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Welcome to Amsterdam in ~1600



� 21 year exclusive licence to trade 
in the East Indies

Welcome to Amsterdam in ~1600
The home of the Dutch East India Company

Pepper
Piper nigrum

Nutmeg
Myristica fragrans

Clove
Syzygium aromaticum

Source: Dr. Paul Frentrop, Déminor 



The Dutch East India Company flagship: Batavia



The Dutch East India Company flagship: Batavia

The investment challenge
20% of the ships did not return



Source: Dr. Paul Frentrop, Déminor 



Dutch East India Company – the board

� 70 board members

� Self appointments

� Private benefits

Source: Dr. Paul Frentrop, Déminor 



� mismanagement at the biggest companies

� insider trading

� misstated profit & loss accounts

excessive remuneration of executives

Welcome to Amsterdam in ~1620
The home of the Dutch East India Company – the board
became the talk of the town…..

© David R Beatty 2002

beatty@rogers.com

� excessive remuneration of executives

� the need for accounting standards

� the need for independent directors

� shredding of internal documents

Source: Dr. Paul Frentrop, Déminor 



In 1711 the British 
Prime Minister Robert 
Harley, first Earl of 
Oxford did an off 
balance sheet 
transaction

London coffee houses like 
Jonathan’s and Garraway’s filled 
Exchange Alley with buzz, 
excitement and speculative frenzy



In 1720 a speculative frenzy broke out

1720 share price of South Seas Company



In 1720 a speculative frenzy broke out : one prospectus read

A company for carrying on an undertaking of great 
advantage: but no one to know what it is.

To raise £500,000 by means of 1,000 shares at £500 per share
• deposit £2
• annual dividend £100 per share• annual dividend £100 per share



In 1720 a speculative frenzy broke out … and then collapsed

1720 share price of South Seas Company



British society was shaken to the core….

The Directors were arrested and their estates forfeited

Joint stock companies were banned for almost 100 years



Anthony Trollope was a leading English novelist of the middle 19th Century. 
He published 47 novels and 16 books in several other genres.

Anthony Trollope (1815-1882)



The Chairman
Augustus Melmotte

The Company
The Great South Central Pacific and Mexican Railway Company

The Quote
Melmotte himself would speak a few slow words…always 
indicative of triumph, and then everybody would agree to 
everything, somebody would sign something, and the board  
would be over



“Directors: the parsley on the fish….decorative
but not useful” 

IRVING OLDS, CEO  U.S. STEEL (1940)

“What, besides the drawing 
of fees and the drinking of 
tea, were the duties of a 
director?”  director?”  

Soames Forsyte
White Monkey
by John Galsworthy (1924)

“Non-executive Directors are Christmas tree decorations” 

TINY ROWLAND, CEO  LONRHO (1970)



WHERE WERE THE DIRECTORS ?



The IMF recently released its Global Financial Stability Report

Actual + Expected write banking downs ~$2.4tn

Expected

Actual

May 15/09



B of A

HSBC

Wash Mutual

UBS

Merrill Lynch

Citigroup

Wachovia

Write downs & credit losses@ ~$1,300bn
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Bayerische

Credit Suisse

Wells Fargo

Royal Bank Scotland

Lehman Bros

JP Morgan

Morgan Stanley

Nat'l City

B of A

“CITI claimed that their risk management 
system worked perfectly…. but 
unfortunately it was based on incorrect 
assumptions!!!” ….Financial Times



Global bank market capitalisations 2007



Global bank market capitalisations 2009



Market cap down by $1,700,000,000,000 since July 1, 2008

WHERE WERE THE DIRECTORS ?



The fallen giants of US finance
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The fallen giants of US finance
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The fallen giants of US finance – not suffering too badly

33



The fallen giants of US finance – not suffering too badly

34



The fallen giants of US finance – not suffering too badly

35



The fallen giants of US finance – not suffering too badly

36



The fallen giants of US finance – not suffering too badly

37



The fallen giants of US finance – not suffering too badly

38



The fallen giants of US finance – not suffering too badly

39



The fallen giants of US finance – not suffering too badly

40



The fallen giants of US finance – not suffering too badly
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Where were the directors ?

First lesson: We have made no progress from 1620 - 2009
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First lesson: We have made no progress from 1620 - 2009





Canada has the “best” corporate governance in the world

Basis: 5,296 US firms + 2,235 non-US firms in 23 nations using ISS metrics



Report on Corporate Governance in Canada
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(The 195 S&P/TSX Composite Index listed corporations scored using the Clarkson Centre 

Metrics)

PerfectPerfectly 

Awful Scores/100

Rotman School of Management: Clarkson Centre for Business Ethics and Board Effectiveness
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Corporate governance in Canada has improved significantly
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24 companies received top marks up from 2 in 2002 

1. Addax Petroleum
2. Bank of Montreal
3. BCE Inc.
4. Canadian Pacific Railway Ltd.
5. Canadian Western Bank
6. Compton Petroleum Corporation
7. Encana Corporation
8. FirstService Corporation
9. Fortis Inc.
10.Gildan Activewear Inc.
11.Industrial Alliance Insurance and Financial 

Services Inc.Services Inc.
12.Laurentian Bank of Canada
13.Manulife Financial Corporation
14.MDS Inc.
15.National Bank of Canada
16.Petro-Canada
17.Potash Corporation of Saskatchewan Inc.
18.ProEx Energy Ltd.
19.Royal Bank of Canada
20.Russel Metals Inc
21.SNC-Lavalin Group Inc.
22.TELUS Corporation
23.Toronto-Dominion Bank
24.TSX Group Inc.

50



Canadian consumer not oriented to leverage
• no tax deductions for mortgages
• no immunity to walk away from mortgage obligations
• possibly more aware of the nature of the obligation

Why did Canadian banks escape the worst of the storm?

Canadian banking operates differently
• more conservative: branch banking
• more origination than in the US (less dis-intermediation)
• securitisation under government guarantees

Canadian regulator (OSFI) is a gorilla
• moral suasion is HUGE: only 5 major banks to oversee all in Toronto
• clever strategy: where there is smoke ASSUME FIRE for months
• history of pushing up the Tier 1 capital ratios
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Strengthened the RISK function internally
• CRO brought in from capital markets and reports directly to CEO
• Hired experienced talent from other leading financial institutions 
• Significantly improved timeliness and quality of risk reporting

What did BMO do to improve its risk management practices?



Strengthened the RISK function internally
• CRO brought in from capital markets and reports directly to CEO
• Hired experienced talent from other leading financial institutions 
• Significantly improved timeliness and quality of risk reporting

What did BMO do to improve its risk management practices?

Changed the responsibility for RISK to line
• Built greater orientation to risk into LOBs leaders: YOUR job as well 
• Strategic planning incorporated risk/return thinking
• Risk adjusted returns translate into compensation packages



Strengthened the RISK function internally
• CRO brought in from capital markets and reports directly to CEO
• Hired experienced talent from other leading financial institutions 
• Significantly improved timeliness and quality of risk reporting

What did BMO do to improve its risk management practices?

Changed the responsibility for RISK to line
Built greater orientation to risk into LOBs leaders: YOUR job as well 
• Strategic planning incorporated risk/return thinking
• Risk adjusted returns translate into compensation packages

Brought a retired RISK professional onto the board
• LOB leaders part of all discussions of market/liquidity/credit operational risk
• All papers summarised in a ONE page overview by CRO
• In camera meetings at start and end of every meeting









Credit Migration

Recently created a “heat map” of the TOP LINE RISKS
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Credit Migration

Recently created a “heat map” of the TOP LINE RISKS

Regulatory Change
Structured Debt

Market Illiquidity



A Black Swan event is one that has 
three attributes 

1. Illustrates the severe limitations of learning from 
observation/experience AND the fragility of our 
‘knowledge’

2. Carries an extreme impact

3. Increases as the world gets ever more complex



The Bertrand Russell example

Turkey “Happiness Quotient” 

Time
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The Bertrand Russell example

Turkey “Happiness Quotient” 

Nov 26th, 2009

Time



1997 Asia: Thai baht contagion
1998 Russian debt repudiation

“Black Swan” events you might remember:

Long Term Credit Management had 
$100bn in exposures and ‘required’ a 
$3.65bn bailout$3.65bn bailout



“Black Swan” events you might remember:

NASDAQ market index



Nothing in socio-economic life looks like this!!!

The average can depend so much on one single observation



“Dear investor …… “



“Dear investor …… “

“We have a brilliant track record over the last 11 years …… “



So, how do boards/directors manage the unhappy “Black Swan” 
events ?

1. Need an active Risk Management Committee that 
understands that we do not live in a Gaussian world

2. Maintain a “paranoia” that it “WILL HAPPEN HERE!”

3. Ensure management – board dialogue is completely 

“We have a brilliant track record over the last 11 years …… “

10%

3. Ensure management – board dialogue is completely 
transparent, honest and open

A Director is not a forensic investigator who has to ask 
EXACTLY the right question to elicit the uncertainty

8.4        11.668.2%

6.8                           13.295.4%

5.2                                                 14.899.7%



“Dear investor …… “



“Dear investor …… “

It is obvious that their profits were simply cash borrowed from destiny with 
some random payback time



A Black Swan event is one that has 
three attributes ?

1. Illustrates the severe limitations of learning from 
observation/experience AND the fragility of our 
‘knowledge’

2. Carries an extreme impact

3. Increases as the world gets ever more complex
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August 14, 2003  Toronto

When the lights go out they go out BIG TIME







So, how do boards/directors manage the unhappy “Black Swan” 
events ?

As things get more complex the Black Swans increase and 
as things get bigger blowouts get more global more quickly

…are much more expensive to fix and then take significantly longer to settle down



Lots of players now looking 
at systems risk



So, what’s coming ?

Capital Definitions will be harmonised:
• Consistency, transparency and comparability internationally
• Internationally harmonised leverage ratio ( Asset-to-Capital)
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So, what’s coming ?

Capital Definitions will be harmonised:
• Consistency, transparency and comparability internationally
• Internationally harmonised leverage ratio ( Asset-to-Capital)

Regulatory Capital Requirements Will Increase:
• Capital buffers above Tier 1 ratios
• “Solo” capital – available domestic capital• “Solo” capital – available domestic capital
• Stiffer definitions of Tier 1 capital
• Contingent capital

Global Best Practices will be promulgated:
• Governance processes and structures
• Liquidity risk oversight
• Counterparty risk practices
• Stress testing scenarios




