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Purpose.

· To facilitate check truncation by authorizing substitute checks.

· To foster innovation in the check collection system without mandating receipt of checks in electronic form.

· To improve the overall efficiency of the Nation’s payments system.

Summary.  

Check 21 creates a new negotiable instrument, a “substitute check,” to permit checks to be truncated at any point in the process, regardless of state laws or agreements that might otherwise require paper delivery of the check.  Substitute checks complying with specific requirements are the legal equivalent of the original paper check, for all purposes.  Banks are not required to truncate checks, but are required to accept substitute paper checks.  

Consumers and institutions handling substitute checks are entitled to expedited recrediting of the amount of the charge if the item is disputed and the original or a better copy is necessary to prove validity of the charge to the account.  Thus, if the substitute check is illegible or the original check contained a security feature that did not survive imaging, a claim for expedited recrediting may be made. Check images provided by paying banks to their customers today are not “substitute checks” subject to the expedited recrediting provisions. The law goes into effect 12 months after enactment.

Substitute Checks.  

Substitute checks are the legal equivalent of the original checks so long as they accurately represent all of the information on the front and back of the original checks and bear the MICR line.  They will bear the legend: “This is a legal copy of your check.  You can use it the same way you would use the original check.“  “Reconverting banks,” that is those that convert electronic images into paper substitute checks, must identify themselves on the substitute check.

Bank Warranties. 

Banks handling substitute checks warrant that any substitute check meets the legal equivalence requirements and is not a duplicate of another check that has already been paid.

Indemnities.  

The “reconverting bank” and subsequent banks handling the substitute check indemnify for any losses incurred by any recipient of a substitute check if the loss occurred due to receipt of a substitute check rather than the original check.

Expedited Recrediting for Consumers.  

The expedited recrediting provisions for claims of incorrect charges are similar to those under the Electronic Fund Transfer Act (Regulation E). If a consumer in good faith asserts that 1) a substitute check was incorrectly charged to the consumer’s account and 2) the original check or a better copy is needed to determine the validity of the charge, the bank must comply with the expedited recrediting provision.  That is, it must either: 

· produce the original check or a copy that accurately represents the check and demonstrate that the charge is valid, or 

· recredit funds on the business day following the business day the bank finds the claim valid. If the bank cannot determine the validity by the 10th business day, it must recredit the first $2,500 on the 10th day and the remainder by the 45th day. 

Exceptions are made for new accounts, repeated overdrafts, and “reasonable cause to believe” that fraud is involved.

Claims must be made within 40 days after the statement is delivered or the date the substitute check is available to the consumer, whichever is later.  Longer periods are permitted for extenuating circumstances

The expedited recrediting provisions do not apply if the check is not a “substitute check” as defined by the statute. For example, images that do not include the MICR are not substitute checks.  Accordingly, check images banks provide to their customers today are not covered by the expedited recrediting provisions.

In addition, claims can only be made under the expedited recrediting provisions if the original check or a better copy is necessary to determine the validity of the charge.  The original check might be necessary, for example, if it included a security feature, such as those found on some cashiers’ checks, that did not survive image.  Thus, banks choosing to truncate checks will manage their risk by not truncating checks that might be more risky, e.g., larger checks or those containing security features.  Image survivable security features are, however, available today.

Special Notice to Consumer Account Holders.  

To help consumers understand substitute checks in the event they receive one with their statement, banks will have to provide notices to their consumer accountholders: existing customers who currently receive original checks shall receive a special notice; new account holders who will be receiving original checks shall receive notice in their initial disclosures.

Expedited Recrediting for Banks.


The statute contains similar expedited recrediting provisions for banks.  A bank may make a claim against an indemnifying bank for expedited recredit if 1) it has received a claim from a consumer pursuant to the act’s expedited recrediting provisions and 2) it has suffered a loss.  The claim must also maintain that the original check or a better copy is necessary to determine the validity of the charge.  The indemnifying bank may require that the claim be in writing and that it include the consumer’s written claim, if any.  Within 10 business days of receiving a claim, the indemnifying bank must 1) produce the check or an accurate copy, 2) recredit the bank, or 3) provide information as to why it determined the claim to be invalid.

Federal preemption.

The act preempts inconsistent state laws. Thus, the federal law preempts a state law that requires that provides that consumers may demand return of original checks.
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