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 The Incredible Shrinking Broker-Dealer: Applying 
the Uniform Commercial Code to Brokerage 
Firms Providing Commercial-Banking-Like 
Services on their Brokerage Accounts 
 By Matthew R. Salzwedel and Matthew B. Johnson 

     Easy enough to talk of soul and spirit and existential 
worth, but not when you’re three feet tall.

— The Incredible Shrinking Man  (1957) 

  Introduction 

 Lost in the financial tsunami of 2007-2008 was the 
less-reported story of the incredible shrinking broker-
dealer. It was not always like this. During the roaring 
1990s and 2000s, Wall Street titans such as Merrill 
Lynch, Morgan Stanley, and Goldman Sachs played an 
important role in the US financial-services industry 
that fueled the breakneck economic expansions during 
those decades. This article does not seek to recount the 
rise and fall of the investment-banking industry in the 
United States, although it does touch on parts of that 
rollercoaster ride. Nor does it advocate for the separation 
or consolidation of commercial and investment banking 
in the United States, which currently is a hot topic of 
debate. 1    Instead, this article has a relatively limited, yet 
important purpose: It seeks to explain why the myriad 
commercial-banking-like services provided by the ever 
shrinking broker-dealer in conjunction with its broker-
age accounts should be subject to and governed by the 
same Uniform Commercial Code (UCC) provisions 
that govern commercial bank deposits and collections. 

 Whether the UCC governs commercial-banking-
like services provided by broker-dealers in conjunction 
with their brokerage accounts has never been a settled 
question. Lacking express guidance from the UCC 
itself, 2    the courts have struggled during the past few 
decades to shoehorn the commercial-banking-like 
services provided by broker-dealers into the (arguably 
anachronistic) provisions of the 1962 and 1990 3    ver-
sions of the UCC, neither which versions of the UCC 
explicitly recognized that nonbank financial institutions 
that provided commercial-banking-like services (such 
as broker-dealers and insurance and trust companies) 
were subject to and governed by the bank deposits and 
collections provisions of the UCC. 

 In contending that the commercial-banking-like 
services provided by broker-dealers should be subject 
to and governed by the same UCC provisions govern-
ing bank deposits and collections, this article focuses 
specifically on how and why the UCC’s provisions gov-
erning check processing and check-fraud-loss allocation 
should be applied in the same way to the check- writing 
and similar demand-deposit-account-like privileges 
offered by broker-dealers to their brokerage-account 
customers. This article contends that there is little 
reason why the traditional commercial-banking-like 
services afforded to customers of broker-dealers should 
be treated any differently than the traditional demand-
deposit-account services provided to customers of 
commercial banks. In many (if not all) cases, broker-
dealers providing commercial-banking-like services on 
their brokerage accounts partner or contract in some 
form with third parties, including licensed commercial 
banks and third-party data processors, to provide these 
services. As such, the actual mechanical processing of 
brokerage account “checks” by broker-dealers or their 
third-party agents is substantially the same as the check-
processing functions engaged in by licensed commercial 
banks through the Federal Reserve Clearinghouse 
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System. The recent consolidation and form-of-entity 
changes in the investment-banking community also 
should put any lingering doubt (if there was any) to 
rest regarding whether the UCC should apply to the 
 commercial-banking-like services offered by broker-
dealers on their brokerage accounts. 

 The arguments made in this article are not an 
academic exercise. Applying the bank deposits and 
collections provisions of the UCC to the commercial-
banking-like services offered by broker-dealers on their 
brokerage accounts is vitally important for the broker-
dealers offering these services, their customers who 
take advantage of them, and the commercial banks that 
are incidental participants in the provision of these ser-
vices. Without the relative uniformity provided by the 
UCC, it will remain uncertain how the various disputes 
arising from the handling or processing of broker-
dealer “checks” or the allocation of responsibility for 
any fraudulent activity involving check-writing privi-
leges and related transactions should be resolved. For 
example, if the UCC does not apply to commercial-
banking-like services provided by broker-dealers, any 
number of state-law statutory, contract, or tort theories 
may be trotted out by one or more of the parties to a 
transaction if a dispute relating to these services results 
in litigation. This obviously would be an unsatisfactory 
way to address the increasing use by the investing public 
of brokerage accounts that offer commercial-banking-
like services, and it would ignore the fact that these 
types of transactions often cross state lines. Applying the 
UCC to the commercial-banking-like services offered 
by broker-dealers on their brokerage accounts would 
result in relative uniformity in this area of financial 
services, and would necessarily decrease the transaction 
costs (including litigation expenses) associated with 
providing and utilizing these services. 

 This article first recounts the history of US com-
mercial and investment banking in the context of the 
evolution and growth of the US financial-services 
industry as a whole. Next, it explains the economic 
environment that allowed registered broker-dealers to 
evolve from providing traditional investment-banking 
services in the post-Depression Era to become full-
service financial-service entities. This evolution allowed 
the investing public to invest its money in mutual 
funds that often functioned like traditional demand-
deposit accounts at commercial banks. The article then 

discusses recent federal regulation that may impact 
the provision of commercial-banking-like services by 
broker- dealers, as well as recent form-of-entity changes 
by several prominent broker-dealers that have further 
blurred the line between commercial and investment 
banking in the United States. 

 The article next discusses the historical judicial 
treatment of broker-dealers providing commercial-
banking-like services on their brokerage accounts, 
including the recent case of  Nisenzon v. Morgan Stanley 
DW, Inc. , where US District Court for the Eastern 
District of Pennsylvania determined that a broker-
dealer that contracted with a licensed commercial bank 
and a third-party data processor to provide its custom-
ers with check-writing privileges on their brokerage 
accounts was entitled to assert a breach of presentment 
warranty action under the UCC against a depositary 
bank for accepting checks (written on a brokerage 
account maintained at a broker-dealer) for deposit that 
contained unauthorized payee indorsements. 4   

  The article concludes by contending that broker-
dealers that provide commercial-banking-like services 
on their brokerage accounts should be governed by the 
same UCC rules that apply to commercial banks that 
provide these services to their customers. In making 
this point, the article discusses how uniform application 
of the UCC rules governing commercial bank deposits 
and collections, including the UCC’s check-fraud-loss-
allocation provisions, is essential to providing a uniform, 
relatively understandable framework to govern the 
provision of commercial-banking-like services by 
 broker-dealers, which, in turn, will eliminate the trans-
action costs associated with the less attractive alternative 
of subjecting these commercial-banking-like services to 
myriad state-law tort, contract, and statutory regimes, 
none of which regimes were intended to govern, or, for 
that matter, are well-equipped to handle, disputes arising 
from the provision and use of these services. 

 Commercial & Investment Banking: 

From Separateness to Functional 

Equivalence 

 Today’s commercial- and investment-banking land-
scape is in no way the result of a long, well-thought-out 
set of plans by the federal government to regulate the 
US financial-services industry. Instead, it is the prod-
uct of a gradual evolution of the regulation of the US 
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financial-services industry that has changed over time in 
reaction to the state of the American economy, as well as 
the public’s perception of the proper role of commercial 
and investment banking in the United States. During 
the Great Depression, the federal government sought to 
separate these formerly discrete parts of the financial-
services industry. Over time, however, these discrete parts 
of the industry slowly consolidated and formed a system 
where a wide variety of financial institutions now offer 
substantially the same financial products to the investing 
public in a fiercely competitive environment. 

 After the widespread bank failures in the late 1920s 
and early 1930s, Congress set out through legislation 
to ensure complete separateness between the com-
mercial- and investment-banking segments of the US 
financial-services industry. Congress’s primary goal at 
the time was to reduce the risk of future bank failures. 
Through the Glass-Steagall Act of 1933, Congress 
explicitly prevented commercial banks from engag-
ing in the “issue, flotation, underwriting, public sale or 
distribution either wholesale, or retail or through a syn-
dicate participation, of stocks, bond, debentures, notes 
or other securities.” 5    Glass-Steagall, therefore, function-
ally eliminated any overlap between commercial- and 
investment-banking activities. After Glass-Steagall, the 
array of financial products offered by commercial 
banks was severely limited; banks basically could accept 
demand deposits from the investing public, and then 
lend those demand deposits at a premium. Through 
Glass-Steagall, Congress also heavily regulated what 
part of the demand deposits the banks could lend, 
as well as the interest rates they could offer on those 
accounts. From the outset, commercial banks looked 
for ways to offer additional financial products to the 
investing public while attempting to avoid the myriad 
regulations on their lending practices. 

 In the 1970s, interest rates increased rapidly; however, 
interest rates on commercial bank demand deposits 
remained subject to restrictive interest-rate ceilings. 6    As 
a result, commercial banks began to encounter increased 
competition for demand deposits from nonbank financial 
institutions such as broker-dealers. It became increasingly 
difficult, for example, for banks to retain existing and 
attract new customers because an increasingly attrac-
tive alternative to bank deposits—the money market 
fund—was being offered by broker-dealers. 7    Because 
broker-dealers were not subject to the same regulations 

as commercial banks, money market funds incorporated 
and managed by broker-dealers were not subject to the 
interest-rate ceilings imposed on bank demand deposits. 8    
As a result, during the 1970s the demand for money 
market funds exploded: in June 1976, a mere $3 billion 
was held in money market funds. By the end of 1982, 
over $230 billion was held by investors in money market 
funds managed by broker-dealers. 9   

  As money market funds became more and more 
popular with the investing public because of their 
comparably higher rates of return, investors increasingly 
found commercial bank demand deposits to be less 
attractive investment vehicles. In response to this trend, 
however, commercial banks were hamstrung. Onerous 
banking regulations prevented commercial banks from 
diversifying their financial-product offerings to compete 
with the broker-dealers. Consequently, the financial sta-
bility and competitiveness Congress sought to ensure 
for commercial banks through Glass-Steagall was slowly 
being undermined by the increasingly diversified finan-
cial products offered by broker-dealers. 

 In 1980, Congress attempted to level the playing field 
between commercial banks and broker-dealers. The 
Depository Institutions Deregulation and Monetary 
Control Act of 1980 (DIDMCA) slowly phased out the 
restrictions on interest ceilings for demand deposits. 10    
But this legislative action was insufficient to stem the 
tide, as the rates of return offered by money market 
finds continued to rise disproportionally compared to 
the rates of return offered by commercial banks on 
demand deposits. The commercial-banking deregulation 
enacted by Congress through the DIDMCA was later 
viewed to be reactive, rather than proactive, and com-
mercial banks continued to find it difficult to compete 
effectively with broker-dealers even with the phasing-
out of the interest-rate ceilings on demand deposits. By 
the 1980s, the way the investing public viewed demand 
deposits had experienced a paradigm shift. 

 Because the DIDMCA failed to fully stem the shift 
from demand deposits to money market funds, Congress 
again attempted to level the playing field between com-
mercial banks and broker-dealers. In 1982, Congress 
enacted the Garn-St. Germain Depository Institutions 
Act. 11    Garn-St. Germain authorized banks to establish 
and offer money market deposit accounts (MMDAs). 12    
Through MMDAs, commercial banks were finally able 
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to offer a deposit account that was a comparable and 
competitive alternative to money market funds. 13    After 
Garn-St. Germain, it appeared that the competitive and 
regulatory field between commercial banks and broker-
dealers had finally been leveled. 

 Since the 1980s, commercial banks have continued to 
push the boundaries of their banking activities by expand-
ing their offerings of financial products and services to 
the investing public. But it was not the commercial 
banks alone that continued to evolve. Inflationary con-
cerns and subsequent interest rate increases, among other 
economic conditions, again prompted Congress and the 
federal regulatory agencies to change incrementally the 
rules of the banking game as a whole. Congressional 
amendments to the Bank Holding Company Act of 
1970, various court decisions, and subsequent govern-
ment compromise continued to erode Glass-Steagall, 
which Congress finally fully repealed as part of the 
Gramm-Leach-Bliley Act of 1999.   Among other nota-
ble deregulations, Gramm-Leach-Bliley permitted the 
formation of bank holding companies that could engage 
in both commercial and investment banking, as well as 
provide securities services and insurance. 14   

  Broker-Dealers: Non-Banks Acting 

A Lot Like Banks 

 As discussed above, for several decades after the 
Glass-Steagall Act, broker-dealers and commercial banks 
offered markedly different financial products to the 
investing public. As a result, there was little competition 
between these two segments of the US financial-
services industry. Competition between these two 
segments only began to emerge in the late 1970s and 
early 1980s with the creation and marketing by broker-
dealers of money market funds. The explosion of money 
market funds, for the reasons outlined above, led to a 
concomitant explosion of the need for money-market 
management by broker-dealers, and an increasing need 
by broker-dealers to provide  commercial-banking-like 
services to their investors. 

 Money Market Funds: Not Your 

Traditional Bank Account 

 To fully understand the role broker-dealers played in 
the evolution of the US financial-services industry, it is 
important to understand the regulatory environment 
in which they have traditionally operated. The activi-
ties of broker-dealers, including their management of 

money market funds, are governed primarily by the 
Investment Company Act of 1940 (ICA). 15    Under the 
ICA, a broker-dealer-managed money market fund may 
offer shares in the fund at either a fixed-share value or 
a share value that fluctuates based on changes in the 
value of the underlying securities held by the fund. 16    
If a broker-dealer establishes a money market fund as 
a fixed-share-value fund, any change in the underlying 
value of the securities held by the fund is reflected in 
a corresponding increase or decrease in the number of 
shares owned by the fund’s shareholders. In contrast, 
where a broker-dealer establishes a money market fund 
as an adjustable-share-value fund, the number of shares 
held by the fund’s shareholders will always remain the 
same, but the value of those shares will fluctuate based 
on any changes in the underlying value of the securities 
held by the fund. 17   

  With their exponential growth in the late 1970s and 
1980s, money market funds became widely accepted 
by the investing public as a near equivalent to demand 
deposit accounts at commercial banks. The common 
acceptance of money-market-fund shares as the func-
tional equivalent to demand-deposit accounts was due 
to the nature of the securities underlying the funds’ 
value. Money market funds commonly invest in short-
term, relatively liquid securities such as short-term 
bonds or secured commercial paper. But at least in the 
beginning, the funds’ short-term investment strategy 
did not allow the funds to offer their account holders 
the ability to access the value of their money-market-
fund accounts on demand. This soon would change. 

 Money Market Fund Innovation: 

Commercial-Banking-Like 

Account Services 

 Broker-dealers offering money market funds increas-
ingly realized that their account holders wanted the 
ability to make withdrawals from their funds on demand 
similar to the way a demand-depositor could write a 
check or make a withdrawal to access immediately the 
funds in her bank account. Broker-dealers soon realized 
that they could offer to their shareholders, through a 
fixed-share-value fund, the ability to make demand-like 
withdrawals by offering check-writing and similar ser-
vices on their brokerage accounts. Because changes in 
the underlying value of the securities held by a fixed-
share-value fund correspond directly with an increase 
or decrease in the total number of shares held by the 
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investor, a shareholder could redeem a certain number 
of shares in a manner resembling a withdrawal from 
a demand-deposit account. By offering the invest-
ing public check-writing and similar services on their 
money-market-fund accounts, broker-dealers had finally 
created a substantially similar substitute to the com-
mercial banks’ demand-deposit accounts, but with the 
additional ability to offer their investors a higher rate of 
return on their deposits in certain economic climates. 

 In 1977, Merrill Lynch launched its pioneering Cash 
Management Account (CMA), which was the first com-
mercially available money-market-fund product to offer 
the investing public commercial-banking-like services 
in conjunction with a brokerage account. 18    Merrill 
Lynch’s CMAs offered customers check-writing privi-
leges and charge and credit cards tied directly to their 
brokerage accounts, both of which features allowed 
the customers to access easily the funds held in their 
CMA accounts. 19    By 1984, Merrill Lynch managed 
one million CMAs, more than ten times the number 
of its closest rival. 20    Merrill Lynch was able to provide 
these services to its brokerage-account customers by 
contracting with Bank One to process the checks writ-
ten on their customers’ brokerage accounts. 21    Other 
broker-dealers soon followed Merrill Lynch’s lead. 

 In addition to the competition between commercial 
banks and broker-dealers, broker-dealers increasingly 
began competing with each other by offering inno-
vative commercial-banking-like services incident to 
their brokerage accounts. Dean Witter Reynolds, for 
example, began to offer its money-market-fund cus-
tomers a service that allowed its customers to cash 
checks for up to $250 at any Sears store. 22    In 1983, the 
Fidelity Group launched a marketing program to per-
suade existing customers of Merrill Lynch’s CMAs to 
switch to Fidelity funds by offering similar privileges as 
CMAs, as well as competitive balance requirements. 23    
By 1993, most  broker-dealers offered some form of an 
asset- management account that offered commercial-
banking-like services. 24    And by 1999, almost every major 
broker-dealer offered check-writing privileges and credit 
or debit cards to its brokerage-account customers. 25   

  Broker-dealers continue to market check-writing 
and other commercial-banking-like services to their 
brokerage account customers as part of their larger 
attempt to create and maintain their strong brand names 

in the financial-services industry, as well as to create in 
the mind of the investing public the perception that 
they are a one-stop financial-services shop at which 
the customer can have every facet of his financial needs 
met. 26    Like the Merrill Lynch-Bank One relation-
ship discussed above, broker-dealers have partnered or 
other wise contracted with commercial banks and other 
third-party data processors to provide check, credit, and 
debit-card clearing systems through, among other sys-
tems, 27    the Federal Reserve Clearinghouse System. 28   

  We’re All Banks Now: Recent 

Regulation and Form-of-Entity 

Changes To Broker-Dealers 

 Until Congress enacted the Gramm-Leach-Bliley Act 
and retired the anachronistic Glass-Steagall Act, licensed 
commercial banks and registered broker-dealers were 
subject to markedly different regulatory regimes. Gramm-
Leach-Bliley blurred if not eliminated the regulatory 
regimes specific to each segment of the financial-services 
industry, and permitted the creation of bank holding 
companies. Despite the different regulatory regimes 
existing over time, however,  broker-dealers offering 
commercial-banking-like services on their brokerage 
accounts still were governed by Securities and Exchange 
Commission regulations, not the regulations governing 
commercial banks. Although this still happens to be the 
case, the financial services regulatory world continues to 
evolve. 

 November 1, 2008 marked a watershed date for 
 broker-dealers offering commercial-banking-like services 
on their brokerage accounts. On that date, new federal 
regulations implementing Section 114 of the Fair and 
Accurate Credit Transactions Act (FACT Act) became 
effective. 29    Under the FACT Act regulations, all “finan-
cial institutions” are required to develop and implement 
a written program to prevent and mitigate identity theft 
for certain consumer accounts. 30    Under the regula-
tions, a “financial institution” is defined as a commercial 
bank, savings institution, and any person that directly or 
indirectly holds a “transaction account” belonging to a 
consumer. 31    Under this definition,  broker-dealers offer-
ing commercial-banking-like services on their  brokerage 
accounts arguably are subject to the regulations imple-
menting the FACT Act. 

 In addition to the regulations implementing the 
FACT Act, the financial crisis of 2007-2008 and the 
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resulting intervention by the federal government in the 
US financial system resulted in several form-of-entity 
changes by several prominent broker-dealers. These 
form-of-entity changes, among other developments, 
ushered in a new era of consolidation between broker-
dealers and commercial-banks, and has further blurred 
the lines between commercial banking services and 
the functional equivalents offered by broker-dealers. 
During and in the wake of the financial crisis, for 
example, Bear Stearns and Lehman Brothers imploded; 
Merrill Lynch was swallowed up by Bank of America; 
and both Morgan Stanley and Goldman Sachs con-
verted their broker-dealer operations to bank holding 
companies at least in part to conform with and take 
advantage of the financial assistance offered by the 
Treasury Department and Federal Reserve. 32    The irony 
of these prominent broker-dealers converting to bank 
holding companies was not lost on those involved in 
the financial-services industry. Paul Mortimer-Lee, a 
research analyst at BNP Paribas, was quoted as saying 
that “[i]t is ironic that the broker dealers were born as 
a result of the bank and broker-dealer separation that 
was deemed necessary as a result of the 1930s crisis, and 
now broker-dealers and [commercial] banks get put 
back together as a result of the nearest thing since to a 
1930s-style crisis.” 33   

  Historical Judicial Treatment of 

Broker-Dealers Providing 

Commercial-Banking-Like Services 

on Their Brokerage Accounts 

 Although comprehensive treatment of how Articles 3 
and 4 of the UCC govern bank deposits and collections 
is well beyond the scope of this article, various provi-
sions of the UCC are identified below as part of a larger 
discussion of how the courts have analyzed disputes 
involving broker-dealers that provide  commercial-
banking-like services on their brokerage accounts. 
Suffice to say, the UCC comprehensively regulates how 
drafts and checks are written, processed, and paid, and, 
in particular, establishes myriad rules governing, among 
other things, the time by which a bank must provide 
its customers with timely notice of dishonor, when 
a bank can cut off a customer’s claims for repayment 
when fraud occurs in connection with a check written 
on an account, and when a bank may otherwise seek 
to shift the loss of check fraud to either its customer or 
to another bank in the check-collection and payment 
process. 

 Broker-Dealers Must Provide Timely 

Notice of Dishonor 

  Edward D. Jones & Co. v. Mishler  34    addressed whether 
a broker-dealer that provided its customers with 
accounts in which they could deposit funds and from 
which they could make withdrawals using a check was 
a “bank” for purposes of the UCC. 35    In  Mishler , the 
customer maintained a “Daily Passport Cash Trust” 
with Edward D. Jones that essentially was a money 
market account. Edward D. Jones issued its customer 
checks to make withdrawals from his account. The face 
of the checks bore the name of “Edward D. Jones” and 
below that the name of State Street Bank of Boston, 
with which Edward D. Jones had contracted to process 
the checks. Several months after opening his account, 
the customer deposited two third-party checks into his 
account, and Edward D. Jones promptly credited the 
amount of the checks to the account. 36    The deposited 
checks were not legitimate, and Edward D. Jones sub-
sequently learned that the first of the two checks had 
been dishonored by the third party’s bank. Edward D. 
Jones, therefore, charged back to its customer’s account 
the total amount of the two deposited checks. In the 
interim, the customer had written two legitimate 
checks on the account, which, as a result of the charge-
backs, caused his account to be overdrawn. Edward D. 
Jones sued its customer for the amount of the over-
drafts, plus interest. In response, the customer argued 
that Edward D. Jones was a “bank” under the UCC 
provisions applicable at the time of the transactions, 
and that Edward D. Jones had wrongfully converted the 
amount of the overdraft because Edward D. Jones had 
not given him timely notice of its dishonor of the two 
third-party checks. 37   

  The  Mishler  court concluded that Edward D. Jones 
was operating as a “bank” for purposes of the UCC, and 
that it was required to give its customer timely notice 
of its dishonor of the two third-party checks, which 
Edward D. Jones had failed to do. 38    Under the statute 
in effect at the time of the transactions, Edward D. Jones 
was required to give its customer notice of the dishonor 
“by its midnight deadline or within a longer reasonable 
time after it learn[ed] of the fact[s].” 39    Rejecting the 
argument by Edward D. Jones that it was not a “bank,” 
and thus not subject to the UCC provisions requiring 
timely notice of dishonor of the checks, the  Mishler  
court observed that the analysis of whether Edward 
D. Jones was a “bank” had to focus on “function— i.e. , 
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whether a supposed ‘bank’ is an entity or person 
engaged in processing, paying on, and collecting on 
‘items,’ including checks.” 40    Because Edward D. Jones 
had offered its customers what amounted to a checking 
account, and had participated in the check-collection 
and payment process by providing its customer checks 
that bore its name, Edward D. Jones had engaged in 
precisely the type of banking activities subject to the 
UCC. 41    Edward D. Jones, therefore, was required to 
give its customer timely notice of its dishonor of the 
two third-party checks, and was not allowed to recover 
from its customer for the amount of the overdrafts as a 
result of its failure to do so. 

 Broker-Dealers Can Be Holders 

In Due Course 

 In  Asian International, Ltd. v. Merrill Lynch, Pierce, 
Fenner & Smith, Inc. , 42    a customer of Merrill Lynch 
deposited a check into his account at Merrill Lynch 
that was indorsed as payable to the order of the cus-
tomer. 43    The issue before the court was whether 
Merrill Lynch was a holder in due course, such that it 
took the check free of all claims by Asian International 
and, therefore, was absolved from liability to Asian 
International for the tortious conversion of the 
check. 44    The  Asian International  court concluded that 
Merrill Lynch was, in fact, a holder in due course 
under Louisiana’s version of UCC § 3-305 in effect 
at that time, 45    even though it technically was not a 
“bank” under Louisiana law, because it had provided 
its customer “with a general securities and checking 
account, much like that provided by a depositary bank 
to its depositing customer.” 46    Because Merrill Lynch 
supplied the required indorsement on the check, 
which was effective as its customer’s indorsement, 
negotiated the check, gave value, acted in good faith, 
and took the check without notice of any claims or 
defenses of Asian International, it was a holder in due 
course and was not subject to liability for the conver-
sion of the check. 47   

  Broker-Dealers Can Assert the 

Protections of UCC Section 4-406 

 In  Lichtenstein v. Kidder, Peabody & Co., Inc. , 48    a 
customer of Kidder, Peabody & Co., maintained 
a “Premium Account” with the broker-dealer that 
allowed the customer to deposit cash and securities 
into his brokerage account, as well as draft checks on 
the account. 49    Kidder, Peabody & Co. provided these 

check-writing privileges through a program admin-
istrated by Bank One. The customer alleged in her 
lawsuit that numerous checks were written on her bro-
kerage account by her former husband, and that Kidder, 
Peabody & Co. was liable to her for the amount of the 
fraudulent checks. 50    In response, Kidder, Peabody & 
Co. asserted that Section 4-406 of the UCC in effect at 
the time in Pennsylvania precluded the customer from 
recovering the amount of some of the checks because 
the customer failed to report the forgeries to Kidder, 
Peabody & Co. “within one year from the account 
statements were made available to her.” 51    Section 
4-406 generally requires a customer of a “bank” to 
“exercise reasonable care and promptness to examine 
[the customer’s bank] statement and items to discover 
his unauthorized signature or any alteration on an item 
and must notify the bank after discovery thereof.” 52    
And if a customer does not timely “discover and report 
his unauthorized signature or any alteration on the face 
or back of the item” the customer cannot recover the 
amount of the check. 53   

  The customer argued that Kidder, Peabody & Co. 
could not rely on the protections afforded by Section 
4-406 because it was not a “bank” as that term was 
defined by the UCC. The customer argued that nei-
ther the Commonwealth of Pennsylvania nor federal 
law recognized Kidder, Peabody & Co. as a bank for 
regulatory purposes, and that Kidder, Peabody & Co. 
did not otherwise hold itself out to the public as a 
bank. 54    The  Lichtenstein  court rejected the customer’s 
argument, noting that the UCC “was established to 
provide a uniform body of rules governing com-
mercial transactions.” 55    The court observed that, to 
be consistent with the UCC and case law from other 
states, a brokerage firm that offers check-writing ser-
vices to its clients should be governed by the same 
rules that govern checking accounts generally. “It 
would be anomalous to establish one rule for checking 
accounts administered by a bank, and another rule for 
checking accounts administered by a brokerage firm 
in connection with a bank. The public policy interest 
in establishing a clear system of rights and liabilities 
between parties to a commercial transaction is the 
same in both cases.” 56    Accordingly, the  Lichtenstein  
court concluded that Kidder, Peabody & Co. could 
avail itself of the protections afforded to “banks” under 
Section 4-406 of the UCC in defending itself against 
its customer’s claims. 
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 In  Pinasco v. Ara , 57    the New York Supreme Court, 
Appellate Division, reached the same conclusion as 
the  Lichtenstein  court under similar circumstances, 
concluding that the one-year preclusion provision in 
Section 4-406 precluded a customer of Merrill Lynch 
from recovering for an improper disbursement from an 
account because he “timely received his monthly state-
ment [from Merrill Lynch] but did not protest or object 
to the unauthorized withdrawal . . . for more than eigh-
teen months.” 58    The  Pinasco  court, like the  Lichtenstein  
court, concluded that Merrill Lynch “was entitled to 
the benefit of the one-year [s]tatute of [l]imitations set 
forth to bar untimely claims by customers against banks 
under [UCC §] 4-406 since, for the purposes of the 
[UCC], Merrill Lynch acted as an entity engaged in the 
business of banking by providing [the customer] with 
a checking account, honoring drafts, accepting deposits 
and forwarding monthly customer statements.” 59   

  Broker-Dealers Can Assert Claims 

for Breach of Presentment Warranty 

Against Depositary Banks That 

Accept Checks For Deposit Containing 

Unauthorized Payee Indorsements 

 Although the courts above consistently applied 
the UCC to transactions involving checks written on 
brokerage accounts, the first court to examine compre-
hensively the UCC’s application to these transactions 
was  Nisenzon v. Morgan Stanley DW, Inc. , 60    decided 
by the US District Court for the Eastern District 
of Pennsylvania in 2008. In  Nisenzon , the plaintiffs- 
customers maintained an Active Asset brokerage account 
with Morgan Stanley that permitted them to write 
checks on the account. 61    The court found that the 
customers’ Active Asset account was a multi-faceted 
brokerage account, not a checking or savings account 
and, in offering check-writing privileges, Morgan 
Stanley had entered into contractual arrangements 
with licensed commercial banks (specifically Bank One 
Columbus N.A.) and other third-party data proces-
sors to assist in offering the check-writing privileges. 
Despite these third-party contractual arrangements, 
however, the court found that Morgan Stanley had the 
ultimate authority to pay or decline payment on any 
particular check. 

 While their account remained open, the custom-
ers wrote checks to various payees, which Morgan 
Stanley, through the check-collection and payment 

process, paid. After paying on the checks, Morgan 
Stanley would then debit its customers’ account for 
the amount of the checks. 62    On two occasions in 
2002, the customers wrote checks on their Active Asset 
account and sent the checks to their investment advi-
sor to deposit in a non-Morgan Stanley account. The 
customers’ investment advisor, however, fraudulently 
indorsed the two checks and deposited the checks into 
his company’s checking account at Citizens Bank, a 
licensed commercial bank. 63    Citizens Bank failed to 
identify the fraudulent payee indorsements, and, after 
allowing the checks to be deposited, sought payment 
for the amounts of the checks upstream to Morgan 
Stanley through the Federal Reserve Clearinghouse 
System. Morgan Stanley paid the checks and debited 
the customers’ account. 64   

  Ultimately, the customers discovered that their 
investment advisor had fraudulently deposited the 
checks into his company’s account at Citizens Bank 
and they sued Morgan Stanley under Section 4-401 of 
the UCC seeking reimbursement from Morgan Stanley 
for the amount of the checks. 65    Morgan Stanley, in 
turn, filed a third-party complaint against Citizens 
Bank (the depositary bank 66   ) for breach of present-
ment warranty seeking reimbursement from Citizens 
Bank in the event it was ultimately held liable to its 
customers for paying on the fraudulently-indorsed 
checks. 67    In its third-party complaint, Morgan Stanley 
argued that it was a “nonbank drawee” 68    of the checks 
in question, and that it was entitled to bring a claim 
for breach of presentment warranty against Citizens 
Bank. 69    Citizens Bank, however, refused repayment 
of the checks, and defended against Morgan Stanley’s 
claim for breach of presentment warranty by asserting 
that Morgan Stanley could not bring a claim for breach 
of presentment warranty because it (Morgan Stanley) 
was not a “drawee bank,” which Citizens Bank claimed 
was the only entity permitted by the UCC to bring 
such a claim. 70    Citizens Bank contended that Bank 
One (with whom Morgan Stanley had contracted with 
to provide check-writing privileges on the customers’ 
Active Asset account 71   ) was the only entity that could 
possibly have brought a claim for breach of present-
ment warranty against Citizens Bank. The  Nisenzon  
court rejected Citizens Bank’s argument. 

 The  Nisenzon  court observed that, although the 
UCC expressly defined the term “bank” as “[a] person 
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engaged in the business of banking, including a sav-
ings bank, savings and loan association, credit union 
or trust company,” other courts had previously held 
that “[b]rokerage firms offering checking services are 
‘banks’ for purposes of the UCC.” 72    According to the 
 Nisenzon  court, it did not matter that Morgan Stanley 
was not technically a “bank” under the UCC definition, 
because, as the  Lichtenstein  court observed,“[i]t would be 
anomalous to establish one rule for checking accounts 
administered by a bank, and another rule for checking 
accounts administered by a brokerage firm in connec-
tion with a bank.” 73   

  In the end, although Morgan Stanley was ultimately 
found liable to its customers for paying on the fraudulently 
indorsed checks under Section 4-401 of the UCC, 74    
it was able to shift that loss to Citizens Bank because 
Citizens Bank, as the depositary bank, had breached its 
presentment warranties to Morgan Stanley by requesting 
payment on the checks Citizens Bank had allowed to be 
deposited into the investment advisor’s checking account 
with the fraudulent indorsements. 75    As such, the  Nisenzon  
court determined that Morgan Stanley was able to take 
advantage of the check-fraud-loss-allocation protections 
of the UCC, even though it was not technically a “bank” 
as that term is defined by the UCC. 

 Broker-Dealers Providing 

Commercial-Banking-Like 

Services On Their Brokerage 

Accounts Should Be Subject to the 

Same UCC Provisions Governing Bank 

Deposits And Collections 

 As discussed above, courts have almost uniformly 76    
concluded that broker-dealers providing commercial-
banking-like services on their brokerage accounts should 
be subject to the UCC’s provisions governing bank 
deposits and collections, even if the UCC itself does not 
expressly include broker-dealers as “banks” subject to its 
provisions. Several commentators have reached the same 
conclusion. 77    These decisions were no doubt correct, 
and were driven primarily by the courts elevating the 
substance of the underlying transactions over the form 
of the UCC’s definition of the term “bank.” Indeed, 
the alternatives for these courts if they would not have 
applied the UCC in these circumstances would have 
been unsatisfactory. If the UCC would not have applied 
to these broker-dealers providing commercial- banking-
like services on their brokerage accounts, the result 

would have been that the myriad disputes among the 
customers, their broker-dealers, and the other banks in 
the check-collection and payment process would have 
fallen under one or more states’ statutory, contract, or 
tort regimes. 78    This alternative is not theoretical. 

 For example, in  Nisenzon , in addition to bringing a 
claim against Morgan Stanley under Section 4-401 of 
the UCC, the customer also asserted a common-law 
claim for breach of contract against Morgan Stanley 
under Pennsylvania law. The  Nisenzon  court, however, 
did not need to reach the issue of whether the custom-
ers also could assert a claim for breach of contract against 
Morgan Stanley in addition to their claim under Section 
4-401 because it found that the customers had properly 
brought their claim for repayment under Section 4-401 
of the UCC, and that their claim for breach of contract 
under Pennsylvania law was effectively merged into that 
claim. 79    In addition to the “redundant” claim for breach 
of contract in  Nisenzon , plaintiffs in other cases involving 
similar transactions involving broker-dealers have asserted 
a number of state-law claims in connection with their 
lawsuits. The plaintiff-customer in  Halsey v. Merrill, Lynch, 
Pierce, Fenner & Smith, Inc. , 80    for example, asserted no less 
than eleven state-law claims in his complaint, includ-
ing claims for negligence and breach of fiduciary duty, 
leading the  Halsey  court to observe that the plaintiff had 
undertaken “an effort to make th[e] complex commercial 
and international factual background of this case fit some 
cognizable cause of action.” 81   

  The result of not applying the UCC’s provisions gov-
erning bank deposits and collections to broker-dealers 
providing commercial-banking-like services on their 
brokerage accounts, therefore, could lead to future courts 
attempting to apply these state-law doctrines to cir-
cumstances where the UCC would otherwise provide a 
relatively uniform and predictable result. 82    Obviously, the 
uncertainty engendered by such a patch-work approach 
by the courts would lead to unnecessary transaction 
costs for broker-dealers, their customers, and other banks 
in the check-collection and payment process. What is 
more, if the UCC’s provisions governing bank deposits 
and collections do not apply to broker-dealers provid-
ing commercial-banking-like services on their brokerage 
accounts, broker-dealers may begin to rethink whether 
the resulting transaction costs potentially outweigh the 
income derived from the provision of these services 
on their brokerage accounts. Finally, commercial banks 
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themselves should favor applying the UCC to broker-
dealers providing commercial-banking-like services on 
their brokerage accounts because to not do so could allow 
broker-dealers a competitive advantage in providing these 
services to their brokerage-account customers. As the 
United States Court of Appeals for the Seventh Circuit 
has observed, albeit in a slightly different context: 

  [The same duties] should extend to enterprises 
such as [broker-dealers] that offer a checking 
service in competition with banks. . . . Banks 
make their money by lending, and they obtain 
much of that money by offering checking ser-
vices to people looking to park their money. 
[The broker-dealer] wants to obtain capital from 
the same source—people who can be induced to 
deposit their money with a financial institution 
in exchange for the convenience of being able 
to deposit and withdraw the money by check. [If 
a broker-dealer is subject to different duties] this 
would reduce its costs of liability insurance and of 
scrutinizing checks submitted to it for payment 
and it could use its resulting cost advantage to lure 
customers from banks that, though they may be no 
less efficient than [the broker-dealer] cannot avoid 
those costs. There is no reason to confer such a 
windfall advantage on the brokerage industry. 83   

   It is true that, with the recent re-regulation of 
broker-dealers providing commercial-banking-like 
services on their brokerage accounts, such as the FACT 
Act, as well as the recent form-of-entity changes by 
Morgan Stanley, Goldman Sachs, and Merrill Lynch, 
the issues addressed in this article may arise less often 
in practice. Nonetheless, it is clear that establishing 
a uniform, predictable regime under the UCC for 
addressing issues related to these services is no less 
important today for the remaining broker-dealers 
providing these commercial-banking-like services on 
their brokerage accounts. 

 Conclusion 

 The commercial-and investment-banking industries 
in the United States have enjoyed a storied history. 
The incredible shrinking broker-dealer has played a 
large part in that history, and will continue to play at 
least some role in the US financial-services industry 
as the country emerges from the Great Recession. But 
one thing should be certain regardless of the currently 

diminished role of the broker-dealer—to the extent 
they continue to provide commercial-banking-like ser-
vices as part of their brokerage accounts, broker-dealers 
should be subject to and governed by the same UCC 
provisions that apply to commercial banks. Applying 
the UCC to broker-dealers providing these services 
will achieve the relative uniformity and predictability of 
result that commercial banks traditionally have enjoyed 
under the UCC. Applying the UCC to these services 
also will reduce the transaction costs associated with the 
less-attractive alternative of applying myriad state-law 
regimes to resolve disputes involving these services. For 
these reasons, applying the UCC to the commercial-
banking-like services provided by broker-dealers on 
their brokerage accounts will benefit the broker-dealers 
that provide the services, their customers who take 
advantage of and increasingly rely on them, and the 
commercial banks that are incidentally involved in the 
transactions arising from the services. 
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“simplify, clarify and modernize the law governing commercial 
transactions”);  Menichini v. Grant , 995 F.2d 1224, 1230 (3d Cir. 
1993) (observing that the UCC seeks to promote “negotiability, 
finality, and uniformity in commercial transactions”). 

 83.  Travelers Cas. & Surety Co. of Am. v. Wells Fargo Bank N.A. , 374 
F.3d 521, 526-27 (7th Cir. 2004). 
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