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INTRODUCTION TO NEGOTIABILITY

Article 3 of the Uniform Commercial Code carries forward and
codifies venerable commercial law rules developed over several
centuries during which negotiable instruments played a much
different role in commerce than they do today. As stated by Grant
Gilmore, Article 3 is not unlike a “museum of antiquities — a
treasure house crammed full of ancient artifacts whose use and
function have long since been forgotten.” Grant Gilmore, Formalism
and the Law of Negotiable Instruments, 13 Creighton L. Rev. 441,
461 (1979). His following quotation is apt and often-repeated:
“codification . . . preserve[d] the past like a fly in amber”.

In addition, Article 3 does not purport to govern completely the
manner in which those ownership interests are transferred. For the
rules governing those types of property rights, Article 9 provides the
substantive law.17 UCC § 9-109(a)(3) (Article 9 “applies to . . . a sale
of . . . promissory notes”). Article 9 includes rules, for example,
governing the effect of the transfer of a note on any security given
for that note such as a mortgage or a deed of trust. As a
consequence, Article 9 must be consulted to answer many questions
as to who owns or has other property interest in a promissory note.
From this it follows that the determination of who holds these
property interests will inform the inquiry as to who is a real party in
interest in any action involving that promissory note.

Unlike Article 3, Article 9 is a relatively recent innovation which
attempts, among other things, to regularize nonpossessory
financing. It was last completely revised in 1999, although there are
currently amendments to that version being offered for adoption by
the states.

UCC § 9-109(a)(3) states that Article 9 applies to any sale of a
“promissory note,” which is defined in § 9-102(a)(65) as “an
instrument that evidences a promise to pay a monetary obligation,
[or] does not evidence an order to pay . . . .” In turn, an “instrument”
under Article 9 is defined as “a negotiable instrument or any other
writing that evidences a right to the payment of a monetary
obligation, is not itself a security agreement or lease, and is of a type
that in ordinary course of business is transferred by delivery with
any necessary indorsement or assignment.” UCC § 9-102(a)(47).
See UCC § 9-203(g) (“The attachment of a security interest in a right
to payment or performance secured by a security interest or other
lien on personal or real property is also attachment of a security
interest in the security interest, mortgage, or other lien.”).

With very few exceptions, the same rules that apply to transactions
in which a payment right serves as collateral for an obligation also
apply to transactions in which a payment right is sold outright. See
UCC § 9-203. Rather than contain two parallel sets of rules – one for
transactions in which payment rights are collateral and the other for
sales of payment rights –Article 9 uses nomenclature conventions to
apply one set of rules to both types of transactions. This is
accomplished primarily by defining the term “security interest,”
found in UCC § 1-201(b)(35), to include not only an interest in
property that secures an obligation, but also the right of a purchaser
of a payment right such as a promissory note. UCC § 1-201(b)(35)
(The term “security interest” also “includes any interest of a
consignor and a buyer of accounts, chattel paper, a payment

intangible, or a promissory note in a transaction that is subject to
Article 9.”). That is, it transfers a note in a manner not contemplated
by Article 3. Article 9 explicitly incorporates definitions found in
Article 1. UCC § 9-102(c).

Even if the Note is not a “negotiable instrument,” and thus Article 3
would not directly apply, it may “be appropriate, consistent with the
principles stated in § 1-102(2) [now § 1-103], for a court to apply
one or more provisions of Article 3 to the writing by analogy, taking
into account the expectations of the parties and the differences
between the writing and an instrument governed by Article 3.”
Comment 2 to UCC § 3-104. See also Fred H. Miller & Alvin C. Harrell,
The Law of Modern Payment Systems § 1.03[1][b] (2003).

WHY RESIDENTIAL MORTGAGE NOTES ARE NOT
NEGOTIABLE INSTRUMENTS

First:
Uniform Covenant 2 of the standard Fannie and Freddie mortgages
and deeds of trust provides that “all payments accepted and applied
by Lender shall be applied in the following order of priority: (a)
interest due under the Note; (b) principal due under the Note; (c)
amounts due under Section 3 (escrow). Such payments shall be
applied to each Periodic Payment in the order in which it became
due. Any remaining amounts shall be applied first to late charges,
second to any other amounts due under this Security Instrument,
and then to reduce the principal balance of the Note." This Covenant
further provides that to the extent payments are misapplied the
borrower is entitled to a proper credit on the outstanding principal
balanced owed. Under 3-104(a)(3) of the UCC, a promissory note
cannot be an instrument if it contains such an undertaking; the rules
of negotiability apply only to promises to pay money, not to other,

non-monetary understandings such as principal reductions for the
misapplication of payments.

Second:
Section 4 of the standard Fannie and Freddie fixed rate mortgage
note and Section 5 of their standard adjustable rate notes provide
that the borrower has “the right to make payments of principal at
any time before they are due. A payment of principal only is known
as a ‘prepayment.’ When I make a prepayment, I will tell the Note
Holder in writing that I am doing so.” The Italicized sentence of this
Section constitutes an undertaking to do an act in addition to the
payment of money. Under 3-104(a)(3) of the UCC, a promissory
note cannot be an instrument if it contains such an undertaking; the
rules of negotiability apply only to promises to pay money, not to
other, non-monetary understandings. Sending a notice certainly is
an act “in addition to the payment of money,” and the note’s
language clearly constitutes an “undertaking” to perform that act.
Thus, the standard Fannie-Freddie Uniform instrument is not
negotiable and thus the rules of Article 3 of the UCC (including the
holder-in-due-course protections) do not apply.
Third:
Uniform Covenant 14 of the Uniform Freddie and Fannie mortgages
and deeds of trust provides that with respect to loan charges the
“Lender may charge Borrower fees for services performed in
connection with Borrower's default, for the purpose of protecting
Lender's interest in the Property and rights under this Security
Instrument, including, but not limited to, attorneys' fees, property
inspection and valuation fees. In regard to any other fees, the
absence of express authority in this Security Instrument to charge a

specific fee to Borrower shall not be construed as a prohibition on
the charging of such fee. Lender may not charge fees that are
expressly prohibited by this Security Instrument or by Applicable
Law. If the Loan is subject to a law which sets maximum loan
charges, and that law is finally interpreted so that the interest or
other loan charges collected or to be collected in connection with
the Loan exceed the permitted limits, then: (a) any such loan charge
shall be reduced by the amount necessary to reduce the charge to
the permitted limit; and (b) any sums already collected from
Borrower which exceeded permitted limits will be refunded to
Borrower. Lender may choose to make this refund by reducing the
principal owed under the Note or by making a direct payment to
Borrower. If a refund reduces principal, the reduction will be
treated as a partial prepayment without any prepayment charge
(whether or not a prepayment charge is provided for under the
Note). Borrower's acceptance of any such refund made by direct
payment to Borrower will constitute a waiver of any right of action
Borrower might have arising out of such overcharge." Sections 3104(a) and 3-106(a) of the UCC clearly provide that a negotiable
instrument must constitute an “unconditional” promise to pay and
that the obligation to pay must be “unconditional.” Under 3-106(a),
an express condition in a note creates a complete bar to
negotiability. Uniform Covenant 14, by expressly justifying the
borrower in withholding a portion of the stated principal amount of
the note, or by demanding a credit on the stated amount due, creates
such an express condition.
Fourth:
The Uniform Freddie and Fannie fixed rate mortgage note includes a
“usury savings clause” that provides, “interest paid or agreed to be

paid shall not exceed the maximum amount permissible under
applicable law and, in any contingency whatsoever, if the Lender
shall receive anything of value deemed interest under applicable law
which would exceed the maximum amount of interest permissible
under applicable law, the excessive interest shall be applied to the
reduction of the unpaid Amount of Note or refunded to the maker.”
Because this provision expressly conditions the maker’s obligation
to repay the stated principal and interest on the lawfulness of the
negotiated payment terms, it deprives the note of negotiability. In
short, this language renders the obligation to pay conditional
because the borrower is obligated to pay the fixed “stated amount
only if the amount is consistent with applicable law.” Section 3104(a) of the UCC requires that the note state a “fixed amount of
money” due in order to render it a negotiable instrument.
Fifth:
The representations and warranties provided by the Sponsors, the
Sellers and the Depositors in the typical securitized transactions
effectively do not treat the residential mortgages notes as
completely sold due to the continuing repurchase obligations arising
out of such representations and warranties. The EPDs (early
payment default) covenants are simple examples of such provisions.
These conditions render the notes non-negotiable under Section 3302(a)(2)(iii) and (a)(2) (vi) of the UCC.

Sixth
The so-called Multiple Option Adjustable Rate Mortgage (MOARM) is
yet another example of a non-negotiable mortgage note. Under
these mortgage notes, the borrower has multiple options for the
first 2, 3, 4 or 5 years of the 30 year mortgage. The available options

include but are not limited to making no payments, making half the
interest due that month, making the full interest payment due that
month, making the principal payment due that month, etc. Of
course, if the borrower elects option one (no payment) or option
two (half the contractual interest due) then the principal balance
owed on the note goes up. And, if such options are elected during
the first month, then the loan quickly converts to a negative
amortization loan since the total amount owed is greater than the
original amount loaned. Since Section 3-104(a) of the UCC requires
that the note state a “fixed amount of money” due in order to render
it a negotiable instrument, the MOARM simply fails this test as does
any other note subject to any similar negative-amortization feature.

Since these notes are not negotiable instruments, the transfer and
sale of the notes are subject to the provisions of Article 9 rather than
Article 3 of the UCC. The following is a Brief Analysis of Article 9:

A VERY BRIEF ARTICLE 9 ANALYSIS
Presuming a real estate secured note is a non-negotiable instrument
(which it is) AND the originator of a given non-negotiable note opts
to sell the same THEN UCC Article 9 applies (as it applies both to
Sales of secured instruments and secured transactions).
In such a case the note must be assigned by the originator/assignor
to the assignee AND the assignee MUST pay good and valuable
consideration to the assignor in exchange for the assignment.
Thereafter, any further assignment of the non-negotiable note
would require full compliance with Article 9 –that is each

subsequent assignee must pay good and valuable consideration to
the assignor.

In securitized transactions the Pooling and Servicing Agreements
(PSAs) constitute such an Article 9 assignment between the
Depositor and Trust/Trustee and it includes conditions in addition
to those set forth by Article 9 which would represent a threshold
requirement in all cases. For example, since the PSAs require an
unbroken chain of indorsements on the note from the originator to
the custodian for the trust along with actual delivery of the note for
each sale in the chain the notes cannot be acquired simply by the
contract of assignment. The drafters of the PSAs have thus imposed
a sort of “hybrid Article 3” rule on how the notes must be
transferred and delivered with an “unbroken chain of indorsements
from the originator to all intervening parties with the final
indorsement to the Trustee for the named trust.” Such additions to
the Law of Assignments provided for by Article 9 are specifically
allowed by Section 1-302 of the UCC.
Put simply, there can be no mere HOLDER of a non-negotiable note,
one is either a proper assignee or not. The requirement for good
and valuable consideration is set forth in UCC section 9-203:
(a) A security interest attaches to collateral when it becomes
enforceable against the debtor with respect to the collateral, unless
an agreement expressly postpones the time of attachment.
(b) Except as otherwise provided in subdivisions (c) to (i),
inclusive, a security interest is enforceable against the debtor and
third parties with respect to the collateral only if each of the
following conditions is satisfied:
(1) Value has been given.

(2) The debtor has rights in the collateral or the power to
transfer rights in the collateral to a secured party.
(3) One of the following conditions is met:
(A) The debtor has authenticated a security agreement that
provides a description of the collateral and, if the security interest
covers timber to be cut, a description of the land concerned.
(B) The collateral is not a certificated security and is in the
possession of the secured party under Section 9-313 pursuant to the
debtor's security agreement.
(C) The collateral is a certificated security in registered
form and the security certificate has been delivered to the secured
party under Section 8301 pursuant to the debtor's security
agreement.
(D) The collateral is deposit accounts, electronic chattel
paper, investment property, letter-of-credit rights, or electronic
documents and the secured party has control under Section 7-106,
9-104, 9-105, 9-106, or 9-107 pursuant to the debtor's security
agreement.
It should also be noted that assignment law means a transfer of
ownership that does not occur under Article 3. And, it should
likewise be noted that the recent draft report of the Permanent
Editorial Board of the Uniform Commercial Code specifically states
that “the following discussion analyzes the application of these rules
to that determination in the case of mortgage notes that are
negotiable instruments. The law other than Article 3, including
contract law, governs this determination for non-negotiable
mortgage notes. That law is beyond the scope of this Report.”
Section 2.01 of the standard PSA provides that the loan notes and
the mortgages must be transferred by assignment. The standard

parties are the Seller, Depositor and the Trust. The Seller assigns all
rights to the Depositor and the Depositor in turn assigns all rights to
the Trustee. The typical language provides that each party transfers
“all right, title and interest in and to the mortgages and mortgage
notes” to the transferee. However, in addition to the law of
assignments, Section 2.01 of the standard PSA incorporates the
“hybrid Article 3” otherwise agreed provisions by requiring that the
“original mortgage notes” must also be transferred and delivered
and indorsed by all of these parties-the Seller, the Sponsor and the
Depositor. The standard PSA language provides that the original
note must have a complete and unbroken chain of indorsements
from the originator through a specified chain of parties, including all
intervening indorsements.

The PSA terms trump the normal Article 3 and 9 Rules as an
otherwise agreed provision under 1-302 of the UCC and therefore
the notes in a securitized trust are transferred by assignment and by
Negotiation. Section 1-302(a) of the UCC states that “except as
otherwise provided in subsection (b) or elsewhere in (the Uniform
Commercial Code), the effect of the provisions of (the Uniform
Commercial Code) may be varied by agreement.” Sub-Section (b) of
Section 1-302 then states that the “obligations of good faith,
diligence, reasonableness, and care prescribed (the Uniform
Commercial Code) may not be disclaimed by agreement. The
parties, by agreement, may determine the standard by which the
performance of those obligations is measured if those standards are
not manifestly unreasonable. Whenever (the Uniform Commercial
Code) requires an action to be taken within a reasonable time, a
time that is not manifestly unreasonable may be fixed by the
agreement.” Finally, 1-302(c) provides that “the presence in certain

provisions of (the Uniform Commercial Code) of the phrase ‘unless
otherwise agreed’, or words of similar import, does not imply that
the effect of the other provisions may not be varied by agreement
under this section.” The Comments to 1-302 provide among other
things that this Section “addresses the effectiveness of contractual
provisions that select an exclusive or a non-exclusive” form of
transfers and negotiation of instruments.” Also, these Comments
also make it clear that the parties by agreement may not make an
instrument “negotiable” unless it otherwise complies with Section 3104 of the UCC. Similarly, the Comments state that the parties by
agreement may not avoid the applications of UCC Article 9 to a
transaction that falls within its scope (See Comments to 9-109).
And, the Assignment Rules are set and structured by the PSA and the
collateral Mortgage Loan Sales Agreements as the same relate to the
PSA.

WHAT DOES ALL OF THIS MEAN?

In order to establish standing and comply with the real party in
interest rules, including the legal right to enforce a residential
mortgage note, the party seeking such status must prove-up the
following:
1. That the Sponsor acquired rights in the mortgage note for valid
consideration pursuant to a mortgage loan purchase agreement that
referenced the specific mortgage note subject to enforcement. This
obligation in many cases could encompass proof of many such
contracts that would establish a complete and unbroken chain of
true sales and assignments from the originator to all intervening
parties and finally to the Sponsor.

2. That the Depositor acquired rights in the mortgage note for valid
consideration pursuant to a mortgage loan purchase agreement that
referenced the specific mortgage note subject to enforcement.
3. That the Trustee for the Residential Mortgage-Backed Securitized
Trust acquired rights in the mortgage note for valid consideration
pursuant to the Pooling and Servicing Agreement that the PSA
referenced the specific mortgage note subject to enforcement.
4. That the Trustee has actual possession of the original mortgage
note.
5. That the original mortgage note includes a complete and
unbroken chain of indorsements from the entity that originated the
note with the final indorsement to the Trust either in blank or to the
specifically named Trustee (e.g., an order endorsement to Deutsche
Bank as Trustee without naming the vintage year and name for the
Trust would not be legally sufficient).
6. If an Allonge was used for any of the required indorsements, then
the Allonge would have to include a specific reference to loan level
date (e.g., name of borrower, property address and location, and
original amount of the note) and would have to be permanently
affixed to the original note.
7. All of these documents are not “business records” that can be
authenticated by a “business record affidavit” but rather would have
to be proved-up by an individual with actual personal knowledge as
to the facts necessary to establish the “authenticity” of each
document in the required unbroken chain of assignment contracts
and indorsements.

