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Introduction and Summary of Findings

The Enron and WorldCom accounting scandals touched off major changesto U.S.
securities laws. These two scandds reveded that investorsin even the largest
American firms, audited by the biggest of the accounting firms, were not immune
from corruption at a scae to wipe out much, if not al, of the perceived vduein a
firm. Moreover, these scandals took place in amarket that was aready one of the
maost highly regulated in the world.

While detected cases of sgnificant misstatement in financid reportsis not very
frequent, it is by no means unheard of, especidly among smdler firms. A mgor
difference with the recent scanddsis their scale and the fact that those
implicated—and eventudly brought down—included a mgor accounting firm,
Arthur Anderson. Canada has not been immune from such scandas. Livent and
Bre-X are two noteworthy cases. However, the maximum market capitdizations
of these firms were only fractions of WorldCom’s maximum market
capitalization. Asaresult, the Livent and Bre-X scandals had alesser impact on
North American markets. While these particular scandals did not cause the same
impact as WorldCom and Enron, it might be argued that Canada s smaller market
makes it even more important to guard againgt possible large-scale fraud. For
example, a one point in time, the vaue of Nortel was close to one-third of the
vaue of the Toronto Stock Exchange (TSX). In such circumstances, accounting
irregularities could have a dramatic impact on Canadian financia markets.

In the aftermath of Enron and WorldCom, U.S. legidators and regulators have
been trying to repair the damage to investor confidence by writing new laws and
implementing new rules and regulations. The Sarbanes-Oxley Act (SOX) isthe
new U.S. legidation that is designed to restore investor confidence by making
senior management more accountable, board of directors more independent, and
auditors less susceptible to Sde payments. Securities commissonsin Canada are
now contemplating Smilar rules and regulaions.

One of the regulatory changesthat is being consdered in Canadaisthe
requirement that the chief executive officer (CEO) and chief financid officer
(CFO) certify the materid accuracy of financid information, including the
management discusson and andyss (MD&A) contained in financid statements
made to the public. Section 302 isthe relevant section of SOX containing these
certification requirement. Apart from some minor differences related to how




information is disclosed in Canada, the proposed nationd instrument for Canada
is very similar to s302 of SOX, both in form and implementation.*

The proposed Canadian nationa instrument will require that the CEO and CFO
attest to the materia accuracy of information that the company releasesto
investorsin interim and annud filings® While officers of acompany had aduty

to provide accurate information to investors under existing rules, the new
regulations make the extent of this duty explicit. Specificaly, while the CEO and
CFO of most companies cannot be aware of al the detailsin how the firm’'s data
are collected and analysed to generate the materidly rdlevant information for
shareholders, they are till respongble for ensuring the existence and integrity of
systems used to generate the information that is ultimately passed on to
shareholders®

Thisreport provides an andysis of the potential costs and benefits of these new
certification requirements to Canadians. The potentia costs from these
requirements are relatively clear — there are added internal cosis to the firms and
additiona costs paid to outside advisors. In order to estimate these costs, we
interviewed various industry participants, including interlisted Canadian

companies that have had to comply with s.302 of SOX, and collected public data.
Using the information collected we estimate the added time that CFOs and CEOs
must take to review financid reports and the increased external codts that will be
gpent on auditors and lawyers. We then use publicly available data to cdculate
industry-wide costs from these estimates.

The potentia benefits from the certification requirements are improved investor
confidence leading to an improved financid sysem. In the extreme, afinancid
market with areputation for widespread accounting irregularities will reduce the
number of investors thereby raisng the cost of capita to those firms seeking
equity financing. While clear in principle, these benefits are inherently difficult to

! Certification of Disclosuresin Companies’ Quarterly and Annual Reports, Release no. 33-8124.

2 Annual filings include the issuer’ s annual information form, annual financial statements and
MD&A. Theinterim filingsinclude theissuer’s interim financial statementsand interim MD&A.
gSee definitionsin Multilateral Instrument 52-109, draft version 8.)

Items 4, 5, and 6 of the annual certificate (Form 52-109F1) and the interim certificate (Form 52-
109F2) make explicit the responsibility of the CFO and CEO for the design and performance of
internal controls and disclosure controls and procedures.



measure* Given their intangible nature, we are only able to quantify some
portion of the potential benefits. For this exercise, we estimate the potential
reduction in the incidence of sgnificant misstatement in interim and annua
filings and the vaue that this reduction would have for honest companies from
reduced costs of capital.”

While we have employed techniques to quantify costs and benefits, it isvery
important to recognize severa important caveatsto our andyss. Our estimates
and techniques, while sufficiently rigorous as to be preferable to back of the
envelope calculations, should not be interpreted as precise or exact. The primary
god isto determine whether the benefits likely exceed the codts, and not to
determine the exact vaue of any net benefit.

Quantifying cogts or benefits of aregulatory policy amed at reducing the
incidence of ggnificant misstatements is difficult for severd reasons. Firgt, the
proposed ingtrument is designed to dlow firms to choose the appropriate level of
controls that the CEO and CFO (and the Board and audit committee) fed is
appropriate to provide the new certificates® While we believe such aflexible
regulatory approach is very useful for minimizing the regulatory burdert’, it makes

* The SEC only discusses at avery high level possible benefits and costs of the certification
requirementsin their final rules (Final Rule: Release N033-8124). They maintain that there are
likely significant benefits from the certification requirements, but little concrete information is
offered in support of thisview. The apparent difficulty the SEC had in quantifying costs and
benefits is not unique to the U.S. situation and we face similar difficulties. On the other hand, we
do have the benefit of discussions with Canadian firmsinterlisted in the U.S. on how they have
responded to the SEC regulations (s.302 of SOX) and their perceptions of likely benefits.

° While certification requirements may affect the incidence of both minor and significant
misstatements of financial results, much of our analysisisfocused on more serious misstatements.
Such serious misstatements are often referred to as fraudulent financial reporting inthe U.S. We
sometimes refer to fraudulent reporting and fraud when discussing misstatements in the context of
U.S. research.

® While we scale our cost estimates for firm size, we cannot account for other differences across
firms, such as the sophistication of existing internal controls, which would result in different costs.
Thus, our cost estimate range is based on expected average firm costs. Survey datawould be
needed to obtain more accurate cost estimates that take into account differences between firms.
The limited time available to complete this analysis precluded conducting such a survey.

" Indeed, one of the benefits of aless prescriptive approach isthat it allows the firm to determine
how to best meet the regulations based on the firm’ s particular circumstances. Firms have
generally much more information about their individual circumstances than the regulator and
therefore have an information advantage.



it more difficult to predict the operationa steps that companies will take to
implement the regulations—and hence the costs are more difficult to quantify.

Second, our bottom-up analysis of benefitsis partialy based on Ontario Securities
Commisson (OSC) data from continuous disclosure reviews. The data are useful
in dlowing us to estimate the relationship between expenditures on financid
reporting and decreases in the incidence of misstatements. However, thereisa
range in the severity of the misstatements in the OSC data while our benefit
andyssisfocused on misstatements that are sufficiently signficiant thet they

would generaly have a detectible and important effect on the stock price of a
firm. Thus our inferences on the effect of increased accountability on reducing
sgnificant misstatements based on the OSC continua compliance reviews are
somewhat indirect, though still appropriately scaled to the estimated incidence of
more serious misstatements. In addition, we estimate the vaue of avoided
misstatement through the certification requirements. While we have collected
some evidence that suggests that the cost of amisstatement is of the same order of
meagnitude as the size of the misstatement, there is no obvious reason why the
relationship between Sze and cost is one-to-one. Thus any comparison of our
estimated costs with estimated benefits should be qualified accordingly.

Findly, our quantitative andyssimplicitly assumes aleve of enforcement thet
engenders the type of response exhibited by firms that must meet U.S.
regulations. Section 906 of SOX imposes sgnificant new crimina pendties
including up to 20 yearsin prison. This has motivated CEOs and CFOs to take
actionsin responseto s.302. Thelevd of response to OSC and other Canadian
securities regulators will depend on CEOs and CFOs' expectations of
enforcement and the size of pendties. While our interviews did not suggest that
market participants view enforcement in Canadato be sgnificantly weaker than
in the U.S. such that the firm responses to OSC certification requirements would
be different from their response to SEC certification requirements, nevertheless,
the response may be more significant in the U.S. than in Canada due to s.906.
The effectiveness of the certification requirementsin ether country will

ultimately depend on how the regulations are enforced.

Below, we summarize our findings.



I nterview Findings:

?? Cetification requirements would motivate many firms to undertake
additiona actions to meet such requirements, including increased attention
by the CEO and CFO to financid disclosures, enhancing disclosure
controls and procedures, and, especidly for smaler firms, increased
consultation with externd auditors and lawvyers. Still, most of the firms
and industry representatives we interviewed do not view the certification
requirements as unnecessarily onerous.

?? Large Canadian interlisted firms viewed the certification requirements
positively. Theincreased costs are modest, while firms could redize
benefits by having better information for senior executives to make
decisons and by passing on any more accurate information to
shareholders.

2?2 Smdler firmswill face larger proportionate costs than large firms, asthe
CEO and CFO may need to consult outside expertise. However, smal
firms generaly have smpler busness models and more compact
organizationa dructures that should alow most CEOs and CFOs to certify
financid information without the need to make significant additiona
expenditures on interna controls—assuming such controls do not have to
be auditable.

?? Thereis consderable variation between firms of the same sze and
industry as to the sophigtication of interna controls that are in place.
Some firms may decide to use the certification requirements as
judtification to upgrade interna controls, which would likely be at least a
margindly profitable investment.

?? Mogt interviewees were sceptica of benefits from improved investor
confidence. The overdl view was that much of the benefits are through
improved information for executives for decison-making as aresult of
greater attention to interna controls and disclosure controls and
procedures.

Academic Literature Findings:

2?  When firms choose to submit to more onerous disclosure requirements
they experience an increase in stock prices, reduced bid-ask spreads and



greater share turnover. However, when regulations are imposed, some
firms may find the costs outweigh the benefits.

27 Significant mistatements are especiadly prevaent among smdler firms
and the 9ze of misstatements are proportiondly larger for smadler firms.
However, sgnificant misstatements occurs at dl firm szes, asthe
WorldCom and Enron scandas confirm, and the costs are sgnificant for
largefirms. Better internd controls as well as setting the “tone a the top”
are effective a reducing the incidence of misstatements, though they are
not a panacea.

Cost/Benefit Findings:

?? Costs arelikdy to be rdatively higher for smdler firms (Venture
Exchange-ligted) than larger firms (TSX-ligted) relative to firm size
(measured by assets). Thisislargely the result of economies of scdein
auditing and governance that benefits larger firms.

7?7 We edtimate the net present value (NPV) of industry-wide costs over a 10
year horizon to be $120 million to $143 million. Thisisequivaent to an
increase of 2.8% to 8.2% in annual externa audit fees. The upper cost
estimate isless than 0.015% of tota assets. In terms of cost differences
between large and small firms, the increase in cost for Venture Exchange-
listed firmsis equivaent to a5.0% to 14.9% increase in externd audit fees
and for TSX-listed firmsit is equivaent to a 1.7% to 4.9% increasein
externd audit fees. However, when measured as a share of assets, average
costs are two orders of magnitude larger for Venture Exchange-listed
firms than for TSX-liged firms

2? Dueto the nature of benefits and data limitations there is consderable
uncertainty in our benefit estimates. Nonetheless, we estimate the
certification requirements could reduce the net present vaue of the

expected amount of misstatements by anywhere from $10 million to $907
million.

?? The benefits of reduced significant misstatements are proportionately
larger for smdler firms Snce the Sze of Sgnificant mistatements are
generdly proportionatdy larger. While the cost of misstatements cannot
be directly inferred from the Sze of misstatements, the limited evidence



we have suggedts thet they are of asmilar order of magnitude. The costs
and reduction in the amount of sgnificant misstatements are of asmilar
order of magnitude whether the firmislarge or small.

2? Wefind that reasonable parameter estimates for the probability of
sgnificant migtatements, the size of misstatements (and their cost) and the
effect of certification on reducing the incidence of sgnificant
misstatements put estimated benefits at asmilar order of magnitude to
estimated cogts. In light of the fact that there are aso other benefits, such
as greater liquidity, lower market risk, and better alocation of resources

that we are unable to quantify, we find that the benefits likely exceed the
costs.

The remainder of thisreport is divided into three sections. Section 1
summarizes the results from our interviews. Section 2 provides an overview
of the rlevant academic literature and evidence in regards to regul ated
disclosure. Section 3 provides our anadysis of costs and benefits. Section 4
provides a brief summary and conclusions. A technica appendix provides
details of the calculations of costs and benefits.



1. Views of Market Participants

We interviewed company CEOs, CFOs and controllers as well as independent
auditors, solicitors and member of industry groups who collectively represent
both small and large businesses® A brief issues paper was sent in advance as
background information and to focus the agenda. Mogt interviews were by
telephone and took between 30-60 minutes. Interviews of those representing
smaller organizations were focused on the CEO/CFO certification requirements,
the equivalent of s.302 of SOX. In this section, we report the results of the
interviews.

1.1 Costs of Compliance

In principle, firms should dready have in place some leve of disclosure controls
and procedures as well asinterna controls to provide materidly accurate
information to internal management, the board of directors, and investors. Thus,
the leve of controls required for certification should be the same as those required
by the market, such that the certification requirements would require little or no
additional effort or expenditures.

In practice, however, dmos dl those interviewed thought that most CEOs and
CFOs would make some additiond effort to review filings and internd controlsin
response to the certification requirements. Indeed, in response to s.302 of SOX,
Canadian interlisted firms have refocused attention on disclosure issues. For
example, the CEO and CFO, aswell as other managers, are spending additiona
time reviewing disclosure documents prior to their release. Thus, the U.S.
codification of the exigting implicit requirements for sufficient disclosure controls
and procedures to investors dready has had some effect on interlisted companies.

L arge Company Respondents:

Severd larger companies described how, in response to s.302, they have set up a
short conference cal between senior management and regiona managers prior to
the rdlease of quarterly and annud filings to discuss whether any changesto
disclosure requirements are necessary. One company reported that on severd

8 In particular, weinterviewed 2 CEOs, 3 CFOs, 2 Controllers, 3 auditors and 2 solicitors of 10
different organizations. We contacted 18 different individuals to obtain the 12 interviews we
conducted.




occas ons these meetings have led to revisions to the MD& A, though they have
not led to changes to the financia statements® In contrast, another company
noted thet it had dreedy set up extengive internd controls following the
Committee of Sponsoring Organizations of the Treadway Commission (COSO)
framework™® and thus required no additional effort or expense to meet s.302.
Between these two extremes, our interviews indicate that many companies are not
asfar advanced as this respondent, and hence they will likely want to take some
additiond steps to reduce the perceived increasein liability for CEOs and CFOs.

The generd view among the larger firms interviewed is that the total costs of
certification of financid statements by CEOs and CFOs (s.302 of SOX) will be
amdl rdaiveto, say, ther exiging costs of preparing audited financid

statements. For these larger respondents, afew additional hours of CEO and CFO
time to review interna and disclosure controls, dong with afew hours of

additiond gaff time are dl that is required.

Small Company Respondents:

In contrast to large companies, the organizationa structure of smal companiesis
necessarily compact and relaively smple. Asareault, the CEO and CFO are
more likely to have good information as to what is going on in most parts of the
company, and hence sophigticated internal controls may not be required.
However, many CEOs and CFOs of smal companies do not have subgtantia
experience dedling with regulatory matters. Given their generd risk averson and
lack of information and experience, respondents felt that it islikely that many
gmdl-company CEOs and CFOs will need to seek outside advice from auditors
and lawyers before making the certifications, thereby incurring additional costs.

A CEO of agmdl company thought that he would be willing to make the
attestations required by the certifications without any additiond effort or
expenditures. However, he aso thought that many CEOs and CFOs in other

9 A practice more generally has devel oped in response to certification requirements whereby
CEOs and CFOs are requesting lower officers to sign supporting “shadow certificates’. Whether
the CEO and CFO could rely on these if legal action arose is unclear (see

http://www.real corporatelaw.com/CEO_Certifications%202.html).

10" See the Committee of Sponsoring Organizations of the Treadway Commission (COSO),
Internal Control — Integrated Framework, 1994.
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amdl firmswith less familiarity with accounting and regulation would seek
outside advice.

Mog firms, large and smal, will devote severa hours of additiond time by the
CFO and CEO to review filings. For some firms, much of this cost will be offset
by the vaue of better CFO and CEO understanding of the firm'sfinancias. There
may aso be modest increases in the salaries of CFOs and CEOs of smdler-firms
and some increase in the cost of Officers and Directors (O& D) insurance, to
reflect the greater persond risks associated with new regulations.

Information that can be provided by the OSC regarding the specific actions
necessary to meet any new certification requirements would be especidly useful
to smd| firms, to help them ded with the additiona cost burden without having to
engage outs de experts.

1.2 Views on Benefits

A generd view among those we interviewed isthat there is significant variaion
between firmsin terms of the level and sophigtication of internd controls, even
between firms of amilar sze in the same indugtry. Among large firms, some
have sophigticated internal controlsin place but our auditing contacts suggested
that many do not have the degree of control over financid information generated
by acomplex system of multiple business units that would be sufficient for the
CEO and CFO to fed comfortable signing the certifications.

A common perception is that many firms have interna controls below optima
levelsin the sense that the cogts of improving interna controls were lower than

the benefits that would accrue to the firm. One reason offered for why such
profitable investmentsin internd controls might not have aready been made is
that it is difficult for management to quantify the benefits and make a case for
enhanced controls to shareholders. This view suggests that for at least some firms
there may be net gains grictly from the improvements in running their businesses.
One auditor reported that for three companies that were enhancing interna
controls to meet SEC regulations, two were willing to only meet the minimum
requirements while one was willing to go beyond the minimum requirements.

Our interviews aso suggested that some rgpidly growing firms would smply be
accderating the implementation of certain enhancements that they would have
had to make in any case. These companies may have aready been at or near the

12



stage where their added complexity and size necessitated more elaborate interna
controls for business reasons. Smal companies that have grown quickly through
acquigtions may benefit substantialy from imposing a degree of uniformity

across the firm in internd controls and reporting practices. Others, however, view
the additiona requirements, especidly in regardsto s404 of SOX, asan
additiona regulatory burden whereby they would do the minimum needed to meet
the regulations™*

Therange of opinionsis not surprising. Asfirms grow and become more
complex, management must put into place more sophigticated internd controls
and disclosure controls and procedures in order to maintain control over the
company and in order to keep investors adequately informed. Firmsthet fail to do
s0 will become less profitable and shareholders will start discounting the price of
afirm’'sgtock if they do not think they recaive accurate financid information. For
firms about to increase the sophidtication of their controls, the new regulations
appear to be less burdensome. For companies that are along way away from
making substantia changesin their internd controls, the new regulations are seen
to impose a potentialy large cost.!?

Representatives of large firms generdly thought that, despite some modest
increase in cog, the certification requirements are desirable and that, for those
firms that have made changes, the internad company benefits recover much of the
modest increase in cods. The certification requirements would generdly lead to
some improvementsin the accuracy of disclosures as incentivesto dightly
“colour” or put apostive “spin” on filings would be reduced as would minor
ingances of misstatements originating at lower levels within the organization.

Some representatives of amdler firms share the same perspective that the
certification requirements would generate benefits for the firmsinterndly.
However, this view was not unanimous among representatives of smdler firms,

M Section 404 of SOX requires the firm’s auditors to attest to the firm’ sinternal controls. While
many firms haveinternal controls, these may not be easily auditable, and hence investments have
to be made to alter internal controlsto allow for their auditing. In addition, there are significant
ongoing costs to actually performing the audits of internal controls.

12 While difficult to draw any conclusive inferences from the information provided, the finding in
the Foley Lardner study that midcap U.S. firms were incurring the higher increase in audit fees
suggests that some of these firms may be making additional changesin their internal control
systems compared to small or large cap firmsin response to SOX. That is, they may be
accelerating their changeover to the more sophisticated controls used by large cap companies.
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with some questioning whether there would be much benefit for the firms or their
shareholders.

The auditors we interviewed had a mixed response as to whether the OSC and
other Canadian regulators should follow the U.S. in implementing s404 of SOX.
While the mgority of auditors interviewed agree with firm representatives thet
there are few benefits and enormous costs from s.404, there was concern that
Canadawill need to implement some version of it or it may risk losing high
qudity capita to U.S. markets. One auditor recommended that the OSC move
quickly to implement critical elements of SOX in order to avoid any perception of
wesker regulation in Canada from developing.

While they saw some private benefits from improved interna controls and
additiona CEO and CFO attention to filings, most interviewees believe there will
be few broad socid benefits from ather areduction in the incidence of significant
misstatements or improved investor confidence. Part of the difficulty in seeing
any benefit from areduction in sgnificant and deliberate misstatements seemsto
lieinthe scale of the effect; most respondents thought that such misstatements
(commonly referred to as fraudulent reporting) involved avery smal percentage
of individuals (under 1%). Thus, the benefits of reducing such misstatements are
perceived to be small, and in no way sufficient to offset the sgnificant drop in the
markets (i.e., to restore investor confidence). The interviewees dso thought that
many of the socid benefits are intangible and hence difficult or impossible to
quantify.

Some interviewees thought that the incidence of significant misstatements may be
reduced somewhat by the increased perceived liability on CEOs and CFOs,
though most respondents thought the very smdl share of unethicd managers
would not care or respond to increased expected costs of unethica behaviour.

The accountants and executives we interviewed indicated that the impacts on
behaviour or certification requirements depend on the penalties from non-
compliance. Inthe U.S,, s.906 of the SOX, which imposes significant new
crimind pendties (including up to 20 yearsin prison), has created sufficient
ligbility risk for CEOs and CFOs that they adong with their audit committees are
willing to make considerable expenditures to enhance their internd controls.
Whether expected sanctions by the OSC will giveriseto the same leved of
response in Canadais unclear, but the generd view was that since being granted
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sf-funding powers, the OSC is congdered to be much more interested and
capable of enforcing its regulations then it appeared to be historically.

Severd interviewees suggested that Canadian firms (not listed in the U.S.) would
be forced to implement the same leve of interna controls in Canada as those
required in the U.S. regardless of the Canadian requirements. Whilethisline of
argument isintuitively appedling, it is subject to criticism. In particular, outsde
investors only observe if the company has made the certifications and not the
level of internd controls that have been implemented. If companiesin Canada
face lower expected cogts of being out of compliance, because of smaler
penalties or weaker enforcement, then each company has an individua incentive
to lower its expenditure on enhancing interna controls. The vaue of the
attestation in terms of lowering the cost of capital isthen aso reduced. Investors
who only observe compliance with a certification requirement under wesker
enforcement would not reward a company that implemented interna controls that
met a higher standard. (Of course, investors would indirectly reward the firm if
more gringent interna controls led to improved business performance, but thisis
not related to regulations per se.) That is, outsde investors cannot eadly verify
that the firm has implemented more enhanced internd controls. In this case, the
firm may haveto lig in the U.S. as a means to commit to a more onerous
regulatory standard. Aswe discuss in the benefits section below, there is
empirica evidence of German firms choosing a more onerous set of regulatory
requirements for the reward of lower capita cods.

13 Oneinterviewee thought that the OSC has gone too far in enforcing itsregulations. Several

commented on the importance of making examples out of those caught engaged in significant
fraud.
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2. Academic Research on the Regulation of Disclosure

The information gap between company insders and outside investors goes to the
core of many regulatory, auditing and corporate finance issues. Asthis
information gap or asymmetric information problem is fundamenta and its
effectsintangible, measuring the benefits from incrementa improvementsin
disclosure is complex and difficult. In this section we discuss the potentia
sources of benefits of improved disclosure and review some of the recent
academic research into the value of improved disclosure.

The centrd role of public capitd marketsisto provide accessto financing from
outsiders and to provide insders with greater opportunity to sdl some of their
dekeinthefirm (i.e, greater liquidity). Transactions between insders and
outsiders, however, are complicated by the fact that the ingder of the firmis
likely to have more information about the value of thefirm. Asaresult the
prudent outside investor will be worried that he or sheis more likely to buy shares
when they are overvaued. That is, theingder with better information will be
more willing to sal shares when outsde investors have overestimated the vaue of
the firm and the outside investor will take this into account.** Thistype of
problem arising from information asymmetries is known as adver se selection.

The second problem, known as moral hazard, arises when the insgders are part of
management and thus aso have consderable influence over the vaue of the firm.
As management reduces its gake in the firm though sde of shares or dilution, the
incentive to exert effort to increase firm vaue is weskened. To counteract this
management will often retain a stake in the firm greater than would otherwise be
optima from the standpoint of holding adiversfied portfolio [Leland and Pyle,
1977]. Management, especidly the CEO, will dso be given consderable
incentive pay in the form of bonuses thet are closdly tied to various metrics of the
company’s performance, especialy those where management can exert influence,

Myers and Mgjluf [1984], Ross [1977], Jensen and Meckling [1976] and Leland
and Pyle[1977], were among earlier academic contributors to the understanding
of the role of asymmetric information in corporate finance. They recognized that
information asymmetries between indgders and outsders may ultimatdy hurt the

1% The same issue can arise in debt i ssuances, but other mechanisms, such as securing the debt
with tangible assets and loan covenants, help mitigate the problem.
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ingdersif it forces them to take costly actions to reassure the outsiders that the
investment is valuable and fairly priced.

In the case of potentid misstatements of financids, the insders may have to
discount the price of shares to compensate the outsde investor for this possibility
even when the indders are making accurate reports. The reason is that outside
investors cannot easly distinguish between an accurate report and a fraudulent
report prepared by unscrupulous insiders masguerading as those making accurate
reports.

Asymmetric information may aso increase the incildence of misstatements
originating at levels below senior management above optimd levels. Senior
managers can reduce the likeihood of subordinates’ reporting misstated results by
enhancing internd controls. But, Since outside investors cannot easily observe
and verify the leve of internd controls, senior managers may find it more
profitable to underinvest in internd controls in the hope that investors will not
detect any misstatments that they themselves are not able to detect. That is, with
inaufficient liakility for fraud, senior managers may choose alower leve of
internal controls to increase the gpparent vaue of the firm (if only through
avoided expense of upgrading controls), thereby enhancing their short-term
compensation, which istied to the current estimated vaue of the firm. While
misstatments can not sugtain firm vaue indefintitely (even when not detected
directly), senior managers may have left the firm well before this occurs.

While the above arguments are theoretica, the current academic work in
accounting and corporate finance is largely focused on detecting and measuring
the effects of asymmetric information and how different regulatory regimes affect
information asymmetries and market economics. For example:

?? Bushee and Leuz [2002] investigate changes in the SEC disclosure
requirements for the OTC Bulletin Board. All firmstrading on the
OTCBB had to provide SEC disclosure filings starting in 1999, which was
aggnificant increase in reporting requirements. Bushee and Leuz found
that firms that complied with the new regulations (remaining on the
OTCBB) experience a permanent increase in liquidity and redized
abnorma positive returns whereas the reverse is true for non-compliant
firmsforced off the OTCBB. They aso found, however, that 74% of
firms chose not to comply with the digibility rule. Thus amgority of
firms found that the costs outweighed the benefits.
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?? Leuz and Veracchia[2001] examine changes in market economics for
German firmstha chose to switch from German reporting requirements to
amore rigorous internationd reporting regime (IASor U.S. GAAP). Leuz
and Verracchia find that committing to increased disclosure resultsin
lower bid-ask spreads and higher trading volume, consistent with reduced
information asymmetry between insiders and outsiders®® In particular,
they find that switching to internationa reporting resultsin an average
reduction in the bid-ask spreads of 35%, and share turnover increases by
more than 50%. Alsp, it isthe ex ante commitment to enhanced disclosure
that matters; additiona ex post voluntary disclosures have little effect on
bid-ask spreads or turnover.

?? Kothari [2001] provides an overview of the role of financid reporting in
reducing overdl risk in the market. Building onthe work cited above,
Kothari discusses the literature on internationd differencesin corporate
law and, in particular, the differences between common law and code
(civil) law.*® Kothari argues that in common law countries, protection
through shareholder litigation and bankruptcy laws will generate high-
quality public disclosure regardiess of the regulatory standard. 1t may be
advantageous to avoid mandating too high a slandard o that disclosure
requirements may be customized for different firm needs. Kothari's
argument is compatible with the proposed certification requirementsin
that the requirements do not prescribe required interna controls or
disclosure controls and procedures but instead prescribes the outcomes.

The recent empirical research suggests strong links between disclosure controls
and the extent (and hence the cost) of asymmetric information. The Leuz and
Verrachiainvestigation of German companies aso highlights how differencesin
disclosure regimes can cause companies seeking to signd higher qudity to choose
ahigher qudity regime. This could suggest theat if Canada does not closdly follow

15 Their results control for the fact that firms choose to adopt an international reporting regime and
thus may have different (unobserved) characteristics from other firms (i.e., the problem of self-
selection).

16 |_aPorta, Lopez-de-Silanes, Shleifer and Vishny [1997] have examined how increased protection
afforded to outside investorsin common law countries has resulted in more diffuse shareholders
and separation of ownership and control since agency problems are less acute. Other research
[Bhattacharya, Daouk, Jorgenson, and Kehr 2000] has examined how the threat of litigation asa
credible signal of enforcement of shareholder protection laws is more important than the laws
themselves.
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the SOX changesin the U.S,, more high-qudity firms may choose to submit to
SEC regulaions only or largely asadgnd of qudity. The potentia danger is that
Canadian firms that choose to be regulated only by Canadian securities
oommi?s7ions may be percelved as higher risk firms resulting in a higher cost of
capitdl.

Some of the empirica results discussed above suggest that reducing information
asymmetries can generate economicaly sgnificant gains. Other sudies have
shown that market penalties associated with revel ations about actua
misstatements are significant. These sudies include the following.

?? Cdlen and Morel [2002] examine the effect of the Enron-Anderson
debacle. In particular, they andyse whether the loss of reputation for
Anderson led to significant abnorma declines for other Anderson audit
clients compared to non- Anderson clients on various event days. Thereis
evidence of acumulative negative impact (across al event days) of about
a4% lossin firm vaue for Anderson clients and no saigticaly sgnificant
impact for non- Anderson clients.

?? Karpoff and Lott [1993] investigate the effect of crimind fraud on firm
vaue. Whilethey look a fraud in generd, for the 11 cases of financid
disclosure fraud in their sample of frauds reported by the Wall Street
Journal, they find adatigticaly sgnificant drop of 4.66% on theinitia
report of the fraud. Similar evidence is found in Alexander [1999].18

In sum, the academic research and interviews suggest any benefits of enhanced
disclosure may accrue to anumber of different market participants manifested in
different ways. Theseinclude:

" Exercisesin extrapolating from one situation to another should be considered with great caution.
The positive economic results obtained in the German case—moving from relatively loose
standards to international norms—do not necessarily imply that moving from current international
norms to amore regulated environment will generate further gains.

18 We use this estimate of the impact of misstatements on firm valuein calculating benefitsin the
next section. The 4.66% may be conservative, as Karpoff and L ott do not address the possibility
of information leakage of the fraud prior to itsreport in the Wall Street Journal. The Callen and
Morel finding of a4% loss of value for firmsthat are not accused of fraud but are just associated
with an accounting firm accused of fraudent behaviour also suggests that the 4.66% reduction for
actual fraudulent behavior may be conservative. On the other hand, the Callen and Morel finding
isonly marginally statistically significant.
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Improved liquidity and lower bid-ask spreads in markets for firmswith
improved disclosure—benefits that accrue to both companies and
investors.

2. Ovedl gregter invesment in internd controls. Thisresultsina
reduction of misstatements and other fraudulent behaviour in the firm,
and it may provide additiona information for management decision-
making—~both of which benefit current shareholders and debtholders.

3. A reduction in the expected risk of misstatements associated with all
companies—benefits that accrue to invetorsin the form of alessrisky
portfolio and to companies in the form of alower cost of capitd.
These benefitswill be manifested in an increase in the market vaue of
firms debt and equity. A reduction in overal market risk asimproved
disclosure provides investors with better information about the
expected vaue of firms. Less effort isrequired by the market (i.e.
andysts) to uncover additiona information.

4. Reducing the likdlihood that firms regulated by the OSC are
considered to be of lower qudity and higher risk compared to firms
that choose to be regulated by the SEC. It thus reduces regulatory
cods for Canadian firms that would comply with SEC regulations only
or largely as ameans of sgnaling more accurate public disclosures.

Board members and audit committee members also benefit as the CEO and
CFO take greater respongbility for accurate disclosures. Some of these
benefitswill be passed on to shareholders in the form of lower compensation
for these committee members.

An important further benefit of the certification requirements accrues to the
shareholders of individud firms through increased value of the firm. As
discussed above, representatives of severa interlisted firmswho we
interviewed told usthat their firm did benefit from increased internal efforts
by the firm in response to s.302 of SOX, offsetting much of the cogt.

In the quantification section below, we only atempt to quantify the benefits of
reduced capita costs. This does not imply that the other sources of benefits
are smdller; rather they are more difficult to quantify. Thus, the benefits that
we quantify will undergate the total potential benefits.
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3. Estimates of Costs and Benefits

We draw heavily on information from the interviews to estimate costs. Our
approach for estimating the costs of the certification requirements is to estimeate
the cost of additiona CEO and CFO time, an increase in CFO sdlariesand an
increase in externa audit fees. We use somewhat different assumptionsto
cdculate cogs for firmslisted on the TSX and firmslisted on the Venture
Exchange to take into account the additiona costs that smdl firms may pay for
externa assstance asindicated by our interviews. Asthereisvariaion across
firmsin terms of thar exiding levd of internd controls and disclosure controls
and procedures, idedlly costs would be estimated after obtaining survey data from
abroader selection of firms. Asthere was not sufficient time to conduct a broad
industry survey, we rely on results from our interviews to form arange of
estimates of the parameters used to calculate costs.

In terms of benefits, the interviews were useful in providing quditative
information but they did not provide us with the information necessary to quantify
benefits. Instead, we collected other information, such as the frequency and
magnitude of misstatements, in order to quantify some of the benefits. Our
generd gpproach is to estimate how much the incidence of sgnificant
misstatements would be reduced as a result of the regulations. We then determine
how much vaue this reduction in Sgnificant misstatements would creste. Given
the limited time and limited data available, a number of assumptions are
necessary to derive estimates of benefits. This introduces added uncertainty into
thefinal estimates. However, even with more time and data, we expect there
would remain substantiad uncertainty in repect of any quantification of potentia
benefits given their inherent complexity. We describe our methodology for
quantifying potentia benefitsin detail in the appendix.

As noted above, we are unable to quantify al potentia benefits, which implies
that our net benefit caculations are conservative notwithstanding the inherent
uncertainty in the quantification exercise. Edtimating benefitsis difficult dueto
ther intangible nature. Firms themsdves find it difficult to measure benefitsto
their own shareholders from better interna controls—severd interviewees cited
this as areason why upgrading interna controls can become alow priority.

The evidence from interviews, academic research and cost and benefit
caculations collectively indicate that the overal net benefits of the CEO and CFO
certification requirements are positive.

21



As mentioned above, our calculations of net benefits take into account differences
between large and smdl firms*® In general wefind the costs of CEO and CFO
certification to be proportiondly larger for smdler firms. Thisis partialy dueto
the fact that larger firms can take advantage of economies of scaein auditing. In
addition, the opportunity cost of CEO and CFO timeis higher for smdler firms
when scded to the firm Sze. However, the scaled benefits for smdler firms are
aso larger. The expected cost of misstatementsiis proportionately larger for
smdler firms and s0 the additiond efforts the certification requirements generate
to reduce misstatements resultsin alarger impact on smdler firms. Thus,
provided the certification requirements are enforced sufficiently to generate the
reductions in significant misstatements that we have assumed, shareholders
should be generdly willing to provide capitd to amdler firms at sufficiently

lower cogt to offset the added costsimposed by the regulations.

While the cogt- benefit analys's supports the notion that added efforts to improve
interna controls and disclosure controls and procedures should lead to an increase
in the value of firms and areduction in the cost of capitd, it is not the case that
private incentives done would yield the same benefits Since it is difficult for
outsde investors to determine the level of enhancementsto interna controls and
disclosure controls and procedures on a company-by-company bas's, they cannot
eadlly reward companies that implement such enhancements. Thisresultsin
investments in interna controls and disclosure controls and procedures below
what would be privatdly optimd for firmsif outside investors could easily

observe theleves of interna controls and disclosure controls and proceduresin
place.®® The certification requirements, to the extent they are enforced, should
cause the mgority of firmsto enhance their internd controls and, in particular,
disclosure controls and procedures o that investors will lower their assessment of
the probability of misstatements and concomitant loss in firm vaue for outsders

19|t is particularly important to distinguish between small and large firmsin the context of
Canadian regulation. For instance, based on data from Bloomberg, firmslisted on Canadian
exchanges with assets below $10 million make up 24% of the total number of firmslisted on
Canadian exchanges whilein the U.S,, the percentage of these very small firmsis about 1.5%.

20 This does not mean that investors have no idea of the level of internal controlsin place. A firm
with very poor controls will not be run efficiently and thiswill show up in terms of lower profits,
which investors are better able to monitor. The auditor under existing regulations also audits
internal controls deemed necessary to generate financial reports. And some firmsin fact have very
sophisticated internal controls and disclosure controls and proceduresin place and will not feel it
necessary to respond to certification requirements by enhancing these. Many others, however, will
make some enhancements.
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through fraudulent transfers of wealth (direct and indirect) to insiders® A lower
overall probability assessment of misstatements increases the expected vaue of
al firms. Thisresutsin higher vaue for existing shareholders (except for those
previoudy benefiting from misstatements) as well as reducing the cost of new
capita.

The representatives of medium to large firms we interviewed were generaly in
agreement that the certification requirements should only require a modest

amount of additiona CEO and CFO time and perhaps some additiond staff time.
Some firms with very poor interna controls might decide to make significant
investments to upgrade these controls. However, those we interviewed suggested
that much of this upgrading cost would be offset by benefits to these firmsin
terms of better information and better control by management over the
organization.??

Unfortunately, without survey datawe are unable to determine what percentage of
firms would respond to the certification requirements with mgor upgradesto
interna controls that they would not otherwise have made. Given that firms were
dready required to have systems in place to provide materialy accurate
information to investors one would expect the share of such firmsto be smdll.
Indeed, none of the representatives of firmswe interviewed said they would make

2L Many we interviewed thought that most investors were not sophisticated enough or had the
interest to make use of the information released by firms so that the certification requirements
would have little effect on investor confidence. However, it is not the case that most investors
make direct use of thisinformation or account for the improvement in the quality of the
information for the certification requirements to have an effect on markets. Onereason isthat the
market provides simplified information through analysts for both sophisticated and
unsophisticated investors. Second, much of price formation is driven by sophisticated large
investors, such asinstitutional investors and mutual funds, so that better quality information can
be impounded into stock prices through these sophisticated investors. For instance, a McKinsey
and Company [2002] survey of institutional investors found that these investors put corporate
governance on par with financial indicators when eval uating investment decisions and would pay
apremium (12 to 14% in North America) for companies exhibiting high governance standards.
(Canadainduced the smallest premium of all 31 countries, suggesting that good governance and
high ethical standards are prevalent in the Canadian system. The U.S. ranked seventh.) Moreover,
financial disclosure was considered a pivotal concern and the quality of market regulation and
infrastructure is seen as highly significant.

22 Arguably, if such investments are required to provide reasonable assurance that publicly
disclosed information is materially accurate then these investments already should have been
made. While areasonable point of view for the OSC and other commissions, we would ideally
like to measure the cost and benefits asthey arisein practice rather than in theory.
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or, in the case of 5302 of SOX, had made substantia investmentsin upgrading
internd controlsin response to certification requirements.

3.1 Costs

There are three components to our cost caculations:
?? Anincreaseininterna hours spent by the CEO and CFO;
?? A gamadl increasein CFO sdlaries; and,

?? Increased expenditures on auditors and lawyers.

We vaue CEO and CFO time based on sdaries without bonuses since the
opportunity cogt of the time spent on disclosure is unlikely the forgone time spent
on activities generating high vaue for the firm thet justify the bonuses.

As central estimates we assume CEOsand CFOs of smdll firms (those listed on
the Venture Exchange) spend an additional four hours per quarter reviewing
quarterly disclosure filings plus an additiona four hoursto review year-end
disclosurefilings. Intheinitid year we assume an expenditure of 10% of current
audit fees on additiond audit and legal advice®® We assume afurther 5% morein
audit fees per year for ongoing advice®* Finally, we assume an increase of 0.5%
in CFO sdlaries®® Not dl smdl firmsare likely to require expenditures at this
levd. Our interviews suggested that some CEOs and CFOs of smdl firms would
fed comfortable sgning the disclosure documents without any additiona interna
effort or expenditure on outside experts.

For TSX-listed companies we assume that CEOs and CFOs devote the same 20
hours ayear of additiond time to review filings prior to their rdease. We assume
asmdler sdary increase for the CFO of 0.2%. (The representatives of larger

23 By contrast, to set up auditable internal controls as per s.404 of SOX would require expenditures
on the order of 100% to 300% of existing audit fees.

24 As compared with 15 to 100% expected ongoing costs to comply with s.404 of SOX.

% Thisincreaseis very small, but the incidence of reporting fraud we estimate to be only 0.36%.
The CFO canmitigate his or her exposure to risk through better internal controls and attention to
financial reporting asimplied in the other cost assumptions. Thusa0.5% increasein salary is
likely on the high side even for arisk adverse CFO. (Theincreasein the CFO salary isareal
economic cost in the sense that the CFO is exposed to additional regulatory risk that cannot be
reduced to zero.)
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firms did not generdly fed that sdarieswould change & al in response to the
legidation.) Based on our interviews, most large firms should not face substantia
set-up cogts or increased ongoing audit costs. We estimate a set-up cost of 5% of
exiding externd audit fees and an ongoing cost of 1% of audit fees.

By using shares of exigting audit cogts, our cost estimates are appropriately scaed
for the 9ze and complexity of the firm. Thisis consstent with the notion that the
new regulations are not intended to prescribe what internal controls are needed,
only the outcomes that need to be achieved. To trandate the above percentage
increases into actual dollar amounts, we first estimate sdaries and audit costs and
then apply the percentage increases. We do thisfor asample of firms and then
extrapolate to al firms listed on the TSX or Venture Exchange but that are not
interlisted.?®

To esimate sdaries and audit fees we undertook the following steps:

1. We hand collected data on CEO sdlaries, audit fees and assetsfor a
random sample of TSX and Venture Exchange companies from their
proxy circulars available on SEDAR. With thisinformation, we estimated
the relaionship between firm size and audit fees and the relationship
between firm sze and CEO sdary. (A loglinear regressonisused in
both cases. The details of the estimation are provided in the appendix.)

2. We use the regression coefficients to predict salaries and audit fees based
on asset vauesfor dl firmsfor which we were able to collect asset data
from Bloomberg. The Bloomberg data represents about 50% of the TSX
nor+interlisted company population and about 10% of the Venture
Exchange company population. We tested to seeif there was a sdlection
biasin Bloomberg in the companies reported using our random sample of
hand- collected data and found thet after controlling for exchange there
was no bias.

26 \We have assumed that all interlisted firms are listed on a U.S. exchange and are therefore
subject to SEC regulation and exempt from the proposed Canadian certification requirements.
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3. We cdculated costs based on the assumed percentage increases above,
using ared discount rate of 5% to compute the net present value of costs
over a10 year horizon.?’

4. We grossed up to industry level costs using theratio of the sizeto the total
population to the Bloomberg size.

Below, Table 1 shows cost ranges assuming a 50% variation in each of the
underlying assumptions (e.g., hours per quarter). The cods for Venture Exchange
firms are equivaent to a4.95% to 14.86% increase in existing externd audit fees.
For TSX-liged firms the cost increase as a percent of existing externd audit fess
are between 1.65% and 4.94%. When measured as a percent of assets the costs
for Venture Exchange firms range from 0.32% to 0.95%. For TSX-liged firms
the costs are congiderably smaller (two orders of magnitude) than those for
Venture- Exchange-listed firms when measured as a percent of assets. The much
higher cost burden for small firms reflects the much higher CEO and CFO sdary
cost and externd audit cost as a percent of assetsfor smdler firms. Total industry
costs are on the order of $120 to $361 million caculated as an NPV over 10
years, or between $14 and $43 million per year (based on a5% redl discount rate).
Relative to total assets, these costs are smdl in magnitude (less than 0.015% of
total assets).

27 \We assume a 7% nominal discount rate based on the average long bond rate over the past
decade and a 2% inflation rate (the middle of the Bank of Canada’ starget inflation range of 1 to
3%). Interms of benefits, one might argue that the payoffs are proportional to the value of equity
and thus the discount rate should be higher than that applied to costs. However, the COSO study
of fraudulent reporting found that fraudswere more likely to occur when afirm was performing
poorly. Thiswould suggest that reducing fraudulent reporting adds value most when the market
overall isperforming poorly. Thisinturnimpliesalow, potentialy negative correlation in the
payoffs from reduced fraudulent reporting and thus suggests alower discount rate is appropriate.
We thus use a 5% real discount rate for both costs and benefits.
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Table 1: Cost Rangesfor Non-Interlisted Firms ($ millions)

Short- Term Trangtion Long-Term NPV
(first year) Recurring (per year)
Venture Exchange
Internd Time 2.7-8.1 22.4-67.2
CFO Sdary 0.5-1.6 45-13.6
Increase
Externd Costs 8.8-26.3 4.4-13.1 45.1-135.3
Tota 8.8-26.3 7.6-22.9 72.1-216.2
AsaPercent of 4.95%-14.86%
Exiging Externd
Audit Fees*
Asapercent of 0.32%-0.95%
Assets
TSX
Internd Time 2.7-8.0 22.1-66.4
CEO and CFO 0.3-0.97 2.7-8.0
Sdary
Externd Costs 8.8-26.5 1.8-5.3 23.5-70.5
Totd 8.8-26.5 4.8-14.3 48.3-144.9
As aPercent of 1.65%4.94%
Exiding Externd
Audit Fees*
Asapercent of 0.002%—-0.006%
Assets

*Calculated as a percent of the NPV of recurring external audit fees over a 10-year horizon.

3.2 Benefits

Our approach to measuring benefitsis to estimate the potentia reduction of

sgnificant misstatments as aresult of the regulaions and then determine how
much value, using one economic metric, this reduction in misstatements would

27




create. In order to do thiswe need to know the probability of misstatements, the
reduction in this probability due to the increased interna efforts and externd
expenditures engendered by the regulations, and the cost of misstatements. In
essence, we compute the expected value of avoided costs of significant
misstatements.

Among anumber of possible benefits from the certification requirements, this
approach does not account for increased vaue to the firm from improved interna
decison-making as aresult of better information. 1t also does not account for
bendfits that accrue to many firms through dight improvementsin the accuracy of
information released to investors, which severa interviewees cited as benefits thet
have come from s.302 of SOX. Only serious misstatements are accounted for in
our anadyss. Also, our approach measures the cost of misstatements asthe
amount by which firm value was overstated.?® Our measured benefits do not
include more intangible benefits such as areduction in the probability that
Canadian regulated investments become regarded as more risky than U.S.
regulated investments and that more accurate pricing leads to better alocation of
productive resources and lower overall aggregate market risk.

A study by COSO [1999] provides us with data for inferring the incidence of
misstatements and its cost. The study found about 300 identified cases of
fraudulent financid reporting over an 11-year period from Accounting and
Auditing Enforcement Releases (AAERS) issued by the SEC. 1t dso provides
estimates of the totd amount of misstatements. We scde the reported incidence
of misstatements reporting to the Canadian market Sze. However, since these
cases represent only detected misstatements we adjust the estimate using a fraud
detection rate of 20%, based on an Erngt & Y oung study [2002]. This generates
an estimate of the incidence of misstatements of 0.36% per year. We dso usethe
COSO reported data as well as results from the Karpoff and Lott [1996] study to
determine how the amount of fraud varies with firm sze (based on assets). The
estimate for asmal firm ($25 million in assets) is 26% of assats and for alarger
firm ($800 million in assets) the estimate is about 5% of assets. Details of the
edimation are in the appendix.

28 The presumption is that our measure of fraudulent reporting is equivalent to the insiders whose
conpensation istied to firm value plus any fraudulently overvalued sharesthey sell to outsiders
unaware of the fraud plus any real coststo the firm in terms of diverted attention from increasing
value and outright theft of assets.
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The COSO egtimates include both misstatements and misappropriations. While
misappropriations can be considered as adirect dollar cogt, the trandation of the
vaue of misstatements to actud dollar lossto society is not sraightforward. A
misstatement showed vaue that never existed so the direct cost of the
misstatement isin fact the fraudulent transfer of wedlth to ingdersthat it
supported and the misdlocation of resources. These costs may be more or less
than the value of misstatements. There are several reasons, however, to believe
that actual cogts are at least on the same order of magnitude as the Sze of the
misstatements. First, the COSO study found severe consequences to financia
fraud. In particular, it reports that 36% of companiesinvolved in financid fraud
went bankrupt or became defunct, 15% experienced a change in ownership, and
21% ddisted from a nationa stock exchange (the sample included companies
traded over the counter). The average fine paid by a senior executive was $5.5
million, or about 20% of the totd cumulative amount of misstatement.

Second, if one uses the COSO data to extrapolate to an average size cross-listed
TSX firm, the estimated misstatement for these large firms is on the same order of
magnitude as areduction in firm vaue that would be needed to generate the
4.66% drop in stock price that Karpoff and Lott found when firms were reported
inthe Financial Times to be under investigation for financid reporting fraud.
While we believe that it would be possible to conduct arigorous analysis of the
rel ationship between the vaue of misstatements and lossin firm vaue, thiswas
beyond the scope of this study.®

We used compliance data provided by the OSC to infer the relationship between
expenditures by firms on improved interna controls and disclosure controls and
procedures and reductionsin misstatements. We estimated a regression model
that linked the probahility of refiling (the most serious outcome in the data)
fallowing a compliance sweep to whether the firm was using alarge audit firm or
not, after contralling for Sze and indudtry effects. We find that using alarge audit
firm reduces the probability of misstatements from 0.19 to 0.12.

29 Both Enron and WorldCom filed for bankruptcy due to financial reporting scandals.
WorldCom'’s petition wasthe largest in U.S. history. Graham, Litan and Sukhtankar [2002]
conjecture that the WorldCom scandal in 2002 can be associated with 10 and 24% loss in stock
market valuein the U.S. They estimate aloss in GDP output of between $37 and $42 billion in
thefirst year.



In order to make use of this information we need to know the additiond cost of
using abig audit firm. Craswell, Francis and Taylor [1995] estimate that Big 8
auditorsin Audrdia earn a 30% premium over non-Big 8 auditors. We combine
this estimate with our regression results to compute a relationship (eladticity)
between added expenditures and reduced probability of misstatements. This
gpproach dlows for diminishing returns to added effort in reducing misstatements
— the same percent increase in expenditure is required to reduce the probability of
misstatements from 0.36% to 0.18% as to reduce it from 0.18% to 0.09%.°

One criticism of this gpproach is that we have inferred the relationship between
expenditures and reduced serious misstatements using data on refilings that
includes dso more minor misstatements. The firms required to make refilings

after a continuous disclsure review have have not necessarily or even generaly
engaged in Sgnificant misstatements®! Severa of those we interviewed thought
that mistatements supported by senior management would not be affected by the
certification requirements. Thiswould be problematic as the COSO report found
that 83% of casesimplicated the CEO or CFO in financid statement fraud. On
the other hand, the CFO was only implicated in 43% of the cases so that joint
ligbility would in some cases provide a check on CEO behaviour. Another COSO
[1994] report on interna controls points out that management can aways override
the interna control system, but it dso describes the importance of the CEO setting
the “tone a the top” that affects others throughout the organization, including

other senior executives.

As discussed earlier, the incentives and effectiveness of reducing misstatements
perpetrated by a CEO or CFO willing to commit fraud under the right
circumstances depends on the degree to which the perceived costs of getting

caught have increased. In these cases, misstatements may be reduced without any
additiona expenditure; the increased liability for misstatements itsdlf is sufficient

to deter some of those involving the CEO or CFO. For most CEOs and CFOs that
would not contemplate making misstatements under existing rules, the increased

30 \We assume that internal efforts to control fraudulent reporting have the same impact on
reducing fraud as expenditures on auditors. Support for thisassumption is found in Fdix,
Gramling, and Maletta[2001].

31 \We analyse the stock prices of firms listed on the OSC website under “errors and refilings” to
determineif there was a stock price impact upon the pressrelease. Wedid not find statistically
significant evidence of any effect. Probably the violations were generally seen as small by
investors and thus it would take many more observations than our 19 to detect any effect.
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ligbility islikely to trandate into expenditures to reduce misstatementsin
financdid results originating further down in the organization.

Our approach provides areatively smple methodology for caculating a
component of benefits. However, thereisagreat ded of uncertainty in the
parameter estimates, which trandates into uncertainty in measured benefits (as
highlighted below in our sengitivity analysis). In order to capture that uncertainty,
we have cd culated benefits assuming a ?50% variation in three key parameters:

?? The misstatement detection rate;

?? Thereduction in the incidence of misstatements for agiven level of
expenditure; and,

?? The current incidence of misstatements.

Table 2 presents the ranges of estimated benefits and lists other possible benefits
for which there is evidence from the academic literature and the interviews but
that we are unable to quantify. The quantified benefits show a significant rangein
vaues. Assuming it is appropriate to compare benefits expressed in terms of the
NPV of dollar reductionsin the vaue of misstatements with cogsin terms of the
NPV of dollars expended by firms to meet the certification requirements, we find
that the range of these estimated benefits are of asmilar order of magnitude of
the estimated cost ranges.

Table 2: Estimate Benefitsasa NPV ($ millions and per cent of assets)

Venture Exchange TSX
Reductionin 3-244 7663
Misstatements 0.01%-1.07% 0.000%-0.027%
Improved-Internd N/A N/A
Decison Making
Improved Market N/A N/A
Liquidity
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4. Summary and Conclusions

In principle the executives of afirm are respongble for ensuring they have
aufficient interna controls and disclosure controls and procedures in place that
they are able to provide accurate information to the public. However, firmsdo
not aways meet this sandard in practice and while dimination of al cases of
misstatements is impossible (and ingfficient), in many firms thereis room for
reducing the likelihood of sgnificant or even minor misstatements. The
certification requirements codify what is expected of CEOs and CFOs. Based on
our interviews, thisislikely to result in most CEOs and CFOs paying greater
attention to the accuracy and reiability of publicly disclosed information. The
extent of the response will ultimately depend on how the regulations are enforced.
Our andysis subsumes aleve of enforcement smilar to what is expected by firms
regulated by the SEC.

The incrementa cost for most firms is expected to be modest. Large Canadian

firmsthat are subject to SEC regulations have not generdly found s.302 of SOX
to be onerous. In fact, most find that the additiona costs are at least partidly (if
not fully) offset by the benefits of better information for interna decision-making.

Thereis considerable variation across firmsin the sophistication of interna
controls, even for firmsin the same industry and of asmilar 9ze. Some firms
may use the certification requirements as a judtification to make sgnificant
upgradesin interna controls. These larger investments are generally expected to
be (at least margindly) profitable for the firm. Other firms, both smal and large,
have sufficient interna controls and disclosure controls and proceduresin place
that no added investments will belikely. We have estimated cogs for atypica
firm basad on information from our interviews.

The individuds we interviewed, representing both large and smdl firms, were
generdly sceptical asto the impact of certification on compliance, with many
believing that the behaviour of unethica managers would not be curbed by an
increase in potentid ligbility. Nevertheless, the academic literature has found
evidence that firmsthat choose to submit to more stringent disclosure regulation
redlize bendfits, including an increase in the stock price and greeter liquidity.
Severd studies by COSO have found that better internal controls and setting the
“tone a the top” can be effective at reducing the incidence of fraudulent financia
reporting.
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The costs and benefits are difficult to estimate precisaly, for many of the reasons
cited by the SEC in its discussion of the costs and benefits of certification
requirements. The required response to the certification requirements will vary
from firm to firm depending on, among other factors, the Sze of the firm, the type
of industry and the level of interna controls and disclosure controls and
procedures dready in place. We control for firm sizein our estimates, but not
other differences between firms. Moreover, many of the potential benefits are
intangible and thus difficult to quantify.

We edtimate that cogts are generdly quite smdl. However, they will be
proportionately larger for smdler firms. The larger cost for smaller firms reflects
the higher opportunity cost of CEO and CFO time as well as higher audit feesasa
proportion of the firm sze. We dso expect smdler firmswill incur additiona

costs in additiona consultation with auditors and lawyers. Aswadll, the increased
ligbility for CFOs may lead to alarger increase in CFO sdaries as smal public
firms have to offer overdl compensation that remains competitive with smal

private firms.

The academic literature provides some indirect evidence of improved benefits
from enhanced disclosure, though it cannot be used to directly determine whether
an increase in the regulation of disclosure in an areedy tightly regulated market
would lead to an overd| improvement in public welfare. Using anumber of
assumptions, we have estimated the expected reduction in the amount of
misstatements. While thereis no obvious reason that the reduction in the amount
of misstatements should be in a one-to-one correspondence with the dollar cost of
such misstatements, we do find evidence suggesting they are of amilar
megnitudes.

Wefind that for reasonable estimates of the underlying parameters, the reduction
in the tota amount of misstatments are of the same order of magnitude as cods.
To the extent that the Sze of misstatements generates costs of asmilar
magnitude, the measured benefits from reduced misstatements are of asimilar
order of magnitude as measured costs. Furthermore, while costs are
proportionately higher for smdler firms, benefits are a so proportionately higher.
The higher proportionate benefits for smdler firms are explained by the fact that
the Sze of misstatementsis proportionately larger for smaler firms,
notwithstanding the Enron and WorldCom scandds. In addition to the benefits
we have estimated, there are other benefits, such asincreased liquidity and better
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overdl resource dlocation from more accurate information that we have not been
able to quantify.

When the totdity of benefits — both those estimated and those that are not
quantified — are taken into account, we find that the potential benefits likely
exceed the potentid costs.
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Appendix: Theoretical and Empirical Foundation for the Benefits
Estimation

In order to quantify benefits, we need a mathematica representation of the
problem. Aninvestor who is uncertain whether or not afirmismaking a
misstatement must form an expectation about the vaue of the firm. Experience
tells the investor that, with some very high probability (near, but not exactly one),
the firm is making an accurate report and, with one minus this probability, the
report isincorrect (and possibly assets have been misappropriated).

Let V bethe vdue of afirm where there is no misstatement. Suppose thet in each
year with probability p a misstatement occurs and existing shareholderslose F.
Thelossof F can be thought of as both aloss in assets from misgppropriation and
afraudulent conveyance of vaue to managers such as by keeping bonuses (or
their pogtions) that should have been logt if reporting had been accurate. An
honest firm may never make misstatements, but outside investors cannot tdll if a
firm’s managers are honest or not and so investors apply the probability of
misstatements p to dl firms, which reduces the vaue of the honest firm
accordingly. The vadue of the firm to an outader isthen

V@ = V-pF-pF/(1+1)-pF/(1+r)%-...
=V-pF/r,
wherer isthe discount rate.

We egtimate the benefits by determining how much Ve would increase if the
probability of misstatements fell from increased CEO and CFO lighility. Let V'
represent the vaue of the firm with the new certification requirementsiin place
and p* represent the new probability of misstatementsin a given year, then our
esimate of benefits (B) is.

B=V-V¢
=( p-p*)Fr.
To caculate benefits we need an estimate of how p changes with added

expenditures on interna controls, the level of p, and the effect of a misstatement
on firm vaue.
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We assume that the probability of misstatementsis a decreasing function of the
expenditure E on interna controls broadly defined to include monitoring efforts

by senior management, enhancing interna controls, and consulting with outsde
audit and legd experts. In particular, we assume that

p=7FE’, h)
where ? and ? are parameters to estimate.

Thus, the percentage decrease in the rate of misstatementsisrelated to

expenditures by the dadticity parameter ?. Thereisan implicit decreasing returns
to investment in interna controls embedded in the above in that as p approaches
zero, each additiond investment leads to a smaller absolute decrease in the

probability of fraud. Ideally we would estimate the parameters ? and ? from data

However, while we have useful data, it does not dlow usto directly estimate (1).

We discuss an dternative approach below.

Some dgebra dlows us to write the change in the probability of mistatements as
(p-p*)/p = 1-(E*/E)".

We can then rewrite benefits as

B=(1-(E*/E)’)pF/r. 2

Thefina complication isthat the proportiona sze of fraudulent reporting
generally decreases with the size of the firm.3? To capture this effect we assume
that the Sze of the misstatement is afunction of the size of the firm measured in
assts. In particular, we assume that

F=2v ©)

where ? and ? are parameters. We subdtitute this estimate into (2). Aswiththe
parameters governing the size of fraud, we unfortunately do not have a data set to

32 Thiswas the finding of the COSO study on fraudulent reporting. The Enron and WorldCom
scandal s indicate, however, that in some cases fraudul ent reporting among large companies can be
proportionately aslarge asthat in small companies.
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estimate these parameters. However, we have severa data points that we use to
identify the parameters, as discussed below.

Using (2) we estimate benefits for each firm in our sample of nontinterlisted TSX
and Venture Exchange firms. For each group of firms, we gross up totd benefits
to the industry level by multiplying by theratio of the number of totd firmsto the
number of firmsin our sample for the repective exchanges. Our estimates of the
probability of misstatements are at an annua frequency. Thus our estimated
benefits recur annually.>®

In order to calculate benefits we need estimates of the parametersin (2) and (3).
To obtain an estimate of ? we make use of OSC data from audits by the OSC of
firm compliance with continous disclosure requirements. The data set conssts of
430 observations from compliance audits between 2001 and 2003. The data
include the indudtry, the exchange the company islisted on, the auditor, and the
firm size measured as asset ranges®* The data aso provide 15 different
categories in which afirm may be out of compliance. We focus on refilings,
which are the most serious outcome of the continous disclosure reviews. We
edimate alogit regression to determine the relationship between the probability a
firm will need to refile disclosure documents and whether the firm uses one of the
big accounting firms asits auditor. We control for firm sze and industry. The
regression results are presented in Table Al.

33 We have not accounted for the possibility that afirm committing fraud goes bankrupt and thus
isno longer in the sample. New entrants would replace such firms— a necessary condition to
ensure the stock of assets does not decline to zero.

34 Theranges are: under $5 MM between $5 MM and $25 MM ; between $25 MM and $100 MM;
between $100 MM and $500 MM; between $500 MM and $1 billion; between $1 billion and $5
billion; and over $5 hillion.
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Table Al: Logit Regression of the Probability of Refiling After a Continuous
Disclosure Review

Vaiadle Parameter Estimate p-vaue
Big Auditor -0.63 0.1
Over $1 hillion -2.42 0.0
$100 to $500 million -1.71 0.003
$25 to $100 million -0.84 0.074
$5 to $25 million -0.82 0.091
Financid 0.27 0.68
Technology 0.15 0.713
Resource 0.74 0.185
Manufacturing 0.64 0.235
Communications 0.50 0.574
Congtant -0.65 0.074
Observations 364

Pseudo R? 0.14

The asset size of $500 million to $1 hillion was dropped due to alack of
obsarvationsfor thissize bin. The omitted Sze was under $5 million so that all
the sze variables are measured relative to this smdlest category. As expected the
larger the firm, the lesslikely the firm will be out of compliance. Using one of

the large audit firmsis associated with alower probability of being out of
compliance, asindicated by the negative coefficient. The p-vaue of 0.1 indicates
that thisvariable is only margindly datigticaly sgnificant. Thisis partidly due

to multicollinearity with the Sze varigbles. For ingance, when the dummy
vaigble for the $5 to $25 million size range, which dso has ardatively large p-
vaue, is nat included, the coefficient on Big Auditor falsto —0.83 with ap-vdue
of 0.02.



Using the estimated logit equation, we caculate the average probability of firms
being out of compliance if they do not use a big audit firm and the average
probability if they use abig audit firm. The probability fals from 20% to 12%.

In order to infer ? from this result we need to know how much additiond
expenditure usng an externd auditor requires. Craswell, Francis and Taylor
[1995] edtimate that Big 8 auditorsin Austrdia earn a 30% premium over non-
Big 8 auditors. Using thisinformation we cdculate

2 =10g(0.12/0.2)/log(1.3) = -1.95,

This caculation is derived directly from (1) using the change in the probability of
misstatments with a change in expenditure on audit feesto isolate 7. Since audit
fees represent only a portion of total expenditures on internd controls, this
edimate of ? isarguably low (in absolute vaue), which will tend to result inan
underestimate of total benefits.

The next variable we need to estimate is the probability of amisstatement, g. The
COSO report [1999] found about 300 instances of aleged instances of fraudulent
reporting in SEC Accounting and Auditing Enforcement Releases (AAERS) over
an 11 year period, or 27.3 cases per year. Assuming one-tenth the number in
Canadawould imply 2.73 cases per year. However, these are only detected cases.
An Ernst and Y oung study estimates a public detection rate of 20%.%° This
detection rate would imply 13.6 serious cases of misstaterents reporting per year
in Canada. There are 3,763 firmslisted on the TSX and Venture Exchange. Thus
the probability of amisstatement, g, for any given firm is about 0.36%
(=13.6/3,763) per year. We assume the same probability of misstatements for al
firms

Thefind coefficientsto estimate are ? and ?, thet relate the misstatement size to
the size of the firm. The COSO [1999] report provides four data points:

?7? Average misstatement of US$25 million with average firm size of US$533
million;

35 Ernst and Y oung, “Fraud: The Unmanaged Risk”, 2002.
(http://www.ey.com/global/downl oad.nsf/Canada/Fraud_The Unmanaged Risk_Survey 2003/$fi
le/Fraud_The%20Unmanaged%20Risk_Survey 2003.pdf)
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?? Median misstatement of US$4.1 million with amedian firm size of US$16
million;

?7? Firgt quartile misstatement and size (US$1.6 million and US$2.6 million);
and,

?? Third quartile misstatement and size (US$11.8 million and US$73.8
million).

The Karpoff and Lott [1993] results indicate a 4.66% drop in equity vaue when
fraudulent financid results are reported to be under invedtigetion. This
corresponds to firms reported in the Wall Street Journal, which are dmost
certainly ressonably large U.S. firms*® We assume the average Canadian cross-
ligted firms would have asimilar 4.66% drop in equity vaue. However, dueto
leverage, a drop of 4.66% in equity value would require a smdler drop in asset
vaue. For example, if equity holders have aclaim on 80% of assets but suffer the
entire loss of vaue from a misstatement (i.e., the vaue of assets owing to debt
holdersis secured as afirgt-order gpproximetion), then an equity holder vaue
would fal by 4.66% if the vaue of assetsfel by 4.66%?80% = 3.7%. (The
average debt to asst ratio for TSX interlisted firmsis 20%.) On the other hand,
this caculation does not include the value of good will. 1f good will was
unaffected by the misstatement, then the drop in tangible asset necessary to
induce a drop of 4.66% in equity vaue would be much larger.

Thus, using a3.7% drop in assat vaue for an average size interlited firm ($15
billion), we obtain athird data point. A plot of totd sze of the misstatement (in
logs) againg firm sze (inlogs) isshown in Figure AL, Thefive points lie quite
closaly on the same regression line despite the fact that one come from a
completely different source,

38 Unfortunately, Karpoff and Lott do not provide any descriptive statistics of the firms they
analyse.
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Figure Al: Relationship Between the Size of Misstatement (and
Misappropriation) and Firm Assets
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The above estimates provide the information necessary to compute expected
benefits. We firg caculate the average increase as a percent of audit based on the
cost increases reported in the cost section above. We then trandate thisinto a
reduction in the probability of misstatements and determine the expected benefits
for eech firmin the sample. Findly we sum over dl firms and gross up to totd
industry size using the methodology described in the cost section.

A.1 Relationship Between Firm Size, Salaries and Audit Fees

We do not have detailed salary or audit fee data for each firm in our sample. Thus
we must infer variables from the asset data. We hand collected data from random

sample of firms' proxy circulars and estimated the relationship between audit fees
and assets and a second relationship between CEO sdlary and assets.
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The audit fees for some firms are combined with legd fees. We retained these
observations in the regression but controlled for legd fees. We estimate alog-
linear model. Table A2 shows theresults. The adjusted R is high a 0.67
indicating agood overdl fit. The coefficient on Log Assatsis 0.368 and is
precisaly measured. The interpretation is that for a 1% increase in assats, audit
costsincrease by only 0.37%. Thusthelarger the firm, the lower audit costs are
asashare of assats. Thistype of economy of scae effect explains much of the
higher costs of certification for smdler firms.

Table A2: Regression of Log Audit Costs (and L egal Fees)

Coefficient P-vaue

| ntercept 5.52 0.00
(1.12)

Log Assets 0.368 0.00
(0.055)

Legd Dummy 6.85 0.07
(3.66)

Legd Dummy ? Log -0.38 0.05

Assals (0.18)

Adjusted R? 0.67

Observations 24

Werun asimilar regression of CEO sdaries on audit fees (inlogs). Wedso
included adummy for the exchange the firm was listed on. Table A3 reportsthe
results. The adjusted R is reasonably high at 0.74. CEOs of Venture Exchange-
listed firms earn alower base sdary (about 8% lower) than CEOs of smilar Sze
firmslisted on the TSX. Sdariesincrease a arate of 0.3% for each 1% increase
inassets. Thusthe base sdlary of the CEO generaly makes up asmaler share of
ovedl firm dzethe larger the firm. In the analyss we assume CFO base sdaries
are 70% of CEO base sdaries.
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Table A3: Regression of Log CEO Base Salary

Codfficient P-vaue
I ntercept 7.25 0.00
(0.78)
Log Assets 0.300 0.00
(0.039)
Venture Exchange -0.080 0.027
Dummy (0.035)
Adjusted R? 0.74
Observations 51
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