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In this article we discuss an interesting decision
of the Québec Court of Appeal involving
cheque kiting. The decision focuses on the duty
of one bank to another when the first bank dis-
covers fraudulent cheque kiting by its own cus-
tomer. A general background discussion of
cheque kiting is provided first for context.

Background

Cheque kiting is a form of cheque fraud that
“plays the float” between accounts at two or
more financial institutions. The process works
by drawing more funds than are available from
the first account. Those funds are then deposited
into an account with another bank (also with
insufficient funds), and are then immediately
debited (by way of cheque deposit) back to the
account with the first bank to cover the first
transaction before that first account is noted as
having insufficient funds. Now the second ac-
count will fall into a NSF position (because it
also has insufficient funds to cover the first
cheque), so another deposit must be made there
to cover the payment back to the first bank, and
so goes the circular pattern of payments that are
characteristic of kiting. A kiting fraud can, in
theory, continue on indefinitely so long as these
circular payments continue. The fraud only



National Banking Law Review

December 2014 Volume 33, No. 6

works with accounts where there are no holds
placed on deposits and credits are given imme-
diately, such as business accounts. The circular
movement of funds creates a “float”, being an
appearance of funds that do not actually exist.
Skilled kiters will layer real funds and legiti-
mate transactions into the scheme to make the
fraud more difficult to detect.

If the funds must continue moving in circles
indefinitely, one wonders how the fraudster
profits. There are a few ways to extract benefit.
First, one can pay a debt owed to a third party
by overdrawing one account, then covering the
funds from a second account, with the hope that
the float can eventually be covered with actual
funds, once received. Second, kiting can inflate
the account balance to earn interest on funds
that do not exist. Third, the artificial funds

may simply be transferred to a third account
(presumably an offshore account or previously
arranged means of money laundering), at which
time the kiting will end and the fraud will be
discovered by the victim(s) (the banks). Fourth,
an indirect benefit is that the artificially inflated
revenues of a corporation may be used as the
basis of securing other financing.

The origins of kiting reach as far back as the
late 18th century in the United States.' In those
times, the fraud was referred to as “draft kiting”
or “free riding” and was viewed as a “forced
loan”, capitalizing on the collection period for
accommodation bills or notes between the ac-
counts of two different banks. The problem be-
came prevalent enough that it was made illegal
in certain states of the U.S. by the early 1920s.

In Canada, there is currently no provision of the
Criminal Code (the “Code”) that specifically
addresses kiting. Section 362, entitled “false
pretence or false statement” is the most applica-
ble provision. Subsection 362(4) actually pro-
vides for a presumption of a “false pretence”,
where cheques are dishonoured due to insuffi-
cient funds, unless the accused had an honestly
held belief that the cheque would be honoured.
However, that presumption was struck down as
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unconstitutional because the reversal of the bur-
den of proof to the accused to rebut the pre-
sumption of a false pretence violates s. 11(b) of
the Canadian Charter of Rights and Freedoms,
which guarantees the right to be presumed inno-
cent until proven guilty. With the elimination of
the presumption, the Crown has the difficult
burden of proving the requisite intent of the ac-
cused to obtain money by a false pretence in
writing a bad cheque beyond a reasonable
doubt. Other relevant provisions of the Code
might include s. 390 (wilfully making a false
statement in any receipt, certificate or acknowl-
edgement for a purpose mentioned in the Bank
Act)* or s. 380 (the general fraud provision).

Kiting still occurs today with paper cheques but
may also be perpetrated with electronic wire
transfers. Both forms were used in the case of
Bank of Montreal v. Bank of Nova Scotia [BMO
v. BNS].?

The Facts

In BMO v. BNS, the kiting fraud was perpetrated
through a corporation called Paie Maitre, a pay-
roll processing company that handled the pay-
roll for thousands of Quebec employers. The
naturally large volume of transactions made
Paie Maitre a good candidate for being able to
hide and profit from its kiting. Paie Maitre had
accounts with The Bank of Nova Scotia
(“BNS”) but was in the process of moving its
accounts over to Bank of Montreal (“BMO”)
over a period of several months in 2001. Ulti-
mately, Paie Maitre retained accounts at both
banks well into 2002, which provided the op-
portunity for kiting.

The kiting took place for almost a year, between
September 2001 and July 2002. On a daily ba-
sis, Paie Maitre would order electronic transfers
from its BNS account to itself and related com-
pany accounts at BMO, and also to certain of its
clients’ accounts at various financial institu-
tions. The transfers of funds out from BNS’ ac-
count to BMO were received at BMO on the
afternoon of the same day the orders were
issued. However, they were not recorded as



National Banking Law Review

December 2014 Volume 33, No.6

deposits to the BMO accounts until just before
7:00 a.m. on the next day. The identical trans-
fers ordering the funds back to BNS from BMO
were received at BMO just after 7:00 a.m. on
the day after the orders were issued. In the BNS
account, the orders to transfer funds back (from
BMO) were recorded before the orders to trans-
fer funds from that account, thereby creating the
float. Presumably, the fraudster had detailed
knowledge regarding the timing of the two
respective banks’ recording and processing
practices. This decision reminds us that not all
electronic transfers are guaranteed. Some re-
quire time to clear and can be returned NSF, just
like paper cheques. Modern technology has not
yet eliminated kiting.

By July 2002, the total daily volume of the
transactions orchestrated by Paie Maitre ex-
ceeded $10 million, with $6 million of those
funds being transferred between BNS and
BMO.

On June 20, 2002, BMO’s kiting management
system (“KMS”) flagged suspicious transactions
between Paie Maitre and one of its subsidiaries.
By June 27, BMO suspected fraudulent activity
and the next day contacted BNS, seeking its co-
operation and advising that it suspected kiting.
After several communications, BNS refused the
request, citing confidentiality obligations, but
advised that Paie Maitre was a good client that
it would take back. Ironically, BNS had the
same KMS as BMO; however, each bank had
set different parameters for their respective sys-
tems, and as a result, BNS did not detect any
issue through its KMS.

In July 2002, BMO stepped up its investigation
and began tracking the daily transactions of Paie
Maitre between its accounts with BMO and
those at BNS. By July 16, BMO had become
certain that the transactions were circular, not-
ing daily transfers between the two banks that
always totalled about $6 million. On July 23, a
client of BMO, for whom Paie Maitre managed
payroll, reported that Paie Maitre had debited
sizeable amounts in its account that morning
and then re-deposited the same amounts that
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evening. BMO was then sure that Paie Maitre
was kiting. However, rather than immediately
freeze its accounts, BMO devised a plan to
freeze them when they were in a credit position.
This plan was set out in an internal BMO memo
dated July 17. As of July 23, BMO’s accounts
with Paie Maitre showed an overdraft of $3.6
million.

On July 24, BMO froze the accounts of Paie
Maitre and its subsidiaries, rejecting both debits
and credits and sending them to a suspense ac-
count. However, BMO waited to implement the
freeze until after it had received $6,317,331 in
credits from BNS that morning. Despite the
freeze, the next day on July 25, BMO tempo-
rarily lifted the freeze in order to accept incom-
ing credits from BNS in the amount of
$6,317,739. BMO transferred the funds totalling
$12,635,070 to a new account (opened specifi-
cally for that purpose). After using approximate-
ly $8 million to cover claims regarding the ac-
counts of Paie Maitre and its affiliates
(including clearing $3.6 million in overdraft),
BMO was left with a net excess of $6,461,035.
This amount was eventually delivered by BMO
to the trustee in bankruptcy for Paie Maitre.
BNS sued BMO for its loss of $12,635,070.

Trial Decision

At trial, BNS argued that once BMO discovered
the fraud, the actions it took were performed
illegally, in bad faith, and constituted extra-
contractual “fault” under the Civil Code of
Québec.* Central to BNS’ claim was its
argument that BMO failed to comply with the
Canadian Payments Association (“CPA”) rules,
which establish national systems for the clear-
ing, settlement and exchange of payments.
Membership in the CPA is mandatory for char-
tered banks like BMO and BNS.

The CPA rules applicable to this case imposed a
requirement on a drawee to return each item to
the negotiating institution no later than the busi-
ness day following receipt by the “first organiza-
tional unit” of the drawee able to dishonour the
item. In other words, a bank receiving a cheque
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drawn on an account with that bank must accept
and pay the cheque or return it on the basis of
“non-sufficient funds” within one business day
of receiving it. BNS alleged that BMO failed to
dishonour the transfers within the one business
day as provided by the CPA rules.

The trial judge also considered Articles 6, 7,
1375 and 1457 of the Civil Code of Québec.
These provisions recognize the basic principle
of Quebec civil law that all persons (banks in-
cluded) are bound to exercise their rights in a
reasonable manner, in good faith and diligently.

In its defence, BMO argued that the cause of
BNS’ loss were the flaws in its own electronic
banking system. BMO claimed that it acted in
good faith and in accordance with recognized
banking practices and the applicable CPA rules.
BMO also relied on the fact that it had sought
BNS’ cooperation when it informed BNS that it
suspected kiting, but BNS did not cooperate.
BMO added that BNS had itself not been forth-
coming with BMO, in light of the fact that BNS
had asked Paie Maitre to find another banker
based on some concerns and unanswered ques-
tions BNS previously had regarding certain
events and transactions (although it appeared
BNS had not actually suspected fraud or kiting).
Finally, BMO also argued that it had not been
enriched at the expense of BNS, given that it
eventually turned over the excess funds to the
trustee in bankruptcy for Paie Maitre.

Regarding the CPA issue, BNS submitted that
the BMO branch that received Paie Maitre’s
debits on July 24 and 25 was the “first organiza-
tional unit” pursuant to the CPA rules, meaning
that the items should have been returned within
the following respective business days. Since
they were not, BNS argued that BMO should be
held liable for the total value of the credits from
BNS on both days. The trial judge found that the
BMO branch that processed the transactions was
not the “first organizational branch” of BMO able
to dishonour the transactions. Rather, it was the
BMO administrative office that received reports
from Symcor (a third party payment processor) on
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subsequent days, with the result that this re-
quirement of the CPA rules was satisfied.

The trial judge held that BMO had committed
an abuse of contractual rights to BNS when it
unfroze the account to accept credits on July 25,
thereby subverting the spirit of the CPA rules.
Although BMO could select the right time to
freeze the accounts to minimize its losses (al-
lowing BMO to escape liability for the July 24
credits), it could not profit from the fraud it had
uncovered. Accordingly, the July 25 credits of
$6,317,739 BMO accepted from BNS by
“unfreezing” the accounts were the direct and
immediate result of BMO’s wrongful actions.
Once it had made a decision to freeze the ac-
counts of Paie Maitre, BMO had an obligation
to reject all transactions. BNS therefore
succeeded only partially at trial, obtaining
judgment for $6,317,739. BMO appealed the
decision and BNS cross-appealed, seeking
judgment for its full $12,635,070 loss.

Issues on Appeal

The issues on appeal were whether the trial
judge was correct that (1) BMO complied with
the CPA rules, (2) BMO committed a fault in
processing the July 25 transactions, (3) BMO
did not commit a fault in processing the July 24
transactions, and (4) whether Paie Maitre’s
fraud or BNS’ own negligence exonerated BMO
from liability if BMO did commit any fault.

On its cross-appeal, BNS argued that the trial
judge should have applied the same standard of
conduct to BMO for the transactions on both
July 24 and 25. Given the finding that BMO had
knowledge of the fraud as of July 23, the trial
judge should not have allowed BMO to profit in
any regard. BNS also argued that BMO should
be held contractually liable because it did not
return the transfers to BNS within the timeline
prescribed by the CPA rules.

Court of Appeal’s Analysis
and Decision

The Court of Appeal disposed of the CPA issue
in short order. The evidence established that the
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freezing of the accounts by BMO brought about
a change in the processing of the transactions
relating to those accounts. The transactions in
question were not being processed by the BMO
branch as before. Rather, the transactions were
redirected to a suspense account, following
which Symcor would prepare reports. As noted
above, the Symcor reports went to the adminis-
trative office of BMO, rather than the branch.
After that, it was indisputable that BMO had
returned the items to BNS on the following
business day in accordance with the CPA rules.

Regarding BNS’ claim that BMO was liable to it
under the Civil Code for a “fault”’, BMO argued
that (1) accepting a deposit from Paie Maitre was
not a fault, as freezing the account is not tanta-
mount to closing it, and (2) the amounts re-
ceived from BNS did not belong to BNS, but to
Paie Maitre. The Court of Appeal rejected the
first argument, citing that BMO knew of the
fraud and its objective was to put an end to its
relations with Paie Maitre. It did not matter
whether the accounts were closed or only fro-
zen. Second, there was no basis for BMO to be-
lieve that the funds belonged to Paie Maitre.

The trial judge’s findings regarding the July 25
transactions were supported by the evidence.
When it accepted the credits on July 25, BMO
knew that Paie Maitre was involved in kiting. It
knew that the movement of funds was circular,
the daily credits and debits each day were iden-
tical, and there did not appear to be any legiti-
mate business purpose for the transactions.
BMO decided to “unfreeze” the accounts to ac-
cept further funds from BNS. BMO knew or
ought to have known that doing so would harm
BNS. After reviewing the relevant provisions of
the Civil Code of Québec, the court noted that
people (including banks) can incur liability
toward others if they fail to act reasonably,
prudently and diligently.

The Court of Appeal found that a bank that be-
comes aware of fraudulent, illegal or criminal

conduct has an obligation to intervene and stop
the illegal activity. This is particularly so when
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the bank knows or ought to know of the result-
ing impact on a third party that also deals with
the client. A bank cannot profit from a client’s
illegal activities. BMO could not lift the account
freeze without first clarifying the situation with
BNS. In lifting the freeze, BMO profited from a
fraud that it uncovered. Once it froze Paie
Maitre’s accounts, BMO had to dishonour a//
transactions that it knew were part of the
fraudulent scheme—it could not “cherry pick”.
Accordingly, BMO’s appeal relating to the

July 25 transactions was dismissed.

The Court of Appeal allowed BNS’ cross-appeal
regarding the July 24 transactions. In doing so, it
considered that the trial judge had found that
BMO was within its rights to wait to freeze the
accounts, on the basis of an appellate level deci-
sion in Banque Toronto-Dominion v. Banque
Nationale de Paris (Canada).’ In that case, it was
held that a banker cannot be criticized for select-
ing the right time to realize on security to mini-
mize a loss, even if it harms another less alert
banker. The Court of Appeal distinguished the
Bangue Toronto-Dominion case on the basis that
BMO’s actions relating to the fraudulent acts of a
client were quite different from a bank realizing
on security. The Court of Appeal therefore con-
cluded that the trial judge had erred in law by ap-
plying that decision to this case.

The Court of Appeal focused on the fact that the
timing of the July 24 account freeze did not
come about by chance. It was planned and doc-
umented in BMO’s July 17 memorandum that
stated “we want to close its accounts...

we will wait for the right time of day when the
balance is positive and we will then freeze the
accounts”. BMO also opted to disregard the ad-
vice of its own legal counsel, who testified that
his recommendation to the bank was to stop the
transactions as soon as possible, no matter what
the consequences were to BMO (it is unclear
why apparently privileged communications
were given in evidence at trial).

BMO’s argument that it did not know the scope
of the fraud was rejected. According to the
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court, any uncertainty would actually have im-
posed a requirement to act more quickly, not
less quickly. Mere knowledge of the fraud was
sufficient to require immediate action, meaning
that the duty to act does not vary with the inten-
sity or scope of the fraud.

It is important to note that, like the trial judge,
the Court of Appeal also placed emphasis on
Articles 6, 7, 1375 and 1457 of the Civil Code
of Québec, finding that BMO’s actions were
contrary to the duties of good faith in contractu-
al performance (under the CPA Rules) imposed
by the provisions. Until very recently, these
general requirements of good faith appeared to
be unique to Quebec, as the common law prov-
inces of Canada do not have such overarching
statutory duties of general application. The rele-
vance of the decision of the Québec Court of
Appeal in BMO v. BNS therefore appeared ques-
tionable. However, on November 13, 2014, the
Supreme Court of Canada released its decision
in Bhasin v. Hrynew,’ establishing a duty of
honesty of contractual performance and con-
firming that the concept of good faith is an or-
ganizing principle underlying the law of con-
tract. In light of this recent decision, the BMO v.
BNS decision may now have much more rele-
vance to the rest of Canada.

Regarding the final issue (BNS’ own careless-
ness), although it was true that BNS’ own
actions were not a “model of vigilance and co-
operation”, once BMO uncovered the fraud, the
steps it took were the direct and immediate
cause of BNS’ losses. BNS’ lack of cooperation
could not justify BMO waiting to freeze the ac-
counts on July 24 and unfreezing them the next
day. BNS’ own shortcomings and any deficien-
cies in its kiting detection system only provided
the opportunity for damages to be sustained, but
were not the direct and immediate cause of the
loss. BMO was therefore liable to BNS for the
consequences of its actions. As a result, BMO
was ordered to pay BNS the full amount of its
loss of $12,635,070, even though $6 million of
that amount had been given by BMO to Paie
Maitre’s trustee in bankruptcy.
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Practical Significance

This decision is of particular significance for
Canadian banks and other financial institutions
faced with the criminal activity of their clients,
where there is a risk of harm to third parties.
BMO v. BNS makes it clear that a bank has a
positive obligation to take immediate action to
stop the activity, even where it will suffer finan-
cial loss. To do otherwise in order to protect its
own interests at the expense of others risks ex-
posure to liability, both in tort and potentially in
contract (the CPA Rules).

This is in sharp contrast to the approach taken
by courts in the United States in cheque kiting
cases. In the U.S., banks are effectively permit-
ted to act in self-interest, regardless of the con-
sequences to another bank. For example, in one
case, a bank discovered a kite and was aware of
another bank’s potential losses. It discretely
closed its own account without notifying the
other bank. The second bank’s lawsuit brought
on the basis of a common law duty of disclosure
failed.” If such an attitude was ever prevalent

in Canada, it is now clear that it should be
discarded.

The impact the BMO v. BNS decision will have
in the common law provinces of Canada re-
mains to be seen. Until the very recent release
of the Supreme Court’s decision in Bhasin v.
Hrynew creating a new duty of honesty in con-
tractual performance and confirming that the
doctrine of good faith is an organizing principle
of contract law, an argument could be made that
BMO v. BNS was of limited application in
common law provinces because much of the
decision rested on the application of good faith
contractual obligations found in the Civil Code
of Québec. Furthermore, the common law tort
principles relied upon by the court in BMO v.
BNS seem far from settled. In its decision in
BMO v. BNS, the Québec Court of Appeal cited
with approval the case of Dynasty Furniture
Manufacturing Ltd. v. Toronto-Dominion Bank
[Dynasty v. TD],® an Ontario decision in which
Justice Wilton-Siegel commented that a bank
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with actual knowledge (including willful blind-
ness or recklessness) of the fraudulent activities
of a customer may be subject to a duty of care to
third parties dealing with the same customer.
The Ontario Court of Appeal affirmed Wilton-
Siegel J.’s decision. However, the Dynasty v.
TD decision was made on a pleadings motion to
strike a claim of negligence against the bank,
and therefore the nature and extent of the duty
of care owed by a bank to third parties was nev-
er considered on a full factual record. With the
recent release of Bhasin v. Hrynew, the common
law was brought much closer to

Quebec’s civil law as it relates to good faith,
and the BMO v. BNS decision therefore warrants
further consideration.

© Blaney McMurtry LLP
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* DERIVATIVES SOUND PRACTICES: DRAFT GUIDELINE RELEASED

FOR FEDERALLY REGULATED FINANCIAL INSTITUTIONS IN CANADA -

Carol E. Derk, Partner, and Sienne Lam, Associate
Borden Ladner Gervais LLP

On October 1, 2014, the Office of the Superin-
tendent of Financial Institutions (“OSFI”) re-
leased draft Guideline B-7 Derivatives Sound
Practices (the “Guideline”). The Guideline ap-
plies to federally regulated financial institutions
(“FRFIs”). OSFI first set out its expectations for
FRFIs regarding their derivative activities in the
guideline that it published in May 1995. The
current updates to the Guideline are intended to
enforce reforms for the over-the-counter deriva-
tives market introduced by G-20 leaders.

Scope of Applicability

Effective November 1, 2014, the Guideline will
apply to all FRFIs and their subsidiaries as well
as to the Canadian branch operations of foreign
institutions. FRFIs include banks, bank holding
companies, federally regulated trust and loan
companies, co-operative associations and
federally regulated insurers. FRFIs may use
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derivatives as end-users, active position-takers
and dealers. Depending on the categorization of
an individual FRFI, there are different guiding
principles that apply. The Guideline considers a
FRFI as (1) an end-user when it uses derivatives
to take positions as part of its proprietary trad-
ing or for hedging, and (2) a dealer when it
quotes bids and offers and commits capital to
meet customers’ demands for derivatives.

Risk Management for Derivatives

The Guideline reflects sound practices that
FRFIs should adopt with respect to the risk
management of derivatives activities, some of
which are highlighted below:

e A FRFI’s derivatives activities should be con-
sistent with its Risk Appetite Framework' and
be subject to risk limits approved by its board
of directors.
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e A FRFI should clearly define the nature and
types of incidents that would require escala-
tion to senior management or to its board of
directors.

A FRFTI should have a strong governance pro-
cess concerning the valuation of derivatives,
including control processes and

document procedures.

The sophistication of a FRFI’s approach to
risk measurement and stress testing should
match its activity in the derivatives market
and the complexity of its positions.

The assumptions and parameters of a FRFI’s
measurement of market risk should be fre-
quently reviewed against actual experience
and updated market information.

FRFIs should take all relevant valuation
adjustments into account when pricing
derivatives.

Enterprise-wide credit risk management
function of FRFIs should be independent of
individuals and units that conduct trades and
create risk exposure, with clear authority and
responsibilities as outlined in the Guideline.

FRFIs should apply binding limits regarding
counterparty exposures for derivatives trading
and settlement.

Internal credit risk ratings and counterparty
credit limits should be established for central
counterparties on a risk-adjusted basis.

All central clearing of standardized deriva-
tives by FRFIs should be done through
qualifying central counterparties (“QCCPs”),
including recognized global QCCPs.

Bilateral and multilateral netting agreements
with counterparties should be put in place

in order to reduce counterparty credit risk
exposure.

Reasonable steps should be taken by FRFIs
dealing in derivatives to identify and address
potential material conflicts of interest.
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¢ FRFIs should maintain systems infrastructure
that meets the size and complexity of its de-
rivatives activities.

e FRFIs should periodically engage in portfo-
lio compression as well as in portfolio rec-
onciliation of uncleared derivatives with
counterparties with whom the FRFI has a
material number of derivatives outstanding,
in order to resolve any discrepancies.

The Guideline provides an updated internal
measurement model that should be used by deal-
ers and active position takers to identify and ag-
gregate risk. Furthermore, a FRFI is required to
fully support its risk exposures in its derivatives
activities by having sufficient capital. A FRFI
should engage in a capital adequacy analysis,
which should address its potential for material
loss resulting from derivatives-related risks.

Reporting to Trade Repositories

The Guideline requires each FRFI to report, or
cause to be reported, derivatives transactions to a
recognized trade repository (“TR”) in accordance
with provincial securities regulation. OSFI will
monitor a FRFI’s compliance with these local
reporting requirements, and each FRFI should
include an assessment of such compliance in its
annual compliance report to the OSFI.

OSFI recognizes that global aggregation of TR
data is a complex issue and continues to follow
international developments regarding the access
to data by authorities. Meanwhile, a FRFI
should use its best efforts to enable OSFI to ac-
cess derivatives data reported to a TR.

Other Guidance

The Guideline should be read in conjunction
with other relevant OSFI guidance, which is re-
ferred to in the Guideline.

© Borden Ladner Gervais LLP
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Group. She can be reached at (416) 367-6181 or
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and Capital Markets Group of Borden Ladner
Gervais LLP. Sienne is focusing her practice on
securities and corporate law, with an emphasis
on corporate finance, mergers and acquisitions

and investment management. She can be
reached at (604) 632-3424 or <slam@blg.com>.

' A Risk Appetite Framework should specify

(1) the aggregate level and type of risk that a FRFI is
willing to accept in order to achieve its business ob-
jectives, (2) a FRFI’s risk limits, and (3) the roles and
responsibilities of the overseers of the implementation
of the Risk Appetite Framework.

* SUPREME COURT ADDRESSES PROVINCIAL REGULATION
OF BANKS AND CLASS ACTION STANDING

IN BANK OF MONTREAL v. MARCOTTE TRILOGY -

John B. Laskin, Partner, Sylvie Rodrigue, Partner, Jeremy Opolsky, Associate
and Steven Slavens, Associate
Torys LLP

Introduction

The Supreme Court of Canada recently released
its decision in Bank of Montreal v. Marcotte
[Bank of Montreal]' and its companion cases,
Marcotte v. Fédération des caisses Desjardins
du Québec [Desjardins]* and Amex Bank of
Canada v. Adams [Amex].> 1t held that

(1) certain provincial consumer protection legis-
lation imposing fee disclosure requirements on
credit card issuers, and remedies for their breach
of these requirements, can constitutionally apply
to banks, and (2) a representative plaintiff in a
multi-defendant class action in Quebec does not
need to have a direct cause of action against
each defendant to have standing to pursue the
class action.

Background

Three class actions were brought in Quebec,
based on the disclosure requirements of the
Quebec Consumer Protection Act [CPA].4 The
plaintiffs alleged that issuers of credit cards had
not disclosed the charges levied for foreign cur-
rency conversion and, when disclosing them,
had failed to treat the fees as “credit charges”
under the CPA, which would require increased
disclosure and a 21-day grace period.’ All but
one of the issuers were federally regulated
banks. The bank issuers argued that, because

of exclusive federal authority under the Consti-
tution to regulate banking, and the federal

&9

regulations governing bank-issued credit cards,
the constitutional doctrines of interjurisdictional
immunity (“IJI”’) and federal paramountcy ren-
dered the CPA disclosure requirements inappli-
cable or inoperative to the banks’ activities.

The Superior Court found for the plaintiffs. The
Quebec Court of Appeal reversed in part, hold-
ing that the conversion charges were not credit
charges; however, the issuers remained liable
because for several years they had failed to
properly disclose the fees. The constitutional
doctrines of 1JI and paramountcy did not apply.
The Court of Appeal also found that the repre-
sentative plaintiffs had standing to proceed with
the class actions despite lacking direct causes of
action against each defendant.

The Supreme Court Decisions

Justices Rothstein and Wagner wrote the trilogy
of decisions for a unanimous court. The heart

of the legal analysis is contained in Bank of Mon-
treal. The court denied the issuers’ appeals, al-
lowed the plaintiffs’ appeal in part, and restored
punitive damage awards against certain issuers
for the breach of their disclosure obligations.

Conversion Charges under the
Quebec Consumer Protection Act

The court determined that conversion charges are
not “credit charges” under the CPA. Conversion
charges are incurred when a purchase is made in
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a foreign currency. Under the CPA, credit charg-
es, which include interest and most administra-
tive fees, are subject to additional disclosure
requirements and a 21-day grace period. The
court held that conversion charges are not fees
that a consumer must pay to access credit but
are instead additional fees charged for an op-
tional service and thus cannot be interpreted as
credit charges.

Interjurisdictional Immunity

The court held that 1J1 did not render the CPA
inapplicable to credit cards issued by federally
chartered banks. The doctrine of IJI renders
provincial law inapplicable to the extent that it
impairs the core of a federal power. The bank
issuers argued that bank lending and foreign
currency conversion lie at the core of the exclu-
sive federal power over banking and that the
CPA’s disclosure and remedial regime substan-
tially impaired that jurisdiction.

The court assumed, without deciding, that the
CPA touched on the core of the federal banking
power. But it held that the application to banks
of the CPA as the court had interpreted it did not
meet the impairment requirement. A disclosure
regime for ancillary charges—and the civil rem-
edies when such a regime is breached—does not
impair the exercise of federal jurisdiction over
banking because the provisions do not limit the
banks’ activities by restricting lending or cur-
rency conversion. The court reiterated the limi-
tations it placed on IJI in Canadian Western
Bank v. Alberta: the doctrine must be applied
with “restraint” because “[a] broad application
of the doctrine is in tension with the modern co-

operative approach to federalism”.°

Paramountcy

The court likewise held that the doctrine of par-
amountcy did not render the relevant sections of
the CPA inoperative. Under paramountcy, where
a conflict exists between provincial and federal
law, the federal law prevails and the provincial
law is inoperative to the extent of the conflict. A
conflict may arise when the provincial law either

directly conflicts with or frustrates the purpose
of the federal scheme. However, the court noted
that “care must be taken not to give too broad a
scope” to the concept of frustration of purpose,
holding that the “mere fact that Parliament has
legislated in an area does not preclude provin-
cial legislation from operating in the same
area”.”

The court found no direct conflict between the
federal regulations governing disclosure and the
provincial disclosure requirements as it had in-
terpreted them. It also rejected the argument that
the CPA frustrated the purpose of the federal
regulatory regime. First, the court characterized
the relevant sections of the CPA as articulating a
contractual norm in Quebec, analogous to the
substantive rules of contract found in the Civi/
Code of Québec.® Even if the purpose of the
federal regime was to create exclusive and com-
prehensive national standards, rules regarding
disclosure and accompanying remedies “support
rather than frustrate the federal scheme”, similar
to the relationship between contract law in a
province and the federal regulations.” Second,
although the federal legislation does not provide
for civil remedies for breach of bank disclosure
requirements, employing, instead, review by the
Financial Consumer Agency of Canada and
monetary sanctions, the legislative silence does
not mean that civil remedies are inconsistent
with the federal scheme. The court noted that
banks are not immune from provincial laws of
general application, pointing to the variety of
civil claims that may be brought against banks
under provincial law.

Representative Plaintiff Standing

In upholding the decisions below, the court held
that under the Quebec Code of Civil Procedure
[CCP], a representative plaintiff in a multi-
defendant class action does not need to have a
direct cause of action against each defendant to
have standing to proceed with the action. In this
case, the representative plaintiffs in Bank of
Montreal held credit cards with only two of the
defendant banks.
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The court concluded that the CCP “permits an
entity or person without a direct and personal
interest in the claims against some of the de-
fendants to represent the class in various cir-
cumstances”.'’ Rather than focusing on whether
the representative plaintiff has a cause of action
against every defendant, in considering whether
a class action should be permitted, courts should
focus on, among other factors, whether the class
action presents identical, similar or related ques-
tions of law or fact and whether the representa-
tive plaintiff can adequately represent the class.
In determining the latter question, the court em-
phasized a flexible and proportional approach,
which includes a consideration of the balance
between litigants, questions of good faith and
judicial economy. In this case, the court held
that the representative plaintiffs had standing
because largely the same legal issues were pre-
sent in the cause of action against each issuer.

The court also held that this standing analysis
must be the same whether undertaken before or
after the class action is authorized. This holding
clarifies the former distinction under the CCP
between challenges to the standing of representa-
tive plaintiffs before or after authorization."'

Implications of the Decisions

These cases may prove significant develop-
ments in both class action proceedings and the
provinces’ jurisdiction to regulate banking and
other federally regulated industries. Depending
on the nature of the provincial regulation, the
court’s reiteration of its narrow interpretation
of IJI and its restrictions on paramountcy based
on frustration of federal purpose may expand
the ability of provinces to regulate federal
undertakings.

Further, the holding on standing in multi-
defendant class actions may facilitate industry-
wide class actions. While the decisions discuss
only Quebec civil procedure, they could affect
case law in the rest of Canada, which is current-
ly split on this issue.'
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