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FOREWORD

The Canada Deposit Insurance Corporation (CDIC) conducted its initial consultation as part
of its comprehensive review of its Differential Premiums By-law (By-law)1 by issuing a
paper in October 20132 requesting comments by the end of January 2014. The current
document summarizes and responds to the comments received and presents CDIC’s
proposed amendments to the By-law. A preliminary draft Amending By-law implementing
the changes is also provided.
In February 2014, the federal government launched a review of the federal deposit insurance
framework (DI Review). It is unknown at this time whether the DI Review will impact
premium assessment. CDIC has therefore concluded that it will proceed with its
comprehensive review of the By-law as planned. The proposals for change to the By-law
enhance existing measures. However, future changes to the By-law will be considered as
the regulatory environment evolves.
CDIC’s intention is to have the changes in effect for the 2015 premium year. In order to do
so, the Amending By-law should be in effect in mid-March 2015. To meet this deadline,
member institutions, their associations, regulators and other interested parties are requested
to provide their written comments no later than August 31, 2014. They are to be directed to:
Ms. Sandra Chisholm
Director, Special Advisor, Insurance
Canada Deposit Insurance Corporation
By hand or mail to: 17th Floor, 50 O’Connor Street, Ottawa, Ontario K1P 6L2
By email to: schisholm@cdic.ca

1
2

Available on the CDIC web site www.cdic.ca
Ibid
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I.

INTRODUCTION

This Consultation Paper presents CDIC’s proposed amendments with respect to each of
the quantitative and qualitative criteria or factors included in the differential premiums
system (DPS). It takes into account the comments received to the earlier consultation
paper which, overall, were supportive of the changes proposed by CDIC.
Set out below are CDIC’s recommendations from the October 2013 consultation paper, a
summary of comments received, together with our proposed changes going forward. We
have highlighted CDIC’s response to comments received as well as differences from the
initial proposals. A preliminary draft of the Amending By-law incorporating the
proposed changes is appended.

II.

OVERVIEW OF THE PROPOSED SYSTEM

CDIC is proposing no changes to the following characteristics of the DPS:
Scorecard: Institutions will continue to be scored out of 100 marks based on a
combination of both quantitative and qualitative indicators. 60% of the marks are
to be attributed to quantitative criteria with the balance attributed to qualitative
criteria (35% being assigned to the examiner rating).
Categories: Classification will continue to be into one of four categories and the
mark distribution by category will remain unchanged:
Premium Categories
Score
Premium Category
1
 80
2
 65 but < 80
3
 50 but < 65
< 50
4
The following Table 1 summarizes the proposed DPS – as applied to domestic
systemically important banks (DSIBs) and to non-DSIBs. Changes are proposed to those
indicators appearing in italics.
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Table 1: Proposed Differential Premiums System Scorecard
Criteria

Maximum
Score

Quantitative:
Capital Adequacy Measure


Leverage Ratio: Based on ACM and will be formula driven based on
member specific requirements.

10



Tier 1 Capital Ratio will be formula driven based on member specific
requirements

10

Profitability


Return on Risk-Weighted Assets

5



Mean Adjusted Net Income Volatility

5



Stressed Tested Net Income

5

Efficiency

5

Asset Quality / Concentration


Net Impaired Assets to Total Capital Ratio

5



Three-Year Moving Average Asset Growth Ratio

5



Real Estate Asset Concentration Ratio (non-DSIBs only) or Asset
Encumbrance Measure (DSIBs only)

5



Aggregate Commercial Loan Concentration Ratio

5

Sub-total: Quantitative Score

60

Qualitative:



Examiner’s Rating
Other Information

35
5

Sub-total: Qualitative Score

40

Total Score

100
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III.

QUANTITATIVE CRITERIA

#1 - CAPITAL ADEQUACY
Initial Recommendation:
The October 2013 consultation paper contained the following recommendation:
CDIC is proposing to continue to use a combination of a leverage ratio
with a capital ratio. The three tests currently used would be reduced to
two: Leverage Ratio (percentage of authorized assets to capital multiple)
and a Tier 1 Capital Ratio (including capital conservation buffer). Each
ratio would be independently scored out of 10 marks. Institutions will
score full marks if they exceed regulatory targets.
Summary of Comments:
General comments received were supportive of the revised approach to the measure.
However CDIC was asked to use caution with respect to terminology since the
terminology used to describe various components of capital is evolving. To avoid any
misunderstanding about the elements included in the measure, CDIC was asked to ensure
the language used was consistent with that used by the regulator and that it be well
understood by member institutions.
The redrafted Reporting Form describes capital requirements and capital targets as they
are referenced in the Capital Adequacy Requirements Guideline effective April 2014
subject to necessary adjustment to take into account any capital surcharge imposed on
DSIBs (referenced in the Superintendent of Financial Institution’s letter issued March 26,
2013). As the terminology adopted by the Superintendent evolves, so will the
terminology used in the By-law.
Proposal for Change:
Set out in the following Table is the proposed Capital Adequacy criterion. There is a
discrete score out of ten for each of its components.
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Proposed Capital Adequacy Criterion
Leverage Ratio
Score
Tier 1 Capital Ratio
Assets to capital multiple is
10
Tier 1 capital ratio is > ‘all
≤ 23 and ≤ 90 % of multiple
in’ capital target Tier 1 capital
ratio set by the regulator for
authorized by the regulator
the member institution
including capital conservation
buffer and DSIB capital
surcharge if applicable
Assets to capital multiple is ≤
7
Tier 1 capital ratio is ≤ ‘all in’
23 and ≤ 100% of multiple
capital target Tier 1 capital
ratio set by the regulator for
authorized by the regulator
the member institution
including capital conservation
buffer and DSIB capital
surcharge if applicable but >
minimum Tier 1 capital ratio
required by regulator
Assets to capital multiple is >
0
Tier 1 capital ratio is ≤
23 or > 100 % of the multiple
minimum Tier 1 capital ratio
authorized by the regulator
required by regulator
Leverage Ratio Score plus Tier 1 Capital Ratio Score =

Score
10

6

0

Under its Leverage Ratio component, an institution that manages its leverage prudently is
recognized and rewarded with a better score than one that utilizes fully its authorized
Assets to Capital Multiple (ACM). Any institution that operates within its authorized
ACM does score a better than average mark. While CDIC would prefer that institutions
limit their ACM, it is not proposing that the threshold be set lower than 90%. This
threshold was chosen as it acts as a deterrent to full utilization of, yet does not
compromise, the authorized ACM. Once the Basel III Leverage Ratio is applied to each
member institution in Canada, CDIC would consider substituting that ratio for the ACM
presently used within the DPS Capital Adequacy criterion.
Under the proposed Tier 1 Capital Ratio component, any institution that exceeds its ‘all
in’ capital target Tier 1 ratio (inclusive of capital conservation buffer and DSIB surcharge
if applicable) would score full marks. A member institution that does not exceed its ‘all
in’ capital target but exceeds its minimum capital ratio would score slightly more than
50% of the available marks, while any institution that does not meet the minimum Tier 1
capital requirement would not score any marks under this component.
For a member institution to score full marks it would need a leverage ratio equal to or less
than 90% of its authorized ACM and its Tier 1 Capital Ratio would need to exceed
regulatory ‘all in’ Tier 1 targets imposed on the member institution.
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Through the Tier 1 capital component thresholds, CDIC recognizes that differing
requirements and/or targets may apply to individual member institutions (i.e. capital
surcharge on DSIBs). We reference as well the possibility that different requirements vs
target may be set, for example, if an institution is implementing a capital conservation
buffer restoration plan. The formulaic approach taken also recognizes that certain
requirements are being phased in over time. It ensures alignment with regulatory
recommendations yet emphasizes the importance to CDIC that a member not be overly
leveraged and maintains high quality capital.

#2 - RETURN ON RISK-WEIGHTED ASSETS
CDIC is proposing no change to this criterion. No comments were received with respect
to this proposal.

#3 - MEAN ADJUSTED NET INCOME VOLATILITY and
#4 - STRESS TESTED NET INCOME
Initial Recommendations:
The October 2013 consultation paper contained the following recommendations:
Re: Mean Adjusted Net Income Volatility: CDIC proposes to amend the
Mean Adjusted Net Income Volatility criterion by calculating the
volatility over a ten year period (with new members beginning calculation
after five years of available data) and use standard deviation rather than
semi-deviation in the calculation. Thresholds for mark allocation would
change to accommodate standard deviation.
Re: Stress Tested Net Income: CDIC is proposing that the Stress Tested
Net Income criterion remain unchanged except insofar as the proposed
changes to the Mean Adjusted Net Income Volatility criterion may impact
this measure. New member institutions will begin calculating the measure
when they have five years of data.
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Summary of Comments:
With respect to the use of ten years of data, it was suggested that this could adversely
impact institutions for events that took place six to ten years prior without recognizing
advances toward consistent sustainable earnings. Further, it was suggested that the
different accounting approaches used over the last ten years may not produce the
expected normalizing effect (countering the impact of using standard deviation) and
might unnecessarily negatively impact an institution’s score.
Proposal for Change:
It is proposed that both ratios be calculated using standard deviation in the place of semideviation of net income and that it be calculated over ten years rather than the current five
years. The proposed statistical measure (standard deviation) will capture all variations in
net income, both positive and negative, as compared to the mean rather than only the
volatility associated with drops in net income (semi-deviation). Further, to enhance the
statistical significance of the measure, ten years of data will be used in the calculation (if
available)3.
CDIC looked at the effect of using ten years of data in conjunction with the move to
standard deviation and determined that the use of ten years has an appropriate smoothing
effect. In response to the comment about the use of ten years of data negatively
impacting institutions for events that took place more than five years prior, CDIC’s view
is that this is a measure of the volatility of earnings and the more years of data included,
the more statistically sound the measure is. Previously, CDIC did not have access to
more than five years of data. CDIC has back tested the proposed measure and it
appropriately captured the institutions experiencing volatility of earnings. Further, our
back testing did not support the conclusion that the use of different accounting bases
(GAAP vs IFRS) produced skewed results.

#5 - EFFICIENCY RATIO
CDIC is proposing no change to this criterion. No comments were received with respect
to this proposal.

3

Once an institution has five years of data available, the measure will be calculated.
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#6 - NET IMPAIRED ASSETS TO TOTAL CAPITAL
Initial Recommendation and Proposal for Change:
The October 2013 consultation paper contained the following recommendation to which
no comments were received:
CDIC is proposing that this criterion continue to be included but net
unrealized losses on securities be eliminated from the calculation of total
net impaired assets within the formula.
CDIC will proceed with this change.

#7 - THREE YEAR MOVING AVERAGE ASSET GROWTH RATIO
Initial Recommendation:
The October 2013 consultation paper contained the following recommendation to which
no comments were received:
CDIC is proposing two changes to this criterion: (i) alter its upper scoring
threshold (from ≤ 20% to ≤ 15%); and (ii) alter the threshold for relief
from the impact of large asset acquisitions.
CDIC will proceed with these changes.

#8 - REAL ESTATE ASSET CONCENTRATION RATIO
Initial Recommendation:
The October 2013 consultation paper contained the following recommendations:
1) CDIC is recommending that this criterion not be applied to DSIBs.
2) For non-DSIBs, the measure would continue to apply with a slight
change to the sub-criteria used in relation to land development lending
as well as the inclusion of Home Equity Lines of Credit (HELOCs) in
Total Mortgage Loans.
DSIB application: A comment was received suggesting that it was unfair to base the
choice of which measure to no longer apply to DSIBs on the fact that the DSIBs scored
July 10, 2014
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consistently full marks for that measure. While this was a factor, it was not the sole
factor. The size and diversity of business models of the DSIBs means that a real estate
asset concentration measure does not contribute to differentiation on the basis of risk for
these institutions. Given that they consistently scored full marks, a better differentiator
was needed. Another measure considered for elimination since DSIBs scored
consistently full marks was the Net Impaired Assets measure. However, this result is a
function of the good economic cycle and cannot be attributed to the type of institution.
Non-DSIB application: CDIC is proposing that two changes be made to the measure
which will continue to be applied to all non-DSIBs. The first change is that HELOCs
will be included in the calculation of total mortgage loans, and secondly, the Land
Banking and Development Mortgage Loans sub-criterion will be combined with the
Residential Interim Construction Mortgage Loans sub-criterion creating a new subcriterion. The thresholds for the proposed sub-criterion would be: concentration levels
of ≤ 5% score five marks whereas concentration levels of ≥10% score no marks. No
comments were received to these proposed changes.

#8-1 - ASSET ENCUMBRANCE MEASURE
Initial Recommendation:
The October 2013 consultation paper contained a proposal for a new criterion to be
applied only to DISBs:
CDIC is proposing a criterion that would combine both a Domestic
Unencumbered Asset Concentration Measure with a Pledged Asset
Measure.
Comments:
It was suggested that care be taken to ensure that the measure not include mismatches of
some terms and data elements, that there be clarification around what assets and liabilities
are included and that a consolidated approach be used for both liabilities and assets rather
than an unconsolidated approach (highlighting domestic assets) which was proposed in
the October 2013 consultation paper. Primarily, the comments focused on two issues:



Whether the assets and liabilities should be considered on a consolidated or
unconsolidated basis; and,
Mismatches of some terms and data elements as pledged assets may not be held
domestically. Similarly, foreign liabilities were included yet foreign assets were
excluded.
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Proposal:
The proposed Asset Encumbrance Measure would be calculated as follows:
Step 1: calculate the Unencumbered Asset Concentration ratio. If the
institution’s ratio is equal to or less than 100%, the member would score full
marks. If the ratio is greater than 100%, the institution would go to the next step.
Total liabilities – (Subordinated Debt + Covered Bond Liabilities + Securitization Liabilities + Repos + Shorts)
Total assets – (Impairment + Total Pledged Assets)

X 100

Step 2: calculate the Pledged Asset Ratio. If the institution’s ratio is less than
25%, it would score 3 marks and if it is equal to or more than 25%, it would score
no marks.
Total Pledged Assets
Total Assets

X 100

Consolidated vs Unconsolidated: It was suggested that CDIC use a consolidated
approach for both liabilities and assets rather than an unconsolidated approach which was
proposed in the consultation paper. A consolidated approach has been adopted. Also, the
measure no longer considers a domestic component. With respect to clarifying which
assets and liabilities are to be included, CDIC is, as much as possible, using the assets and
liabilities included in regulatory filings. The draft amending by-law provides the data
points required to complete this measure.
Client assets available for pledging: Member institutions pledge against liabilities not
only their own assets but also sell or re-pledge third party assets (referred to as “client
assets”). An additional issue that has been identified is with respect to the inclusion of
non-bank assets (i.e. client assets) available to pledge and whether they should be
included in the measure as an addition to the unencumbered asset base (as part of the
denominator Total Unencumbered Assets). It is our view that the inclusion of unused
client assets which are available but not yet sold or re-pledged should not be permitted
and that they be excluded as they are unavailable to CDIC or to the bank in a recovery
and resolution scenario. In a stressed scenario, the bank would not have access to these
third party assets and, with respect to those already pledged, would need to replace these
pledged assets with the bank’s own assets. In the circumstances, CDIC is proposing the
measure without permitting the inclusion of unused client assets.
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#9 - AGGREGATE COMMERCIAL LOAN CONCENTRATION RATIO
Initial Recommendation and Proposal for Change:
The October 2013 consultation paper contained the following recommendation to which
no comments were received:
CDIC is considering altering the scoring thresholds to improve the
contribution to differentiation of this criterion.
Proposal:
Our analysis has revealed that the contribution to differentiation of this measure is
limited. When the measure was changed in 2005 to make use of readily available data,
CDIC had set the thresholds with a view to maintaining a similar score distribution. This
did not occur. Therefore, it is proposed that the scoring grid be changed such that
institutions with an aggregate commercial loan concentration ratio of less than 100% will
score full marks whereas those members whose ratio is greater than 300% will score no
marks. With these parameters, the measure better captures those institutions known to
CDIC as exhibiting higher concentration risk.

QUALITATIVE CRITERIA
In addition to the 60 marks assigned to the quantitative measures, 40 marks are assigned
to qualitative factors (35 marks to the examiner rating and 5 marks to Other Information).
Initial Recommendation:
The October 2013 consultation paper contained the following recommendations to which
no comments were received:
CDIC is proposing no change to the examiner rating criterion or the Other
Information criterion.
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CONCLUSION
In conclusion, our review has shown that the enhancements proposed will make the DPS
even more effective and at the same time will not impose additional burden for member
institutions. Further, the review has identified that regulatory regimes no longer treat all
institutions in the same way and this should be taken into account in classifying members
for premium assessment purposes.
We look forward to receiving your written comments prior to August 31, 2014. We also
welcome comments on any other aspect of the DPS.
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