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mEKRE 1987 FHBEITELBREEMNERERILE
—HeREFARIRE —SHREESH > BBRAXEEXER
WA A > e KAEKRMFB NS & pay-box #A 4
risk-minimizer » £ BEHBER R EGEIEFE > 4t 845
MEEXPRRTUARERESE  BRTALTHAER
#o AEREEAAFZRFRAABFEEZT » CAK
ERABEB I AR S EELREASEER  MEX
B 1996 $i45 > RASREBEN K4S L BiTdm
BARS  SBBBEANYRE KRB B &7 A 1
BATHRILLEGHIT - EH RBRIE—BEFAKEE
- FTEREREFEFELET AL BELHAREZ
M f TR R EABARS/ERS > LA XREEE
Koo igs BHREAREFBERE e
KOBRBEFERBERSE - FRR(—)BRTHREREE
HemERERITINTRAREN (=) MR B M
ZHABRSEL UL EAERT(Z)ERREME L%
o 6 REEHFFE(WKBERBHEE R R LH
HARBREZEEA(R)REMARAITRILARBRRES -



RmERZ LB AMEIRREE
2 BT ELBEEI LR .

B XM BRIEET BB

RIPTREREEE ...
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Fe~CDIC/OSFI R BB EH ...

ENKWHEER. .
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M ERFATREREFEY L ERE

T~ AF

M phn A+ =F+—AXBEtwALAAR
e e K4 7k B 12 B ( Office of the Superintendent of Financial
Institutions, OSFI ) & /e & K & 3K & 2> 8] ( Canada Deposit
Insurance Corporation, CDIC )Z R #Z BE E a3 BEZFHT
F8 # #&.( Early Detection, Intervention and Resolution Regime )
BHERAL mEKRE 1987 FHLETLREEMERE » &R
TE-HeRETERERN - B EFRRXAEXRFRREH HE
W& K5 AR 8] & pay-box # % 2 risk-minimizer » £ 4%
EERBRREOERET % RITAF THRREEHM > £ OSFI
# CDIC #F 42T » & B KA L BB AR > & EME
SR ABEER mEKE 199 Fi£45 0 BA LM
MEHEL BAlmEReBE2AEY  2BBBEARYR
o AERBEFRZTRGENLT 22002 F2rRB BB F
EHMEBROEI ZHiE 10% > LEEXRCERLKR—TILS
% > OSFI 2 CDIC R Etb& R 2MWA B B ~ F 24K
fTetEan > EEGMRE > RE A 93 F 7 A 1 BATHA
IHAEBIT FEHF RRILE-GEFAKEEM-—ITH L
REREELZBESC EHXRBELNEPLERIT FHARLS] -
THRREEZE X 4R 2WEAREXHA RTFOBEADHFANR
B ERRABFHERES > FLBBBRELES
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bR Age LHBMREEARCERBE AR EROER
RAAE4F R BG4 o
KBLEAEGTALHY 5N AT FHoidd
& K24 aREE 4 # B 3% 3% 3% ( Financial System and Regulatory
Environment ) » % Z ¥ 4 #H AT AR R & & & & 32 ( Risk-
Focused Approach to Supervision ) Z 46 %M > & @94 Ao
CAFUBRRETRBATH THRBELEFEHEH( New
Supervisory Framework and Intervention Regime) » % %3¢ 431
A RZAB—TibReREZHHME ZHASCERS > £
XA A% OSFI $2 CDIC Z % o % % & # ( CDIC/OSFI
Strategic Alliance Agreement ) » % 3 4Rl AR R AR -

N mEXZLBRBAREERN
— oM A
mEKGLEBEBBABT FHRATRLA FRES
AERBNE] ~ EMBRBRAE ~E5EH  Log -~ 2REAL -
BEBHMAE el ARG LBBERT > AERAE
BAT S FHRAF RN ~FRAES o
M ERZBATHRIRSITH  HABALE > THE2EE
LEREHEMAT A BBBELE  HABEHEER 16 XF
BARITHLERARBR 1.6 k¥ (H40REH)  EART
235,600 A > XATHFH A 4EEE 162 HAZERTA
EABBRBLELIRERNTAEZT0%  APRABKKRGA X
4847 » X K4RAT .35 2 K 4847 (Royal Bank of Canada) ~ % f&
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% i4 8 4% 47 (Toronto-Dominion Bank) ~ # B % ¥ 4847
(Canadian Imperial Bank of Commerce) ~ % # 4& 47 (Bank of
Nova Scotia) ~ % 4% £ 4% 47 (Bank of Montreal) ~ & X B %
4% 17 (National Bank of Canada) » i& X K& ATH A NF % R4
7o —&NT% ¢ 8#HRTELEHE (Automated Banking
Machines, ABM) » B 2B EER ¥ FER » BT ARBRL
BEATH AHEHEZ 0% » BRI BRA » 1999 4 89 48.7F 4|
% 91 f&h % > 2000 5 A 96 A% > 2001 F3iF 97 {Em ¥ >
IZRAREARITER - ZERITEHBRTATERS -

mEREREBIRIL FHALRAL LR 48 &
ITRIHABALR  SBABATELEFTIE > WA LEA BT
LEBATENLRRATZRPBATHETEZRE - RiEWE
KEZ > BARABERE X LBEUHLEELE—ORT » £
FXBERERAERITRACEEEREBZ %Y &
EEBAEREE - mEREZTRTEAAFELEBE RSB
SLABIRBUF Z 5 0 B dnE BB A BESATIIN G 5 3
MR L ZH > EEERREE o

BMEZ  mERZLBRBEAZAIZFORELBMHE
(—) £&&F 4 (financial intermediaries) > ¢L3£4R 47 ~ {328
F 28] ~ 15 A #4846 (credit unions) °
(=) 153#4 (fiduciary industry) » sb{EMRAIZT 3] o
(=) fRix#% 4 (insurance industry) » E#F A EHHB NS ~ &
PRI 8] o



(W) H % MM (securitiesindustry) » EHEFAXHH B L
Ag o
BOBEMEEALBRE AN RIHE (financial
pillars) » fv & KRR S FERESRAT ~ 13260 3] ~ &
Bl FR X ERBABEZ AR OSFI AB R e mikib 2 &
7% # B (primary regulator of federal financial institutions) » £
EEHZREOHERIT BAILEZFHNE] - BHAF
PR3] R EREE o
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MEREBREEHLA>AMBRR > dHAHFAAE
EHRADFNERE - mERBERITHGRBIRILE » L aH
REAEREHE > SLREER ERAXMEKRAF
HEARBRATHNEELRORLIBEER - REEKRA
HRERRBAFGHFEFE > R HEFRNT ~ZAAL
BEAREBREBE > NRABALEALIEZRAMS S
BB REEBAEE B AL R BEN &S
RIS I BBEEER > P LALBEERRZEAE -

EREHFRGES MBS E LB EE > HlmB
IEBRITRBATZHOBABEFEE ) BT REELERS
£ AU ESSEBREIE - BATMERBRIEZ S
BEE EREZ NGB SBABEAZILREEAEF £
RELZBREEZLBBBRN L AITE THRE AR
DEBABRZANSBLERTRELEEIRE > it
eREEAME BAIMEREXRRRAAHEEEE L
AME—BEZLBRE > AEMELIRREREHRE
BMEBEZREBZATEEERS -

M EREFRR R EIEH A 835 M K3 (Department of
Finance) ~ & K447 (TFEP P £4847) ~ 2RELH
(OSFI) ~ mE XA #HRHKR NS (CDIC) R 4 akil & £1%3%
/5 (Financial Consumer Agency of Canada, FCAC) » % %Kk %
BUMEFRBE 2R EEMEREER A GBI BUTE
HIHASEAANR B EREDER LS BE - RES S
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W4
(—)£ B K HEERH L (public policy and legislation) : & 8t
BEMAFT AMIERA:
1~ 8RAT% o
2N fEEE R8Ik o
3~ PRIk o
4~ & KGRI E % o
5~ OSFI i%
6~ I & RERAT I, o
7~ & K I A+ € % (Canadian Payments Association Act)
(=) &@HBEZER &% (financial institution regulation) :
& OSFI & & o
(Z) BHfA%R ahE REXREHRNEEF o
() BHBR ~ XA A4~ &K Ak3& # (Lender of Last Resort,
LOLR) : &1 & K4B4TE F o
(R)AEHHFRME : b4 a4 B4 174 B (Financial
Consumer Agency of Canada, FCAC) & & 2 & #1473 /¥
B4

MmEX  mERILEEREA = RHEe

(—)4&rk% 2 & & & & & (Concentrated nature of the Canadian
financial system)

(Z)E&EFHGES  EEAMEA» S ALSE > EEH4|

f& 4 (Good supervision) °



(Z)emRBRBUFEERM AN SR RL M A
(Industry/government participation in resolving the rare

problems) °

%~ AR E(Risk-Focused)2 2 E®Z L E M

EREBRURBER  RELBRPARYE > § aRH;
TEeRENER REBAREEFRZEIRMEG - 2B MEH L
PREFEECEARTRANEN - HEHRENENR; AL
WAEE T R RARBAL > FE] 10% BF SAMBHERL Rk
B’z Bk 2REAZEH AL RS EHNEBBEY
FTUBEKNEEREZE - RAEEFE—OASETFTAIRE T4
REBRREZEARZIEE | ReBBBZRL 2% -5

AR BUER LG RN ERILBEIRMIETFEURR

EURBRERAMERS  hELBBESF -

B—/N 0 FARUR> 278 81t - BERIEL A AHR
iR RGO BRERNE 4L #EH (de—regulation) » £ 4
FRIT - EFH S RRESRBRE > AENEZBE HREE
## M L# (Financial Engineering) 4T » & fk4T4A B H
SR EEE EREY SIAP EmEATRMEEL R
BXRETHREN > AHLeBREAEK  2BEBESERETH
P38 RIRAEHEBE M AERARKR - FI2RAR ~ ASHE R
R~ BRER S INERBER S R GRR - ZREEERR - R
AR~ HERREF o

HER > eRBBRMRFARACLN  XHFTEREHA
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#oULEBEETEN S (Enon) 46 » & aBE A LR
Structured Finance % &4+ 4 FX 5 » ABBIETH 4 AR
FER ERREABUEH AT ANREFIRNZEEZE K
8 o &R A H B ALAF B4R & 0 AT IR 4L (position) B & & & >
M—FHE - PERERER > KEEERT REH F 84T -
£ELTCM & &£ — 5 ZF B E & RAFRH -

o ERBBEILEEZRRIEARICEFTRELIRLE
BERRIPE mLBMEAXEL XAEEEPRERTRA
EAERRIBR 2 ERRMREL N2 AEHR
BAE > FARANARBEFRIEGRZBELEARARERZ
AME o mESRmBEZARIEE » UheaEEEERES
BEeEH Ak 2REFRHMLAXERLEF T2

EEFN AREARRENEREE T BARGASNTR
MM AR BRK SO EBEBURBRER KRG EHKEE
Lo RZJEEREANR - ME KA 1999 # 8 AHLTHLE
S LRERA MG RS BEBOEREAR > FRAARTFCRE
RITRRRENEE IR KEKAISFTA 1 BARILER

ERTELZES KA PITRIT -EH - RRIEFERS T
£ ABACH 14 REBIERAIRIL ©REBBRAB L
RER > TEFERACSBHABZIHERAT » hAKEE» &
BRIEHBRBENLREFEIRITRETHEE, » £ 7
REHEEARMEF R T FUEE ) REE > BAMAERK
B — BRI -



B~ mEAHORREERBRT BT RZLEFFHY
( New Supervisory Framework and Intervention Regime )
mMERNGBRREFRBAFH THEAN LI d o aE

78 B (OSFD) 2 m & K % # 4R &2 81 (CDIC) & K #4047 » sk @A

=B ARARRIEETETAT AR o TEE -

— ~ £ @ #4% & 52 5 (OSFI)

=N 0 FR o mERGPETLBREETLHER £
B BB EERFABRAN  BIT - BH RRIEFER
BHES > B L@ETFTR 8 1983 Fi o MELRKRE
H WA > 1984 F E 1985 FAa# A Western Capital Trust,
Pioneer Trust, London Loan, Northguard Mortgage % % % {Z3t
o 8] S 2k - 8] 18] B » 1985 5 9 A B J& % Canada Commercial
Bank $2 Northland Bank A BSRATE9BIR F 4 » RATHT A
HALRAKATSEHERET R » EERHUTERE » £4 7
ARBREEBYRET  BFABLEFILBREERE U
PITBERZLREERE > PREREI —EREGRAREE
A AT RERERZIHZRAR > BE/IRN 198757 ABET &
AR B2 3% Bk £ | (Act of the Office of the Superintendent of
Financial Institutions) » # & B & F &R & 69 R B 4L © K47
# & A (Inspector General of Banks) #4% i & (Department of
Insurance)&-#f » 3% 3L & B B 1 BT 89 & 74 45 B 32 5 (Office of
the Superintendent of Financial Institutions, OSFI) » # % & & %
EHAGBAIL R BB QHEBRIT - BALREIMEHENE]
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B S R 8] BB ARB R A4 B F#4T Bank Act, Trust
and Loan Companies Act, Cooperative Credit Associations Act,
Insurance Companies Act, Pension Benefits Standards Act,1985 %
B, o
OSFI 2 3% » EFARELBEERTE R > 7T A
EreREERMBAEEIBM T OSFIZLRE 54T :

(EFETEeBEME Mﬁéf?fi?ﬁ%ﬂk%ﬁ%/‘iﬁfréﬁﬁ
BEMRAL -

(DR B L BEBEEEREFEFTAHBERAT RS
AREFTHBERRETEERL » THALRBIRNLEH
BEEE ©

(E)EREBEBEEREFEFETRREARAEF UIEH R

EERR o

(MEZFEFRETRARUNLSBEBEAERNEL O EY LR

BAXEREMAE-

OSFI 4838 3% 72 X 3 » B & & W Bl (Governor in Council
EER R T R BUHBREHBETEE > A=aB
% (Assistant Superintendent) » %~ %] & & B 3% ¥ (Supervision
Sector) ~ 7 #, 3 (Regulation Sector) ~ 2> 3] A& # 3F (Corporate
Services Sector)% = K¥F9 » BATA M B 450 A > AW A
B# B8R 4% 2003 3 A 31 H » OSFI #*E3% 1,205 {812
hEL 451 RemMid > AP REMRIT 16 R £ FAHH
B b 2 E A X 65.9% (FHTA)
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OSFIEEZ o @B aRknfkits—F %
2003 %3 A 318

&5 R#& TAELE | BEotk (%)
(BEM)

17

KB SRAT 16 1,645,618 65.9

Sh B SR AT F 2 8 32 85,425 3.4

S B SR AT 4T 21 25,916 1.1
1E3e|E RN

BATHE 30 197,912 7.9

H Ak 34 9,720 0.4
ERAERE 7 11,983 0.5
AFRBRAE]

XH 42 325,091 13.0

S B 9~ 8] 55 27,986 1.1
AL o

A H 13 6,201 0.2

SNB - X AR 10 1,035 0.1
AR

KB 89 48,068 1.9

S E 102 21,163 0.9
EREE 1,205 90,656 3.6

&3t 1,656 | 2,496,774 100.0
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=~ & K F KRR 8] (CDIC)

CDIC 1% # 1967 4% 4k # CDIC % A Financial
Administration Act XL X HAKH > CHHBEBEHBE & &
T OOURBEARAESRIT BRI S FENNEREE X
MEZ H K - £F &Ko X B (Governor in Council)fE4- > 428 5
FoFFTREL I A AP S MAMIEIKRE - FREST
BE-LBEZHAR - SAR - LREELREHTE
AMBERRSBE > ABSMEFRRAEGRARN kL F T ¢
ZER > G BREZIE S THMAZRITRMEREZF
HoHALBEEEMARABBANPIREZARRE -

#4232 % CEO &5 Governor in Council {4 R ¥ %
THRBIEIS F > KEE 2006 %6 A 18 - CDIC £ 2003
#4841 DEFTEBERAYE > — a8 EANITI LR
COO:> Rth=fralau @ o B EMBREE RREAR
P~ XA FFH o 13 AR K (Director) 55 £ F AE R R F W MR
B NS REHEBE S NARR S ANTREE S TRAL
B 3AE ~ PRI LIE 18 ~ BRI HARHR ~ T3 ¥ % (Information
and Methodology) ~ B FR&EE T - BB AENELEH - K
B~ R A (Legal Services) o CDIC #24% B TR 486544
& (competitive salary) R Ik HFR Z M & » K E L AH T
& o CDIC #2 OSFI X # £ 3t Brik st 2 B T ik o

BAl CDIC #¢ BB L AME—KHRZLoBESE &
EMEEEREREFREPMEBBZ AN ER LK E - CDIC
ERTZTERBEFREZRE  HABALE T EHME
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CDIC %457 OSFI /X% CDIC #3Ekd » ERL I L E %
# > CDIC TETHEFERERIERAGCEMRLKE » —
MmE »CDIC EF#ATE LR EMBIRE I mTK
A REEMRM XI5k OSFI R & -

Ao ERGERBBRAS] R ILIEA LT RIE 43 K04 o
M BEREF AT B BEHEEHE LITSERL) B L2E-F
BHERA 234 A% > HZ2003% 4 A 308k 125N
B4 3,630 BA(HEHIRT) -

BABE—/N 0 FRKEGEBBBEBEN > 1987 £he
RETEREEMNERE  ERBARAELEFL LT CDIC
ZLRBE MBRRZIEE AR LA FE S 4 -CDIC
AL 20 1% > & Pay-box #A %4 Risk- minimizer X #%
Loss-minimizer » #4754 M BIRIFHEE 24| F > 1993 3 %)
RemBBELHBRL2BERB(MMAELBBER) #k
FREARBET S BBBTEREREF T4 T HER
T themBBE TR a R rrEEEY > By OSFI ks
RETERFTHTHAREH > £ CDIC 2 OSFI oW HEEL
2T CRARFREECERBZIRAR  2AERAL ZEELHE
ERE FIREELREANRREERK  FHREER
AMHZZ B - CDIC RIEMELBEBZI ARG 1987 £
AE) 2% THE 17% BillmERbalBiges #
PR &RB AR FREASL AR FREBZEEMHEL
RRMAEZEEM o B 1996 F 6 AiLA > AA L aEBEHES
Bk o



CDIC Am¥kBZEBEARLREAE  KLBBREREMT
ZB BB S A RE LXK EFARBRRAE > 1997 F &N
CREBZE  FHARRBILRIANERZRE I EMN » IMF
HNEBPETARELIRRERE IR XELERBRH A (L
3FE) MBEEETRR > AR T LB Z - BEFERT(BIS)
4 745 ¥ %38 (Financial Stability Forum, FSF).& 2000 3 & 3L &
KRR T4 KIS E R A KRR ELE Mr Jean
Pierre Sabourin & X /% » AR ¥ FE ¥4I B0 » UE S HE
I RKEF KRB H A 22001 £ 9 A FSF o4 [ A 2 A& HKMR
fe 4] B Z Bl % % 8 (Guidance for Developing Effective Deposit
Insurance Systems %=[ft4%) ;2002 5% 5 A AME XA ZER
/- ] 48 42 3% Mr. Jean Pierre Sabourin 382 F » A B F B 44T
TEXRIL—BA#FHEaE - TEBERERXRRREER &
(International Association of Deposit Insurers, IADI) | > # & B &%
ERTARR  RIGRFREH DA - REL BB AZIR
% » Mr. Jean Pierre Sabourin R R EFTF B EAEIELE »
BAl IADI &4 52 4 RMME > SiEFRER ~ P JBRAT
EABEAM - BREHEAe 2R 8F7 EMNRAEBRITE -
BAImERERBRRANCRAEGERBBEZALEE -
CDIC ## 4 Risk- minimizer % » 2% I R 54T :

(—) REFRFIRINE XA RG> REHETHEK -

(=) BREEBEBAFROELHBREED o

(=) RELABMY ALY LT -

(@) EREMBBURRE K AME » 148 CDIC 4948 k1%
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ERIK o

E-mERMBRREERERTRATHEMRAS
(—)1999 % 2L |

MEREANBEEHNEGHE TR EAGIET -
HoRERABEARTEHREIM  HIEIEAB L FiaHRE
BRI BITUEBAE QI EREE AR BRATEEEM
WEABLERARE BB PRSI EIFAEHE » BREZR
BEMZAMMEARBLITEITKRE A REIEGUEKLSE
o GEHEBBBLEAESZ/ALE S RS FEREFK
EORBABAARNGEFMA  AZRITAEHZEH > &%
RNFELBBBZRRITELR FHEEMA o
(=)1999 A2 18 5

e KM B A 1996 F 12 A R L — B T4 4 > ¥4
REIRRBERBITHRE  ARBREN 1998 £ 9 AXHEE
AlEg EXERNFEHEORF G :

1 IRERF EMBERF N

2 REIH R E

3./mik bR Mg G

AMEEERE > BRAEEETHR

MR T B A B K § X £ Reforming Canada’s Financial
Services Sector: A Framework for the Future i#% ¥ 1§ -F L%
T oo AMBREREL » m RPN 2001 5 3% x —18H 8551
B2 32 4% M -4 A Jf % 4 1% % B (Financial Consumer Agency of
Canada, FCAC) 2 AR FEMREBHAEEL s woh> ABRRY
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SRMBHBERAZMZ S 2002 £ 7 B mEARBHRAELZ
eREFEEUMERTHER T AR [ EHHFERE
8 & (Canadian Public Accountability Board, CPAB) | » & #[4E P
RBATHBRBEIEIR  UhBTHEZERSE > EREAT X
FHPHHREAZE S - AlEL ¥ G4 > CDIC # 2000
FEFHE 1993 £37 2 2 2 @K ARE 28 % % 8] (Standards of
Sound Business and Financial Practices) » B4 2 £3%#H &R A4
ERR G ER R E R BBBERERRTFHN BT
(good corporate governance) ~ H 369 R 25 I ~ A& T 4 A
REZEENNREN > EhELBBBEERNEREFTZE
25 OSFI r 8 1997 $#M&% FREAMOEREE > AEN
SR TRIGHAEXEIFABN I B 1999 £ 8 A A4
AT U R A € 0 2 B # % % (Risk Focused/Based

Supervision) ©

MEEFEZERZRANLT @
1 ~ #+& "M% 4 4% 17 4 4 B 52 (consolidated basis) » £ E KR ~ B
SPZF 8] ~ 94T ~ A& F £ ¥ (Joint Ventures)# 43 AR 3T
& o
2~ 1E M & ¥ #|Bf(exercise of sound judgement) A¥E# A% ~
FRERR RHRUGFILERAR > AAKEBEEZEC o
3 emREIBEAARE HREHLBEB LR Z AR
FER RREEFOLBBB IR GERSTE -
ACERTHOHASERBBERZGARTEEN NI &o
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MBS~ BEZS - RPEL - AREE - FHELEH
EFCXEE o PUTEE A - AL B THRALBE
BT RAFTEERTHAE TR TEFTFEA
(Relationship Manager, RM)#| &

SCRFHREBBRAIFMBERR THEEIRLBEEZR
KAk M(risk profile) » #&4% OSFI $2 CDIC # F #4645 [ #
£ iE 2 F 81T 784 3 (Guide to Intervention for Federal
Financial Institutions) | & I% o

6 FELRATHRELAN BALEZLBBBLERRE -

7-OSFl #G KRB EHEERIHBRALEATHFGL
Er LB R ITAEEH -

8 ~ OSFI i# 4742 ¥ #tF %.(benchmark study) $ 4 4] &4 K F Kk
BRRBRZEBETH Sk > OSFI EHARLE R L 5o0b ik iE
ZaMEIETREFE REAMCLAREELFLZLHG -

MEERHBZEL LT
1~ Z@BSHFEEARRERREEZHE > EAEETHR
B 69 & 1K o
2~ ﬁﬁﬂ']&%?ﬁﬁ%?&&iﬁfiﬂ&ﬁéﬁﬁ?@ HEAEAE o
3 HECEFARRL AREREETR o
4~ BRI EHE R BI S L REEE ﬁﬁ—&ﬁﬁii o
MmERFOEEF XL EH BB RGBT
ABRGADFTRERH » HIEERREZ G LB LARE
% 69 € % 4F ¥ (Significant Activity) o $h47E 32 TE RS #4532 A
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IFBRAEAK(FH ) I M BRAAANAREBZIEHF EHRLE &
BB BREAARFERRELI AL GEEERNEREE
TEF BERBRETRE  AHEEECRAETIESEL
BERGRRE WwEREBREFRVGRBEHFETHGFLY
INERAE AR » SRA IR T e REEN &
o BHERY TG ERAREEAK o

EERMEAHLBEBIERARTUSIREL YR
A~BEREFR & TH-S AR % (Composite Risk
Rating) » ﬁ#ﬁ#ﬁi?&‘\ﬁkl‘f?#—%z%%%ﬁ S P RF o e aik
Mo A R AER(EP A Stage 00 % — 4% £ % w4k Stage 1~4) »

It # R F] 5 4R 69 & Rk AR AR ﬁ*ﬂ%ﬁf*é’]ﬁﬂ“%?ﬁ#"iﬁ 1724
ERFHEH% - OSFI B 2002 FA BG4 RRFELE RS
Semgig o BARTHRE LZRARE -

B #7 B %8 & a2 4% # (staged institution)#y 40 % ¥ » K34

24 Stage 1 - BT A staged institutions #F44%8 & OSFI B & ~ &l 5
&304 > ¥ Stage 2~ Stage 4 #A% > LIEHHEAF ERSE o

56 BB IFE FHM&
(Composite Risk Rating) (Intervention Stage)
1% Stage 0

P Stage 0, 1
5 Stage 2, 3, 4




% — 4 A % £ (Early wamning) > % — 4% A BB K IUEMEE
%t 77 A P (Risk to financial viability or solvency) » & =4 4 &
R B K LA & € M % (Future financial viability in serious
doubt) » % W@ & A BF #& & 18 1% A& /7 (Nonviability /insolvency
imminent) °

AHEERHRERIL  BLBBBAMEN  TARE R
MM A $ 8 %69 & 82 OSFI 2 CDIC REARIL S 5 2
Bl %4 [ # &g 2 ¥ T A4 | (Guide to Intervention for
Federal Financial Institutions)(¥ 3% X A ZF3# M%) » AR &4
M AL > F a3 A E ¥ B L (No problems/Normal activities)
ZERHEE  URAHAINE—REFORZ B EEHE > OSFI
# CDIC B3 B 4K HBRZ THRITEH » RELBEERT 8
FTHIE ©

OSFI 2 CDIC # Fl # @& ¥ % % Guide » TRAMRE
3% 47 ¥y 2 3% ¥4 {t(Transparency) ~ 1% 77 (Accountability) ~ =T 8
B|(Predictability) ~ # 38 4-4F(Coordination) °

3% A it stage 1 ~stage 4 &R Z TFHEITEH4T

1~ F—8EL

(1)OSFI EXif 4o @B TN EREF TR KA ESL
%o REELTRIAPATERKRE » ZRKEHEFRARE
# 3 o

(2)CDIC # KXk » REE R > RAEFHBMHMRE o

(3)OSFI 2 CDIC €33 2R & R H e EF EHEBFM £
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2N BB BERAEEERE AN

(DOSFI A TR ELB B RE > RAEH o

(2)CDIC R A FR 454 30 A R3E » ZHEBBBL R EER
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6 ~ 4% B B 3F4E & 48 & (Risk Assessment Summary, RAS)$#2

2 4% 4 (Intervention Report)

EEREUMHE K4 BBEEHAEIRTTEEA
(Relationship Manager, RM) & & » XA HKATA 7 & 7 & 2
MEE HEEERF TRREZHBBORRIFETLE
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2) T #3 A 2t 247 (Effectiveness Measures) & 2 3% ©
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2) #3ELE R (Management Letter)$2 % 32 48 %
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CDIC Z B K34k A (RAP) « B 2003 #s > CDIC #»
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2t : Governor in Council : i E& XK GFHKARR NI BHRER
B & B & Mr. David Walker 2 3.8 » Governor in Council or GIC
is the head of state of Canada (the Queen and her representative)
acting by and with the advice and consent of the Queen’s Privy
Council for Canada (i.e. Prime Minister and Cabinet ). Essentially
this is a fancy way of saying by order of the Prime Minister and
Cabinet and sanctioned by the official head of state which in

Canada’s case is still the Queen.

ER2FEH

1. Supervisory Framework 1999 and beyond, Office of the
Superintendent of Financial Institutions.

. Canada Deposit Insurance Corporation Act: October, 2001

. Office of the Superintendent of Financial Institutions Act

. Financial Administration Act, Canada

. Winding-up and Restructuring Act, Canada

. Annual Report of Canada Deposit Insurance Corporation

. Annual Report of OSFI

. www.fin.gc.ca

O 0 1 O b B W

. www.bankofcanada.ca

10. www.osfi-bsif.gc.ca

11. www.fcac.gc.ca

REwE  RALHRKREFNEARETHIAR —FKWESE
HIATEERZER  8S FHRILEE REE /X -
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Guide to Intervention for Federal Financial Institutions

The Office of the Superintendent of Financial Institutions (OSFI) was established in 1987 and is
respousible, among other things, for regulating and supervising banks, federally incorporated
trust companies and loan companies, and federally incorporated or registered insurance
companies. OSFI has primary responsibility for supervisory actions with respect to an institution.

The Canada Deposit Insurance Corporation (CDIC) is a federal Crown corporation that insures
deposits in both federal and provincial deposit-taking institutions (banks, trust companies and
loan companies) that are its members. In order to fulfil its legislated “objects,” control risk to the
Deposit Insurance Fund and minimize the exposure of CDIC to loss, CDIC may take certain
measures in respect of its member institutions.

Insofar as federally incorporated deposit-taking institutions are concerned, the intervention
aspects of OSFI and CDIC are closely intertwined, and a high level of co-ordination and co-
operation between the two agencies is expected. It should be stressed that OSFI is the regulator’
and CDIC is the insurer. OSFI is a primary source of information for CDIC, and CDIC relies on
OSFI to examine and report annually on the financial condition of CDIC’s member institutions.

Insurance companies supervised by OSFI include domestic life insurance companies, property
and casualty insurance companies, and fraternal benefit societies as well as foreign insurance
companies and fraternal benefit societies operating in Canada on a branch basis. The Canadian
Life and Health Insurance Compensation Corporation (CompCorp) and the Property and
Casualty Insurance Compensation Corporation (PACIC) are industry-run compensation
corporations set up to protect policyholders of life and health insurers and property and casualty
insurers respectively. These organizations are not federal government agencies; therefore, this
appendix does not describe their activities.

The financial institution statutes administered by OSFI and the Canada Deposit Insurance
Corporation Act provide a wide range of discretionary intervention powers to address situations
that give OSFI and, when one of CDIC’s member institutions is involved, CDIC cause for
concern. The objective of the intervention process is to identify areas of concern early and
intervene effectively to minimize problems and losses to depositors and other creditors, as the
case may be, of financial institutions.



The table that follows provides an outline of the intervention processes applied to federally
regulated deposit-taking institutions by OSFI and CDIC. It incorporates the measures proposed
in the Department of Finance's white paper.

The objective of this table is to promote awarcness and enhance transparency of the system of
intervention for federal deposit-taking financial institutions and other interested parties. The table
summarizes the circumstances under which certain intervention measures may be expected, and
it describes the co-ordination mechanisms in place between OSFI and CDIC when dealing with
federally regulated deposit-taking institutions.

Over time, the table will be updated to expand, where appropriate, on the circumstances under
which action may be taken, including the authorities’ risk-rating systems, for example. In
addition, more detail on the nature of extended and special exams carried out by OSFI and CDIC
will be considered.

The table does not specifically describe the system of intervention for life or property and
casualty insurance companies supervised by OSFI or the co-ordination mechanisms in place
between OSFI and the two insurance compensation funds. However, they are similar to those
described for deposit-taking institutions.

The table outlines what financial institutions can normally expect from OSFI and CDIC.
However, circumstances can vary significantly from case to case, and this table should not be
interpreted as limiting the scope of action that may be taken by OSFI or CDIC in dealing with
specific problems or institutions. It is important to note that OSFI's and CDIC’s intervention
process is not a rigid regime under which every institution or every situation is necessarily
addressed with a predetermined set of actions.
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OSF1's Mission

We are the primary regulator of federal financial institutions and
pension plans. Our mission is to safeguard policyholders, depositors
and pension plan members from undue loss. We advance and
administer a regulatory framework that contributes to public
confidence in a competitive financial system. We also provide
actuarial services and advice to the Government of Canada.

We are committed to providing a professional, high quality and
cost-effective service.

Office of the Superintendent of Financial Institutions Canada
255 Albert Street, Ottawa, Ontario K1A 0H2 www.osfi-bsif.gc.ca
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1. Introduction

OSF's activities can be divided into two broad functions: regulation and supervision. Reguiation
involves providing input into developing and interpreting legislation and regulations, issuing guidelines,
and approving requests from federally regulated financial institutions as required under the various
financial institution legislation. Supervision involves assessing the safety and soundness of federally
regulated financial institutions, providing feedback to institutions, and using supervisory powers to
intervene in a timely manner to achieve OSFI’s mandate.

The objective of the Supervisory Framework (Framework) is to provide an effective process to assess
the safety and soundness of regulated financial institutions. This is achieved by evaluating an
institution’s risk profile, financial condition, risk management processes, and compliance with
applicable laws and regulations.

Developing supervisory practices is a dynamic process. Continuing change in the financial markets
has led OSF1 to review its existing supervisory practices to ensure that they remain effective. The
review was carried out over a two-year period commencing in 1997. In recognition of the increased
globalization of the financial industry and the need for harmonization of supervisory practices across
jurisdictions, OSFI considered the practices of a number of foreign regulators. In revising its
Framework, OSF| has taken into account the practices developed by these regulators.

The revised Framework also takes into account OSFI's experience in supervising various types and
sizes of institutions. It accommodates the special requirements of the deposit-taking, life insurance,
and property and casualty insurance sectors. OSF! was unique in this regard when it launched its
review, although a number of other countries have since moved towards a single supervisory regime
for both deposit-taking institutions and insurers, irrespective of their size.

The Framework applies to all federally regulated financial institutions. It is currently being
implemented and will be fine-tuned based on experience and consultation with supervised institutions.
OSFI will continue to challenge and tefine its practices to ensure that they remain effective and
efficient in a rapidly changing environment.

2. Benefits

The principal benefits of the revised Framework are:

- better evaluation of risks through separate assessment of inherent risks and risk management
processes;

- greater emphasis on early identification of emerging risks and system-wide issues;
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- cost effective use of resources through a sharper focus on risk; and

» reporting of risk focused assessments to institutions.

3. Key Principles
The following key principles form the basis of the Framework:

+ The supervision of Canadian financial institutions is conducted on a consolidated basis, using
information from other regulators as appropriate. It includes an assessment of all material
entities (subsidiaries, branches, or joint ventures) both in Canada and internationally.

+ The exercise of sound judgement in identifying and evaluating risks in an institution is central to
the effectiveness of the Framework. Work performed will be focused on clearly identified risks or
areas of concern.

# The level and frequency of supervisory scrutiny will depend on the risk assessment of the
institution. Institutions that are well managed relative to their risks will require less supervision.
Not all areas within an institution need to be reviewed every year.

# Supervision will include reviews of major risk management control functions such as Financial
Analysis, Compliance, Internal Audit, Risk Management, Senior Management and Board
Oversight. OSFI’s supervisory process uses, where appropriéte. the work of the institution’s
internal management and control functions.

4 Communication of findings and recommendations to institutions will be timely. The degree of
intervention will be commensurate with the risk profile of the institution and in accordance with
the Guide to Intervention for Federal Financial Institutions.

¢ Ratings will be provided to the institution after each on-site review (once federal legislation to
protect the confidentiality of such information is promulgated). The ratings will be linked to the
stages of intervention in accordance with the Guide to Intervention for Federal Financial
Institutions. The evaluation criteria and definitions of ratings, once developed, will be provided
to industry for consultation and comment before being implemented.

4 OSFI will continue to rely on external auditors for the fairness of the financial statements and
will use their work to modify the scope of its reviews to minimize duplication of effort. Similarly,
OSF| will continue to rely on appointed actuaries for the adequacy of policy liabilities and will
use their work to modify the scope of its reviews.

4 OSF! will carry out benchmarking studies on a range of subjects which compare institutions to
their peer groups to identify best industry practices for dealing with various levels of risk. OSFI
will share this information with institutions’ senior management and Boards of Directors so that
they can ensure that their risk.management processes are adequate.
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4, Risk Assessment

The addition of a dynamic risk assessment process represents an important change to the
Framework.

Risk assessment begins with identifying significant activities of an institution. The net risk in these
activities is a function of the aggregate inherent risk offset by the aggregate quality of risk
management. This evaluation is illustrated by the following equation:

The results of the risk assessment are summarized in a Risk Matrix as discussed below (subsection 4.6).

4.1 Significant Activities

Significant activities could include any significant line of business, unit or process. Significant
activities are identified from various sources including the institution’s organization charts, strategic
business plan, capital allocations, and internal and external financial reporting.

Sound judgement is applied in determining the significance or materiality of any activity in which an
institution engages. The following are examples of criteria that may be used:

assets generated by the activity in relation to total assets (both on- and off-balance sheet);
risk-weighted assets generated by the activity in relation to total risk-weighted assets;
revenue generated by the activity in relation to total revenue;

net income before tax for the activity in relation to total net income before tax;

risk-weighted capital for the activity in relation to total risk-weighted capital;

~ e a0 g

internal allocation of capital to the activity in relation to total capital;

insurance underwriting exposure in relation to capital; and

7 @

reserves held as a percentage of total reserves.

4.2 InherentRisk

Inherent risk is intrinsic to a business activity and arises from exposure and uncertainty from potential
future events. Inherent risk is evaluated by considering the degree of probability and the potential size
of an adverse impact on an institution’s capital or earnings.
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A thorough understanding of the environment in which an institution operates and its various business
activities is essential to effectively identify and assess inherent risk in those activities. OSF! has
decided to group these risks in the following categories for assessment purposes:

« credit risk;

« market risk;

» insurance risk;

« operational risk;

+ liquidity risk;

» legal and regulatory risk; and

= strategic risk.

These risk categories are described in Appendix A.

After significant activities have been identified, the level of each inherent risk in those activities is
assessed as low, moderate, or high (see Appendix B). This assessment is made without considering
the impact of risk mitigation through the institution’s risk management processes and controls. The
quality of these factors are considered separately and combined with the inherent risk assessment to
determine the net risk of each activity.

4.3  Quality of Risk Management

The quality of risk management is evaluated for each significant activity. In addition to Operational
Management, we have identified six risk management control functions that may exist in an
institution. These are: Financial Analysis, Compliance, internal Audit, Risk Management, Senior
Management and Board Oversight (see Appendix C). The presence and nature of these functions vary
based on the size and complexity of an institution.

Operational Management for a given activity is primarily responsible for its day-to-day management.
This function ensures that policies, processes, control systems, staff levels and experience are
sufficient and effective in compensating for the risks inherent in the activity. The organizational
structure and controls must be effective in preventing and detecting material errors or irregularities in a
timely manner.

The degree to which an institution’s Operational Management and controls for a given activity need to
be reviewed depends on the assessment of the effectiveness of the institution’s other risk
management control functions. For example, in conglomerates it may be possible to assess the
effectiveness of Operational Management and controls for a given activity through an assessment of
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the other risk management control functions. Where institutions lack some or all of the risk
management control functions, OSFI looks to other functions, within or external to the institution, that
handle these responsibilities.

Where independent reviews of Operational Management and controls have not been carried out or
where independent risk management control functions are lacking, OSF| will, under normal
circumstances, make appropriate recommendations or direct that appropriate work be done.

The quality of risk management processes for each significant activity is an evaluation of an
institution’s current practices of each risk management control function for that activity. The quality of
risk management processes is assessed as strong, acceptable or weak.

4.4  NetRisk

The net risk for each significant activity is a function of the aggregate leve! of inherent risk offset by
the aggregate quality of risk management. The aggregate levels are based on judgements that
consider all of the inherent risk ratings and the quality of risk management for the activity.

For example, the investment banking activity of an institution may be evaluated as having a high
aggregate level of inherent risk arising from a combination of high credit risk, high market risk, and
high liquidity risk. However, net risk for the activity may be rated as moderate due to mitigation by a
strong aggregate quality of risk management resulting from strong operational management, strong
internal audit, strong risk management, and strong Board oversight.

Net risk is rated as low, moderate or high as shown in the chart below.
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4.5 Direction of Net Risk

The above assessments include a determination of the current direction of net risk. Direction of risk
is assessed as decreasing, stable, or increasing over an appropriate time horizon for the institution.
For example, the time horizon for a conglomerate may need to be much longer than for a smaller
institution. The time horizon considered is indicated in each case.

4.6 Risk Matrix

A Risk Matrix (see Appendix D) is used to record the assessment of inherent risks, the quality of risk
management, and the resulting net risk evaluation for each significant activity.

The Risk Matrix includes a determination of an Overall Rating of Net Risk and the Direction of Risk.
In amriving at the Overall Rating of Net Risk, the relative significance or materiality of each activity is
considered. This is rated low, moderate, or high. This assessment ensures that an activity with low
materiality but high net risk does not skew the Overall Rating. OSFi's supervisory efforts will be
focused on material high risk activities.

An Overall Rating for each risk management control function is also included in the Risk Matrix.

The Risk Matrix includes a Composite Rating and a Direction of Composite Risk for the institution.
These could be affected by factors such as capital and earnings. Accordingly, the assessment
includes a review of the quality, quantity, and availability of externally and internally generated capital.
In reviewing an institution’s ability to generate capital internally, profitability is considered both on a
consolidated and unconsolidated basis. An appropriate time frame for the Composite Rating and the
Direction of Composite Risk is also included.

While the Risk Matrix is a convenient way to summarize the conclusions of risk assessment, it is
supported by documentation of the analysis and the rationale for the conclusions.

4.7 Risk Assessment Summary

The Risk Assessment Summary (RAS) is an executive summary which highlights an institution’s
present financial condition, its prospective risk profile, key issues, and past supervisory findings. The
RAS includes:

a. A Risk Matrix;
b. An overview of the main business activities and strategies;

c. An assessment of the effectiveness of the key risk management control functions;
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d. An assessment of the adequacy of capital or regulatory deposit and the profitability of the
institution;

e. Where an institution is part of a foreign entity (i.e. a subsidiary or a branch), a suitable
assessment of the foreign entity’s operations and the supervisory system in effect in the
home jurisdiction;

f. Alisting of significant events during the past 12 months;

g. Financial highlights; and

h. Intervention status reports.

The RAS facilitates a sharper focus on activities that pose the greatest risk to an institution.

The RAS is used to set priorities for the year. It does not include the supervisory work to be carried
out nor resources required. Planned work and resources required are included in the Supervisory Plan
discussed below (subsection 6.2).

While the RAS includes a Composite Rating for an institution, this rating is preliminary and is not
shared with the institution until the risk rating is confirmed through apprapriate on-site reviews.

Once appropriate criteria have been developed, OSF! intends to provide the institution with an Overall
Rating for each of its risk management control functions after the completion of an on-site review.

Intervention staging, in accordance with the Guide to intervention for Federal Financial Institutions, is
reviewed after the RAS has been updated. Any changes to the staging requires approval of a senior
director and the Deputy Superintendent, Supervision.

The Composite Risk rating of an institution should be a clear indication of the intervention stage rating
of the institution. An institution with a “low” Composite Risk Rating should be Stage 0. An institution
with a "high” Composite Risk Rating should be Stage 2 or worse. An institution judged to have a
“moderate” risk rating could be either a Stage 0 or a Stage 1 depending on the direction of the risk
profile (decreasing, stable, or increasing) and the reasons behind the rating (for example, very weak
management control processes would indicate a need for higher staging).

The RAS is the primary document provided to senior OSFt! officials for briefings. Additional
documentation may be necessary in case of institutions at Stage 1 or worse.

OSFI currently translates its assessments of deposit-taking institutions into the CAMEL rating for
CDIC and other users of this system.
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5. The Relationship Manager

Each supervisory group is headed by a director who is the designated relationship manager (RM) for
all institutions in his/her group. The director may delegate the role of RM to a member of his/her team.

The RM is the focal point for the supervision of assigned institutions and OSFI's primary contact with
those institutions. The RM is also part of the regulatory approval process in conjunction with the
Registration and Approvals Division.

The responsibilities of a RM that support the key principles of the Framework are described below

under the supervisory process.

6.  The Supervisory Process

The main steps of the supervisory process are: Analysis, Planning, Action, Documentation,
Reporting, and Follow-up. These steps are listed below. Although the steps appear sequential,
updating of the risk assessment is a dynamic process requiring frequent reassessments at various
stages of the supervisory process.
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6.1  Analysis (Step 1)

Analysis of the institution is a primary input into the risk assessment process. The supervisory
groups are responsible for ongoing analysis and monitoring of institutions. Analysis is performed at
least once every three months for institutions rated Stage 1 or better, and on a monthly basis for
institutions rated Stage 2 or worse. Analysis work carried out just prior to the preparation of the
Supervisory Plan is more extensive to allow for better input into the planning process.

Analysis and monitoring includes a review of company information as well as meetings with key
individuals at the institution to discuss trends and emerging issues. The scope of this work will
depend on the size and the risk profile of the institution.

Resuilts of the analysis are used to update the Risk Matrix and the RAS.

6.2 Planning (Step 2)

A Supervisory Plan is prepared at the beginning of each fiscal year and outlines work planned and
resources required. The scope of the work planned is based on the RAS. The focus is on the activities
and risk management processes identified in the RAS as significant risk areas. Each director uses the
RAS to determine priorities for the upcoming year and to allocate resources to individual institutions
accordingly.

The Supervisory Plan for each institution includes a consideration of the following:

* industry risks;
+ concerns or issues raised by OSF!'s Specialist Support or Regulatory Sectors;
» concerns or issues raised by OSF| executives; and

= planning for benchmarking, peer reviews, or other special studies.

As appropriate and consistent with the general agreements already in place, the planning process is to
take into account issues raised by CDIC for institutions of particular concern to them.

Once Supervisory Plans are approved at the group level and priorities established, the institution
specific Supervisory Plans are finalized.

The Supervisory Plan is subject to revisions if unforeseen events alter the risk profile of the institution.
However, any changes require a reassessment of priorities, not just an extension of the scope of the
supervisory efforts.
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6.3  Action (Step3)

The RM communicates with key parties at the institution and maintains an on-going relationship with
management. For larger institutions, this will likely involve quarterly visits.

Information requested from an institution is based on the specific requirements arising from the risk
assessment pracess. The main information request is made prior to an on-site review.

On-site reviews are a critical part of the supervisory process. The scope of on-site reviews depends
on the Overall Rating of Net Risk. These reviews and interaction with the institution’s management
also enhance OSFI's understanding of the institution and its risk profile.

6.4 Documentation (Step 4)

All supervisory groups use the same documentation standards.

The revised supervisory file structure is consistent with the new risk framework. The file includes an
updated copy of the RAS, a copy of the Management Report and related correspondence, and copies
of various section notes.

A section note is prepared in the standard format for each significant activity or risk management
control function identified for review. The section note is used to fully document an assessment of the
activity or the risk management control function. Working papers necessary to support the
assessment are also on file. If a significant activity or risk management control function is not
reviewed during an on-site visit, the latest section note is brought forward. This ensures that the file
contains the latest information available to OSF! on all areas of an institution.

6.5 Reporting (Step 5)

The RM writes annually to the institution outlining the results of the supervisory work whether or not an
on-site review has taken place. In the case of an on-site review, the final stage of the process
includes three levels of verbal and written reports. These levels target the following audiences: OSFI
management, the institution’s management, and external stakeholders.

Written reports to OSFI management consist of the updated RAS, a summary of the findings and section
notes with detailed information of significant findings.

Findings and recommendations are first discussed with appropriate senior managers in the institution.
Where there is a Risk Management or Internal Audit department, the findings and recommendations
are discussed with the responsible manager. This is followed by reporting to the Chief Executive
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Officer (CEO) and the Audit and/or Risk Committees. This reporting is not tied to the timing of Audit
and/or Risk Committee meetings, but a meeting is scheduled with these groups at the earliest
possible time after the Management Report is completed.

The Management Report is the key written document sent to the institution. it addresses findings,
recommendations and follow-up of previous findings. Ulti}nately, the Ménagement Report will also
include a brief explanation of the Composite Rating and ratings of the applicable risk management
control functions.

Management Reports to Canadian companies are addressed to the CEO and copied to the Chair of
the Audit Committee. Management Reports to foreign institutions operating branches in Canada are
addressed to the Principal Officer or Chief Agent of the Canadian branch. Where there are significant
issues with a Canadian branch, a copy of the Management Report is sent to the CEO and the Chair of
the Audit Committee at the home office. In all cases, the covering letter requests that a copy of the
Management Report be provided to the external auditors and to the appointed actuary where
applicable.

OSFI has agency agreements with CDIC and certain provincial regulators who receive reports from
OSFI. Reporting to these parties is in accordance with their respective agreements. In all cases, the
confidentiality of the information is respected.

6.6 Follow-up (Step 6)

The findings and recommendations reported to the institution are followed-up on a timely basis and the
results included in the RAS updates.

14
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Appendix A Risk Categories

Following are descriptions of the risk categories identified in subsection 4.2 of the Framework. These
descriptions should be read within the context of the definition of inherent risk contained in subsection
4.2,

1. Credit Risk

Credit risk arises from a counterparty’s inability or unwillingness to fully meet its on- and/or off-balance
sheet contractual obligations. Exposure to this risk results from financial transactions with a
counterparty including issuer, debtor, borrower, broker, policyholder, reinsurer or guarantor.

2. Market Risk

Market risk arises from changes in market rates or prices. Exposure to this risk can result from
market-making, dealing, and position-taking activities in markets such as interest rate, foreign
exchange, equity, commodity and real estate.

Interest rate risk and foreign exchange risk are described further below:
a. Interest Rate Risk

Interest rate risk arises from movements in interest rates. Exposure to this risk primarily results
from timing differences in the repricing of assets and liabilities, both on- and off-balance sheet,
as they either mature (fixed rate instruments) or are contractually repriced (floating rate
instruments).

b. Foreign Exchange Risk

Foreign exchange risk arises from movements in foreign exchange rates. Exposure to this risk
mainly occurs during a period in which the institution has an open position, both on- and off-
balance sheet, and/or in spot and forward markets.

3. Insurance Risk
a. Product Design and Pricing Risk
Product design and pricing risk arises from the exposure to financial loss from transacting

insurance and/or annuity business where costs and liabilities assumed in respect of a product
line exceed the expectation in pricing the product line.
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b. Underwriting and Liability Risk

Underwriting and liability risk is the exposure to financial loss resulting from the selection and
approval of risks to be insured, the reduction, retention and transfer of risk, the reserving and
adjudication of claims, and the management of contractual and non-contractual product options.

4. Operational Risk

Operational risk arises from problems in the performance of business functions or processes.
Exposure to this risk can result from deficiencies or breakdowns in internal controls or processes,
technology failures, human errors or dishonesty and natural catastrophes.

5. Liquidity Risk

Liquidity risk arises from an institution’s inability to purchase or otherwise obtain the necessary funds,
either by increasing liabilities or converting assets, to meet its on- and off-balance sheet obligations
as they come due, without incurring unacceptable losses.

6. Legal and Regulatory Risk

Legal and regulatory risk arises from an institution’s non-conformance with laws, rules, regulations,
prescribed practices, or ethical standards in any jurisdiction in which the institution operates.

7. Strategic Risk

Strategic risk arises from an institution’s inability to implement appropriate business plans, strategies,
decision-making, resource allocation and its inability to adapt to changes in its business environment.
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AppendixB Definitions of Inherent Risk Ratings

Low Inherent Risk:

Low inherent risk exists when there is a lower than average probability of an adverse impact on an
institution’s capital or earnings due to exposure and uncertainty from potential future events.

Moderate Inherent Risk:

Moderate inherent risk exists when there is an average probability of an adverse impact on an
institution’s capital or earnings due to exposure and uncertainty from potentiai future events.

High Inherent Risk:

High inherent risk exists when there is a higher than average probability of an adverse impact on an
institution’s capital or earnings due to exposure and uncertainty from potential future events.

17
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AppendixC Risk Management Control Functions

Operational Management

Operational management is responsible for planning, directing and controlling the day-to-day
operations of an institution’s business activities.

Financial Analysis

Financial analysis is the function that performs in-depth analyses of the operational results of an
institution and reports them to management. Effective reporting is key to this function as the
operational results affect strategic and business decisions made by management and the Board.
This function is generally only found as a separate unit in larger institutions.

Compliance

Compliance is an independent function within an institution that: 1) sets the policies and
procedures for adherence to regulatory requirements in all jurisdictions where an institution
operates; 2) monitors the institution’s compliance with these policies and procedures; and, 3)
reports on compliance matters to senior management and the Board.

Internal Audit

Internal audit is an independent function within the institution that assesses adherence to and
effectiveness of operational and organizational controis. in addition, internal audit may also
assess adherence to and effectiveness of compliance and risk management policies and
procedures.

Risk Management

Risk management is an independent function responsible for planning, directing and controiling
the impact on the institution of risks arising from its operations. The function is generally only
found as a separate unit in the larger institutions, and may address the foliowing:

» identification of risks;
+ development of measurement systems for risks;
- establishment of policies and procedures to manage risks;

» development of risk tolerance limits;

18
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» monitoring of positions against approved risk tolerance limits; and

» reporting of results of risk monitoring to senicr management and the Board.

Senior Management

Senior management is responsible for planning, directing and controlling the strategic direction
and general operations of the institution. Its key responsibilities include:

« ensure organizational and procedural controls are effective;
= ensure compliance with approved policies and procedures;
= develop strategies and plans to achieve approved strategic and business objectives; and

= develop sound business practices, culture and ethics.

Board of Directors

The Board of Directors is responsible for providing stewardship and management oversight for
the institution. Its key responsibilities include:

* ensure management is qualified and competent;

* review and approve organizational and procedural controls;

* ensure principal risks are identified and appropriately managed;

* review and approve policies and procedures for the institution’s major activities;
* review and approve strategic and business plans; and

* provide for an independent assessment of management controls.

19
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Introduction to the Supervisory Framework Ratings Assessment Criteria
OSFI shared its Supervisory Framework (“Framework™) with institutions in August 1999.

As indicated in the Framework's Key Principles, we will be sharing our assessments with institutions
through supervisory ratings. Each institution will be provided with a Composite Risk rating, which
represents OSFI’s assessment of the safety and soundness of the institution. We will also be preparing
ratings for each of the institution’s applicable Risk Management Control Functions (“Oversight
Functions™), with the ratings reflecting an assessment of the effectiveness of these functions in
overseeing the management of the institution’s activities.

We will begin sharing the Composite Risk rating with institutions in 2002, with full implementation
expected over the following two years. Relationship Managers will be prepared to discuss the rationale
for their assessments with individual institutions, which may include discussing ratings of particular
Oversight Functions.

Assessment Criteria for the supervisory ratings were developed over a two-year period through
research of material available nationally and internationally, review of practices at some forty different
types and sizes of regulated institutions in Canada, and with input from supervised industries through
their associations. The Assessment Criteria are not required standards. They will be used to guide
supervisory assessments. Ratings will be based on actual findings and observations during on-site
reviews and monitoring activities.

OSFI expects that the nature and extent of oversight by an institution over its activities will be
commensurate with its complexity and risk profile. Accordingly, the various factors considered in the
assessment of the Oversight Functions may be weighted differently for different institutions.

It is not intended that institutions should restructure or reorganize their oversight processes as a result
of this initiative. OSFI expects institutions to establish organizational structures and control practices
that are appropriate to their unique circumstances.

It is important to recognise that the ratings were developed as an internal process for standardizing
OSFI’s approach to the assessment of institutions, thereby improving the consistency and
comparability of our assessments. The Assessment Criteria may be revised from time to time, based on
experience gained through implementation and as industry practices change over time.

Confidentiality of the rating information is protected by the Supervisory Information Regulations. The
regulations provide that institutions may disclose “prescribed supervisory information”, which includes
ratings, to affiliates, directors, officers, employees, external auditors, appointed actuaries, security
underwriters, or legal advisors, provided the institution ensures the continued confidentiality of the
information.

July 2002 Page 1
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An Overview of the Supervisory Framework and Related Ratings

The objective of the supervisory process is to assess the safety and soundness of regulated
financial institutions and intervene on a timely basis where OSFI considers an institution’s
practices to be imprudent or unsafe. The Supervisory Framework sets out a disciplined, risk-
based approach to making these assessments, that uses the work of an institution’s Oversight
Functions, where appropriate, to understand how effectively an institution manages its risks.

The Composite Risk rating is the key rating under the Framework. It represents OSFI’s
assessment of the safety and soundness of an institution. The Assessment Criteria provide rating
categories and criteria for assessing the Composite Risk rating and each of its components, i.e.,
Overall Net Risk, Eamings and Capital.

It is important to note that all assessments made throughout the supervisory process consider the
nature, scope, complexity and risk profile of an institution, i.e., its unique circumstances.

Assessing an Institution’s Safety and Soundness

The assessment of an institution’s safety and soundness is built on an understanding of the
institution, its industry, and its environment. Based on this understanding, an institution’s
significant activities are identified. Both qualitative and quantitative factors are used to assess the
materiality or significance of an activity to the achievement of the institution’s objectives and
strategies.

A significant activity can be a line of business, business unit, or other institution-wide process
such as treasury operations or information technology. Generally, OSFI groups an institution’s
activities in a manner that is consistent with the business model used by the institution, i.e., how
the institution is structured and managed.

Significant activities are assessed using the following equation:

Mmt Mitigated By Net Risk/
Risk

Direction of Risk

For each significant activity, the key risks inherent in the activity are identified and assessed,
without considering the level of mitigation provided by the institution’s risk management
processes and controls. This assessment is mainly qualitative. Inherent risk assessments are
identified under seven risk categories: credit, market, insurance, operational, liquidity, legal and
regulatory, and strategic. These categories represent a broad classification of the risks that are
generally applicable to financial institutions, and most risks can be considered within one of these
categories.

The Quality of Risk Management is evaluated to assess the level of risk mitigation occurring
within the significant activities to arrive at the Net Risk and Direction of Risk for each activity.
This assessment is judgemental and is based on a sound understanding of the activity, the risks

July 2002 Supervisory Framework Ratings Assessment Criteria
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inherent in the activity, and the effectiveness of the institution’s mitigation, taking into account the
unique circumstances of the institution.

In assessing the Quality of Risk Management, both Operational Management and the Oversight
Functions of an institution are reviewed.

Operational Management for a given activity is primarily responsible for its day-to-day
management. This function ensures that policies, processes, control systems, staff levels and
experience are in place, and are sufficient and effective in managing and mitigating risks inherent
in the activity.

Besides Operational Management, OSFI has identified six Oversight Functions that may exist in
an institution. They are Board of Directors, Senior Management, Risk Management, Internal
Audit, Compliance, and Financial Analysis. These functions provide an independent review of
the management of business activities. The purpose of this oversight is to ensure that Operational
Management is effective in managing and controlling the risks for a given significant activity on a
day-to-day basis.

OSFTI’s primary objective in assessing the Oversight Functions is to determine the extent to which
it can use the work of these functions to ensure that appropriate controls are in place and are being
followed at the operational level. This allows OSFI to focus its own resources on reviewing areas
that are likely to affect the risk profile of the institution.

Composite Risk Rating
The Composite Risk rating is an assessment of the institution’s overall risk profile. It reflects

OSFI’s assessment of the institution’s safety and soundness. The following chart illustrates the
structure of the Composite Risk Rating:

l Significant Activities (SA) I

Inherent Risks by SA

Quality of Risk Management by SA

(Operational Management
+ Oversight)

| Net Risk by SA I

| Materiality by SA I
Capital/ Composite Risk
| Overall Net Risk '-——y Earnings I—> o Rating l
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Once the net risk in significant activities has been assessed, the materiality of each activity is
taken into account to arrive at the level and direction of Overall Net Risk for the institution as a
whole. The Overall Net Risk is a weighted aggregation of the Net Risks in the institution’s
significant activities.

The adequacy of Eamings and Capital, given an institution’s Overall Net Risk, is assessed to
arrive at the level and direction of the institution’s Composite Risk.

The objective of assessing Earnings is to understand and assess the quality, quantity and
volatility/sustainability of an institution’s eamnings and how they contribute to Capital.

Capital is a source of financial support that contributes to an institution’s safety and soundness. It
is a cushion to absorb unexpected losses and to provide a safety net for the institution. In
assessing Capital, the objective is to assess capital adequacy and the effectiveness of capital
management policies and processes in the context of the risk profile of the institution.

Oversight Function Ratings

Institutions will also be provided with ratings for the Oversight Functions that exist within the
institution. These ratings are developed during the review of significant activities and reflect an
assessment of the function’s overall effectiveness across all significant activities. They also
reflect, in part, the extent to which an institution’s Oversight Functions satisfy the Assessment
Criteria that are considered appropriate and relevant to its operations.

OSFI’s overall assessment of an Oversight Function involves assessing the characteristics and
performance of the function in executing its mandate across all significant activities, in the context
of the institution. '

The structure of the rating is illustrated below:

Overall
Effectiveness of the
Function

Review of the
Performance of the
Function

Review of the
Characteristics of
the Function

o Essential Elements e Performance
o Criteria Indicators

The unique circumstances of an institution are key considerations in assessing the effectiveness of
the institution’s Oversight Functions. This requires the use of judgement in applying criteria and
performance indicators included in the Assessment Criteria, in the context of the institution. The
particular circumstances of each institution will determine the relative importance of the
individual criteria and performance indicators in arriving at an overall rating for a function.

Smaller institutions are not likely to have all the Oversight Functions because oversight
responsibilities, in these institutions, are generally carried out by Senior Management.

Where an institution lacks some or all of the Oversight Functions, OSFI looks to other functions,
within or external to the institution, that handle these oversight responsibilities, for example,

July 2002 Supervisory Framework Ratings Assessment Criteria
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operations reviews by other branches, outsourcing arrangements, and Senior Management’s
activities. In the absence of effective oversight, OSFI will step up its supervision of the institution
and recommend or require that the institution implement an appropriate level of oversight.

July 2002 Supervisory Framework Ratings Assessment Criteria
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INTRODUCTION

The Superintendent of Financial Institutions (“Superintendent”) is appointed
pursuant to, and the Office of the Superintendent (“OSFI”) is established by, the
Office of the Superintendent of Financial Institutions Act ("OSFI Act").

Under the OSFT Act, the objects of OSFI in respect of financial institutions (“FIs™)

are:

(a)

(b)

(©

(d)

to supervise Fls in order to determine whether they are in sound financial
condition and are complying with their governing statute law and
supervisory requirements under that law;

to promptly advise the management and board of directors of an FI in the
event the institution is not in sound financial condition or is not complying
with its governing statute or supervisory requirements under that law and, in
such a case, to take, or require the management or board to take, the
necessary corrective measures or series of measures to deal with the
situation in an expeditious manner;

to promote the adoption by management and boards of directors of FIs of
policies and procedures designed to control and manage risk; and

to monitor and evaluate system-wide or sectoral events or issues that may
have a negative impact on the financial condition of FIs.

Canada Deposit Insurance Corporation (“CDIC”) is established by the Canada
Deposit Insurance Corporation Act (“CDIC Act”).

Under the CDIC Act the objects of CDIC are:

(a)
(b)

(©)

to provide insurance against the loss of part or all of deposits;

to be instrumental in the promotion of standards of sound business and
financial practices for member institutions and to promote and otherwise
contribute to the stability of the financial system in Canada; and

to pursue the objects set out in paragraphs (a) and (b) for the benefit of
persons having deposits with member institutions and in such manner as will
minimize the exposure of the Corporation to loss.
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In addition to OSFI and CDIC, the federal FI supervisory system includes the
Department of Finance, the Financial Consumer Agency of Canada and the Bank
of Canada. Although each has distinct mandates, the over-all design of the system
is premised upon, and the functioning of the system as a whole is best served by,
close coordination and cooperation. Accordingly, it is important that CDIC and
OSFI strive to foster an effective working relationship among these organizations
and, in particular, with each other.

PURPOSE OF AGREEMENT

The purpose of this Agreement is to enhance the ability of CDIC and OSFI to carry
out their mandates efficiently and effectively.

This Agreement provides a framework for OSFI and CDIC to coordinate their
activities, to promote consultation and to facilitate the exchange of information.
SCOPE OF AGREEMENT

This Agreement concerns the following, as applicable within each section of the
Agreement: ‘

e ' federally-incorporated CDIC member institutions ("federal members");

e provincially-incorporated CDIC member institutions ("provincial members") that
are related to federally-incorporated financial institutions regulated by the
Superintendent ("FRFIs") or are examined on behalf of CDIC by the
Superintendent;

e FRFIs that are related to federal or provincial members;

¢ applicants that plan on incorporating federally and applying for CDIC
membership;

e applicants seeking approval to accept deposits in Canada without being a member
of CDIC;
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o foreign banks that apply for approval to establish and operate branches in Canada
and that are (or would be) related to a CDIC member; and

e applicants that plan on incorporating provincially and applying for CDIC
membership that are (or would be) related to a FRFI.

Whenever this Agreement refers to meetings, notifications, the exchange of
information or any other sharing of information between OSFI and CDIC
personnel it is intended that these are to occur as promptly and expeditiously as
practical.

INCORPORATION, LICENSING AND INSURANCE APPLICATIONS

Applicants seeking to establish a bank or a federal trust or loan company must
apply to the Minister of Finance for letters patent-incorporating the institution.
OSFI assesses these applications and makes recommendations to the Minister.

A bank or federal trust or loan company may not commence business until it
obtains an order to commence and carry on business issued by the Superintendent.

Applicants that intend to take insured deposits also require CDIC membership.
Applications for deposit insurance are submitted to and assessed by CDIC and
decided upon by the CDIC Board of Directors.

OSFI and CDIC to work together to process applications for federal incorporation
and CDIC membership concurrently; to the greatest extent possible. OSFI and
CDIC intend that this co-operations will facilitate the expeditious processing of
applications, reduce the potential for conflicting messages to an applicant,
wherever possible, allow the effective equivalent of a single answer to be given in
respect of an applicant, and reduce the risk of the Minister issuing letters patent
incorporating a financial institution only to have the CDIC Board of Directors
reject that institution’s application for CDIC membership.

Recognizing that interested parties often contact OSFI or CDIC about the
possibility of applying, OSFI and CDIC will advise each other about such

expressions of interest to apply.

In respect of applications to OSFI and CDIC, the following principles apply:
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e OSFI will advise CDIC of each application for federal incorporation of an
institution that wishes to be permitted to accept insured deposits. OSFI will
advise the representatives of an applicant to communicate with CDIC as soon as
possible if they have not already done so.

¢ CDIC will advise OSFI of each application for CDIC membership of an
institution that would require federal incorporation or of an institution that would
require provincial incorporation and would be related to a FRFI. CDIC will
advise the representatives of such an applicant to communicate with OSFI as soon
as possible if they have not already done so.

e CDIC and OSFI will advise each other about the status of applications as
material developments occur. Personnel from both organizations will meet
monthly to review the status of applications and discuss matters related to

- applications or processes, or other matters of mutual interest.

o OSFI and CDIC will share application information and provide each other with
access to relevant files pertaining to applications.

e Where there are material issues of common interest between OSFI and CDIC,
both organizations should attend meetings with the representatives of the
applicant. OSFI and CDIC will inform each other of proposed meetings and the
anticipated topics to be discussed. Where one organization is unable or chooses
not to attend a meeting, the other organization will debrief the organization that

_did not attend.

e Once the OSFI and CDIC personnel who review applications have had an
opportunity to consider an application, they will advise each other of their
intentions and of any concems, recommended conditions or other issues
pertaining to an application.

¢ In the event that the OSFI personnel who review applications have the view that
the merits of an application for incorporation warrant approval by the Minister
but the CDIC personnel who review applications have the view that the merits
of an application for CDIC membership do not warrant approval by the CDIC
Board of Directors (or warrant approval only subject to one or more conditions
or limitations that are not concurred in by the OSFI personnel), a meeting will
be arranged between senior management of the two organizations to discuss the
situation.
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e OSFI personnel who review applications for incorporation will advise CDIC
personnel who review applications for deposit insurance of all application
decisions by the Minister.

e CDIC personnel who review applications for deposit insurance will advise
OSFI personnel who review applications for incorporation of all application
decisions by the CDIC Board of Directors.

Applications to Opt-Out of CDIC Membership:

The Bank Act and the CDIC Act permit CDIC member banks and newly
incorporated banks to apply to CDIC for authority to take deposits in Canada
without being members of CDIC (referred to as “opting-out”).

CDIC will advise OSFI of each application (or indication of an intention to apply)
to opt-out that it receives.

CDIC will advise OSFI of its intention to approve an opting-out application
(subject to the refusal of the application by the Minister on public interest
grounds).

CDIC will provide OSFI with a copy of the letter to an applicant advising the
applicant that it has been granted authority to take deposits in Canada without
being a CDIC member. '

Authorized Foreign Bank Branches:

Under the Bank Act, foreign banks may apply to the Minister of Finance for approval
to establish and operate branches in Canada.

Authorized foreign banks are not qualified to become members of CDIC.
However, an authorized foreign bank can both establish and operate a branch or
branches in Canada and own or control one or more FRFIs that may or may not be
CDIC members.

Where a foreign bank that is (or would be) related to a CDIC member applies, or
indicates to OSFI that it intends to apply to establish and operate a branch or
branches in Canada, OSFI will:
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e advise CDIC of the foreign bank’s plans for the CDIC member; and
e provide CDIC with regular updates on the status of such application.
Bank Holding Companies:

Under the Bank Act, one or more persons may apply to the Minister of Finance for
letters patent to incorporate a bank holding company.

OSFI will advise CDIC of any application (or indication of an intention to apply)
for letters patent to incorporate a bank holding company, if that bank holding
company would be affiliated with a CDIC member.

RISK ASSESSMENT
Annual Examinations of CDIC Member Institutions:

The CDIC Act requires member institutions to be examined or inspected annually.
For federal members, the CDIC Act designates the Superintendent as the examiner
on behalf of CDIC. For provincial members, CDIC may conduct annual
inspections or designate another person to do so on its behalf. Typically, CDIC
does not perform annual inspections of provincial members itself. Rather, CDIC
relies on examinations carried out by the institutions' provincial regulators or
designates the Superintendent to inspect them.

CDIC places significant reliance on the examinations and inspections conducted by
the Superintendent. Reports received from OSFI are used by CDIC in assessing the
risk posed to CDIC by individual member institutions and the CDIC membership as
a whole, including whether each member is following the CDIC Standards of Sound
Business and Financial Practices (“Standards”).

OSFI and CDIC will meet at least once a year to provide CDIC with an opportunity
to familiarize itself with any enhancements or changes to the OSFI examination
methodology and the examination procedures and programs related thereto and to
ensure that such enhancements or changes are consistent with CDIC’s examination
requirements and take into account the CDIC Standards.

OSFI and CDIC will meet as necessary to review the schedules for upcoming
examinations of federal members and to discuss CDIC concems about the risk
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(including adherence to CDIC Standards) of any particular federal member (or group
of members) that it wishes to have addressed during the annual examination.

OSFI and CDIC will meet at least once a year to discuss the results of OSFI’s
supervision and the content of reports provided under the CDIC Act on each member
institution (or group of institutions). In advance of these meetings, CDIC and OSFI
will exchange information pertaining to each organization’s assessment of the
member (or group of members) being discussed (e.g., OSFI Risk Assessment
Summary and CDIC Risk Assessment Profile) and a list of issues for discussion.

In situations in which CDIC wishes to designate the Superintendent to conduct an
annual examination of a provincial member:

e OSFI and CDIC will meet to establish the objectives, scope, resources, budget
- and schedule of the examination,;

¢ OSFI will conduct the examination using its usual supervisory practices; and

e CDIC will reimburse OSFI for reasonable costs incurred by the Superintendent
in the conduct of the examination.

Reporting the Results of Annual Examinations:

The CDIC Act requires that the person who conducts an annual examination of a
member institution is to provide CDIC, in a timely manner, with written reports
that:

e provide, by way of a rating or any other means, an assessment of the safety and
soundness of the member, including its financial condition;

e comment on the operations of the member, taking into account the CDIC
Standards; and

e if the institution is a provincial member and CDIC and the person agree,
comment on whether the provisions of the statutes governing the provincial
member are being complied with.
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In addition, the person who conducts an annual examination is required to inform
CDIC, without delay, of any change in the circumstances of the member that might
materially affect CDIC.

CDIC places significant reliance on the reports received from OSFI related to
examinations and inspections conducted by the Superintendent. Such reports are
used by CDIC in assessing the risk posed to CDIC by individual member institutions
and the CDIC membership as a whole, including whether each member is following
the CDIC Standards and whether annual Standards attestations and periodic
Standards Reports can be relied upon.

In order to satisfy the reporting requirements under the CDIC Act, where the
Superintendent conducts an annual examination of a CDIC member OSFI will
provide CDIC with:

e each Risk Assessment Summary (“RAS”) prepared for the individual member
institution or for a consolidated group of related members and, where the
member is related to a FRFI, the RAS prepared for that related institution or
such other document as captures similar information, as they are prepared or
updated;

e acopy of each Management Letter and Management Report sent to the member
institution or any of its subsidiaries or other affiliates, as well as the
corresponding replies or such other written communication with the member as

-captures similar information, as they are prepared or received,;

e acopy of each Intervention Status Report for staged CDIC member institutions,
at least quarterly; and

¢ any other information that the Superintendent considers is relevant to the safety
and soundness, financial condition and operations of a member institution (e.g.,
reports, letters or other documents pertaining to OSFI cross-systems reviews,
section notes or compliance reports, records of telephone call or ad-hoc
memoranda).

[t is understood that OSFI’s ability to provide reports, ratings or information on
changes in circumstances may be limited for provincial members to the extent that
OSFI usually does not have responsibility for the continuous monitoring of those
members and may not fully apply its Supervisory Framework to them.
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OSFI’s Supervisory Framework and examination methodology, procedures and
programs are consistent with the CDIC Standards. Therefore, information that
could lead CDIC to conclude whether a member institution is following the
Standards, and whether a member’s annual Standards attestations and periodic
Standards Reports can be relied upon, 1s identified in OSFI RAS and other reports
provided to CDIC in fulfilling OSFI’s reporting requirements under the CDIC Act.
It is agreed that OSFI will state in the RAS that matters that have come to its
attention may raise Standards related issues.

It is further agreed that Standards matters will be discussed at CDIC/OSFI
information sharing meetings. OSFI and CDIC will document the discussion on
Standards-related issues and will exchange notes from the meetings.

In circumstances where a federal member has identified deficiencies in following
CDIC Standards, it is required under the CDIC Standards By-law to send OSFI a
copy of its action plan describing the deficiencies and the corrective actions to be
taken to address them (including the person or persons responsible for addressing
the deficiencies and the timeframe for completion). OSFI will advise CDIC when
it has received an action plan from the member and will provide CDIC a copy of
the action plan. Where a member institution identifies deficiencies directly to
CDIC, CDIC will advise OSFI.

Under the CDIC Standards By-law, member institutions are required to submit
periodic Standards Reports describing how they have determined whether they are
following the Standards. The frequency of the Standards Report is based on a
member institution’s premium categorization under the CDIC Differential
Premiums By-law. '

In a year in which a member institution that is examined by OSFI submits a
Standards Report, OSFI will comment to CDIC whether, based on its examination
work (and where applicable other supervisory work), the information provided in
the report is consistent with OSFI’s understanding of the institution and whether it
is aware of any information that could lead to a conclusion that the member’s
Standards Report might not be reliable (including an explanation of the reasons
that could lead to such a conclusion).

When CDIC concludes that a member institution is not following CDIC Standards
(other than in circumstances where the member has so determined), CDIC will
discuss the matter with OSFI before it so notifies the member.
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In circumstances where CDIC is considering concluding that a member institution
is not following CDIC Standards or that it cannot rely on a member’s Standards
attestation or Standards Report, CDIC may request that OSFI provide additional
clarification related to information contained in OSF]I reports provided to CDIC to
satisfy the reporting requirements under the CDIC Act or about information in the
member’s attestation or report. '

CDIC will provide OSFI with a copy of its Risk Assessment Profile for each
federal member and for each provincial member that is related to a FRFI and of
other membership risk reports that it produces from time to time.

Reviews of Premium-related Returns:

CDIC is funded primarily by premiums payable annually by member institutions.
Premiums are calculated on insured deposits held by members as at April 30" of

each year. The CDIC Act requires the amount of each member’s insured deposits
to be reported to CDIC annually using the Return of Insured Deposits.

The CDIC Differential Premiums By-law requires certain member institutions to
provide to CDIC annually certain information that is used to determine the
members’ premium rate classifications, using a return referred to as the
Differential Premiums Reporting Form.

The CDIC Act provides that CDIC may request the Superintendent to review,
within the time specified by CDIC, the correctness of the premiums-related returns
filed by a federal member or by a provincial member that is examined by the
Superintendent on behalf of CDIC.

When the Superintendent is asked to review a member institution’s Return of
Insured Deposits or Differential Premiums Reporting Form, the review will be
conducted in accordance with the “Review Programs: CDIC Return of Insured
Deposits and Differential Premiums By-law Reporting Form” agreed to between
CDIC and OSFI and the reports related thereto will be in the form set out under
that Program.

CDIC will advise OSFI by September 30™ of each year of the member institutions'
returns it requests the Superintendent to review for the premium year commencing
May 1% of that year, and the time within which it wishes the reviews to be
completed and reports provided.
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The CDIC Differential Premiums By-law also requires information from OSFI to
calculate the scores of member institutions for the purpose of classifying members
into different premium categories. When requested in writing by CDIC, OSFI will
provide CDIC with such information to facilitate the calculation of member
differential premiums scores.

Under the CDIC Differential Premiums By-law, a member institution may request
a review of its score, provided it gives a reason in writing. If a member has
questions with respect to its examiner’s rating, CDIC will not discuss the matter
with the member but will instead advise the member to direct its inquiries to the
examiner or will facilitate, through a tripartite meeting, such discussion. In no case

will CDIC discuss the examiner’s rating with a member without the consent of
OSFI.

Approvals of Changes in Corporate Structure, Ownership, Governing
Legislation or Governing Jurisdiction:

Under the statutes governing FRFIs, the Minister of Finance or the Superintendent
may approve changes to the corporate structure, ownership or governing
jurisdiction of FRFIs. Among other things, this may include attaching conditions
or limitations to a previously issued order approving the commencement and
carrying on of business by a FRFI, approving the sale of all or substantially all of
the assets of an institution to a purchaser that assumes all or substantially all of the
liabilities of the institution, approving the acquisition of a significant interest in a
FRFI, approving an application by a provincially-incorporated financial institution
to continue as a FRFI or approving an application to continue as a bank holding
company.

OSFT and CDIC will advise the other of such matters, including but not limited to:

¢ any intention of the Superintendent to vary the commencement order of a CDIC
member or of a FRFI that is related to a CDIC member;

e any application, or plan to apply, to the Minister for letters patent of
amalgamation for, or approval of a sale of all or substantially all assets by, a
federal member or a FRFI that is related to a CDIC member;

¢ any application, or plan to apply, to the Minister to approve the acquisition of a
significant interest in a federal member or in a FRFI that is related to a CDIC
member;
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e any application, or plan to apply, by a provincial member to continue as a
federal member;

e any application, or plan to apply, by a bank to convert to a federally-
incorporated trust or loan company or by a federally-incorporated trust or loan
company to convert to a bank; or

e any application, or plan to apply, by a body corporate incorporated under an Act
of Parliament for letters patent continuing the body corporate as a bank holding
company, if that body corporate is a CDIC member or is affiliated with a CDIC
member.

Electronic information Sharing and Systems Technology Coordination and
Cooperation:

OSFI and CDIC have established a CDIC/OSFI Systems Technology Committee
to: A

e explore the sharing of information electronically;

¢ identify other opportunities where systems technology solutions could be
‘utilized and infrastructure costs related thereto could be shared and/or
‘minimized to increase efficiency and effectiveness; and

e be responsible for ensuring the implementation of identified initiatives.

The CDIC/OSFI Systems Technology Committee will meet quarterly or at the

request of either OSFI or CDIC. Areas of discussion would include, but would not

necessarily be limited to:

¢ the potential of converging respective information technology strategies over
time;

e opportunities for joint technology initiatives;
» information security designations and classifications;

e business resumption planning;
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o celectronic information exchange;
e security requirements; and

e other issues that may arise as suggested by either OSFI or CDIC to pursue the
goal of efficient and effective utilization of technology resources.

The CDIC/OSFI Systems Technology Committee will maintain an action matrix of
issues arising from meetings and will report to the Liaison Committee annually on
the results achieved during the year.

RISK MANAGEMENT
Guide to Intervention for Federal Financial Institutions:

OSFI and CDIC have developed a Guide to Intervention for Federal Financial
Institutions. The Guide outlines the actions available to OSFI and CDIC,
individually or in concert, to address circumstances that are a concern at a FRFI
with CDIC insurance.

OSFI and CDIC will meet as required to review the Guide to ensure that it
continues to reflect the actions available and processes in place to deal with FRFIs.

OSFI will advise CDIC if it intends to take any action set out under the Guide
against a federal member or against a FRFI that is related to a CDIC member
institution.

CDIC will advise OSFI if it intends to take any action set out under the Guide
against a federal member or against a provincial member that is related to a FRFL

Staged and Watchlist Institutions:

OSFI stages FRFIs in accordance with criteria set out in the Guide to Intervention
for Federal Financial Institutions.

CDIC maintains a watchlist of member institutions that cause a concern or pose a
risk to CDIC because of their financial condition or the way they conduct their
operations or for other reasons. In placing members on its watchlist CDIC takes

March 7, 2003 Page 14 of 25



CDIC/OSFI Strategic Alliance Agreement

into account, among other things, various qualitative and quantitative factors
including the examiner’s assessment of the institution. CDIC informs members of
their status on the watchlist and the reasons and implications related thereto.

Prompt and full communication between CDIC and OSFI about staged and watchlist
nstitutions is of particular importance in ensuring that each organization is aware of
potential problems. The early identification of problems, and the taking of prompt
corrective action, is more likely to lead to resolution.

Where CDIC is considering placing a federal member, or a provincial member that is
related to a FRFI, on its watchlist, CDIC will advise OSFI of:

e the fact that it is contemplating placing the member on its watchlist;
o - the reasons why it is considering placing the member on the watchlist; and
e any action that it is planning to take in the circumstances.

Where the Superintendent is considering staging a federal member, or a FRFI that is
related to a CDIC member, OSFI will advise CDIC of:

e the fact that the Superintendent is considering staging the institution;

¢ "the reasons why he/she is considering staging the institution ; and

e any action that the Superintendent is planning to take in the circumstances.
Obtaining Information:

Under the Policy of Deposit Insurance CDIC may require a member or its officers,
auditors or former auditors to provide it with information pertaining to the affairs
of the member for the purpose of monitoring or assessing the compliance of the
member with the CDIC by-laws or if CDIC considers the information necessary or
desirable in the furtherance of its objects.

CDIC will advise OSFI if it intends to request information from a federal member

or from a provincial member that is related to a FRFI pertaining to the institution’s
solvency, viability or financial condition.
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Under the statutes governing FRFIs, the Superintendent may direct an institution,
or a person who controls a FRFI or any entity that is affiliated with a FRFI, to
provide the Superintendent with information or documents where he/she believes
that the production of the information or documents is necessary in order to be
satisfied that the provisions of the legislation are being duly observed and that the
institution is in a sound financial condition.

OSFI will advise CDIC if the Superintendent intends to request information from a
federal member or from a FRFI that is related to a CDIC member pertaining to the
institution’s solvency, viability, financial condition or compliance with its
governing legislation.

Meetings with Boards of Directors of Staged and Watchlist Institutions:

From time to time, OSFI or CDIC finds it necessary to meet with the board of
directors of a staged or watchlist institution to discuss the reasons that the
Superintendent has staged the institution or that CDIC has placed the institution on
the CDIC watchlist, and to discuss measures to be taken to rectify the situation.

CDIC will advise OSFI if it intends to have such a meeting with the board of
directors of a federal member or of a provincial member that is related to a FRFI.

OSFI will advise CDIC if it intends to have such a meeting with the board of
directors of a federal member or of a FRFI that is related to a CDIC member
institution.

Special Examinations:

The CDIC Act provides CDIC with the authority to make examinations of member
institutions, or cause such examinations to be made, for specified purposes, at such
times as CDIC may require.

It is impossible to list the circumstances in which CDIC may require a special
examination. However, typically CDIC performs or commissions a special
examination when there are signs of deterioration in the financial condition of a
member to the point where the institution poses a higher risk of loss to the deposit
insurance fund and CDIC's interest might be compromised. With the information
available from a special examination, CDIC seeks to be in a position to more
thoroughly understand the member’s circumstances, practices or condition, assess
the extent of the problem or its exposure and weigh all options.
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Where CDIC considers it necessary that a special examination be made of a federal
member, or of a provincial member that is related to a FRFI, CDIC will meet with
OSFT to discuss the reasons for, the objectives of and the scope of the examination.

Where CDIC does not engage the Superintendent to make a special examination of a
federal member, or of a provincial member that is related to a FRFI, CDIC will
inform OSFI of the progress of the special examination and of the findings and
conclusions upon completion of the examination and, if requested, will provide OSFI
with access to the working papers and reports related thereto.

Where CDIC engages the Superintendent to conduct a special examination, the
objectives, scope, resources, budget and schedule of the examination will be set out
in an engagement letter agreed to between OSFI and CDIC and CDIC will reimburse
OSFT for reasonable costs incurred by the Superintendent in the conduct of the
examination.

Enlarging the Scope of the Work of an External Auditor or of Others:

Under the statutes governing FRFIs, the Superintendent may require that an
institution’s external auditor enlarge the scope if his/her audit of the institution’s
financial statements or that the external auditor or another person perform other
procedures and prepare a report thereon.

Where a request is directed at obtaining information about the safety, soundness or
financial condition of the institution or its compliance with its governing
legislation OSFI will advise CDIC if the Superintendent intends to require the
external auditor of a federal member, or of a FRFI that is related to a CDIC
member institution, to enlarge the scope of his/her audit work, or to require other
persons to conduct work at a federal member, or at a FRFI that is related to a CDIC
member, and will provide CDIC with a copy of any report by the external auditor
or other person related thereto.

Other Risk Management Actions:

Under the statutes governing FRFIs, the Superintendent may take a range of other
actions against institutions. Among others, these include obtaining letters of comfort
or undertakings, issuing directions, applying to the courts for various orders and
vetoing the policies of such institutions or granting security interests.
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OSFI will advise CDIC if the Superintendent intends to take such action related to
the safety, soundness, financial condition or legislative or regulatory compliance of
a federal member or a FRFI that is related to a CDIC member and, if such action is

taken, will provide CDIC with regular updates on the FRFIs progress in responding
to the action.

Under the CDIC Act, CDIC may apply to a court for an order directing a member
institution or another person to comply with, or restraining any act in breach of, the
CDIC Act, the CDIC by-laws or the Policy of Deposit Insurance.

CDIC will advise OSFI if it intends to apply for a compliance order involving a
federal member or a provincial member that is related to a FRFI and, if such an
application is made, will provide OSFI with regular updates on the progress of the
proceeding and, if an order is made, on whether it has been complied with.

Premium Surcharges:

Under the CDIC Act, after consulting with the Superintendent and giving the
member institution an opportunity to be heard, CDIC may levy a premium
surcharge if, in the opinion of CDIC, a member is engaging in any of the practices
identified in the CDIC Prescribed Practices Premium Surcharge By-law.

CDIC will advise OSFI if CDIC management intends to recommend to the CDIC
Board of Directors the imposition of a premium surcharge on a federal member or
on a provincial member that is related to a FRFL

Preparatory Examinations:

When CDIC believes that a deposit insurance payout is imminent, the CDIC Act
permits CDIC, subject to the concurrence of the Superintendent in the case of a
federal member, to conduct (or cause to be conducted) a preparatory examination
of the institution. The primary objectives of a preparatory examination are to
review and analyze the deposit liabilities of the institution, understand and
document its information and accounting systems in detail and develop a payout
plan with timing and cost estimates. Undertaking preparatory examinations
significantly improves the speed and lowers the cost of making deposit insurance

payments.
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Where CDIC considers a preparatory examination necessary for a provincial member
that is related to a FRFI, CDIC will advise OSFI in advance of the planned
examination.

In each such case, as well as in the case of any preparatory examination of a federal
member, CDIC will inform OSFI of the progress of the preparatory examination, will
provide OSFI with a copy of any report relating to the examination and will discuss
with OSFI the findings and conclusions arising from the examination.

CDIC Financial Support:

CDIC has the authority to purchase assets, to make or guarantee loans (with or
without security), to make or guarantee deposits and, generally, to render financial
assistance to its member institutions. Except to the extent that it is expressly
constrained by applicable law (e.g., CDIC is prohibited from acquiring shares of a
federal institution, except shares pledged to it as security or vested in it by a FIRP
order), CDIC essentially can enter into any form of financial transaction that fits its
objects and is aimed at reducing a loss, or averting a risk of loss, to CDIC.

CDIC will advise OSFI if it is requested to provide, or is considering providing,
financial assistance to a federal member or to a provincial member that is related to a
FRFIL

Contingency Planning:

Contingency planning provides a means to focus appropriate resources on taking
action to address the impact of a distress situation, and the potential disruption
associated with it, should such a situation arise. OSFI and CDIC each have
contingency plans in place for responding to situations of distress at FRFIs and
CDIC members.

CDIC and OSFI will each routinely provide the other with the names of those
individuals within the organization (and the means by which to contact them) that
should be contacted in the event of a distress situation involving a federal member,
a FRFI that is related to a CDIC member institution or a provincial member that is
related to a FRFI.
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TERMINATION, CANCELLATION AND WINDING-UP
Termination of a Policy of Deposit Insurance:

Under the CDIC Act, CDIC may initiate the process for terminating a member
institution’s deposit insurance where it is of the opinion that the member is failing
to follow the CDIC Standards of Sound Business and Financial Practices or is in
breach of the CDIC Act, any CDIC by-law or any of the conditions of its Policy of
Deposit Insurance.

CDIC will advise OSFI if CDIC management intends to recommend to the CDIC
Board of Directors the commencement of the process for terminating the deposit
insurance of a federal member or of a provincial member that is related to a FRFI,
and, if such process is commenced, CDIC will provide OSFI with regular updates on
the status of events.

Cancellation of Deposit Insurance:

Under the CDIC Act, CDIC may cancel a member instituton’s deposit insurance
when it is of the opinion that the member is or is about to become insolvent, or when
a member ceases to accept deposits. In a case of cessation, it is the practice of the
CDIC Board of Directors to cancel the Policy of Deposit Insurance as soon as
‘practicable.

CDIC will advise OSFI if CDIC management intends to recommend to the CDIC
Board of Directors that the deposit insurance of a federal member, or of a provincial
member that is related to a FRFI, be cancelled.

OSFI will advise CDIC if it learns of any plan by a CDIC member to cease accepting
deposits (e.g., a proposed or actual application for permission to wind-up and
dissolve, or a potential sale of assets to and assumption of liabilities by another

party).
Taking Control:

Under the statutes governing FRFIs, the Superintendent may, in various specified
circumstances, take control of an institution. The Superintendent may relinquish
control if he/she is of the opinion that the circumstances leading to the taking of
control have been substantially rectified.
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OSFI will advise CDIC if the Superintendent intends to take control of a CDIC
member or a FRFI that is related to a CDIC member or if the Superintendent intends
to relinquish control in any such case.

Winding-up:

Where the Superintendent has taken control (or, if applicable, prior to the
Superintendent doing so), of a CDIC member or a FRF]I that is related to a CDIC
member, OSFI will advise CDIC if the Superintendent intends to request the
Attorney General of Canada to apply for the winding-up of that institution.

CDIC will advise OSFT if it intends to apply for the winding-up of a federal member
or of a provincial member that is related to a FRFI.

CDIC and OSFI will cooperate and co-ordinate their efforts in the process of
petitioning for the winding-up of a federal member, with a view to having the action
conducted effectively and efficiently.

Selection of Liquidators:

Ordinarily, the involuntary winding-up of a FRFI is preceded by the
Superintendent taking control for some period and the Superintendent retains as
his/her agent for that purpose a professional firm that is qualified for appointment
as a liquidator.'

Where a CDIC member institution is placed in involuntary winding-up, CDIC
ordinarily will be the largest (and very often is the predominant) creditor of the
estate.

Where the Superintendent intends to engage a professional firm as his/her agent for
taking control of a CDIC member, OSFI will advise CDIC of the Superintendent’s
intention and consult with CDIC to ensure that the firm would be acceptable to
CDIC as the liquidator in the event the institution is placed in winding-up.

Where CDIC intends to nominate a liquidator to conduct the winding-up of a
federal member that is not preceded by the Superintendent taking control, or in the

' The Winding-up and Restructuring Act requires that (with the exception of CDIC) a liquidator must be a licensed
trustee in bankruptcy.
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winding-up of a provincial member that is related to a FRFI, CDIC will accord OSFI
the opportunity to comment on the proposed selection.

In selecting an agent or a liquidator, OSFI or CDIC, respectively, will ensure that:

o the professional firm is not related to the auditor of the relevant institution or
any related financial institution;

e the firm has satisfied OSFI or CDIC, as well as its own senior management, that
there are no conflicts in the acceptance of an assignment in relation to the
relevant institution (e.g., the firm is not related to any party already embarked
on a management consulting assignment for the institution or any related
financial institution);

¢ - the firm has the necessary resources available to perform the assigned task and
1s capable of fielding adequate numbers of skilled, competent individuals for
the control and management of branch operations and with the capacity to
establish the current condition of the institution, including its insured and
uninsured deposit liabilities profile, quickly and accurately;

¢ the firm is legally qualified and competent to perform the role of a liquidator
effectively and efficiently (where applicable); and

o the engagement will not cause concentration of engagements with one
professional firm.

INSURANCE AND SUPERVISORY POLICY INITIATIVES

The Superintendent is the chair and the CDIC Chairperson is a member of the
Financial Institutions Supervisory Committee (FISC). The legislated mandate of
FISC is the exchange of information among its members on all matters relating
directly to the supervision of financial institutions.

CDIC will notify OSFI of any topics or issues that the CDIC Chairman would like
to be discussed at the FISC.
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The Superintendent and the CDIC Chairperson also are members of the Senior
Advisory Committee ("SAC"). SAC provides advice to the Minister of Finance on
financial sector policy.

To ensure policy co-ordination at the federal level, CDIC and OSFI will:

. advise each other about policy initiatives with respect to federal members or
their related parties or FRFIs that are related to provincial members; and

e  for those initiatives that touch on the mandates and operations of both
organizations, provide each other with the opportunity to comment on such
initiatives at appropriate stages of their development and prior to their
distribution for formal consultation to institutions and their associations and
other interested parties, as well as prior to finalization.

MINISTERIAL, PARLIAMENTARY AND OTHER REPORTING

From time to time, the Superintendent, the CDIC Chairperson or other
representatives of OSFI or CDIC are requested to provide the Minister of Finance,
other Ministers, Parliament, committees of the House of Commons or the Senate or
other public bodies with information about institutions for which both organizations
have responsibilities under their respective mandates or about matters directly
relevant to the mandate of the other organization.

When such requests are made, CDIC and OSFI will:
. inform each other about the requests; and

. where appropriate, co-ordinate responses to such requests.

HUMAN RESOURCE TRAINING AND DEVELOPMENT

OSFTI and CDIC are committed to attracting competent personnel and providing
them with an opportunity for growth through training and development. In many
cases, the human resource requirements and training and development needs of
OSFTI and CDIC personnel are similar.

CDIC and OSFI will, where appropriate:
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¢ co-ordinate courses, conferences, seminars and other training and development
opportunities; and

¢ where such training and development is done in-house, invite the participation of
personnel from both CDIC and OSFI.

OSFI and CDIC support and encourage the movement of personnel between the two
organizations. In situations in which OSFI or CDIC is contemplating extending an
offer of employment to a person employed with the other organization, the CDIC
President and Chief Executive Officer or the Superintendent (as applicable) will
inform the other of the potential offer.

CONFIDENTIALITY

Under the OSFI Act, as well as under parallel provisions in the statutes governing
FRFIs, all information regarding the business or affairs of a FRFI or persons
dealing with a FRFI that is obtained by the Superintendent, or by any person acting
under the direction of the Superintendent, as a result of the administration or
enforcement of any Act of Parliament, is confidential and must be treated
accordingly.

Under the CDIC Act, all information regarding the affairs of a member institution,
or of any person dealing with a member, that is obtained or produced by or for
CDIC is confidential and must be treated accordingly.

CDIC and OSFI acknowledge the need to treat as confidential information received
from each other and agree that unless compelled to do so by law neither of them
will release to third parties information received from the other without the
permission of the organization from whom the information was received.

If compelled by law to release information received from the other, CDIC or OSFI
will advise the other prior to releasing the information.
CDIC/OSFI LIAISON COMMITTEE

OSFI and CDIC have established the CDIC/OSFI Liaison Committee to coordinate
the activities of OSFI and CDIC, to avoid unwarranted duplication and cost and
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generally to foster a close and effective working relationship between the two
organizations. The Superintendent and the CDIC Chairperson jointly chair this
comrmittee.

The CDIC/OSFI Liaison Committee will meet at the request of either the
Superintendent or the CDIC Chairperson.

AMENDMENTS

This Agreement may be amended at any time by agreement between the CDIC
President and Chief Executive Officer and the Superintendent of Financial
Institutions. An amendment may be requested by either organization and to be
effective must be confirmed in writing.

SIGNING AUTHORITIES

Jean Pierre Sabourin
President and CEO
Canada Deposit Insurance Corporation

Nicholas Le Pan
Superintendent of Financial Institutions
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the Superintendent of Financial Institutions Act (R.S. 1985, ¢. 18 (3rd Supp.) )
Disclaimer: These documents are not the official versions (more).

Source: http:/laws.justice.gc.ca/en/O-2.7text.html
Updated to August 31, 2003
Subject: Financial Institutions and related matters

Short title

Interpretation

"bank holding company”
« société de portefeurlle
bancaire »

"Deputy Superintendent”
&surintendant adjornt»

"financial instituticn”
« [pstitution financiére »

"insurance holding
company” « sociéré de
portefeurlle
dassurances »

Office of the Superintendent of Financial Institutions Act

R.S., 1985, c. 18 (3rd Supp.)

[Enacted as Part I to R.S., 1985, ¢. 18 (3rd Supp.), in force July 2, 1987, see SU/87-146.]
[02.71

Short Title
2. This Part may be cited as the Office of the Superintendent of Financial Institutions Act.
Interpretation

3. In this Part,

"bank holding company" means a bank holding company as defined in section 2 of the Bank
Act,

"Deputy Superintendent” means a Deputy Superintendent of Financial Institutions appointed
pursuant to section 8;

"financial institution" means
(&) a bank within the meaning of section 2 of the Bank Act,
(a.1) an authorized foreign bank within the meaning of section 2 of the Bank Act,
(5) a company to which the 7rust and Loan Companies Act applies,

(c) an association to which the Cooperative Credit Associations Act applies or a central
cooperative credit society for which an order has been made under subsection 473(1) of
that Act,

(d) a company, society, foreign company or provincial company to which the /nsurance
Companies Act applies, and

(¢) Green Shield Canada;

(/) [Repealed, 1996, ¢. 6, s. 104]

"insurance holding company" means an insurance holding company as defined in subsection 2
(1) of the Insurance Companies Act,
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"Office” « Bureau»
"pension plan" « Egime
de pension »

"Superintendent”
«surintendantd

To ensure regulation of
institutions and pension
plans

Office established

Objects of Office -
financial institutions

Objects of Office -
pension plans

E2H HEISH
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"Office" means the Office of the Superintendent of Financial Institutions established pursuant
to section 4;

“"pension plan" has the same meaning as in subsection 2(1) of the Pension Benefits Standards
Act, 1985,

"Superintendent” means the Superintendent of Financial Institutions appointed pursuant to
subsection 5(1).

R.S., 1985, c. 18 (3rd Supp.), 5. 3; 1991, c. 45, 5. 557, c. 47, 5. 742; 1992, ¢. 1, 5. 142, ¢. 56, 5.
18; 1996, c. 6, s. 104; 1998, c. 12, 5. 27; 1999, c. 28, 5. 127; 2001, c. 9, 5. 466.

Pumpose of Act

3.1 The purpose of this Act is to ensure that financial institutions and pension plans are
regulated by an office of the Government of Canada so as to contribute to public confidence in
the Canadian financial system.

1996, c. 6, s. 105; 1998, ¢. 12, s. 28.
Establishment of the Office

4. (1) There is hereby established an office of the Government of Canada called the Office
of the Superintendent of Financial Institutions over which the Minister shall preside and for
which the Minister shall be responsible.

(2) The objects of the Office, in respect of financial institutions, are

(a) to supervise financial institutions in order to determine whether they are in sound
financial condition and are complying with their governing statute law and supervisory
requirements under that law;

(5) to promptly advise the management and board of directors of a financial institution in
the event the institution is not in sound financial condition or is not complying with its
governing statute law or supervisory requirements under that law and, in such a case, to
take, or require the management or board to take, the necessary corrective measures or
series of measures to deal with the situation in an expeditious manner;

(¢) to promote the adoption by management and boards of directors of financial institutions
of policies and procedures designed to control and manage risk; and

(d) to monitor and evaluate system-wide or sectoral events or issues that may have a
negative impact on the financial condition of financial institutions.

(2.1) The objects of the Office, in respect of pension plans, are

(a) to supervise pension plans in order to determine whether they meet the minimum
funding requirements and are complying with the other requirements of the Pension
Benefits Standards Act, 1985 and its regulations and supervisory requirements under that
legislation;

(%) to promptly advise the administrator of a pension plan in the event that the plan is not
meeting the minimum funding requirements or is not complying with other requirements of
the Pension Benefits Standards Act, 1985 or its regulations or supervisory requirements
under that legislation and, in such a case, to take, or require the administrator to take, the
necessary corrective measures or series of measures to deal with the situation in an
expeditious manner; and
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(¢) to promote the adoption by administrators of pension plans of policies and procedures
designed to control and manage risk.

(3) In pursuing its objects, the Office shall strive

(a) in respect of financial institutions, to protect the rights and interests of depositors,
policyholders and creditors of financial institutions, having due regard to the need to allow
financial institutions to compete effectively and take reasonable risks; and

(&) in respect of pension plans, to protect the rights and interests of members of pension
plans, former members and any other persons who are entitled to pension benefits or
refunds under pension plans.

(4) Notwithstanding that the regulation and supervision of financial institutions by the
Office and the Superintendent can reduce the risk that financial institutions will fail, regulation
and supervision must be camried out having regard to the fact that boards of directors are
responsible for the management of financial institutions, financial institutions carry on business
in a competitive environment that necessitates the management of risk and financial
institutions can experience financial difficulties that can lead to their failure.

(5) Notwithstanding that the regulation and supervision of pension plans by the Office and
the Superintendent can reduce the risk that pension plans will fail to pay the expected benefits,
regulation and supervision must be carried out having regard to the fact that administrators of
pension plans are responsible for the management of the pension plans and that pension plans
can experience financial and funding difficulties that can result in the reduction of those
benefits.

R.S., 1985, ¢. 18 (3rd Supp.), s. 4; 1996, . 6, 5. 106; 1998, c. 12, 5. 29.
Superintendent of Financial Institutions

5. (1) The Governor in Council shall appoint an officer called the Superintendent of
Financial Institutions to be the deputy head of the Office.

(2) The Superintendent holds office during good behaviour for a term of seven years, but
may be removed for cause by the Governor in Council.

(3) Where the Superintendent is removed from office, the order in council providing for the
removal and the documents relating thereto shall be laid before each House of Parliament not
later than the fifteenth sitting day of that House following the day that the order is issued.

(4) The Superintendent, on the expiration of any term of office, is eligible to be re-
appointed for a further term of office.

(5) In the event of the absence or incapacity of the Superintendent, or if the office of
Superintendent is vacant, the Governor in Council may appoint a qualified person to hold
office instead of the Superintendent for a term not exceeding six months, and that person shall,
while holding that office, have all of the powers, duties and functions of the Superintendent
under this Part or any other Act of Parliament.

(6) A person appointed pursuant to subsection (5), on the expiration of any term of office,
is eligible to be re-appointed for a further term of office.

Powers, Duties and Functions of the Superintendent

6. (1) The Superintendent has the powers, duties and functions assigned to the
Superintendent by the Acts referred to in the schedule to this Part and shall examine into and
report to the Minister from time to time on all matters connected with the administration of the
provisions of those Acts except those that are consumer provisions as defined in section 2 of
the Financial Consumer Agency of Canada Act.
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(2) Where, pursuant to the Act that applies to it, a financial institution or any of its officers
or employees engages in

(2) underwriting securities,
(b) trading in securities, or
(¢) providing advisory or management services in respect of securities,

the Superintendent shall examine and inquire into the carrying out of those activities, and
report to the Minister from time to time on all matters connected therewith.

(3) The Superintendent is responsible for the administration of such regulations as the
Governor in Council may make respecting the carrying out of the activities referred to in
subsection (2) by financial institutions and their officers and employees, and every financial
institution and every officer and employee thereof that carries out any such activity shall do so
subject to those regulations.

(4) A regulation made pursuant to subsection (3) may provide that the Superintendent may,
by order, determine such matters or exercise such discretion as the regulation may specify in
relation to the carrying out of the activities referred to in subsection (2) by a financial
institution or any of its officers and employees.

(5) For the purposes of subsection (2), the Act that applies to a financial institution is the
Act set out in respect thereof in the definition "financial institution" in section 3.

R.S., 1985, c. 18 (3rd Supp.), 5. 6; 1997, ¢. 15, s. 334; 2001, ¢. 9, s. 467.

7. (1) The Superintendent shall engage exclusively in the duties and functions of the
Superintendent under section 6 and the duties and functions of the Superintendent as the
deputy head of the Office.

(2) Notwithstanding subsection (1), the Superintendent may hold any other office under
Her Majesty or perform any other duties for Her Majesty, but not for reward.

R.S., 1985, ¢. 18 (3rd Supp.), s. 7; 1997, c. 15, s. 335.

Agreements

7.1 (1) The Minister may, with the approval of the Governor in Council, enter into
agreements with the appropriate authority of a province

(a) with respect to the administration, application and enforcement of provincial legislation
in respect of trust, loan or insurance companies incorporated or regulated by or under an
Act of the legislature of the province;

(b) in order to authorize the Superintendent to exercise or perform the powers, duties and
functions on behalf of the appropriate authority of the province, that the Minister may
determine, in respect of trust, loan or insurance companies incorporated or regulated by or
under an Act of the legislature of the province; and

(¢) in order to

(i) make applicable the Trust and Loan Companies Act, the Insurance Companies Act or
this Act, or any provisions of these Acts, and the regulations made under any of these
Acts, with the modifications that the Minister considers necessary, in respect of trust,
loan or insurance companies that are incorporated or regulated by or under an Act of
the legislature of the province, and
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(ii) limit the application of provincial legislation in respect of trust, loan or insurance
companies that are incorporated or regulated by an Act of the legislature of the
province.

(2) The Minister shall cause a notice of every agreement entered into under subsection (1)
to be published in the Canada Gazette.

1999, ¢. 28, s. 128.
Deputy Supertntendents

8. The Superintendent may appoint one or more officers each to be called a Deputy
Superintendent of Financial Institutions.

R.S., 1985, c. 18 (3rd Supp.), s. &; 1996, c. 6, 5. 107.

9. Every Deputy Superintendent shall act under the instructions of the Superintendent.

Exercise of Powers, Duties and Functions

10. Except as otherwise provided by the Superintendent and subject to any terms and
conditions that may be specified by the Superintendent, a person who is an officer or employee
of the Office may exercise any of the powers and perform any of the duties and functions of
the Superintendent under this Act if the person is appointed to serve in the Office in a capacity
appropriate to the exercise of the power or performance of the duty or function.

R.S., 1985, c. 18 (3rd Supp.), s. 10; 1997, c. 15, s. 336; 2001, c. 9, s. 468.
Staff of the Office

11. Such employees as are necessary to enable the Superintendent to perform the duties of
the Superintendent shall be appointed in accordance with the Public Service Employment Act.

12. Every person who was an employee of the Department of Insurance or the office of the
Inspector General of Banks immediately prior to the coming into force of this Part becomes an
employee of the Office and is deemed to have been appointed pursuant to section 11.

13. In respect of persons appointed under section 11, the Superintendent is authorized to
exercise the powers and perform the duties and functions of the Treasury Board under the
Financial Administration Act that relate to personnel management, including the determination
of terms and conditions of employment and the responsibility for employer and employee
relations, within the meaning of paragraphs 7(1)(5) and (¢) and section 11 of that Act.

14. Any collective agreement affecting employees of the Department of Insurance or the
office of the Inspector General of Banks that was entered into before the coming into force of
this Act remains in force and binds the Superintendent as employer of those persons until the
expiration of that agreement.

15. Classification standards may be prepared by the Superintendent for positions to which
persons are appointed under section 11.
Financial
16. Subject to section 17, all expenses incurred in the administration of this Part shall be
paid out of moneys appropriated by Parliament for the purpose.

17. (1) The Minister may make expenditures out of the Consolidated Revenue Fund to
defray the expenses arising out of the operations of the Office.
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(2) The Minister may spend, for the purpose mentioned in subsection (1), any assessment
and interim assessment received under section 23 or 23.1 and any other revenue arising out of
the operations of the Office.

(3) The aggregate of expenditures made under subsection (1) shall not at any time exceed
by more than $40,000,000, or such other amount as may be specified in an appropriation Act,
the total of the assessments and revenues referred to in subsection (2).

(4) No expenditure may be made under subsection (1) without the approval of the Treasury
Board if the aggregate of the expenditures actually made under that subsection at any time
exceeds the aggregate of

() all assessments and revenues referred to in subsection (2), and
() moneys appropriated by Parliament pursuant to section 16.

R.S., 1985, c. 18 (3rd Supp.), s. 17; 1997, c. 15, s. 337.
Committee

18. (1) There is hereby established a committee consisting of

(a) the Superintendent;

(a.1) the Commissioner of the Financial Consumer Agency of Canada;
{5) the Governor of the Bank of Canada;

(c) the Chairperson of the Canada Déposit Insurance Corporation; and

(a) the Deputy Minister of Finance.
(2) The Superintendent is the chairman of the committee.

(3) The purpose of the committee is to facilitate consultations and the exchange of
information among its members on all matters relating directly to the supervision of financial
institutions, bank holding companies or insurance holding companies.

(4) Every member of the committee is entitled to any information on matters relating
directly to the supervision of financial institutions, bank holding companies or insurance
holding companies that is in the possession or under the control of any other member and any
member requested by another member to provide any such information shall forthwith provide
it

(5) Information requested from one member of the committee by another member may be
provided to any person designated by the member making the request.

R.S., 1985, c. 18 (3rd Supp.), s. 18; 1996, c. 6, s. 108(E); 2001, c. 9, s. 469.
Conflict of Interest

19. No member of the committee referred to in section 18, person appointed under
subsection 5(5) or Deputy Superintendent shall beneficially own, directly or indirectly, any
shares of any financial institution, bank holding company, insurance holding company or of
any other body corporate, however created, carrying on any business in Canada that is
substantially similar to any business carried on by any financial institution.

R.S., 1985, c. 18 (3rd Supp.), s. 19; 2001, c. 9, s. 470.
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20. No member of the committee referred to in section 18, person appointed under
subsection 5(5) or Deputy Superintendent shall borrow money from any financial institution or
from any member institution within the meaning of the Canada Deposit Insurance Corporation
Actunless the Minister is first informed in writing of the intention of that member, person or
Deputy Superintendent to do so.

21. (1) The Superintendent, a person appointed under subsection 5(5), a Deputy
Superintendent or a person appointed under section 11 shall not accept or receive, directly or
indirectly, any grant or gratuity from a financial institution, bank holding company or
insurance holding company, or from a director, officer or employee of any of them, and no
such financial institution, bank holding company, insurance holding company, director, officer
or employee shall make or give any such grant or gratuity.

(2) Every person, financial institution, bank holding company or insurance holding
company that contravenes subsection (1) is guilty of an offence and liable

(2) on summary conviction, to a fine not exceeding two thousand dollars or to
imprisonment for a term not exceeding six months or to both; or

(b) on conviction on indictment, to a fine not exceeding ten thousand dollars or to
imprisonment for a term not exceeding five years or to both.

R.S., 1985, c. 18 (3rd Supp.), s. 21; 2001, ¢. 9, 5. 471.
Confidentiality

22. (1) Subject to subsection (3), the following information, and any information prepared
from it, is confidential and shall be treated accordingly:

(a) information regarding the business or affairs of a financial institution, foreign bank,
bank holding company or insurance holding company or regarding persons dealing with
any of them that is obtained by the Superintendent, or by any person acting under the
direction of the Superintendent, as a result of the administration or enforcement of any Act
of Parliament;

(&) information received by any member of the committee established by subsection 18(1),
or by any person referred to in subsection 18(5) designated by any member of that
committee, in the course of an exchange of information permitted by subsection 18(3); and

(¢) information furnished to the Superintendent pursuant to section 522.27 of the Bank Act.

(2) Nothing in subsection (1) prevents the Superintendent from disclosing any information

(4) to any government agency or body that regulates or supervises financial institutions, for
purposes related to that regulation or supervision,

(2.01) to any other agency or body that regulates or supervises financial institutions, for
purposes related to that regulation or supervision,

(a.1) to the Canada Deposit Insurance Corporation or any compensation association
designated by order of the Minister pursuant to subsection 449(1) or 591(1) of the
Insurance Companies Act, for purposes related to its operation, and

(5) to the Deputy Minister of Finance or any officer of the Department of Finance
authorized in writing by the Deputy Minister of Finance or to the Governor of the Bank of
Canada or any officer of the Bank of Canada authorized in writing by the Governor of the
Bank of Canada, for the purposes of policy analysis related to the regulation of financial
institutions,
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if the Superintendent is satisfied that the information will be treated as confidential by the
agency, body or person to whom it is disclosed.

(2.1) The Governor in Council may make regulations prohibiting, limiting or restricting the
disclosure by financial institutions, bank holding companies or insurance holding companies of
prescribed supervisory information.

(3) The Superintendent shall disclose, at such times and in such manner as the Minister
may determine, such information obtained by the Superintendent under the Bank Act, the
Cooperative Credit Associations Act, the Insurance Companies Act and the Trust and Loan
Companies Act as the Minister considers ought to be disclosed for the purposes of the analysis
of the financial condition of a financial institution and that

(4) is contained in returns filed pursuant to the Superintendent's financial regulatory
reporting requirements; or

(5) has been obtained as a result of an industry-wide or sectoral survey conducted by the
Superintendent in relation to an issue or circurnstances that could have an impact on the
financial condition of financial institutions.

(4) The Minister shall consult with the Superintendent before making any determination
under subsection (3).

(5) Subject to any regulations made under a statute referred to in subsection (3) governing
the use by a financial institution of any information supplied to it by its customers, no
information obtained by a financial institution regarding any of its customers shall be disclosed
or made available under subsection (3).

(6) The Superintendent shall prepare a report, to be included in the report referred to in
section 40, respecting the disclosure of information by financial institutions, and describing the
state of progress made in enhancing the disclosure of information in the financial services
industry.

R.S., 1985, c. 18 (3rd Supp.), s. 22; 1991, c. 46, s. 601; 1994, c. 26, s. 49(F); 1996, c. 6, 5. 109;
1997, c. 15, s. 338; 1999, c. 28, 5. 129; 2001, ¢. 9, 5. 472.

Assessment of Financial Iostitutions

23. (1) The Superintendent shall, before December 31 in each year, ascertain the total
amount of expenses incurred during the immediately preceding fiscal year for or in connection
with the administration of the Bank Act, the Cooperative Credit Associations Act, the Green
Shield Canada Act, the lnsurance Companies Act and the Trust and Loan Companies Act.

(2) The amount ascertained by the Superintendent under subsection (1) is final and
conclusive for the purposes of this section.

(3) As soon as possible after ascertaining the amount referred to in subsection (1), the
Superintendent shall assess the amount against each financial institution, bank holding
company and insurance holding company to any extent and in any manner that the Governor
in Council may, by regulation, prescribe.

(4) The Superintendent may, during each fiscal year, prepare an interim assessment against
any financial institution, bank holding company or insurance holding company.

R.S., 1985, c. 18 (3rd Supp.), s. 23; 1991, c. 45, 5. 558, ¢. 46, s. 602, ¢. 47, s. 743; 1992, c. 1,
s. 142, c. 56, 5. 18; 1996, ¢. 6, 5. 110, ¢. 21, 5. 72; 1997, c. 15, 5. 339; 1999, c. 28, 5. 130;
2001, ¢.9,s.473.

23.1 (1) For the purpose of this section, "person" means a natural person, a personal
representative, a body corporate, a trust, a partnership, a fund, an unincorporated association or
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either of those rights,'the. goveriment of a foreign co{mtw orofa pl)litiéal subdivision of a
foreign country, an agency of the government of a foreign country or an agency of the
government of & political subdivision of a foreign country.

(2) The Superintendent may assess against a person a prescribed charge and applicable
disbursements for any service provided by or on behalf of the Superintendent for the person's
benefit or for the benefit of a group of persons of which the person is a member.

(3) The Superintendent may, during each fiscal year, prepare an interim assessment against
any person towards the amount to be assessed against the person under subsection (2).

(4) The Superintendent may assess a penalty of a prescribed amount against a financial
institution or the administrator of a pension plan where that financial institution or
administrator fails to

() file a return or other information required by the Act of Parliament that governs the
financial institution or the Pension Benefits Standards Act, 1985, as the case may be, at the
interval set out in, or within the time required by, that Act; or

(&) provide complete and accurate information with respect to the return or other
information required by the Act of Parliament that governs the financial institution or the
Pension Benefits Standards Act, 1985, as the case may be.

(5) A failure to file a return or other information under paragraph (4)(a) is deemed to be a
separate offence for each day during which the failure is continued.

1997, ¢. 15, s. 339; 1999, c. 28, s. 131.

23.2 (1) Every assessment and interim assessment made under section 23 or 23.1 is final
and conclusive and binding on the person against whom it is made.

(2) Every assessment and interim assessment made under section 23 or 23.1 constitutes a
debt due to Her Majesty and is immediately payable and may be recovered as a debt in any
court of competent jurisdiction.

(3) Interest may be charged on the unpaid amount of an assessment or interim assessment
under section 23 or 23.1 at a rate equal to the rate prescribed under the [ncome Tax Act for
amounts payable by the Minister of National Revenue as refunds of overpayments of tax under
that Act in effect from time to time plus two per cent.

1997, c. 15, 5. 339; 2001, c. 9, s. 475(F).

23.3 [Repealed, 2001, ¢. 9, 5. 477]
Administrative Monetary Penalties

Interpretation

24. (1) The following definitions apply in this section and in sections 25 to 37.
"entity" means an entity as defined in section 2 of the Bank Act.

"financial institutions Act" means the Bank Act, the Cooperative Credit Associations Act, the
Insurance Companies Act, the Pensjon Benefits Standards Act, 1985 and the Trust and
Loan Companies Act.

"penalty" means an administrative monetary penalty.

"person" means a patural person or an entity.
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defined in section 2 of the Financial Consumer Agency of Canada Act.

R.S., 1985, c. 18 (3rd Supp.), s. 24; 2001, c. 9, s. 476.

Violations

25. (1) The Governor in Council may make regulations

(2) designating, as a violation that may be proceeded with under sections 26 to 37, the
contravention of a specified provision of a financial institutions Act or of a specified
provision of a regulation made under one or the non-compliance with

(i) an order made by the Superintendent under a financial institutions Act,

(i) a direction made under a financial institutions Act to cease or refrain from
committing an act or pursuing a course of conduct that is an unsafe or unsound practice,
or to perform a remedial act,

(iii) terms and conditions imposed by the Superintendent or an undertaking given to the
Superintendent under a financial institutions Act, or

(iv) a prudential agreement entered into with the Superintendent under a financial
institutions Act;

() classifying each violation as a minor violation, a serious violation or a very serious

violation;

() fixing, in accordance with subsection (2), a penalty, or a range of penalties, in respect
of any violation;

(d) respecting the service of documents required or authorized to be served under sections
26 to 37, including the manner and proof of service and the circumstances under which
documents are deemed to be served; and

(e) generally for carrying out the purposes and provisions of section 24, this section and
sections 26 to 37.

(2) The maximum penalty for a violation is

() in the case of a violation that is committed by a natural person, $10,000 for a minor
violation, $50,000 for a serious violation and $100,000 for a very serious violation; and

(b) in the case of a violation that is committed by an entity, $25,000 for a minor
violation, $100,000 for a serious violation and $500,000 for a very serious violation.

R.S,, 1985, c. 18 (3rd Supp.), s. 25; 2001, ¢. 9, 5. 476.

26. Except if a penalty is fixed under paragraph 25(1)(¢), the amount of a penalty shall, in

each case, be determined taking into account

(@) the degree of intention or negligence on the part of the person who committed the
violation;

(4) the harm done by the violation;

() the history of the person who committed the violation with respect to any prior violation
or conviction under a financial institutions Act within the five-year period immediately
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(a) any other criteria that may be prescribed by regulation.

R.S., 1985, c. 18 (3rd Supp.), s. 26; 2001, . 9, 5. 476.

E"W act or °mi§;°“ may 27. If a contravention or non-compliance that is designated under paragraph 25(1)(2) can
¢ proceeded wi be proceeded with either as a violation or as an offence, proceeding in one manner precludes
proceeding in the other.

R.S., 1985, c. 18 (3rd Supp.), s. 27; 2001, c. 9, 5. 476.

Proceedings

Commission of viclation 28. (1) Every contravention or non-compliance that is designated under paragraph 25(1)(2)
constitutes a violation and the person who commits the violation is liable to a penalty
determined in accordance with sections 25 and 26.

Notice of violation (2) If the Superintendent believes on reasonable grounds that a person has committed a
violation, he or she may issue, and shall cause to be served on the person, a notice of violation.

Contents of notice (3) A notice of violation shall name the person believed to have committed a violation,
identify the violation and set out

(2) the penalty that the Superintendent proposes to impose;
(5) the right of the person, within 30 days after the notice is served or within any longer
period that the Superintendent specifies, to pay the penalty or to make representations to
the Superintendent with respect to the violation and the proposed penalty, and the manner
for doing so; and
(¢) the fact that, if the person does not pay the penalty or make representations in
accordance with the notice, the person will be deemed to have committed the violation and
the Superintendent may impose a penalty in respect of it.

R.S., 1985, c. 18 (3rd Supp.), s. 28; 2001, c. 9, s. 476.

Determination of Responsibility and Penalty

Payment of penalty 29. (1) If the person pays the penalty proposed in the notice of violation, the person is

deemed to have committed the violation and proceedings in respect of it are ended.
Representations to (2) If the person makes representations in accordance with the notice, the Superintendent
Superintendent

shall decide, on a balance of probabilities, whether the person committed the violation and, if
s0, may, subject to any regulations made under paragraph 25(1)(¢), impose the penalty
proposed, a lesser penalty or no penality.

F"’ﬂm“:;;g:zs"r make (3) A person who neither pays the penalty nor makes representations in accordance with

ep the notice is deemed to have committed the violation and the Superintendent may, subject to
any regulations made under paragraph 25(1)(¢), impose the penalty proposed, a lesser penalty
or no penalty. .

S;'i"z ffpf;mn and (4) The Superintendent shall cause notice of any decision made under subsection (2) or (3)

to be issued and served on the person together with, in the case of a serious violation or very
serious violation, notice of the right of appeal under section 30.

R.S., 1985, c. 18 (3rd Supp.), s. 29; 2001, c. 9, s. 476.

Appeal to Federal Court



Office of the Superintendent of Financial Institutions Act

s ve g e

Court to take precautions
against disclosing

Powers of Court

Debts to Her Majesty

Time limit

Proceeds payable to
Receiver General

Certificate

Registration in Federal
Court

Violations not offences

Due diligence available

Common law principles

Continuing violation

Evidence

BRH - ®XISHE

JVU. \1) A PCISUL Ul WIIVLL 4 QUUCT RUUTE SUDNCUUULL L7\4) 1iL 1G3PJTUL UL & STLIVUS vivlauuu
or very serious violation is served may, within 30 days after the notice is served, or within any
longer period that the Court allows, appeal the decision to the Federal Court.

(2) In an appeal, the Court shall take every reasonable precaution, including, when
appropriate, conducting hearings in private, to avoid the disclosure by the Court or any person
of confidential information referred to in subsection 22(1).

(3) On an appeal, the Court may confirm, set aside or, subject to any regulations made
under paragraph 25(1)(¢), vary the decision of the Superintendent.

R.S., 1985, ¢. 18 (3rd Supp.), s. 30; 2001, c. 9, s. 476.

Enforcement

31. (1) A penalty constitutes a debt due to Her Majesty in right of Canada and may be
recovered in the Federal Court.

(2) No proceedings to recover a debt referred to in subsection (1) may be commenced later
than five years after the debt became payable.

(3) A penalty paid or recovered under sections 25 to 30, this section and sections 32 to 37
1s payable to and shall be remitted to the Receiver General.

R.S., 1985, ¢. 18 (3rd Supp.), s. 31; 2001, ¢. 9, 5. 476.

32. (1) The unpaid amount of any debt referred to in subsection 31(1) may be certified by
the Superintendent.

(2) Registration in the Federal Court of a certificate made under subsection (1) has the

same effect as a judgment of that Court for a debt of the amount specified in the certificate and
all related registration costs.

R.S., 1985, ¢. 18 (3rd Supp.), s. 32; 2001, c. 9, 5. 476.

Rules about Violations

33. For greater certainty, a violation is not an offence and, accordingly, section 126 of the
Criminal Code does not apply in respect of one.

R.S., 1985, c. 18 (3rd Supp.), s. 33; 2001, c. 9, 5. 476.
34. (1) Due diligence is a defence in a proceeding in relation to a viclation.

(2) Every rule and principle of the common law that renders a circumstance a justification
or an excuse in relation to a charge for an offence under a financial institutions Act applies in
respect of a violation to the extent that it is not inconsistent with this Act.

R.S., 1985, c. 18 (3rd Supp.), s. 34; 2001, c. 9; s. 476.

35. A minor violation that is continued on more than one day constitutes a separate
violation for each day during which it is continued.

R.S., 1985, c. 18 (3rd Supp.), s. 35; 2001, ¢. 9, 5. 476.

General Provisions

36. In a proceeding in respect of a violation or a prosecution for an offence, a notice
purporting to be issued under subsection 28(2) or 29(4) or a certificate purporting to be made
under subsection 32(1) is admissible in evidence without proof of the signature or official
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R.S., 1985, c. 18 (3rd Supp.), s. 36; 2001, c. 9, 5. 476.

37. (1) No proceedings in respect of a violation may be commenced later than six months
after the subject-matter of the proceedings became known to the Superintendent, in the case of
2 minor violation, or two years after the subject-matter of the proceedings became known to
the Superintendent, in the case of a serious violation or a very serious violation.

(2) A document appearing to have been issued by the Superintendent, certifying the day on
which the subject-matter of any proceedings became known to the Superintendent, is
admissible in evidence without proof of the signature or official character of the person
appearing to have signed it and is, in the absence of evidence to the contrary, proof of the
matter asserted in it.

R.S., 1985, c. 18 (3rd Supp.), s. 37; 2001, c. 9, 5. 476.
Regulations
38. The Governor in Council may make regulations
(a) prescribing anything that is required or authorized by this Act to be prescribed; and

(b) prescribing the way in which anything that is required or authorized by this Act to be
prescribed shall be determined.

R.S., 1985, ¢. 18 (3rd Supp.), s. 38; 2001, ¢. 9, 5. 477.
No Liability
39. No action lies against Her Majesty, the Minister, the Superintendent, any Deputy
Superintendent, any officer or employee of the Office or any person acting under the direction
of the Superintendent for anything done or omitted to be done in good faith in the
administration or discharge of any powers or duties that under any Act of Parliament are

intended or authorized to be executed or performed.

R.S., 1985, ¢. 18 (3rd Supp.), s. 39; 2001, c. 9, 5. 477.
Annual Report

40. The Minister shall cause to be laid before each House of Parliament, not later than the
fifth sitting day of that House after September 30 next following the end of each fiscal year, a
report showing the operations of the Office for that year.

R.S., 1985, c. 18 (3rd Supp.), s. 40; 2001, ¢. 9, s. 477.
[Note: The former sections 26 to 46, as originally enacted by R.S., ¢. 18 (3rd Supp.), Part I,

are spent but not yet repealed. Those spent provisions will be repealed by a future
amendment.}

SCHEDULE TO PART I

(Section 6)
Bank Act

Lor sur les banques
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Cooperative Credit Associations Act
Lot sur les associations coopératives de crédit
Green Shield Canada Act
Loi sur 1association personnalisée le Bouclier vert du Canada
Insurance Companies Act
Lot sur les sociétés dassurances
Pension Benefits Standards Act, 1985
Loi de 1985 sur les normes de prestation de pension
Trust and Loan Cornpanies Act
Loi sur les sociétés de fiducie et de prét

R.S., 1985, c. 18 (3rd Supp.), Sch. to Part I; 1991, c. 47, 5. 744; 1992, c. 1, 5. 142, ¢. 56, 5. 18;
1994, c. 26, ss. 50, 51; 1996, ¢. 6, s. 111; 1999, c. 31, 5. 171.

AMENDMENT NOT IN FORCE
-2001,c.9,s. 474
1999, ¢. 28,5. 131 474, Subsections 23.1(4) and (5) of the Act are repealed.
RELATED PROVISIONS
— 1996, c. 6, 5. 110(3);
Transitional (3) Notwithstanding subsections (1) and (2) and section 166, the Superintendent

of Financial Institutions shall, before December 31 in the year in which this
subsection comes into force, ascertain

() the total amount of expenses incurred during the immediately preceding fiscal
year and up to and including the date on which this subsection comes into force

for or in connection with the administration of the  Investment Companies Act, as
that Act read immediately before the coming into force of section 166 of this

Act, and

(b) the average total assets during the calendar year 1994 of each investment
company to which the Imvestment Companies Act applied on December 31, 1995,
as that Act read immediately before the coming into force of section 166 of this
Act,

and subsections 23(2), (3), (5), (6) and (7) of the  Office of the Superintendent of
Financial Institutions Act continue to apply, with such modifications as the
circumstances require, in respect of the final assessment of each investment
company that was in existence under the Investment Companies Act , as that Act
read immediately before the coming into force of section 166 of this Act.

- 1996, c. 21, s. 72(2):
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(2) Subsection (1) applies to interest that is calculated in respect of periods that
are after June 1995.
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L Executive Summary

The Financial Stability Forum’s Working Group on Deposit Insurance has developed guidance
for the benefit of countries considering the adoption or the reform of an explicit, limited-
coverage deposit insurance system (hereinafter referred to in this Report as “a deposit
insurance system”). The guidance was developed through the preparation of a series of
discussion papers and a consultative process that involved over 100 countries. In developing
this guidance, the Working Group drew heavily on the practical experience of its members
and other countries. Thus, the guidance is reflective of, and designed to be adaptable to, a
broad range of country circumstances, settings and structures.

The principal objectives of a deposit insurance system are to contribute to the stability of a
country’s financial system and to protect less-financially-sophisticated depositors from the
loss of their deposits when banks fail. There are a variety of options available for achieving
these objectives.

A deposit insurance system is preferable to implicit protection if it clarifies the authorities’
obligations to depositors and limits the scope for discretionary decisions that may result in
arbitrary actions. To be credible, however, and to avoid distortions that may result in moral
hazard, such a system needs to be properly designed, well implemented and understood by the
public. A deposit insurance system needs to be part of a well-designed financial safety net,
supported by strong prudential regulation and supervision, effective laws that are enforced,
and sound accounting and disclosure regimes.

The first step in adopting a deposit insurance system or reforming an existing system is to
specify appropriate public-policy objectives and to ensure that their implications are fully
understood. In conjunction with identifying public-policy objectives, policymakers will need
to assess a large variety of conditions and factors that can have a bearing on the design of the
system. This self-assessment process is referred to in this Report as a situational analysis.
Conditions and factors that should be taken into consideration include: the state of the
economy, current monetary and fiscal policies, the state and structure of the banking system,
public attitudes and expectations, the strength of prudential regulation and supervision, the
legal framework, and the soundness of accounting and disclosure regimes. In many cases,
country conditions may not be ideal and, therefore, it is important to identify gaps between
existing conditions and more-desirable situations and thoroughly evaluate available options,

since the establishment of a deposit insurance system is not a remedy for dealing with major
deficiencies.

Countries transitioning from a blanket guarantee to a deposit insurance system should
undertake the same type of situational analysis as countries moving from implicit protection.
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The transition from a blanket guarantee should be as rapid as the country’s circumstances
permit, since adjustment can become more difficult the longer it is in place. Public awareness
plays a particularly important role in enabling a smooth transition.

After the self-assessment process has been completed, policymakers should turn their attention
to specific deposit insurance system design features. The starting point should be to address
the mandates, powers and basic organisational structure of the deposit insurer. Although no
single set of mandates, powers and structures is suitable in all circumstances, those elements
should be well defined, understood, and consistent with public-policy objectives, and there
should be clear oversight and accountability for the system. It also is critical to address
explicitly interrelationship issues among safety-net participants by specifying clear mandates,
effective information exchange, confidentiality of information, and close coordination of the
activities relevant to the deposit insurer.

Policymakers then should consider membership and coverage issues. Explicit eligibility rules
should exist and be transparent, and membership generally should be compulsory. When
deciding on the scope and level of coverage, policymakers should consider the relative
importance of different deposit instruments in relation to stated public-policy objectives and
the effect that the level of coverage may have on moral hazard. The level of coverage can then
be set through an examination of relevant data from banks.

Deposit insurance systems need to have access to adequate funds in order to reimburse
depositors promptly. The characteristics of the system and its benefits and limitations should
be publicised regularly so that its credibility can be maintained and strengthened.

There are a variety of methods available to safety-net participants for resolving failed banks or
to deal with banks that are in danger of failing. The methods are: liquidation and
reimbursement of depositors’ claims, purchase-and-assumption transactions and open-bank
financial assistance. Asset-management and disposition strategies should be guided by
commercial considerations and their economic merits.

Finally, the Working Group recommends that a continuous-improvement process be instituted
for reviewing the extent to which a deposit insurance system is meeting its objectives. In this
way, a country can ensure that its deposit insurance system remains consistent with economic
and social conditions and lessons learned, and is better able to deal with evolving challenges.
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II.. . Introduction

The Financial Stability Forum (FSF) was created in 1999 to promote international financial
stability, to improve the functioning of markets, and to reduce systemic risk. In recognition of
the increasing-use of deposit insurance as an integral component of an effective financial
safety net, the FSF established a Study Group on Deposit Insurance. The Study Group was
asked to assess the desirability and feasibility of setting out international guidance on deposit
insurance arrangements. The Study Group’s report was tabled at a meeting of the FSF in
March 2000. On the basis of the conclusions in that report, the FSF invited Mr. Jean Pierre
Sabourin, President and Chief Executive Officer, Canada Deposit Insurance Corporation, to
constitute a Working Group on Deposit Insurance (the Working Group) to develop such
guidance and to.deliver a final report to the FSF by September 2001."

The mandate of the Working Group was to develop guidance on sound deposit insurance
arrangements for countries considering the adoption of a deposit insurance system or the
reform of an existing one. The mandate specified that such guidance should be developed
through a consultative process that included countries interested in deposit insurance issues.
The guidance was to be reflective of, and adaptable to, the broadest set of circumstances,
settings and structures.

In fulfilling its mandate the Working‘ Group engaged in a wide range of activities. These
included: the publication of a series of business plans and discussion papers on specific
issues?, outreach sessions, seminars, conferences, utilisation of a Web site to solicit feedback
and share knowledge, and the production of this Final Report. The discussion papers identified
critical issues associated with adopting an explicit, limited-coverage deposit insurance system
or with reforming an existing one. The Working Group met with over 400 people from over
100 countries and they have been kept fully informed about the development of the guidance
topics.

! The Working Gtoup was comprised of representatives from Argentina, Canada, Chile, France, Germany,
Hungary, ltaly, Jamaica, Japan, Mexico, Philippines, the United States of America, the World Bank and the
International Monetary Fund (cf Annex I). The approach that the Working Group used to develop discussion
papers on the guidance topics and the techniques used in the outreach activities are set out in Annex [I. Annex II1

_contains the organisations and countries involved in the outreach sessions, seminars and conferences. A glossary
of terms used in this report can be found at the end of this document. A separate volume to this report (Volume
11), which can be downloaded from the Internet at the following Web site address (www.cdic.ca/international),
includes the research plan, the discussion papers on the 16 guidance topics, a bibliography and additional
information on the outreach activities.

2 Readers should consult the discussion papers for a more in-depth examination of the topics presented in this
report.
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This report is organised as follows. Section III explores the contextual issues related to forms
of depositor protection. Section IV sets out the issues and processes that need to be addressed
when adopting or reforming a deposit insurance system. Section V presents the design features
that help to ensure the effectiveness and credibility of a system. Section VI outlines the key
issues and considerations involved in resolution options, the reimbursement of depositors, and
claims and recoveries. The final section summarises the key guidance points.
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III.  Contextual Issues for Deposit Insurance Systems

This section discusses issues that policymakers should consider when adopting or reforming a
deposit insurance system. The first part examines the role of the banking sector and the
financial safety net. Next, there is a discussion on the forms depositor protection can take in
different countries. The last part focuses on how the financial safety-net participants can
mitigate moral hazard.

1. The role of the banking sector and the financial safety net

Financial institutions that accept deposits from the public (hereinafter referred to as banks) are
important in the economy because of their involvement in the payments system, their role as
intermediaries between depositors and borrowers, and their function as agents for the
transmission of monetary policy. Banks are in the business of assuming and managing risks.
By their nature, banks are vulnerable to liquidity and solvency problems, among other things,
because they transform short-term liquid deposits into longer-term, less-liquid loans and
investments. They also lend to a wide variety of borrowers whose risk characteristics are not
always readily apparent.

The importance of banks in the economy, the potential for depositors to suffer losses when
banks fail, and the need to mitigate contagion risks, lead countries to establish financial safety
nets. A financial safety net usually includes prudential regulation and supervision, a lender of
last resort and deposit insurance. The distribution of powers and responsibilities between the
financial safety-net participants is a matter of public-policy choice and individual country
circumstances. For example, some countries incorporate all financial safety-net functions
within the central bank, while others assign responsibility for certain functions to separate
entities.

2. Forms of depositor protection

Policymakers have many choices regarding how they can protect depositors. Some countries
have implicit protection that arises when the public, including depositors and perhaps other
creditors, expect some form of protection in the event of a bank failure. This expectation
usually arises because of the government’s past behaviour or statements made by officials.
Implicit protection is, by definition, never formally specified. There are no statutory rules
regarding the eligibility of bank liabilities, the level of protection provided or the form which
reimbursement will take. By its nature, implicit protection creates uncertainty about how
depositors, creditors and others will be treated when bank failures occur. Funding is
discretionary and often depends on the government’s ability to access public funds. Although
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a degree of uncertainty can lead some depositors to exert greater effort in monitoring banks, it
can undermine stability when banks fail.

Statutes or other legal instruments usually stipulate explicit deposit insurance systems.
Typically, there are rules govemning insurance coverage limits, the types of instruments
covered, the methods for calculating depositor claims, funding arrangements and other related
matters. A deposit insurance system is preferable to implicit protection if it clarifies the
authorities’ obligations to depositors and limits the scope for discretionary decisions that may
result in arbitrary actions. A deposit insurance system can also provide countries with an
orderly process for dealing with bank failures.

The introduction of a deposit insurance system can be more successful when a country’s
banking system is healthy. A deposit insurance system can contribute effectively to the
stability of a country’s financial system if it is part of a well-designed safety net. To be
credible, a deposit insurance system needs to be properly designed, well implemented and
understood by the public. It also needs to be supported by strong prudential regulation and
supervision, sound accounting and disclosure regimes, and the enforcement of effective laws.
. A deposit insurance system can deal with a limited number of simultaneous bank failures, but
cannot be expected to deal with a systemic banking crisis by itself.

3. Moral hazard

A well-designed financial safety net contributes to the stability of a financial system; however,
if poorly designed, it may increase risks, notably moral hazard. Moral hazard refers to the
incentive for excessive risk taking by banks or those receiving the benefit of protection. Such
behaviour may arise, for example, in situations where depositors and other creditors are
protected, or believe they are protected, from losses or when they believe that a bank will not
be allowed to fail. In these cases, depositors have less incentive to access the necessary
information to monitor banks. As a result, in the absence of regulatory or other restraints,
weak banks can attract deposits for high-risk ventures at a lower cost than would otherwise be
the case.

Moral hazard can be mitigated by creating and promoting appropriate incentives through good
corporate governance and sound risk management of individual banks, effective market
discipline and frameworks for strong prudential regulation, supervision and laws. These
elements involve trade-offs and are most effective when they work in concert.

Good corporate governance and sound risk management of individual banks help to ensure
that business strategies are consistent with safe-and-sound operations, and thus can act as the
first line of defence against excessive risk taking. Good corporate governance and sound risk
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management includes standards, processes, and systems for ensuring appropriate direction and
oversight by directors and senior managers, adequate internal controls and audits, management
of risks, the evaluation of bank performance, the alignment of remuneration with appropriate
business objectives, and management of capital and liquidity positions.

Moral hazard can be mitigated by market discipline exercised by shareholders as well as by
larger creditors and depositors who are exposed to the risk of loss from the failure of a bank.
However, for market discipline to work effectively, these groups must have the knowledge
required to assess the risks they face. Information should be readily available and be generally
understandable by the public. Sound accounting and disclosure regimes are required, as well
as ongoing attention to a bank’s soundness by ratings agencies, market analysts, financial
commentators and other professionals.

Many countries rely heavily on prudential regulatory and supervisory discipline to mitigate
moral hazard and control excessive risk taking. Regulatory discipline can be exercised through
sound and effective regulations covering the establishment of new banks, the implementation
of minimum capital requirements, the qualifications of directors and managers, sound-
business activities, fit-and-proper tests for controlling shareholders, standards for risk
management, strong internal controls, and external audits. Supervisory discipline can be
exercised by ensuring that banks are monitored for safety and soundness as well as
compliance issues and that corrective actions are taken promptly when problems surface,
including the closure of banks when necessary.

Specific deposit insurance design features can also mitigate moral hazard. These features may
include: placing limits on the amounts insured; excluding certain categories of depositors from
coverage; using certain forms of coinsurance; implementing differential or risk-adjusted
premium assessment systems; minimising the risk of loss through early closure of troubled
banks; and demonstrating a willingness to take legal action, where warranted, against directors
and others for improper acts.

Many of the methods used to mitigate moral hazard require certain conditions to be in place.
For example, differential or risk-adjusted differential premium assessment systems may be
difficult to design and implement in new systems and in emerging or transitional economies.
Early intervention, prompt cotrective action and, when warranted, bank closure require that
supervisors and deposit insurers have the necessary legal authority, in-depth information on
bank risk, financial resources, and incentives to take effective action. Personal-liability
provisions and availability of sanctions can reinforce incentives of bank owners, directors, and
managers to control excessive risk, but they depend on the existence of an effective legal
system that provides the necessary basis for action against inappropriate behaviour.
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Policymakers should consider a country’s conditions and factors that may determine the
effectiveness of particular measures for mitigating moral hazard, the commitment and the
ability to implement them, and the advancement of a reform agenda to eliminate gaps that may
limit their effectiveness.

10
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v Processes for Adopting and Maintaining a Deposit Insurance System

This section sets out the general policy issues and processes that need to be addressed when
adopting or reforming a deposit insurance system. The discussion begins with a focus on the
public-policy objectives of a deposit insurance system. It is then suggested that policymakers
conduct a situational analysis to guide their deliberations. Some special issues related to
transitioning from a blanket guarantee to a deposit insurance system are discussed in the
penultimate part of this section. In the final part, a six-step iterative self-assessment
methodology is presented.

1. Public-policy objectives

The first step in designing a deposit insurance system is to identify the public-policy
objectives that it is expected to achieve and these objectives must be well understood. The
principal objectives for deposit insurance systems are to contribute to the stability of the
financial system and to protect less-financially-sophisticated depositors. Although the
determination of such objectives is the responsibility of governments, the private sector can
play a role in their achievement. The choice of how a deposit insurance system is to be
operated depends on many factors that are unique to each country and its governmental and
financial systems.

A well-designed and well-understood deposit insurance system contributes to the stability of a
country’s financial system by reducing the incentives for depositors to withdraw their insured
deposits from banks because of a loss of confidence. Policymakers should ensure that the
authorities and the public view all components of the deposit insurance system as credible.
The level and scope of coverage, the speed with which insured deposits are repaid, and the
credibility of the underlying guarantee will affect the deposit insurance system’s ability to
enhance the stability of the financial system. Public attitudes and expectations play a
particularly important role in reinforcing the credibility and the effectiveness of a deposit
insurance system.

Deposit insurance protects insured depositors against the consequences associated with the
failure of a bank but it is not designed to protect banks from failing. The provision of deposit
insurance relieves insured depositors of the difficult tasks of monitoring and assessing the
condition of banks and their asset quality. At the same time, deposit insurance contributes to
the maintenance of confidence, so that less-financially-sophisticated depositors, or those who

find it hard to assess the financial condition of a bank, are less likely to participate in bank
runs.

11
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A continuous-improvement process should exist for reviewing the extent to which a deposit
insurance system is meeting its public-policy objectives and its mandate. Also, the
appropriateness of the mandate, powers and elements that make up a deposit insurance system
should be periodically reviewed. In this way, countries can ensure that their deposit insurance
arrangements remain consistent with economic and social conditions and lessons learned, and
that financial safety-net participants are better able to deal with the challenges they may
encounter.

2. Situational analysis and implementation considerations

In conjunction with the identification of public-policy objectives, policymakers should
conduct a situational analysis to guide their decision-making. Among the conditions and
factors that should be taken into consideration are: the level of economic activity; current
monetary and fiscal policies; the state and structure of the banking system; public attitudes and
expectations; the legal framework; prudential regulatory, supervisory, accounting and
disclosure regimes. Where existing conditions and factors are not ideal, it is important to
identify gaps and thoroughly evaluate the options available since the establishment of a
deposit insurance system is not a remedy for dealing with major deficiencies. If actions are
necessary, they can be taken before, or in concert with, the adoption or reform of a deposit
insurance system.

(a) Economic factors, the state and structure of the banking system and public attitudes
and expectations

The establishment of a deposit insurance system is more difficult if underlying issues relating
to the stability of the financial system have not been addressed. Policymakers should
undertake an analysis of conditions and factors such as the level of economic activity, current
monetary and fiscal policies, inflation and the condition of financial markets. These conditions
and factors affect the banking system and will influence the effectiveness of a deposit
insurance system. A situational analysis also requires an assessment of the soundness of the
banking system, including a detailed evaluation of the condition of banks’ capital, liquidity,
credit quality, risk-management policies and practices, and the extent of any problems. When
problems exist, an assessment should be made as to whether they are confined to individual
banks or are systemic in nature.

The number, type and characteristics of banks will have design implications for a deposit
insurance system and so the structure of the banking system should be analysed. Policymakers
also may need to examine the extent of competition, concentration, and the degree of state
ownership as well as state direction. The issue of concentration is of growing importance for
deposit insurance systems given the globalisation of capital markets and financial industry

12
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consolidation. For example, in a concentrated system the capacity of a deposit insurance
system to fund or cope with the failure of a large and complex bank may be problematic.

When resource distribution and credit decisions are directed mainly by the state, the state is
viewed as being responsible for the results of such operations. Deposits in such systems
generally are perceived as having a full government guarantee.

It is advisable to undertake an analysis of public attitudes and expectations before adopting or
reforming a deposit insurance system. If there are significant gaps between expectations and
planned systems or reforms, they will need to be addressed through greater public awareness.

Public awareness plays a particularly important role in enhancing the credibility and the
effectiveness of a deposit insurance system.

@) The state of legal, prudential regulatory, supervisory, accounting and disclosure
regimes ‘

It is important for policymakers to assess the state of legal, prudential regulatory and
supervisory, accounting and disclosure regimes. Policymakers have a wider range of options
available for designing a deposit insurance system if these regimes are robust.

A critical element of a sound legal regime is the ability to enforce laws. Deposit insurance
systems cannot be effective if relevant laws do not exist or if the legal regime is characterised
by inconsistencies. The situational analysis should focus on the level of enforcement, the
efficiency of the judicial system, and the effectiveness of creditors’ redress mechanisms.
Additional factors that should be considered include: the ability of a legal regime to support
early intervention and prompt corrective action, the ability to close troubled banks promptly,

and provisions for the clear and orderly liquidation of assets and resolution of creditors’
claims.

The strength of prudential regulation and supervision will have implications for the
effectiveness of a deposit insurance system. Strong prudential regulation and supervision
should allow only viable banks to operate. Banks should be well capitalised and follow sound-
and-prudent risk management, governance and other business practices. Other characteristics
include an effective licensing or chartering regime for new banks, regular and thorough
examinations, and the risk assessment of individual banks.

Sound accounting and financial reporting regimes are necessary for an effective deposit
insurance system. Accurate, reliable and timely information reported by these regimes can be
used by management, depositors, the marketplace, and authorities to make decisions regarding
the risk profile of a bank, and thereby increase market, regulatory and supervisory discipline.

13
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Attributes of a sound accounting regime include accurate and meaningful assessments of
information in areas such as asset valuation, the measurement of credit exposures, loan-loss
provisioning, measurement of nonperforming loans, the treatment of unrealised losses, off-
balance-sheet exposures, capital adequacy, and bank earnings and profitability. In many
countries, increased market discipline has been fostered by the adoption of sound and prudent
accounting principles and practices, and methods to ensure compliance with agreed-upon
accounting conventions.

Comprehensive disclosure regimes also enhance the effectiveness of a deposit insurance
system. This can be accomplished by requiring banks to release timely, detailed and useful
financial information so the market can assess the performance of a bank.

3. Transitioning from a blanket guarantee to a deposit insurance system

Some countries have introduced an explicit blanket guarantee during a financial crisis to fully
protect all bank depositors and creditors. The provision of such guarantees may be
unavoidable in periods of extreme financial distress to maintain domestic and international
confidence in the banking system. However, blanket guarantees can have a number of adverse
effects if retained too long, notably an increase in moral hazard. If a country decides to
transition from a blanket guarantee to a deposit insurance system, the transition should be as
rapid as a country’s circumstances permit.

A country considering transitioning from a blanket guarantee to a deposit insurance system
should undertake the same type of situational analysis as a country moving from implicit
protection. In addition, countries transitioning from a blanket guarantee will need to consider
three special issues.

The first issue arises from the fact that protection for depositors and other creditors is being
reduced. This may present a concemn to the public. Therefore, policymakers should pay
particular attention to public attitudes and expectations. In addition, countries with a high
level of capital mobility, and/or a regional integration policy, should consider the effects of
different countries’ protection levels and other related policies.

Second, policymakers should consider the capacity of the banking system to fund a new
deposit insurance system. The final issue concerns how fast the transition should proceed.
Some countries have implemented so-called fast-track transitions successfully soon after the
crisis has passed. These are countries that have restored the banking system to financial health
rapidly; and where strong prudential regulation and supervision, effective legal frameworks,
and sound accounting and disclosure regimes were already in place. When a fast-track

14
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approach is adopted, policymakers should consider phase-in provisions such as continuing to
protect deposits with maturities extending beyond the expiration date of a blanket guarantee.

In other countries, the implementation of a blanket guarantee has been associated with a
comprehensive post-crisis bank restructuring strategy and measures to improve prudential
regulation and supervision, the legal framework, and the accounting and disclosure regimes.
This has implications both for the length of time that the blanket guarantee needs to stay in
place and for the speed of the transition. The gradual removal of a blanket guarantee allows
banks time to adjust to new prudential standards. In addition, a gradual transition permits bank
managers to be trained in a risk-management culture and gives depositors time to become
accustomed to the new arrangements. A major disadvantage, however, is that the transition
period might be perceived as being too long, raising doubts among depositors and creditors
about the government’s commitment to withdraw the blanket guarantee. In addition, the
longer the blanket guarantee remains in place, the more likely it is to give rise to additional
moral hazard.

4. Self-assessment methodology (SAM)

In its outreach sessions the Working Group suggested that policymakers use an iterative “self-
assessment methodology” as a tool to design, implement, modify and continually assess a
deposit insurance system. The six-step methodology presented below allows policymakers to

begin from general principles and then modify, as appropriate, the specific design features to
meet their own country’s needs.

15
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Figure 1 (SAM)

Step 2
Situational Analysis

Step 4
Strategic Action Plan

Step 1
Public-Policy
Objectives

Step 5
Implementation

1. Setting out the public-policy objectives. The process begins with an articulation of the relevant public-policy objectives to
be attained. This analysis should take into account the conditions and factors that are present in a given country. A public-
policy paper should outline the mandate and the role that the deposit insurer is expected to achieve within the financial safety
net and set out the key attributes and important elements of the system. ’

2. Situational analysis of conditions and factors. The analysis should consider: economic factors, current monetary and
fiscal policies, the state and structure of the banking system, public attitudes and expectations, the state of the legal, prudential
regulatory and supervisory, and the accounting and disclosure regimes. The analysis should expose the strengths, weaknesses,
opportunities and threats of the system and identify the changes required in constructing a deposit insurance system.

3. Validation. A review and validation process of the proposed public-policy objectives, key attributes and important
elements should be undertaken and adjustments made if necessary. :

4. Strategic action plan. A strategic action plan should be developed after the validation phase has been completed This plan
should set out the goals and their priorities, time frames, critical paths, communication strategies, and consultative processes.
1t should define how the deposit insurance system will be made operational and how it will deal with transitional issues.

When transitioning from a blanket guarantee, care must be taken to ensure that the banking system is not disrupted.
Policymakers should have contingency plans to deal with any adverse developments. It is critical that the public understand
the planned changes and the time frame for completion.

5. Impl ation and ptance phase. Implementation and other changes should be supported by mechanisms to track
progress and identify required adjustments. The purpose of this phase is to make the system operational and deal with
transitional issues. For example, appropriate corporate governance arrangements (the governing body, senior management,
internal controls, and an accountability regime) will need to be put in place. Also, budgets, funding, and access to information,
including information-exchange arrangements, will need to be addressed at the outset.

6. Ongoing evaluations and validation. Ongoing evaluation and validation is needed to ensure the effectiveness of a deposit
insurance system, and to make changes when required. This continuous-improvement process should incorporate new
developments in the financial system and the lessons learned at home and abroad. Deposit insurance systems should be
reviewed in a timely fashion. Benchmarking against core principles, guidelines and best practices enhances the continuous-
improvement process.
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V. Structure and Design Features

This section focuses on the structure and design features of a deposit insurance systém. After
policymakers have completed a situational analysis, as part of a self-assessment process,
attention should turn to issues such as the mandate, powers and structure of the deposit
insurance system. In recognition of the interconnectedness of a deposit insurance system with
the other safety-net functions, it is critical to address interrelationship issues among financial
safety-net participants. Once those issues have been addressed, design features such as
membership, coverage, funding and public awareness can be considered. At the end of this
section there is a discussion of cross-border deposit insurance issues.

1. Mandates, powers and structure
(a) Mandates and powers

A mandate is a set of official instructions or statement of purpose. There is no single mandate
or set of mandates suitable for all deposit insurers. Existing deposit insurers have mandates
ranging from narrow, so-called “paybox” systems to those with broader powers and
responsibilities, such as risk-minimisation, with a variety of combinations in between.
Whatever the mandate selected, it is critical that there be consistency between the stated
objectives and the powers and responsibilities given to the deposit insurer.

Paybox systems largely are confined to paying the claims of depositors after a bank has been
closed. Accordingly, they normally do not have prudential regulatory or supervisory
responsibilities or intervention powers. Nevertheless, a paybox system requires appropriate
authority, as well as access to deposit information and adequate funding, for the timely and
efficient reimbursement of depositors when banks fail.

A “risk-minimiser” deposit insurer has a relatively broad mandate and accordingly more
powers. These powers may include: the ability to control entry and exit from the deposit
insurance system, the ability to assess and manage its own risks, and the ability to conduct
examinations of banks or request such examinations. Such systems also may provide financial
assistance to resolve failing banks in a manner that minimises losses to the deposit insurer.
Some risk-minimisation systems have the power to set regulations, as well as to undertake
enforcement and failure-resolution activities.

Formally specifying the mandate of a deposit insurer (either in law, in a formal policy
statement, an agreement, or by private contract) clarifies the role of deposit insurance within
the financial safety net. Clarity of the mandate reinforces the stability of the financial system
and contributes to sound governance and greater accountability.
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As a general principle, a deposit insurer should have all powers necessary to fulfil its mandate.
All deposit insurers require the ability to enter into contracts, set appropriate requirements,
and access timely and accurate information to ensure that they can meet their obligations to
depositors promptly.

) Basic structure and operational issues

Regardless of the scope of a deposit insurer’s mandate, there are certain structural and
operational issues that must be addressed. One of the first tasks is to determine whether the
deposit insurance function should be assigned to an existing organisation or whether a
separate entity should be established.

Assigning the deposit insurance function to an existing entity, (for example adding a
department to a central bank), has the advantage of allowing the deposit insurer to draw on
staff resources and skills from the larger organisation. However, this approach also has
drawbacks. The primary disadvantage is that a larger organisation may have difficulties
separating its other responsibilities and interests from the deposit insurance function. Whether
or not the deposit insurer is a separate organisation, it is vitally important to set clearly the
responsibility and accountability of each safety-net function.

©) Basic governance arrangements

There are a variety of forms of governance that can be used by a deposit insurance system. The
form of governance utilised should reflect the mandate and the degree to which the deposit
insurer is legally separated from the other financial safety-net participants.

The governing body of the deposit insurance system should include individuals with the
requisite knowledge who understand the organisation’s activities as well as the environment in
which it operates, and they should have the authority to make decisions. The deposit insurer
should have access to the input and views of the other safety-net participants and relevant
interested parties. Members of the governing body and management of the deposit insurer
should be subject to a fit-and-proper test, and they should be free from conflicts of interest.

Governance systems and practices should be developed on the basis of sound strategic
planning, risk-management processes, and good intemal control and audit systems. The
governance structure should be transparent and subject to clear oversight and accountability.
Rules specifying corporate governance practices should be developed.
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(d) Human resources and statutory indemnification

The ability to attract and retain qualified employees is a key challenge for most deposit
insurers. Indeed, a lack of skilled staff, capable of dealing with the complex and rapidly
evolving issues that characterise periods of financial stress, has increased costs for a number
of governments and deposit insurers.

Several approaches have been employed to ensure the availability of qualified people to meet
the operational objectives of deposit insurance systems. They include the use of dedicated
resources, access to the resources of other financial safety-net participants and/or reliance on
outside service providers.

The importance of statutory indemnification should be recognised and employees should
receive legal protection against lawsuits for their actions taken in good faith. The lack of legal
protection for employees can reduce incentives to be vigilant in carrying out their
responsibilities, particularly in cases where mandates emphasise early detection, intervention
and closure of troubled banks.

2. Interrelationships among financial safety-net participants

Policymakers should address the deposit insurer’s relationships and coordination with the
other safety-net participants. A need for close coordination exists in any institutional setting
and information sharing among safety-net participants is essential.

When a single organisation performs all of the safety-net functions the smooth resolution of
potential tensions is dependent on clarity of mandates and an adequate accountability regime
among the relevant departments. However, when the functions are assigned to different
organisations, issues related to information sharing, allocation of powers and responsibilities,
and coordination of actions among different functions are more complex and need to be
addressed clearly and explicitly.

The supervisory authority usually is the primary source of information on banks. In order to
ensure that the deposit insurer obtains the information it needs, while minimising reporting
burdens on banks, it is important to closely coordinate the collection and sharing of
information. Depending on the breadth of their individual mandates, deposit insurers may

need to supplement information provided by supervisors with information collected directly
from banks.

A deposit insurer’s information needs vary significantly according to its mandate and powers.
All deposit insurers need information to be able to reimburse depositors’ claims when
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necessary, including information on the amount of insured deposits held by individual
depositors. A deposit insurer should have ready access to specific information related to
banks’ deposit base, including the amount of insured and total deposits, so that plans for
resources and funding needs can be developed. Accordingly, guidelines may need to be issued
to ensure that banks maintain and safeguard appropriate records.

A deposit insurer with a risk-minimisation mandate must have access to timely and accurate
information so that it can assess the financial condition of individual banks, as well as the
banking industry. It also must anticipate the financial troubles of individual banks and deal
with them effectively when they arise. The deposit insurer also needs information regarding
the value of the bank’s assets and the expected time frame for the liquidation process, given
that the value of a bank’s assets depends, in part, on the time necessary to liquidate them.

Although informal arrangements for information sharing and coordination can work well,
clearly specified agreements are highly desirable, given the sensitivity of bank-specific
information and the need to maintain confidentiality. The challenge of maintaining open
communication channels suggests that it may be useful to formalise these arrangements either
through legislation, memoranda of understanding, legal agreements, or a combination of these
techniques. These arrangements also may be useful in providing a general framework for
safety-net participants to coordinate their related activities. Rules regarding confidentiality of
information should apply to all safety-net participants.

3. Membership and coverage

This subsection deals with specific design features, such as which institutions should be
eligible for membership, what financial instruments should be covered, and the level of
coverage. A number of different factors should be taken into consideration to determine which
financial institutions should be members of a deposit insurance system. Of particular
importance is whether they are subject to strong prudential regulation and supervision.
Explicit eligibility rules for membership should exist and membership should be compulsory,
in most circumstances. In addition, it is important to define clearly in law or private contract
what is an insurable deposit.
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(a) Membership

i) Compulsory membership

In general, membership should be compulsory to avoid adverse selection. There are some
cases, however, where a strong commitment of banks to participate in a deposit protection
system can be observed and broad participation of banks may be achieved without a legal
obligation. This can occur if depositors are aware of and sensitive to the existence of deposit
insurance, thus creating strong incentives for banks to be part of a system. In other cases, if
depositors are less concerned about deposit insurance or are not aware that coverage is limited
to certain banks, then the stronger banks may opt out. Further, in a voluntary system strong
banks may opt out if the cost of failures is high and this may affect the financial solvency and
the effectiveness of a deposit insurance system.

(ii) Considerations when granting membership to banks

There are two circumstances that may require different approaches to granting membership to
banks. First, when a deposit insurance system is established and second, when membership is
granted to new banks in an existing system.

When a deposit insurance system is created, policymakers are faced with the challenge of
minimising the risks to the deposit insurer, while granting extensive membership. Generally,
two options are available: automatic membership or requiring banks to apply for entry.

Automatic membership for all banks may be the simplest option in the short term. However,
the deposit insurer may then be faced with the difficult task of having to accept banks that
create an immediate financial risk or that pose other adverse consequences for the deposit
insurance system.

Alternatively, banks may be required to apply for membership. This option provides the
deposit insurer with the flexibility to control the risks it assumes by establishing entry criteria.
It also can serve to enhance compliance with prudential requirements and standards. In such
cases, an appropriate transition plan should be in place that details the criteria, process and
time frame for attaining membership. The criteria should be transparent.

The way that policymakers grant membership in existing deposit insurance systems varies. In
some countries, the licensing or chartering of new banks and the granting of membership in a
deposit insurance system are separate functions of different safety-net participants. In other
countries the relevant safety-net participants jointly approve new members and in others,
membership is automatic with the issuance of a bank charter or license. Whichever option is
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chosen, appropriate mechanisms are necessary to ensure that membership requests are handled
expeditiously and effectively, and that eligible banks meet minimum prudential standards and
entry requirements.

(iii)  Foreign banks

Although domestically incorporated or chartered banks are the principal members of most
deposit insurance systems, some countries require foreign-bank subsidiaries and branches to
participate in the system as well. Several arguments are made for their inclusion: the stability
of the domestic financial system; the goal of providing a minimum level of deposit insurance
to all depositors; the notion that foreign banks benefit from a stable domestic financial system
and should therefore participate in the deposit insurance system as part of doing business in a
country; the desire to minimise competitive issues by placing foreign banks on the same
footing as domestic banks; and the diversification that arises from wider membership and
expansion of the funding base.

(iv)  Non-bank financial institutions

Policymakers take different approaches to non-bank financial institutions that offer deposits
and deposit-like products. The rationales for expanding membership beyond banks include:
the desire not to introduce competitive distortions among different types of institutions
offering similar products; the objective of enhancing the stability of the financial system by
including all institutions that accept deposits or deposit-like products; and the desire to apply
prudential regulatory and supervisory rules to all such institutions.

There are many cases, however, where non-bank financial institutions are excluded from
membership. The most common reasons are that such institutions may not be as relevant as
banks to a country’s financial stability, that they may be subject to different regulatory and
supervisory standards, and they may have different authorities overseeing their affairs. In such
circumstances, policymakers may establish separate protection schemes to cover non-bank
financial institutions.

) State-owned banks

State-owned banks present unique issues for deposit insurance systems. These banks are
usually the beneficiaries of an implicit or full government guarantee that may make their
inclusion in a deposit insurance system appear unnecessary. Nevertheless, some countries
have chosen to include them in their systems. Some of the reasons are: to facilitate
privatisation; to ensure competitive equality with private-sector banks in terms of the level of
coverage and premium contributions; to provide a mechanism to bring such banks under the
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same prudential regulatory and supervisory rules applicable to other banks; and to diversify
the deposit insurer’s risks and increase its funding base.

) Coverage

(i) Scope and level

Policymakers should define clearly in law or by private contract what is an insurable deposit.
In doing so, they should consider the relative importance of different deposit instruments,
including foreign-currency deposits and the deposits of non-residents in relation to the public-
policy objectives of the system. Once the relevant deposits are selected, exclusions of specific
deposits and/or depositors can be determined.

Many deposit insurance systems exclude deposits held by depositors who are deemed capable
of ascertaining the financial condition of a bank and exerting market discipline. Examples
include deposits held by banks, government bodies, professional investors such as mutual
funds, and deposits held by bank directors and officers. In some cases, deposits held by
individuals who bear responsibility for the financial well-being of a bank are excluded from
reimbursement. Also, deposits with extremely high yields are sometimes excluded from
coverage; or reimbursement may be limited to the principal owed, with a lower rate of interest
applied. Many countries exclude bearer deposits because it is difficult to establish ownership
of the account and to ensure that coverage limits are respected.

Once the scope is determined, the level of coverage can be set. This can be done through an

examination of relevant data, such as statistical information describing the size distribution of -
deposits held in banks. This gives policymakers an objective measure, such as the fraction of
depositors covered, with which to assess the adequacy of a certain level of coverage.

Whatever coverage level is selected, it must be credible and internally consistent with other

design features, and meet the public-policy objectives of the system. Policymakers should

consider the relationship between coverage levels and moral hazard.

There are a number of ways to apply coverage limits. Usually coverage limits are applied per
deposit or per depositor. Using the per deposit method may be incompatible with ensuring
limited coverage since a depositor can easily circumvent the limit by opening multiple
accounts in a single bank for an amount equal to or below the insured limit. Focusing the
coverage limit solely on the depositor avoids that pitfall but information requirements are
greater since all deposit accounts held by a single depositor need to be identified and
aggregated for deposit insurance purposes.
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Coverage limits can also be applied per bank or across all member banks. Although coverage
across all banks is likely to instill more market discipline, depositors may be affected by
multiple bank failures even though they had diversified their risks among member banks. As a
result, this approach may increase the potential for bank runs. Providing deposit insurance
across all member banks requires detailed data of all depositor accounts in all banks. This type
of coverage is highly difficult and costly to administer as it requires not only a great deal of
information regarding ownership of deposit instruments but also requires a process for
combining depositor accounts at different banks when they fail. It also requires that a time
element be attached to the coverage limit- such as per calendar year. A mechanism would also
be needed to track depositor reimbursements to determine when a particular depositor reached
the coverage limit. This option is seldom used because of its complexity and its potential to
undermine depositor confidence.

Given the importance of effectively limiting coverage and contributing to financial system
stability, as well as keeping the requirement for information reasonable, it is preferable to
apply deposit insurance on a per depositor per bank basis.

(i) Coinsurance

One approach to foster market discipline and to reduce somewhat the costs of deposit
insurance is the use of coinsurance, whereby a pre-specified proportion of deposits is insured.
Depositors in a limited-coverage deposit insurance system should be aware that they may
suffer losses if their deposits exceed the limit when a bank fails. This awareness will be
heightened under coinsurance because depositors may suffer losses if their deposits are below
the insurance limit. However, even under a coinsurance system, individuals who have small
account balances may not exercise market discipline because of a lack of financial incentives
or sophistication, or because the costs of doing so exceed the benefits. In this case, individuals
bear a cost for bank failure without increasing market discipline. As well, for coinsurance to
be effective, extensive information needs to be provided to the public regarding the financial
condition of banks.

A negative consequence of coinsurance is that depositors may opt out of the banking system.
One way to protect against these potentially adverse effects is to apply it above a certain
amount so that individuals holding small account balances are protected fully against the risk
of loss, while maintaining the incentive for depositors holding larger account balances to
monitor banks.
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(iii)  Adjusting coverage limits

Inflation, the growth of real income, the development of new financial instruments, and the
way in which these factors influence the composition and size of deposits may require the
adjustment of coverage limits. A trade-off exists, however, between the goal of maintaining
the level of deposit insurance constant for a sufficiently long period of time so that depositors
know the coverage limit with certainty, and the goal of setting the level of coverage that is

appropriate to meet the objectives of the system. This problem is especially acute for high-
inflation countries.

Adjustments to the level of deposit insurance coverage may take place either on a
discretionary basis or they may be made systematically through automatic or periodic
indexing. Indexed adjustments may be automatically implemented, which requires care in
choosing the frequency and amounts of adjustments. If adjustments occur too often, or for odd
amounts, this could confuse the public. Alternatively, if adjustments occur too infrequently,
the deposit insurance system may be unable to meet its stated public-policy objectives.

(iv)  Foreign-currency deposits

The decision whether to cover deposits denominated in foreign currencies depends heavily on
a country’s usage of foreign currency. When usage is high, it would be of little value to
institute a deposit insurance system without covering these deposits.

If foreign-currency deposits are to be covered by deposit insurance, it is important to consider
whether these deposits are to be reimbursed in local or foreign currency when a bank fails.
This decision is important because it has implications as to who bears the foreign-exchange
risk. If reimbursements are made in foreign currency, the deposit insurer may bear this risk. If
foreign-currency deposits are converted into local currency before reimbursing depositors after
a bank failure, the risk is transferred to the depositors. If reimbursements are made in local
currency, a transparent rule should be set out in advance with respect to the date chosen for the
exchange rate that will be used to calculate the amount to be reimbursed. At a minimum, a
system that offers to repay depositors in a foreign currency must have access to sufficient
foreign assets or other sources of foreign-currency funding to make this commitment credible.

To mitigate foreign-exchange risk, policymakers should ensure that banks have sound foreign-
exchange risk-management systems and controls in place. Furthermore, the deposit insurer
should develop sound policies and procedures to prudently manage any foreign-exchange risk
it faces. In designing such policies and procedures, the deposit insurer may wish to draw on
the expertise residing in banks.
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4. Funding

Sound funding arrangements are critical to the effectiveness of a deposit insurance system and
the maintenance of public confidence. A deposit insurance system should have available all
funding mechanisms necessary to ensure the prompt reimbursement of depositors’ claims after
a bank failure. Inadequate funding can lead to delays in resolving failed banks, to significant
increases in costs and a loss of credibility of the deposit insurance system. Funding can be
assured in many ways, such as government appropriations, levies or premiums assessed
against member banks, market borrowings, or a combination thereof.

Premiums or levies can be assessed on an ex-ante or ex-post basis. Beyond the decision of
how to fund a deposit insurance system, some additional issues should be considered by
policymakers. Among these are: how deposit insurance assessments should be determined,
verified, and collected; and whether it is appropriate to establish separate deposit insurance
funds for different types of deposit-taking institutions.

Member banks should pay the cost of deposit insurance since they and their clients directly
benefit from having an effective deposit insurance system. Policymakers should consider the
effect of premium levels on the financial health of the banking industry, and an assessment
base should be chosen against which a given premium rate will be applied. One choice is
insured deposits; alternatively, a bank’s total deposit liabilities may be used. Although the use
of total deposit liabilities may be easier administratively, there may be issues of equity since
banks that rely more heavily on uninsured deposits for funding could be required to pay a
disproportionate share of premiums.

(a) Funding on an ex-ante or ex-post basis

Ex-ante funding, which refers to the accumulation of a reserve or a fund, provides an
opportunity to smooth the premiums paid by banks over the course of a business cycle.
Because all banks contribute to building and maintaining a reserve or fund, banks that
subsequently fail will have contributed to paying for the cost of their failure. Ex-ante funding
sources may be supplemented by measures such as ex-post levies or premium assessments on
member banks, draws on government lines of credit, and/or government guarantees. Ex-ante
funding has the potential to remove capital from the banking system because premiums paid to
the deposit insurer cannot be used for other purposes. If policymakers decide to use ex-ante
funding, the deposit insurer should ensure that funds are well managed and readily available to
cover losses as they arise. This can be accomplished by implementing appropriate investment
policies and procedures, and by instituting sound internal controls, disclosure and reporting
systems.
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Ex-post funding requires member banks to pay premiums or levies only after failures occur
and are most likely to be assessed during an economic downturn. Ex-post funding may
improve inter-bank monitoring because each bank has an incentive to avoid the costs
associated with the failure of a member. Such incentives may be particularly strong in banking
systems characterised by a small number of large banks. Because assessments and collections
occur post-failure, prompt reimbursement of insured depositors may be more problematic if
other funding mechanisms are unavailable at the time. Moreover, banks that fail will not have
contributed to funding the costs associated with their failure.

Failures often occur during an economic downturn and, in some circumstances, this may
create pressure to provide forbearance because the banking system’s ability to pay is
weakened. In some cases, this can be offset if the deposit insurer has access to other resources
such as government assistance through temporary funding mechanisms, guarantees or
backstops. The costs associated with providing such assistance should be recovered through
future assessments against banks.

In practice, deposit insurance systems often are funded on a combined ex-ante and ex-post
basis. The advantages and disadvantages associated with ex-ante and ex-post funding are
generally applicable to hybrid funding arrangements.

b) Issues related to the establishment and size of a deposit insurance fund

In principle, there are two approaches available to establishing a deposit insurance fund. First,
banks may be assessed a steady premium rate over a long period. This approach allows a
deposit insurance fund to fluctuate in response to insurance losses and movements in the
deposit insurance fund do not trigger automatic changes in premium rates. Using this approach
the insurer could be dependent on government or other financial support in times when the
fund is inadequate to meet obligations to depositors.

Second, a premium assessment system can be designed to maintain a target fund ratio or
range. Using this approach, premiums could be set and adjusted over time by taking into
account some ratio of the deposit insurance fund to insured deposits, for example. This
approach helps to mitigate the loss exposure that the deposit insurer is assuming. In principle,
the target fund ratio should be sufficient to reduce the probability of the fund’s insolvency to
an acceptable minimum, although estimating probabilities of loss is very complicated in
practice. Policymakers in economies that are subject to greater financial-system volatility
should take this into account when determining their funding needs.

Using a target fund ratio method could lead to a de facto ex-post system after the deposit
insurance fund achieves a certain level. This method can also result in banks paying few
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premiums in good economic times, but paying higher premiums during an economic
downturn.

A case can be made either for establishing and maintaining one fund or for establishing and
maintaining separate funds for different types of financial institutions that accept deposits
from the public. If separate funds are established, policymakers should ensure that distinctions
among the institutions and their funds do not contribut. « competitive distortions.

(c) Deposit insurance assessments: flat-rate versus risk-adjusted differential premium
systems

Policymakers have a choice between adopting a flat-rate premium system or a premium
system that is differentiated on the basis of individual-bank risk profiles. The primary
advantage of a flat-rate premium system is the relative ease with which assessments can be
calculated and administered. However, in a flat-rate system, low-risk banks effectively pay for
part of the deposit insurance benefit received by high-risk banks. -

Most newly established systems initially adopt a flat-rate system given the difficulties
associated with designing and implementing a risk-adjusted differential premium system.
However, because flat-rate premiums do not reflect the level of risk that a bank poses to the
deposit insurance system, banks can increase the risk profile of their portfolios without
incurring additional deposit insurance costs. As a result, flat-rate premiums may be perceived
as encouraging excessive risk taking by some banks, unless there is a mechanism to impose
financial sanctions or penalties.

Risk-adjusted differential premium systems can mitigate such criticisms and may encourage
more prudent risk-management practices at member banks. When the information required to
implement a risk-adjusted differential premium system is available, relating premiums to the
risk a bank poses to the deposit insurer is preferable.

The information-intensive nature of the intermediation process, however, makes risk
measurement a complicated task. The particular difficulties related to risk-adjusted differential
premium systems include: finding appropriate and acceptable methods of differentiating bank
risk; obtaining reliable and timely data; ensuring that rating criteria are transparent; and
examining the potential destabilising effects of imposing high premiums on already troubled
banks. As well, risk-adjusted differential premium systems require resources necessary to
administer the system appropriately. An important but delicate issue that policymakers should
consider is whether to allow the release of information related to the risk profile of each bank,
or to restrict this information for confidentiality or other reasons.

28



FINANCIAL STABILITY FORUM

5. Public awareness

In order for a deposit insurance system to be effective, it is essential that the public be
informed about its benefits and limitations. Experience has shown that the characteristics of a

deposit insurance system need to be publicised regularly so that its credibility can be
maintained and strengthened.

A well-designed public-awareness program can achieve several goals, including the
dissemination of information that promotes and facilitates an understanding of the deposit
insurance system and its main features. Also, a public-awareness program can build or help
restore confidence in the banking sector. Additionally, such a program can help to disseminate

vital information when failures occur, such as guidance regarding how to file claims and
receive reimbursements.

When designing a public-awareness program, it is critical to identify the target audience. Bank
employees, especially those in operations, as well as those on the front-line, are important
conduits for providing information about deposit insurance.

Care should be taken to select strategies that meet the goals set in the public-awareness
program. A public-awareness plan that addresses issues related to failures should be carefully
developed before an actual failure occurs. A well-designed public-awareness program helps to

counteract the potentially disruptive effects of bank failures and helps maintain confidence in
the stability of the financial system.

In countries where public confidence in the banking system is high and awareness of an

existing deposit insurance system is very low, special communication strategies need to be
developed to ensure that the stated goals are achieved while public confidence is maintained.
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Cross-Border Issues

Deposit taking is usually a domestic business, but cross-border issues are increasing in many jurisdictions. In some
countries, cross-border issues already play a considerable role in the creation and design of a deposit insurance
system. This is the case, for example, where banking systems are characterised by a significant presence of foreign-
bank branches. In weak banking systems (especially after a crisis), the outflow of deposits to other countries may
have to be taken into account when establishing or reforming a deposit insurance system. In regions where
economies are closely related, or in closely integrated regions, such as in the European Union (EU), special
considerations may apply. The EU minimum requirements for deposit insurance are harmonised and the
responsibility for providing deposit insurance rests primarily with the home country.

Relevant laws, regulations and other provisions applicable to banks, their customers and deposit insurers are
generally those of the bank’s country of incorporation or charter. However, if a bank operates branches in other
jurisdictions or provides services to customers’ abroad, the laws and regulations of other countries may apply.
Depending on the volume of these activities, the implementation of policies by home and host countries regarding
issues such as coverage and asset disposition can be crucial for the effective operation of deposit insurance systems
and for the achievement of public-policy objectives.

Deposits collected from individuals located in countries where a bank has not established a physical presence (that
is, a branch or subsidiary) normally are covered by the deposit insurance system the bank belongs to in its home
country. Deposits at foreign branches may be protected by the bank’s home-country

deposit insurance system, by the host-country system where the branch is located, by a combination of both systems,
or not protected at all. Where deposits are covered by a combination of both systems, the home-country system may
provide basic coverage that is supplemented by the host country.

Foreign banks may expose the deposit insurer to risks that it has a limited capacity to mitigate. Additionally, they
may complicate the recovery process in the event of a failure, because assets located abroad may be subject to
another country’s bankruptcy/insolvency regime.

Foreign branches participating in a host country deposit insurance system should conform generally to the
membership criteria of the host-country system, which may possibly include the application of supervisory
requirements on a stand-alone basis. If the host-country system provides supplementary coverage, multiple
reimbursements of insured depositors should be avoided. The deposit insurance already provided by the home-
country system should be recognized in the determination of levies and premiums.

In general, information received by safety-net participants in other jurisdictions should be subject to the same strict
confidentiality rules applicable to information received from other domestic safety-net participants. Provided
confidentiality is ensured, all relevant information should be exchanged between deposit insurers in different
jurisdictions and possibly between deposit insurers and other foreign safety-net participants when appropriate. In any
case, deposit insurers should receive all information necessary to enable a prompt reimbursement of claims of
depositors and to enable them to meet their mandate.
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VL Resolutions, Reimbursements, Claims and Recoveries

Timely and effective exit strategies for handling failed banks enhance confidence in a deposit
insurance system, help contain costs, and avoid adverse effects on other safety-net
participants, the government, the public, the banking industry, and the economy. Cooperation
among the various financial safety-net participants, both before and after a failure, is essential
if these results are to be achieved.

It is critical to determine when a bank is in serious financial difficulty. This determination
should be made on the basis of well-defined and transparent criteria by a safety-net participant
with authority to act. Prompt and decisive actions are crucial to reduce the cost of a bank
failure but care needs to be taken to address confidentiality issues to protect the exchange of
information among financial safety-net participants. There are a number of steps necessary to
liquidate a bank’s business and affairs. These steps include the resolution or disposition of the
failed bank, reimbursement of insured depositors, liquidation of the bank’s assets, settlement
of claims in accordance with applicable laws, and disposition of pending or outstanding
litigation.

From a deposit insurance perspective, the objectives of an effective failure-resolution process
are to: meet the deposit insurer’s obligations; ensure depositors are reimbursed promptly and
accurately; minimise resolution costs and disruption of markets; maximise recoveries on
assets; settle bona-fide claims on a timely and equitable basis; and reinforce discipline through
legal actions in cases of negligence or other wrongdoings. There are potential tensions and
trade-offs among these objectives that need to be addressed by policymakers.

1. Private-sector solutions

Before a troubled bank reaches the point of failure, it usually has been the subject of various
efforts to strengthen its operations. Such actions may have included restructuring efforts that
are broadly similar to resolution transactions, in that they involve a merger with, or acquisition
by, a healthy bank. These efforts are frequently described as private-sector solutions and do
not impose a cost on the deposit insurer.

Private-sector solutions require that action be taken early while acquirers are still willing to
take over the troubled bank. They also require the existence of healthy banks, which have the
financial and managerial capabilities to combine with weaker ones and that can continue to
comply with regulatory and supervisory requirements. Finally, the responsible authority must
be prepared to close a troubled bank if the private-sector solution fails, otherwise the bank's
bondholders and shareholders may have little incentive to make the financial concessions
necessary to help make a solution work.
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2. Resolving troubled banks

A resolution may be defined as a method of disposing of a failed bank, which is directed by
the responsible safety-net participant, and generally is designed to reimburse insured
depositors while minimising costs to the deposit insurer.

(a) Options

Three basic resolution options exist: liquidation and reimbursement of depositors’ claims,
purchase-and-assumption transactions (sales) and open-bank financial assistance.
Bankruptcy/insolvency and other laws may heavily influence the choice of resolution methods
since such laws vary considerably among countries and, in some cases, may make a particular
resolution method difficult to implement. Because of the special significance of banks and
bank failures, policymakers may wish to review whether bankruptcy/insolvency laws facilitate
the orderly exit of troubled banks.

(i) Liquidation and reimbursement of depositors’ claims

Reimbursement of depositors’ claims occurs when an acquisition or merger is unattractive to
potential acquirers or merger partners. The failed bank is closed and the assets and uninsured
claims are transferred to a receiver/liquidator for liquidation and settlement. Reimbursing
claims may be accomplished by directly paying depositors or by transferring their insured
deposits to another bank.

(ii) Purchase-and-assumption transactions (sales)

In a purchase-and-assumption transaction, a healthy bank or group of investors assumes some
or all of the obligations, and purchases some or all of the assets, of the failed bank. Assets
purchased by the acquirer typically include performing loans and other good-quality
investments. Assets not sold to the acquirer at resolution are passed on to the
receiver/liquidator for disposition. Clearly, acquirers must have sufficient resources to absorb
the acquisition, sufficient capital to handle the new bank’s costs, and qualified management.

Variants of the purchase-and-assumption method include the “bridge bank,” or other interim
arrangements, which have been used primarily to manage failures of large and complex banks.
In such arrangements, the responsible safety-net participant takes ownership or control of the
failed bank and operates it for a period of time. The goals are to prevent further deterioration
of the bank, give the authorities more time to seek a permanent resolution, and provide
potential acquirers a greater opportunity to review the quality of the bank’s assets. If the bank
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remains too long under official control, however, it may lose value and may draw deposits
away from other banks. The authorities, as well, may be tempted to postpone a permanent
solution unduly. As a result, it may be desirable to establish limits on the length of time that
such arrangements remain in operation.

(iii)  Open-bank financial assistance

Financial assistance may be provided to an operating bank that is in danger of failing. The
deposit insurer may retain ownership rights in the bank and additional capital from outside
investors and replacement of managers and directors may be required. Uninsured depositors
and certain other creditors are generally fully protected, although bondholders and
shareholders may be required to bear significant losses.” Open-bank assistance usually is
provided to banks when it is believed that closing them would pose significant risks for the
stability of the financial system.

Open-bank assistance has features that some countries regard as undesirable. Bondholders and
shareholders, while suffering losses, may receive compensation or benefits that they would not
otherwise receive. Depending on the legal system, closed-bank transactions also may have
other advantages. For example, the appropriate authority may have the right to abrogate
certain contracts without penalty. Finally, where small banks are generally ineligible for open-
bank assistance, they may believe that they are being treated unfairly.

) Costs and other considerations

Choices among resolution methods involve various considerations, including statutory
requirements and mandates. Where least-cost resolutions are mandated to the deposit insurer,
the chosen method must be demonstrated to be less costly than any other possible method.
Alternatively, a less-stringent cost test might require that the chosen method be less expensive
than a liquidation and reimbursement of depositors’ claims. An implicit assumption in cost-
test calculations is that the resolution of one failed bank will not affect the cost of
subsequently resolving other banks. This is most likely to be true in countries where
occasional bank failures are regarded as a normal occurrence and the failed bank does not
represent a major proportion of the banking industry.

There may be special provisions for large and complex banks that are perceived to have
special significance from the standpoint of financial-system stability or for banks whose
closure would result in a harmful interruption of banking services in particular markets or
regions. Such banks often have been resolved in ways that are not designed primarily to

® In some countries the deposit insurer may have significant legal exposure to dissatisfied creditors.
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minimise resolution costs. In such circumstances, consideration should be given as to how
these costs should be allocated.

3. Reimbursing depositors

Determining who should be reimbursed and ensuring that deposit insurance limits are
respected are the most crucial steps in the reimbursement process and are important to the
effectiveness of a variety of resolution methods. This is most evident in a liquidation process
where depositors’ claims need to be reimbursed up to their insured limits. In other resolution
transactions, determining the insurance status of individual accounts is also necessary, if such
resolutions are to meet a least-cost test or when acquirers of failed banks assume only insured
deposits. A determination of the status of individual accounts is also necessary when
applicable statutes mandate the priority of insured depositor claims. ‘

Systems and processes should be developed in order to undertake preparatory reviews of
deposit liabilities held by troubled banks. This requires development of administrative

practices and procedures and the ongoing review of the quality and security of bank deposit
records.

(a) Conditions for effective reimbursement

Depositors need to know when and under what conditions the deposit insurer will start the
reimbursement process, as well as the applicable coverage limits. If reimbursement does not
occur immediately after closure of the bank, depositors should be told the time frame over
which reimbursement will take place. The deposit insurer should know, as soon as possible,
when a bank will be closed. Access to the necessary deposit data before the bank is closed
lessens the risk of record manipulation, shortens the time for completing the reimbursement
process, and helps preserve public confidence. The deposit insurer must decide whether to
maintain adequate resources internally or whether it will outsource the function by employing
contractors to handle reimbursements as they arise.

(b)  Eligibility for coverage

The deposit insurer must assess the amount in each deposit account at the time of closure and
determine whether the accounts are within the scope and limits of the deposit insurance
system. In making such a determination, the deposit insurer must apply the laws governing
ownership rights and capacities with respect to coverage of single accounts, joint accounts,
business accounts, retirement accounts, and fiduciary accounts. In some countries, the deposit
insurance limit is applied by combining all deposit accounts held by a depositor, while in
others, deposit accounts held under different rights and capacities are insured separately. Other
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important steps in the reimbursement process include the need to reconcile suspense accounts,
process deposit and other items in transit and deal with clearing and settlement issues.

As discussed later in this section, rules regarding set-off and collateral must be applied in
determining the amount of coverage. If the depositor reimbursement and claims/liquidation
functions are administered separately, close cooperation between the responsible organisations
is necessary in applying any set-off and collateralisation rules.

(c) Procedures for reimbursing depositors

The deposit insurer’s administrative practices and procedures should specify the necessary
steps to ensure the accuracy of the reimbursement process. An important consideration is
whether the verification and reconciliation of accounts can be achieved on the basis of the
bank’s own records, or whether the depositor is required to submit a claims form, effectively
proving ownership of the account. In some cases requiring submission of a claims form may
be inconvenient for depositors and can delay the reimbursement process, but this procedure

may be necessary if the quality of the bank records is suspect or poor, or if bank-secrecy laws
prevent accurate identification of depositors and their accounts.

Another important consideration is Whether to pay depositors quickly or only after extensive
verification of account data. A reasonable position would be to issue payments after best
efforts to ensure accuracy and completeness have been made. In some situations, a possible
remedy is to make partial payments to insured depositors before all the steps necessary for an
accurate reimbursement process have been completed. The final action before reimbursement
is the preparation of reconciliation statements specifying the amount to be paid to depositors
and claimed from the liquidator/receiver. The reimbursement process should be evaluated ex-
post to incorporate lessons learned.

@ Payments to depositors

Actual reimbursement can proceed after the deposit records, claims and rights have been
reconciled. Reimbursements may be simplified if another bank agrees to make the payments.
If this option is not available, the deposit insurer must select a method of payment such as:
providing cash or issuing some other form of payment; mailing cheques; transferring funds to
another bank designated by the depositor; issuing a debit card; or making a postal transfer.

Open communication channels through press releases, the news media, advertisements,

posters, the Internet, and other means are crucial in maintaining public confidence in the
deposit insurance system. The public should receive practical and accurate information about
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when and how they will receive reimbursement of their claims. Direct communication through
letters and telephone calls are necessary to respond to depositors’ questions and complaints.

4, Claims and recoveries
(a) General issues

After a troubled bank has been closed, the responsible entity effectively inherits the bank’s
assets and liabilities. The remaining tasks in winding up the affairs of the bank are the
management and liquidation of its assets and settlement of bora-fide claims. The ability to
accomplish these tasks effectively is an essential part of a country’s financial safety net. The
powers provided to the entity responsible for the claims-and-recoveries function should be
guided by applicable laws and should include control of the failed bank’s assets; contract
rights and privileges; the ability to allow or disallow claims; the capability to enforce or
repudiate certain contractual obligations; and the ability to challenge fraudulent transfers and
transactions. At the same time, fiduciary responsibilities imposed on the entity may limit its
ability to fulfil other responsibilities.*

) Asset-management and disposition strategies

Asset-management and disposition strategies should be guided by commercial considerations
and their economic merits, given the quality of the assets, the depth and condition of markets,
the availability of expertise in asset management and disposition, legal requirements relating
to the disposition of assets, and public-policy objectives. The goal of maximising recoveries
may conflict with other goals, such as environmental considerations, or the pursuit of actions
to enhance standards of business conduct.

Performing assets may be sold as part of the resolution transaction or as soon as possible
thereafter, because they are marketable and have little or no potential for additional value.
This also has the advantage of returning assets to the market quickly, thereby, distributing
funds earlier to the deposit insurer, minimising carrying costs while assets are in the hands of
the receiver/liquidator, and minimising government involvement. Other assets may be sold or
otherwise liquidated over a period of time under professional management, with a view to
optimising recoveries and reducing costs. Negotiations with borrowers also may be effective
in the disposition of hard-to-sell assets. With respect to assets not sold immediately, it is vital

* There is considerable variation in the claims-and-recoveries roles played by deposit insurers and other safety-
net participants. Where deposit insurance payments are made upon the liquidation of a bank, the deposit insurer
usually is subrogated to the rights of the insured depositors, and is likely to file and actively manage the claim
arising from the deposit insurance payment. In some instances, deposit insurers have significant roles in the risk-
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that their value be preserved through effective asset-management procedures in an effort to
minimise costs to the financial system.

Effective asset management should include tools for validating assumptions used in valuing
assets and developing disposition plans. Risks relating to market fluctuations, particular asset-
disposition strategies, and asset-specific and legal issues should be identified, quantified,
managed or hedged. The use of discounted cash-flow analysis or other appropriate valuation
techniques is required to take into account differences in timing of recoveries and expenses
and differences in risk among asset types. Consideration also may be given to differences in
valuation among potential purchasers that arise from differences in plans and financing costs.

©) Marketing methods

Transparency and access to information are key factors in marketing failed-bank assets. The
quality of the information may have an important bearing on the price. Therefore, information
should be available, complete and arranged in as orderly a manner as possible.

In principle, a wide range of methods is available for disposition of the assets of failed banks.
They include: asset-by-asset sales; auctions or sealed bids; asset pools; securitisation; asset-
management companies; and equity partnerships.

In some instances, recoveries may be enhanced with seller financing, put-back arrangements
that provide the buyer with the option of returning certain assets for refund within a specified
period, or limited guarantees against loss. Guarantees will generally result in increased market
prices because of the reduced risk to the purchaser, but have the disadvantage of creating
contingent liabilities, which may be mitigated by limiting their duration and total value.

d) Claims and litigation

Claims and litigation advanced by the failed bank or the receiver/liquidator against directors,
officers, auditors and other parties related to the bank failure are potentially important assets.
These claims may result in significant recoveries and may serve as a tool for fostering
discipline in the banking sector. For these reasons, potential claims should be identified and

investigated carefully to determine the appropriateness and potential for recovery before being
pursued.

minimisation or recovery processes, for example as a lender, creditor, or possibly receiver. In other cases, these
functions are the responsibility of other entities.
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It is important to identify claims and to distribute the proceeds of the liquidation of assets in a
fair and cost-effective manner, and in accordance with applicable laws. This involves
notifying potential claimants of the reimbursement process, reviewing and resolving asserted
claims, distributing dividends to proven claimants, and transferring unclaimed dividends to
the appropriate authority. Claims include those of the deposit insurer, uninsured depositors,
and other unsecured creditors. They also include legal actions against the failed bank and the
cost of any financial assistance that may have been provided by safety-net participants.
Litigation instituted by creditors, shareholders, or other claimants and plaintiffs against the
failed bank or the liquidator/receiver may result in significant costs and delays. In this regard,
it may be advisable to conduct regular evaluation of the claims in order to estimate the
potential liability exposure and consider alternative means for resolution.

5. Depositor ranking, collateralisation and rights of set-off

How funds are distributed among claimants is heavily influenced by legal provisions regarding
the ranking of depositors and other creditors, collateralisation of the bank’s obligations, and
the extent to which a creditor’s debts to a bank are set-off against the creditor’s claims. The
rules governing these matters vary among countries, reflecting differences in laws, traditions
and public-policy objectives, and are typically not subject to change by the deposit insurance
system. Such rules can have important effects on the deposit insurer’s costs and on the
behaviour of safety-net participants, depositors and other creditors.

(@) Depositor ranking

Policymakers should be aware of the potential effects of existing depositor priority laws or
statutes on failure-resolution costs and the incentive for depositors or other creditors to exert
market discipline. If depositors rank equally with other unsecured creditors, they will receive
pro-rata shares of recoveries from asset liquidation. If depositors and the deposit insurer are
accorded some superior right to share in such recoveries, their claims must be paid in full
before other unsecured claimants are compensated. However, depositor priority does not
necessarily reduce the losses of uninsured depositors or the deposit insurer. Lower-ranking
creditors have incentives to protect themselves by collateralising their claims, shortening
terms of maturity, exercising early-withdrawal provisions, or imposing additional penalties or
charges. Such actions may offset the effects of preferential ranking.

If uninsured depositors believe they will not sustain losses because of their priority ranking,
they may have less incentive to exercise market discipline. Also, safety-net participants may
have reduced incentives to act promptly in dealing with problem banks. The net effects
depend on the characteristics of non-deposit creditors, their ability to utilise the available
means of limiting their loss exposure and their willingness to exercise market discipline, legal

38



FINANCIAL STABILITY FORUM

provisions governing these matters, and the existence of strong governance and accountability
regimes at the responsible safety-net participant.

b) Collateralisation

Policymakers also should be aware of the effects of collateralisation. In some countries,
depositors, the deposit insurer, and other unsecured claimants share only in the unencumbered
assets of the failed bank and their recoveries are reduced by the collateralisation of other
parties’ claims. However, collateralisation may have some offSetting advantages from the
standpoint of the payments system and the public-policy objectives. Extensive
collateralisation of a bank’s liabilities may also increase the deposit insurer’s cost and impinge
on its ability to provide financial assistance to a troubled bank, because certain assets may not
be available. As in the case of depositor priority, collateralisation may give unsecured
creditors greater incentives to effect early withdrawals, shorten maturities, or impose
additional charges in order to mitigate expected losses.

(c) Rights of set-off

The term “set-off” refers to situations where the claim of a creditor (for example, a deposit) in
an insolvent bank is deducted from a claim of the bank (for example, a loan) against the
creditor. Where set-off is available or imposed, creditors who are also debtors of the failed
bank may increase their recoveries, while other creditors’ recoveries are diminished.

Set-off can reduce administrative costs by reducing the number of individual creditors and
debtors. Netting of the cross-obligations of members of the payments system lessens the credit
risk of the remaining participants in the event of the failure of one or more participants, thus
reducing the possibility of contagion. Depending on the jurisdiction, banks that operate in the
derivatives-market may be able to effect transactions (for example, a swap transaction) that
might not be available (or available only on less-favourable terms) if netting were not assured.

Some countries emphasise the importance of set-off while others believe that it can lead to
unequal treatment. If set-off is allowed, a number of issues should be considered, including
whether set-off should apply to all loans or only those due or in default. Set-off against a
performing loan could result in a “call” on a loan to a viable business; as a result, many
countries restrict set-off to cases where the loan is in default. Even where set-off is accepted,
the extent to which it should apply may be an issue. Set-off of obligations against loans in
good standing may reduce the value of a portfolio of loans as a realizable asset. Coordination
of the rules of set-off and the reimbursement of insured depositors also raise issues, such as
whether deposit insurance is to be paid on the gross amount of the deposit or the net amount
after set-off. Finally, set-off also can be influenced by the priority of claims in a bank failure.
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These issues generally involve trade-offs among public-policy objectives and require country-
specific solutions.
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Key Points of Guidance

The Working Group was asked to develop guidance for the benefit of countries considering
the adoption or the reform of an explicit, limited-coverage deposit insurance system. The
following points of guidance summarize the main conclusions and suggestions by the
Working Group to help policymakers design, implement and continually assess a deposit
insurance system. These points are reflective of, and adaptable to, a broad set of
circumstances, settings and structures.

(@)

®)

(@

(b)

Contextual issues

Policymakers have many choices regarding how they can protect depositors. Explicit,
limited-coverage deposit insurance (“a deposit insurance system”) is preferable to
implicit protection if it clarifies the authorities’ obligations to depositors and limits the
scope for discretionary decisions that may result in arbitrary actions. However, such a
system needs to be properly designed, well implemented and understood by the public
in order to be credible. It also needs to be supported by strong prudential regulation
and supervision, sound accounting and disclosure regimes, and the enforcement of
effective laws. (pages 7-8)

A deposit insurance system can deal with a limited number of simultaneous bank
failures, but cannot be expected to deal with a systemic banking crisis by itself. (page
8)

Moral hazard

A well-designed financial safety net contributes to the stability of the financial system;
however, if poorly designed, it may increase risks, notably, moral hazard. Good
corporate governance and sound risk management of individual banks, effective
market discipline, and frameworks for strong prudential regulation, supervision and
laws, can mitigate moral hazard and these elements are most effective when used in
concert. (page 8)

Good corporate governance and sound risk management of individual banks help to
ensure that business strategies are consistent with safe-and-sound operations, and thus
can act as the first line of defence against excessive risk taking. Good corporate
governance and sound risk management includes standards, processes, and systems for
ensuring appropriate direction and oversight by directors and senior managers;
adequate internal controls and audits; management of risks and the evaluation of bank
performance; the alignment of remuneration with appropriate business objectives; and
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management of capital and liquidity positions. Effective market discipline requires
sound accounting and disclosure regimes and the ongoing attention to a bank’s
soundness by rating agencies, market analysts, financial commentators and other
professionals. Regulatory discipline can be exercised through effective regulation
covering the establishment of new banks, the imposition of minimum capital
requirements, the qualifications of directors and managers, sound business activities, a
fit-and-proper test for controlling shareholders, standards for risk management, strong
internal controls and external audits. Supervisory discipline can be exercised by
ensuring that banks are monitored for safety and soundness as well as compliance
issues and that corrective actions are taken promptly when problems surface, including
the closure of banks when necessary. (pages 8-9)

Ensuring that a deposit insurance system contains certain design features can also
mitigate moral hazard. These features may include: placing limits on the amounts
insured; excluding certain categories of depositors from coverage; using certain forms
of coinsurance; implementing differential or risk-adjusted premium assessment
systems; minimising the risk of loss through early closure of troubled banks; and
demonstrating a willingness to take legal action, where warranted, against directors
and others for improper acts. (page 9)

Public-policy objectives

The first step in designing a deposit insurance system is to identify the public-policy
objectives that it is expected to achieve and these objectives must be well understood.
The principal objectives for deposit insurance systems are to contribute to the stability
of the financial system and to protect less-financially-sophisticated depositors. The
choice of how a deposit insurance system is to be operated depends on many factors
that are unique to each country and its governmental and financial systems. (page 11)

A continuous-improvement process should exist for reviewing the extent to which a
deposit insurance system is meeting its public-policy objectives and its mandate. (page
12)

Situational analysis
Policymakers should conduct a situational analysis when adopting or reforming a
deposit insurance system. This analysis should examine conditions and factors such as:

the level of economic activity; current monetary and fiscal policies; the state and
structure of the banking system; public attitudes and expectations; the legal
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framework; prudential regulatory, supervisory, accounting and disclosure regimes.
(page 12)

Where existing conditions and factors are not ideal, it is important to identify gaps and
thoroughly evaluate the options available since the establishment of a deposit
insurance system is not a remedy to deal with major deficiencies. If actions are
necessary, they can be taken before, or in concert with, the adoption or reform of a
deposit insurance system. (page 12)

Deposit insurance systems cannot be effective if relevant laws do not exist or if the
legal regime is characterised by inconsistencies. (page 13)

The strength of prudential regulation and supervision will have implications for the
effectiveness of a deposit insurance system. Strong prudential regulation and
supervision should allow only viable banks to operate. Banks should be well
capitalised and follow sound-and-prudent risk management, governance and other
business practices. (page 13)

Transitioning from a blanket guarantee to a deposit insurance system

When transitioning, policymakers should pay particular attention to public attitudes
and expectations. Countries with a high level of capital mobility, and/or a regional-
integration policy, should consider the effects of different countries’ protection levels
and other related policies. (page 14)

If a country decides to transition from a blanket guarantee to a deposit insurance
system, the transition should be as rapid as a country’s circumstances permit. A
country considering such a transition should undertake the same type of situational
analysis as a country moving from implicit protection to a deposit insurance system. In
addition, three special issues will need to be considered. First, how to allay fears
because protection for depositors and other creditors is being reduced. Second,
policymakers should consider the capacity of the banking system to fund a new deposit
insurance system. The third issue concerns how fast the transition should proceed.
(page 14-15)
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Self-assessment methodology (SAM)

Policymakers should consider the use of an iterative self-assessment methodology to
assist them in the design, implementation, modification and continuous assessment of
a deposit insurance system. (pages 15-16)

Mandate and powers

There is no single mandate or set of mandates suitable for all deposit insurers. Existing
deposit insurers have mandates ranging from narrow, so-called “paybox” systems to
those with broader powers and responsibilities, such as risk minimisation with a
variety of combinations in between. Whatever the mandate selected, it is critical that
there be consistency between the stated objectives and the powers and responsibilities
given to the deposit insurer. (page 17)

Formally specifying the mandate of a deposit insurer (either in law, in a formal policy
statement, an agreement or by private contract) clarifies the role of deposit insurance
within the financial safety net. Clarity of the mandate reinforces the stability of the

financial system and contributes to sound governance and greater accountability. (page
17)

As a general principle, a deposit insurer should have all powers necessary to fulfil its
mandate. All deposit insurers require the ability to enter into contracts, set appropriate
requirements, and access timely and accurate information to ensure that they can meet
their obligations to depositors promptly. (page 18)

Structure

Policymakers must determine whether the deposit insurance function should be
assigned to an existing organisation or whether a separate entity should be established.
Regardless of how the deposit insurance system is structured, it is vitally important to
set clearly the responsibility and accountability of each safety-net function. (page 18)

Governance

The form of governance utilised in a deposit insurance system should reflect the
mandate and the degree to which the deposit insurer is legally separated from the other
financial safety-net participants. The governing body of the deposit insurance system
should include individuals with requisite knowledge to understand the organisation’s
activities and the environment in which it operates, and they should have the authority
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to make decisions. The deposit insurer should have access to the input and views of the
other safety-net participants and relevant interested parties. Members of the governing
body and management of the deposit insurer should be subject to a fit-and-proper test,
and they should be free from conflicts of interest. (page 18)

Governance systems and practices should be developed on the basis of sound strategic
planning, risk-management processes, and good internal-control and audit systems.
The governance structure should be transparent and subject to clear oversight and
accountability. Rules specifying corporate governance practices should be developed.
(page 18)

Human resources and statutory indemnification

The ability to attract and retain qualified employees is a key challenge for most deposit
insurers. Deposit insurers may meet this challenge by: the use of dedicated resources,
access to the resources of other financial safety-net participants and/or reliance on
outside service providers. (page 19)

The importance of statutory indemnification should be recognised and employees of
the deposit insurance system should receive legal protection against lawsuits for their
actions taken in good faith. The lack of legal protection for employees can reduce
incentives to be vigilant in carrying out their responsibilities, particularly in cases
where mandates emphasise early'detection, intervention and closure of troubled banks.
(page 19)

Interrelationships among safety-net participants

When a single organisation performs all of the safety-net functions the smooth
resolution of potential tensions is dependent on clarity of mandates and an adequate
accountability regime among the relevant departments. However, when the functions
are assigned to different organisations, issues related to information sharing, allocation
of powers and responsibilities, and coordination of actions among the different
functions is more complex and need to be addressed clearly and explicitly. (page 19)

A deposit insurer’s information needs vary significantly according to its mandate and
powers, but the need for close coordination and information sharing among safety-net
participants 1s essential in all cases. Rules regarding confidentiality of information

should apply to all safety-net participants. (pages 19-20) ‘
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It is highly desirable to formalise information-sharing arrangements either through
legislation, memoranda of understanding, legal agreements, or a combination of these
techniques. These arrangements also may be useful in providing a general framework
for safety-net participants to coordinate their related activities. (page 20)

Membership

Banks that are to be included in a deposit insurance system should be subject to strong
prudential regulation and supervision. (page 20)

In general, membership should be compulsory to avoid adverse selection. (page 21)

Policymakers should determine whether eligible banks will be given membership
automatically or whether they should be required to apply for entry. The latter option
provides a degree of flexibility for the deposit insurer to control the risks it assumes by
establishing entry criteria. It can also serve to enhance compliance with prudential
requirements and standards. In such cases, an appropriate transition plan should be in
place that details the criteria, process and time frame for attaining membership and the
criteria should be transparent.(page 21)

Appropriate mechanisms are necessary to ensure that membership requests are handled
expeditiously and effectively, and that eligible banks are required to meet minimum
prudential standards and entry requirements. (page 21-22)

Policymakers take different approaches in deciding which financial institutions should
be covered by deposit insurance. Domestic banks are the principal members of most
deposit insurance systems; in some countries, foreign banks and branches, non-bank
financial institutions, and state-owned banks also are members. Such entities might be
included to enhance the stability of the financial system, to ensure competitive equity,
to diversify the deposit insurer’s risks, and to apply prudential regulatory and
supervisory rules to non-bank financial institutions that accept deposits and deposit-
like products. (pages 22-23)

Coverage
Policymakers should define clearly in law or by private contract what is an insurable
deposit. In doing so, they should consider the relative importance of different deposit

instruments, including foreign-currency deposits and the deposits of non-residents, in
relation to the public-policy objectives of the system. (page 23)
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The level of coverage can be set through an examination of relevant data, such as
statistical information describing the size distribution of deposits held in banks.
Whatever coverage level is selected, it must be credible and internally consistent with
other design features, and meet the public-policy objectives of the system. (page 23)

Given the importance of effectively limiting coverage and contributing to financial
system stability, as well as keeping the requirement for information reasonable, it is
preferable to apply deposit insurance on a per depositor per bank basis. (page 24)

One approach to foster market discipline and to reduce somewhat the costs of deposit
insurance is the use of coinsurance. If coinsurance is adopted, it should be applied
above a certain amount. This will provide individuals holding small account balances
full protection against the risk of loss, while maintaining the incentive for depositors
holding larger account balances to monitor banks. In order for coinsurance to be
effective, extensive information needs to be provided to the public regarding_the
financial condition of banks. (page 24)

Coverage limits may need to be adjusted periodically because of inflation, the growth
of real income, the development of new financial instruments, and the way in which
these factors influence the composition and size of deposits. (page 25)

The decision whether to cover deposits denominated in foreign currencies depends
heavily on a country’s usage of foreign currency. When usage is high, it would be of
little value to institute a deposit insurance system without covering these deposits. An
important decision is whether to reimburse insured deposits in local or in foreign
currency when a bank fails. Policymakers should ensure that banks have sound
foreign-exchange risk-management systems and controls in place. Furthermore, the
deposit insurer should develop sound policies and procedures to manage prudently any
foreign-exchange risk it faces. In designing such policies and procedures, the deposit
insurer may wish to draw on the expertise residing in banks. (page 25)

Funding

Sound funding arrangements are critical to the effectiveness of a deposit insurance
system and the maintenance of public confidence. A deposit insurance system should
have available all funding mechanisms necessary to ensure the prompt reimbursement
of depositors’ claims. Inadequate funding can lead to delays in resolving failed banks,
to significant increases in costs and to a loss of credibility of a deposit insurance
system. (page 26)
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Member banks should pay the cost of deposit insurance since they and their clients
directly benefit from having an effective deposit insurance system. However,
policymakers should consider the effect of premium levels on the financial health of
the banking industry. (page 26)

Policymakers should choose an assessment base against which a given premium rate
will be applied. (page 26)

The deposit insurer should ensure that funds are well managed and readily available to
cover losses as they arise. This can be accomplished by implementing appropriate
investment policies and procedures, and by instituting sound internal controls,
disclosure and reporting systems. (page 26)

In practice, deposit insurance systems often are funded on a combined ex-ante and ex-
post basis. The advantages and disadvantages with ex-ante and ex-post funding are
generally applicable to hybrid funding arrangements. (page 27)

In principle, there are two approaches available to establishing a deposit insurance
fund. One approach is to assess a steady premium rate over a long period, while the
other involves developing a premium system designed to maintain a target fund ratio
or range. If the target fund ratio method is chosen it should be sufficient to reduce the
probability of the fund’s insolvency to an acceptable minimum, although estimating
probabilities of loss is very complicated in practice. (page 27)

A case can be made either for establishing and maintaining one fund or for establishing
and maintaining separate funds for different types of financial institutions that accept
deposits from the public. If separate funds are established, policymakers should ensure
that distinctions among the institutions and their funds do not contribute to competitive
distortions. (page 28)

Policymakers have a choice between a flat-rate premium system or a premium system
that is differentiated on the basis of individual-bank risk profiles. The bases and
criteria used in a risk-adjusted differential premium system should be transparent to all
participants. As well, policymakers who adopt risk-adjusted differential premium
systems should ensure that necessary resources are in place to administer the system
appropriately. If policymakers choose to adopt risk-adjusted differential premiums,
consideration should be given to the advantages and disadvantages of keeping the risk
profiles of individual banks confidential. (pages 28)
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Public awareness

In order for a deposit insurance system to be effective, it is essential that the public be
informed about its benefits and limitations. Experience has shown that the
characteristics of a deposit insurance system need to be publicised regularly so that its
credibility can be maintained and strengthened. (page 29)

Cross-border issues

If the host-country system provides supplementary coverage, multiple reimbursements

of insured depositors should be avoided. The deposit insurance already provided by the
home-country system should be recognised in the determination of levies and
premiums. (page 30)

Provided confidentiality is ensured, all relevant information should be exchanged
between deposit insurers in different jurisdictions and possibly between deposit
insurers and other foreign safety-net participants when appropriate. In any case, deposit
insurers should receive all information necessary to enable a prompt reimbursement of
depositors’ claims and to enable them to meet their mandate. (page 30)

Failure resolution

Cooperation. among the various financial safety-net participants, both before and after
a failure, is essential if troubled banks are to be handled in a timely and effective
manner. (page 31)

The determination and recognition of when a bank is in serious financial difficulty
should be made on the basis of well-defined and transparent criteria by a safety-net
participant with authority to act. Prompt and decisive actions are crucial to reduce the
cost of a bank failure, but care needs to be taken to address confidentiality issues to
protect the exchange of information among financial safety-net participants. (page 31)

An effective failure-resolution process should: meet the deposit insurer’s obligations,
ensure that depositors are reimbursed promptly and accurately, minimise resolution
costs and disruption of markets, maximise recoveries on assets, settle bona-fide claims
on a timely and equitable basis, and reinforce discipline through legal actions in cases
of negligence or other wrongdoings. (page 31)

Three basic failure resolution options exist: liquidation and reimbursement of
depositors’ claims; purchase-and-assumption transactions (sales); and open-bank
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financial assistance. Bankruptcy/insolvency and other laws may heavily influence the
choice of resolution methods since such laws vary considerably among countries and,
in some cases, may make a particular resolution method difficult to implement.
Because of the special significance of banks and bank failures, policymakers may wish
to review whether bankruptcy/insolvency laws facilitate the orderly exit of troubled
banks. (page 32)

Reimbursing depositors

Systems and processes should be developed in order to undertake preparatory reviews
of deposit liabilities held by troubled banks. This requires development of
administrative practices and procedures and the ongoing review of the quality and
security of bank deposit records. (page 34)

The deposit insurer should know, as soon as possible, when a bank will be closed.
Access to the necessary deposit data before the bank is closed lessens the risk of
manipulation of records, shortens the time for completing the reimbursement process,
and helps preserve public confidence. (page 34)

The reimbursement process should be evaluated ex-post to incorporate lessons learned.
(page 35)

Claims and recoveries

The powers provided to the entity respoﬁsible for the claims-and-recoveries function
should be guided by applicable laws and should include control of the failed bank’s
assets; contract rights and privileges; the ability to allow or disallow claims; the
capability to enforce or repudiate certain contractual obligations; and the ability to
challenge fraudulent transfers and transactions. (page 36)

Asset-management and disposition strategies should be guided by commercial
considerations and their economic merits, given the quality of the assets, the depth and
condition of markets, the availability of expertise in asset management and disposition,
legal requirements relating to the disposition of assets, and public-policy objectives.
(page 36)

Transparency and access to information are key factors in marketing failed-bank
assets. In principle, a wide range of methods is available for disposition of the assets of
failed banks, inciuding: asset-by-asset sales; auctions or sealed bids; asset pools;
securitisation; asset-management companies; and equity partnerships. (page 37)
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Claims and litigation advanced by the failed bank or the receiver/liquidator against
directors, officers, auditors and other parties related to the bank failure are potentially
important assets. These claims may result in significant recoveries and may serve as a
tool for fostering discipline in the banking sector. For these reasons, potential claims
should be identified and investigated carefully to determine the appropriateness and
potential for recovery before being pursued. (page 37-38)

Depositor ranking, collateralisation and rights of set-off

Policymakers should be aware of the potential effects of existing depositor priority
laws or statutes on failure-resolution costs and the incentive for depositors or other
creditors to exert market discipline. (page 38) '

Policymakers should be aware of the effects of collateralisation. Extensive
collateralisation of a bank’s liabilities may affect the deposit insurer’s cost and
impinge on its ability to provide financial assistance to a troubled bank. (pages 39)

Some countries emphasise the importance of set-off while others believe that it can
contribute to unequal treatment. If set-off is allowed, a number of issues should be
considered, including whether set-off should apply to all loans or only those due or in
default. Set-off also can be influenced by the priority of claims in a bank failure. These
issues generally involve trade-offs and require country-specific solutions. (pége 39)
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Annex II: Approach to Developing Discussion Papers
1. Research Plan

The Working Group developed a research plan on topics relating to guidance on deposit
insurance that was made available at http://www.cdic.ca/international/guidance_topic.cfm.
Subgroups were formed for the 16 guidance topics, with a Working Group member acting as
the coordinator. A member of the research committee assisted each subgroup.

2. Outreach Sessions and Conferences

The Working Group held meetings in Switzerland, the United States of America, Mexico,
Hungary, Malaysia, Argentina, Italy and Chile. It also provided a number of fora for people
interested in deposit insurance issues to exchange ideas and benefit from the experience of
others. The Group met with over 400 people from over 100 countries. In addition to the
presentations by Working Group members, there were over 90 presentations delivered at the
conferences and seminars from individuals who were not directly associated with the Working
Group.

The format consisted of a two-day Working Group meeting, followed by an outreach session
hosted by one of the members and a two-day conference on specific guidance topics. Outreach
sessions and conferences were supported financially and otherwise by the Working Group
members, other organisations and, in some cases, the Financial Stability Institute (FSI). As
well, the Working Group cooperated with a number of the regional development banks.

The Working Group’s Web site includes copies of presentations, the text of the remarks
provided by many of the speakers, and videos of each conference. The Web site also includes
copies of the Working Group’s business plans and discussion papers. Messages via e-mail

were sent regularly to over 600 individuals and there have been over 40,000 visits to the Web
site.
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Outreach Sessions, Conferences and Seminars

Location Host Date

Basel, Switzerland Financial Stability Institute (FSI) and Federal May 2000
Deposit Insurance Corporation

Washington D.C., United States | The World Bank June and October 2000
Inter-American Development Bank (IADB) July 2000

Cancun, Mexico Instituto para la Proteccion al Ahorro Bancario October 2000
(IPAB)

Budapest, Hungary National Deposit Insurance Fund of Hungary November 2000
(NDIF), European Bank for Reconstruction and
Development and FSI

Chicago, IL United States Federal Reserve Bank of Chicago December 2000

Kuala Lumpur, Malaysia Philippine Deposit Insurance Corporation, FSI January 2001
and South East Asian Central Banks (SEACEN)

Berlin, Germany Federal Ministry of Finance, Germany March 2001

Paris, France Organization for Economic Cooperation and March 2001
Development (OECD)

Buenos Aires, Argentina Seguro de Dep6sitos Sociedad Andénima March 2001
(SEDESA)

Rome, Italy Banca d’Italia April 2001

Lusaka, Zambia Common Market for Eastern and Southern April 2001
Africa (COMESA)

3. Business Plans’

The focus for each subgroup was articulated in a business plan (published on the Internet at
www.cdic.ca/international), which outlined objectives, methodology, and methods for
generating feedback. The Web site, outreach sessions and the conferences were the main
vehicles that were used to implement the approach.

4. Discussion Papers

The Working Group took a non-prescriptive approach to developing the discussion papers on
the guidance topics. The discussion papers drew on existing academic research, examined the
pertinent elements of effective deposit insurance systems and explored the trade-offs and
implications associated with particular approaches to deposit insurance.

Copies of the discussion papers also were published for consultation and are included as
Volume II to this Report. This information can be downloaded from the following Web
address www.cdic.ca/international.
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5. Final Report — Guidance on Deposit Insurance

The Working Group’s activities culminated in this Final Report to the Financial Stability
Forum. It draws together the issues presented in the discussion papers, and the views provided
during the outreach sessions and via the Web site.

The process used is shown below:
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Annex III: Organisations that Assisted the Working Group

Qutreach Sessions, Seminars and Conferences
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Development

Federal Deposit Insurance Corporation

Federal Ministry of Finance, Germany
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Glossary of Terms

adverse selection - The tendency for higher-risk banks to opt for deposit insurance and lower-
risk banks to opt-out of deposit insurance when membership in a deposit insurance system is
voluntary.

bank run - A rapid loss of deposits precipitated by fear on the part of the public that a bank
may fail and depositors may suffer losses.

benchmark - A standard or guideline to which other items or processes can be compared.

blanket guarantee - A declaration by the government that all deposits and perhaps other
financial instruments will be protected.

bridge bank - A temporary bank established and operated to acquire the assets and assume
the liabilities of a failed institution until final resolution can be accomplished.

coinsurance - An arrangement whereby depositors are insured for a pre-specified portion, less
than 100 percent of their deposits.

collateralisation - The taking of a mortgage, pledge, charge or other form of security by a
creditor over one or more assets of a debtor.

contagion - The spread of an individual bank run to several other financial institutions.

corporate governance - The processes, structures, and information used for directing and
overseeing the management of an organisation.

depositor priority - The granting of preferential treatment to depositors such that their claims
must be paid in full before remaining creditors can collect on their claims.

differential premium/risk-adjusted differential premium - A levy on a bank assessed on
the basis of that bank’s risk profile.

disclosure - A fact, condition, or description that is revealed clearly and publicly.

ex-ante funding - The accumulation of a fund to cover deposit insurance claims in
anticipation of the failure of a member bank.
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ex-post funding - An assessment levied after the failure of a member bank to provide funds to
cover deposit insurance claims.

financial safety net - Usually comprises the deposit insurance function, prudential regulation
and supervision, and the lender-of-last-resort function.

forbearance - To grant an extension of time to certain distressed banks from minimum
regulatory requirements.

foreign bank — A foreign-bank subsidiary is incorporated as a separate entity in the host
country. A foreign-bank branch, on the other hand, is an extension of the foreign bank itself
into a host country. Foreign-bank branches and subsidiaries may be subject to different rules
and supervised differently by a host country.

least-cost resolution - A procedure that requires the deposit insurer or other designated entity
to implement the resolution alternative that is determined to be less costly to the system than
all other resolution alternatives, including the liquidation of the failed bank.

lender-of-last-resort function - The provision of liquidity to the financial system by a central
bank.

limited-coverage deposit insurance - A guarantee that the principal and the interest accrued
on protected deposit accounts will be paid up to a specified limit.

mandate - A mandate is a set of official instructions or statement of purpose of a firm.

market discipline - A situation where depositors or creditors assess the risk characteristics of
a bank and act upon such assessments to deposit or withdraw funds from a bank.

moral hazard - The incentive for additional risk taking that is often present in insurance
contracts and arises from the fact that parties to the contract are protected against loss.

netting/netting arrangements — This refers to the reduction of an accountholder's insured
deposits by the amount of outstanding loans in a failed institution or the reduction of an
accountholder's outstanding loans by the amount of deposits above the coverage limit.

open-bank assistance - A resolution method in which an insured bank in danger of failing

receives assistance in the form of a direct loan, an assisted merger, or a purchase of assets.
paybox - A deposit insurer with powers limited to paying off the claims of depositors.
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purchase-and-assumption transaction (sales) - A resolution method in which a healthy
bank or group of investors assume some or all of the obligations, and purchase some or all of
the assets of the failed bank.

receiver - The legal entity that undertakes the winding down of the affairs of an insolvent
bank.

recovery - The amount of net collections of a bank’s assets.

regulatory discipline - Governs the establishment of new banks; qualifications of directors
and managers; business activities; change of control; and standards for risk-management,
internal controls, and external audits.

risk minimiser — A deposit insurer with the powers to reduce the risks it faces. These powers
may include the ability to control entry and exit from the deposit insurance system, assess and
manage its own risks and may conduct examinations of banks, or request such examinations.

set-off - Rrefers to situations where the claim of a creditor in an insolvent bank (for example,
a deposit) is deducted from a claim of the bank against the creditor (for example, a loan).

situational analysis — An examination that policymakers undertake to assess factors such as:
the state of the economy; current monetary and fiscal policies; the state and structure of the
banking system; public attitudes and expectations; the state of the legal, prudential regulatory
and supervisory; accounting and disclosure regimes.

supervisory discipline - Requires that banks are monitored for safety and soundness as well
as compliance issues and that corrective actions are taken promptly, including the closure of a
bank when necessary.

suspense account — A suspense account is used when not enough information is available to
post a transaction with the right offset. For example, dividends and interest are “paid” to a
trust account on their payable date even if all of the money from depositors and paying agents
is not received on time.

systemic risk — A risk that has implications for the general health of the financial system and
can have serious adverse implications for financial stability and overall economic conditions.
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Preface

At its March 2000 meeting in Singapore, the FSF endorsed the report of a study group and
concurred that, in light of the fact that many countries were considering implementing some
form of deposit insurance, it would be desirable to set out some form of international
guidance. Forum members underscored that the development of such guidance should be
undertaken through a consultative process that would include all the parties that are interested
in deposit insurance issues, so as to ensure that the guidelines are reflective of, and adaptable
to, the broadest set of circumstances, settings and structures.

The Forum asked Jean Pierre Sabourin, President and Chief Executive Officer of the Canada
Deposit Insurance Corporation, to chair a working group that would carry out the task of
setting out guidance for effective deposit insurance systems. The final report of the Working

Group on Deposit Insurance was discussed and endorsed by the Forum in London, on
September 7, 2001.

The FSF report on deposit insurance is built on three general findings. First, explicit and
limited deposit insurance is preferable to implicit coverage if it clarifies obligations to
depositors and creditors and limits the scope for discretionary decisions that may result in
arbitrary actions. Second, deposit insurance systems must be properly designed, well
implemented and understood by the public to be credible and avoid moral hazard. Third, to be
effective, the deposit insurance function needs to be part of a well-designed financial safety

net, supported by strong prudential regulation and supervision, effective laws that are
enforced, and sound accounting and disclosure regimes.

The report proposes a general method for the benefit of countries considering the adoption or
the reform of an explicit, limited-coverage deposit insurance system. It first presents the
contextual issues related to different forms of depositor protection and identifies the issues
that need to be addressed when adopting or reforming a deposit insurance system. It then
sketches out the design features that help to ensure the effectiveness and credibility of a
system, and finally outlines the key issues and considerations involved in resolution options,
the reimbursement of depositors, and claims and recoveries.

It is the conviction of the FSF that this report, with such a pragmatic approach, will serve its
role as a useful tool for policymakers who want to design deposit insurance systems that
preserve the benefits of heightened financial stability and small depositors' protection, without
at the same time increasing moral hazard or reducing market discipline.

Andrew Crockett
Chairman



