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Corporate governance and
accountability in Canada

Introduction

· Canada has faced some of the same problems in corporate governance that Russia is facing today. Reforms have usually followed scandals of one sort or another, leading to the setting of new norms by governments. Thus the specific issue of the evolution and present state of corporate governance in Canada must be viewed in the context of the reform legislation that followed scandals or major political issues, as well as in the context of Canada’s unique history and geography.

· Complicated as these issues may be, however, they are of fundamental importance to the performance of the national economy and to the social distribution of its fruits. Good governance means trustworthy and predictable actions by corporations, and means that investors may rely both on the formal public statements of corporations and, more importantly, on the integrity of their decision making processes as a whole. This reduces risk for investors and therefore the cost of capital for enterprises. Lower risk means a greater willingness on the part of owners of wealth, from the very wealthy to simple savers, to postpone consumption through investment in productive enterprises. It need hardly be said that such a model conduces not just to steady economic growth and greater per capita incomes, but also to a preferential reward to economic good behaviour.

· As in Russia, Canada’s system of corporate governance involves both public and private corporations within a federal legal entity in which both the federation and the regions exercise at least quasi-independent power. The several forms of business entity each have distinct governance obligations, and minimum requirements for the satisfaction of these obligations are laid out in law and regulation at federal and provincial level. There is no overwhelming logic to the locus of regulation save the accidents of history, but a lesson of Canadian history is that a somewhat illogical system can be made to work if there are incentives to do so and if underlying cultural norms are favourable.

· The purpose of this paper is to summarize some of the main elements of the Canadian story, using a partly historical approach, in the hope that the lessons Canadians have learned from sometimes painful experience may assist constructive reform in Russia. We begin with a discussion of the formal system and how it developed, stress the critical role played by information and disclosure, and survey present pressures for further reform. The spectacular difficulties of the US-based firms Enron and Andersen, for instance, are bringing about predictable calls for reform in Canada. We conclude with observations on how some particular problems are resolved within the Canadian federal system.

5.1.The formal system 

5.1.1.Forms of corporate organization in Canada

· Canadian law recognizes a number of forms in which business enterprises may be organized.  These are laid down in two Acts of the federal parliament and in parallel acts of the provincial legislatures.  Federally, the Canada Business Corporations Act (CBCA) is the principal statute, but the Canada Corporations Act is often used for non-profit organizations, foundations and the like.  All provinces have their own parallel acts, such as the Ontario Business Corporations Act and the Quebec Companies Act.  In most cases it is a matter of convenience or local pride that dictates where a corporation decides to register; occasionally, some minor difference in statute may encourage one choice over another. Only the provinces, however, offer the alternative of the limited partnership structure, as in the Limited Partnerships Act (Ontario).

· The principal forms of company organization are proprietorships, partnerships (both traditional and limited), privately held companies, publicly held corporations, crown corporations and non-profit enterprises. The corporate governance issues of concern to this paper really arise only in the context of fiduciary obligations – that is, where ownership and management are separated. We mention sole proprietorships, partnerships and joint ventures for completeness here, and concentrate thereafter on the corporation as such.

· Proprietorships are the oldest form of company organization and are really a subset of privately held corporations where all the ownership resides with a single proprietor.  Many small businesses and farms are organized this way. Corporate governance is simple: the owner decides what to do, within the law. Records must be kept and information must be provided to the authorities for tax assessment, aggregate economic performance analysis, environmental performance, employment matters and the like, but it is provided in confidence.  

Internal procedures and public disclosure relevant to the operation of public capital markets are irrelevant, although an owner wanting to gain access to credit will have to make substantial and continuing, but private, disclosure to the bank and to suppliers. Although this form of organization is as old as the country, and is still the most numerous in the universe of Canadian businesses, the fact that it does not require equity investment from other parties means that the public interest in regulating its governance is small. Creditors provide the necessary invigilation. Liability is absolute, limited only by insurance.

· Partnerships are like sole proprietorships in the sense that each partner bears “joint and several liability,” meaning that each partner is fully liable, to the full extent of all his financial resources, for the actions of each of the others.
  These obligations may be lightly assumed in good times but can be ruinous in bad: the Canadian “names” behind a number of Lloyd’s syndicates, to cite a widely known recent case, have in many cases faced personal bankruptcy.
 In proprietorships and partnerships, in other words, owners are liable for much more than the money originally invested.  If things go wrong, they may lose everything they own.  Historically, this form of corporate organization was a way of mobilizing capital from a small number of wealthy individuals, all of whom typically knew and trusted each other. The rise of modern financial intermediation has made this form of organization increasingly outmoded.

· Neither proprietorships nor partnerships are entities separate from the owners as individuals.

· Limited partnerships are a recent response to the potentially catastrophic problems of pure partnerships, and to opportunities for tax planning. 
 Increasingly, large professional services firms, such as the national units of the large accounting-consulting firms or large national law firms, have adopted this structure. In such firms, internal democracy can be more important than centralized management. Limited partners are sheltered from liability in the same manner as are shareholders in a corporation, but like shareholders, may or may not take an active role in management.  Limited partnerships may be managed by general partners, who may themselves be corporations.

· Corporations differ from partnerships in the sense that they are legally distinct entities.  They survive their owners.  Their shareholders’ liability is limited to the amount of their equity investment.  There are several types of corporations:

· Privately held corporations are those whose shares do not trade on public exchanges and are therefore not subject to securities legislation.  Often dominated by a single family, such corporations may be a means of passing wealth intergenerationally. They offer their owners the same advantages of limited liability as any other corporation.  

· Publicly held corporations are the main focus of this report.
 All large companies use this form, principally for four reasons: limited liability, a legal personality distinct from and which survives its individual owners, the need for centralized management of a large enterprise, and the need to raise capital in public markets. It is the latter feature that gives rise to standardized forms of corporate governance, as opposed to the idiosyncratic forms that may characterize other styles of organization. It is perhaps worth stressing that the imposition of norms for corporate governance arises when fiduciary obligations are of the essence and when the financial actions of the entity may entail large externalities.

· In theory, the owners of common or voting shares elect directors, who have overall responsibility for the corporation, and the board of directors selects the executive officers of the corporation. Reality, discussed further below, is more complex.

· Crown corporation is the Canadian term for a company whose shareholder is the government (the “Crown”) itself. In the past, these entities could have been created using the relevant statute, but more commonly they were created by a special act of parliament.  Their powers may be constrained, and features of their operations that are relevant to public policy are often mentioned in the statute. So, for instance, the Act under which Air Canada operated before its privatization required that its head office be in Montreal.  Since 1985, the Financial Administration Act has required the government to create new crown corporations only with the consent of parliament. Crown corporations of a commercial nature were traditionally assigned to the relevant minister for reporting and control purposes. Recently, in response to a patronage scandal involving one particular minister’s use of crown corporations reporting to him, the federal government has decided that most crown corporations will report to parliament through the deputy prime minister, an individual noted for probity. It remains to be seen whether this is simply a response to a personnel problem or will be a lasting change.  

The boards of directors of crown corporations are appointed by the government and usually hold their offices for a fixed term. Chief executives are likewise appointed by the government, sometimes with the advice of the board, and typically hold office “during pleasure,” which means they can be dismissed at will. In point of fact, the power to dismiss is used sparingly, even when the government changes hands during an election and the incoming party sees many of these posts held by persons it suspects of sympathy with the outgoing government.  Chief executives tend to keep their political preferences private and are appointed on merit. Directorial appointments are less exacting but once in place directors are normally allowed at least to finish their terms before being replaced with (mostly) competent persons more sympathetic to the government of the day.

· Non-profit corporations and foundations, for completeness, are entities with a social purpose that nevertheless operate by most of the rules of the marketplace. The major exception, for organizations that are officially recognized under the Income Tax Act as charities, is the privilege of granting receipts to donors that qualify the donors for tax relief. There are more than 200,000 charities and non-profits in Canada pursuing every kind of social, educational, charitable, religious and environmental purpose that thirty million people can imagine. Spending more than ten percent of the budget on public advocacy or lobbying for legislative change can, however, lead to withdrawal of registration. Occasionally the form is used by government to create arm’s-length foundations to pursue public purposes.

5.1.2.Historical roots

· The common root of all these forms of organization is British law and practice.  Even the province of Québec, which uses the Napoleonic Code civile as the root of its commercial law, has adopted similar forms of corporate structure and governance.


· The first major company in Canada was the Hudson’s Bay Company, incorporated in London as a joint-stock company in 1670 and entrusted with the governing and exploitation of the fur resources of Rupert’s Land (most of western and northern Canada, outside of the European settlements on the Atlantic littoral and in the St. Laurence valley). A competitor, the North West Company, was chartered a century later and folded into HBC in the 1820s.
 Until the mid-nineteenth century the Hudson’s Bay Company was the principal European presence in a territory that ran from Labrador to Vancouver Island to the Arctic Archipelago. Even today, descendant companies are still involved in factoring furs, supplying the north, and retailing goods to Canadians across the country. In colonial days its Governor and directors, meeting in London, operated in a manner that would be quite familiar to a modern board.  The matters of government they undertook, and the relations they maintained with the native peoples even after the Proclamation of 1763,
 were undertaken with a canny commercial eye but also a Scottish sense of honour.

· In 1867, the four colonies of Nova Scotia, New Brunswick, Lower Canada (Québec) and Upper Canada (Ontario) were united as a new Dominion of the British Empire through the British North America (BNA) Act, now called the Constitution Act (1867). Each of the founding colonies had a strong sense of its own distinctiveness and none wanted to be entirely governed from a new capital, still largely bush, on the Ottawa River. Complex negotiations led to a division of powers between provincial and federal governments that reflected this nineteenth-century political tug-of-war between those who wished to preserve provincial autonomy and those who wanted a modern state with sufficient central powers to stand up to the “manifest destiny” once again being felt, after a disastrous civil war, in the Great Republic to the south. It is not too much of an exaggeration to say that the battle for states’ rights was fought in both countries in the 1860s, with the “states” winning in Canada and the federal government winning in the United States.

· The consequence for commercial law was a division of powers that was neither logical nor easily changeable. Local institutions grew up around the functions allocated to one level or the other, with all their inbuilt capacity to resist change. The BNA Act itself was an act of a foreign parliament, a parliament never eager to become involved in colonial trivia – until 1982, when it became part of a patriated constitution with no practical amending formula at all.

Allocation of powers relating to corporate governance 
in the Constitution Act, 1867

	Provinces:
	Federal government:

	Incorporation of companies with provincial objects
	Regulation of trade and commerce

	Property and civil rights in the province
	Banking and incorporation of banks

	Management of lands and resources
	Bankruptcy and insolvency

	Generally all matters of a merely local or private nature in the province
	Patents and copyrigh

	
	Peace, order and good government

	
	Matters not exclusively assigned to the provinces


· This system would seem to create as much confusion as it resolves. The regulation of trade and commerce and the definition of property and civil rights, for example, are all but indistinguishable. In practice, however, the system works. The residual powers of the federal government with respect to matters not assigned to the provinces are wide, and have allowed a federal presence in such twentieth-century fields as environmental protection, a matter not wholly covered by provincial jurisdiction over resources.  And there is the sometimes explicit, sometimes implied distinction between things that are of purely local moment and those which cross borders or are of compelling national interest.  This allowed the federal government, for example, to assert control of all matters nuclear in 1946, with the first Atomic Energy Control Act, or to create federal incorporation statutes. These, the Canada Corporations Act and the Canada Business Corporations Act,
 are meant to apply to businesses that are not of a purely local character but whose activities cross provincial boundaries.  

In practice, it is a matter of convenience to the organizers of a new business as to which level, federal or provincial, is chosen. Finally, there is a tradition
 of judicial deference: one legislative body can act in disputed territory so long as it is vacant; if it is already filled or partly filled by an enactment from another level of government, the courts will “defer” to the statute that is closer to its constitutional roots, to the degree that there is a conflict. On all these matters there is now more than thirteen decades of case law built up to guide present-day designers of legislation and corporate governance systems.  

5.1.3.Structure of publicly held corporations

· Pursuant to statute, a corporation will operate within articles of incorporation or letters patent and general by-laws as well as any particular by-laws or resolutions that the shareholders may have adopted. Shareholders, as noted, elect directors, who in turn appoint managers. Directors and managers thus operate within rules established internally and externally. 

· The general by-law usually contains rules for issuing shares, paying dividends, qualifying and indemnifying directors, electing directors, appointing and remunerating officers and employees, and for running meetings of directors and shareholders.  Passing such a by-law is the first item of business when a company is organized.  The rest of the initial agenda will deal with securities and corporate records, appointing officers and an auditor, and banking arrangements.  

· When a corporation first issues shares to the public, it falls under the jurisdiction of a provincial securities act, resulting in the application of a further series of requirements relating to corporate governance. The most important of these prescribe the ‘full, true and plain disclosure’ of all material information.

· The roles of managers and directors are in theory quite distinct.  The board of directors has overall control and management of the affairs of the corporation; in many respects it is the corporation. The directors delegate day-to-day management of operations to officials whose hiring they initiate or ratify, and they hold those individuals accountable for results. In practice, there is some ambiguity. Usually a committee of the board nominates individuals for election to vacancies on the board.  The committee structure and appointments may be heavily influenced by the chairman, who in turn may be the chief executive officer. Shareholder democracy can thus become somewhat attenuated.  

· The duties, powers and liabilities of directors are sweeping. The duty of care requires that a director “exercise the care, diligence and skill that a reasonably prudent person would exercise in comparable circumstances.”
 Liability may be avoided if a director relies in good faith on the financial statements of the corporation, or on the advice of a professional.
 

Directors also have fiduciary duties: “Every director and officer of a corporation in exercising his powers and discharging his duties shallact honestly and in good faith with a view to the best interests of the corporation.”
  Directors must act in the best interests of the corporation, and have serious legal exposure if they are motivated by selfish considerations in their decision making. It is worth stressing that this fiduciary obligation is the bedrock of corporate governance; all the rest merely expands on or makes concrete this fundamental obligation.

The director must put the company’s interest above his own; he must not, for example, act on confidential information regarding an upcoming transaction, takeover bid or reorganization to his own advantage.  A director must act fairly in respect of all of the shareholders: the offence of oppression is the corresponding liability. This duty to the shareholders as well as the corporation comes into particular focus during a change of control situation, where a director’s personal interests may diverge from those of the shareholders or the company. This general duty is one of the sources of the particular role of independent directors during takeovers – see the box, below, regarding Nova Bancorp and Strategic Value Corporation – as well as in more general matters of corporate governance.

A director must not profit from insider information,
 and must disclose any contracts in which he has a material interest which may differ from the corporation’s. He must not privately usurp an opportunity available to the corporation, at least before its rejection by the corporation. Directors must avoid placing themselves in a conflict of interest, disclose to the corporation any interests in an association or an enterprise which might give rise to a conflict, and declare any interest in any property, transaction or contract of the corporation.

Directors have duties to the employees and to the state, which normally come into play only during a bankruptcy or insolvency. Directors are jointly and severally responsible for up to six months’ wages, for vacation pay, pension plan contributions, health insurance premiums, payroll taxes, and employment insurance premiums. In general, directors may be jointly and severally responsible, together with the corporation itself, for withholding taxes, sales taxes, and other taxes normally deducted at source.

Misrepresentations in filings by the corporation, including in prospectuses and circulars, or issuing shares for less than fair value, all expose a director to liability. In addition, certain actions by the corporation can expose the director to personal liability. Breaches of safety rules
 and environmental protection laws
 can attract penal as well as pecuniary penalties.

Nova Bancorp and Strategic Value Corporation:
Case of a Special Committee of a Board

Strategic Value Corporation, a publicly traded mutual fund management company, was bought by Nova Bancorp, a privately held corporation, in 1999. Strategic Value had a controlling shareholder who was also its chairman and chief executive. In the circumstances of a “going-private transaction,” regulations require that a Special Committee of the board of the target company composed of independent directors evaluate the transaction from a financial point of view, especially the point of view of the minority shareholders. The ratification vote in such circumstances requires a double majority – of all shareholders, and of minority shareholders considered alone. Complicating the matter was the fact that certain benefits were to be paid to the chairman that were not available to all shareholders.  On the other hand, the price per share being offered was considerably higher than any recent market value, and Strategic Value was facing financial difficulties.

The Special Committee engaged an investment bank to evaluate the transaction and a law firm to advise on the complexities of the side benefits to the controlling shareholder. They concluded, in a report to the full board that was included in the proxy solicitation documents sent to all shareholders, that the benefits of the high price being offered outweighed any side benefits to the chairman, and recommended that shareholders should vote for the transaction. To the consternation of both parties to the transaction, the Special Committee decided that only full disclosure of all circumstances would serve the minority interests. In the event, the transaction was approved by all Strategic Value shareholders and by the minority shareholders as a class, with majorities in excess of 99 percent.

The obligations of many kinds of financial firms (though not all) and hence of their directors, are in certain areas more stringent. Banks and other deposit-taking institutions have a fiduciary obligation to their depositors that outranks other obligations. In the case of banks, depositors are protected by insurance. The insurer is the Canadian Deposit Insurance Corporation, a self-financing Crown corporation that establishes terms for extending insurance and charges a risk-related premium. One of its primary methods of ensuring good behaviour by its clients is the requirement that bank directors personally sign representations as to the adequacy of the bank’s risk, credit and other policies. A similar but private corporation, the Canadian Life and Health Insurance Compensation Corporation (Compcorp), insures holders of insurance policies.

For most of these liabilities, a director can mount a defence of due diligence or reliance on financial statements or professional opinion.  Directors can obtain special liability insurance to minimize their personal financial exposure.  Insurers in turn will assess the quality of corporate governance – structures, records, reporting, decision making – in setting a premium. Some of the environmental statutes impose criminal penalties, however, and for these no insurance may be purchased.

There is a large literature on directors’ duties and liabilities.
 The formal legal literature, read by itself, would make the reasonably prudent person presumed by the law think twice before accepting appointment. In point of fact, in ordinary circumstances, directors can focus on strategic questions and delegate execution to the officers they appoint without too much mental stress. It is a peculiarity of the legal approach to corporate governance that the personal liabilities faced by directors become threatening at precisely those moments – during a takeover, perhaps, or in the case of impending bankruptcy – when the corporation needs cool and experienced judgment at the top. In the extreme, the threat of joint and several liability may cause boards to resign just when they are needed most.

In a more general sense, directors control and manage the corporation, taking a particularly strong interest in its strategy, organization, business policies, and relations with internal and external communities who have stakes in its continued prosperity. In this area too there is a vast literature.  

5.1.4.Legal framework

The chief statutes bearing on corporate governance are the business corporation acts of the federal and provincial governments and, for publicly traded companies, the securities acts of the various provinces. In addition, as noted, there are a variety of other statutes that impose duties on corporate directors and thus have an impact on corporate governance. The most important of these are the laws relating to employment standards (provincial), environment (provincial and federal), and insolvency (federal). Statutes governing certain sectors, notably banking, insurance and telecommunications, impose further obligations. Several of these statutes give rise to regulatory bodies. In the case of banks and insurance companies, the federal government has an Office of the Supervisor of Financial Institutions (OSFI) whose principal concern is the soundness of the institutions, especially the management and control of risk. In contrast, the provincial governments, with their general mandate to look after the interests of consumers, regulate the conduct of financial institutions and their agents with respect to their day-to-day interaction with customers. The mandate of OSFI overlaps with that of CDIC, which, as insurer of deposits, has been at pains to improve risk management systems in the banks.

Likewise, there is a federal Superintendent of Bankruptcy, a Director General of Corporations, as well as sectoral regulatory agencies like the Canadian Radio and Telecommunications Agency and the Canadian Transportation Agency. These offices do not directly impact on corporate governance except, perhaps, during crises or when a formal allegation of wrongdoing has been brought against a company.

Provincially, the most important statutes are the securities acts. Since Ontario is home to the most important stock exchange (and to 37 percent of the Canadian population) its securities act is the most important and has been used as a model, in whole or in large part, by all other provinces. 
 It regulates access to public equity markets, principally through the Ontario Securities Commission.  It is both a policy-making and an enforcement body, having far-reaching investigative powers. In terms of its effect on the governance of publicly held companies, the OSC and its counterparts in the other provinces are the most important entities in Canada.

In addition to the OSC itself, there are a number of “self-regulating organizations” (SROs) under the Ontario Securities Act and its equivalent in other provinces that have an important bearing on corporate governance. The most important are the Toronto Stock Exchange (the biggest in the country) and associations of financial intermediaries, notably the Investment Dealers Association and to a lesser degree the Investment Funds Institute of Canada. These SROs impose standards of behaviour and disclosure on boards as a condition of continued access to capital markets, and so have great importance.

5.2.Pressures for reform

5.2.1.The changing market for corporate control

· The period after World War 1 saw a shift in power from proprietor-shareholders to professional managers. This was not a sudden revolution but a gradual move that started with the largest companies. In the period up to the War, great corporations were, in Canada as in the U.S., often associated with a controlling shareholder who was also a chief executive. Joseph Flavelle (munitions and other manufactures), Max Aitken (newspapers), the Massey family (agricultural machinery), Sir Donald Smith (railways) and others mirrored Henry Ford and J.P. Morgan in the U.S. During the interwar period, and strongly in the decades following the Second World War, managerialism became the norm for large corporations. 

The U.S. political economist A.A. Berle was among the first to pay attention to this phenomenon, though Alfred P. Sloan, the architect of the modern General Motors, had already taken groundbreaking strides in the 1920s. As usual, the trend was more pronounced in the U.S. than in the smaller economy to the north, where the often smaller scale of corporate activity did not lead so strongly to professional managers. Indeed, many of the headline makers in Canadian business today, like Gerald Schwartz (Onex), Conrad Black (Hollinger), or Laurent Beaudoin (Bombardier) come from a visibly older tradition.

· Berle’s thesis was that the shift to managerialism may have allowed the devolution of power within the corporation, substituting professional competence for idiosyncrasy and whim, but it did so at the cost of attenuating the close ties between the management of the corporation and the interest of the shareholders.  Managerial salaries were not closely tied to corporate performance or bottom line profit. Managers were thought to operate corporations not so much for maximum performance but for maximum convenience to managers. Terms like “satisficing behaviour” – just enough to get by with, short of producing shareholder revolts – and “organizational slack,” meaning the consumption of profit by employees, entered the literature.  In the last decades of the century, again led by examples from south of the border, professional chief executives took more and more control of boards through effective control of nominations to the board and its committees. In the extreme, when CEO control extends to the compensation committee, opportunities for unjust enrichment may be hard to withstand. It is no surprise that it is companies whose CEOs have become immensely wealthy through the use of stock options – bluntly, a dilution of the equity of the ordinary shareholders – which have so strenuously resisted reform of accounting rules to show such grants as expenses. Used in moderation, options can help align the interests of managers and shareholders. It is unlikely, however, that the marginal million dollars would visibly affect the diligence of a CEO already paid several times that amount.

· Managerial excess spawned a number of reactions, but an important one is a consequence of a further change in the market for corporate control. Institutional investors have risen from marginal players to the most important holders of equity in the last three decades. Today, the big blocks of common shares in major corporations tend to be owned by pension funds and mutual funds. Their managers have potentially enormous power, but only recently have some among them come to believe that it is part of their duty to exercise it.

Pension funds (and to a lesser extent, life insurance companies with similar long-dated obligations) have only recently become important players in the Canadian market for corporate control. Historically, they tended to be sleepy organizations dominated by highly risk-averse trustees. Investing in long-term government bonds was seen as the norm, with perhaps a few corporates added on days when trustees felt exceptionally daring. Debt, of course, did not threaten the perquisites of professional managers, at least in conditions short of default.  The managers of pensions owned by civil servants at all levels of government were particularly careless of their obligations to pensioners, frequently simply investing the money deducted from pay cheques in low-yielding long-term obligations of the sponsoring government. However, the long-term return on equities became visibly better, in most years, than the returns on high-quality debt, especially when that debt was simply held and not traded as interest rates moved. Similarly, pension funds offering defined-benefit plans became increasingly conscious of the need for sustainably higher yields if their long-term obligations were to be met with the exceptionally high degree of assurance their market demanded.  

Nortel: blinded by wealth

Canada’s largest manufacturer of telephone equipment turned itself into an Internet giant during the heady late-90’s phase of the dot.com bubble, competing with Lucent and Cisco for the market for routers and other hardware. Starting in 1997, a sleepy telephone company subsidiary became a free-standing stock market darling, with valuations growing even more rapidly than sales. John Roth was made CEO of the Year and cashed in stock options worth more than $150 million. Roth was widely quoted as demanding more favourable tax treatment for options, claiming that Canada would lose in the international market for management talent if changes were not forthcoming. Then the bubble burst. In 2001 the company lost $27 billion and laid off 40,000 people. The stock trades for less than 5 percent of its peak value. Mr. Roth is comfortably retired.

Nortel’s board acquiesced in what in a less polite age was called stock watering – dilution with a vengeance – and overpaid for a series of acquisitions at exceptionally inflated prices. As icing on the cake, the board raised Mr. Roth’s base salary by 28 percent in the year the company set a new record for Canadian corporate losses.

Sources: Various CBC reports, and T. Edward Gardiner, “Sad case of Nortel reflects badly on its board,” Investor’s Digest, May 3 2002, p. 294.

Thus since about 1970 there have been several related trends in pension fund management:

· The primary fiduciary obligation of trustees to future pensioners has risen to become the most important objective in fund management;

· In turn, this has loosened the ties between corporations and governments, on the one hand, and the governance of pension funds;

· Trustees have become more interested in performance, which has come to mean a judicious balance between equity and debt;

· Trustees now devote considerable time and attention to the selection of fund managers, on the basis of their long-term performance on a risk-adjusted basis; and

· The steady accumulation of payroll deductions and employer contributions means that the major pension funds control many billions of dollars worth of corporate equities.

Eight of the ten largest pension funds belong to government employees, the exceptions being telephone and railway company employees. Together, the top ten had $245.4 billion in assets on January 1, 2000. In some respects, however, the most interesting was not the largest. 

Canada’s Top 100 Pension Funds at the Millenium 

	Assets under management:
	$480.2 billion

	Of which, equities:
	127.3 billion


Source: Benefits Canada, April 2000, p.24.

The Canada Pension Plan Investment Board was created by Act of Parliament in 1997 to invest funds not needed by the Canada Pension Plan to pay current pensions. Since the Plan itself, which is administered directly by the federal government, invests only in debt obligations of the federal and provincial governments, the excess funds administered by the CPP Investment Board are invested solely in equities in order to balance the portfolio. The market value of the equity portfolio was $13.8 billion on December 31, 2001 and is expected to exceed $130 billion within ten years. The CPP Investment Board is mostly an index buyer, for now, with 95 percent of its cash so invested, but 5 percent is reserved for private equities. The longer-term intention is to move gradually away from pure index investing and into specific equities. The Board will thus have little to say about the governance of investee corporations in the short run (its small venture capital arm aside), but this can be expected to change in a relatively short period. In the meantime, the Board is conscious of its own obligations to be a leader in corporate governance.

Other pension funds are already involved in the active oversight of their investee companies. The Ontario Municipal Employees Retirement System (OMERS), for example, has 60 percent of its $36.5 billion of assets in stock. It has strong and well-formed views about appropriate corporate governance, and has published them on its website.
 It will vote against overly generous or improperly structured stock option plans, “golden parachutes” or “golden good-byes,” and leveraged buyout proposals where it appears management and the board have not adequately pursued shareholder interests – all of which are techniques used to favour incumbent management. They will also vote against unequal or subordinated voting share schemes, “greenmail,” and excessive share issues. OMERS favours a strong majority of independent directors, and where the industry norm is to have the CEO also function as chairman, the election of a lead director from among the independents.  

OMERS will not vote for any nominee to the audit, compensation, nominating or corporate governance committees who is not an independent member.  They insist that voting at general meetings should be confidential so as to preclude improper pressures, and feel that directors should be elected one at a time rather than as a slate, in order that shareholders can exercise discretion about individual directors. They prefer directors to own shares rather than options.  They are cautious about poison pills and other takeover protections that reward sitting management more than shareholders. OMERS also subscribes to the CERES (formerly Valdez) principles, created by the Coalition for Environmentally Responsible Economies in 1989 and published in Canada by the International Institute for Sustainable Development.
 Altogether, their published guidelines and their behaviour as investors sets a high standard.

The Ontario Teachers Pension Plan Board (Teachers) follows similar practice. Its website publishes its investment policy as well as conflict of interest and code of conduct policies governing its employees, officers and directors.  Its chief executive, Claude Lamoureux, has been a leader in calling for improved corporate governance. In a recent speech he noted that less than 40 percent of TSE-listed companies even bother to report their compliance with the Exchange’s voluntary guidelines and cited Nortel and JDS Uniphase as examples of board laxity. He made eleven proposals regarding corporate governance and urged other institutional investors to join the Ontario Teachers in acting on them.
 His proposals were as follows:

1. Fiduciaries (mutual funds, banks, insurance companies and pension funds) should report how they vote the shares they hold to those for whom they invest.  (To this end, Teachers publishes on its website how it intends to vote on each item in upcoming general meetings.)

2. Corporations should report the results of shareholder votes within one day of the annual general meeting.
3. Governance committees should seek the active involvement of institutional investors in recruiting independent directors.
4. Directors should be required to invest their own money in the companies they govern.
5. Boards should meet regularly in the absence of management.
6. Accounting standards should be high rather than merely convenient.  (Elsewhere in the speech Lamoureux bemoaned people’s willingness to be dazzled by pro forma numbers while ignoring generally accepted accounting principles (GAAP).)
7. Press releases should be based on GAAP and be approved by audit committees.
8. Disclosure documents should be written in language accessible to laymen.
9. Auditors should not be allowed to earn other fees of any kind from the companies they audit.  
10. Tax laws should make share ownership and options neutral.
11. Options should be charged on the statement of profit and loss; to this end, Teachers is asking other pension funds to join in writing to every TSE-listed company to ask that this be done voluntarily. 
In case these should be seen as radical proposals, it is worth noting that Lamoureux is widely regarded as one of the most senior and respected leaders in the fund management industry; his fund, at $67.1 billion on January 1, 2000, is the biggest single pension fund in the country.  Institutional investors had become restive earlier in the U.S. – CALPERS is a good example – in large measure because until recently, Canadian law actively discouraged soliciting others to behave in a concerted way to change corporate governance.  No more.

Pension funds are increasingly looked to for leadership in areas besides investment performance. The Caisse de Dépôt et de Placement du Québec, created in 1965 by the Québec National Assembly, invests on behalf of public pension and insurance plans in Québec. With over $100 billion of assets under management, it is Canada’s largest single equity investor. While it is mandated to make an adequate return for its pensioner customers, it is also required to invest with the long-term interests of Québec in mind. Funds like the Caisse are principal targets of the corporate social responsibility (CSR) movement, and of groups wishing to see more specific ethical, environmental and other criteria applied in investment decisions. To a degree they have been able to shelter behind legal limitations on what they may invest in, but this fig leaf is shrinking away.  Even the Caisse, with its strongly nationalistic undertone, shares an agenda with other large institutional investors. Recently, for example, it joined others in publicly berating the directors of two large insurance companies, Clarica and Sun Life, for agreeing to an exceptionally large break fee as part of their planned merger.

Mutual fund companies in Canada now have $445.3 billion of assets under administration.
 This is a more diverse industry with low costs of entry and a somewhat lesser degree of regulation than pension funds, banks, or other fiduciaries. The industry association is not a leader in calling for improved governance of investee companies, although it does strive to improve the operations of its members.  IFIC aspires to become an SRO, but the Investment Dealers Association currently plays that role in Ontario and the Ontario Securities Commission has historically been dubious about mixing industry promotion and regulation in one private body.  Individual mutual fund operating companies have not been as forthcoming on these issues as the pension funds, either. In some cases, industry leaders are themselves part of larger financial groups whose comfortable interlocking and self-perpetuating directorships might not stand the same scrutiny that they would be urging on others. Nonetheless, some mutual fund companies in the U.S., such as Fidelity, are taking a more visible interest in the subject, an indicator, perhaps, of things to come in Canada.

5.2.2.
 Cadbury and British precedents

In 1991 the British formed a committee to assess the financial aspects of corporate governance in the United Kingdom. The resulting paper, commonly referred to as the Cadbury Report after its principal author,
 was a landmark in thinking on corporate governance, and its influence extended well beyond British borders. The report is considered something of a predecessor to Canadian efforts and spurred work in the United States and France as well. 

At the time the Cadbury Report was written, it was widely believed that improvements in corporate governance were overdue. Though a generally sound system of corporate governance was in place in the UK, a sharp recession had led to the unexpected failure of same major companies, and company reports and accounts were being exposed to unusually close scrutiny.  

The Committee saw two major issues: the perceived low level of confidence in the standards of financial reporting and accountability, and the ability of auditors to provide wholly unbiased assessments. The Committee determined that this was a result of loose accounting standards, the absence of a clear framework for ensuring that directors kept business control systems under constant review, and competitive pressures that made it difficult for auditors to stand up to demanding boards. 

In response, the Committee made several recommendations and created a Code of Best Practice designed to clarify the responsibilities of boards of directors. The Code reflected existing best practice in Britain, and was based on the principles of openness, integrity and accountability. Though compliance with the Code was voluntary, the London Stock Exchange required, as one of its listing obligations, that all listed companies registered in the UK state whether they comply with the Code, and give reasons for non-compliance.

Cadbury’s examination fell into three categories: the constitution and responsibilities of the board, auditing practices, and the role and responsibilities of shareholders. In summary the key recommendations were as follows:

The board

· A properly constituted board is made up of executive directors and outside non-executive directors under a chairman.

· The board should include enough non-executive directors for their views to carry significant weight in the board’s decisions.

· The board should meet regularly, maintain full control of the company, and monitor executive management.

· Matters on the board’s agenda should at least include acquisition and disposal of assets, investments, capital projects, authority levels, treasury policies and risk management policies.

· Newly appointed directors should receive some form of training.

· There should be rules limiting the scope for uncertainty and manipulation in financial reporting.

· Listed companies should publish full financial statements annually and half-yearly reports in the interim. In between these periods shareholders should be informed of the company’s progress and this information should be widely circulated. 

· If the chairman is also the chief executive, there should be a strong independent element on the board.

Auditors

· Every listed company should form an audit committee and ensure that there is an objective and professional relationship with the auditors.

· The accountancy profession itself should take an active role in improving and enforcing better accounting standards by developing guidance for companies and auditors.

Shareholders

· Shareholders must insist on a high standard of corporate governance, require their company to comply with the Code, and make their views known to boards by communicating with them directly and attending general meetings.

· Institutional shareholders must use their considerable influence to contribute to good governance, and should take a positive interest in the composition of the board and understand the company’s strategies.

· Boards must ensure that any significant information be made equally available to all shareholders.

· The shareholder must give consent before any price-sensitive information is given by the company. Shareholders should not deal in the company’s shares until the information has been made public.

5.2.3 The Dey Report

In 1994, with the publication of what is commonly referred to as the Dey Report, Canada began it own modern attempt at assessing and improving the governance of publicly held corporations in Canada. The report, the first in a series, was created by a stock exchange committee rather than a public entity, and was in actuality called “Where Were the Directors?”
 – a name reflecting public sentiment at the time.  

In the early 1990s there was a growing feeling of dissatisfaction among Canadian investors and other interested parties with regard to the performance of boards of directors. Though most pubic companies were well governed, as in Britain the highly visible failure of several poorly managed public corporations, aggravated by a recession, demonstrated a need to make corporate governance more of a concern in Canada.

In response, the Toronto Stock Exchange (TSE) created a committee under Peter Dey, a former head of the Ontario Securities Commission, to find the root of the problem and to design guidelines for public companies based on existing best practices. The result was 14 recommendations focused on the board of directors and its relationship with shareholders and management.  As with Cadbury, the recommendations did not have the force of regulation, but companies were required as a condition of listing on the TSE to state whether they complied, and if not, why not. The key recommendations were as follows:

· Boards of directors should be responsible for supervision and management, not the day-to-day running of the business, and this includes strategic planning, risk management, succession planning, communications policy, and ensuring the integrity of the corporation’s internal control and information systems. 

· Each board should have a majority of ‘unrelated directors,’ that is, directors who are independent of management.
· Every board should assume responsibility for developing the corporation’s approach to governance issues.

· To ensure the board can function independently of management, the board should adopt a chair who is not a member of management with responsibility to ensure the board discharges its responsibilities, or assign this responsibility to a committee of the board or to a director.

Five years after reporting on the Dey guidelines had been incorporated into the TSE listing requirements, the Toronto Stock Exchange and the Institute of Corporate Directors conducted a study of the results.
 Principally a survey of chief executives and their views on corporate governance, the study revealed that in general the guidelines had become broadly accepted business practices. Most companies took the guidelines seriously and many of the larger companies were leaders in corporate governance. The study found, however, that compliance varied. The highest levels of compliance with the guidelines were in controlling board size, participation in strategic planning, and in having a majority of unrelated directors. The lowest levels were in measuring the performance of the board and in formalizing its roles, both of which tend to be seen as attacks on the collegiality and powers of boards.

Adherence to the guidelines varied with size and sector. Many smaller companies and mining companies found that the guidelines were not helpful or feasible. Some survey respondents felt that too much emphasis was placed on the formalization of corporate governance. Others wanted the recommendations to tackle more issues, like ethnic and gender diversity, and preparedness for the internationalization of markets.

Confederation Life: a failure in risk management 

Confederation Life, an insurance company almost as old as the country, had assets of $19 billion and a triple-A credit rating, the best available, in 1993. On August 11 1994, it was seized by the regulators. The sudden collapse of this large, dull, conservative company astounded markets and for a time cast a pall on Canadian equities generally.

At heart the problem was that management failed to understand the risks inherent in new insurance products and in the real estate assets that supported them.  And the board did not control management.  

Source: Rod McQueen, Who killed Confederation Life? Toronto: McClelland & Stewart Inc., 1996

5.2.4 Institutional investors: the Kirby Report 

Rounding out the update in governance regulation initiated by the Dey Commission, the Senate Standing Committee on Banking, Trade and Commerce of the federal parliament held hearings and released a report in 1998 recommending new measures to improve the governance practices of institutional investors.
 The document, referred to as the Kirby Report after the Committee chairman, Sen. Michael J.L Kirby, recommended that boards of pension plans be knowledgeable and communicate with pension plan holders through an annual report and other means of communication, making sure to explain the risk management and governance practices of their fund manager. Kirby also recommended that every mutual fund be required to have a majority of independent directors and to adopt a corporate, rather than trust, structure. 

The issue of proxy voting was also raised. Kirby’s committee recommended that institutional investors should vote their shares in the best interests of their fiduciaries. Several pension funds were found to be exemplary in exercising their proxy voting rights, and had developed and published proxy voting guidelines. Not all institutional investors, however, assigned such importance to proxy voting. A 1997 survey of Pension Investment Association of Canada members revealed that “ though a significant number of respondents were notified of important corporate issues, 71% of them did not provide specific instructions to external managers on proxy issues.” 
 Mutual fund companies are even less active. Few have voting guidelines, and even fewer exercise their voting rights. 

The Kirby Committee inclined to the view that confidential voting would be beneficial, and recommended that the federal government examine the issue in respect of companies incorporated under the Canada Business Corporations Act.
More recently, the Canadian Securities Administrators have published proposals for the governance of mutual funds and for the conduct of their employees.
 They take a more nuanced view of mutual fund governance, noting that there are several forms of organization (principally corporations and trusts, though there are funds owned by their investors, as well as semi-closed or closed end funds) now existing, and that each poses particular questions regarding risk, conduct and governance.
 In effect, the CSA argue that Kirby was too sweeping and that there is no reason to force all arrangements into the straitjacket of corporate organization. This view, while certainly convenient to the industry, is open for public consultation and comment until June 2002, and it will be many months before regulatory changes are final.

5.2.5.The Saucier Report 
In 2000, a successor to the Dey Committee was created. The Joint Committee on Corporate Governance was formed in order to examine the effectiveness of the Dey recommendations, to re-evaluate corporate governance in light of a new political and economic landscape, and to update the TSE listing requirements on corporate governance. The Committee’s report, named after its Chair, Guylaine Saucier,
 paid particular attention to the impacts of globalization and modified the Dey recommendations accordingly. 

The intervening six expansionary years had seen an unprecedented surge in global trade and investment. For Canadian businesses, the complexities of being small players in multi-jurisdictional markets for capital as well as sales placed new demands on corporate governance. Locally, a number of high-profile corporate scandals had occurred since the implementation of the Dey recommendations, and a recent study had shown that 51 percent of 324 public companies surveyed did not report their practices against all of the TSE Guidelines.
 The Committee concluded that rule changes did not appear to be followed by changes in underlying attitudes within the business community. There was a sense that form had changed, but not substance.

Bre-X: sleepy directors overlook fraud 
Bre-X was a gold mining company whose claims of a monster mine in Indonesia were based on salted samples, the oldest trick in mining fraud.  A vast market capitalization vanished, taking with it the dreams of many unsophisticated investors, as well as many who should have known better.  The question of which officers were responsible may never be resolved – the CEO and a key geologist are dead and legal proceedings obscure the rest – but it is clear that the board never took the confirmatory steps that such unprecedented claims should justify.  Instead, it fell to the chairman of Freeport McMoRan, an American firm that exercised the pre-investment due diligence that Bre-X directors should have, to blow the whistle.

Sources: Vivian Danielson and James Whyte, “Bre-X: gold today gone tomorrow” 1997.

Saucier’s strategy was to focus more on behaviour – the competencies and functions of the board – and less on its structure. The Report stressed that boards and management must respect one another’s roles, and described the roles of the board. It also proposed that Canadian auditing practices harmonize with the U.S. auditing practices established by the U.S. Blue Ribbon Committee.

In its most controversial proposal, the Saucier Report recommended that Dey’s encouragement to have a non-executive as board chair be upgraded from a voluntary guideline to a listing requirement. The Report conceded, however, that a chief executive can be chair as long as there is an independent board leader (“lead director”) who is unrelated to management in the Cadbury sense and whose job, in consultation particularly with other outside board members, is to appraise the performance of the CEO. The recommendation has been controversial and has not yet been implemented.

Fairvest Proxy Monitor Corporation
 recently published a review of board practices at the companies that make up the Toronto Stock Exchange 300-stock index. The results suggest that, overall, governance has improved since 1996, but has weakened in some cases. The following list illustrates deterioration of governance practices according to the 2001 survey: 

· 22 percent of TSE 300 companies now have different classes of common shares with unequal voting rights, compared with 19 percent in 1996. This "violates the basic principle of 'one share, one vote' and distorts the relationship between ownership and control . . ." 

· More companies are adopting the "poison pill" takeover defence, a move that can block a potential acquisition by making it more expensive. About 29 percent of TSE 300 companies had a poison pill in place in 2001, up from 24 percent in 1996.

· Only 8 percent of TSE 300 companies had confidential voting as of November 2001, down from 11 percent five years earlier.

· In 2001, 40 percent of companies had chief executives who were also board chairs, down from 45 percent in 1996. Still, there has been some movement among firms to separate the jobs. In 1996, about 45 percent of companies had the same person occupy the CEO and chairman's jobs, and this number dropped to 40 pe cent by 2001.

· Average board size fell from 10.6 members in 1996 to 9.7 in 2001. The largest board among TSE 300 firms was 24 members last year, well down from 34 members five years earlier.

· The average tenure for board members fell from 12.4 years in 1996 to 6.9 years in 2001.

· The average retainer paid to board members increased from $11,549 in 1996 to $14,387 in 2001. Per-meeting fees moved up from $821 to $950, on average.

· The average proportion of board members who are independent of the firm's management increased from 61 percent to 65 percent. However, the independence of nominating committees -- the board teams that find new directors -- was down substantially to 53 percent from 75 percent in 1996.

5.2.6 The Gadflies

There are a number of individuals who use the press and public occasions to improve corporate governance practices. In some cases they form organizations that fight for the rights of shareholders and stakeholders. Examples of such activists within Canada are Al Rosen, a forensic accountant concerned with current Canadian accounting principles, William M. Mackenzie, a shareholder rights advocate, Yves Michaud, the founder of an investor-rights association (and incidentally a Québec separatist), and J. Richard Findlay, a newspaper contributor who exposes substandard governance practices. 

Al Rosen, a former advisor to the Auditor General of Canada, is a forensic accountant, frequently an expert witness, a university professor, and a journalist. Speaking to lawyers and business people across the country, Rosen argues that Generally Accepted Accounting Principles (GAAP) are a very poor way of reporting the finances of high-tech and other new-economy companies and tend to encourage misrepresentation in financial reporting. Rosen also criticizes the state of accounting education in North America, arguing that learning GAAP by rote does not require students to think critically. 

Rosen has handled more than 300 accountancy negligence cases in court, including some prominent ones. In the early 1990s, he was hired by the state of Michigan to analyze the collapse of Confederation Life. Recently, in an attempt to reveal suspicious accounting before it ends up in court, Rosen has begun publishing a highly confidential and influential newsletter for mutual fund managers commenting on which public firms use dangerously aggressive accounting.

William M. Mackenzie is the President of Fairvest Proxy Monitor Corp.,
 a Toronto firm that acts as a shareholder rights advocate and advises institutional investors on corporate governance. Fairvest’s services include analyses of corporate proxy circulars, analysis of corporate governance issues facing shareholders, agency proxy voting services, voting results from shareholder meetings of Canadian corporations, and the publication of a bi-monthly newsletter. Fairvest’s aim is to help institutional investors vote their proxies efficiently and intelligently. Where proxy proposals deviate significantly from the corporate governance standards set by the Pension Investment Association of Canada (PIAC), Fairvest provides comments with reference to the PIAC position on the issue. Fairvest’s publications are discussed in the Canadian media and Mackenzie is often asked to comment on governance issues.  

Yves Michaud is the founder of L’Association de protection des épargnants et investisseurs du Québec, a non-profit investor association founded in 1995 with over 1600 members, mostly from Quebec.
 The association is affiliated with the International Corporate Governance Network and defends the interests of Québecois savings and investments by promoting the application of highest-standard corporate rules and regulations. The Association’s principal objectives are to promote greater transparency of management in publicly held corporations, to create a forum for the discussion of the relationship between citizens and corporations, to promote better representation of shareholders to boards, and to promote the Association’s views on the functioning of financial markets to governments. The Association has filed an application for a class action suit against Cinar, a movie company, and Nortel, the telecom giant, for having failed to fulfil their information obligations towards their shareholders, and in its early days won approval from the courts requiring corporations to include proposed shareholder motions in its notice of shareholder meetings. 

J. Richard Findlay is the chairman of the Centre for Corporate and Public Governance, a Toronto-based think-tank on governance. He contributes regularly to newspapers across the country and is often quoted in newspaper and journal articles concerning governance issues. Findlay has commented on recent governance issues including the British Columbia Securities Commission’s plan to reduce and simplify its rules on disclosure, employee layoffs as a result of the Canadian Imperial Bank of Canada’s takeover of a large brokerage firm, and software maker Corel Corporation’s intention to re-price management’s options amidst low stock prices.

5.3.Emerging Issues

5.3.1. Crown corporations

Canada has long experience with reconciling the twin goals of performance and accountability in state-owned enterprises. Canadians have used various kinds of state enterprise to pursue national objectives in culture, economic development, research and higher education, social development, and regulation for health and safety, and even for defence procurement.  Many federal crown corporations were privatized during the period 1984-93, but many remain, and the provinces and even the cities own a wide variety of other enterprises. Federally, there has been a move in recent years, dubbed “Modern Comptrollership,” to improve the performance and accountability of agencies, departments and crowns.  A special unit reporting to the Deputy Prime Minister oversees all crown corporations.

Crown corporations, like other corporations, are wont to sink into desuetude and sloth in the absence of competition. Since that is frequently a rationale for setting one up in the first place it is all too often a failure of these entities.  The cure must be found in exceptional corporate governance regimes which invoke comparisons with like entities, perhaps on a function by function basis, through benchmarking, which maintain pressure on managements continuously to do better, and which erect serious measurement systems to see whether in fact performance is all it might be. This in turn implies that the boards of directors of crown corporations need to have all the skills of private boards and more besides.  

Unhappily, politics is often at least as important as competence in board appointments. The Prime Minister’s political office vets all appointees, ensures that none hold views inimical to the party in power, and that appropriate regional, ethnic and gender balances are maintained.  Sometimes deputy ministers, who are supposed to be politically neutral, are appointed to ensure appropriate liaison with the policy directions of government, regardless of the inbuilt conflict of interest between a public servant who is expected to further the policy goals of the elected government and a director who is expected to devote all his skill and attention to the interests of the corporation. The appointments, salaries, and terms of employment of chief executives are usually set by the Prime Minister’s office directly, so these normal methods by which boards exert influence over the behaviour of management are lacking. Under the circumstances it is a rare and happy occurrence when a board is truly effective.

The effectiveness of crown corporation boards could be increased in a number of ways, without, moreover, derogating from the equity and political filters applied at present. Lists of competent and experienced persons can be drawn up in advance from which the political authorities might make choices.  (An analogous system works for judges, for instance.) Boards might be delegated more power with respect to the selection and compensation of senior management. In some cases, a “two-key” system is used, where a board and the political authorities agree in advance that both must independently be satisfied.  In some cases – the well-managed municipal utility Epcor, for instance, which is owned by the city of Edmonton – the city sets its overall policy in writing, appoints the board, and then relies on the board fully thereafter.

5.3.2 Information management

For many organizations today, information technology (IT) has become such an essential part of operations that a breakdown can be devastating. As such, boards must now incorporate IT issues into their strategic planning and risk management activities. To help organizations properly incorporate IT issues into their responsibilities, the Canadian Institute of Chartered Accountants released a report in 2002 outlining the specific measures boards need to take to ensure the integrity of their information systems.
  According to the report,  the key IT responsibilities of boards are: 

· Having a strategic plan and an action plan for implementing and maintaining information systems, including top management in this process;

· Establishing a direct link between IT management and the highest executive levels of the organization;

· Determining the level of risk an IT system poses, and finding appropriate security measures to control that risk;  

· Ensuring IT personnel are adaptable to change, trained in specific skills required by the company, and knowledgeable about good management and control procedures;

· Making sure the organization tracks current trends in technology and regularly upgrades hardware and software; and

· Developing policies that deal with privacy issues and intellectual property.

The report states that some of these responsibilities can be delegated, but makes clear that IT responsibilities must be monitored by the board and dealt with by upper management. The report suggests that boards appoint a vice president of IT, one who is not also responsible for Finance (as has often been the case in Canada), since financial issues often eclipse IT concerns. 

5.3.3 Corporate social responsibility

In recent years, with increased globalization in a unipolar world economy and with the maturation of the environmental movement, there has been a broad push from the moderate left for a kind of corporate accountability that goes beyond the interest of shareholders and fiduciaries to a wider concept of society and environment.  This takes many forms.  In Canada, environmental groups attempt to influence corporate investment decisions through publicity campaigns, enhanced regulatory enforcement and the like, and more recently by trying to persuade companies to change their own internal governance systems in order to increase the attention paid to a wider audience of “stakeholders.” A leader in this movement has been the International Institute for Sustainable Development (IISD), a federally-funded foundation in Winnipeg, which has adopted the view that economic and sustainably environmental performance by corporations go hand in hand, and that therefore the measures by which corporations govern themselves should be broader than financial profit and loss.  IISD has supported the development of the ISO 14000 series of standards, noting however that these merely assist an organization in the attainment of its environmental goals.
  It also wants those goals to be ambitious, in the sense that sustainability over the generations should be the starting point for corporate planning and decision-making. A concomitant is that seeding corporate boards with representatives of these broader interests would be a good thing. In this context, environmentalists sometimes make common cause with groups with specific social, or political concerns, such as gender equality, the plight of native peoples, or the need to enhance social equity by contributing to organizations assisting the poor or disadvantaged.

The movement is styled CSR, short for “corporate social responsibility.” One group that focuses squarely on stakeholder rights is the Canadian Democracy and Corporate Accountability Commission, co-chaired by a retired chief executive and Ed Broadbent, the former head of the New Democratic Party, Canada’s social democrats.  Unlike IISD, who assert that profitability and good environmental behaviour go hand in hand, the Commission tends to see CSR as requiring some allocation of corporate resources that might otherwise appear as profit.  The Commission’s research involved interviewing a non-random sample of Canadians from various sectors and regions, asking them how they feel about a corporation’s responsibility towards stakeholders versus its right to make a profit. 

The results were summarized in a recently released report.
 The majority of those interviewed favoured more corporate accountability in Canada. Only 20 percent of those interviewed felt that corporations have a sole responsibility –profit.
 In its report the Commission argues that the greatest method of improving CSR is through disclosure. Among other things, the Commission recommends that companies listed on Canadian stock exchanges be required to disclose their approach to corporate responsibility in their annual reports; that Canadian governments introduce laws protecting employees from being discharged, suspended, or otherwise punished for disclosing alleged criminal fraudulent acts committed by their employer; and that business schools develop mandatory classes on CSR.

5.3.4. Money laundering and September 11 

As part of a growing international effort to combat money laundering, the Canadian government established the Financial Transactions and Reports Analysis Centre of Canada (FINTRAC) as an independent agency with a mandate to collect, analyze, assess and disclose information in order to assist in the detection, prevention and deterrence of money laundering. The Centre’s mandate includes ensuring compliance with the record keeping and reporting requirements set out in the Proceeds of Crime (Money Laundering) Act and Regulations and enhancing awareness and understanding of matters related to money laundering. Since 2001 banks and other financial institutions must report suspicious financial transactions to FINTRAC. The requirement to report large cash transactions, electronic fund transfers and cross-border movements of cash is being implemented in stages during 2002. The Bank of Canada is also withdrawing large denomination printed money (notably the $1,000 bill) from circulation, to reduce the ability of criminal elements to move large sums of money through the Canadian financial system.

As a result of the terrorist attacks on New York on September 11, 2001, the mandate of FINTRAC was expanded under a revised law, the Proceeds of Crime (Money Laundering) and Terrorist Financing Act. Under the new legislation, individuals and business are now also required to report suspicions of terrorist activity financing and the organization is authorized to receive information from the public on suspicious financing activities that could be linked to terrorism.

5.3.5. Arbitrage 

 Two kinds of arbitrage give rise to questions regarding the functioning of markets and corporate governance in Canada. One is price: do prices of the same stocks on Canadian and US exchanges diverge, and if not, why? Arbitrage now works so seamlessly that the answer is resoundingly negative. The same brokers have seats on the main North American exchanges and engage in programmed trading. When an exchange rate adjusted gap appears, simultaneous buy and sell orders are entered automatically on the relevant exchanges, and prices quickly equilibrate. This represents merely an automation of a system that used to rely on brokers watching screens. Since markets respond so rapidly to price fluctuations, which is partly to say they respond to new information, fairness regarding access to information has lately become a concern. Corporate managements now give “guidance” on sales or earnings forecasts to their favoured analysts or investment bankers at their peril. Simultaneous electronic disclosure to all market participants is now the norm.

A more serious matter is sometimes called regulatory arbitrage. Companies have been known to “shop” for bourses or jurisdictions whose rules suit their circumstances.  In the extreme this may lead to a kind or regulatory race to the bottom, led by exchanges or jurisdictions that want to increase their market share by offering a less stringent regulatory environment. For many years, until a reform in the late 1990s, the Vancouver Stock Exchange was known as a place amateurs should avoid – a playground for the wilder sort of penny mining stocks. This fear is, however, at least counterbalanced by a trend to seek the exchange or regulator with the highest standards of disclosure and probity. Where the rules are known to be stringent and the regulators fierce, investors may become more confident.  With one source of risk reduced, the overall cost of capital for issuers may decline.

There are nonetheless occasions in Canada when jurisdictions may conflict. In particular, reference has been made to the split jurisdiction between federal and provincial governments in securities matters and to the deadweight cost of duplicative provincial regimes.  In practice this has been addressed by coordination, harmonization and specialization among the several provincial and territorial regulators meeting in a formal body called the Canadian Securities Regulators. It is now generally possible to file a prospectus in one province and have its acceptance by the local regulator rubber-stamped by the others, although the necessity of providing this often voluminous documentation in two equally valid linguistic texts is still a matters of concern to issuers.  There have been calls for a single national regulator from time to time – most frequently from issuers and from the Ontario Securities Commission – but some of the provinces, notably Québec and Alberta, object. The federal government, despite an arguable case for federal jurisdiction under the trade and commerce power of the BNA Act, has so far declined to act directly. Its grumblings
 are usually enough to keep the inter-provincial movement toward harmonization moving in the right direction.

Conclusions for Section 5
To recapitulate, the broad sweep of corporate management and finance in Canada has evolved over time from single proprietorships and partnerships to a system where ownership and management are increasingly separated. The substitution of hired managers for owners began in earnest a century ago. Since then the ultimate providers of equity capital have become increasingly distant from the day-to-day management of corporations. At first they were simply shareholders.  Later they became investors in mutual funds, who became intermediates between small savers and corporate management, or beneficiaries of pension funds and insurance company investments. In the latter case a double layer of intermediaries lay between investors and management, as pension funds hired professional managers who in turn invested money on their behalf.  

None of this enormous mobilization of capital would have been possible without the base of trust and fiduciary law, which emerged in nineteenth-century English jurisprudence and grew apace. Thus corporate directors have serious obligations to work in the best interests of the corporation and its shareholders and to exercise professional diligence in their interest. This is the heart of corporate governance in Canada. The critical modern difficulties arise when there are threats to this fiduciary relationship.

For corporations where the shareholders are private persons, the principal threat is concentration of power in the hands of a few insiders, for whom the temptations of self-enrichment may become overwhelming and around whose activities dense smokescreens of self-justification may be erected by clever and well-paid advisors. This situation arises in two broad cases. Most commonly the layers of intermediates between owners and managers may so attenuate the bonds of accountability that corporate managements are able to appropriate an increasing slice of the economic value added by the corporation.  The long-term secular rise in management compensation is evidence of this trend.  Its most recent, and often spectacular, manifestation is the issuance of share options to the most senior managers which dilute the equity of ordinary shareholders and endow their holders with the sort of riches that, in an earlier age, were the prerogative of capitalists and not their hired help.  In this light an important element of reform which may emerge from the current welter of suggestions is a proper accounting for the costs of such options, which are now favoured in large measure because they do not appear as costs in financial statements.
 

The second broad case where concentration poses risks to good governance is when a publicly held corporation has a dominant, controlling, or even majority shareholder. This is more common in Canada than in other counties, notably the United States. In such circumstances the controlling shareholder often nominates all or most board members. The defence against oppression in this case lies even more strongly with fiduciary law and practice. The duty of independent directors to consider and act in the interest of minority shareholders comes to the fore, supported by special provisions in the law and corporate practice: see the example of the Nova Bancorp takeover of Strategic Value above. There are continuing tensions in this relationship, mitigated by the trend in reform recommendations to require boards to have majorities of independent directors, who in turn are to have decisive roles on compensation and audit committees.

Finally, there is the crown corporation – the company wholly owned by a government. While there is no formal bar to their privatization, there is often political reluctance to do so, and despite the hopes of free-market ideologues they will continue to be a part of the Canadian corporate landscape for many years to come.
 Here the principal threat to good governance also comes from two quarters, but they are different ones. First, board appointees, and to a degree managers, are appointed for reasons that may include but go beyond their experience and fitness for the job. Directors of federal crown corporations must usually be friends of the government in power, and boards conventionally exhibit regional, ethnic, and gender equity in their composition. Here the defence is the institutionalization of a serious and professional appointment capacity in the single shareholder. The problem is that the attention paid to these matters tends to relate rather directly to the keenness of the governing political party and especially the first minister.

The second threat to the good governance of crown corporations is that many do not face the rigours of competition. This is, in fact, a principal justification for their existence as socialized entities. Where competition does not exist or is weak, society may properly defend itself against monopoly abuse in this way.  But lack of competition breeds sloth, slack and schlamperei, and potentially available economic efficiencies disappear in comforts and compensation for the lucky staff. There does not appear to be a magic bullet for these circumstances, but useful avenues include the deliberate creation of surrogates for competition, such as performance benchmarking and compensation plans that relate to good outcomes. Wide public disclosure and a vigilant press can assist greatly.

These, then, are the principal threats to good corporate governance in Canada. There are others; indeed the enormous variety of corporate circumstances continually throws up all manner of new but more or less idiosyncratic temptations. Keeping these in mind may help Canadians sort their way through the clamourous demands of different advocates for improvements to corporate governance that have arisen in the wake of the recent spate of scandals, both in this country and the United States.
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