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• Opinion ,delivered May 8; 1933. 
BANKS AND BANKING—KNOWLEDGE OF OFFICEK.—When. an officer 
of a bank is individually interested in a note, his knowledge con-
cerning it FS 'la to be imputed to the bank. - 
BANKS . Aisin • BANKING—INSOLVENCYL-POWERS OF RECEIVER.The 

- receiver of : an insolvent bank is not an "innocent purchaSer" of 
- • i -its notes; and takes them subject to arw equities that could have 

been .aSserted against the bank. .. , 
3. BILLS AND NOTES—TRANSFER WITHOU,T INDORSEMENT.—Under 

Crawford & Moses' Dig., §§ 7815, 7824, one taking a negotiable 
note payable to order by delivery merely, without written indorse 

•• ment, takes- it . subject to equities existing sbetween the original 
parties.	 •i• •	 • .•	 -••••	 -• • 

4. _BILLS AND NOTES TRANSFEK SUBJECT TO EQUITIES.—In an action 
•by one not .a. holder. in due course on a note • for rent executed 
under an agreement for deducting the cost of repairs, expendi-
tures.lor repairs made after transfer of the note may be set up 

• :4 by way öf • sef-Off. • 

Aippeal from Desha Circuit Court; T. G. Parham., 
Judge; affirmed. ,	. • .• 

Harry T. Wooldridge, for . appellant. 
•. I. N. Moore and Henry. W.. Smith, for appellee. 

SiArrti, J. When the receiver, appointed for that pur-
pose, took over the National Bank of Arkansas; of Pine 
Bluff, for liquidation, he found, among its assets, a note 
.dated February 14, 1930, executed by C. R. McKennon & 
Son to .the:.order of Walter C. Hudson, who had been 
president of the bank. • Hudson had sold the note to the 
bank . for iti face value, less a discount of six per cent. to 
its due date, and had received credit on his deposit for 
:the proceeds of the- note. The receiver :demanded pay-
ment of the note, but the makers refused . to pay unless 
a certain credit was allowed, which, being refused, re-
sulted in this suit. 

Two defenses were interposed, the first being that, 
the president of, the bank having full knowledge of the.
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circumstances undCr which arid the consideration for 
which the note had 'been executed, the bank was 'bound:by 
his knowledge. This defense passed out of the case under 
the authority of Bank of Hartford v. McDonald; 10,7 Ark. 
232, 154 S. W. 512, where it was held that, when an officer 
of a bank is individually interested in a note, • his knowl-
edge concerning it is .not to be imputed to the bank, when 
his acts Conflict with the interests of the bank. 

The note was transferred by .Hudson to the bank by 
delivery and without indorsement, and the second de-
fense, which was predicated upon that fact, is this : Hud-
son rented his farm to McKennon & Son for the year 
130 for $1,500. Under the rental contract, which con-
stituted the consideration for the note, it was agreed 
that the tenants should have credit for necessary repairs, 
including damage done by fire. Hudson advised his ten-
ants that the buildings on the farm were insured against 
loss by fire, and directed that he .be notified if such loss 
oCcurred. .Two buildings burned, and Hudson was ad-
vised of that fact,, and directed his tenants to tebuild 
them. This was done, and the cost thereof, with Certain 
smaller items for repairs, constitute the credits which 
the makers of the note demanded the alloWed before pay-
ing the 'balance due . on the note. '	- 

There . Was a finding for 'defendants; and judgment 
adeotdingly, arid for the' reversal thereof it is' insisted 
that this defense is not available against a transferee of 
the note. No other question is presented for decisinh. 

It was held in' the case of Funk y. Yoting;"138 Ark. 
38, 210 S. W. 43, that . a receiver of an insolvent . bank is 
not an innocent purchaser of its notes, and takes' them 
subject to any equities that could be asserted againSt the 
bank itself. 

To decide the question stated, it is necessary to con-
sider Certain sections of the Uniform Negotiable Instru-
ments Act, approved February 21, 1913 (Ads 1913, page 
260), appearing as parts nf the : chapter on Negotiable 
Instruments in Crawford & Moses' Digest. 

By § 7796 of this chapter, it is provided that an in-
strument, if payable to order, is negotiated . by the 'in-
dorsement of the holder comPleted by delivery ;= and' §
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7797 of the same chapter provides that the indorsement 
must be written on the-instrument itself or upon a paper 
attached thereto. 

Section 7815 of this chapter reads as follows : 
"Where the holder of an instrument payable to his order 
transfers it for value without indorsing it, the transfer 
vests in the transferee such title as the transferor had 
therein, and the transferee acquires, in addition, the 
right to have the indorsement of the transferor. But for 
the purpose of determining whether the transferee is a 
holder in due course, the negotiation takes effect . as 'of 
the time when the indorsement is actually Made." 

Section 7824 of the same chapter reads as follows : 
"In the hands of any holder other than a holder in due 
course, a negotiable instrument is subject to the same 
defenses as if it were non-negotiable. But a holder who 
derives his title through a holder in due .course,. and who 
is not himself a party to any fraud or illegality affecting 
the instrument, has all the rights of such former holder 
in respect of all parties prior to the latter." 
• It was held in the case of ,Harrison V. Morgan-Curry 

Co.; 115 Ark. 44, 150 S. W. 117, that one . ,who takes n 
negotiable note payable to order 'by delivery, merely, but 
without written indorsement, is not an . innocent: pur-
chaser, and takes the note subject to all equities existing 
between the original parties. This holding was reaffirmed 
in the case. of Johnson v.. T. M. Dover Merc. Co., 164 Ark. 
371, 261 S. W. 913, and the later case of Shultz Construe-
tion.Co. v.. Crawford County Bank, 182 Ark. 569, 32 S. W. 
(2d) 177. 

Appellant argues, for the reversal of the judgment 
appealed from, that the doctrine of set-off was" unknown 
to the common law, and that no provision is Made there-
for • in the Negotiable Instruments Law in effect in this 
State, and that our set-off statute has no relation to suits 
on .promissory notes except' where there exists some in-
herent defect in the note itself, and that, as the makers 
could not maintain an independent action by separate 
suit against a transferee of the note• for their claim for 
the expenditures for the repairs, they cannot, in a, suit
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on the note against them by the transferee, set up these 
expenditures by way of a set-off. 

We do : not concur in this view. Act 267 of the ActS 
of 1-917 (vol. 2, Acts 1917, page 1441) is the most compre-
bensiVe legislation on tbe subject of counterclaim and 
set-off of which we have any knowledge. It is • there pro-
vided that a counterclaim "may be any cause of action 
in favor of' the defendants, or some of theib, against the 
plaintiffs, -or some of them," and that " A- -set-off may 
be pleaded in any action for the recovery of money, and 
may 'be a cause of action arising either upon contract 
'or tort." 

We think this statute is sufficiently broad to admit 
a- defense against one, not being the holder of a note in 
due course, that there were credits which should be ap-
plied against the note. • 
• Appellant cites as sustaining his position the case 
of Harris v. Esterbrook, decided by the Supreme Court of 
South Dakota and reported in 55 S. Dak. 538, 226 N. W. 
751, and which, he says, is on 'all fours with the instant 
case. • This is a well-considered case, and is followed by 
an extensive annotation in 70 A. L. R. 241. 

In the case just cited a bank sold the note 6f a deposi-
tor, payable to its order, to the purchaser by delivery and 
without written indorsement. 'After the bank had _been 
taken' Over by the State Superintendent of' . 13.anks for 
liqUidation, its transferee -stied the Maker of the note, who 
sought to set off against the note the amount of his de-
'posit in the bank on the daY it . closed its doors. The 
dOnion refers to several Sections of the UnifOrm Nego-
tiable Instruments- Act of that State which- are 'identical 
N., Tith . our own, but it quotes also § 2307, Rev. Code 1919, 
of that State, which 'reads As follows : "In case of an 
assignment of a thing in action, the action by the assignee 
shall be without prejudice to any set-off or other defense 
ekisting at the time . of, or before notice of, the assign-
ment ; but this - section shall not apply to a negotiable 
promissory note, or bill of eXchange, transferred in good 
faith, and upon good - consideration, before due." .We 
have' no statute containing any such limitation on set- 
offs or counterclaims.
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Referring to the manner in which the note had been 
transferred, the court there said: "It is also well estab-
lished that such a transferee, whether his title be legal 
or equitable, takes title subject to equities and defenses. 
The apparent unanimity on this point is as marked as 
the lack of unanimity as to the time when such equities 
and defenses:may accrue." 

The opinion recites that on the day the note matured 
the maker had on deposit with the bank more than suf-
ficient funds to pay the note, but it is recited also that 
he , did not. use the deposit for that purpose. The opinion 
recites that the maker's balance on the date the bank 
sold the note was only $7.94, but it was said: "It is 
not necessary therefore to decide whether the $7.94 was 
a valid set-off between appellant [purchaser] and respon-
dent [maker] ; because the deliosit balance on the day of 
transfer was entirely withdrawn." The opinion had 
quoted cases holding that "the defense of set-off or 
counterclaim which is. available to a debtor as against 
an assignee of a creditor must have existed as a present 
right when the assignment was made," and construed 
§ 49 of the Negotiable Instruments Law of that State, 
which is identical with § 7815, Crawford & Moses' Digest, 
as meaning that "*.* * the set-off that may be interposed 
against a. negotiable promissory_ note transferred with-
out indorsement, in good faith, and for value, must be 
a set-off Which existed as aPres.ent right when the trans.- 
fer was made." 

The effect of the decision in that case is that, there 
being no right of set-off at the time of the transfer, that 
right could not subsequently, be acquired. 

Certain cases are cited by appellant which appar-
ently support his contention, but , a careful analysis of 
them discloses the fact that they originated in States hav-
ing statutes which impose limitations on the right of 
counterclaim and set-off somewhat similar to those at 
common law, which do not prevail in this State, and .for 
this reason we do not review them. 

The annotator's note to this South Dakota case con-
tains a declaration of law, in support of which many 
cases are cited, reading as follows : "The cases seem



to be unanimous in holding tht . a "set-off or counterclaim 
between the 'maker andthe payee of a ,negotiable instru-
ment is available . against one' not a holder' in due course; 
where the set-off or 'couiiterclaim arose out Of the same 
transaction as the instrunient itself and 'existed at 'the 
time of the transfer by the payee." 

This declaration of the law iS itself decisive of . this 
case: The consideration for the note here in suit was the 
rental contract between Hudson and C. R,..McKennon & 
Son, and this contract was that the McKennons should 
pay, as rent, the sum of $1,500,,less the .cost of repairs. 
It is true these :repairs had not Acieen 'made when: the 
note was eiecuted, but it is true also that it was executea 

conthmplation that such' repdirs -would- be made and 
that the cost thereof would ; be:credited on. the note. The 
credit claimed aroSe mit of the saine transaction as the 
note itself, and the right . thereto, when the repairs . -had 
been made, existed at the time of the transfer of the note 
to the bank. . 

The credit was therefore_ properly, allowed, and the 
judgment allowing it is affirmed.


