Stop the insanity

Why is it that Canadian investors repeatedly accept inept securities regulation?

stein who supposedly said that
the definition of insanity was
doing the same thing over and
over again and expecting a dif-
ferent result. But it doesn’t take
a worldly diplomat or nuclear
scientist to see that many Cana-
dian investors are badly in need
of psychiatric help. Why do they
repeatedly accept inept securi-
ties regulation? .

Canadians are routinely
being delivered weak responses
to serious regulatory problems
in our capital markets. Typically,
made-in-Canada versions of
tougher U.S. standards amount
to little, if any, gain for investors.
Indeed, many read like they v
were crafted by the wrongdoers, because those are the parties
from whom the regulators primarily take their marching orders.

About a month ago, the Canadian Securities Administrators
(the umbrella organization of the provincial securities regulators)
delivered another kick to the groin of Canadian investors. This
decision, concerning company internal control reporting, can be
added to the long list of standing insults covered in some of my
previous columns. The new proposal by the CSA would require
all publicly traded companies in Canadian jurisdictions to report
on the effectiveness of their internal controls over financial
reporting, as early as Dec. 31, 2007. The accompanying press
telease read: “After extensive consultation, the CSA has decided
not to proceed with an earlier proposal that would have required
companies to obtain from their external auditors an audit opin-
ion in respect of management’s evaluation of the effectiveness of
internal controls over financial reporting.”

Phew! The “consultation,” of course, was mainly with public
companies that eagerly trotted out eye-popping estimates of what
these external audits (preferably not by shareholders’ auditors)
would cost. Not one of those companies publicly opined about
the benefits of such an investment.

What would the benefits have been to have Nortel’s internal
controls checked in 1997-99, and modified to eliminate any
malfeasance? [ would estimate it to be somewhere north of $100
billion. And that’s just one company. If we spread that benefit over
all public companies in Canada, it more than covers even the
wildest cost estimates.

There are three major problems with the regulators primarily
consulting only the companies on the need for internal control
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audits. First, every company has
to put on the public persona of
cleanliness and purity. There-
fore, no company will cham-
pion widespread initiatives to
search for problems. Second,
longer-term management per-
formance metrics mean that
senior officials don’t want to
invest in projects that will have
a large upfront cost, and have
no prospect of delivering higher
corporate revenues. The origi-
nal proposal was a no-revenue,
all-cost initiative that was not
going to deliver income bene-
fits. Rather, the benefits to
investors would have been
through lowered risk on their
investment, something on
which management compen-

H sation is not based. The third
Mad.e in-Canada problem is that despite the pub-
versions of U.S. i persona of pureness, at least
some corporate management
Standa:‘:s littl teams were sweating that the
amount to littie,
if any, gain

now-axed proposals would have
dug up some serious problems
that would have been a severe
headache to fix.

Once again, another made-in-Canada securities solution boils
down to nothing more than a public relations exercise. Manage-
ment becomes responsible for grading its own performance. A
bogus internal control certification might help to pinpoint man-
agement culprits after investors have already lost another boatload
of money. However, it is far from proactive in helping to prevent
such fallouts.

Indeed, certifications seem even more worthless given the fact
that our regulators have such a weak history of prosecuting capital
markets scams, and in light of the fact that we don’t have a tough
class-action bar in Canada. It seems that we have sunk into wide-
spread collective delusions; the reality is that our markets are
extensively one-sided against small investors. Therefore, what is
required capital-markets practice in the United States has once
again been laughed off by Canadian regulators as being unneces-
sary. Apparently, we are either much more honest people than
Americans, or we just choose to think we are. ClB]

Al Rosen (al.rosen@rosen-associates.com) is a forensic accountant
and principal of Rosen & Associates in Toronto.
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