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The Canadian government is now seeking to fully implement a bail-in regime in Canada
through three proposed regulations

Background

Following the Canadian government's commitment in Budget 2016 to implement a bail-
in regime, and the subsequent creation of a legislative framework for such a regime
through amendments to the Bank Act and Canada Deposit Insurance Corporation

Act (the "CDIC Act"), the Canadian government is now seeking to fully implement a bail-
in regime in Canada through three proposed regulations. Once implemented, the regime
will allow authorities to convert shares (essentially, preferred shares) and certain
liabilities (collectively, "bail-in eligible securities") of a failing domestic systemically
important bank ("DSIB")! into common shares to recapitalize the bank and allow it to
remain in operation.

As we previously reported in our bulletin on April 29, 2016, the introduction of a bail-in
regime in Canada is one component of Canadian efforts, since the 2008 global financial
crisis, to strengthen the banking sector and reduce the probability and impact of bank
failures.? The financial crisis highlighted that certain banks are of such importance to the
functioning of the financial system and the economy that they cannot be wound down
under a conventional process without imposing unacceptable costs on the economy. In
other words, they are "too-big-to-fail." One of the key tools for addressing the "too-big-
to-fail" issue is bail-in (i.e., the power of authorities to convert some of a bank's debt into
equity in order to recapitalize the bank and help restore it to viability without the use of
government bailouts).

Three Proposed Regulations to Implement the Bail-in Regime in Canada

The legislative framework for bail-in referred to above provides for the introduction of
regulations. Three regulations have been proposed as follows:

1. Bank Recapitalization (Bail-in) Conversion Regulations (the "Bail-in Scope and
Conversion Regulations™). Proposed to be implemented under the CDIC Act,
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these regulations set out the scope of bail-in eligible securities of Canadian
DSIBs, and the conversion terms if a bail-in were to be executed.

2. Bank Recapitalization (Bail-in) Issuance Regulations (the "Bail-in Issuance
Regulations"). Proposed to be implemented under the Bank Act, these
regulations set out requirements that Canadian DSIBs will have to follow when
issuing bail-in eligible securities. The proposed regulations do not create a
requirement for banks to issue securities that are subject to bail-in.

3. Compensation Regulations (the "Compensation Regulations"). Proposed to be
implemented under the CDIC Act, these regulations set out an updated process
for providing compensation to shareholders and creditors of CDIC federal
member institutions if they are made worse off as a result of CDIC's actions to
resolve the institution (including through bail-in) than they would have been if the
institution were liquidated.

The Bail-in Scope and Conversion Regulations and the Bail-in Issuance Regulations will
apply only to DSIBs. The Compensation Regulations will apply to all CDIC federal
member institutions.

We examine each proposed regulation in turn below.

Details on the Proposed Regulations

1. Bail-in Scope and Conversion Regulations
Bail-in Eligible Securities

Pursuant to the Bail-in Scope and Conversion Regulations, the bail-in regime applies
only to long-term (400 or more days), unsecured senior debt that is tradable and
transferable. For these purposes, an instrument is considered tradable and transferable
if it has a CUSIP number, ISIN or other similar identification.

All newly issued instruments that have these features are eligible for a bail-in
conversion. Newly issued preferred shares and subordinated debt are also eligible for
bail-in, provided they are not non-viability contingent capital (NVCC).

The bail-in power is not retroactive, meaning that it applies only to instruments that are
issued, or amended to increase their principal value or extend their term, after the
coming into force of the Bail-in Scope and Conversion Regulations.

Deposits, secured liabilities (e.g., covered bonds), eligible financial contracts (e.qg.,
derivatives), and structured notes are not eligible for bail-in conversion.

Conversion Parameters
A bail-in conversion must meet the following parameters:
1. Adequate recapitalization. In carrying out a bail-in, CDIC must take into

consideration the requirement in the Bank Act for banks to maintain adequate
capital.
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2. Order of conversion. Bail-in eligible securities can only be converted after all
subordinate ranking bail-in eligible securities and NVCC have been converted.

3. Treatment of equally ranking bail-in eligible securities. Equally ranking bail-in
eligible securities must be converted in the same proportion ( pro rata ) and
receive the same number of common shares per dollar of the claim that is
converted.

4. Relative creditor hierarchy. Holders of bail-in eligible securities must receive
more common shares per dollar of the claim that is converted than holders of
subordinate ranking bail-in eligible securities and NVCC that have been
converted.

2. Bail-in Issuance Regulations

Under the Bail-in Issuance Regulations, certain parameters must be met if a bank
issues or amends bail-in eligible securities:

1. The contractual terms of bail-in eligible securities must indicate that the holder of
the security is bound by the application of the CDIC Act, including the conversion
of the security into common shares under the bail-in power. These contractual
terms must be governed by Canadian law, even if the contract itself is governed
by foreign law.

2. The prospectus or other relevant offering document must include disclosure that
the bail-in eligible security is qualified for bail-in conversion.

Failure to meet these requirements will not, however, prevent an issuance from being
eligible for bail-in.

3. Compensation Regulations

The Compensation Regulations establish a compensation process to reimburse
shareholders and creditors of CDIC federal member institutions who have been made
worse off as a result of CDIC's actions, including bail-in actions, than they would have
been if the institution had been liquidated. This process has the following features:3

1. A prescribed list of persons entitled to compensation, including persons who hold
bail-in eligible securities that were subsequently converted into common shares
pursuant to the bail-in power.

2. Arestriction on the ability to transfer the right to compensation.

3. A mechanism to determine the amount of compensation offered by CDIC to
persons entitled to compensation. The amount offered is based on the difference
between an estimate of what the person would have received if the institution had
been wound up and an estimate of the value the person received (or will receive)
through the resolution process. CDIC must make the same offer of compensation
to prescribed persons who hold bail-in eligible securities of the same class (in
proportion to their claim).

4. The conditions under which the Governor in Council is required to appoint a
judge as an assessor to review CDIC's determination of compensation. The
threshold for requiring an assessor to be appointed is if persons who held at least
10% of the value of debt or at least 10% of the shares of a given class object to
CDIC's offer. The CDIC Act requires the appointed third-party assessor to be a
federal judge.
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How the Proposed Regulations Work Within the Bail-In
Regime

Under the bail-in regime, CDIC will take temporary control or ownership of the non-
viable bank, executing a bail-in conversion in accordance with the Bail-in Scope and
Conversion Regulations to recapitalize the bank, and undertaking any other
restructuring measures necessary to restore the bank to viability. The bail-in eligible
securities converted will be those issued by the bank in accordance with the Bail-in
Issuance Regulations.

After the completion of the bail-in conversion and other necessary restructuring
measures, CDIC will return the bank to private control. The return to private control must
happen within one year, although the Governor in Council may extend this time frame
for up to a maximum total period of five years.

Following the resolution, CDIC will make an offer of compensation to the relevant
shareholders and creditors in accordance with the Compensation Regulations, if they
have been made worse off as a result of CDIC's actions than they would have been if
the institution had been liquidated. If the conditions in the Compensation Regulations
are met, CDIC's offer will be reviewed by a third-party assessor.

Contact Us

If you have any questions about the proposed regulations, please contact one of the
authors of this bulletin or any member of BLG's Financial Services Regulatory
Group and Derivatives Group.

BLG is ranked as the Number One Law firm in Canada for Derivatives by Derivatives
Weekly and was named Canada Law Firm of the Year at Global Capital's Americas
Derivatives Awards for the years 2014, 2015 and 2016. BLG's Derivatives Group is a
multi-disciplinary team of lawyers that cuts across several of our practice groups. The
team is experienced in negotiating derivatives documentation with sell-side and buy-
side market participants around the world. Our clients include financial institutions,
investment dealers, futures commission merchants, market intermediaries,
securitization conduits and a wide variety of derivative end-users, such as mutual funds,
hedge funds, pension funds, other investment vehicles, commodity producers, real
estate firms, insurance companies, risk management firms and other corporate end-
users. Our advice covers derivative structuring and document negotiation, regulatory
compliance, tri-party collateral control practices and close-out issues. We also advise on
compliance and registration requirements relating to derivatives in Canada.

BLG'S Financial Services Regulatory Group is one of the largest in Canada, with depth
of knowledge located in each of our Toronto, Montréal, Calgary, Vancouver and Ottawa
offices. Working closely with clients, we provide advice in the areas of banking, life and
property and casualty insurance, and a host of other financial services products and
services. We act for many different types of institutions and other entities that provide
financial services, including domestic and foreign banks, foreign bank subsidiaries,
foreign bank branches, trust companies, loan companies, commercial and consumer
finance entities, credit unions, investment dealers, other securities dealers, investment

4


https://blg.com/en/Expertise/Pages/Derivatives.aspx

BLG

advisors, insurance companies, brokers and agents of insurance, mortgages and
deposits, mutual fund companies, payday lenders, collection agencies and credit
reporting services.

1 Canada's six largest banks were named as systemically important by the Office of the
Superintendent of Financial Institutions ("OSFI") in 2013.

2 In Canada, other efforts include higher capital requirements, enhanced supervision by
OSFI, and institution-specific recovery and resolution plans.

3 Some of these features either build on or adapt existing legislative provisions in
sections 39.23 to 39.37 of the CDIC Act.
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Les présents renseignements sont de nature générale et ne sauraient constituer un avis juridique, ni un énoncé complet de la Iégislation
pertinente, ni un avis sur un quelconque sujet. Personne ne devrait agir ou s’abstenir d’agir sur la foi de ceux-ci sans procéder a un examen
approfondi du droit apres avoir soupesé les faits d’une situation précise. Nous vous recommandons de consulter votre conseiller juridique si
vous avez des questions ou des préoccupations particulieres. BLG ne garantit aucunement que la teneur de cette publication est exacte, a
jour ou compléte. Aucune partie de cette publication ne peut étre reproduite sans I'autorisation écrite de Borden Ladner Gervais sEN.CR.L.,
s.R.L. Si BLG vous a envoyé cette publication et que vous ne souhaitez plus la recevoir, vous pouvez demander a faire supprimer vos
coordonnées de nos listes d’envoi en communiquant avec nous par courriel a desabonnement@blg.com ou en modifiant vos préférences
d’abonnement dans blg.com/fr/about-us/subscribe. Si vous pensez avoir regu le présent message par erreur, veuillez nous écrire a
communications@blg.com. Pour consulter la politique de confidentialité de BLG relativement aux publications, rendez-vous sur

blg.com/fr/ProtectionDesRenseignementsPersonnels.
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