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ARTICLE

Canadian Government Tables Bail-In Regulations
T he  Canad i an  governm ent i s now seeki ng  to  fu l l y i m p l em ent a  ba i l -i n  reg i m e  i n  Canada  th rough  th ree  p roposed  regu l a t i ons

Background

Fo l l owi ng  the  Canad i an  governm ent 's com m i tm en t i n  Budge t  2016  to  i m p l em ent a  ba i l -i n  reg i m e , and  the  subsequen t  crea t i on  o f  a  l eg i sl a t i ve
fram ework fo r such  a  reg i m e  th rough  am endm ents to  the  Bank Act  and  Canada  Deposi t  Insu rance  Corpora t i on  Act  (the  "CDIC Act" ),  the  Canad i an
governm ent i s now seeki ng  to  fu l l y i m p l em ent a  ba i l -i n  reg i m e  i n  Canada  th rough  th ree  p roposed  regu l a t i ons.  Once  i m p l em ented ,  the  reg i m e  wi l l
a l l ow au tho ri t i es to  convert  sha res (essen t i a l l y,  p re fe rred  shares) and  ce rta i n  l i ab i l i t i es (co l l ect i ve l y,  "ba i l -i n  e l i g i b l e  securi t i es" ) o f  a  fa i l i ng  dom est i c
system i ca l l y i m portan t  bank ("DSIB" )  i n to  com m on shares to  recap i ta l i ze  the  bank and  a l l ow i t  to  rem a i n  i n  opera t i on .

As we  p revi ousl y reported  i n  ou r bu l l e t i n  on  Apri l  29 ,  2016,  the  i n t roduct i on  o f  a  ba i l -i n  reg i m e  i n  Canada  i s one  com ponen t o f  Canad i an  e ffo rts,  si nce
the  2008  g l oba l  f i nanci a l  cri si s,  to  st reng then  the  banki ng  secto r and  reduce  the  p robab i l i ty and  i m pact  o f  bank fa i l u res.  T he  f i nanci a l  cri si s
h i gh l i gh ted  tha t  ce rta i n  banks a re  o f  such  i m portance  to  the  funct i on i ng  o f  the  f i nanci a l  system  and  the  econom y tha t  they canno t  be  wound  down
under a  conven t i ona l  p rocess wi thou t  i m posi ng  unaccep tab l e  costs on  the  econom y. In  o the r words,  they a re  " too -b i g -to -fa i l . "  One  o f  the  key too l s fo r
addressi ng  the  " too -b i g -to -fa i l "  i ssue  i s ba i l -i n  (i .e . ,  the  power o f  au tho ri t i es to  convert  som e o f  a  bank's deb t  i n to  equ i ty i n  o rde r to  recap i ta l i ze  the
bank and  he l p  resto re  i t  to  vi ab i l i ty wi thou t  the  use  o f  governm ent ba i l ou ts).

T h ree  Proposed  Regu l a t i ons to  Im p l em ent the  Ba i l -i n  Reg i m e i n  Canada

T he  l eg i sl a t i ve  f ram ework fo r ba i l -i n  re fe rred  to  above  p rovi des fo r the  i n t roduct i on  o f  regu l a t i ons.  T h ree  regu l a t i ons have  been  p roposed  as fo l l ows:

1.  Bank Recap i ta l i za t i on  (Ba i l -i n ) Conversi on  Regu l a t i ons (the  "Ba i l -i n  Scope  and  Conversi on  Regu l a t i ons" ).  Proposed  to  be  i m p l em ented  under the
CDIC Act ,  these  regu l a t i ons se t  ou t  the  scope  o f  ba i l -i n  e l i g i b l e  securi t i es o f  Canad i an  DSIBs,  and  the  conversi on  te rm s i f  a  ba i l -i n  were  to  be
execu ted .

2.  Bank Recap i ta l i za t i on  (Ba i l -i n ) Issuance  Regu l a t i ons (the  "Ba i l -i n  Issuance  Regu l a t i ons" ).  Proposed  to  be  i m p l em ented  under the  Bank Act,  these
regu l a t i ons se t  ou t  requ i rem en ts tha t  Canad i an  DSIBs wi l l  have  to  fo l l ow when  i ssu i ng  ba i l -i n  e l i g i b l e  securi t i es.  T he  p roposed  regu l a t i ons do  no t
crea te  a  requ i rem en t fo r banks to  i ssue  securi t i es tha t  a re  sub j ect  to  ba i l -i n .

3.  Compensa t i on  Regu l a t i ons (the  "Com pensa t i on  Regu l a t i ons" ).  Proposed  to  be  i m p l em ented  under the  CDIC Act ,  these  regu l a t i ons se t  ou t  an
upda ted  p rocess fo r p rovi d i ng  com pensa t i on  to  sha reho l de rs and  cred i to rs o f  CDIC federa l  m em ber i nst i tu t i ons i f  they a re  m ade  worse  o ff  as a
resu l t  o f  CDIC's act i ons to  reso l ve  the  i nst i tu t i on  (i ncl ud i ng  th rough  ba i l -i n ) than  they wou l d  have  been  i f  the  i nst i tu t i on  were  l i qu i da ted .

T he  Ba i l -i n  Scope  and  Conversi on  Regu l a t i ons and  the  Ba i l -i n  Issuance  Regu l a t i ons wi l l  app l y on l y to  DSIBs.  T he  Com pensa t i on  Regu l a t i ons wi l l
app l y to  a l l  CDIC federa l  m em ber i nst i tu t i ons.

We exam i ne  each  p roposed  regu l a t i on  i n  tu rn  be l ow.

Details on the Proposed Regulations

1 .  Ba i l -i n  Scope  and  Conversi on  Regu l a t i ons

Ba i l -i n  E l i g i b l e  Securi t i es

Pursuan t  to  the  Ba i l -i n  Scope  and  Conversi on  Regu l a t i ons,  the  ba i l -i n  reg i m e  app l i es on l y to  l ong -te rm  (400  o r m ore  days),  unsecured  sen i o r deb t  tha t
i s t radab l e  and  t ransfe rab l e .  Fo r these  pu rposes,  an  i nstrum en t i s consi de red  t radab l e  and  t ransfe rab l e  i f  i t  has a  CUSIP num ber,  IS IN o r o the r si m i l a r
i den t i f i ca t i on .

A l l  newl y i ssued  i nstrum en ts tha t  have  these  fea tu res a re  e l i g i b l e  fo r a  ba i l -i n  conversi on .  Newl y i ssued  p re fe rred  shares and  subord i na ted  deb t  a re  a l so
e l i g i b l e  fo r ba i l -i n ,  p rovi ded  they a re  no t  non-vi ab i l i ty con t i ngen t  cap i ta l  (NVCC).

T he  ba i l -i n  power i s no t  re t roact i ve ,  m ean i ng  tha t  i t  app l i es on l y to  i nstrum en ts tha t  a re  i ssued ,  o r am ended  to  i ncrease  the i r p ri nci pa l  va l ue  o r extend
the i r te rm , a f te r the  com i ng  i n to  fo rce  o f  the  Ba i l -i n  Scope  and  Conversi on  Regu l a t i ons.

Deposi ts,  secu red  l i ab i l i t i es (e .g . ,  cove red  bonds),  e l i g i b l e  f i nanci a l  con tracts (e .g . ,  de ri va t i ves),  and  structu red  no tes a re  no t  e l i g i b l e  fo r ba i l -i n
conversi on .

Conversi on  Paramete rs

A ba i l -i n  conversi on  m ust  m ee t the  fo l l owi ng  pa ram ete rs:

1.  Adequa te  recap i ta l i za t i on .  In  ca rryi ng  ou t  a  ba i l -i n ,  CDIC m ust  take  i n to  consi de ra t i on  the  requ i rem en t i n  the  Bank Act fo r banks to  m a i n ta i n
adequa te  cap i ta l .

2.  Order o f  conversi on .  Ba i l -i n  e l i g i b l e  securi t i es can  on l y be  converted  a f te r a l l  subord i na te  ranki ng  ba i l -i n  e l i g i b l e  securi t i es and  NVCC have  been
converted .

3.  T rea tm en t o f  equa l l y ranki ng  ba i l -i n  e l i g i b l e  securi t i es.  Equa l l y ranki ng  ba i l -i n  e l i g i b l e  securi t i es m ust  be  converted  i n  the  sam e p roport i on  ( pro

1

2

ttps://blg.com/en/News-And-Publications/Pages/Publication_4490.asp


ra ta  ) and  rece i ve  the  sam e num ber o f  com m on shares pe r do l l a r o f  the  cl a i m  tha t  i s converted .

4.  Re l a t i ve  cred i to r h i e ra rchy.  Ho l de rs o f  ba i l -i n  e l i g i b l e  securi t i es m ust  rece i ve  m ore  com m on shares pe r do l l a r o f  the  cl a i m  tha t  i s converted  than
ho l de rs o f  subord i na te  ranki ng  ba i l -i n  e l i g i b l e  securi t i es and  NVCC tha t  have  been  converted .

2 .  Ba i l -i n  Issuance  Regu l a t i ons

Under the  Ba i l -i n  Issuance  Regu l a t i ons,  ce rta i n  pa ram ete rs m ust  be  m et i f  a  bank i ssues o r am ends ba i l -i n  e l i g i b l e  securi t i es:

1.  T he  con tractua l  te rm s o f  ba i l -i n  e l i g i b l e  securi t i es m ust  i nd i ca te  tha t  the  ho l de r o f  the  securi ty i s bound  by the  app l i ca t i on  o f  the  CDIC Act ,
i ncl ud i ng  the  conversi on  o f  the  securi ty i n to  com m on shares under the  ba i l -i n  power.  T hese  con tractua l  te rm s m ust  be  governed  by Canad i an  l aw,
even  i f  the  con tract  i tse l f  i s governed  by fo re i gn  l aw.

2.  T he  p rospectus o r o the r re l evan t  o ffe ri ng  docum ent m ust  i ncl ude  d i scl osu re  tha t  the  ba i l -i n  e l i g i b l e  securi ty i s qua l i f i ed  fo r ba i l -i n  conversi on .

Fa i l u re  to  m ee t these  requ i rem en ts wi l l  no t ,  however,  p reven t  an  i ssuance  f rom  be i ng  e l i g i b l e  fo r ba i l -i n .

3 .  Com pensa t i on  Regu l a t i ons

T he  Com pensa t i on  Regu l a t i ons estab l i sh  a  com pensa t i on  p rocess to  re i m burse  shareho l de rs and  cred i to rs o f  CDIC federa l  m em ber i nst i tu t i ons who  have
been  m ade  worse  o ff  as a  resu l t  o f  CDIC's act i ons,  i ncl ud i ng  ba i l -i n  act i ons,  than  they wou l d  have  been  i f  the  i nst i tu t i on  had  been  l i qu i da ted .  T h i s
p rocess has the  fo l l owi ng  fea tu res:

1.  A p rescri bed  l i st  o f  pe rsons en t i t l ed  to  com pensa t i on ,  i ncl ud i ng  pe rsons who  ho l d  ba i l -i n  e l i g i b l e  securi t i es tha t  were  subsequen t l y converted  i n to
com m on shares pu rsuan t  to  the  ba i l -i n  power.

2.  A restri ct i on  on  the  ab i l i ty to  t ransfe r the  ri gh t  to  com pensa t i on .

3.  A m echan i sm  to  de te rm i ne  the  am oun t o f  com pensa t i on  o ffe red  by CDIC to  pe rsons en t i t l ed  to  com pensa t i on .  T he  am oun t o ffe red  i s based  on  the
d i ffe rence  be tween  an  est i m a te  o f  wha t  the  pe rson  wou l d  have  rece i ved  i f  the  i nst i tu t i on  had  been  wound  up  and  an  est i m a te  o f  the  va l ue  the
person  rece i ved  (o r wi l l  rece i ve ) th rough  the  reso l u t i on  p rocess.  CDIC m ust  m ake  the  sam e o ffe r o f  com pensa t i on  to  p rescri bed  pe rsons who  ho l d
ba i l -i n  e l i g i b l e  securi t i es o f  the  sam e cl ass (i n  p roport i on  to  the i r cl a i m ).

4.  T he  cond i t i ons under wh i ch  the  Governor i n  Counci l  i s requ i red  to  appo i n t  a  j udge  as an  assessor to  revi ew CDIC's de te rm i na t i on  o f  com pensa t i on .
T he  th resho l d  fo r requ i ri ng  an  assessor to  be  appo i n ted  i s i f  pe rsons who  he l d  a t  l east  10% o f  the  va l ue  o f  deb t  o r a t  l east  10% o f  the  shares o f  a
g i ven  cl ass ob j ect  to  CDIC's o ffe r.  T he  CDIC Act  requ i res the  appo i n ted  th i rd -pa rty assessor to  be  a  federa l  j udge .

How the Proposed Regulations Work Within the Bail-In Regime

Under the  ba i l -i n  reg i m e , CDIC wi l l  take  tem pora ry con tro l  o r ownersh i p  o f  the  non-vi ab l e  bank,  execu t i ng  a  ba i l -i n  conversi on  i n  acco rdance  wi th  the
Ba i l -i n  Scope  and  Conversi on  Regu l a t i ons to  recap i ta l i ze  the  bank,  and  undertaki ng  any o the r restructu ri ng  m easures necessary to  resto re  the  bank to
vi ab i l i ty.  T he  ba i l -i n  e l i g i b l e  securi t i es converted  wi l l  be  those  i ssued  by the  bank i n  acco rdance  wi th  the  Ba i l -i n  Issuance  Regu l a t i ons.

Af te r the  com p l e t i on  o f  the  ba i l -i n  conversi on  and  o the r necessary restructu ri ng  m easures,  CDIC wi l l  re tu rn  the  bank to  p ri va te  con tro l .  T he  re tu rn  to
p ri va te  con tro l  m ust  happen  wi th i n  one  year,  a l though  the  Governor i n  Counci l  m ay extend  th i s t i m e  f ram e fo r up  to  a  m axi m um  to ta l  pe ri od  o f  f i ve
years.

Fo l l owi ng  the  reso l u t i on ,  CDIC wi l l  m ake  an  o ffe r o f  com pensa t i on  to  the  re l evan t  sha reho l de rs and  cred i to rs i n  acco rdance  wi th  the  Com pensa t i on
Regu l a t i ons,  i f  they have  been  m ade  worse  o ff  as a  resu l t  o f  CDIC's act i ons than  they wou l d  have  been  i f  the  i nst i tu t i on  had  been  l i qu i da ted .  I f  the
cond i t i ons i n  the  Com pensa t i on  Regu l a t i ons a re  m et,  CDIC's o ffe r wi l l  be  revi ewed  by a  th i rd -pa rty assessor.

Contact Us

I f  you  have  any quest i ons abou t  the  p roposed  regu l a t i ons,  p l ease  con tact  one  o f  the  au tho rs o f  th i s bu l l e t i n  o r any m em ber o f  BLG's Fi nanci a l  Se rvi ces
Regu l a to ry Group  and  Deri va t i ves Group.

BLG i s ranked  as the  Num ber One  Law f i rm  i n  Canada  fo r Deri va t i ves by Deri va t i ves Weekl y and  was nam ed Canada  Law Fi rm  o f  the  Year a t  Gl oba l
Cap i ta l 's Am eri cas Deri va t i ves Awards fo r the  years 2014 ,  2015  and  2016 .  BLG's Deri va t i ves Group  i s a  m u l t i -d i sci p l i na ry team  o f  l awyers tha t  cu ts
across severa l  o f  ou r p ract i ce  g roups.  T he  team  i s experi enced  i n  nego t i a t i ng  de ri va t i ves docum enta t i on  wi th  se l l -si de  and  buy-si de  m arke t  pa rt i ci pan ts
a round  the  worl d .  Our cl i en ts i ncl ude  f i nanci a l  i nst i tu t i ons,  i nvestm en t dea l e rs,  fu tu res com m i ssi on  m erchan ts,  m arke t  i n te rm ed i a ri es,  secu ri t i za t i on
condu i ts and  a  wi de  va ri e ty o f  de ri va t i ve  end-users,  such  as m utua l  funds,  hedge  funds,  pensi on  funds,  o the r i nvestm en t veh i cl es,  com m od i ty p roducers,
rea l  esta te  f i rm s,  i nsu rance  com pan i es,  ri sk m anagem ent f i rm s and  o the r co rpo ra te  end-users.  Our advi ce  covers de ri va t i ve  st ructu ri ng  and  docum ent
nego t i a t i on ,  regu l a to ry com p l i ance ,  t ri -pa rty co l l a te ra l  con tro l  p ract i ces and  cl ose -ou t  i ssues.  We a l so  advi se  on  com p l i ance  and  reg i st ra t i on
requ i rem en ts re l a t i ng  to  de ri va t i ves i n  Canada .

BLG'S Fi nanci a l  Se rvi ces Regu l a to ry Group  i s one  o f  the  l a rgest  i n  Canada ,  wi th  dep th  o f  knowl edge  l oca ted  i n  each  o f  ou r To ron to ,  M on tréa l ,  Ca l ga ry,
Vancouver and  Ottawa  o ff i ces.  Worki ng  cl ose l y wi th  cl i en ts,  we  p rovi de  advi ce  i n  the  a reas o f  banki ng ,  l i fe  and  p roperty and  casua l ty i nsu rance ,  and  a
host  o f  o the r f i nanci a l  se rvi ces p roducts and  se rvi ces.  We act  fo r m any d i ffe ren t  types o f  i nst i tu t i ons and  o the r en t i t i es tha t  p rovi de  f i nanci a l  se rvi ces,
i ncl ud i ng  dom est i c and  fo re i gn  banks,  fo re i gn  bank subsi d i a ri es,  fo re i gn  bank b ranches,  t rust  com pan i es,  l oan  com pan i es,  com m erci a l  and  consum er
f i nance  en t i t i es,  cred i t  un i ons,  i nvestm en t dea l e rs,  o the r securi t i es dea l e rs,  i nvestm en t advi so rs,  i nsu rance  com pan i es,  b roke rs and  agen ts o f  i nsu rance ,
m ortgages and  deposi ts,  m u tua l  fund  com pan i es,  payday l enders,  co l l ect i on  agenci es and  cred i t  report i ng  se rvi ces.

 Canada 's si x l a rgest  banks were  nam ed as system i ca l l y i m portan t  by the  Off i ce  o f  the  Superi n tenden t  o f  Fi nanci a l  Inst i tu t i ons ("OSFI" ) i n  2013 .

 In  Canada ,  o the r e ffo rts i ncl ude  h i gher cap i ta l  requ i rem en ts,  enhanced  supervi si on  by OSFI,  and  i nst i tu t i on -speci f i c recovery and  reso l u t i on  p l ans.

 Som e o f  these  fea tu res e i the r bu i l d  on  o r adap t  exi st i ng  l eg i sl a t i ve  p rovi si ons i n  sect i ons 39 .23  to  39 .37  o f  the  CDIC Act .
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By: Caro l  Derk,  S tephen  J.  Red i can,  Ol i vi e r Ta rd i f,  M i chae l  Tayl o r,  Je ff rey S.  Graham

Servi ces:  Banki ng  & Fi nanci a l  Se rvi ces,  Fi nanci a l  Se rvi ces,  Energy - Oi l  &  Gas Regu l a to ry
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