bank to pay to the payee. A check
drawn by a bank upon itself is a cashier’s check.’

Order Papers and Bearer Papers Negotiable instruments are also known as either or-
der papers or bearer papers. If an instrument is made payable to the order of a person iden-
tified with reasonable certainty, it is an order paper. If an instrument is payable to bearer,
it is a bearer paper. A bearer paper is payable to whoever bears it.

Holder A holder of a negotiable instrument is one in possession of a bearer paper, or
one in possession of an order paper which is drawn, issued, or indorsed to him or to his
order.

Negotiability For an instrument to be negotiable the following statutory requirements
for negotiability must be met: (1) It must be in writing and signed by the maker or draw-
er; (2) It must contain a promise or order; (3) The promise or order must be uncondi-

tional, i. e., it should not be controlled by the terms of some other agreement; (4) It
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must be a promise or order to pay in money; (5) Sum should be certain, that is, the val-
ue of the instrument at any time during the term of the paper can be definitely deter-
mined; (6) It must be payable on demand or at a definite time; (7) It must be payable to
order or bearer. The words “order” and “bearer” are the magic words of negotiability.*
They express the maker or drawer’s intention to make the instrument negotiable. If an in-
strument does not contain either of these words, it may be a valid and enforceable con-
tract, but it is non-negotiable and does not fall under Article 3 of the UCC.

Negotiation Even if an instrument satisfies all the requirements of negotiability above, it
has to be properly negotiated to retain its negotiability after a transfer. Negotiation means
transfer of an instrument by a person other than the issuer in such a way that the transfer-
ee becomes a holder.” While bearer papers can be negotiated by delivery alone, negotiation
of order papers, on the other hand, requires both indorsement and delivery.

Indorsement Indorsement is the act of transferring title to a negotiable instrument by
having the temporary owner write his name on the back of the document. Indorsement
may also refer to the signature of the temporary owner written on the back of an instru-
ment with or without additional words or statements. When the indorsement consists only
of the indorser’s name signed on the instrument, it is called a blank indorsement. Order
papers that are indorsed in blank become bearer papers payable to bearer. When the indor-
ser wants to specify the indorsee, he includes the words “pay to the order of ( the specified
indorsee) ” in the indorsement and such an indorsement is called a special indorsement. If
a paper is indorsed specially after a blank indorsement, it reverts to its status as an order
paper, and an indorsement is required for further negotiation. When the indorser wants to
impose some restriction on the use of the instrument, he may include the restriction or
condition in the indorsement and such an indorsement is called a restrictive indorsement.

To facilitate the flow of commerce and to achieve the goal of negotiability, substantial
protection and assurance of payment must be given to any person to whom the paper
might be negotiated. Thus, Article 3 of the Code provides that if a holder of a negotiable
instrument is a holder in due course, he takes the instrument free from all the claims and
personal defenses to the instrument’.

To qualify as a holder in due course, the transferee must meet the following require-
ments. (1) He took the instrument from a holder, i. e., from one who was in actual pos-
session of a paper properly drawn, issued or indorsed to him or to his order, or to bearer.
(2) He took the instrument for value’, which means that he had rendered performance

for the transfer of the instrument. A mere promise for performance is consideration but
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does not constitute value. (3) He took the instrument in good faith. If a person takes an
instrument under circumstances that clearly indicate a defense to the instrument, he does
not take it in good faith. (4) He took the instrument without notice of its defect, name-
ly, without knowledge of any claim or defense to the instrument, that it was overdue or
had been dishonored.

If a person meets all these requirements, he is a holder in due course. This means that
though he is still subject to the real defenses on the instrument, he is protected against the
claims and personal defenses relating to the parties with whom he has not dealt®. Personal
defenses usually relate to the transaction resulting in the transfer of the instrument and in-
clude failure of consideration, breach of warranty and unconscionability. Real defenses in-
volve more serious matters that go to the very existence of the instrument. They include
forged signature of the maker or drawer, material alterations, illegality and lack of capacity.

The concept of negotiability can be further explained by noting the difference be-
tween the assignment of a contract and the negotiation of a negotiable instrument. Assume
that a dealer owes a manufacturer $ 1,000. The dealer signed an IOU but later found the
product he received from the manufacturer defective. If a third party such as a bank pur-
chased the IOU from the manufacturer, it would be subject to the dealer’s defense of failure
of consideration. The bank, as assignee, would secure no better right against the dealer
than the original right held by the manufacturer, the assignor. The bank therefore could
not collect $ 1,000 from the dealer, at least not in full.

In this example, assume that the evidence of the debt is not a simple IOU but a
promissory note given by the dealer to the manufacturer and thereafter properly negotiated
to the bank. If the bank is a holder in due course, it is in a position superior to that which
it would occupy as an assignee’. It has better rights because it is free of the personal defen-
ses that are available against the manufacturer. The dealer, therefore, cannot use the de-

fense of failure of consideration and the bank can collect the $ 1,000.

@eWWordQ eceecose

negotiable /ni'goufiobl/ a. T ifid & promissory / 'promisori/ a. %% ¥ A+64,
instrument / 'instrumont/ n. &% BE

transferable / treens'fo:rabl/ a. ] 34k 84 note n. 23, LIgHZ

lieu /lu:/ n. (F) £ F, HK payee n. A
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bearer / 'beara/ n. FHA

certificate / so'tifikeit/ n. EBH F

deposit /di'pozit/ n. ##

draw vt. R, £X (CLEF. X&)

drawer n. FFEA

drawee /dro:'iz/ n. ¥ EZ2A

payor n. AF#HKA

presuppose / pritso'pouz/ vt. R &R,
HAR; R o ER T s

holder n. FZA

indorse /in'dois/ vt. EH @EF

statutory / 'stetjutori/ a. % Z &

negotiability / ni,goufia'biliti/ n. #i& M

miE, e

negotiation /ni;goufi'eifn/ n.

¥ ¥
Commercial Paper and the Concept of Holder in Due Course | « t -
B ke ZHHLE, BT
transferee / trensfo'riz/ n. ik A

indorsement (endorsement) /in'do:smoant/

n. ®#H

revert (to) /ri'voit/ vi. & (%)), )3k

facilitate / fo'siliteit/ vt. 4 E4F (£) &
% Rt

unconscionability / Ankonfona'biliti/
n. R

forge /fo:d3/ vt. th& (% F. XH4),
BE (£%)

alteration / o:lto'reifon/ n. &, &K
illegality / iliz'geeliti/ n. 3E %
IOU (“I owe you” #9%5) #4%

(Phrases & Expressions) s oo

holder in due course & &F4F ZA

in lieu of X%

promissory note BE,AE

certificate of deposit (CD) #4f

payable to (the) order (of) A&#& (------
#) /LS XATE, L

payable to bearer #1# A A X At84, Rz
A

payable on demand L-Z B4t (#9)

demand draft PP HAIC &

cashier’s check (/T A Z

.......

order paper it & Z &, 154

bearer paper i % &%

blank indorsement = & # $

indorsed in blank Z2% & ¥ $ &

special indorsement 4¥% H F

restrictive indorsement v R4 &5 4 P

personal defense #82F 4t (AL A VA 2t
At & FEHFFAGRHT)

in good faith #%1% 3

real defense 2533 (T Al A sH4+ & &

FAIHH)

MY

1. to the order of the named payee: #:458A &) HAMGI54
2. A draft presupposes a debtor-creditor relationship between the drawer and the drawee:
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. A check drawn by a bank upon itself is a cashier’s check: 4. 47 F L& it & & F 4+

8L FRBATAE

. The words “order” and “bearer” are the magic words of negotiability: “4§4" #=

“HAAN REZELARBEGTIEE,

. Negotiation means transfer of an instrument by a person other than the issuer in such a

way that the transferee becomes a holder: At Z 45 3F T £ A4 ik 23 4& L iEA KR
AR EAMIEA,

. ... he takes the instrument free from all the claims and personal defenses to the instru-

ment: MG Z R AL 5 F P69 A Z KA AgsT e H o, PT I8 AR 2T 40
#, REFRAEFHFASHBRANABZRE T L FALFTAREZROIS T
AA Fo SU G- Bl AL E S

. He took the instrument for value: #L A 4EIRIFZ3% ., £ M, “value” RETF “con-

sideration”, W EAIECAE LY BT, EHOCIERITARIE, EFITHLZIEE,
BMLRRAEECR T LR E LI A LB %M, MAZBXHFPEMTERARS
AR KRR 6 £33, &Rk Tk A “assignment”, WmiF4 238 kg 44k
WA A “negotiation” , 4-F) P &) RiE LM A “consideration” , T K BRAF Z T
AT AT R AR A “value” , &R AA) 69 % ik A% “assignee”, Mm% “negotiation”
J6 8 ZHERFNABARA “holder” (HEA).

. ... he is protected against the claims and personal defenses relating to the parties with

whom he has not dealt: #e R Z 5/ KT AL X HHZH L FAN ZKkFfsti
HTh, w A FELB, ZZEL2CHRDIFEREAMBIE, WEREZHR
ZA, HIERT AL B. CEZAHRIFREIKRG TG,

4 -

. .. it is in a position superior to that which it would occupy as an assignee: & (4&4T)

AT T & FAA &b A s R,

@VordStudD eceeeovece

1. in lieu of K&

People who can not write often use an inked thumbprint in lieu of signature.

2. presuppose vt. FALARE, M ; 2h-eeee A ek S

All your plans presuppose that the plane will arrive on time. What if it does not?

An effect presupposes a cause.



