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Regulation of Banks
Canadian financial services industry formerly had 4 sectors
Banks, trust companies, stockbrokerages and insurance companies
To avoid conflicts of interest, each was separately regulated
Internationalization in 1980’s led to legislation allowing banks to go beyond traditional banking
Still can’t sell/promote insurance (but can use other branches/online)
Increasingly offering international banking services (ex. letters of credit, cross-border transfers, etc)
Banks under federal jurisdiction in Canada (regulated through Bank Act)
Purpose to ensure stability and liquidity of banks and to identify/regulate their business
Not concerned with relationship between bank and individual customers
Terms/conditions in agreement (contract law) + based on practice/common law
Bank-Customer Relationship
One bank account into which business deposits cash receipts and from which it makes payments
Customer’s money on deposit with bank (bank = debtor, customer = creditor)
Bank not obligated to give advice/look out for customer’s best interest
But if providing financial advice, a fiduciary relationship may exist
Duties of the Bank
Honor payment instructions and repay deposits
Collect payments for customer
Provide account information to customer on a regular basis
Maintain secrecy of customer’s affairs
Subject to the law concerning money laundering (false reporting of income from criminal activity as income from legitimate business)
Duties of the Customer
Provide documentation as to who is authorized to give instructions (prevent fraud/forgery)
Notify bank of any suspected problems
Provide safeguards for electronic communications
Bank-Customer Agreement
Standard banking documents designed to protect the bank (not the customer)
Banking contract – contract that specifies rights and obligations of a bank and customer
Specifies who has authority to issue instructions to bank on behalf of customer
Allocates risk of loss resulting from problems with verifying customer’s authority
Ex. verification clause may give customer 30 days to detect and report unauthorized payments (beyond that period, customer incurs loss)
Electronic banking – financial transactions carried out through use of computers/telephones/other electronics
Existing legislation is irrelevant to electronic banking
If customers fail to meet requirements (ex. change PIN regularly, report problems), may be liable
Daily/weekly monetary limits on transactions to control losses in the event of fraud
Identify theft – fraudulent use of other’s personal information to create a false identity
Methods of Payment
Negotiable instruments – written contract containing an unconditional promise/order to pay a specific sum on demand or on a specified date to a specific person/bearer
Promissory note – written promise by one person to another to pay a specified amount
Bill of exchange – written order to a person to pay a specified amount to another person
Cheque (written order to a bank to pay money to a specific person) is a special bill of exchange payable on demand
Federally regulated by Bills of Exchange Act
Requirements for negotiable instruments
Must be a self-contained obligation
In written form and signed by person making promise/authorizing payment
Must specify amount of money to be paid on a specific date (or on demand)
Obligation must be conditional (ex. can’t say to pay the balance due)
Business entitled to payment (supplier) is the payee or drawer
Recipient of instructions (bank) is the drawee
Steps in Cheque Circulation Process
Creator/drawer issues cheque to supplier/payee
Supplier deposits cheque in bank
Supplier’s bank places funds in supplier’s account
Cheque moves from supplier’s bank to drawer’s bank
Drawer’s bank removes funds from drawer’s account and transfers to supplier’s bank
Supplier’s bank recovers the funds
Implications of Writing a Cheque
Cheque = unconditional promise to pay specified sum not to just supplier, but potentially to anyone (holder) who presents cheque to their bank for payment
Holder in due course – holder in good faith without notice of defects, who acquires greater rights than parties who dealt directly with each other as drawer and drawee
Rights of holder in due course are not affected by any terms of contract between the two
If something wrong with contract, drawer’s bank will still pay cheque to the holder
Drawer will then have to seek compensation separately from the supplier
If drawer owes money to supplier, supplier can assign right to collect to someone else (assignee)
If drawer has reason to refuse to pay supplier’s claim, can also avoid paying assignee
Assignee can have no better rights than the assignor
Consumer note – negotiable instrument signed by a consumer to buy on credit
Holder of note not given status of a holder in due course
Subject to claims arising from original contract of sale
Consumer not obligated to pay note if goods received are defective
For commercial transactions only
Cheque is a self-contained obligation, that doesn’t depend on circumstances outside the cheque

Payment and Collection Arrangements
	Type of Arrangement
	Parties Involved
	Enforcement Rights

	Contract
	Buyer (debtor)
Seller (creditor)
	Seller can collect subject to performance of its obligations

	Assignment of contractual right
	Debtor
Creditor (assignor)
Assignee
	Assignee’s right to collect is subject to debtor’s obligation to pay the assignor

	Negotiable instrument (ex. cheque)
	Drawer (debtor)
Payee (creditor)
Holder
	Holder in due course’s right to collect is not tied to original contract

	Consumer note
	Consumer
Seller
Financier
	Financier doesn’t have status of holder in due course (consumer’s obligation depends on original contract)


Implications of Accepting a Cheque
Cheque has no value if drawer’s account doesn’t have enough money when presented for payment
Deciding to accept cheques is equivalent to extending credit
Certification – process whereby a bank guarantees payment of a cheque
Drawer (or sometimes payee) takes cheque to drawer’s bank and has bank certify it
Bank immediately removes money from customer’s account and holds it in reserve until cheque is presented for payment
Stop payment – person who writes cheque orders bank not to pay holder who presents it
If issued anytime before cheque is charged against the account
Certification prevents drawer from putting stop payment on cheque
Drawer may postdate cheque (makes it payable on future specified date, not when created)
Banks reluctant to cash large cheques for those who aren’t their customers b/c can’
Harder to recover funds if cheque worthless (can’t just withdraw from client’s account)
Endorsement and Transfer of Negotiable Instruments
Negotiation – process of transferring negotiable instruments from one person to another
All that is needed is for the current holder to endorse (sign) instrument over to new holder
Anyone who has endorsed the cheque is potentially liable for amount (ex. may be liable if forged)
Endorsement in blank – signing a cheque without any special instructions (anyone can cash it)
Restrictive endorsements – signing a cheque for deposit only to a particular bank account
Special endorsement – signing a cheque and making it payable to a specific person
If a NSF cheque is returned, seller can only recover funds by collecting from buyer
Risks of Methods of Accepting Payment
	Form of Payment
	Nature of Payment
	Risk for Person Accepting Payment

	Cheque
	Deposited
	Insufficient funds, signature forged

	Credit card
	Guaranteed
	Risk is borne largely by card provider

	Debit card or EFT
	Immediate transfer
	Risk borne largely by payment system
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