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ARTICLE

Department of Finance Reveals Resolution Regime for Financial Market Infrastructures
T he  Departm en t o f  Fi nance  Canada  has recen t l y re l eased  i ts p roposed  regu l a t i ons to  the  Payment Cl ea ri ng  and  Se t t l emen t Act (PCSA) (the  Proposed
Regu l a t i ons) tha t ,  toge the r wi th  the  am endm ents to  the  PCSA pursuan t  to  the  Budge t Imp l ementa t i on  Act ,  2018 ,  No .  1 (the  PCSA Am endm ents),  wi l l
estab l i sh  a  reso l u t i on  reg i m e  i n  the  even t  o f  fa i l u re  o f  desi gna ted  f i nanci a l  m arke t  i n f rastructu res (FM Is) tha t  a re  deem ed system i ca l l y i m portan t .  FM Is
a re  a l so  re fe rred  to  i n  the  PCSA as “cl ea ri ng  and  se t t l em en t system s” o r “cl ea ri ng  houses”.

S i gn i f i can t  adverse  e ffects on  the  funct i on i ng  o f  the  f i nanci a l  system  and  econom i c act i vi ty i n  Canada  cou l d  resu l t  f rom  the  fa i l u re  o f  an  FM I.  As the
backbone  o f  the  f i nanci a l  system , the  fa i l u re  o f  an  FM I cou l d  pu t  a  stop  to  paym ents and  securi t i es and  de ri va t i ves t ransact i ons.  T he  reso l u t i on  reg i m e
wou l d  ensure  tha t ,  i n  the  un l i ke l y even t  o f  a  fa i l u re  o f  a  desi gna ted  FM I,  the  cri t i ca l  se rvi ces o f  the  FM I a re  m a i n ta i ned ,  f i nanci a l  stab i l i ty i s p rom oted
and  the  po ten t i a l  exposure  o f  pub l i c funds to  l oss i s m i n i m i zed .

The PCSA Amendments

FM Is a re  system s tha t  faci l i ta te  the  cl ea ri ng ,  se t t l i ng  o r reco rd i ng  o f  vi rtua l l y a l l  paym ents,  secu ri t i es,  de ri va t i ves o r o the r f i nanci a l  t ransact i ons am ong
part i ci pa t i ng  en t i t i es.

T he  PCSA Am endm ents g i ve  the  Bank o f  Canada  (the  Bank) the  power to  decl a re  an  FM I as non-vi ab l e ,  take  con tro l  o f  and  reso l ve  an  FM I i n  a  m anner
tha t  ach i eves the  ob j ect i ves o f  the  reg i m e  and  recover the  costs associ a ted  wi th  opera t i ona l i zi ng  the  reso l u t i on  p rocess.  T he  Bank wou l d  have  va ri ous
powers and  too l s to  take  t i m e l y act i ons to  ach i eve  the  fo l l owi ng  ou tcom es:

con t i nue  to  p rovi de  the  FM I ’s cri t i ca l  paym ent cl ea ri ng  and  se t t l em en t se rvi ces to  i ts pa rt i ci pan ts;

faci l i ta te  the  t i m e l y se t t l em en t o f  ob l i ga t i ons o f  the  FM I;

a l l oca te  any l osses tha t  have  no t  ye t  been  covered ;  and

rep l en i sh  the  FM I ’s resources to  m ee t i ts regu l a to ry requ i rem en ts.

The Proposed Regulations

T he  Proposed  Regu l a t i ons p rovi de  fu rthe r de ta i l s o f  the  reso l u t i on  reg i m e  i m p l em ented  i n  the  PCSA Am endm ents,  i ncl ud i ng  the  Bank’s ab i l i ty to
recover costs associ a ted  wi th  the  reso l u t i on  p rocess and  the  com pensa t i on  accessi b l e  to  pa rt i ci pan ts i n  the  even t  o f  the  reso l u t i on  o f  an  FM I.

L i m i ted  Cl ea ri ng  M em bers

L i m i ted  Cl ea ri ng  M em bers (LCM s) a re  pa rt i ci pan ts i n  ce rta i n  desi gna ted  cl ea ri ng  and  se t t l em en t system s tha t ,  under the  ru l es o f  the  system , a re :  (i ) no t
requ i red  to  con tri bu te  to  a  de fau l t  fund ;  (i i ) no t  requ i red  to  absorb  l osses a ri si ng  f rom  the  de fau l t  o f  ano the r pa rt i ci pan t  (o the r than  a  ce rta i n  type  o f
reduct i on  i n  an  LCM ’s va ri a t i on  m arg i n  ga i ns);  and  (i i i ) sub j ect  to  add i t i ona l  i n i t i a l  m arg i n  requ i rem en ts.  LCM s a re  sub j ect  to  m od i f i ed  ri sk con tro l s fo r
de fau l t  m anagem ent and  recovery,  wh i ch  a re  desi gned  to  ensure  tha t  LCM s do  no t  pa rt i ci pa te  i n  a rrangem ents tha t  m u tua l i ze  any l osses tha t  a ri se  f rom
the  de fau l t  o f  ano the r pa rt i ci pan t  i n  the  cl ea ri ng  and  se t t l em en t system .

Cost  Recovery o f  the  Reso l u t i on  Process

T he  Proposed  Regu l a t i ons p rovi de  the  Bank wi th  the  ab i l i ty to  recover costs associ a ted  wi th  opera t i ona l i zi ng  the  reso l u t i on  p rocess f rom  cl ea ri ng
houses and  pa rt i ci pan ts.  A speci a l  ru l e  i n  the  reso l u t i on  reg i m e  app l i es to  LCM s, wh i ch  l i m i ts the  costs the  Bank can  recover f rom  LCM s based  on
certa i n  facto rs.

Com pensa t i on  fo r Part i ci pan ts

T he  Proposed  Regu l a t i ons p rescri be  the  pe rsons o r en t i t i es e l i g i b l e  to  access com pensa t i on  i n  the  even t  o f  the  reso l u t i on  o f  an  FM I:  cred i to rs,
sha reho l de rs o r pa rt i ci pan ts o f  the  FM I.

Rationale of the Resolution Regime

Im p l em enta t i on  o f  the  reso l u t i on  reg i m e  i s an  i m portan t  com ponen t o f  the  package  o f  f i nanci a l  secto r regu l a to ry re fo rm s endorsed  by G20  l eaders to
address the  underl yi ng  causes o f  the  2008  g l oba l  f i nanci a l  cri si s.  T he  reso l u t i on  reg i m e  ach i eves these  goa l s by:

Enhanci ng  f i nanci a l  stab i l i ty — T he  reso l u t i on  reg i m e  a l l ows the  FM I undergo i ng  the  reso l u t i on  p rocess to  con t i nue  to  p rovi de  cri t i ca l  se rvi ces and
m i n i m i ze  d i srup t i ons fo r pa rt i ci pan ts and  the  pub l i c i n  the  even t  o f  a  cri si s.

Reduci ng  government exposure  — In  the  absence  o f  a  reso l u t i on  reg i m e , i f  an  FM I becom es non-vi ab l e ,  i t  wou l d  e i the r be  wound  down th rough
exi st i ng  co rpo ra te  bankrup tcy p rocedures o r rescued  th rough  a  pub l i c ba i l ou t .  T h i s cou l d  i n  e ffect  reduce  the  i ncen t i ves fo r FM Is and  the i r
pa rt i ci pan ts to  approp ri a te l y m anage  the i r ri sks,  wh i ch  cou l d  po ten t i a l l y crea te  si gn i f i can t  cost  to  taxpayers.

Low eri ng  costs fo r busi nesses — Because  the  Bank wi l l  abso rb  any costs associ a ted  wi th  the  p repara t i on  o f  an  FM I reso l u t i on  wi th i n  i ts exi st i ng
resources,  the re  a re  no  an t i ci pa ted  com p l i ance  o r adm i n i st ra t i ve  costs fo r busi nesses.
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Contact Us

I f  you  have  any quest i ons abou t  th i s bu l l e t i n ,  p l ease  con tact  one  o f  the  au tho rs o r any o the r m em ber o f  BLG’s 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  has been  nam ed Canada  Law Fi rm  o f  the  Year — Regu l a to ry and
T ransact i ons — a t  Gl oba l  Cap i ta l 's Am eri cas Deri va t i ves Awards eve ry year si nce  the  i ncep t i on  o f  these  awards.

 T he  FM Is desi gna ted  as system i ca l l y i m portan t  a re  the  La rge  Va l ue  T ransfe r System , the  CDSX, the  Canad i an  Deri va t i ves Cl ea ri ng  Servi ces,  CLS Bank
and  SwapCl ear.

By:  Caro l  Derk,  M i chae l  Tayl o r,  Jacque l i ne  T i ng

Servi ces:  Deri va t i ves,  Investm en t M anagem ent
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