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Boards of Directors and Risk Governance 
 

Introduction 
 
I am happy to be here with you this morning and want to thank the Toronto Board of 
Trade for providing the opportunity.   
 
As we are all aware, these are challenging times. Although we are seeing some signs of 
improved conditions in the U.S., and of course here at home, the problems in Europe 
have not gone away. Advanced economies have entered into a long process of 
deleveraging, or reducing their debt levels. Many countries and their banks are being 
downgraded. Interest rates are still at historical lows, creating challenging issues for life 
insurance companies and pension plans. And Canada has a particular vulnerability in its 
record-high consumer debt.  

 
Not surprisingly, such an environment presents many challenges for those involved in 
managing and overseeing risk (such as management of financial institutions, boards of 
directors, and regulators). In this regard, today I want to focus on the role of boards of 
directors at financial institutions, and link it back to their role in overseeing the risks 
associated with mortgage lending. 
 
 
Board Governance 
 
Boards of directors of financial institutions have many responsibilities. OSFI is focused 
on one slice of governance in particular – the responsibility of boards for overseeing risk 
management and the system of internal controls. This is a critical function. In this regard, 
boards have responsibilities such as approving strategy, executive compensation, 
capital and liquidity plans, the budgets for risk management functions and material IT 
expenditures. 
 
OSFI has a long-standing practice of sharing with financial institution boards our views 
on the quality of control functions, on the sufficiency of an institution’s capital and 
liquidity, and on the robustness of practices such as stress testing and data aggregation. 
We have also been putting energy into assessing the quality of governance.   
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In 2010, OSFI created a Corporate Governance unit, which the following year conducted 
a comparative review of governance practices at a number of institutions. We are using 
the results from the review to update the Corporate Governance Guideline that 
originated in 2003. While that guidance has withstood the test of time, some key areas in 
it will be changed to reflect current best practice. We expect the revised guideline to be 
available for comment before this summer. 
 
Let me talk for a moment about some of the areas where OSFI expects to place greater 
focus in the revised guidance, and where financial institution boards will want to be more 
involved.  
 
 
Board Composition and the Need for Relevant Financial Industry Expertise 

 
The first area is composition. It is accepted that boards need a broad range of skills.  
More recently the issue of gender diversity is also being promoted for all boards in an 
effort to avoid group-think. But OSFI is also focused on one other issue, unique to 
financial services: the fact that boards of financial institutions need to have some 
relevant financial industry expertise, in addition to an array of other skills. Many boards 
have been taking steps to add financial industry experience. This is a positive step, as 
financial institutions are not like other corporations.  
 
For example, they operate with much more leverage. Also, as the global financial crisis 
showed, weak and collapsing banks have a huge impact on economic growth and can 
have a major negative impact on the finances of a country. Banks can also have assets, 
and insurance companies can have liabilities, that are extremely difficult to value. The 
nature of their business means that they can be more opaque to the outside than other 
corporations. And, as previously mentioned, customers hold their hard-earned life 
savings in such institutions.  In other words, financial institutions are very different from 
widget manufacturers. These are all reasons why financial institutions are regulated.  But 
more importantly, from a governance perspective, these are the same reasons why each 
financial institution needs an extra pair of informed eyes (i.e. directors) focused on 
management and on operations, particularly with respect to risk.   
 
Financial industry expertise on boards also helps to deal with the knowledge gap that 
can exist between directors and management. As boards add such expertise, I am told 
that much deeper discussion is taking place between board members and management, 
which can only be beneficial to the health of the institution. Many boards have also 
begun asking management for new and different information and have been seeking 
more education – OSFI sees this as very positive.   
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Third-party Reviews 
 
Given that the playoffs are about to start, I am reminded that it is a former  Toronto 
Maple Leaf coach – Roger Neilson – who is credited as being one of the first NHL 
coaches to accept that while gut and instinct are critical to good coaching, they are not 
enough. For this reason, he started using video replay to fine-tune his team’s 
performance, thus earning himself the nickname ‘Captain Video’. 

 
This leads me to the second key area of change to be reflected in the Corporate 
Governance Guideline, which involves the establishment of the principle that boards 
should do more than rely on gut and instinct when assessing management. Let me 
hasten to add that in my books, “gut and instinct” are good things, reflective of the 
degree of experience and judgement most board members possess. But, in order to 
assess management, boards need information about best practices. Arranging for third-
party reviews from time to time (as determined by the board) of the financial institution’s 
oversight functions, will help board members to benchmark the institution’s risk 
management practices and processes.    
 
OSFI will not be prescriptive in this regard – we do not intend to tell boards who they 
should hire to conduct the reviews, what the scope should be, and how often these 
reviews should occur. Rather, it is on the principle itself we will be seeking agreement 
from industry. We see these benchmarking reviews as an opportunity for boards to be 
proactive and enhance their ability to identify and address gaps or areas for 
improvement, before the regulator does.     
 
 
Independence of Risk and Audit Committees 
 
Another example of a change will be a call for the separation of risk and audit 
committees in complex institutions. Many boards have already done this, recognizing 
that the workload has increased and that separation allows for enhanced focus on risk, 
as well as on audit.  
 
For example, when it comes to valuing complex instruments, the audit committee is 
more focused on whether values are within a range, while the Risk Committee might be 
more focused on the size of the range and what will happen if there are tail events. 
Similarly, an audit committee can look at disclosure very differently from a risk 
committee. Separation is a best practice, as is ensuring that there is some link between 
the two committees so that nothing gets missed.  
 
 
Risk Appetite 

 
OSFI also plans to add a new concept to the Corporate Governance Guideline related to 
the role of the board in approving risk appetite. Risk appetite is a challenging area. While 
to the average person it seems like common sense, (what risks do I want to take in my 
business and what are my tolerances for losses?), for a large complex organization it is 
challenging.   
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This issue is not just about documenting a risk tolerance statement – it is also about 
embedding many different ways within financial institutions to test whether things can 
happen that would cause them to exceed their appetite for losses – to help overcome 
the notion that “That could never happen”.   

 
Establishing risk appetite is a multi-faceted exercise that involves setting the tone at the 
top and the bottom of the organization to identify risks, accept risks, manage risks, 
discuss risks, monitor risks, and elevate scenarios that, while highly unlikely, would 
cause material losses. Sometimes bad news, or straight talk about risks, does not travel 
upwards; it must. And boards must insist on this happening. 
 
 
Responsibility Overload? 
 
Composition, third-party reviews, and focus on risk appetite are three key areas where 
OSFI’s guideline will be more demanding. Some experts are questioning whether the 
emphasis on board involvement is leading to a blurring of the lines between 
management and boards. Others are warning that, by adding too much responsibility to 
the board of directors’ plate, and requiring them to approve various policies and other 
matters, boards will be distracted from the performance of their other critical functions.  
 
OSFI is sensitive to the need not to overload boards. We want them to do their job and 
to do them well and we recognize that adding on too many responsibilities could be 
counter to what we are trying to achieve. We are currently assessing all the things we 
ask boards to do to see whether any current requirements are inappropriate.  We are 
aware that when we ask boards to “approve policies”, to some directors this means a 
simple nod to management before approving management’s policy (in other words it is 
treated as a compliance exercise). To other directors it means review and discuss with 
management why a policy is important and why OSFI suggests the board should be 
involved. 
  
A good example of polices that we ask boards to “approve” currently are liquidity and 
capital policies. Yes these areas can be complex, but they are core in managing a 
financial institution’s risk. Our intention is to encourage discussion between the board 
and management about the institution’s core risks and how risks are being managed.  
Management should be able to explain in plain language the essence of the risk and 
how the policies deal with it. We see such requirements as empowering boards and 
positioning them to add even more value, versus burdening boards.   
 
 
Mortgage Underwriting in Canada 
 
I now want to turn to the real estate market. Canada’s financial institutions are playing 
from a position of strength: they have good levels of capital and liquidity, they have 
undertaken robust stress testing and they are adopting new international requirements. 
But, Canada faces an uncertain global environment, along with the vulnerability created 
by high household indebtedness. In such a climate, the role played by boards of 
directors is all the more crucial. 
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This leads me to explain why OSFI’s draft guideline (B-20) on Sound Residential 
Mortgage Underwriting Practices and Procedures, which we made public on March 19th, 
begins with the statement that boards must establish real estate underwriting policies. In 
fact, most boards have already established such policies. This makes sense; housing is 
the largest asset class exposure of banks – almost 42 per cent of total bank assets.    
 
While these policies will have to be updated to reflect the new guidance, going forward 
senior management will have to provide a declaration to the board that the financial 
institution is in compliance with the OSFI guideline. This was added because we had 
noticed cases where board approved polices were not being followed.   
 
One of the main risks to financial stability in Canada is financial stress in the Canadian 
household as well as, among other things, the risk arising from a prolonged period of low 
interest rates, which may encourage imprudent risk taking. Real estate secured lending 
is tied to both of these risks. Thus, mortgage lending is clearly something in which OSFI 
wants boards of directors involved, especially in the context of the current environment.  
 
The guideline sets out OSFI’s current expectations for prudent residential mortgage 
underwriting and builds on our domestic supervisory work, as well as the Financial 
Stability Board’s draft international Principles for Sound Residential Mortgage 
Underwriting Practices, which were released in the fall of 2011.  
 
The other new area is that the guideline does set out some firm rules that all institutions 
will need to adhere to – specifically that home equity lines of credit – or HELOCS – can 
have a loan to value ratio no greater than 65%, and all institutions must institute a 
minimum test for qualifying borrowers, while also using judgement to think about the 
impacts that borrowers could face when rates move above currently historical low levels.  
 
We issued the guidance in draft to allow industry and other vested parties to provide 
input on best practices for mortgage lending. The guideline does not affect the rules for 
insured mortgages, which are set by the government. 
 
 
Conclusion 
 
To sum up, in a world where international agreement can be difficult to reach, there is 
one thing on which all countries agree: boards of directors are ultimately responsible for 
the oversight of management and overall risk governance of financial institutions. The 
job of the board is challenging, especially in light of today’s environment when 
judgements about risk-taking can be so challenging. In such a climate, the role played by 
boards of directors is all the more crucial. 
 
I would be pleased to take your questions.  
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