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advisers that they trusted not to spill the

details of the takeover offer.

“There's a general expectation among
companies that there’s a way to do (a
deal) and do it properly,” says Warman,
now the president and CEQ of Malbex
Resources (MBG-V).

But, while the Kinross/Aureiian deal
proves it's possible to keep M&A nego-
tiations under wraps, sometimes, and
despite companies’ best efforts, word
lips cut. And studies have repeatedly
own that it happens in Canada more
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"You can't do a deal and keep it con-
fidential — it's virtually impossible,” says
Vaughan, a geologist who's been on numer-
ous boards over his career. “What do you
do? Go to Baffin Island, hide yourseif in an
igloo — two people scribbling on a piece of
paper? It can’t happen.”

And that is exactly the problem, says
Pascutto: the more people involved, the
greater the danger of a leak.

“Right now, yoti can have dozens and
dozens of people who are invelved in a
takeover bid before it's announced pubiic-
ly,” he explains, “The problem is you only
need one of those fo leak it, so the longer
you dor't disclose, the more people who
get invelved with it, the chances of a leak
and insider trading rise exponentiaily.”

So if companies are generally failing to
prevent leaks about M&A activity, what
about the enforcement side? For a myriad
of reasons, insider trading and tipping are
extremely difficult both to detect and to
prove (see Page 17), says Pascutto, a law-
yer who has served as the executive direc-
tor of the Ontario Securities Commission
(OSC), director of the market policy divi-
sion at the Toronto Stock Exchange, and
vice-chair of the Hong Kong Securities and
Futures Commission.

The answet, therefore, is fo stop insider
trading before it happens, Pascutto says.

If companies fail 0 keep M&A negotia-
tions confidential, they should have to dis-
close thermn — so people who are in the know
aren't trading against those who aren’t.

“The solution is make early disclosure
{a requirement} and you eliminate the
opportunity for insider trading,” Pascutto
says. “Because at that poini, everyone
has the same information and everyone’s
working on a level playing field. We think
we can eliminate a huge amount of insid-
er trading that happens on M&A activity
by having better timely disclosure rules.”

The way to do that, Pascutto says, is
for Canada to adopt the UK's Takeover
Code (see sidebar), which requires earlier
disclosure of takeover bids — especially
when there are unusual share price gains
that could indicate insider trading.

Ermanno Pascutto

Firm Intention to make a bid

Never mind earfier disclosure of M&A activ-
ity — under the current disclosure rules,
Canadian companies don’t have to disciose
when they've received an offer, period.

Martin Eady, director of corporate
finance for the British Columbia Securities
Commission (BCSC) says there are good
reasons our laws allow M&A bids to be
kept confidential. While there may be
an intention to make an offer today, “the
market could change tomorrow," he says,
and that intent could evaporate.

As the faw stands in Canada, merger
transactions don’'t need to be disclosed
untif there’s a “substantiaf likelihood that
the transaction wili be completed,” Eady
says, and both parties are committed to
seeing it through. “In general, that does
not happen until people have actually
made the bid, untif they've ironed out all
of the aspects of the transaction.”

Another consideration is that under the

current rules, cempanies are allowed fo
keep confidential arry material change that
would be detrimental to their commerciai

interests, Eady says, by filing a confidentiai

material change report. That would include
M8A talks where news that a deal is in
the works could compromise a company’s
negotiating position. While that exception
doesn’t last indefinitely, it certalnly applies
when companies are in the middle of
wotking out a deal.

“If I was a bidder. . . I would be hard-
pressed to think that it wouldn't com-
prormise my commercial interest if 1 was
required to disclose (the offer) in advance
of me actually making the bid.”

The tension between the shareholders’
interest and the company’s is obvious and
Pascutto argues both these rules should be
changed for the sake of the true owners of
the company.

“A takeover bid does not necessarily
directly involve the company in the sense
that the offer’s being made not to the com-
pany but to the shareholders,” he says.

What happens now means that not
only do the shareholders not necessarily
get the chance to evaluate offers for them-
selves, but the company could be in play
without therm knowing.

Pascutto cites the example of steelmak-
er Dofasco, which rejected multiple offers
without informing its shareholders at the
time. It later became the subject of a bid-
ding war (i's now part of ArcelorMittal),
and Dofasco shareholders who sold stock
after the undisclosed bids and before the
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disclosed ones may have been trading with
insiders who knew that the company was
in play — an inherently unfair situation,
Pascutfo says.

Under the UK. rules, a company I8
obliged t¢ make a staternent when the
board is notified of a “firm intention to
make an offer,” as long as thete ate no
preconditions on the offer and it is made
by a credible source — regardless of the
board's position on the bid.

Mining industry analyst Eric Coffin, one
haif of the junior mining newsletter HRA
Advisory with his brother David Coffin,
agrees that this is need-to-know informa-
tion for shareholders.

“We think management should always be
forced to disclose bids, even ores they dis-
agree with or don't want o entettain,” Coffin
wrote in an email, adding that manageruent
sometimes rejects bids because they don’t
wartt to lose their jobs. “Shareholders are
ultimately the owners of the business and it
shouid be their decision, not management’s,
if a bid is accepted.”

However, given the reality that junior
miners are constantly talking deals, a “firm
intention to make an offer” — ahead of an
actual offer — might be difficuit to pin-
point, says Malbex Resources’ Warmar.

Aurelian’s deal with Kinross progressed
slowly, over the space of about a yeat, he
says, with a bid not materializing until
the end of that period. “If I had to put a
finger on a certain point when there was
a firm intention of a bid, it's pretty tough,”
Warman says.

For most of that year, the companies sim-
oly exchanged information — on Aurelian’s
plans for its 13.7-million oz. Fruta del Norte
gold deposit in Ecuadoy, the country's poli-
tics, and Rinross’s views on the project. At
the same time, Aurelian was having similar
information-sharing meetings with about a
dozen other companies with which it also
had confidentiality agreements.

The emphasis on earlier disclosure to
stop the opportunity of leaks also raises
the spectre of "premature disclosure,”
where companies cotld announce what
amount to rumours.
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But Peter Bojtos, the director of two
companies that are dual-listed on the
TSXV and London's AIM, says codes like
the U.K. Takeover Code inciude measures
to discourage offers that aren’t serious,
including break [ees.

“To stop frivolous intentions there are
provisions that the deal has to be fol-
lowed through, and if it isn't, then they
can't offer again for some pericd of time,”
Bojtos wrote in an email.

Pascuttc says announcements of nego-
tiaticns don’t have to be detailed, just a
heads-up to shareholders that something
— which may or may not resuit in a deal
— is happening. If companies stick with
the facts, it won’t be premature disclosure,
he says. “You don't say you've got a deal
when you don't have one.”

An "untoward” price movement
Most investors would agree that it's impor-
tant an announcemert be made when the
word is clearly already out that a deal is in
the works.

The U.K. Takeovers code reqguires a
company to make a statement when it has
been approached about a takecver if there
are also rumours circulating about a deal
or there is “an untoward movement” in its
share price (5% in one day or 10% ollow-
ing an approach).

Of course, the big concern for the industry
is that earlier disclosure could endanger deals
or somehow change thern — given how sen-
sitive stock prices are to such news,

“The minuie there's any concept of a
deal, the arbitrage guys come in and all of
that changes the dynamics of the discus-
sion,” Warman says.

Pascutto doesn't believe that the policy
would jeopardize deals, especially given
the prevalence of rumours in the market.

“For years, | have read in the media that
a company was a target and thar this com-
pany was the likely bidder and often that
this was the expected price, And a week or
two later, it turns out that it's true,” he says.
“So why is it better for the information to
be leaked intc the market and eventually
make its way into the media without any

kind of confirmation by the company, as
opposed to a praper announcement by
the company and everyone playing on a
level playing field?”

While Coffin supports adopting some
aspects of the UK. Takeover Code, he says
it might be tricky (o identify the cause of an
“untoward moverment” in a sector like junior
mining, where it might not be clear whether
a stock’s movement is due to speculation or
the result of a leak — especially in times of
soaring commodities prices.

“When you are dealing with a small
sector that is expetiencing a lot of take-
over actlvity, it's common to see other
companies that are at a similar stage
of development getting priced higher
because buyers {perhaps including man-
agementy anticipate a potential bid. . .
or simply think the pricing of a sec
tor takeover implies higher valuations for
everyone else,” he says. “This wouid look
iike insider trading if & bid materialized
later, but there is a big difference between
anticipating a bid and knowing in advance
about the bid. One is a value judgment
about the company and sector while the
second is insider trading.”

In the UK, the UK Takeover Panel is
the ultimate arbiter of determining what's
behind such movements.

Coffin points out the rules would also
be ineffective when management is not
driving the M8A activity, as is often the
case in the junior mining sector.

“(Investment banks and funds} may
invest in a company they think is under-
valued compared to its peer group. They
may be buying the stock for that rea-
son, then approaching potential stitors
to help unlock the value they see,” Coffin
explains. “Management of the farget com-
pany iself may know nothing about the
situation until it's well under way.”

Clearly, changing the timely disclosure
rules is not the whole solution o the scourge
of insider trading, but it does have some sup-
portt, including Steve Vaughan's,

“Anything that can make the market trans-
parent and fairer for all participants is good,”
he says. “Canada needs capital, the min-
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eral industry needs capital and people aren’t
going to play in the market if they think
they're detting ripped off.”

Enforcement
The big question, says Al Rosen, a foren-
sic accountant and co-author of the book
Swindlers, is whether in Canada’s rela-
tively ineffective regulatory system, new
disclosure rules wouid make a difference.

“This kind of stuff misses the point,”
Rosen says. "Unless you have strong
enforcement and monitoring, it just goes
nowhere. . . it's just a piece of wallpaper.”

That brings us to Canada’s patchwork,
byzantine securities regulation regime,
which inciudes regulators in each prov-
ince and territory who have jurisdiction
within their borders and can bring charges
in provincial court or in a disciplinary
panel; the provincial police; the RCMP and
its Integrated Market Enforcement Teams
(IMET), which have Ffederal jurisdiction
and the power to pursue Criminal Code
chatges; and self-regulatory organizations
like HROC, which oversees investment
dealers and trading activity.

it’s a common sentiment that the frac-
tured system and jurisdictional scrapping
that does on between the various adencies

lets many criminals elude justice,

“Prosecutions in Canada are close to
zero, and it's very detnoralizing if you hap-
pen to be a competent person working for
a securities commission,” Rosen says,

The cobvious answer is the one that
most of the provinees, including Quebec,
Alberta and most recently, B.C., don’t want
to hear — a national securities regulator.
Vaughan makes a persuasive case that a
national regulator with criminal jurisdic-
tion and the legal and investigative clout
that it would wield are essentiai to the
fight against white collar crime. Most
securities law breaches involve criminal
fraud, which under the constitution is in
the exclusive jurisdiction of the federal
government, Yaughan says.

“The provinces don't have any inves-
tigatory power outside the box of the
province,” he says. “Provincial law doesn't
go one foot over the (provincial) border.
But what we are seeing is securities fraud
crimes which have international scope.”

A national securities regulator is anoth-
er of FAIR Canada’s cauises — aside from
the Small Invesior Protection Association
(SIPA}, FAIR is the only game in town for
retail investors looking for a champion —
but that proposition is as far off as ever,

The federal government has asked the
Supreme Court of Canada for an opinion
on the constitutionality of such a regula-
tor, and while a hearind is scheduled for
April, the feds are in for a fight from the
provinces regardiess of the outcome,

Pascutto doesn’t want to wait for that
perpetual debate to be rescived before
his proposal is considered, however, the
irony is that without a national body, FATR
Canada’s proposal could easily get mired
in reguiatory inertia. The proposal would
need the approval of all 13 members of
the Canadian Securities Administrators
(CSA), and Pascutto, once a regulatory
insider himself, says even if new rules are
adopted, they may be watered down to
achieve the necessary consensus.

The BCSC’s Eady says the CSA is aware
of FAIR's proposal and is interested in the
idea, although not studying it formaily.
And Pascutto says recent talks he’s had
with the OSC have left him hopeful the
proposal could eventually be adopted,

“I've been told that (OSC chair Howard
Wetston) is interested. . . and he's asked
his staff to look at the issue,” he says.
“To get the OSC actually to study it is an
important start.”

For Canadian investors, that will have to do.




