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INTRODUCTION

THE KEY PRINCIPLES OF SECURITIES LAW

This section is a summary of the key principles of securities livis meant to be an
introduction to the topic to orientatou before getting into the more detailed material in
the rest of this documengelf-evidently it cannot go into detail in the space available.
Instead, its purpose is to state some of the fundamental points and to provide- a cross
reference with the bagning of the discussion of the relevant principles in the main text.

The purpose of this discussion of t he o0Key
securities law in the UK. Securities law can be a venda@mpEsdlybgedside the ambit of

company law, but if one wants to study corporate finance, then one cannot avoid this detail. S
Principles discussed here are merely a summary of the more detailed discussion to follow. The 1
discussionludes abstracts of the relevant legislation. You are not required to know any more ¢
regulation than is made available in these materials, although wider reading will of course inform
and writing in this field.

The sources of securitietaw

The regulation of securities markets is derived from the relevant EC securities difectives

as suppl ement ed feghnidcalregulaBomsmmitshsiisonsésr uct ur e i
ALamfal ussy processo f or. Thesedisetvesrwgre thennanci al
implemented into UK securities law by Part 6 of FSMA 20@8s amended by

subsequent legislatidnand by secondary legislation introduced under FSMA 2G0Gj

by means of FSA securities regulation in the form of the Listing Rules, tspéutus

Rules, and the Disclosure and Transparency Rules.

! This Introductionisbasdde avi |y on the Al ntr Getwites iagSwéet& o Al ast air
Maxwell, 2008).

2 These directives are considered in detail in Alastair Hud3eaurities Law EGisecurities regulatian,

para 283 et seqThere are five Directives which are gifjnificance at the time of writing. First, the

Consolidated Admission and Reporting Directive of 2001 (Council Dir. No. 2001/34/EC); which
consolidates, as its name suggests, the principles in the earlier slew of Directives. Secondly, the Prospectus
Directive (Directive 2003/71/EC (2003 OJ L 345)) which was implemented by means of the new listing

rule arrangements effected by the FSA as’afuly 2005. Thirdly, the Transparency Obligations Directive
(Directive 2004/109/EC (2004 OJ L 390)) which was scihedlimplemented in the UK by the Companies

Act 2006. Fourthly, the Market Abuse Directive, dealing with the disclosure of price sensitive information
and insider dealing, implemented in 2005. Fifthly, the International Accounting Standards Directive,
implemented in 2005 relating to the form of accounting information provided by companies.

% Repealing the Financial Services Act 1986.

* In particular as amended by the Prospectus Regulations 2005 (S| 2005/1433), and by various provisions
of the Companies A@O006.

® In particular the Prospectus Regulations 2005 (S| 2005/1433), repealing earlier statutory instruments, and
The Financial Services and Markets Act 2000 (Market Abuse) Regulations 2005 (S| 2005/381).



Financial services regulation more generally is also governed in the UK by FSA
regulation of the conduct of business, including the manner in which different categories

of client are to be clasgd and treated (derived from the Markets in Financial

Il nstruments Directive (AMi FIDO0)); advertise
Afinanci al promoti ono,; the control of Amar k
Directive ( iAMADINng (fromavaridus directiviedtieraugh dParta5 of the

Criminal Justice Act 1993; and the statement of the core principles governing the proper
behaviour of businesses.

Securities law as a whole is then rounded out with the general law dealing with ssues a
diverse as misrepresentations in offering documents, the fiduciary duties of some
participants in securities transactions, remedies for loss at common law, rights to recover
property or to recover loss in equity, conflict of laws, and the many crimffedces

relating to securities transactions including insider dealing, market manipulation, theft,
fraud and so forth. There are also powers
relation to market abuse, and heads of civil liability to pay compensatnder
(particularly) ss.90, 90A and 150 of FSMA 2000.

Offers of transferable securities to the public

The obligation to publish a prospectus arises when there is an offer of transferable
securities to the public, or where an application is madeate Becurities admitted to
trading on a regulated market, or otherwise where the issuer of securities elects to have a
prospectus in the regulated form. It is a criminal offence to seek to offer transferable
securities to the public or to seek admissiosexiurities to trading on a regulated market
without a prospectus first having been approved by the FSA and then publighee. is

an offer of transferable securities to the public if there is a communication to any person
which presents sufficient infmation as tdhe transferable securities to be offered, and

the terms on which they are offered, so as to enable an investor to decide to buy or
subscribe for the securities in questiofherefore, an offer to only one person will be an
offer to the pubt, unless one of the exemptions applies. The legislative focus is on offers
of securities to the public because that is the type of securities transaction, potentially
involving nonprofessional investors, which is the basis of investor protection legrsla

By contrast, it is assumed that professional investment managers will be able to assess the
risks for themselves and so would not require regulatory protection in the same manner.

It should be noted that a private companthat is, a company whicls not a public
companfi which is | imited by shares or l i mi ted
public any securities of the companyo nor 0

% Financial Services and Markets Act 2000, s.85.
" Financial Services and Markets Act 2000, s.102B.
8 Companies Act 2006, s.4(1).



company with a view to t°Hherebre, difers ofsgeuriidsf er ed t
to the public can only be undertaken by public companies.

Trading on a regulated market

The effect of the Markets in Financi al | nst
the competition between forums for trading in sé®s between recognised exchanges,
mul til ater al trading platforms and the actd.i

the drift towards this broadening of securities markets across the European Union, the
regulation of securities markets is ndacused on any securities which are traded on
Aregul ated marketso and not simply on Ali st
A |ist of Aregul ated marketso in each juri
authority. Consequently, a prospgstis now required whenever securities are to be

traded on a regulated market, even if there is no security being offered to the public:

which would previously have been the requirement for the publication of regulated
documentation to accompany the seiesiissue.

Prospectuses
The need for a prospectus

As was outlined above, it is a criminal offefitender s.85 of the Financial Services and

Mar kets Act 2000 (AFSMA 20000) either to of
public in the United Kigdont* or to request the admission of securities to trading on a

regulated markét without a prospectus in relation to that issue having first been
approved by the competent authority and then having been publisheqhut the matter

the other way aroundh prospectus is required for an issue of securities which are to be

offered to the public in the UK, and that prospectus must be approved by the Financial
Services Authority (Athe FSAOQ) before any
exempted from thisequirement by the terms of the stattft@reach of the duties in s.85

also creates a liability for breach of statutory duty at private law, under s.85(4) FSMA

2000. The requirement for prospectuses since 2005 has replaced the requirement for

Al i1 stiilawl gpras a: |l isting particulars (under s.
needed in relation to offers of securities to expert investors. An issuer which falls outside

the need to publish a prospectus in prescribed form may elect to publish in than for

any event further to s.87 FSMA 2000.

 Companies Act 2006, s.755(1).

Y Financial Services and Markets Act 2000, s.85(3).

M Financial Services and Markets Act 2000, s.85(1).

2 Financial Services and Markets Act@®) s.85(2).

13 Financial Services and Markets Act 2000, s.85, as amended by the Prospectus Regulations 2005 (S|
2005/1433) in the manner discussed in the text.

14 This is the effect of Financial Services and Markets Act 2000, s.85(1).



The Prospectus Directive

The requirement for prospectuses was enacted further to the Prospectus Directive 2003.
There were three objectives of the Prospectus Directive. First, to achieve a single
passport for smurities issued in one jurisdiction in all other member states in the EU.
Secondly, to harmonise the regulation of securities markets in the member states of the
EU by means of the single passport regime to which reference has just been made.
Thirdly, to ahieve an increased level of investor protection by means of the provision of
sufficient, suitable information for investors to make informed decisions about their
investments?® This Directive was implemented by the Prospectus Regulations 2005 and
by the FSA Prospectus Rules.

Categories of securities issues not falling within the Prospectus Rules

Schedule 11A to FSMA 2000 provides for three categories of securities which are
excluded from the ambit of the tefthe Atransi
offence committed under s.85(1) FSMA 2060 he first category deals generally with

government and other public sector securities. The second category relates to securities in
notfor-profit organisations. The third category then divides between-egaity

securities which are issued in a continuous or repeated manner by a credit institution with

a total consideration of less than 50 million euros, and issues of securities with a total
consideration of less than 2.5 million eutds.

Other exemptionfrom the requirement to publish a prospectus are set out in s.86 FSMA
2000. First, offers to qualified investors only; secondly, in relation to restricted offers to a
small group of target investors; thirdly, in relation to offers of a sufficient sizetiag

are beyond the reach of small investors; fourthly, in relation to large denominations of
securities which it would be expected are also beyond the reach of small investors;
fifthly, in relation to issues of small amounts with a total consideratiorobmore than
100,000 euros; sixthly, in relation to a qualified investor acting as an agent; and further
categories set out in the Prospectus Rules.

% n turn, to achievée hese goal s, there is a perceived need for
securitieso so that there is a consistent distinctiol
EU. The term fisecur it i e snddebtseardidsfbutdi doescoveravarraritsraedl ude s o
covered warrants; castettled and physicaligettled instruments, as well as shares and debentures in the

ordinary way. Underpinning these goals idonand unde [

rloyi
mar ket efficiencyo for securities markets across the
' There was previously a set of exempt securities contained in Financial Services and Markets Act 2000,
Sch. 11, which also contained a gl ogesult.dowetehe def i ni ti c
Sch.11 was repealed by the Prospectus Regulations 2005 (S| 2005/1433), reg.2(1), Sch.1, para 16 as from 1
July 2005. It is now Schedule 11A which contains the set of exempt securities, as introduced by the
Prospectus Regulations (S| 200%33), reg.2(2), Sch.2 as from 1 July 2005.
Y Financial Services and Markets Act 2000, Sch.11A, para 9(1).



Duty of disclosure

To have a prospectus approved by the FSA, that prospectus must satisfy st87A(1)(
FSMA 2000 in that it must contain all the necessary information which investors would
require to make an informed assessment of the securities. The necessary information in
this context refers to the assets and liabilities, financial position, profitdosses, and
prospects of the issuer of the transferable securities and of any guarantor; and the rights
attaching to the transferable securities. There is therefore a value judgment to be made by
those preparing the prospectus in relation to the infeomavhich is required to be
provided in this context. The necessary information must be prepared having regard to the
particular nature of the transferable securities and their issuer. There is also an obligation
to present the necessary information iffoem which is comprehensible and easy to
analyse. Ifa significant new factor, material mistake or inaccuracy comes to light after
approval of the prospectus but before the trading in the securities begins, then a
supplementary prospectus must be publigtetdiling that information.

The contents of a prospectus

The regulations as to the detailed contents of a prospectus are set out in the Prospectus
Rules. Those Rules are analysed in Chapter 12 of Alastair Hu8sooyities Law
(2008).

The basis onvhich information can be omitted from a prospectus

Assuming a prospectus must be published in relation to a particular issue of securities, it
is still open to the FSA to permit the omission of some information from a prospectus in
three contexts. Thoséhree contexts relate to three types of information, that is:
information the disclosure of which would be contrary to the public interest, information
the disclosure of which would be contrary to the interests of the issuer, and information
the disclosuref which would be unlikely to influence an informed assessment.

Transparency obligations

The Transparency Obligations Directi¥ereated framework rules relating to the flow of
information about an issuer to the investing public once securities hagum e be
traded on a regulated market. These principles were implemented by Part 43 of the
Companies Act 2006 and by the Disclosure and Transparency Rules iRSthe
Handbook

The principal aim of the transparency rules is to provide the market wiahmaftion
about who controls the voting power in companies by means of their shareholdings, or

182004/109/EC.



controlling shareholders, or holding comparable instruments which would enable control

of voting power. The bulk of the regulations relate to the issuer, but ptiople may be

required to provide information. First, the issuer must provide the following types of
information to the FSA: fivoteholder infor mat
effect, and subsequent changes in that information; annudladirgkearly accounts, and

interim management statements as described in the Directive; information relating to the

rights attaching to any and all securities; information relating to any new loans or related

security interests connected to them; informats to voting rights held by the issuer in

the issuer itself; I nformation as to any pr
Secondl vy, i nvestors must provide fAvotehol de
FSA may demand information from thellowing types of person: the issuer; a

voteholder, or a person who controls or is controlled by a voteholder; an auditor of an

issuer or a voteholder; or a director of an issuer or a voteholder.

The FSA Handbookma k es pr ovi si on ider andéssuertnotificationt o v ot
ruleso in the chapter 5 of the FSA Discl os
notification of the acquisition or disposal of major shareholdings; acquisition or disposal

of major proportions of voting rights; notificaticof voting rights arising from holdings

of certain financial instruments; aggregation of managed holdings; acquisition or disposal

by the issuer itself of shares; disclosures by issuers and notification of combined
holdings. Furthermore, the FSA is emdl to demand information from a variety of

people in connection with issues of securities.

The concept of Acontrol o of issuers is signi
The term ficontrol o is defined beyfollowingB9J(2) F
categories of person: people who hold a majority of voting rights in other persons, or who

have the right to alter the composition of
control the voting rights in another person perhaps by virtueoaihe s har ehol der
agreement, or who either have a legal right to exercise a dominant influence over another

person or who fAactually exerciseodo a dominant

Section 90A of FSMA 2000 then provides for liability to pay comptoisan relation to

any untrue or misleading statement or omission of material relating to annual accounts,
half-yearly accounts and interim management statements respectively which should have
been provided under the transparency rtileany person respaible faces liability
provided that they knew of the failure to comply with the rules or were reckless as to
whether or not there had been compliance.

Listed securities

The official list

The AO0Official Listo is maindraiitnyed( S Adh)e, Fw
acting in its capacity as the UK Listing Au

¥ Financial Services and Markets Act 2000, s.90A(1)(a).



by the FSA apply to securities which are intended to be admitted to the Official List.
These securities are r ef eenaltiedfor breachaoktheii | i st ec
listing rules are set out in s.91 FSMA 2000

The Listing Principles

The ALiIisting Pr-called arga listofoprinpiples gogerning thesnanner

in which issuers and their professional advisors are required whact complying with

the Listing Rules and when dealing with the competent authority. Those Listing
Principles imposed on companies whose securities are listed are: the enablement of
directors to understand their obligations; the maintenance of adequatedyres,
systems and controls; the conduct of activities with integrity; the communication of
information so as to avoid the creation or continuation of a false market in listed equity
securities; the equal treatment of all shareholders; and the casfddealing with the

FSA in an open and emperative manner.

The Model Code

The Model Code is concerned with corporate governance within listed companies as it

relates to the misuse of Ainside informati o
which seeks to prevent market abuse, as considered in the next section. Briefly put,
during prohibited periods in relation to a

person discharging management responsibilities or an employee in an applicable role)
who wishes to deal in that companies securities must seek clearance under the procedure
identified in those Rules. The aim is not only to prevent actual abuse but also the prevent
the suspicion of abuse, so as to preserve confidence in the market faabhasees.

Corporate governance

The Combined Code on Corporate Governance does not create legal obligations but the

Listing Rules provide that the annual financial report of a list company must include a
statement as t o the omplkance with the Cod& Aisa to bec o mp any ¢
included with this statement is a further statement as to whether or not the listed company

has complied with the Combined Code throughout the accounting period or whether there

are any provisions in relation to whidiete has not been compliance.

Admission to listing
The procedure for admission to listing requires that an applicant comply with the

application procedure set out in the Listing Rules, further to s.75 FSMA 2000. The
competent authority may make admissito listing subject to any special condition

2 isting Rules, 9.8.6(5)R.



which it considers appropriate. The Consolidation of Admission and Reporting Directive
(ACARDO) provides that such special condi ti G
protecting i ncondtbng of¢heé listingrhles fobaarsission of securities

to listing are set out in Chapters 2 and 3 of the Listing RtIl&&e general conditions

divide between conditions relating to the applicant itself, conditions relating to the nature
of the secuties which are to be issued, and conditions as to the documentation which is
to be provided. There are requirements that the applicant issuer must be duly authorised,
have appropriate accounts prepared, have published the prescribed financial information,
have appropriate management, have appropriate working capital, and so forth. There are
also requirements as to the nature of the securities themselves, which relate severally to
the admission of the securities to trading on a recognised investment exchangeed

for the securities to be validly issued and freely transferable, the market capitalisation of
the securities, that a sufficient number of securities are to be issued, and the preparation
of an appropriate prospectus. Applicants must also hapoasor who is, in effect, an
expert in matters such as admission to listing, who will be required to ensure that the
application and its supporting materials are appropriate and suitably prepared.

Powers of punishment held by the FSA

The FSA has fouseparate powers under FSMA 2000 to prohibit or suspend or otherwise
control securities transactions: first, a power to discontinue or to suspend listing further to
s.77 FSMA 2000; second, a power suspend or prohibit an offer of transferable securities
to the public under s.87K FSMA 2000; third, a power to suspend or prohibit admission to
trading on a regulated market under s.87L FSMA 2000; and, fourth, a power to suspend
trading in a financial instrument on grounds of breach of the disclosure rules @tder s.
FSMA 2000.

Continuing obligations

There are a number of continuing obligations in relation to many aspects of the FSA
securities regulations. First, s.87A FSMA 2000 places a duty of disclosure in a prospectus
on those people responsible for its proiion and publication to enable an investor to
make an informed assessment of the investment opportunity presented by the securities
described in that prospecttfsSecondly, transparency obligations, as considered in
Chapter 14, relate to the obligationsposed on the issuer of securities and on investors
to notify the FSA ultimately about 6voting
company issuing the securities. In a sense this species of regulation is similar to the City
Code on Mergers andlakeovers (which is considered in Alastair HudsBecurities

Law, Chapter 20rakeoverkin that it seeks to track the ownership and control of public
companies. The aim of transparency obligations is to make the control of the company
transparent to thenvesting public. Thirdly, the Listing Rules create a number of rules
which can be understood as being continuing obligations: that listed securities must

L This gives effect in part to CARD as to shared as to debt securities.
2n relation to listing particulars there is a similar duty of disclosure in s.80 FSMA 2000.



continue to be admitted to trading on a regulated m&fkegt the securities must also

remain in pubc hands as to 25% of their numtf#éthat the company must comply with

the FSA Disclosure and Transparency Riilepecifically relating to the publication of

inside informatiori while its securities are listed;and that the company is required to

comply with the Model Code in the Listing Rules on a continuing &durthly, the

company is required to treat each of its shareholders equally, in accordance with the fifth

Listing Principle. Fifthly, by means of the regulation of market abuse, as caticext:

in this context, one of the most significant continuing obligations relates to the obligation

to disclose inside information under the Disclosure and Transparency Rules such that the

i ssuer must notify a recogmos ei0df dinpidside mat i on
information which Ad¥®rectly concerns the iss

Market abuse

The regulation of the use of inside information is a key feature of securities regulation.

The need to maintain the integrity of securities markets and to ermurest between

contracting parties in securities transactions are key goals of regulators and legislators

alike. The sources of regulation of market abuse in the UK are manifold. Such regulation

can be found in: the criminal law (as considered in reldtdnsider Dealing; the power

to impose civil penalties granted to the FSA (as considered in relatMartet Abuskg

the control of market abuse in the Code on Market Conduct contained in the FSA Market
Abuse Rul ebook, i n A MAKeovers @and mer@lees whee grigd at i on
sensitive information surrounding a possible bid abounds; and the Model Code in the

Listing Rules and the FSA Disclosure and Transparency Rules.

The FSA created the Code on Mar ket @onduct
Section 118 FSMA 2000 sets out the categories of behaviour which constitute market

abuse, and then MAR 1 provides detail as
categories. The three categories of market &
when a person is fidealing on the basis of [

i nf or nmawhénoan tsider discloses information to another person; and when a
person fails to observe proper market conduct when dealing with price sensitive
information whch is not in the public domain.

% isting Rules, 2.2.3R.

% | isting Rules, 6.1.19R

% Listing Rules, 9.2.6R.

% |isting Rules, 9.2.8R.

?"This will be satisfied if the issr acted as soon as was possible in the circumstance of factors which were

only gradually coming to light: Disclosure and Transparency Rules, Chap. 2, para, 2.2.2R. A short delay in
publication of the i nformatiodnarwiflyl tbhee ascicteupatta bolned :i fD
Transparency Rules, Chap. 2, para, 2.2.9G.

% Disclosure and Transparency Rules, Chap. 2, para, 2.2.1R.

2 MAR, 1.3.2(1)E.



Liability to pay compensation for untrue or misleading statements or omissions in a
prospectus

Persons responsible for the prospectus

The FSA Prospectus Rules provide for the categories of person who are deemed to be
responsible for the contents of a prospectus in relation to equity shares, warrants or
options to subscribe for equity shares, or other transferable securities of simild} kind.
Paraphrasing those categories from Prospectus Rules, para 8.th8Rssuerdirectors

and those authorising themselves to be named as responsible for the prospectus; Each
person who accepts responsibility for the prospectus; in relation to an offer, each person
who is a director of a body corporate making an offer of securitresglation to
applications for admission to trading, each person who is a director of a body corporate
making an offer of securities; and other persons who have authorised the contents of the
prospectus. It is possible for individuals, advisors or companiémit their liabilities by
refusing to accept responsibility for part or all of the particulars. Liability for losses
suffered by investors will therefore be borne by these people in the manner discussed
below.

Liability for damages for contraventioof a rule: s.150 FSMA 2000

There is a right to recover damages under s.150 FSMA 2000 in the following
circumstances: Al a] contravention by an aut
suit of a private person who suffers loss as a result ofadhecr aventi ono. Thi s
include matters covered by s.90, considered next.

Liability to pay compensation under s.90 FSMA 2000

Any person responsible for a prospectus is liable to pay compensation to a person who

has acquired securities to which th@spectus applies; and who suffered loss in respect

of them as a result of any untrue or misleading statement in the prospectus or as a result

of the omission from the prospectus which should have been included under the duty of
disclosure. A number ofedlences are then provided in Sch.10 to FSMA 2000 relating to

the defendantdés belief in the truth of the ¢
or a statement in an official publication, or relating to an attempt to publish a correction.

Liability for misrepresentations under the general law
Liability exists at common law for the tort of deceit, for the tort of negligence under

Hedley Byrne v Hellefor negligent misstatements, for fraudulent misrepresentation
under contract, and for negliganisstatement under contract. These heads of liability are

% prospectus Rules, para 5.5.3R.
3 Prospectus Rules, para 5.5.3R.

1C



considered in detail below, including analyses of the particular cases relating to offers of
securities. The old cases took the view that
tostateevetyhi ng with strict and scrupul ous accur
for rescission at common law was predicated on this principle: a principle which, it is
suggested, can be found in similar (if milder) form in the prospectus rules. Thus half

truths and ambiguous statements will attract liability at common law as much as outright

lies (albeit that the former may be negligent while the latter will be fraudulent). The

reader is referred to Chapter 24 Sécurities Lawfor a detailed consideration oaeh

head of claim.

Penalties

There are a variety of types of penalty for breaches of securities regulation. In relation to
listed securities, the penalties associated with cancellation and suspension of listing are
discussed in Chapter 15 of this bo@ensures of sponsors may be issued in relation to
listed securities; a company may be publicly or privately censured further to s.87M and
s.91 FSMA 2000. The principal provision governing penalties for breach of FSA
securities regulation is s.91 FSMA 20Q¢hich may open the company up to a fine and
may also open any director of the company who was knowingly concerned up to a breach
up to a fine. The appropriate penalties for breach are considered in the discussion of the
relevant obligations through Pdrof Securities Law

Criminal law

The criminal law relating to securities is principally concerned with market abuse in

relation to the criminal offences relating to insider dealing under Part V of the Criminal

Justice Act 1993 and the offences relgtio market manipulation under s.397 of FSMA

2000. There are three offences relating to insider dealing. In relation to insider dealing,

the principal focus of the offence in s.52(1) CJA 1993 is on individuals who deal in
Apr-afcfeect edo s mformationtwhiehstheyu gleanedy as an insider. The

second offence relates to encouraging others to deal ingifexted securities. The third

offence relates to disclosing inside information. There are then a range of defences to

these offences. In relath to market manipulation, the activities which constitute these

of fences are where a person makes a stateme
be misleading, false or *bewher@apersomcréattsaa mat e
false or misleaitig impression as to the markét.

Under the criminal law there are also offences relevant to securities transactions under
various provisions of the Theft Acts and the Fraud Act 2006; as well as the offences
which are created under FSMA 2000 of relevatesecurities transactions, dealing
severally with the restriction on financial promotion, the publication of prospectuses and
so forth.

%2 Financial Services and MariseAct 2000, s.397(1)(a).
¥ Financial Services and Markets Act 2000, s.397(3).
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Allotment of shares

There is a detailed code dealing with the rules on allotment of shares. The provisions
concemng directorsé authority to all ot shares
s.549 CA 2006. That provision is expressed as a general prohibition on the allotment of

shares or the grant of rights to subscribe for shares, with exceptions peritt#ing

allotment of shares or the grant of rights to subscribe for shares. Those exceptions then

grant different rights for the directors to allot securities in relation to different forms of
company if, for example, there are appropriate powers in the cgmpan const i t ut i c
documents. The allotment code contains a right for existing shareholderseshjptien

such that voting power and the proportion
companyo6s equity cannot be dil wtegistingwi t hout
shareholders. There are also important controls on the way in which payment can be

made for shares, with the aim being to prevent shares being issued at a reduced
consideration in a way which would alter the composition of the shareholdings in t

issuing company without increasing the size of its equity capital to the same extent. The

detail of these rules is beyond the scope of this course.

12



CHAPTER 1.

INTRODUCTION

Securities law within the law more generally
The components of securities law: securities regulation and the general law

ASecurities lawo is a fusion of securities reg
securities transactions, and of the general law of England and Wales as it relates to

securities transactions. It is a topic which | discussed in detail in my book Securities

Law.3* Securities law is part of the law of finance in that the general principles

underpinning financial services regulation in the UK also underpin securities regulation.

There are then regulations which deal specifically with securities, which are referred to
here as securities regulation. Therefore, securities regulation can be thought of as a sub-
set of financial regulation in that it is governed, first, by general financial regulation and,
secondly, specifically by securities regulation. Securities regulation is a system of rules
derived ultimately from a group of EC securities directives which govern the manner in
which securities may be offered to the public or admitted to trading on regulated markets
in the European Union, and the information which must be provided by the issuer and its
professional advisors at the time of issue and on a continuing basis thereafter.

These principles create fisecuriti estyimeachul ati ono
member state of the European Union is responsible for the regulation of offers of

securities to the public in the manner described below. Securities regulation can

therefore be thought of as a tier of regulation which takes the general principles of

financial regulation and applies them in a particular context, in common with regulations

which have been prepared specifically for the context of securities transactions.

Securities law is not only made up of securities regulation, however, but rather is also
comprised of the general law of England and Wales, principally contract law, tort law and
equity, and also some statutes enacted specifically to deal with securities transactions
(such as the criminalisation of insider dealing by the Criminal Justice Act 1993). Of
course, the bulk of the general law does not deal with securities transactions specifically,
and therefore the concepts of general law must be translated to the securities law
context as with any other contextual analysis of English law.*® Nevertheless, there are
aspects of private law liability which are specific to securities business, having been
created by the Financi al Service¥ and Markets Ac

3 Alastair HudsonSecurities LawSweet & Maxwell, 2008), 912pp.

% Securities regulation, however, as distinct from the general law relating to securities, applies icethe ent
United Kingdom as a result of its derivation from the law of the European Union.

% For example, .90 and s.90A FSMA 2000.
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CHAPTER 2.

THE fi AMFALUSSYO PROCESS

There was a perception in the EEC (as it then was) that a large obstacle to the economic
development of the Community was the absence of a single market for capital. In many
European countries, companies relied almost primarily on bank debt for economic
activity and there was a comparative lack of finance being raised through the issue of
securities. Therefore, the Community sought to develop a single market for capital by
breaking down the barriers between Member States. The beginnings of a serious
legislative movement towards the modernisation of securities regulations in the

Community can be identified in the Investment Services Directive of 1993% ( i | $¥but ) |,

the ISD could not keep pace with the rate of change in securities markets and so quickly
went out of date. Market practice since the passage of the ISD in 1993 saw an explosion
in the electronic trading of securities, great developments in trading platforms operated
off-exchange, the growth of over-the-counter derivatives and securitisation products, and
a large number of securities-related corporate governance scandals. Consequently, the
markets changed rapidly very soon after the implementation of the ISD.*® It required the
Financial Services Ac t“toreinviforate the l€gisliatiSetagenda.
The principal concern was that the lethargy in the production of adequate, harmonised
securities regulation across the EEC was due in the part to the slowness with which
directives were produced when compared to the pace of change in the securities
markets themselves.

of

In the wake of the FSAP, theso-cal |l ed ACommi ttee of Wi s e

central banker Baron Alexandre Lamfalussy, produced its final report in February 2001

1999

Me n O,

(generally known as f‘ twhch, intermaliaa suggested a Reevp or t 0)

methodology for the creation of EC directives in the securities field. The Lamfalussy
process is at the heart of modern securities regulation in the EU, and created what was
become known as the Lamfalussy methodology for enacting securities regulation in the
EU in the future. This new methodology is comprised of four levels of legislation: namely
framework principles, implementing measures, cooperation, and enforcement. The key
to this methodology was to simplify the principal legislation in the form of high-level
directives which set out the general, framework principles on which the regulation is
based, and then the inclusion of the more detailed principles in Technical Regulations to
be published by the Commission.

The first level identifies framework principles which are to be provided in the securities
directives and the second level leaves it to the Commission to create implementing
measures and detailed regulations dealing with more technical matters. It is expected
that, unlike the rapid ossification of the purposes underlying the ISD of 1993, in the

%" Directive 93/22/EEC ([1993] OJ L141/27).

¥ This directivehas since been supersededhmMarketsin Financiallnstrumentdirective 2004.
% This directive has now been displaced by MiFID, as implemented in 2007.

“0COM (1999) 232.

“ Named after the Baron Lamfalussy who chaired this committee.
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future directives could respond more nimbly to changes in market practice without the
need for root-and-branch reform; unlike the old style of directive before the Lamfalussy
process was created which was comprised of more detailed rules which were
susceptible to going out of date more quickly. The third tier of legislation encapsulates
guidance from the Committee of European
to ensure uniform implementation of the framework principles and the technical material
by the competent authorities of each Member State. CESR is a committee comprised of
central bankers who are able to talk to market conditions at any given time and therefore
to guide the policy of the EU more accurately. The fourth tier of regulation is an
enforcement mechanism which is effected by the Commission. Co-operation between
regulators across the EU then ensures even enforcement across the EU.

1t
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CHAPTER 3.

EC SECURITIES REGULATION

The policy underpinning EC securities regulation

The securities directives have developed the following principal policy objectives. First,
the creation of efficient markets so that companies are able to access liquid capital by
means of issuing securities and so that there are securities markets available to
investors. Secondly, to ensure investor protection in these securities markets. This
second policy has not been dealt with as well by European legislation at present in
relation, for example, to conduct of business regulation: consequently, it has frequently
been a matter for regulation by the competent authorities of member states. However,
the implementation of t he Mar kets in Financial MFD8) rument s
promises to prompt seismic changes in conduct of business regulation across the EU,
even in jurisdictions such as the UK in which conduct of business had previously been
rigorously provided for in FSA regulation.

These policy objectives are based on two assumptions. First, a perception that the
securities markets in the EU are too fragmented. Secondly, a determination embodied in
the Financial Services Action Plan that the different strands of securities regulation
practised previously in each separate Member State across the EU required
harmonisation. What is at issue is the manner in which this objective of harmonisation
has been pursued. Let us be clear about what it does not mean. The general law which
may affect securities markets i such as contract law, tort law, fiduciary law, and so forth
T is not to be harmonised: therefore, the contract law of each Member State will remain
idiosyncratically the contract law of each Member State, and so on. Rather, it is the
regulation of securities by the competent regulatory authority of each Member State
which is to be harmonised; and other issues i such as the criminalisation of insider
dealing and the provision of a right to compensation in certain circumstances i which
have been required by EC directives. In relation to those matters which are to be
harmonised, however, there are questions as to the extent to which there has actually
been any harmonisation at all. This question requires a little attention.

The word fiharmoni zationd could mean eitfher fAequ:
the securities regulation of each Member State exactly the same; or merely
Afapproxi mati ono, in the sense of bringing thos
without needing to make them identical. The EU
through the establishment of minimum standards of regulation across the EU precisely
because the securities directives grant Member States the power to create more
stringent rules than are contained in the directives. However, with the detail of the
Commi s s i o nidals Regllations it is not only at the framework level that EC
securities regulation has been brought closer together across the EU. In the

Consolidated Admi ssion and Reporting Directive
promot e -otrhdei nfeoft theosacarities laws of member states, as opposed to
requiring their Aharmonisationd. The municipal [

states requires the implementation of minimum standards, as opposed to the

1€



equalization of standards. Thus CARD®O s i mpl ementation takes acco
di fferences in the structures o*fsosasetcanabiet i es mar
me mber states to take into account fany specif
conf r &nared 6 s erdirfatom should first be limited to the establishment of
mi ni mum c o*hThé meéansnby avhich the competent authorities of Member

St ates gi ve effect t o t he Transparency Obl i ga
requirements more stringe n tDirectivea™nThid processeof | ai d do v
i mposing more stringent requirements is known

pl atingo.

Passporting issues of securities

Rather than require that all securities regulations across the EU are equal, what has

been provided for instead in the securities directives is that an issue of securities which

has been authorised for admission to listing in one Member State can automatically be

admitted to listing in any other Member State. In the jargon, this is known as granting

that i ssue a Apassporto to be i ssued Thisshasof ri ght
become the key means by which a single market for securities is to be effected, by

permitting a security authorised in one jurisdiction to be effectively authorised in another

jurisdiction; although this is not the same as having a single market for securities which

operates identically in all jurisdictions. Thus, the distinction between the laws of different

Member States remains, although their securities regulations are required to have the

s ame mi ni mum standards. Equally, -ptlhaet e@bitlhietiyr
regulations means that admission to trading in one jurisdiction may be demanding than

admission to trading in another jurisdiction. Significantly, however, no discrimination can

be permitted between the way in which any given jurisdiction deals with applications for

authorisation between issues originating in its own jurisdiction or issues seeking to be

passported from another jurisdiction.

The macroeconomic policy underpinning securities regulation; and the importance of
information

Securities regulation in the EU is based on macroeconomic objectives to do with the
development of a viable, single market for securities which is understood by potential
investors as protecting their interests. The enthusiasm for a single capital market is itself
predicated on a perception that a viable, liquid market for capital without obstacles will
encourage economic activity. These underlying assumptions are made clear in the
directives. For example, in the first recital to the Transparency Obligations Directive
provides that:

OEf ficient, transparent and integrated secur
single market ¢é foster gr aletcatona caditalpmmb cr eat i
by reducing costs. The disclosure of accurate, comprehensive and timely

information é builds sustained i nvestor con

“2CARD, recital 5.

“ Ibid.

**CARD, recital 6.

“5 Transparency Obligations Directive, a#(1).
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assessment of their business performance and assets. This enhances both
investorprot ecti on and mar ket efficiency. o

These goals are to be achieved by means of 6ét
regul ar f | ow * elilst comhumicating wiih tnvestars who own shares with

voting rights about c h an g edingsi The requiementdamp any 0 s r
proper information to be provided to investors is considered in Chapter 40 Prospectuses

and transparency obligations in relation respectively to the regulatory requirement that a

prospectus in approved form accompanies any issue of securities (so that minimum

levels of information are made available to the market) and to the requirement that

issuing companies make enough information known to the market as to who owns
controlling interests in | tast i oeouroift ireesg.ullatt iio:s
with these species of information that it is expected that an appropriate level of

protection of those investors can be maintained.*” The removal of barriers within and

between Member States relating to issues of securities is to be effected by displacing

national rules with Community-wide rules.*®

The six EC Directives relating to securities

There are six EC Directives which are of relevance to public issues of securities. First,
the Consolidated Admission and Reporting Directive of 2001*° which consolidates, as its
name suggests, the principles in an earlier slew of directives. Secondly, the Prospectus
Directive®® which was implemented by means of the new listing rule arrangements
effected by the FSA as of 1% July 2005. Thirdly, the Transparency Directive®* which was
implemented in the UK in 2007 by Part 43 of the Companies Act 2006. These three
directives are referred tems Oheraen da sarteh ec ofnssea adwerrietdi
in turn in the following sections. The two other directives relate to financial matters more
generally but they have great bearing on securities markets. Fourthly, then, is the Market
Abuse Directive, dealing with inside information and so forth, implemented in 2005; and,
fifthly, the International Accounting Standards Directive, implemented in 2005 relating to
the form of accounting information provided by companies. Finally, MiFID governs the
whole of financial services activity. It would worthwhile first to consider the development
in principle of the EC legislation in this context, given that the recent directives were
developed as a result of recent policy developments.> Each directive is considered in
turn.

The Consolidated Admissions and Reporting Directive

The structure of CARD

“® Transparency Obligations Directive, recital 2.

" Transparency Obligations Directive, recital 5.

“8 Transparency Obligations Directive, recital 9.

“9 Council Dir. No. 2001/34/EC.

* Directive 2003/71/EC (2003 OJ L 345).

> Directive 2004/109/EC (20040 390).

*2See N MoloneyEC Securities Regulatiaf©xford University Press, 2002);53.
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The Consolidated Admissions and Reporting Directive®®* ( i CARD 0 ) consolidated
earlier Ailisting directiveso. CARD itself has
securities directives.> Not all issues of securities are covered by CARD. Rather, CARD
islimtedtofiadmi ssion to official *lasepposedtp private a st oc k
offerings or issues of securities in general terms outside the official list.

The co-ordination objective

CARD takes account of Apresent d ied rhaeketeimces i n t
Me mber tsant eassO t o enabl e member states to take

situations with which *tThheuys -omilasgtion tslouldcfisinbier ont e d o .

limited to the establ i s ff soahereis oofobjettivenmakingall condi t i
laws the same, but rather ensuring that they are based on a minimum level of regulation

in all Member States that would permit the movement of approvals to be passported in

ti me between Member States. The dsercal ivegnimesntcod
of national regulatory rules,”®t hr ough a fAfirst stepod which |l ed t
and the Transparency Directive. One of the principal misalignments between different

nati onal systems of securiti éosinves®rgrotecidninons ar e
those different codes. CARD is intended to elim

national] rules and regulations witho'dt necessar

The detailed policies: passporting and investor protection in CARD

There are two underlying policies in CARD beyond the coordination of laws. First, mutual

recognition in al/l member states of any author
home member state®* Thi s is the fpass pourtiedwhighremahlésead t o suc
security admitted to listing in member state x to be admitted to listing as a result in

member state . Secondl vy, ito ensur e t hat sufficient

i nv e s’ ®he spiovision of information is to be achieved by making accounts
available, principally by means of making annual reports and other information available
to investors, with some exceptions in relation to debentures.

There were three results which were expected to flow from the implementation of CARD.
First, the improvement of investor protection. This was intended principally to arise from
issuers being required to make information available to investors. Secondly, an increase
in investor confidence, principally by virtue of requiring issuers of listed securities to bear
continuing obligations to provide identified classes of information to the investing public
and so reassuring investors about the efficacy of the information available to them.
Thirdly, ensuring that securities markets function correctly. As for the more general

#2001/ 34/ EC. Hereafter HACARDOS.

> Principally 2003/6/EC, 2003/71/EC, 2004/109/EC, and 2005/1/EC, as considered in the text to follow.
> CARD, art. 1(a) and art.2.

58 CARD, recital 5.

" Ibid.

%8 CARD, recital 6.

* CARD, recital 7.

%0 CARD, recitals 9 to 11.

1 CARD, recital 13.

2 CARD, recital 21.
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viability of the mooted pan-European market in securities, CARD provides that its

expectation fAby making [investor] protection mor

policy at community level is likely to make for greater interr-penetr ati ono
markets.®® That is, by generating a greater equivalence between national securities
regulations it is hoped that issuers and investors will be prepared to act across borders
within the EU.

The detailed provisions of CARD still in effect in relation to admission of securities to
official listing are discussed in detail in chapter 38.%

The Prospectus Directive
The general purpose behind the Prospectus Directive 2003

The Prospectus Directive is concerned with the approval of a prospectus by the
competent authority in any given Member State prior to the admission of securities to
listing and to the admission of securities to trading on a regulated market. The
Prospectus Directive creates the core principles on which the FSA Prospectus Rules are
based. The Prospectus Directive was implemented in the United Kingdom by
amendment to the FSMA 2000, which was done by means of a statutory instrument

of sec

known as the AProspectus Regul ations 2@0506, and

Rules. The FSA Prospectus Rules also implemented the Commission technical
regulations in relation to this Directive.

In short the Prospectus Directive furthers the over-arching policy objective of creating a
single internal market for the EU.® Thedirect i ve6s particul ar

earlier directives and to replace those earlier directives so as to achieve the single
passport for securities issues.®® The rules relating to the requirement for and publication
of prospectuses are concerned with the minimum contents of the prospectus which is to
be published when securities are to be offered to the public or are to be admitted to
trading on a recognised exchange, to facilitate the mutual recognition of prospectuses so
that issues of securities can be offered to the investing public across the EU, and thus to
facilitate the creation of a viable Europe-wide securities market with (as the bureaucratic

objectiwv

met aphor has it) Afdeep, l iquid pools of capital
outline below.

The single passport regime within the Prospectus Directive

The Prospectus Directive® was as an fAinstrument essenti al t o
internal mar ket o as part of the Risk Capital Ac

market is to be effected in part by the provision of a single passport to each issue of
securities so that its authorisation by the competent authority in one member state shall

3 CARD, recital 32.
% See para 1D3.

% pD, recital (4).

5 pD, recital (1).
672003/71/EC.
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be recognised in all other member states.®®* The ficountry of origino prir
below, has the effect that, in relation to an offer of securities which is to be made across

borders within the EU, the regulator from the
best placed to regulate that issue.®

The definition of urheiepwblic offer of sec

Among the problems identified by the Lamfalussy Report which are addressed by the
Prospectus Directive is the | ack of a common ¢
securitieso d°c The dlisective falso eltbmpasses a wider scope of
Asceur i ti eso than hi-settled rsécurities gemerally,ucdveredgwar@mrss h
and non-equity securities. The requirement that the securities are intended to be
admitted to trading on a regulated market may cover issues of securities which are not
intended to be offered to the public. Thus, even a private placement of shares will fall
within the requirements of the directive if those shares are to be admitted to trading on a
regulated market. This is a significant broadening of the principles contained in the
previous listing regime because it is not concerned solely with issues offered to the
public generally but rather it is concerned to protect the integrity of all regulated markets
whether or not the securities are not offered to the public initially.

The publication requirements under the Prospectus Directive

A prospectus must be approved and published before an offer is made to the public or
before a request is made to admit securities to trading on a regulated market. These
requirements are considered below.

Enhancement of investor protection under the Prospectus Directive

The provision of sufficient and suitable information for investors is a key plank of investor
protection under the Prospectus Di riselosurd v e. The
obligationdo to make fdAreliable informationd avai
life of the security.”" The bulk of the Prospectus Directive is therefore concerned to

sculpt the best means for the preparation and publication of suitable prospectuses. To

achieve this end the directive borrows from the I0OSCO standards in an effort to give

effect to fibest pract i &&heprocedoresEoCthesaetionsationt i es mar |
of a prospectus, and the time limits within which those procedures are to be performed,

are set out in the directive. Differences of detail between national laws are permitted

provided that they do not discriminate between issuers. It is anticipated, however, that

such #dAdifferences shoul d gbetheel imilneas ed by hahn
adequate degree of equivalence of the safeguards [for investor protection by means of]
provision of informationo.

®pProspectus Diitadktive (APDO), rec
8 pp, recital 14.

pp, recital 5.

L pD, recital 27.

2pp, recital 22.

pD, recital 30.
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The policy underpinning the Commi ssionds technic

The Prospectus Directive a provides a list of principles which are to guide the
preparation of the Commi ssionds technical regul e

6t he need to ensure confidence in financi al I
- the need to provide investors with a wide range of competing investment

opportunities and a level of disclosure and protection tailored to their

circumstances;

- the need to ensure that independent regulatory authorities enforce the rules

consistently, especially as regards the fight against white collar crime;

-theneed for a high | evel of transparency ¢é;

- the need to encourage innovation in financial markets if they are to be dynamic

and efficient;

- the need to ensure systemic stability of the financial system by close and

reactive monitoring of financial innovation;

- the importance of reducing the cost of, and increasing access to, capital;

- the need to balance, on a long-term basis, the costs and benefits to market
participants é of any i mplementing measur es;
- the need to foster the international competitivene s s of t he Communi t
financial markets without prejudice to a much-needed extension of international

cooperation;

- the need to achieve a level playing field for all market participants by

establishing Community legislation every time it is appropriate;

- the need to respect differences in national financial markets where these do not

unduly impinge on the coherence of the single market;

- the need to ensure coherence with other Community legislation in this area, as

imbalances in information and a lack of transparency may jeopardise the
operation of the markets and above™all harm

This statement of principle is a development peculiar to the more recent generation of
financial legislation in the EU. Four features are worthy of note. First, there are
prudential objectives to maintain the financial system and to ensure investor protection.
Secondly, there are commercial objectives to make access to capital cheaper and easier
by evening out some of the key differences between financial regulation in various
member states. Thirdly, to dilute the earlier objective of harmonising regulation across
the EU and instead to move towards it gradually by first recognising valid differences
between securities markets in various member states and then, in effect | would
suggest, by removing the obstacles to future harmonisation. Fourthly, a genuinely
European identity is observable in the determination to ensure the competitiveness of
the Communityés financi al mankeyédsandl eowi ebhpact
context of international regulatory initiatives.

The continuing importance of domestic law

" pD, recital 41.
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Sanctions for breach of these regulations are to be provided by means of municipal
substantive law and regulation, rather than by some European mechanism.” Similarly, it
is a requirement that there be appeal from any decision of a national, regulatory
authority within nati onal | aw, and that
decisions.” Thus, it is clear that it is a question for national law as to what exactly
happens once there has been a breach of any regulatory principle, let alone in relation to
any claim for compensation any loss suffered by reference to the municipal law of that
member state.

The Transparency Obligations Directive
The general principles underpinning the Transparency Obligations Directive

The Transparency Obligations Directive was implemented in the UK by Part 43 of the
Compani es Act 2006 and by means of t h
Transpar ency FRAHaedbobk.’t The Trahsparency Obligations Directive is
concerned primarily with the provision of sufficient information to investors in the
securities markets. I't is expected thamnt
information is made available to the public so that nothing is opaque or obscure. As the
Directive provides:

e

t her e

i ntr o

mar ket s

0This Directive establishes requirements in

and ongoing information about issuers whose securities are already admitted to

trading on a regulated market sit®ated or op

The Transparency Obligations Directive is concerned with the disclosure of information
in relation to securities which have already been issued and therefore with obligations to
maintain levels of information affecting the securities after issue. Much of the directive,
as is discussed below, is concerned with the provision of appropriate forms of financial
information and with information on an on-going basis about the voting control of the
issuing entity.

Obligations to publish information under the Transparency Obligations Directive

The Transparency Obligations Directive imposes obligations on issuers of securities and
on other i per s on s blish asvarietyn of itypels efdinfotmationpsa that
prospective investors in those securities will be able to make informed decisions based
on this statutorily-defined minimum amount of information. That information falls broadly
into two types: financial information and information about shareholdings in the issuer.
Issuers are obliged to publish annual financial reports and half-yearly financial reports
(the latter containing a condensed set of financial statements, an interim management
report and similar statements) so that there is more timely and more reliable information
available to the investing public, so that the information given constitutes a true and fair

>PD, recital 43.

°PD, recital 44.

" Transparency Obligations Directive, art. 31(1).
8 Transparency Obligations Directive, art. 1.
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view of the state of the issuer.”” The Member States are then obliged to ensure that
those responsible people are suitably liable within the private law of their municipal legal
systems. Secondly, information relating to changes in major shareholdings in the issuer
are to be included in the material which must be made known to the public;*® in particular
changes in voteholder control which cross a series of statutorily defined thresholds.

Implementation of the policies underpinning the Transparency Obligations Directive in
Member Staplatiidfigold

The means by which the competent authorities of Member States give effect to this
Directive can be fisubject to requirements more
Directive.® However, it is important to note that it
Member Stated that t he mpasanpoectswingent requirenhents; i ty may
by contrast if that competent authority is dealing with an issue of securities which has

already been authorised by the competent authority of another Member State (so that

that competent authoritgoisather Athloan Membme Heé
then the competent authority of the host Member State may not impose more stringent

requirements on those securities which have been authorised elsewhere.®?

MiFID and trading on regulated markets

The effect of the Mar ket s in Financi al Il nstruments Direct
competition between forums for trading in securities between recognised exchanges,
multilateral trading platforms and®Aspagofacti viti

the drift towards this broadening of securities markets across the European Union, the

regulation of securities markets is now focused on any securities which are traded on

Aregul ated marketso and not simply on |isted s
each jurisdiction is maintained by each competent authority. Consequently, a prospectus

is now required whenever securities are to be traded on a regulated market, even if

there is no security being offered to the public: which would previously have been the

requirement for the publication of regulated documentation to accompany the securities

issue.

" Transpaency Obligations Directive, art. 4.

8 Transparency Obligations Directive, art. 9.

8 Transparency Obligations Directive, art. 4(1).
8 Transparency Obligations Directive, art. 4(2).
8 See para .
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CHAPTER 4.

PROSPECTUSES

THE IMPORTANCE OF INFORMATION

Information is key to securities markets. Both professional and lay investors rely on
information about companies in which they may seek to invest i especially information
relating to their prospects, their businesses, market sentiment about their markets, and
so forth T and therefore securities regulation focuses in large part on the regulation of
information. The principal means by which securities law has always sought to regulate
the issue of securities is by requiring that suitable amounts of information are given to
investors in the form of a prospectus. Prospectuses have long been a feature of dealings
in shares and other securities. Even the old nineteenth common law dealt with
statements in prospectuses. The case law has since been replaced by formal regulation
by the Financi al Services Authority (AFSAO) as
need to keep the investor community appraised of updated information relating to that
prospectus, as considered below.

Information is also important, as considered later in these materials, in relation to
transparency obligations after the securities have been issued and in relation to insider
dealing. Also of great importance in relation to information is the criminal law prohibiting
insider dealing and market abuse, considered below.

PROSPECTUSES
The fundamental principles of the regulation of prospectuses
The prospectus as the principal means of providing information to investors

Securities law is concerned with the provision of enough of the right sorts of information
to the investing public to enable potential investors to make informed decisions about
their investments. It does not seek to protect investors against the possibility of loss; nor
does it seek to protect investors against their own folly. Instead having sufficient
information to make an informed decision places the onus for making investment
decisions onto the investor. The principal means by which information is provided to
investors is by a prospectus; or on certain occasions in relation to expert investors by
means of a document known as #fAli sterwgwillparti cul
concentrate on the more important regime dealing with prospectuses). The Prospectus
Directive of 2003%* is the securities directive which set out the high-level principles
governing the regulation of prospectuses. The regime which it created applies to offers

842003/71/EC.
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of transferable securities to the public and to applications for admission of securities to
trading on a regulated market.

The new regime of prospectus regulation under the Prospectus Regulations 2005

In 2005 the UK Prospectus Regulations®® implemented the EC Prospectus Directive by
means of amending existing sections of Part 6 of FSMA 2000 and also by introducing
new sections to that Part 6 . The UK Pr
Regul ations 20050) r e pfeSaclritied ReguiationsP1ad5 (witich
had previously dealt with unlisted securities) and also repealed the Financial Services
and Markets Act 2000 (Official Listing of Securities) Order 2001°" (which had previously
dealt with offers of listed securities). The Prospectus Regulations 2005 completely
changed the manner in which prospectus material is to be prepared and the legal
principles governing prospectuses, as required by the EC Prospectus Directive. Before
the Prospectus Regulations 2005 were introduced, it had been important to know
whether securities were to be listed on the Official List or were to be unlisted so that one
could identify which regulatory code would deal with those securities.

Instead, after July 2005 for the purposes of prospectus regulation, as a result of the
Prospectus Regulations 2005 it is now important to know whether securities are to be
offered to the public, or whether they are to be the subject of a request for admission to
trading on a regulated market; or alternatively whether the offer falls outside either of
these categories, or is an exempt offer under the prospectus regulations. These
categories of offer of securities will be considered below. (The only sense in which it is
now important to know whether securities are listed or unlisted is so that one can know
whether or not the FSA Listing Rules will apply to those securities.)

The principles of the FSA Prospectus Rules
The genesis of the Prospectus Rules

The detailed regulation of prospectuses generally is set out in the FSA Prospectus Rules
(Athe Prospectus Rul e s BSAHandbedk arfd which arenong af
the key parts of securities regulation in the UK. The Prospectus Rules were created by
the FSA under powers granted to it by s.84 of FSMA 2000. The bulk of the Prospectus
Rules is made wup of the provisions of
fleshes out the detail of the high-level principles in the Prospectus Directive 2003, in line
with the Lamfalussy methodology for securities regulation.

The applicability of the Prospectus Rules beyond listed securities
For the regulations relating to prospectuses to apply the securities in question do not

have to be admitted to the Official List nor do they have to be the subject of an
application for admission to the Official List. It is sufficient for a prospectus to be

% 5.1. 2005/1433.

5s.1. 1995/1537

87.5.1. 2001/®58. Also revoked are the Financial Services and Markets Act 2000 (Official Listing of
Securities) Regulations 2001 (S.I. 2001/2956).
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required, and thus for the regulations dealing with prospectuses to apply, that those
securities are the subject of a request for admission to trading on a regulated market.
The effect of requiring prospectuses to be prepared and published in an approved form
in relation to any securities which are the subject of an application for admission to
trading on a regulated market is that the prospectus regulations will now apply even to
such offers which would previously have been exempted from the need for a prospectus.

The amount of professional work which is bound up with the preparation of a prospectus
T involving lawyers, accountants, investment bankers, and others i is enormous and the
costs are therefore commensurately high. The prospectus regulations are both detailed
and yet also governed by high-level principles of disclosure and integrity, with extensive
obligations to pay compensation for any loss suffered as a result of an untrue or
misleading statement in the prospectus.®® Consequently, the widening of the ambit of
prospectus regulation across the EU in 2005 (with the implementation of the Prospectus
Directive) has increased the costs associated with various kinds of securities issues
which were previously exempt from this sort of regulatory scrutiny.

What is a prospectus?

A prospectus, broadly defined, is a document which makes prescribed forms of
information about securities and about their issuer available to the investing public. That
prospectus will therefore constitute a series of representations on which purchasers of
those securities will rely when making the decision whether or not to acquire them. The
prospectus is therefore the root of any contract for the acquisition of securities, and
consequently the approach of securities regulation in this context has been to prescribe
the minimum contents of a prospectus for certain types of issuer and for certain types of
security, and to demand the continued accuracy of that prospectus during its lifetime so
that the investing public is provided with sufficient, appropriate material with which to
make informed investment decisions. This section, then, considers both the
requirements for a prospectus, the circumstances in which a prospectus will not be
required, the continuing obligations associated with prospectuses and the required
contents of such a prospectus.

That this section only considers offers of transferable securities to the public or requests
for admission of securities to trading on a regulated market

The regulations considered here relate only to an offer of transferable securities to the
public® or a request for admission of securities to trading on a regulated market™. The

8 Financial Services and Markets Act 2000, s.90.

¥The old definition of fiprospeguiursed itnhed hef fCormptam i lees
subscri pti onGoavernmentiStockhandsOghér Seclrities Investment Co Ltd v. Christopher

[1956] 1 W.L.R. 23Mynn-Parry J. interpreted that definition as being inapplicable to a circular by-a take

over biddertoth¢ ar get companydés sharehol ders offering shares
exchange for shares in the target c onf@asteywerel t was not
by then unissueRe VGM Holdings Lt{{1942] Ch. 235norwasita of f er f or MfAsubscription
taken to connote taking shares for cémmwhich seérnison v. Smitl{1889) 41 Ch.D. 348, andhicago

Ry.Terminal Elevator Co. v. IR@986) 75 L.T. 157 anBrown v. IRG(1900) 84 L.T. 71; but compare

Akierhelm vDe Mare[1959] A.C. 789 (PC), anBroken Hill Proprietary Co. Ltd v. Bell Resources Ltd

(1984) 8 A.C.L.R. 609.

% Financial Services and Markets Act 2000, s.85(1).
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exemptions from this code are considered below. It is important to note that an offer
which is not made to the public or which does not involve a request for admission of
securities to trading on a regulated market will not fall within these regulations.

THE EXTENT OF THE REQUIREMENT FOR A PROSPECTUS

Offers of transferable securities require the publication of an approved
prospectus: s.85(1) FSMA 2000

The first head of liability under s.85 FSMA 2000

It is a criminal offence to fail to have a prospectus approved and to publish it in the
following circumstances set out by s.85 of FSMA 2000. The first offence deals with the
making of offers to the public without a prospectus relating to that offer having been
approved first, under s.85(1) of FSMA 2000:

ol t i s unl awf ulcurifiese to which ¢his subseatian kappkes te be

offered to the public in the United Kingdom unless an approved prospectus has

been made available to the public before the
Thus, a prospectus mu st be appr ov dcdbefaen d fimade
transferable securities are offered to that publ
context” imeans anything which is a transferable s
investment services directive®, other than money-market instruments for the purposes
of that directive which have °HomeverSchiltAy of | es

FSMA 2000 provides for a variety of categories of exempt instruments which would
otherwise be transferable securities but which are excluded from the ambit of
fitransferable securitiesodo for the purposes of s.

Requests for admission to trading on aregulated market require a prospectus

Section 85(2) of FSMA 2000 sets out a second criminal offence, which may also give
rise to a civil liability to compensate for loss, in the following terms:

ol t is unl awful to request the admission of
subsection applies to trading on a regulated market situated or operating in the

United Kingdom unless an approved prospectus has been made available to the

public before the request is made. 0

This second offence, then, relates to the admission to listing on any regulated market,
not necessarily the official list and not necessarily in conjunction with an offer as
considered in s.85(1). The term fAtransferable

! Financial Services and Markets Act 2000, s.85(2).

2 Financial Services and Markets Act 208.102A(1), referring to all provisions in Part VI of that Act.

®This directive is due to be replaced by the Markets
UK with effect from £ November 2007.

% Financial Services and Markets Act 2000,02A(3).
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transferable securities except for units in an open-ended investment scheme, non-equity
transferable securities issued by a public body in an EEA state, shares in the capital
bank of an EEA state, securities guaranteed by a public body in an EEA state, non-
equity transferable securities issued in a repeated manner by a credit institution®®, and
non-fungible shares of capital intended to provide a right in immoveable property which
cannot be sold without giving up that right.*® Notably, it is not a requirement that
securities have already been admitted to trading on that regulated market: rather, it is
sufficient that a request for their admission has been made.

Private law liability further to s.85 FSMA 2000

Breach of the duties implied by s.85 of FSMA 2000 (as considered above) create an
action to recover compensation for loss suffered as a result of a breach of s.85. The
nature of the private law liability which might arise further to s.85 FSMA 2000 is
expressed in s.85(4) FSMA 2000 in the following terms:

6A contravention of subsection (1) or (2) is
suffers loss as a result of the contravention, subject to the defences and other
incidents applying to actions for breach of

A person who commits a breach of statutory duty which causes another person loss will
be liable in tort for damages.”” The tort of f@Abreach of°wi#itatutory
render the defendant liable for damages.*® The source of the claim is the loss suffered

ffas a result of 0 the contravention of s. 85 t hat
s.85.

Exemptions and exclusions from the prospectus regulations

Matters excluded from being offers of transferable securities under s.85 FSMA 2000

Schedule 11A to the FSMA 2000 provides for three categories of securities which are
excluded from the ambit of the term Atransfera

offence committed under s.85(1) of FSMA 2000. The first category relates primarily to
government and similar securities.’® The second category relates to securities in not-

% Which are not subordinate, convertible or exchangeable.

% Financial Services and Markets Act 2000, Sch. 11A.

9" Groves v Lord Wimborng898] 2 QB 402X (minors) v Bedfordshire County Counfdi®95] 2 A.C.

633,06 Rour ke v [®88mnden LBC

% X (minors) v Bedfordshire County CounfiiB95] 2 A.C. 633. See generalBlerk & Lindsell on Torts

Sweet & Maxwell, 18 ed., 2006, para-96 et seq

9 Cutler v Wandsworth Stadium L{949] A.C. 398.

1% Financial Services and Markets Act 2000, s.85(5)g)supplied by Financial Services and Markets Act

2000, Sch.11A Thwus, the term Atransferable securitiesodo in t
to: units in a collective investment scheme; {eguity, transferable securities issued bygheernment or

local authorities in an EEA State, or by the European Central Bank, or the central bank of an EEA State;

shares in the share capital of the central bank of an EEA State; transferable securities which are irrevocably

and unconditionally guaréeed by the government or a local or regional authority of an EEA State. Also
excluded from the definition of -équitytmansiefaele abl e secur it
securities which are fiissued innastddnttiimnduonor hree goe
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for-profit organisations.’® The third category then divides between two further types of
security which do not constitute itransferable securit
prospectus rules.'%?

Exemptions from the requirement for a prospectus

The exemptions from liability for failure to make available an approved prospectus in

relation to the offences in section 85 are provided in section 86 of FSMA 2000.** There

is no contravention of s.85 in any of these circumstances. The first exemption relates'®*

to an offer which is only made to or directed at people (whether financial institutions,

public bodies or recognised individuals) who are registered by the FSA as being
Agual i fied investorso. The second exemption rel
hundred peopl e, because such a sm&MHethigdr oup wou
exemption relates to large issues beyond the reach of ordinary, retail investors in which

the minimum consideration is at least 50,000 euros. The fourth exemption relates to

large denomination issues where the securities being offered are denominated in

amounts of at least 50,000 euros. The fifth exemption relates to small issues where the

total consideration for the transferable securities being offered cannot exceed 100,000

euros. The sixth possible exemption relates to situations in which a non-qualified

investor engages a qualified investor to act as his agent and where that agent has

discretion as to his investment decisions,'® because the expertise of the qualified

investor will shield the issuer from liability to comply with the prospectus requirement in

s.85 of FSMA 2000.

they are not subordinated, convertible or exchangeable, that they do not give a right to subscribe to or

acquire other types of securities and are not | inked
receptionof epayabl e depositso; and that they are covered I
guarantee directive. The final exclusion in the first Part of Sch.11A relatesfoimgible shares of capital

intended to provide a right in immoveable propertych cannot be sold without giving up that right.

191 The Charities Act 2006 has extended the range of charitable purposes under English law: see Alastair

Hudson Equity & Trusts (RoutledgeCavendi sh, 2009) , Parh2aopSchedule212, AChar it
then contains a further set of entities which may issue securities without falling within the prospectus rules.
Broadly-speaking, these entities are fiot-profit entities which would not have shareholders with the

result that the underlying policy concerof the prospectus rules as to investor protection would not

ordinary apply to these entities. Consequently, the t
does not apply to securities issued by a charity, a housing association, anahadtprovident society,

or a-pipbnt making association or bodyo recognised by
192 Financial Services and Markets Act 2000, Sch.11A, paFir&, norequity transferable securities

which are fissued in aycantcirrrdous inrstnadapdatoamd mdnrneédre
the offer is less than 50 million euros and they are not subordinated, convertible or exchangeable, that they

do not give a right to subscribe for nor to acquire other types of securities and @mketbtd a derivative

i nstrument; that they fimaterialise reception of repa)
guarantee under the EC deposit guarantee directive. Secondly, an offer where the total consideration for the

offer is less tha 2.5 million euros.

™These provisions are expanded on in broadly similar
securies of fers of securities to the publicodiand Prospect
admission to tradingonardgat ed mar ket 0.

1% Financial Services and Markets Act 2000, s.86(1).

1% Financial Services and Markets Act 2000, s.86(3).

1% Financial Services and Markets Act 2000, s.86(2).
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Further exempt categories under the Prospectus Rules

The FSA is given a power, further to s.85(5)(b) of FSMA 2000, to create regulations
under the Prospectus Rules to exempt further categories of offers of securities. In
relation to offers of securities to the public, they include shares issued in substitution for
shares of the same class;'”’ transferable securities offered in connection with a
takeover'® or with a merger'®; shares which are to be offered or allotted free of charge
to existing shareholders and dividends which are to be paid in the form of shares™; or
transferable securities offered or allotted to existing or former directors or employees by
their employer where those transferable securities have already been admitted to
listing.*** Securities which are to be admitted to trading on a regulated market may be
exempt under this head where they are shares representing less than 10 per cent of the
shares of the same class already admitted to trading on the same regulated market over
a period of twelve months™?; or securities of the type mentioned above in relation to

offers of securities to the public.

Transactions where the issuer elects to have a prospectus

In relation to offers of securities which are exempted from the requirement to have a
prospectus, it is possible for an issuer to elect to have a prospectus further to s.87 of
FSMA 2000. If a person so elects to have a prospectus then that person is bound by the
Prospectus Rules™® but not by the UKLA Listing Rules™* (because the Listing Rules
would only apply if the securities were to be listed, and if they were to be listed then a
prospectus would be required in any event).™™ An issuer might decide that there is a
marketing advantage to be had by complying with the Prospectus Rules, such as the
promotion of investor confidence in the high quality, transparency and probity of the
issuer if that issuer is not well known to the market. The kinds of transferable securities
which are most commonly at issue here are'® non-equity transferable securities issued
by a public body in an EEA state, securities guaranteed by a public body in an EEA
state, non-equity transferable securities issued in a repeated manner by a credit
institution*'’, transferable securities included in an offer of less than 2.5 million euros.**®

197 prospectus Rules, para 1.2.2(1)R.

1% prospectus Rules, para 1.2.2(2)R.

19 prospectuRules, para 1.2.2(3)R.

10 prospectus Rules, para 1.2.2(4)R.

M1 prospectus Rules, para 1.2.2(5)R.

M2 prospectus Rules, para 1.2.3(1)R.

3 Financial Services and Markets Act 2000, s.87(2).
M Financial Services and Markets Act 2000, s.87(3).
15| isting Rules, pea 2.2.10(2)(a)R.

M8 Financial Services and Markets Act 2000, s.87(4).
17\Which are not subordinate, convertible or exchangeable.
18 Financial Services and Markets Act 2000, Sch. 11A.
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THE APPROVAL OF A PROSPECTUS: CONTENTS AND PROCEDURE
The general duty of disclosure of information in prospectuses
The duty of disclosure in s.87A FSMA 2000

The duty of disclosure is central to the rules on the preparation of prospectuses. There is

a general duty of disclosure of information in the sense that there is a duty to make full

di sclosure of the fAnecessary informationo in a
approved for the purposes of s.85 of FSMA 2000 by the FSA as competent authority.

Therefore, the general duty of disclosure suggested in this discussion is to be inferred

from the fact that without such disclosure the criteria for the FSA to approve the

prospectus will not have been satisfied, and so there cannot be an offer of transferable

securities to the public*™ nor a request for admission of securities to trading on a

regulated market.*?°

This general duty of disclosure is set out in s.87A of FSMA 2000. The effect of this duty
of disclosure is that prospectuses must contain all the information which investors would
require to make an informed assessment of the securities. The duty of disclosure is
rooted in the requirement that the prospectus n
before it can be approved by the FSA. Section 87A(1) of FSMA 2000 provides as follows:

0The competent authority may not approve a p
(@) the United Kingdom is the home State in relation to the issuer of the

transferable securities to which it relates,

(b) the prospectus contains the necessary information, and

(c) all of the other requirements imposed by or in accordance with this Part or the

prospectus directive have been complied with (so far as those requirements apply

to a prospectus for the transferable securite s i n question) . 0
Therefore it i s s.87A(1)(hb) whi ch contains t !
informationd be contained in the prospectus. Th

state, briefly put, means that the issue must have been presented for authorisation in the
UK first.

The definition of Ainecessary informationo is <co
following terms:

6The necessary information is the informati
make an informed assessment of i

(a) the assets and liabilities, financial position, profits and losses, and

prospects of the issuer of the transferable securities and of any guarantor;

and

(b) the rights attaching to the transfera

There are therefore four significant elements to this general duty of disclosure, which are
considered in the sections to follow.

19 Financial Services and Markets Act 2000, s.85(1).
120 Financial Services ahMarkets Act 2000, s.85(2).
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Which prospectuses are covered by this duty

First, the duty applies only to prospectuses which are to be submitted to the competent
authority T the FSA T further to s.85 FSMA on the basis that an application is being made
for admission to the Official List or for admission to trading on a regulated market, but not
otherwise. For other forms of prospectus issued in relation to other forms of security it will
be the case law principles which govern liability.

The Ainformed assessmento criterion

Secondly, the test for what type of information should be contained in the prospectus is

an Ainformed assessmento test. This is not a r

test based on the information which a professional advisor would require. That there is no
reference to a professional advisor in s.87A FSMA 2000 means that those preparing the
prospectus cannot assume the presence of a professional advisor and so cannot assume
that they can omit information which a professional advisor is bound to know. Instead,
because s.87A(2) refers onl vy t o Ai nves
necessary for the prospectus to contain all of the information which might be required for
those investors to make an informed assessment, including information and warnings as
to risks and so forth which it would be expected that professional advisors would
appreciate. Therefore, the prospectus must couch its information in language which
makes those risks evident even to a layman; it must avoid communicating only in jargon
which retail investors may not understand, unless those terms are defined or explained.
There may also be similar difficulties relating to the use of prospectuses by investors in
the after-market. The liability to such people in tort is considered in detail in Chapter 41 of
this book.

The keynote of this duty of disclosure in s.87A is the need to ensure the investor can
make an fAinformed assess measgedius mukthconsider what
level of information is required in writing in the prospectus so that the investor can be
sufficiently well informed so as to make an assessment of the investment prospects
offered by the securities. This requirement is, however, not concerned with the
presentation or discussion of absolutely all of the information which may possibly affect
the issuer or its market. A prospectus has never been intended to be a textbook on
management theory or economics which eventually hones in on the securities issue in
guestion. Rather, the investor must decide whether or not he wishes to take a risk by
investing in this security rather than taking a risk by investing in another security. After all,
all investment involves risk.*** What is required of a prospectus is that it contains all of
the information which is necessary to enable the investor to decide in an appropriately
informed manner about the securities in question. This question can only really be
understood by approaching it from the opposite direction from that which is taken in
S.87A(2): the question is how much information must be provided so that the investor
knows all that it is necessary to know when deciding whether or not to buy the securities.

Consequently, the issuer and its advisors are involved in an art and not a science in
terms of casting the net of information contained in the prospectus as widely as they
need to cast it, but also judging at what point the informational coverage can stop. The

121 Royal Brunei Airlines v Taf1995] 2 A.C. 378per Lord Nicholls.
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guestion then is as to the information which an informed investor would need to find in a
prospectus. This is, it is suggested, different from asking what sort of information a
reasonable investor would expect to find in a prospectus. The statute does not ask us to
imagine a reasonable investor. A reasonable investor would not require information of the

sort that one may find in fAan idiotbés guide to
which macroeconomic data like movements in interest rates or the commencement of an
unex pected | and war in Europe might havreadon a con

in a standard of reasonableness to the preparation of prospectuses or else the business
of producing them would become untenable with the weight of background information
which some particularly naive retail investors may be thought to require. However, it
should be noted that such a standard of reasonableness is not contained in s.87A
explicitly.

In this regard, s.87A(4) provides that:

060The necessary i nf usthbegtepacd having segard loethe m
particular nature of the transferable secur.i

This provision tells us that the information must be relative to the nature of the securities
in question and to the nature of the issuer. It also requires the prospectus to present
information about the securities themselves, as opposed to generic information, and
about the issuer particularly such that an unusual issue would require more information,
or a little known start-up company issuing securities would require more information, and
so forth, than would a well-known company in a well-known market. Well-known
companies in well-known markets i such as high street retailers or clearing banks i
making issues of plain vanilla securities i such as ordinary shares of the same class as
those already in issue i would not require a large amount of specialist information
beyond that normally found in prospectuses. Thus, the provision of information can start
at a | evel rel ati ve tketandparticulascerpoeate Steuctupeamndt i cul ar
financial condition. However, a technology company developing new products in new
markets and which is little known in the markets in which a general offer to the public is
being made would require a much larger amount of background information as to the

companyos organisati on, product s, mar ket s and
investors. It is when there are matters which may not be obvious to all investors i as to

the issuerods mar ket ,hioogh atshd oi € heeem@aan neacc o wmntws W
as to the issuero6s gr o thatths issuenis tequired o bemint® s o f ort

provide information which goes further than might ordinarily be required.

The relevant information to be provided

Thirdly, the relevant information which must be provided is not all information which may
possibly relate to the issuer. Rather, the information which is required is that information
which enables a reasonable investor to make an informed assessment of four things: the
assets and liabilities of the issuer, the financial position of the issuer, the profits and
losses of the issuer, and the prospects of the issuer. The prospectus is likely to range
across other issues which are likely to be of significance to a reasonable investor and its
professional advisors, but the types of information which are identified in s.87A of FSMA
2000 are |limited to these four. A discussion of
require a greater range of types of information than simply accounting information. As is
considered below, the nature of the information which is required may also be dependent
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on the likely pool of investors, where more expert investors may require less information
(for example) as to the risk profile of ordinary securities than retail investors.

Information as to the rights attaching to the securities

Fourthly, the prospectus must provide information as to the rights which will attach to the
securities which are to be issued. In relation to debt securities or convertible securities,
this may be more complex than in relation to the voting and other rights attaching to
ordinary shares.

The requirement for comprehensible and easily analysable presentation of the necessary
information

The manner in which the necessary information is to be set out is described in s.97A(3)
of FSMA 2000 in the following way:

6The necessary information must be presented

and easy to analyse. 0

The obligation to make the information comprehensible and easy to analyse is a result of
requiring disclosure of information which will satisfy ordinary investors. The dictionary

definition of HAcomprehensibl eo i Ifsdmathingt he

may be understood by someone, then it might be comprehensible even if it cannot be
understood by everyone. What is important, it is suggested, in relation to prospectuses is
that an ordinary investor would be able to understand what assertion is being made by
the statement in the prospectus on a reasonable basis. That is, no ambiguity must be
permitted which would conceal the true meaning of a statement in a prospectus which is
otherwise encouraging investors to acquire securities; and there must also be sufficient
disclosure of the basic information.

The significance of the general duty of disclosure in s.87A FSMA 2000

Section 87A therefore provides an underpinning standard which is to be observed by
those creating a prospectus by reference to which any more specific provision can be
interpreted and any matter beyond the scope of those detailed rules can be considered.
The significance of high-level principles in these contexts is that they both contain flexible
rules in themselves 1T requiring professional advisors to be acclimatised to regulatory
practice in relation to different types of securities issues i and also serve as a means of
interpreting detailed regulation.

The requirement for a supplementary prospectus: s.87G FSMA 2000

Section 87G FSMA 2000 provides that a supplementary prospectus is required to be
published in the following circumstances:'*®

122 5horter Oxford English Dictionary
1% Financial Services and Markets Act 2000, s.87G(2).
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oi f, during the relevant period, there ari s«
material mistake or inaccuracy relating to the information included in a

prospectus [or in a supplementary prospectus]'?* approved by the competent
authority. 6

Therefore, this obligation arises in relation to prospectuses which have already been
approved. If the prospectus had not been approved when such a matter came to the
partiesd6 at tiesudgested the dblegation under s.87A of FSMA 2000 to
provide all necessary information would require that the prospectus was amended and

t hat this information was added to it before a
periodo i s t hbkerdgulae apprevalwfetlee mprospectus and the start of

trading in the securities. The requirement of 0
somet hing which is significant in relation to t
S.87A(2).

Criteria for the approval of a prospectus by the FSA

The detail of the approval process i primarily a timetable, and a requirement of the

consideration of the material discussed above i is not set out here. Those rules are set

out in s.87C FSMA 2000 and Chapter 3 of the Prospectus Rules. Approval or

disapproval of a prospectus must be given in writing to the issuer.'® In either event, the

notice of the decision must gi V8 and ihnfem RS AH6s r ea s
applicant of its right of appeal to the Tribunal under FSMA 2000.**’

The required contents of a prospectus
The central principle as to the contents of a prospectus

The required contents of a prospectus can be best understood as operating on the basis

of the general obligation to make disclosure under s.87A of FSMA 2000, as was
considered in detail above. Thus, the prospect
informationdo to enable an investor to be able t
those securities. Bearing that underlying principle in mind, we shall now consider some

of the key requirements of the Prospectus Rules.

The form of a prospectus
A prospectus may be in the form of a single document or of separate documents.'”® A

prospectus in a single document must be divided between a registration document, a
securities note and a summary."”*Secti on 87A(5) FSMA 2000 provide

124 Financial Services and Markets Act 2000, s.87G(7).

1% Financial Sevices and Markets Act 2000, s.87D(1), and (2) and (4) respectively.
126 Financial Services and Markets Act 2000, s.87D(3).

27 Financial Services and Markets Act 2000, s.87D(5).

128 prospectus Rules, para 2.2.1R; PD art. 5.3.

129 prospectus Rules, para 2.2.2(1)R.
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must, briefly and in non-technical language, convey the essential characteristics of, and
risks associated with, the issuer, any guarantor and the transferable securities to which
t he pr ospec? Apospecus i the ferm of separate documents must have a
registration document which contains the information relating to the issuer and a
securities note which contains the information about the transferable securities which are
to be offered to the public or to admitted to trading.™**

The manner in which detailed contents of a prospectus are identified in the regulations

The detailed required contents of prospectuses depend on the type of securities which
are in issue. The minimum information to be included in a prospectus is considered in
articles 3 to 23 of the Commi s s dAppénslix Pto
the FSA Prospectus Rules then contains a large amount of material divided between
schedules of required minimum information, and building blocks containing additional
information required for different types of issue. In effect, different forms of security
require different forms of information, over-and-above a standard base which is required
for all issues. Think of it as a type of regulatory pizza in which there is a standard base
(bread and tomato sauce), and then different types of pizza have different toppings on
top. That material is far, far too detailed to be included in this reading. However, it can be
read on-line if you so choose.

Omission of information in a prospectus

The FSA may authorise omission of information otherwise required to be included in a
prospectus further to section 87B FSMA 2000 if its disclosure would be contrary to the
public interest; or would be seriously detrimental to the issuer (provided that its omission
would be unlikely to mislead the public); or where the information is only of minor
importance. Such an authorisation must be made in writing by the applicant.***

The general obligation to obey the Prospectus Rules

There is a general obligation imposed on all persons to whom any individual rule is
specified as being applicable to obey that rule.** Further to s.91(1A) of FSMA 2000, any
contravention of the listing rules opens an issuer or any persons offering securities for
sale to the public or seeking their admission to a regulated market up to a penalty from
the FSA if there has been either a contravention of Part 6 of FSMA 2000 generally, or a
contravention of the prospectus rules, or a contravention of the transparency rules.
Penalties may also be imposed on directors of the perpetrator if the FSA considers it to
be appropriate.** In place of financial penalties, the FSA may instead issue a statement
of censure.™*®

130 Financial Services and Markets Act 2000, s.87G(6).
131 prospectus Rules, para 2.2.2(2)R.

132 prospectus Rules, para 2.3.1.

133 prospectus Rules, para 2.5.3R.

134 prospectus Rules, para 1.1.3R.

135 Financial Services and Markets Act 2000, s.91(2).
1% Financial Serdes and Markets Act 2000, 5.91(3).
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THE CONTEXTS IN WHICH LISTING PARTICULARS ARE REQUIRED

Listing particulars were required for the admission of securities to listing generally before
the introduction of the Prospectus Regulations on 1 July 2005. Listing particulars are
now required only in relation to offers of securities which are being made to a specified
category of, effectively, expert investors, further to Chapter 4 of the FSA Listing Rules.
Due to their reduced significance they will receive no further specific coverage in this
discussion.*®’

137 See Alastair Hudsor§ecurities LawSweet & Maxwell, 2008), Chapter 13 for a detailed account of the
applicable statutory rules and regulations.
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CHAPTER 5.

CiviL LIABILITY FOR PREPARATION OF PROSPECTUSES

Introduction

This chapter considers the liabilities which may arise in relation to offers of securities.**®
Offers of securities are offers to enter into a contract. That contract may be entered into
between the issuer of securities and a subscriber for those securities, or it may be
entered into between an owner of securities and a purchaser in the after market.
Typically, in relation to both kinds of securities, it will be issuer of the securities which will
have made a number of representations as to the quality and nature of those securities
in any prospectus that was published in advance of their issue. If the issuer is a party to
the contract, then liability may lie in contract or in tort for fraudulent or negligent
misrepresentation. If the issuer is not a party to the contract, then liability may lie in tort
for misrepresentation. The people who are liable for the preparation of the prospectus
and for other statements about the securities extend beyond the issuer itself into a range
of other agents, advisors and experts, as considered below.'*

Liability of this sort arises under the general law and further to s.90 of FSMA 2000. This
chapter begins by considering the general law of misrepresentation as it applies to
securities issues before turning to the heads of statutory liability under FSMA 2000
because that is the most convenient way of explaining the issues which have arisen and
how developments in securities regulation will effect the older case law principles.

Liability under the general law
The approach of the old cases to issues of securities

The old cases dealing with issues of shares were clear that the people preparing a
prospectus must st ate everything with A% musiinclude
every fact which investors could require to know and must not mask information in
ambiguity. The approach to the preparation of prospectuses was set out by Kindersley
V-C in New Brunswick, etc., Co. v. Muggeridge'** in the following way:

6Those who issue a prospectus, hol di
which will accrue to persons who will take shares in a proposed undertaking, and
inviting them to take shares on the faith of the representations therein contained,
are bound to state everything with strict and scrupulous accuracy, and not only to

138 This chapter is based on elements of Alastair HudSeayrities Lavw(le, Sweet & Maxwell, 2008)
which contains a much more detailed discussion of the contents of this chapter in pagé$.533
139 5ee para

140 New Brunswick, etc., Co. v. Muggeridd®60) 1 Dr. & Sm. 363, 38perKindersley \LC.
141(1860) 1 Dr. & Sm. 363, 383
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abstain from stating as fact that which is not so, but to omit no one fact within
their knowledge, the existence of which might in any degree affect the nature, or
extent, or quality, of the privileges and advantages which the prospectus holds
out as inducements to take shares. 06

This approach i t h at a prospectus mu st be prepared wi
ac c uriaio thedcase law was approved in many subsequent cases. So, in Central

Railway of Venezuela v. Kisch,* Lord Chelmsford said that no misstatement or

concealment of any material facts or circumstances ought to be permitted. In his
Lordshipbds opinion t hed bypaulnspectus to join ;m anye@mewe i nvi t
venture, ought to be given the same opportunity as the promoters themselves to judge

everything whi ch had a materi al bearing on t h
proposed undertakings. Consequently, it was held that the utmost candour ought to
characterise the promotersd public statements.

It is interesting to note that the FSA Prospectus Rules take a broadly similar approach to
the obligations of those preparing the prospectus to include all necessary information. It
is mandatory to produce a prospectus when making an offer of securities to the public or
when seeking admission of securities to listing on a regulated market, in that it is an
offence not to made such a prospectus available beforehand.**® The Listing Principles
contained in chapter 7 of the listing rules require that those preparing prospectuses to

act with Aintegrityod not only in the preparatio
of their dealings with the Financial Services Authority. Those preparing the prospectus
mu st ensure that it contains al/l finecessary in

informed decision when investing in securities.’** A listed company is also required to

have adequate procedures to identify any further information which should be made

available to the investing public through a recognised information service.'*

Consequently, securities regulation now impose positive, continuing obligations on

companies as to the full disclosure of relevant information and are not limited t o fistri ct
and scrupulous accuracyo in the preparation of t

Liability for a false prospectus at common law

Liability for a false prospectus at common law will arise in a number of different contexts,
as considered in this chapter. The first question is whether or not the persons
responsible for the contents of the prospectus acted fraudulently. If so, liability for
damages for fraudulent misrepresentation in contract law may arise. Alternatively,
liability may lie for damages in tort for deceit. If dishonesty was involved, then criminal
liability may lie for theft or for fraud. If there was no fraud, then liability may lie for
damages in contract for negligent misrepresentation: primarily under the doctrine set out
in the leading case of Caparo v Dickman and the head of liability established in Hedley
Byrne v Heller. This discussion will focus on negligence i the other areas (if you are
interested) are considered in gratuitous detail in Alastair Hudson, Securities Law.

142(1867) L.R. 5 H.L. 99, 123.

143 Einancial Services and Markets Act 2000, s.85.
144 Einancial Services and Markets Act 2000, s.87A.
1451 isting Rules, chapter 7, section 7.2.
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The central principle of the tort of negligence
The principle in Caparo v Dickman

In order to recover damages based on the tort of negligent misrepresentation, the
plaintiff must establish that the defendant owed him a duty of care not to cause loss or
damage of the kind caused by breach of that duty. The leading decision is that of the
House of Lords in Caparo Industries plc v Dickman.**® The principal liability in this
context is related to the making of a negligent misstatement in a prospectus on which a
purchaser of securities relies and so suffers loss. The principle underpinning liability in
tort for negligent misrepresentation is contained in the decision in Hedley Byrne v
Heller.'*” That principle was summarised for the purposes of negligent
misrepresentations made in prospectuses by Lightman J in Possfund v Diamond**® in
the following terms:

6ln 1963 the Hoisdey Byrhe vLHelted & Paitrers Ltd'*
established that at common law a cause of action exists enabling the recovery of
damages in respect of a negligent misrepresentation occasioning damage and
loss where the necessary proximity exists between the representor and
representee. It is clearly established (and indeed common ground on these
applications) that in a case such as the present, where the defendants have put a
document into more or less general circulation and there is no special
relationship between alleged between the plaintiffs and the defendants,
foreseeability by the defendants that the plaintiffs would rely on the prospectus
for the purposes of deciding whether to make after-market purchases is not
sufficient to impose upon the defendant a duty of care in such a situation requires
a closer relationship between representor and representee, and its imposition

A

must be fair, justandreasona b | e . 6

There are three criteria for the imposition of a duty of care in any given situation:
foreseeability of damage, proximity of relationship and reasonableness.**

The position was expressed in the following terms by Lord Oliver in Caparo Industries

plc v. Dickman:**

6What <can be dedeadleyeByrnet?rcase) theréfaee, is that the
necessary relationship between the maker of a statement or giver of advice (the
adviser) and the recipient who acts in reliance on it (the advisee) may typically be
held to exist where (1) the advice is required for a purpose, whether particularly
specified or generally described, which is made known, either actually or
inferentially, to the adviser at the time when the advice is given, (2) the adviser

14611990] 2 A.C. 605.

14711963] 2 All E.R. 575, [1964] A.C. 465.

198 possfund Custodiafrustee Ltd v Diamonfl996] 2 All E.R. 774, [1996] 1 W.L.R. 1351, [1996] 2
B.C.L.C. 665 perLightman J.

14911963] 2 All E.R. 575, [1964] A.C. 465.

150 5eeSmith v. Buslil990] 1 A.C. 861 (H.L.) at 865 per Lord Griffiths, and aGaparo Industries plc v.
Dickman[1990] 2 A.C. 605.

15111990] 2 A.C. 605.

15211964] A.C. 465.
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knows, either actually or inferentially, that his advice will be communicated to the
advisee, either specifically or as a member of an ascertainable class, in order
that it should be used by the advisee for that purpose, (3) it is known, either
actually or inferentially, that the advice so communicated is likely to be acted
upon by the advisee for that purpose without independent inquiry and (4) it is so
acted on by the advisee to his detriment. That is not, of course, to suggest that
these conditions are either conclusive or exclusive, but merely that the actual
decision in the case does not*® warrant any br.

What this formulation does not take into account is a regulatory requirement under the
Prospectus Rules that the statement is question was included in the prospectus and that
there would be continuing obligations under those same regulations to ensure the
continued accuracy of that statement. In such a circumstance, it is suggested, that the
issuer must have known that the statement would be relied upon by investors in the
after-market as well as initial subscribers for the securities. The principles established in
the cases considered in this section were decided before the modern regulatory
environment emerged, but should nevertheless now be read in that light.

Liability for negligent misrepresentations in accounts prior to a takeover: Caparo
Industries v Dickman

The Caparo Industries plc v Dickman appeal related to a claim brought by a claimant

which had acquired shares in a target company, Fidelity plc, as part of a takeover. The

cl ai mant contended that it had relied on Fidelit
84, which had been audited by the accountants Touche Ross and which showed a pre-

tax profit of £1.3 million. After acquiring a controlling shareholding in the target company,

t he clai mant di scovered t hat t he companyos f
demonstrated a loss of £0.4 million. Consequently, the claimant sought to establish a

breach of a duty of care in negligence on the part of the accountants when acting as the

auditors of the company. The claimant argued that, as a person intending to acquire a

controlling shareholding in the company, the accountants owed it a duty of care when
auditing the companyobhseldthat count s. Lord Bridge

il f a duty of care were owed so widely, it
should not equally extend to all who rely on the accounts in relating to other

dealings with a company as lenders or merchants extending credit to the
compayo.

Therefore, it was held that on policy grounds a general duty of care ought not to be
imposed on auditors in such situations.*®

The claim brought in Caparo v Dickman asserted a very wide duty of care in relation to
those contemplating takeover the of companies. An assertion which was considered by
t he House of Lords simply to extend too far. Wh
however, is a range of issues beyond this narrow focus on the context of takeovers and

15311991] 2 A.C. 605 at 638. See also Lord Bridge at-620 and Lord Jauncey at 6680 (esp. at 660E
Aithe fundament al guestion of the purposeo).
15411990] 2 A.C. 605.

155 Approving Al Saudi Baque v Clark Pixley1990] Ch 313.
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the wider policy considerations. Lord Bridge also held that the salient feature of cases

following Hedley Byrne v Heller,'*® relating to the liability of those making misstatements

in tort to those relying on those statements and suffering loss as a result, was that the

def endant A kat thevadvice ortstatament made would be communicated to

the c¢claimant directly or indirectly, and furthe,l
was very likely to rely on that advice or statement. Significantly, then, the Hedley Byrne

line of cases had referred to situations in which the claimant was a person within the

contemplation of the person responsible for the statement.

The effect of the change in principle in Caparo Industries v Dickman

In applying the principle in Anns v Merton LBC (which pre-dated Caparo v Dickman),
Woolf J held at first instance in JEB Fasteners Ltd v. Marks, Bloom & Co®™’ that where
accounts had been prepared in a situation in which a takeover of the company was a
possible and foreseeable means of obtaining finance, then the accountants owed a duty
of care to the claimant who subsequently did take the company over and suffer loss as a
result of having relied, inter alia, on misstatements in those accounts. As a result of the
decision in Caparo Industries plc v Dickman, such an approach became untenable. So in
McNaughton Papers Group v Hicks Anderson,™® accounts were prepared specifically for
the target company, MK, and therefore were not considered to be statements on which
the claimant (who was seeking to take over MK) could rely as having created a duty of
care once the claimant had taken over the target company in reliance on misstatements
made in those accounts. The rationale for this decision was that the purpose for which
the statements were made (here, as part of accounts prepared for the benefit of MK
alone) precluded any other person from relying on them to found a duty of care.

In slightly different circumstances in Morgan Crucible Co plc v Hill Samuel Bank Ltd,**®
the directors and financial advisors of the target company had made express
representations in the course of a contested takeover forecasting a 38% increase in pre-
tax profits at a time when an identified bidder for the company had emerged. The
purpose behind these and other representations had been to induce the bidder to make
a higher bid. The bidder relied on those statements. The Court of Appeal held that there
was therefore a relationship of sufficient proximity between the bidder and those who
had been responsible for the statements to found a duty of care in negligence. The
decision in Caparo Industries plc v. Dickman was distinguished on these facts on the
basis that in Caparo no identified bidder had emerged at the time when the statements
had been made, whereas in Morgan Crucible Co plc v Hill Samuel Bank Ltd an identified
bidder had emerged and the statements had been made to induce a reaction from that
particular bidder.

As outlined immediately above, in James McNaughton Papers Group Ltd v. Hicks
Anderson & Co. (a firm)* it was held that accountants acting for a target company in
takeover negotiations owed no duty of care to the bidder in respect of alleged
inaccuracies in draft accounts provided to target company for use in the negotiations.

15011964] A.C. 465.

15711981] 3 All E.R. 289.
1%811991] 1 All E.R. 134.
15911991] 1 All E.R. 148.
16011991] 1 All E.R. 135.
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Neill L.J., delivering the judgment of the Court of Appeal, identified six matters which
were likely to be of importance in reaching a decision as to whether or not a duty exists:
first, the purpose for which the statement was made; secondly, the purpose for which the
statement was communicated; thirdly, the relationship between the adviser, the advisee
and any relevant third party; fourthly, the size of any class to which the advisee belongs;
fifthly, the state of knowledge of the adviser; and, sixthly, the nature, reasonableness
and extent of the reliance of the advisee.'®

The application of the Caparo doctrine to prospectuses put into wide circulation

It is important, for present purposes, to consider how the Caparo principle 7 relating on
its facts specifically to takeover cases 1 would apply in situations in which the
statements made in prospectuses are likely to be put into wide circulation either among
a class of investors or made available to the public generally. Beyond the narrow context
of takeovers, there is a problem with applying the logic of the preceding cases to cases
involving the acquisition of shares on a regulated market in ordinary circumstances
precisely because the preparation and publication of a prospectus is obligatory in the
context of public offers of securities or the context of the admission of securities to
trading on a regulated market is intended to be a statement made to the investing public
on which that public can rely when acquiring securities.*®® Therefore, in the context of
prospectuses prepared under the prospectus rules it is not a question of a private
document being prepared necessarily for the benefit of a limited class of people but
rather it is a public document required by statute to be prepared for the benefit of the
public at large and concomitantly for the proper regulation of the securities markets.

In this context, Lord Bridge held that:

6The situation is entirely different where
general circulation and may foreseeably be relied on by strangers to the maker of

the statement for any one of a variety of different purposes which the maker of

the statement has no sp®cific reason to anti

Therefor e, his | ordshipbs view was that st at eme
less likely to attract liability in tort because the maker of that statement could not

ordinarily know the purposes to which his statement would be put to use by the claimant.

On the facts of Caparo Industries plc v Dickmani t sel f, then, an auditords
to verify for the benefit of shareholders that the accounts constitute a true and fair view

of the financial position of the company and an auditor cannot also be said to be liable

for the reliance which a person, even if a current shareholder, might choose to place on

t hat a u d irttinodeddsg whetheroor not to acquire a controlling stake in the

company.

The distinction between these cases reflects the debate which arises in relation to
liability for misstatements in prospectuses. On the one hand those responsible for the
prospectus may seek to restrict their liability for statements made in the prospectus by

1Byt cf: Morgan Crucible Co. plc v. Hill Samuel Bank L[i991] 1 All E.R. 148.

2 Financial Serviceand Mar kets Act 2000, s.85. See para é
16311990] 2 A.C. 605, [1990] 1 All E.R. 568, 576. ApproviSgott Group v Macfarlang978] 1 N.Z.L.R.

553, 566 per Richmond P.
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means of contractual exclusion clauses or by providing that their statements are
intended only for a limited audience, whereas on the other hand it could be said that the
public at large could be expected to have sight of those statements and therefore expect
that they ought properly to be able to hold their authors to account in the event that they
are proved to have been made negligently. This latter argument has particular force
when the offer is an offer of securities to the public.

Two points arise. First, it could be said that such statements made in prospectuses
governed by the prospectus rules are known by the persons responsible for preparing
them to be statements which are to be relied upon by investors generally and therefore
t hat it does no vi ol en cCGaparb indudtries plc v.BDicknuhig,
guoted above, to suggest that the entire investing public is within the contemplation of
the person responsible for the contents of the prospectus. Indeed, the purpose of the
listing rules could be said, in part, to be to bring the general public within the
contemplation of those preparing prospectuses in relation to shares to be offered for sale
to that public. Secondly, and following on from that first point, it may be that if an offer of
securities were to be made to a restricted class of investors, then it would be in line with
the Caparo principle to find that the general investing public were not within the
contemplation of the person responsible for the contents of the prospectus. As a result,
people not within the contemplation of any person responsible for the prospectus ought
not to be able to bring a claim in tort in the event that they rely on the prospectus
otherwise than as a member of the identified class when acquiring those securities
subsequently. However, this latter context pre-supposes, it is suggested, that the offer of
securities involved is outwith the prospectus rules and the listing rules because
otherwise minimum contents are required in a prospectus (as considered in Chapter 40
of this book) and that prospectus is required to be made available to the public further to
s.85 of FSMA 2000.

Whether the duty of care extends to purchasers not within the contemplation of the
issuer

The issue

The most difficult question to have arisen on the cases dealing with negligent
misrepresentations in prospectuses is the following. Suppose an issuer is seeking to
issue securities to a narrow range of investors only, for example by means of a
placement where shares are intended only for a limited number of potential investors.
The prospectus may be prepared with those intended placees in mind only. However,
those securities will latterly be traded in the after-market: that is, they will be sold to
people subsequently who were not among the placees. Therefore, the question arises
whether or not those people responsible for the prospectus owe a duty of care to the
purchasers in the after-market or whether they only owe a duty of care to the placees.
The people responsible for the prospectus would like to limit their liability to placees only
and would protest that it was only the placees who would be in their contemplation when
preparing the prospectus. However, in the context of modern securities regulation which
requires the publication of a prospectus which complies with the prospectus rules and
the general duty of disclosure in s.87A of FSMA 2000, the alternative approach is that
issuers of securities which are to be offered to the public or which are to be admitted to
trading on a regulated market (even if not offered to the public) will necessarily be
communicating to the general investor community by virtue of publishing that prospectus
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and maintaining the currency of its contents. The narrow approach has the support of Al-
Nakib Investments (Jersey) Ltd v. Longcroft;*** whereas the alternative approach has the
support of Lightman J in Possfund v Diamond:'*® both cases are considered in turn
below.

The narrow conception of the obligation: Al-Nakib Investments (Jersey) Ltd v. Longcroft

In Al-Nakib Investments (Jersey) Ltd v. Longcroft,"®® C plc incorporated a subsidiary, M
Ltd, for the purpose of developing a product. It resolved to float M Ltd on the now-
disbanded Unlisted Securites Market’®” and issued a prospectus inviting the
shareholders of C plc to subscribe for shares in both C plc and M Ltd by way of a rights
issue. The plaintiff subscribed for shares in M Ltd and some months later made
purchases of shares in C plc and in M Ltd through purchases on the open market. The
plaintiff sued C plc and its directors alleging that the prospectus and two interim reports
issued by M Ltd contained misrepresentations as to the identity of the person who would

bemanuf acturing the companyés product s. Moreover,

owed the plaintiff a duty of care in issuing the prospectus and interim reports based on
the reasonabl e foreseeability of |l oss b
those shares. The defendants successfully applied to have the allegations struck out, in
so far as they related to the purchases in the after-market, on the basis that they
disclosed no reasonable cause of action. As to the prospectus, it was held by Mervyn
Davies J that it had been issued for a particular purpose, namely to encourage
subscription for shares by a limited class of subscribers and that any duty of care in
relation to its issue was directed to that specific purpose only. It had not been directed at
purchases in the after-market and therefore any misrepresentation therein could not
found a claim based on the tort of negligence.*®®

In this regard, Mervyn Davies J relied, inter alia, on dicta of Lord Jauncey in Caparo
Industries plc v Dickman'® to the effect that reliance might not be placed on the
accounts by the claimant in that case if they had been prepared for certain, limited
purposes.’’® Mervyn Davies J sought to rely on that point to the effect that a prospectus
prepared for limited purposes ought similarly to be incapable of founding a general
liability in tort to any member outwith the contemplated class of readers who may rely on
it. Furthermore, and perhaps crucially in the modern context, his lordship found that the
fact that these shares were to be listed on the USM, and thus subsequently to be made
available for sale to the public, did not in itself create any duty of care in favour of those
who did subsequently buy those securities in the after-market.

16411990] 3 All E.R. 321.

1% possfund Custodian Trustee Ltd v Diam@h@96] 2 All E.R. 74, [1996] 1 W.L.R. 1351.

18 Al-Nakib Investments (Jersey) Ltd v. Longcfd€90] 3 All E.R. 321.

87 The forerunner of the present Alternative Investment Market (AIM).

1% Reliance was placed dteek v. Gurnef1873) L.R. 6 H.L. 377 in which similar conclesi was
reached.

15911990] 2 A.C. 605, [1990] 1 All E.R. 568, 607.

0 His lordship also placed reliance on dicta of Lord Griffith§inith v. Eric S. Busi989] 2 All E.R.
514, 536, to similar effect.

46

ei

ng

con



The broader conception of the principle: Possfund Custodian Trustee Ltd v Diamond

By contrast in Possfund Custodian Trustee Ltd v Diamond'’* there had been a
placement of shares on the Unlisted Securities Market and subsequent purchases of
those shares after the placement in the after-market. The prospectus prepared in

relation to the initial pl acement greatly

company specialising in insuring second hand vehicles, to pay extra premiums to
syndicates at Lloyds. The company subsequently went into receivership due, in no small
measure, to the burden of paying those extra premiums. Purchasers of those shares in
the after-market contended that they had relied on those statements made in the
prospectus, that it had been reasonable for them to rely on the prospectus in that way in
making their purchases, and that those responsible for the prospectus had breached a
duty of care owed to purchasers of the shares. In Possfund Custodian Trustee Ltd v
Diamond'? claims were brought in the tort of deceit and in the tort of negligent
misrepresentation. Lightman J held that, historically both at common law and in statute,

the purpose of a prospectus had been:'"

~ 7

ié to provide the necessary informat.i

informed decision whether to accept the offer thereby made to take share on the

und e

t o

proposed allotment, but not a decision whether to make after-rmar ket pur chases.

The statutory attitude had not appeared to have changed. The question before the court
was, therefore, whether changed market conditions 7 in which it was alleged that
prospectuses were now commonly relied upon by the investor public in the after-market
T could justify a change in the attitude of the common law such that the prospectus could
be recognised to have an effect on decisions whether or not to make purchases in the
after-market.

The principal issue was then one of the proximity of the investor public to the maker of
the statement in the prospectus. It was held that where the maker of the statement
intends that the prospectus will be relied upon by the public in making investment
decisions, then it is reasonable to assume that there is sufficient proximity between
those parties. Developing that point more precisely, Lightman J went on to find that even
if intention is not in itself a factor sufficient to generate the necessary proximity to found
a claim in negligence, it must nevertheless be an important factor in establishing that
necessary proximity.’’”* As a result Lightman J was prepared to find that where a
prospectus is prepared with the intention of inducing the investor public to acquire
securities, then a duty of care does arise between those responsible for the contents of
the prospectus and that investing public. This issue is considered in greater detail in

relati on to the section on Aproximityo bel ow.

It is suggested that this approach accords with the principles underpinning the Financial
Services and Markets Act 2000 and the listing rules that where offers of securities are
made to the public, then those obligations identified by the FSA Prospectus Rules as
being responsible for the contents of the prospectus ought to be held liable at common
law to account to any investor for any loss suffered as a result of some statement in or

17111996] 2 All E.R. 774.

17211996] 2 All E.R. 774, [196] 1 W.L.R. 1351, [1996] 2 B.C.L.C. 665.

17311996] 2 All E.R. 774, 787.

74 Relying onMorgan Crucible Co plc v Hill Samuel Bank L[i91] All E.R. 148, 160per Slade LJ.
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omission from that prospectus. The argument made in Possfund v Diamond was that

market practice relating to the publication of prospectuses constituted a different context

from Peek v Gurney, decided in 1873.*" It was held in Possfund v Diamond i before the

stringency of the current FSA Prospectus Rules was introduced i that the public

availability of the prospectus meant that those responsible for the prospectus must

necessarily have had any investor who would refer to that information within their

contemplation, even when preparing a prospectus merely for a placement.*”® Lightman J

held that Ait does seem to me to be at | east ar

owed to those investors who (as intended) rely on the contents of the prospectus in

maki ng s uc h YpraededsiansirePossfund Custodian Trustee Ltd v Diamond

is a recognition that prospectuses are intended to be relied upon by the public at large

and that there was fAnothing in the authorities
such a'®dhetefpre,.while the cases might seem to be capable of a slightly

uneasy reconciliation - on the basis that Al-Nakib was a placement to limited places,

whereas Possfund was a more general offer i in truth a reconciliation of these cases is

not possible. Lightman J expressed his view in Possfund that the decision in Al-Nakib

Investments (Jersey) Ltd v. Longcroft was one which ought to be overturned by a higher

court’?Hi s Lordshipés intention was clearly for th
direction.

Reliance on the misrepresentation

It must be shown that the people making the misrepresentation intended that the
claimant relied on the representation, and also that there was sufficient proximity
between the statement made and the loss that resulted.® When establishing an
intention, that intention must be objectively established.’® It is suggested that if the
information was information of a sort which was expected to be provided further to the
prospectus rules or the duty of disclosure in s.87A of FSMA 2000, then it would be
reasonable for an inexpert investor to rely on that information precisely because its
provision was required by the prospectus rules because it was the sort of information
which an issuer must supply and on which an investor can therefore reasonably rely.

No fiduciary duty

Australian authority has suggested that there will not be a fiduciary duty to ensure, in

issuing new shares to the shareholders of another company as part of a takeover, that a

proper val uati on of t h eis teftectagl eirt circolarangeat ntoy 6 s shar
shareholders.'®

175(1873) LR 6 HL 377, [186%73] All ER Rep 116.

178 possfund Custodian Trustee Ltd \aBiond[1996] 2 All E.R. 774, [1996] 1 W.L.R. 1351, [1996] 2
B.C.L.C. 665 perLightman J.

7 bid.

17811996] 2 All E.R. 774, 788.

17911996] 2 All E.R. 774, 789.

180 possfund Custodian Trustee Ltd v Diam@h@96] 2 All E.R. 774, [1996] 1 W.L.R. 1351, [1996] 2
B.C.L.C. 665 perLightman J.

181 bid.

182 pilmer v Duke Group Ltd (in liquidatiorj2001] 2 B.C.L.C. 773.
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Examples of misrepresentations in the old case law

When giving judgment in Henderson v. Lacon'® Page-Wood V-C described the
principles in these cases as being artlimggol den | e
defined the perimeter of situations in which misstatements in prospectuses will and will

not attract private law liability. What is particularly significant is the treatment of

ambiguous and half-true statements which were intended to entice investors while

seeking to avoid making any literally untrue statements. The approach of the courts has

been to establish an approach in the old cases which would not permit any statement

which effectively sought to create a false market in the securities by seeking to give an

incorrect impression of the investment opportunity when considered as a whole.

Whether or not statements create a misleading impression
A statement included in a prospectus will be deemed to be untrue if it is misleading in

the form it is made and in context in which it is included.’®** So, one cannot escape
liability by making statements which appear to be literally true but which give a

misleading impression of the facts. It has been said’®t hat A[ i ]t is not that |
material facts is an independent ground for rescission, but the omission must be of such

a natur e as t o mak e t he st at efheGnandilouent ual | y m
statements which are substantially true are not misrepresentations.'®” So, saying that

iwe beliewmpatnhyi sof fers a great hope for t he f
grandil oquent stat ement which will not be a mi
company wil |l be the most successful business t

misleading if the people making that statement knew that the company was unable to
meet its debts and was therefore insolvent. The question is whether or not the statement
is misleading.

Clearly, statement in financial accounts which misstate the condition of the company will

be misleading statements. On the decided cases, making an incorrect statement that

more than one-half of the first issue of shares had already been subscribed for'® will be

a misleading statements; that the surplus assets as shown in the last balance sheet

amounted to upwards of £10,000 when they did not was a misleading statement.*®®

These matters were clearly significant in relation to the financial standing of the company

and would have encouraged potential investors to believe that the business was sound,

when the true position was different. Statement ¢
condition of its accounts would be material representations.**

183(1867) L.R. 5 Eq. 249, 262.
184 R. v. Kyslanf1932] 1 K.B. 442.
185 McKeown v Boudard Peveril Gear Co. I(ttB96) 74 L.T. 712, 71%erRigby L.J..
186 Coles v White City (Manchester) Greyhound Assn.(L&29) 48 T.L.R. 230, CA.
®Ccity of Edinburgh Brew®8%M.B86.. v. Gibsonédés Trustees
1% Ross Estates Investment ¢1868) L.R. 3 Ch. 68Xent v. Freehold Land C¢1868) L.R. 3 Ch. 493;
Hendersorv.Lacon( 186 7) L. R. 5 Eq. 249. As to the meaning of
izz Re London and Staffordshire Fire Insurance (1&83) 24 Ch. D. 149.

Ibid.
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Misleading statements have been held to actionable misrepresentations on the following
bases: that a particular mine was in full operation and making large daily returns™*; that
patented articles were a commercial success and beyond the experimental stage'®?; that
the company was the sole manufacturer of asbestos in France and had a practical
monopoly;'*®® that the companyd s pr ocess was a Ccbandnteat the a |
vendors in nitrate grounds had obtained a supply of water brought to them in pipes such
that the company would have the right of using a certain part of the water.**> All of these
statements were incorrect and therefore constituted misleading statements in their
respective documentation. A statement that something will be done in the future is not a
statement of an existing fact so much as a contract or promise. It may, however, imply
the existence of facts which are non-existent, or it may be a material term in the
contract,'® and a representation of belief, expectation or intention may be a
representation of fact, for Athe state of
state of h%¥'s digestiono.

Statements about new businesses

When dealing with start-up companies before their incorporation, it is common for
enthusiastic statements to be made to encourage investors to participate in the new
business. In relation to start-up companies, the statements made in the prospectus as to
the condition and financial position of the company will be more important than otherwise
because there is no trading record on which investors can rely. Therefore, it is
suggested, it will be easier for investors to demonstrate that they were acting in reliance
on such statements. Where a company was formed to buy a mine, and extracts from the
report of an expert were set out which gave a misleading impression of that report and
induced the belief that the mine was similar to a rich adjacent mine, it was held that a
subscriber was entitled to relief.’®® Similarly, it would be a misrepresentation in a
prospectus to state that the company had a contract in place for the purchase of a
property when, in fact, that arrangement was only in negotiation."® It is not a
misrepresentation if the prospectus states that the capital is £x and the memorandum
and articles contain the usual powers to increase or reduce the capital.”® It has been
held that a representation in a prospectus to the effect that the members of the company

S UCC ¢

were comprised of fAa | arge number of gentl emen

1 Reese River, etc., Co. v. Sn(it869) L.R. 4 H.L. 64.

192 Greenwood v. Leather Shod Wheel [1000] 1 Ch. 421.

19 Hyde v. New Asbestos G@891) 8 T.L.R. 121.

19 stirling v. Passburg Grains, etc., L(#i891) 8 T.L.R. 71.

1951 agunas Nitrate Co. v. Lagunas Nitrate Syndida&99] 2 Ch. 392, 397, 429.

Kar ber JiB32] 3¢ @hs kBeattie v. Eburf1874) L.R. 7 Ch. 777, 804lderson v. Maddison
(1883) 3 App. Cas. 467Bellairs v. Tucke1884) 13 Q.B.D. 562.

7 Eddington v. Fitzmauric€1885) 29 Ch.D. 459, 483, per Bowen L.J.

1% Re Mount Morgan, etc., L{d887) 56 L.T. 622. There are a number of caseghich the benefits
which the promoters stood to take from the company were concealed, thus constituting actionable
misstatementdRe London and Staffordshire Fire Insurance (®83) 25 Ch.D. 149;o0dwick v. Earl of
Perth(1884) 1 T.L.R. 76Capel & . v . Si rfiB&8) 58 leT. 807Re Lili&oan Government
Concessions, etc., C(.892) 9 T.L.R. 136.

199 Ross Estates Investment ¢868) L.R. 3 Ch. 682.

Mcity of Edinburgh Brewe(89CH.86Ltd v. Gibsonos

5C
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dozen out of a total membership of 55 were in fact in the trade, was not a material
misrepresentation.”®*

Reports referred to in a prospectus

If the company takes it upon itself to assume the authenticity of the reports referred to in
the prospectus and represents as facts the matters stated in those reports, it must take
the consequences should they prove to be false.*®* So, in Re Pacaya Rubber and
Produce Co. Ltd*® the prospectus contained extracts from a report of a Peruvian expert
as to the condition of rubber estate which the company sought to acquire. It was held
that these extracts from the report contained in the prospectus formed the basis of the
contract. On the basis that the company had not distanced itself from the report nor
suggested that it did not vouch for the accuracy of the report, the company was taken to
have contracted on the basis of the contents of the report. Therefore, the contracts of
allotment could be rescinded.

Compensation under s.90 FSMA 2000

This section is concerned with the availability of compensation for loss occasioned by
some defect in a prospectus as provided by s.90 of FSMA 2000. This provision
expressly preserves any action under the general law.”® Those actions under the
general law were considered immediately above. Section 90 itself is sufficiently vague
that it is suggested that the case law principles will still be important as an aid to the
interpretation of that provision. First, we shall consider the people who are defined in the
Prospectus Rules as being legally responsible for the preparation of the prospectus.

Persons responsible for the contents of the prospectus

The definition of the persons responsible for the contents of a prospectus or of a
supplementary prospectus are set out in Chapter 5 of the Prospectus Rules.?®® The
persons responsible for a prospectus are subject to the general duty of disclosure in
s.87A of FSMA 2000. In relation to equity securities, the persons responsible for the
prospectus are:*® the issuer; directors and those authorising themselves to be named
as responsible for the prospectus; any other person who accepts responsibility for the
prospectus; in relation to an offer, each person who is a director of a body corporate
making an offer of securities; in relation to applications for admission to trading, each
person who is a director of a body corporate making an offer of securities; and other
persons who have authorised the contents of the prospectus. In relation to securities
which are not equity securities, the persons responsible for the prospectus are:*®’ the
issuer; anyone who accepts and is stated in the prospectus as accepting responsibility

201 pid.

202 Reese Rier, etc., Co. v. Smiifi869) L.R. 4 H.L. 64.

20311914] 1 Ch. 542. See al$dair v Rio Grande Rubber Estates I(tB13) S.C. HL 74.
24 Financial Services and Markets Act 2000, s.90(6).

25 prospectus Rules, chap. 5.

2% prospectus Rules, para 5.5.3R.

27 prospectus Rules, para 5.5.4R.
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for the prospectus; any other person who is the offeror of the securities; any person who
requests an admission to trading of transferable securities; any guarantor for the issue in
relation to information about that guarantee; and any other person who has authorised
the contents of the prospectus. That someone has given advice in a professional
capacity about the contents of a prospectus does not make that person responsible for
the contents of the prospectus in itself;”® unless they consent to being so named or they
authorise those contents of the prospectus which are the subject of the action, and even
then they are liable only to the extent that they have agreed to be so liable.?®

Compensation under s.90(1) of FSMA 2000 for loss due to a defect in a prospectus
The basis of the right to compensation under s.90 FSMA 2000

Section 90 of FSMA 2000 creates a means of acquiring compensation for defects in a
prospectus which is not stated as being subject to all of the requirements of proximity,
causation and foreseeability which arise in the common law, particularly on the case law
decided before the creation of the Prospectus Rules. However, as set out above, this
case law can now be read as being more expansive than hitherto. Nevertheless, s.90
constitutes an important development in the potential liability of those responsible for the
preparation of a prospectus. Section 90(1) of FSMA 2000 provides that:

60Any person responsible for Iisting
person who has
(a) acquired securities to which the particulars [or the prospectus] apply;
and
(b) suffered loss in respect of them as a result of
(i) any untrue or misleading statement in the [prospectus];
(i) or the omission from the [prospectus] of any matter required to

be included by [the duties of disclosure in] section [87A or 87B] %°.

It is unclear whether any statement under paragraph (b)(i) of s.90(1) must be both untrue
and also misleading, or whether liability attaches to a statement on grounds that it is

particul

eitheruntrueorthat it i s misl eading. It is suggested th
relation to them, and because the requirements
necessarily the same as the requirements of it
treated as being alternative heads of l'iabil ity anc
considered to be disjunctive.”™ If so, there are three heads of liability resulting from this

provision.

The first head of liability relates to untrue statements. It is not a requirement of the

statutory language that there have been fraud or any other intention to deceive; rather,

28 prospectus Rules, para 5.5.9R.

29 prospectus Rules, para 5.5.8R

#%Financial Services and Markets Act 2000, s.90(1). Words in square brackets added by the author to

reflect Financial Services and Markets Act 2000, s.90(11)(ajrenfhct that this discussion focuses on

prospectuses, and not the limited regime relating to listing particulars for offers only to expert investors.

The word foro can be conjunctive: for example, fAhe |
that the word fiordo joins those two concepts. The word
turned |l eft or he turned righto when it suggests eittl
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the statement made must have been untrue. Equal l

would seem to include st at e me nrotsrequird that they

are NAinc
t

be untrue as a result of some | ie or decei t. I

the untrue statement; there is no explicit requirement of causation or foreseeability on
the model ordinarily required for damages in tort at common law.

The second head of liability relates to misleading statements made in a prospectus. The
el ement of causation in the statute is
statement. It is not a requirement of the statutory language that there have been fraud or
any other intention to deceive; rather, the statement made must have misled the
claimant. As above, it is duty of the person responsible for the prospectus to ensure that
all statements made in the prospectus or any omissions made from the prospectus are
not likely to be misleading. The effect of this provision is therefore to place an implied
obligation on those responsible for the contents of a prospectus not to make any
misleading statements in that prospectus, whether advertently or inadvertently.

The third head of liability relates to the omission of material which would otherwise be
required by the duty of disclosure in s.87A of FSMA 2000. The duty of disclosure is
rooted in the requirement that the prospectus mustcont ai n t he f@Anece
before it can be approved by the FSA.

Defences to liability under s.90

Schedule 10 to the FSMA 2000 then sets out the exemptions from liability for
compensation under s.90. There are five possible defences to a claim under s.90 that a
statement was incorrect or misleading and so caused a loss. The first defence applies
when the defendant believed in the truth of the statement that was made in the
prospectus.”*? The second defence applies when the statement was made by an expert
which is included in a prospectus or a
consent and is stated in that document to be included as such.”*® The third defence
requires the publication, or the taking of reasonable steps to secure publication, of a
correction.?™* The fourth defence requires the taking of all reasonable steps to secure the
publication of a correction of a statement made by an expert.?*®> The fifth defence applies
when the statement was made by an official person or contained in a public, official
document, provided that the statement was accurately and fairly reproduced.?’® The
sixth defence applies if the court is satisfied that the investor acquired the securities with
knowledge that the statement was incorrect, and therefore that the investor was not
misled by it.*’

2 Financial Services and Markets Act 2000, Sch. 10. para 1.

B Financial Services and Markets Act 2000, Sch. 10, para 2(1).

4 Financial Services and Markets Act 2000, Sch. 10, para 3.

> Financial Services and Markets Act 2000, Sch. 10, para 2(3), and para 4.
Z% Financial Services and Markets Act 2000, Sch. 10, para 5.

27 Financial Services and Markets Act 2000, Sch. 10, para 6.
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The persons who can bring a claim under s.90 FSMA 2000

The category of potential claimants under s.90 includes any person who has acquired or
who has contracted to acquire securities or any interest in some of the securities to
which the defective prospectus relates.?'® Further that person must have suffered a loss
in respect of the securities; and the loss must have been suffered as a result of the
relevant untrue or misleading statement or omission.

Interpretation of s.90 of FSMA 2000 in the light of the decided cases

The foregoing sections of this chapter have considered the interpretation of s.90 on its
own words. What is evident about the principles underpinning the common law from the
nineteenth century was that they required the utmost good faith in the preparation of
prospectuses because the prospectus was the only document on which the investor
could rely when deciding whether or not to invest in an undertaking. As is considered
below, this requirement of the utmost good faith went further than sanctioning the careful
drafting of prospectuses so as to put a positive spin on every statement and so as to
mask any unattractive information. The common law would not permit ambiguity and
half-truth to save the draftsmen from liability. In the light of the Prospectus Rules it is
suggested that s.90 should be interpreted as requiring an equally stringent standard of
disclosure, or else it will always remain in the shadows behind the common law actions.

Section 90 ought to offer a greater means of establishing liability for compensation than

the common law because the common law contains requirements as to causation and

the burden of proof. In consequence, the range of causes of action available to a person

who has acted in reliance upon misstatements in a prospectus is much wider now than

t hen it was . I nterestingly, whil e it was once
constituted an overly stringent code for preparing prospectuses, it is nothing compared

to the formalism of modern securities regulation.

Z8 Financial Services and Markets Act 2000, s.90(7).
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CHAPTER 6.

TRANSPARENCY OBLIGATIONS

The role of transparency regulation

The rules considered in this section were created further to the Transparency

Obligations Directive.?® Their purpose is to maintain a flow of information to the

investing public after securities have been admitted to trading on a regulated market.
Principally t he regul ations ar e concerned wi t
shareholdings and comparable instruments so that investors can know who has ultimate

control of a company in which they are considering investing. In this way it is expected

that the transparency of the issuer will be maintained. (This discussion focuses on

voteholder information, although the Directive extends to other sorts of information, such

as accounts.)

The Transparency Obligations Directive?”® was implemented in the UK by means of Part

43 of the Companies Act 2006 (ACA 20060) . Part
provisions into Part 6 of FSMA 2000 alongside the prospectus rules considered above.

Implementation of the directive is thus achieved by means of additions to Part 6 of

FSMA 2000 and, in time, by the introduction of
(ADTRO) as FSA&antbook fo giteleféect to the more detailed provisions both

of the directive and of the Commi ssionbds technic

| ssuerés disclosure obligations in relation to \

Section 89B(1) of FSMA 2000 empowers the FSA to make regulations which require that

Avoteholder informationodo is to be made known to
informationd means #Ainformation relating to thi
person in respe’Thereis antohligatios bnathe éssuér.further to FSA

Disclosure and Transparency Rulebook at DTR, para 5.6 at the end of each calendar

month during which there have been dealings 1in

the total number of voting rights and capital in respect of each class of issued shares
and also the total number of voting rights attaching to shares of the issuer which are held
in treasury.??

The purpose of many of the transparency rules, and of sections 89B through 89E of
FSMA 2000, is to treat all voting rights under common control as constituting a single
bl ock of voting rights. As defined in s.89F(4)
attaching to a share which permit the shareholder to vote at company meetings

#192004/109/EC.

2Thijs directive has been referred to as the ATranspal
Companies Act2006 ef er s t o this directive as the fATransparenc
L Einancial Serviceand Markets Act 2000, s.89B(3).

*2DTR, 5.6.1R.

55



(provided that the shares at issue have been admitted to trading on a regulated market).
Thus the transparency obligations provisions are concerned to enable investors to know
who holds and who ultimately controls such rights, as well as to make transparent
financial and other information about the company.

AShareso in this context refers to shares carry
the company and which are admitted to trading on a regulated market.?”® The concept of
fcontrol 6 is defined by s. 89Jflawing EateddAes @000 so a
person: people who hold a majority of voting rights in other persons, or who have the
right to alter the composition of another perso
voting rights in another person perhaps by virtue of some s har ehol dersé agreen
who either have a legal right to exercise a dominant influence over another person or
who fAactually exercisedo a dominant influence o0Ve

Sharehol dersd obligations to maketomoti fication c

The extended definitions of fisharehol dero and nt

Notification obligations extend beyond the owners of shares to people who, more

specifically, hold shares with voting rights or who are able to control the use of voting

rights in relation to shares.??* By making transparent the underlying voting control in a

company, the FSA regulations wil!/ enhance the t
Thus, Part 43 of the Companies Act 2006 is concerned with control of voting rights as

opposed to ownership of shares per se.”®

A person holds voting rights in a company in the following three circumstances.** First,
if they are a shareholder in the issuer. Secondly, if that person is entitled to deal with
those voting rights under an agreement where parties are acting in concert in relation to
the use of those shares, G'rorhelt asrcellateral® ors har es a
where the shares held on trust (whether subject to a life interest, or on discretionary trust
or on bare trust), or where the rights in the shares are controlled by some other
undertaking, or where control is exercised by an agent as a proxy. Thirdly, under a
financial instrument which entitles the instrument holder to acquire voting rights in the
issuer. As a fourth category, it is possible under the regulations that two or more people
may be regarded as holding voting rights in respect of shares at the same time,**
although it is not explained exactly on what basis those people are to be treated as
owning the same voting rights simultaneously under s.89F(3) of FSMA 2000.

When notification must be made
Art 30 of the Transparency Obligations Directi v
the issuer ¢é of the proportion of vasalreadygy right s

*23DTR, 5.1.1R.

4 Financial Services and Markets Act 2000, s.89F.

22 Financial Services and Markets Act 2000, s.89(@{1)

228 Einancial Services and Markets Act 2000, s.89F(1)(b).

227 stocklending is discussed in Alastair Hudstaw ofFinance (Sweet & Maxwell, 2009), Ch.50.
228 Collateralisation is discussed in Alastair Hudsoay ofFinance (Sweet & Maxwell, 2009), CHA5.
22 Financial Services and Markets Act 2000, s.89F(3).
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made a notification bef or-eferenbedrom thisaprogisionto Ther e |
Articles 9, 10 and 13 of t he directive whi ch
sharehol dingso. Thus, the obl i gat ihareholders make n
identified in Articles 9, 10 and 13 as holding major shareholdings carrying voting rights.

Article 9 requires notification on crossing thresholds of 5%, 10%, 15%, 20%, 25%, 30%,

50% and 75% of the total number of shares in an issuer whichareiadmi tted to trad
on a regulated market and t o *WNatficadtionis@soi ng ri gh
required in relation to fnevents <changing the b

issue of new shares or the cancellation of shares.

Article 13 extends the notification provisions of Article 9 to situations in which the

persons obliged t o mak e notification of their
instrument so, s u-seltled acall opdion, pvhighsentileathelmyto acquire

shares carrying voting rights.?*

Further categories of information to be provided by issuers

The issuer of securities will be obliged by the FSA Disclosure and Transparency Rules
to make notification of three types of information: periodic accounting information;
information relating to the rights attached to the securities in question; and information
about new loan issues and any connected guarantee or security,”®* under s.89C of
FSMA 2000.

Powers exercisable in the event of an infringement of transparency obligations

The penalties for breach of any of the requirements of the preceding provisions are
limited to the public censure of the issuer of the securities or to the power to suspend or
prohibit trading in securities. Appeal from either of these penalties may be referred by
the respondent to Tribunal created by FSMA 2000 to hear such matters under that Act
generally.

Misleading statements in discharge of transparency obligations

Section 90A of FSMA 2000 provides for compensation to be paid in relation to untrue or
misleading statements contained in, or in relation to omissions from, the annual financial
reports, the half-yearly financial reports, or interim management statements which are
required to be published by Articles 4, 5 and 6 of the Transparency Obligations Directive,
as was discussed in Chapter 40. Thus s.90A in effect extends the effect of s.90 to the
new dimension which is added to securities regulation by the Transparency Obligations
Directive. Section 90A(2), introduced to the bill in its final stages, makes clear that the
Act relates only to securities traded on regulated markets. Section 90A of FSMA 2000

230 A5 implemented b¥inancial Services and Markets Act 2000, s.89BSee also DTR, 5.1.2R in
relation to significant changes in shareholdings.

Z1These principles are implemented by the FSA Rulklm®TR, 5.3.

%2 Financial Services and Markets Act 2000, 5.89C(2).
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provides that the issuer of securities wildl be
who has both

6(a) ac qtPisecaites issued by it, and

(b)suffered loss in respect of them as a result of-
(i) any untrue or misleading statement in a publication to which this
section applies, or
(i) the omission from any such publication of any matter required to be
includé&d in it.o

There is one important caveat to the issuerds | i

0The issuer is so l|liable only if a person d
within the issuer in relation to the publication-

(a) knew the statement to be untrue or misleading or was reckless as to

whether it was untrue or misleading, or

(b) knew the omission to be disffonest con

Therefore, the basis of liability is predicated, first, on the making of an untrue or
misleading statement and, secondly, also the requisite knowledge of someone
discharging managerial responsibilities within the issuer.

It is provided in s.90A(6) of FSMA 2000 that the defendant issuer is not to be liable for
fany other | iabil it ythapheeedingtprbvisions of 5.90% of F&VA f
200021t is provided further in s.90A(7) t
subject to a liability includes a reference to another person being entitled as against him

to be granted any civil remedyortor esci nd or repudiate an agr eeme
s. 90A( 8) provides that s. 90A fAdoes not af fect ¢
liability for a criminal of fence. 6 The meaning
unclear. At first blush, it is not clear is whether it is all obligations, including obligations at

common law or in equity relating to loss, which are to be excluded; or whether it is only

obligations under FSMA 2000 which are to be excluded. However, s.90A(7) suggests

thatitisal | civil remedies which are to be exclude
penaltiesd (such as those relating to market abu
unclear then, is which civil actions may be saved and which excluded by s.90A of FSMA

2000.

oro by
hat: o]

The reference to fisuch securitiesod seems to be a re:
issued and in relation to which the loss must have been suffered.

4 Einancial Serices and Markets Act 2000, s.90A(3).

235 Financial Services and Markets Act 2000, s.90A(4).

Z% Financial Services and Markets Act 2000, s.90A(6).
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CHAPTER 7.
THE LISTING RULES

(IN OUTLINE )

INTRODUCTION

The Official List of securities is the principal market for the securities of public limited
companies which is open to the public. Securities on this list include shares, bonds,
convertible bonds, warrants, securitised derivatives, and other securities as set out in
this chapter. These securities are admitted to the trading on the London Stock
Exchangedés Main Market in the UK.

The statutory regime governing the official listing of securities is contained in Part 6 of
FSMA 2000, comprising sections 72-103. The Official List in the UK is the list maintained
by t he @ comp eutndenthe E€ gdcuritees direéctvés for the purposes of Part
62" TheFSAi s t he UK Li st iADn this contéxtolrid résgonsibla fdrkhe
maintenance of the Official List in the UK and also has the responsibility for the creation
of listing rules. The Official List is regulated by means of the FSA Listing Rules.

Remember, securities may only be offered to the public once a prospectus has been

approved by UKLA; once UKLA has admitted those securities to the Official List; and in
compliance wi th t he control on advertisements
promotion rules.

THE DEFINITION OF fi ®FERS OF SECURITIES TO THE PUBLICO
The meaning of an fAoffer to the publico

Securities transactions are contracts between buyers and sellers of those securities. In

relation to an issue of securities, it is the issuer which is making the issue. In relation to

subsequent purchases of those securities from someone other than the original issuer

(known as the fAafter marketo) there wild.l be an
the continuing documentary representations in the form of a prospectus made by the

issuer at the time of the initial public offering. The focus of securities regulation is on

offers of securities to the public. Therefore, this section defines the circumstances in

which an offer is made to the public, with the result that they are governed by the FSA

securities regulations. The term Aoffer of transferable sect
of the Financi al Services and Markets Act 2000

27 Financial Services and Markets Act 2000, s.72: which came into effect’oiuf8 2001: Financial
Services ad Markets Act 2000 (Commencement No.3) Order 2001 (SI 2001 No 1820).
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in by the exemption of certain offers of securities in Schedule 11A of FSMA 2000. Each
is considered in turn.

The definition of fisecuritieso and Atransfer abl e

For the purposes of the Prospectus Directive 20

to mean:**®

6 shares in companies and other securities equivalent to shares in companies,

- bonds and other forms of securitised debt which are negotiable on the capital
market [sic] and

- any other securities normally dealt in giving the right to acquire any such
transferable securities by subscription or exchange or giving rise to a cash
settlement

excluding instruments of payment. o

However, the Prospectus Directive provides that national legislation may supplement

this definiton”®® The | isting rules refer geneThal ly to
definition of Atransf er abl &SAsHardhookii tsy of ainny t thh e g G|
which is a transferable security for the purposes of MiFID, other than money-market

instruments for the purposes of that directive which have a maturity of less than 12

monthso. The inffotafivaendkeéiabtetsecurityo in Mi

6 ATransferable securitiesd means those c¢cl as:
on the capital market, with the exception of instruments of payment, such as:
(a) shares in companies and other securities equivalent to shares in
companies, partnership or other entities, and depositary receipts in
respect of shares;
(b) bonds or other forms of securitised debt, including depositary receipts
in respect of such securities;
(c) any other securities giving the right to acquire or sell any such
transferable securities or giving rise to a cash settlement determined by
reference to transferable securities, currencies, interest rates or yields,
commodities or other indices or measuresé

To summarise recklessly, this definition encompasses shares, bonds, and securitised
derivatives respectively. (The detail of these products is outwith the scope of this
course.)

The meaning of o6an offer of transferable securit

There i s an noffer of transferable securities to
FSMA 2000, in the following circumstances:

28 prospectus Directive, art. 2(1)(a), as supplemented by the definition in Art 1(4) of Directive 93/22/EEC.

29 prospectus Directive, art. 2(1)(a).

3| ndicatived intdlhee orelnsewhatati svei maleuded with the ¢
rather than being given a comprehensive definition of the term.

ZLMIFID, art.4(18).
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O6For the purposes of [ Part 6 FSMA 2000] t h
securities to the public if there is a communication to any person which presents
sufficient information ond
(a) the transferable securities to be offered, and
(b) the terms on which they are offered,
to enable an investor to decide to buy or su

Therefore s.102B FSMA 2000 has the effect that an offer to the public is made if there is
an offer to only one person and (impliedly) if that offer is not an exempt offer within Part
6 of FSMA 2000.

Matters which fall outside the notion of an offer of transferable securities

A relevant offer is made where that offer is made to the public and where that offer is not
an exempt offer.?** This definition is meant to be a wide one so that it will catch all
circumstances in which an issuer seeks to sell or market securities to the public
generally. Only offers which are not made to the public at large or which fall into one of
the statutory categories of exemption under s.86 of FSMA 2000 or under Sch.11A of
FSMA 2000 are excluded from this legislation. Consequently, offers made in relation to
government and public securities, offers made in relation to securities issued by not-for-
profit organisations, and offers below identified amounts, are not considered to be offers
of Atransferable securitiesd within the prospect

Private Companies May Not Offer Securities to the Public

A private company i that is, a company which is not a public company®*® i which is
l imited by shares or | imited by guarantee may ngc
companyo0 n agree foallof aoyt secorities of the company with a view to their

being off er e dltisa carnerstongai $ectuiitiesdaw that offers of securities

to the public may only be made by public companies which are expressly subject to the

FSAsecur i ti es regulations. An dAoffer to the public
to include an offer made to a section of the public. Offers which are not to be regarded

as being offers to the public are offers which, after consideration of all the appropriate
circumstances, ar e Anot calcul ated to resul t,
becoming available to persons other than those

a private concern of the person receiving [the offer] and the person making i £ .

%2 Financial Services and Markets Act 2000, Sch. 11, para 1(1).
243 Companies Act 2006, s.4(1).

244 Companies Act 2006, s.755(1).

245 Companies Act 2006, s.756(3).
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THE LISTING RULES
Introduction

This section considers the core principles which underpin the Listing Rules and by
reference to which those rules are interpreted. The framework principles which guide the
interpretation of the Listing Rulesar e t he #ALiIi sting Principleso.

The Listing Principles - imposing general obligations on the issuer
The role of the Listing Principles

Chapter 7 of the Listing Rules introduced the 0
the first time in 2005 reform of those regulations. The general purpose behind the

creation of these Listing Principles is to acknowledge the important role which listed

companies play in ensuring the proper regulation of the securities markets in that the

proper conduct of issuers and the proper provision of information is essential to the

integrity of the securities markets. To this effect, the listing rules provide that:**®

6The purpose of the Listing Principles is to
regard to the fundamental role they play in maintaining market confidence and
ensuring fair and orderly markets. 0

Further, the listing rules provide that:**’

6The Listing Principles are designed to assi
obligations and responsibilities under the listing rules and the disclosure rules

and transparency rul es. 0

So, the Listing Principles are educative as well as instructive. The six Listing Principles
operate as follows.

The detailed Listing Principles themselves

The first principle requiresthata @Al i sted company must take reaso
i ts directors t o understand their responsi bildi
throwing a |light on the significant role of a c¢
i ssuer 6s liiosntsi.n gT hoeb |fiisgeakingeisthie cdmpagyawhithyssues the

securities, but it i s t hat companyos of ficers

organisation complying with its obligations. In ordinary company law, it is convenient to
think of the company as being a distinct legal person because this simplifies the
business of companies and it reduces the risks borne by shareholders;?*® but in relation

24| isting Rules 7.1.2G.

47| isting Rules 7.1.3G.

#8The business of companies is simplified by not needing to have each contract signed by each director
and so on: rather the company can act onvits. @ he risks of shareholders are reduced in relation to a
limited company by the company itself taking on all the legal risk of dealing with third parties, instead of
imposing any of that risk on the shareholders personally.
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to securities law there can be no avoiding the fact that it is the human agents of a
company, principally its directors, who control its actions and therefore it is those same
human agents who must be trained to understand what securities law requires of the
entity. In this sense, securities law cannot be content with the economically useful fiction
of the separate personality of companies: rather, we must recognise that it is the human
agents who control the activities of the company. This may require the training of
directors and other employees, and it may require the creation of adequate internal
systems to ensure compliance with the listing rules. This feeds into the second principle.

The second |l isting principle requires that

to establish and maintain adequate procedures, systems and controls to enable it to

comply with i ts obligationso. The concern

information is made available to the investing public and that companies remain
transparent. Consequently, it is important that the internal procedure and the culture of a
listed company ensures the full disclosure of all material which it is necessary for a listed
company to disclose under the listing rules. Therefore, there need to be procedures for
making information available i such that the necessary employees of the company know
what is expected of them T and there is also a need that there are controls within a
company to ensure that no-one in a position of authority is able to prevent the
publication of such information, and so on. Let us take an example from the USA. One of
the things which must be made available to investors is financial information which gives
a true and fair view of the state of the listed company. In both Enron and in WorldCom in
the USA there was a group of very senior executives who were able to control and thus

a fl

for

to falsify the companydés financi al i nfermati on

term |liabilities as being current profits.

responsibility for identifying and publishing requisite information, but adequate controls
must ensure that that information is not blocked, altered or otherwise interfered with.

What is difficult here is knowing what
which a listed company is required to take in ensuring that it has appropriate internal
controls and so forth. The regulations do not give detailed instruction on such points, but
instead require listed companies, their agents and professional advisors to take a
reasoned view on winary context. The miaimunnweald seedn to
require the use of external advisors, the dilution of the power of senior executives in
sensitive areas with the use of non-executive directors, the creation of a culture in which
Awhi stl ebl ower s oly, and ensuting kdequatestrainirig dou directors and
other advisors in sensitive departments as to the sorts of action and publication which
are required.

The third principle for l'isted compani es

governing regulated financial institutions in the FSA Principles for Businesses rulebook

S

A ¢

me ant

mirr

in that it requires that a Alisted company mus
potenti al hol ders of its | i st-eepealedR@OR Listingsec ur i t i

Rules focused on the need for sponsors to introduce elements both of professionalism
and integrity to an application for admission to listing, the 2007 Listing Rules have
broadened those requirements of integrity out to issuing companies as well as their
sponsors, whilst also continuing to rely on sponsors for the professionalism and the

integrity expected of Afaut hori sed personso

means Afreedom from mor al corruption é
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of uncorrupted virtue; upr i dhin remtors fo issuers efs t y

securities this clearly requires compliance in the utmost good faith with requirements that
all information necessary to make an informed decision about whether or not to acquire
securities (as required by the Prospectus Rules) and to provide information as to
shareholders and voting control on an on-going basis (as required by the Transparency
Rules).

The fourth principle then sets out tidate
information to holders and potential holders of its listed equity securities in such a way
as to avoid the creation or continuation

The term Afalse mar ket 0 i s smsoggestedahatiomeaisefuli n

interpretation of this term would be to think of the listed company as being obliged to
disclose any information which an investor or his professional advisors would ordinarily
require to make an informed decision about whether or not to invest in the given equity
securities. Failure to disclose such material, it is suggested, would cause an investor to
make investment decisions otherwise than on a correct basis: in that sense it would be a
Afal sed market.

The fifth principlepr ovi des that a fdlisted company must

the same class of its listed equity securities that are in the same position equally in
respect of the rights attaching to such
preserved between the holders of shares (equity securities) in relation to voting and

other rights. The sixth principle stipulates th
e

sin

need f oo

of

a f

t he |

ens

sted

4'
~
C

|

inanopenandco-oper ative manner 0. This princilple app
the third |isting principle relating to acting
open and co-operative will be that the listed company will be in breach of its obligations

under the listing rules.

29 There are, in the interest$ full disclosure, two other senses of the word integrity, which it is suggested

are of no interest in this context, relating to ficomg
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CHAPTER 8.

CONTINUING OBLIGATION S

ADMISSION TO LISTING
Conditions as to the nature of the issuer itself
The preconditions for making an application for listing

The procedure for admission to listing requires that an applicant comply with the listing
rules. An application for listing must be made in accordance with s.75 of FSMA 2000 to
the effect that:**°

6Admi ssion to the official |l ist may be grant
competent authority in such manner as may be

That is, the application mu s t be made to the FSA as the UKDOGs:s
(referred to as UK Listing Authority (AUKLAO?O) i
listing rules generally may require.”" As is considered below, the Listing Rules impose

general conditions on all listed securities.

General conditions for admission to listing

The conditions to be fulfilled by the applicani
admitted to listing are numerous. These conditions operate in effect as conditions
precedent to the authorisation of admission to listing. It is in chapters 2 and 6 of the
Listing Rules that the principles dealing with the pre-requisites for admission to listing
are set out. The company is required to be duly incorporated,®? and the securities must

have been duly authorised for |isti*itheshateder t he ¢
must be freely transferable,®*and t he shares must be admitted t
market for listed securities.®® T h e i ssuer 6s securities mu st t

capitalisation.?® Significantly, an approved prospectus must be published.?’

The second tranche of information relates to t
company must have published and filed audited accounts for at least three previous

0 Financial Services and Markets Act 2000, s.75(1).
1 Einancial Serviceand Markets Act 2000, s.75(1).
2| isting Rules, 2.2.1R.

23| isting Rules, 2.2.2R.

4| isting Rules, 2.2.4R.

23| isting Rules, 2.2.3R.

26| isting Rules, 2.2.7R.

%7 isting Rules, 2.2.10R.
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years,?”®® the company musthave an i ndependent business and the

activities must have continuous for the previous three years,”® and it must have a
minimum working capital identified in the rules.”®® The securities themselves must be
25% in public hands after the issue within the EU and EEA,*** and they must be capable
of electronic settlement.?®?

Special conditions on a particular listing application

The Listing Rules empower UKLA to impose special conditions on any application for

listing. CARD provides thatany specialc ondi ti ons should be used fAso
of protecting investorso and so may rel ate, f o
i nformation necessary to keep the investing pub
activities.?®®* Admission to listing may not be permitted unless and until those general

conditions and any special conditions have been complied with.?®*

That the issuer must have consented to the listing

It is a pre-requisite that the entity which is issuing the securities must have consented to
the application for listing.?®® So, for example, one of the shareholders or one of the
directors cannot decide on her own volition to have those securities listed.

Conditions to be satisfied in relation to the securities themselves

There are further requirements which must be met by the securities themselves. The first
requirement is that for securities to be listed they must be admitted to trading on a

recognised investment exchanfeds market for | i st

The second requirement is that the securities must be validly issued according to the law

of t he pl ace of t he applicant 6s i ncorporation
memorandum and articles of association, and any necessary statutory or regulatory
consents must have been obtained.®® Furt her mor e, the securities

t r ansf &1t blsoa tequirement of the admission of securities to listing that those
securities are eligible for electronic settlement.?*®

28| jsting Rules, 6.1.3R.

29| jsting Rules, 6.1.4R.

%0 isting Rules, 6.1.16R

%1 jsting Rules, 6.1.19R.

%2 isting Rules, 6.1.23R.

23 CARD, art 12

4 Financial Services and Markets Act 2000, s.75(4); and Listing Rules, Chap.2, para 2.1.2G.

% Financial Services and Markets Act 2000, s.75(2).

%% jsting Rules Chap. 2, para. 2.2.3R.

%7 jsting Rules Chap. 2, para. 2.2.2R. See CARD arts. 45 and 53.

%8| jsting Rules Chap. 2, para. 2.2.4(1)R. Special provision is made for partly paid securities and for
permission to be granted (by the competent authority) to disapprove the transfeesf Ska CARD, arts
46, 54, and 60.

29 jsting Rules, 6.1.23R.
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The third set of requirements relate to the total market capitalisation of that class of

securities. Except where securities of the same class are already listed, the expected

aggregate market value of all securities to be listed must be at least £700,000 for shares

and £200,000 for debt securities.’”® However, fit h e UK Listing Aut hori ty
securities of lower value if satisfied that there will be an adequate market for the

s e ¢ u r I tWihether.oonot there is an adequate market for the securities will depend

on the circumstances of the particular issue.

The application procedure for admission to the Official List

The Listing Rules contain a detailed application procedure for companies to gain
admission to listing in Chapter 3, setting out all of the documents which must be lodged
with the FSA before, in accordance with its guidance notes, the FSA will consider the
application. There are different, detailed rules for different types of security.?’> UKLA
guidance provides that it will consider applications only once all the documentation has
been delivered, and that UKLA will consider any and all information which it considers
appropriate, possibly going beyond the documentation which has been lodged with it in
accordance with chapter 3 of the Listing Rules.?”® This may result in UKLA conducting
enquiries, verifying the accuracy of the documentation, and requesting any further
information which it requires. UKLA may then impose any further conditions on the
application which it considers appropriate.?’* In the ordinary case of events, the specified
documents must be lodged by the issuer at least two business days prior to UKLA
hearing the |isting application (hence?®
including the application for listing in prescribed form, any declaration required from a
sponsor, and a copy of the prospectus, and any other document required by the
regulations in that context.?’® Other documentation may include a copy of any circular

which has been published in connection with the application;?”” any approved

supplementary prospectus;?’® a copy of the board resolution of the issuer allotting the

securities;?” any accounts or interim financial statement; and so on.

t hem bei

The role of sponsors in listing applications
The requirement for a sponsor

There is a requirement for a sponsor in relation to any listing. Sponsors are usually
regulated investment firms which are required, in effect, to vet the suitability of an issue
of securities, and to warrant that suitability to the FSA. It is a requirement of seeking
admission to the Official List that each listed company has a sponsor:** the sponsor in

270 isting Rules Chap. 2, para 2.2.7(1)R.

271 isting Rules Chap. 2, para 2.2.8G. See CARD, arts 43 and 58.

22 gee Alastair Hudsorgecurities LawSweet & Maxwell, 2008), Part 4 generally.
23 Al of the material considered in this paragraph is set diisting Rules chap. 3, para. 3.2.6G.
7% isting Rules chap. 3, para. 3.2.6(5)G.

23| jsting Rules chap. 3, para. 3.3.2R.

27°| jsting Rules chap. 3, para. 3.3.2R.

2’7 isting Rules chap. 3, para. 3.2(3).

78| isting Rules chap. 3, para. 3.3.2(4).

29| jsting Rules chap. 3, para. 3.3.2(5).

280 isting Rules, chap. 8, para 8.2.1R.
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turn will be required to have sufficient professional expertise in securities issues to be
authorised to act as such by the FSA. The spons
to bring an issue of securities before the market. However, the sponsor has an equally

significant secondary role, as expressed in the listing rules, in supplying information to

UKLA and also requiring the sponsor to certify and to ensure that the listing rules have

been complied with by the issuer during the application process and thereafter.

UKLA maintains a list of approved sponsors on its web-site.?®* To be included on the list
of approved sponsors, the sponsor must be authorised under the Financial Services and
Markets Zlg\gct 2000%%? or must be a person regulated by a professional body recognised by
that Act.

There are four principles governing the activities of sponsors. First, the sponsor must

exercise due care and skill in advising the listed company as to its obligations under the

securities regulations.?®* Secondly, the sponsor must take reasonable steps to ensure

that the directors of the listed company understand the nature and extent of their

obligations under the listing rules.?® Thirdly, the sponsor must deal with the FSA in an

openand co-operative manner, dealing promptly with
di sclosing any fAmateri al informationd of which
ma n n &rFourthly, the sponsor is required to be independent of the listed company®®’

and to complete a form attesting to its independence in relation to each admission for

listing in which it participates.?® The definition of independence here requires that the

sponsor not own more than 30% of the equity of the listed company nor have a
fisignificant interesto in the |isted companyods ¢

I n relation to an issue the sponsor is require
making due and careful inquiry, that the applicant has satisfied all of the requirements of

the Listing Rules and of the Prospectus Rules, that the directors of the applicant have

put in place adequate procedures to enable the applicant to comply with the listing rules,

and that the directors of the applicant have also put in place procedures on the basis of

which they are able to make fproper judgment s
applicantés financi 89 position and prospects.

GENERAL CONTINUING OBLIGATIONS IN THE LISTING RULES
Rules which must be complied with on a continuing basis

The Listing Rules create a number of rules which can be understood as continuing
obligations. The securities which are listed must continue to be admitted to trading on a

81| jsting Rules chap 8, para 8.6.1G.
82| isting Rules chap 8, para 8.6.2R.
23| isting Rules chap 8, para 8.6.5R.
24| isting Rules chap 8, para 8.3.3R.
85| jsting Rules chap 8, para 8.3.4R.
20| isting Rules chap 8, para 8.3.5R.
287 isting Rules chap 8, para 8.3.6R.
28| isting Rules chap 8, para 8.7.12R.
289 isting Rules chap 8, para 8.3.6R.
29 jsting Rules, chap. 8, para 8.R2
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regulated market.”®* The securities must also remain in public hands as to 25% of their
number.?®? The company must comply with the Disclosure and Transparency Rules i
specifically relating to the publication of inside information i while its securities are
listed.?%®

Continuing obligations to keep the FSA informed of administrative matters

The company is required to keep the FSA informed of two kinds of administrative
information. The company must provide the FSA with contact details of a person who is
to be the first point of contact between the FSA and the company.?** The company must
also provide the FSA with two copies of any mooted amendment to its constitution.?*®

Continuing obligations as to the equal treatment of shareholders

The company is required to treat each of its shareholders equally, in accordance with the
fifth Listing Principle. The Listing Rules formerly required that information must be
provided to all shareholders equally.?®® Those rules have now been revoked, although
the fifth Listing Principle remains. It is suggested that the revocation of these rules
should not be interpreted as a general permission to discriminate unreasonably between
different classes of shareholders, nor between different individual shareholders. The
position of existing shareholders is also required to be protected by reference to the right
of pre-emption of existing shareholders in s.561 of the Companies Act 2006, which
means that new shares must be offered to existing shareholders first. The City Code on
Mergers and Takeovers also requires the equal treatment of shareholders in takeover
situations.

Continuing obligations relating to financial information

Listed companies must publish a preliminary statement of their annual results as soon
as such a statement has been approved, in any event within 120 days of the end of the
period to which it relates.?®’ This information must be published through a recognised
information service once those matters have bee
together with any decision as to the payment of a dividend.?*® However, the FSA may
authorize the omission of any of this information if its disclosure would be either
ficontrary to the public interest or ®sThigsiously
power to condone omission of information is nevertheless subject to a proviso that the
omi ssi on woul d n o tleadb the piblici Witk Irggardtto factai and
circumstances, knowledge of which is®®ssential f

291 isting Rules, 2.2.3R.

292 isting Rules, 6.1.19R

29| isting Rules, 9.2.6R.

294| isting Rules, 9.2.11R.

29| isting Rules, 9.2.14R.

29| isting Rules, 9.3.1R.

297 isting Rules, Chap. 9, para 9.7.1R.
298| isting Rules, Chap. 9, para 9.7.2R.
29 isting Rules, Chap®, para 9.7.3R.
300 jsting Rules, Chap. 9, para 9.7.3R.
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The range of continuing obligations in relation to market abuse

Market abuse is considered below.

The continuing obligations in the FSA Disclosure and Transparency Rules

In general terms, the FSA Disclosure and Transparency Rules oblige an issuer to notify

a recognised informati on **soeanywinsidednfofmat®dnvhisbon as p o«
fidirectly c¢on c%uniess the isseer (orsits owen rindigtive) considers the
prevention of disclosure to be neces®®¥@hsy to pro
requirement of disclosure is in common with the fifth Listing Principle. The obligation is

then to make disclosure of any inside information so that the entire market has equal

access to the same information. The definition of inside information is considered below

in relation to insider dealing.

The obligation to communicate information

The fourth of the Listing Principles provides that:

60A | isted company must communicate informati
of its listed equity securities in such a way as to avoid the creation or continuation
of a false market in such |listed equity secu]

There are a number of matters about which a listed company must make disclosure

either at the time of making an issue of securities or on a continuing basis thereafter.

The keynote here is the avoidance of the creat
securities at issue.

The requirement for circulars

Circulars are required to be circulated to holders of equity securities by chapter 13 the
Listing Rules in a number of circumstances. A circular may incorporate by reference any
information in a prospectus or any other document which has been published and filed
with the FSA.*** Circulars are required in a number of circumstances, many of which are
those set out in section 13.8 of the Listing Rules. Circulars are required inter alia in
relation to votes connected with the authority to allot shares, disapplying pre-emption
rights in relation to the allotment of shares, increasing authorised share capital, reducing
the companyés capital, in relation to a capital

301 This will be satisfied if the issuer acted as soon as was possible in the circumstance of factors which

were only gradually coming to light: Disclosure and Transparency Rules, Chap. 2, para,R $h2R.

delay in publication of the information will be accerg
Disclosure and Transparency Rules, Chap. 2, para, 2.2.9G.

302 pisclosure and Transparency Rules, Chap. 2, para, 2.2.1R.

393 pisclosure and Transpency Rules, Chap. 2, para, 2.5.1R. See Market Abuse Directive, art. 6(1).

304 isting Rules, 13.1.3R.
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dividend, giving notice of meetings, making amendme:
i n relation to an empl oyeesa share scheme, [
arrangements, in relation to reminders of conversion rights over convertible securities;

and in various contexts to do with takeovers and mergers.

Penalties for breach of the Listing Rules

There are two potential penalties for breach of the listing rules as provided in s.91 of
FSMA 2000. The first arises when there has been any contravention of the listing rules
such that the issuer, or any of its managers or any person connected to a manager, is
subject to such penalty as the FSA thinks fit. Liability for a second form of penalty arises
under s.91(1A) of FSMA 2000 when there has been a contravention of Part 6 of FSMA
2000 or of the Prospectus Rules:the penalty is such as the FSA considers appropriate.

Duties of disclosure relating to prospectuses and transparency obligations

All of the regulations under the prospectus rules and the transparency rules, considered
above, should be considered as being continuing obligations.

DISCONTINUANCE OF LISTING

The FSA has four separate powers under FSMA 2000 to prohibit or suspend or

otherwise control securities transactions: first, a power to discontinue or to suspend

listing further to s.77 of FSMA 2000; second, a power suspend or prohibit an offer of

transferable securities to the public under s.87K of FSMA 2000; third, a power to

suspend or prohibit admission to trading on a regulated market under s.87L of FSMA

2000; and, fourth, a power to suspend trading in a financial instrument on grounds of

breach of the disclosure rules under s.96C of FSMA 2000. Guidance on the operation of

those provisions is then given in the listing rules and the disclosure rules. In art.18(1) of

CARD it is provided that UKLA fAmay decide to sl
the smooth operation of the market is, or may be, temporarily jeopardised or where
protection of i n¥danguage vehichsimadaptedgirutherlistisgdules.®

The procedure for either discontinuance or suspension of listing is set out in s.78 of

FSMA 2000 and in the FSA ¢ De¥ieguriogthatMaviittenrn g Manu a |
notice in the appropriate form be given to the company once a decision to discontinue

listing has been taken. The notice must give reasons for the discontinuance. UKLA must

invite representations from the issuer in relation to the notice to discontinue or

suspend,®® and inform the issuer of a right of referral to the Tribunal, informing the

issuer of the procedure for such a referral.**® A procedure for appeal is thus created.

3% CARD, art.18(1).

399 isting Rules, chap. 5, para 5.1.1(1)R.

397 isting Rules, Chap.5, para.5.5.1G.

3% The period for receipt of representations may be ey the competent authority: Financial
Services and Markets Act 2000, s.78(4).

39 Financial Services and Markets Act 2000, s.78(7).
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CHAPTER 9.

MARKET ABUSE AND | NSIDER DEALING

INTRODUCTION:
INSIDER DEALING, MARKET MANIPULATION & MARKET ABUSE

This chapter is concerned with the criminal offences relating to insider dealing and

market manipulation;**° and the FSA civil regulation of market abuse. The criminal

of fences seek to punish people who use #@Ains
which has not yet been made publicwhen deal ing in securities (
under Par t V of the Criminal?3)Jon svhoiseek toAc t
mani pul ate a market by making a misleadi
further to s.397 of the Financial Services and Mar kets Act 2000
dealing is particularly difficult for the authorities to identify and there have consequently
been very few prosecutions. Therefore, the insider dealing code has been supplemented
by the FSA r edtelta ta’foamsl agbwerfundarrFSMA 2000 to impose
Acivil penal ti e¥dThen ati mamsgrtehsessoer sext ensi ons to
insider dealing regime has been to move the burden of combating misuses of inside

information to the FSA, as regulator for the securities markets in the UK, so that the FSA

can work in tandem with the criminal |l aw. The |
thought of as forming a single topic covering the criminal law on insider dealing and

market manipulation, together with the FSA the regulation of market abuse. The

regulation of market abuse further is conducted by the FSA further to s.118 et seq. of

FSMA 2000.

~ 35

INSIDER DEALING
The insider dealing provisions
The statutory provisions on the criminalisation of insider dealing are contained in Part V

of the Criminal Justice Act 199-84andiSChedhilesl 9930) ,
1 and 2 of that Act.*"* Part V was passed to enforce the provisions of the EC Insider

319 parts of this chapter are based on parts of Chapter 26 of Alastair HSésomities LawSweet &

Maxwell, 2008).

31 Seepara 1403.

312 Market abuse was considered in detail in Chapter [].

313 A form of quasicriminal power to impose penalties which has been granted to the Financial Services

Aut hority (Athe FSAO) by Part VI I | «oofisidérddbelomi nanci al ¢
314 see generally B. Rider and M. Astiesider Crimei The New LawJordans Publishing, 1993); B.

Rider, K. Alexander and L. LinklateMarket Abuse and Insider Dealirfgottel Publishing, 2002). There

are shorter discussions of this topi the following: P. WoodRegulation of International Finang&weet

& Maxwell, 2007), Chapter 21.
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315

Dealing Directive®™ the preamble to which set out the purpose of the legislation to be to

provide an fiassurance afforded to investors that
that they wil!/ be protected against the i mprope
fiinside informat i catiod toimarketaabuses'® amdsie telationnto thee |

Model Code in the FSA Disclosure and Transparency Rules.®’

There are two statutory objectives underpinning the insider dealing code: first, the
protection of the integrity of the securities markets and, secondly, ensuring that in any
securities transaction there is no imbalance of information between the buyer and the
seller 3011; that security. These underlying objectives in the legislation is considered
below.

The three offences
The offences in outline

There are three offences relating to insider dealing. The principal focus of the offence in

s.52(1) CJA 1993 i S on i neif fiedcdu ®ldd wha udietail es
information which they gleaned as an fAinsidero.
shortly.) The second offence relates to encouraging others to deal in price-affected

securities. The third offence relates to disclosing inside information. There are then a

range of defences to these offences. Each element is considered in turn in the sections

to follow.

The power of the Financial Services Authority

Further to the enactment of the Financi al Ser vy
20000), the Financi al Services Authority has th
insider dealing.®* Thus, the day-to-day regulator of the securities markets is given an

inquisitorial and prosecutorial power in relation to insider dealing, which operates in

tandem (it is suggested) with its powers to regulate market abuse more generally.

The principal offence of insider dealing in s.52(1) CJA 1993

The elements of the offence under s.52(1) CJA 1993

The principal of fence of Ainsider dealingo is
expression in that subsection is defined elsewhere in the Act, and therefore we shall

begin with s.52(1) before considering each of the component terms separately. The
principal offence in s.52(1) is expressed in the following terms:

31589/592/EC, [1989] O.J. L334/30.

31°g5ee para .

37See para .

38 5ee para

*1° Financial Services and Markets Act 2000, s.402.
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6(1) An individual who has information as an
in the circumstances mentioned in subsection (3), he deals in securities that are
price-af f ected securities in relation to the inf

The elements of the offence are therefore as follows. First, the offence is committed by
an individual (that is, a human being®°). Secondly, that individual must have information

as an ninsider o, as is defined bel ow, as oppose
way. There are other offences dealing with non-insiders considered below.** Thirdly, the
i ndividual m uusities, &% @& edined below Fosrthlg, the securities in which
the individual daef af | esc tneuds ts ebceu riiptriiecsed, as i s defi

securities must be price-af f ect ed securities Ain relation to
coincidentally price-affected due to some other factor. Thus, the insider must be dealing
in relation to information which itself affects the price of the securities. Sixthly and
furthermore, these activities must be performed in the circumstances set out in s.52(3):-

6(3) The circumstances referred to above [ir
disposal in question occurs on a regulated market, or that the person dealing

relies on a professional intermediary or is himself acting as a professional
intermedi ary. 6

Each of these elements is considered in turn. The legislation defines most of these terms
in ss.54 through 60 of the CJA 1993, and therefore later sections of this chapter cross-
refer with those definitions. Before turning to those questions of definition, however, we
shall consider the two inchoate offences relating to insider dealing which are contained
in s.52(2) of CJA 1993.

The two inchoate offences relating to insider dealing in s.52(2) of CJA 1993
Aside from the principal offence in s.52(1) of CJA 1993 considered immediately above,

an individual with inside information may commit two further offences, as set out in
s.52(2) of CJA 1993 in the following terms:

"y

6(2) An individual who has information as
dealing if i
(a) he encourages another person to deal in securities that are (whether
or not that other knows it) price-affected securities in relation to the
information, knowing or having reasonable cause to believe that the
dealing would take place in the circumstances mentioned in subsection
(3); or
(b) he discloses the information, otherwise than in the property
performance of the functions of his employment, office or profession, to
another person. 6

There are two offences here in effect. They are described asbei ng Ai nchoateo ir
they are offences of encouraging behaviour or disclosing information, and therefore
operate in parallel to the principal offence.

The term fipercompamiagsi as| welel as human beings; whet
to a human being.
#2lg5ee para
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The first offence is committed if the insider encourages another person to deal in price-
affected securities. Typically, this may involve an insider using a relative or a controlled
person to deal in securities effectively on his behalf. The conditions in s.52(3) are that
the securities be traded on a regulated market (as defined below) or that the insider
relies on a professional intermediary or is himself a professional intermediary.>*?

The second offence is committed if the insider discloses the information to another

person. However, this offence will not be committed if the disclosure takes place in the
ordinary conduct of the insidero6s employment: f
information to a fellow employee of the same company in the ordinary performance of

her duties. Thus, for the insider to leave a Dictaphone cassette containing reference to

the information for her secretary to type up as part of confidential minutes of board

meeting would not fall within the offence; whereas for the insider to leave a Dictaphone

cassette containing the information and instructions as to how to acquire shares in the

company before the information becomes public knowledge would fall within the ambit of

t he of fence, because t he for mer use i s i n t h
employment whereas the latter would not be. On the terms of s.52(3)(b) the offence is

committed simply by means of the disclosure. There is no requirement that the

disclosure have been made with the intention of causing a dealing in securities. Instead

the disclosure itself is sufficient to constitute the actus reus of the offence. Part V of the

CJA 1993 is clearly intended to secure the orderly dissemination of information to the

market generally, and not clandestine disclosure to associates, acquaintances or

controlled persons.

Dealing in securities

The definitgi dm ofeciuddaliiers 0

|t i s important to know what the expression fAde
term is defined in s.55 of the CJA 1993 in the following terms:

6(1) For the purposes of this$ Part, a person
(@) he acquires or disposes of the securities (whether as principal or
agent); or

(b) he procures, directly or indirectly, an acquisition or disposal of the
securities by any other person.

Significantly there is no restriction in the wording of the offence to circumstances in

which the defendant must be acquiring or disposing of securities in the course of a

business: therefore, this is not an offence directed solely at persons who are regulated

by the FSA. Instead, the purpose of the offence is both to capture professional traders in

the securities markets and also to capture infrequent, non-professional dealers in

securities who are seeking perhaps to turn a quick, clandestine profit from a one-off

opportunity because some inside information has come into their possession.
Consequentl vy, a person deals in securities not
as an inexpert (even first-time) participant in a securities transaction.

322 Criminal Justice Act 1993, s.52(3).
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Therefore, in s.55(1) an individual fideal so in
disposes of securities. Thus, the offence can be committed either by trying to lock in a

profit on securities which are expected to decrease in value in the future by selling them

before their market price falls, or by trying to acquire securities at a price which is lower

than the level to which those securities are expected to rise in the future.

Acting as principal or as agent

An individual may commit the offence when acting either as principal or agent.

Therefore, the individual does not have to be the principal who is dealing with the inside

information: it would be enough if, for example, a Chief Executive Officer instructed a

junior employee in the finance department to acquire securities on her behalf. What is

required, however, for that junior e mpl oyee to be fian individual 0
offence is that that junior employee must also have access to inside information and so

satisfy the other elements of the offence. In this way, individuals who are used as dupes

by an inside dealer may escape liability if they themselves had no inside information as

to the performance of those securities. However, the question would need to be asked i

in relation to the def?% invihetieonnotdte Chief Execitidee i nf or m
Of f i c er 6ows to atquirerthe cdcurities were made in such a way or contained

sufficient information that the junior employee thereby came into possession of inside

information: if she did come into possession of such information then she would be an

inside dealer herself. If the agent has no knowledge of the inside information, the

principal remains liable as principal if she satisfies the remaining requirements of the

offence.

Indirect dealings

The statutory draftspeople were alive to the possibility that the acquisition or disposal of
securities might be arranged indirectly. Thus, if an insider, for example, used a wholly-
owned fishel?®* @ aooirmgezutities on her own behalf then that would
constitute Aindirecto dealing in the securities.

There are a number of ways in which company or trust holding structures could
otherwise be used to circumvent this legislation by suggesting that the insider was not
performing the actions but rather that the company or the trustees were. Let us consider

some property management structures. Suppose that, instead of being the sole
shareholder in this shell company, the insid
so that the trustees held the shares and h
activities: it is suggested that this would be no different from the preceding example if the

insider is the sole trustee or de facto controls the decisions of the trustees.

The more difficult situation, it is suggested, might be that where the insider is one of a
number of participants in an investment fund which deals in securities at a time when the
insider held knowledge as to price-affected securities, whether as a beneficiary under a

323 5ee para 2@4.

Where the term a fishell companyo refers fasaa compan:
vehicle to hold assets on behalf of the companyds she
through a group structure).
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trust or as a shareholder in an investment company. The reference in the previous

sentence t o the insider being fAone of a number

reference to a number of potential situations, including the situation where the insider is
only one of the trustees of the investment fund or the situation where the insider is one
only of a number of investor-beneficiaries. It is suggested that it need not matter whether

or not these parties acted at armdés | ength

which s.52(1) is directed is whether or not inside information has been misused. So,
even if the investors had never met but if the insider had convinced the trustees to deal
in the price-affected securities by telling them what she knew about the company in
relation to which she had inside information, then the offence would have been
committed. At that moment it is likely that the trustees may have become insiders too.
Suppose the insider was an employee of the company. Even if the insider did not
di sclose the information involved bpassfs
the company in question on the desk in front of the trustees and winked like a
pantomime villain and implored them to do as she was suggesting, continuing to wink all
the while, then the offence would have been committed, it is suggested, because the
insider would have procured a misuse of the inside information even if she had no
carried out the investment herself directly.

i mply

The test, it is suggested, should be whether

being used to drive the transaction forward. For example, is that knowledge the sine qua
non®? without which the transaction would not have taken place? Did the transaction
only take effect because the participa
knowledge? Or is there some genuine proof that the trustees were intending to make

that investment in any event for other demonstrable reasons in innocence of the inside

nts

information held by the insider and without

suggested that the insider i and any other participant who satisfied the requirements for
the s.52(1) offence i should be taken to have committed that offence.

What constitutes acquisition and disposal of securities

The requirement of either acquisition or disposal of a security in the s.52(1) offence is
not limited to the time at which a formal transfer of title is recorded in relation to that
security with the appropriate registrar or by transfer of an instrument or certificate, as
appropriate. Instead, the concepts of acquisition and disposal include, in effect, any
transfer of an equitable interest by virtue of a contract to acquire or dispose of the
security. Those concepts emerge from s.55(2) and (3) in the following terms:

6(2) For the pur po s dnsrelationtof ecusty, Rcdudes |,
(a) agreeing to acquire the security; and
(b) entering into a contract which creates the security.

of

dr

from

or

wer €

r el

\

ARacquire:

(3) For the purposes of this Part,i Adi sposedo

(a) agreeing to dispose of the security; and
(b) bringing to an end a contract

HSine qua nonod means Athe thing without whi
knowledge 6the inside information the only thing that prompted the insider to make the investment
because the insider knew that she would be able to make a profit on that investment.
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There is a transfer of an equitable interest in property when the absolute owner of the

security enters into a specifically enforceable contract to transfer that security to its

counterparty.®*® The rationale for the equitable interest passing is that once the contract

is capable of specific performance then the counterparty is able to enforce the transfer of

the security in equity; and becauseghtdogbei ty Al oo
doned equity wil/l deem that the transfer of tit
contract is specifically enforceable: therefore, an equitable interest in the property

passes, because equity is not able to pass the common law title.*?” Consequently, when

a contract to transfer property between parties is created and specifically enforceable it

is correct to think that equitable proprietary rights in that property will pass automatically

between the parties. Therefore, an insiderwillhavefideal t 6 wi th the securiti
such a contract for their transfer has been created. What is problematic in s.55(2)(a) and

(3)(a) is the idea that it is sufficient for an acquisition or a disposal to have taken place

once there is apnl afcaegr eletmeinst 0sluggested that Aagr
should be read as a synonym for fAspecifically er

Activities through agents

The insider dealing provisions generally are not limited to activities undertaken solely by

the insider and with her own hands: rather the insider dealing code extends more
generally to activities performed by agents or
s.55(4) and s.55(5) make provision as follows:

6(4) For the purposes ofrocuses bnsaequisiiomaor ( 1) , a
disposal of a security if the security is acquired or disposed of by a person who
ist

(a) his agent;
(b) his nominee; or
(c) a person who is acting at his direction,
in relation to the acquisition or disposal.
(5) Subsection (4) is not exhaustive as to the circumstances in which one person
may be regarded as procuring an acquisition

An acquisition or disposal can be made through an agent. An agent will be a person

acting on behalf of the insider. It is suggested that that agent need not be paid. A
nominee, strictly defined, is a person who acts as trustee of a bare trust for the insider.

Derivatives to acquire securities

Wh at i s noticeable iIis that, dm istescufrade . esdbhe nde
CJA 1993 is very |l imited. The statute refers sy
Afagreeing to acquire the securityo: in each cas:¢

to the value which could be earned from a speculat i on derived from that
market value. Since the enactment of the 1993 Act there has been a revolution in
financial techniques whereby the economic equivalent of dealing in securities can be
mimicked using derivatives such as cash-settled call options (whereby the buyer of that

3% Neville v Wilsor{1997] Ch. 144.
32" Hudson,Equity & Trusts 260.
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option is able to acquire the cash flow which he would have received if he had acquired

those shares on the stock market).*® The way in which derivatives will be caught is

under s.55(2)(b) and ( 3)téribhg intoraecenfraetctd dreate Ay wher eb
securitydo or Abringing an end to a contract whi
fidealingd in that security. I n this sense, Sch.
options or futures or contracts for differences. The use of derivatives in this context is

explained in the next paragraph and thereafter the meanings of s.55(2)(b) and (3)(b) are

considered.

There are two types of cash-settled option: call options and put options.**® A cash-settled
option pays the difference between the price which one party agrees to pay for the
option and the market value of the underlying security at the time. No securities actually
change hands: rather, this is a speculation on the profit which would have been made if
the parties had actually acquired the underlying securities. So, an insider who wanted to
fdeal 4daMmfpcited securiti esgettled optioh dhicawogyldpay e a cast
her the profit which she would have earned had she actually acquired the securities and
then sold them; alternatively she could acquire a cash-settled put option which would
oblige the seller to pay her what she would have earned had the seller of the option
been obliged to acquire the securities at their earlier, higher price. The insider could also
use fAphyei Ehoptibes in the same manner i either put or call i if she wanted
to dispose of securities which she actually held at the time of creating the option. The
option can also be structured so that the insider can exercise it at any time she chooses
T either when the inside information is actually made public, or when she considers that
ithe heat h &% and hoeode wdutdwatioe her dealings. By effecting the
option, however, the profit was locked in at a time when the information was price
sensitive and therefore, it is suggested, that the mischief of the insider dealing code is
directed would be satisfied.

As discussed above, s.55(2)(b) and (3)(b) CJA 1993 provide respectively that creating or
bringing to an end an option or a future or a contract for differences will constitute a
dealing in securities for the purposes of Part V.

Securities to which Part V applies

The scope of the securities to which Part V CJA 1993 applies is set out in Schedule 2 to
that Act, by virtue of s.54 CJA 1993. The categories of securities which are covered in

328 Hudson,Financial Derivativespara 244 et seq

¥These structures could use Aforwardso as opposed to
options because they do not compel him to go through with the transaction even if his guess is wrong and

the price of the securities moves in another direction (as a forward would require), or if he gets cold feet

and decides to renege on the insider dealings (as a forward would effectively require). Forwards compel the

parties to buy or sell; whereas options gine party or the other the choice whether or not to exercise their

rights.

39T he conphysipals edft Ifement o i s a idteloes notadquirethasthereanek et usage
tangible securities, rather it denotes the fact that the parties inttathséer title in securities (by

registration or otherwise, as appropriate) rather than simply to speculate on underlying market movements

without intending to transfer securities.

331 Always assuming that the option was itself created during a prohilgtémtipeven if its profits were

only realised at some later date.
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that Schedule are shares, debt securities, warrants, depositary receipts, options, futures,
and contracts for differences.

Inside information
The definiti omatoifonid nsi de i nfor

The concept of HAinside informationo * an of <cent
offence will only be committed when a person has inside information which is used to

deal in price-affected securities, as has been discussed already further to s.52(1) of CJA

1993. The consequence of that mismatch in knowledge is that the market is said to lose

its integrity because it is rigged in favour of those insiders who are privy to such

information.®*® This discussion, however, is concerned with the criminal law context of

t hat expression. For the purposes of Part V, t
s.56(1) CJA 1993 in the following manner:

6(1) For the purposes of this section and s
information which i

(a) relates to particular securities or to a particular issuer of securities or

to particular issuers of securities and not to securities generally or to

issuers of securities generally;

(b) is specific and precise;

(c) has not been made public; and

(d) if it were made public would be likely to have significant effect on the

price of any securities.

The effect of this subsection is that it provides a definition for the purposes of qualifying

s.57 and the concept of an @i nsidagowdangeafnd it f o
securities. The definition of iinside iinformat
information must comply with all four of the probanda in s.56(1): in short, it must be

precise information relating to only one company. A large amount of confidential

information relating to securities markets will, therefore, be excluded from the ambit of

this particular offence. This provision is susceptible to a number of different

interpretations.

32The notion of f# ialsossediretheiModelCodmthe UKbANListing Riles and in

relation to the regulation of market abuse.

33 The argument is made by some intellecpralperty lawyers that permitting patent protection and
copyright protection has the effect of enabling people to use their confidential information, which is kept
privy from the rest of the marketplace, to earn themselves large profits. Those sametlasvyargue that

the regulation of insider dealing is doing the opposite: preventing people from exploiting their inside
information, when people with inside knowledge in the form of patents and so forth are encouraged to
make profits. Therefore, it is argd, there are regulations to prevent insider dealing but not to prevent
profits from inside knowledge. The answer to this conundrum of course lies in the perception of valid
economic competition. It is necessary to encourage innovation than innovatabdeat@ guard the fruits

of their labours and the profits which will only flow from them if they are sufficiently well protécted
although there are debates about how extensive those rights of protection should be and at what stage they
restrict further mnovation and competition. By contrast, insider dealing distorts access to capital markets
and allows insiders to cause loss to others and generate undeserved profits for themselves. With insider
dealing there is no correlative gain in the form of incrdamarket innovation.
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It is difficult to know how to interpretthe expressi on requiring that the inf
to particular securitieso. That could be taken ¢
(e.g. all shares in the market), or to securities sharing a particular feature, or relating to
companies of particular type or in a particular market sector, or it could mean only
relating to securities of one company and of the same type (e.g. only ordinary shares, or
only preference shares, or only bonds of the same denomination). Helping us to
understand the intended scope of that expression is the next phrase in paragraph (a)

which relates to Aa particular issuer of securit
to securities of only one company, were it not for the following phrase in paragraph (a)
whichrefers i n the alternative Ato particular issuer

might be more than one issuing company. The final phrase of paragraph (a) tells us that
the definition does not relate to fsreerualiltyite.s g
Thus, we know it is not a reference to all issuers, but it may be a reference to more than
one issuer where paragraph (a) provides Apartict

So, we are somewhere between this provision applying to only one company at a time
and it not applying to every issuing company. Where does one draw the line in between?
It seems probable that the reference to fiparti c
intended to cover information about a merger or takeover in negotiation between two
issuing companies: in such a circumstance it would be sensible to cover information
relating as it does to both of the parties to that mooted merger. However, beyond that
example, it would be a difficult question to know when information relating to multiple
issuers would be appropriate information to fall within the offence, given that information
relating to the entire community of issuing companies is not. Might it be the case that
information relating to a particular market sector would be suitable to make out the
offence? If that information relates to a market sector (such as frozen concentrated
orange juice) then that would seem to be too broad to be the sort of information which
constitutes the mischief at which this section was aimed because a number of people
are likely to know about information which relates to a specific market sector; unless it is
information relating to a revolutionary patent about to be developed by one particular
company, but then that would be information, in truth, relating to that particular company
and not directly to the whole market sector. Alternatively, information about a change of
heart in the defence ministry of the Ruritanian government so that it would not honour
contracts with A plc and B plc would be information pertaining to a limited number of
companies (albeit more than one company) which might be information falling within
s.56(1) of the CJA 1993. However, beyond those comparatively straightforward
examples, the precise meaning of this provision is unclear in the absence of clear
authority.

The second requirement in the definition of AinNn:
fispeci fic &h Thergoree the infertnation cannot relate to a general
Ainervousnessogememig ogemarally or fconcernso ar

analysts about market share; instead, the information would need to relate for example
to the under-performance of a large, specific business unit before accounts are
published, or knowledge of the imminent commencement of a class action law suit
against a company. The precision required of the information colours the requirement of
specificity in that it discounts general sentiment such as nervousness or optimism, and
requires instead that the information relate to a particular feature of particular information

3The definition of fAprecised information for the pur|
is considered below.
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such accounting information or patents or litigation or some such activity which will have

an effect on the value of securities but which will be known about only within an

organisation before its publication. In Australia, the courts have required that the
information should be fAunequivocally expressed
much deduction on the part of its recipient.®*® The courts will tend to measure the

significance of information by reference to whether or not its eventual publication did

effect the market value of the securities.?*

The third requirement in the definition of fins
not been made publico. Thi s cemformdiianisgenerallyci pal t es
known in a marketplace t hdmideitnfloosnad iiom® ealaiut

possession is no longer limited to insiders. It is not made plain what would constitute the
making public of information. Information may lie somewhere on a point between rumour
and fact.®’ Clearly, once a RIS has transmitted the information as being fact, then it will
cease to be inside information. What is more difficult to know is the effect of rumours in
the market or speculative journalism: both of which would simply be a part of a rumour
until they are confirmed as being fact. So, if the information was the subject of a
speculative newspaper story i which was worded in terms of authorial speculation rather
than reporting of historical fact i then it would be difficult to know whether the market
sentiment as to the value of the securities (an upward movement for a positive rumour; a
downward movement for a negative rumour) constitutes the publication of the aspect of
the information which would affect the value of securities, in that a market rumour would
already change the market valuation before a RIS carried the rumour as fact. If rumour
were accepted as constituting publication, however, this might make matters too easy for
an inside dealer to leak information so that it becomes a rumour before almost
immediately dealing in the affected securities. If the insider timed matters correctly then
she could claim that her dealing took effect after the rumour began to circulate; from a
profiteering point of view, however, she would need to act sufficiently quickly so that she
locked in her profit on the securities before the market began to react to the rumour and
so deflated her profit bubble. Therefore, not accepting that rumours of this sort constitute
publication makes it more difficult for a person who is contravening the spirit of the
legislation to profit from that activity by relying on the intrinsically gossipy nature of real-
time financial markets to mask her activities.

The fourthrequi r ement is that the information must b e
public would be Iikely to have significant ef f
requirement clearly excludes mere tittle-tattle about corporate affairs. The proof of this

requirement in any given case will generally be proven one way or another when the

eventual publication of the information hits the market: the price will either have moved

or not moved significantly as a result. The concept of a significant movement in the price

or value of securities will depend on habitual movements in the price of the security in

guestion and the market on which it is traded. Insider dealing relates to activity on any

regulated market - there are some markets which are much more liquid than others.

33°Ryan v Triguboff1976] 1 NSWLR 588, at 59¢er Lee J; cited by B. Rider et afjarket Abuse and

Insider Dealing, op cit, para. 3.36.

33 Chase Manhattan Equities Ltd v. Goodnja891] B.C.L.C. 897, at 93per Knox J.

%7 n relation to takeovers, when a rumour about the possibility of a takeover is out in the marketplace, the
regulator will usually require thabme statement of some sort is made by the company. False information
and false rumours in such situations will not constitute inside informatiolCtsmdes Chan SingChuk v
Innovisions Ltd1992] 1 HKLR 254. See P. Woodp cit, para 21029.
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Therefore, a liquid stock market might see large movements in the price of a share in
any average business day, whereas an illiquid market might not expect the price of
share to move significantly or very much at all except in exceptional circumstances.
Therefore, a movement in the former type of market may need to be much larger than a
movement in the |l atter market for it to constit
security with a high price may need to have a larger absolute movement in price to
constitute that movement a significant, proportionate movement in price than a share
with a smaller value. Thus a movement of fifty pence on a share worth £20 would be
less dramatic than a movement of fifty pence on a share worth £2. Also, some securities
will have a higher average turnover than other shares, and so an unusually large amount
of activity in a fairly static security may add to the significance of the information. So,
movements in the securities of companies trading in a new market sector i such as one
driven by technology i may go through periods of volatile trading and so see the prices
of securities move by large amounts regularly in many trading days, whereas other
companies in more established markets might rarely see such movements except in
times of general securities market turmaoil.

The definitieoasiofi viepriinder mati ono

It is not enough that the information be inside information of the sort described in s.56(2)

of the CJA 1993, as considered immediately above, bu t rat her it mu st al so
sensitive informat-afomdctred ads e angr ittoi efspdr.i cTehe def
Apr-aftfected securitiesd is set out in s.56(2) in

ation t o i nside information, and i nsi di
nformationdo in relation to securities, i f a
public, be likely to have a significant effect on the price of the securities.

(2) For the purposes of t-dfi fse cRaerdt , s esceucruirtiitei
rel
[

Thus, as considered in the preceding paragraph,®® the information must be information

of a sort which would be #fAlikely to have a sign
where the term Asignificant o wphslticnotmeguiredder ed i n
that there was in fact an effect on the price of the securities subsequently. Rather it is
sufficient that it can be proven that this effe
provided that it was information of a kind which could be anticipated to have this effect.

Whet her Aili kel yo means that the significant ef
bal ance of probabilitiesd or be fAal most <certain

entirely clear from the provision.

What manner of information relates to a particular issuer

The question arises what sorts of i nformati on
issuer. Section 60(4) of the CJA 1993 provides that for the purposes of Part V of that Act
fii nf or hedl beitreated as relating to an issuer of securities which is a company not

only where it about the company but al so where
prospectso. Thus information can relate to a ¢coc
dealingc od e, provided that it is fiinside i1informat.i

38 g5ee pam 2629.
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relates to the companyés prospects and not si mp
whether or not this could relate to market conditions affecting a number of companies, or

whet her it could relate to a factor which wil!/ e
as pending Ilitigation or a creditorés petition
limited to factors relating specifically to one issuer but affecting its prospects directly. It is

suggested that a natural and literal reading of s.60(4) would encompass all three of

these types of possibility.

A person having information as an insider

A person may have access to price-sensitive information or to information which, if
commonly known, would have a significant effect on the value of securities, but that
person may not necessarily have that information as an insider. So, a careful market
analyst may have spotted a weakness in companies in a particular sector in relation to a
particular external factor i such as interest rate movements, or the price of timber, or
some such 1 and so may be able to speculate successfully on future price movements.
However, that person is not an insider and that information would not be inside
information if it was gleaned from public sources. The insider dealing code is only
concerned to criminalise misuse of information by insiders. Therefore, it is important to
know who will be an insider and in what circumstances they will be deemed to be acting
as an insider. Section 57 of the CJA 1993 provides:

(1) For the purposes of this Part, a person has information as an insider if and
only if i

(a) it is, and he knows that it is, inside information; and

(b) he has it, and knows that he has it, from an inside source.

Therefore, there are two requirements here. Importantly, only these requirements will be

sufficient. First, the insider must know that the information is inside information. The

information must also be inside information as considered above in relation to s.56(1).

The second requirement is that the insider knows that she has acquired the information

from an fiinside sourceod. The test of knowledge v
the insider must be subjectively aware that the information is inside information, as

considered above.**® This would mean that a new employee in the finance department of

a company who filed away a draft press release with inside information on it, but who did

not realise that this was information not yet generally known in the marketplace, and who

then bought shares in the company on the strength of that information, would not have

Aknowno t hat the information was inside informa
which such information was released to the marketplace. The more difficult cases would

revolve around employees who were insiders but who claimed to have no knowledge of

the nature of the information but who might be considered to be disingenuous in their

claims not to understand how such things worked. It is suggested that in practice these

things are worked out only in the witness box. The question, in truth, is whether or not a

judge or a jury (as appropriate) believes the d
nature of the information and the source of the information. Subjective tests of

knowledge in the criminal law come down to the nature and experience of the individual

defendant, and to their credibility in the witness box.

339 5ee para 266.
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The question as to what will constitutean fAi nsi de sourced i s set out
1993 in the following terms:

6(2) For the purposes of subsection (1), a p
source if and only if T
(a) he has it through 7
() being a director, employee or shareholder of an issuer of
securities; or
(i) having access to the information by virtue of his employment,
office or profession; or
(b) the direct or indirect source of his information is a person within
paragraph (a). o

Therefore, inside sources will concern information which has come through a director of
the issuer, of an employee of an issuer, or a shareholder of an issuer; or alternatively if
that person herself receives the information from her employment or her office or her
profession; or the information came directly or indirectly from such a person. Let us
consider each element in turn.

The first type of inside source wunder s.57(2)(
througho being one of three categori etduteof per so
an iinside sourcebo i f a third party has the i
s.57(2) (a), which is what makes this definitiol
througho is really quite broad. Thatormatonul d seem

verbally or in writing by such a person; or over-hearing such a person talking; or
intercepting that personf6s written communicati ol
not require on its face that the insider communicated the information intentionally to the

defendant. It would be within the literal sense of that expression that the defendant was

a directordés gardener, for example, who over hea
telephone. Again, this approach would be appropriate if the mischief of the legislation

was to prevent people taking advantage of information they come to know before it is

made available to the public through a RIS or a newspaper or appropriate web-site.

Thus, we have to ask whether a complete stranger who overheard an employee of an

issuing company talking on a mobile phone in an otherwise empty train carriage, and

who could identify the issuing company from the
had information through that empdesgsesenasf she bo
she detrained: on a literal interpretation of s.57(2)(a) that person would have had

information from an inside source.

The two types of insider on the case law

In Attorney-Gener al 6s Ref er e ' eord (Ldwoy .distingaished bé&vgedn)
Aprimary insiderso and fisecondary insiderso on t
(Insider Dealing) Act. Primary insiders are directors, employees and shareholders, and
any person who has information by virtue of his employment, office or profession, as set
out variously in relation to s.57 CJA 1993. Secondary insiders are those people who
acquire their information from primary insiders. This distinction may still be made on the
offences considered above if one has a mind to do so, although, it is suggested, that the

34011989] 1 A.C. 971.
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development of the insider dealing legislation and the market abuse code have made
this stark distinction less important than it might have been hitherto given the range of
activities which now fall naturally within the statutory language, as considered already in
this chapter.

I nformation fAmade publico

The focus of the insider dealing code is on preventing insiders from abusing information
acquired from inside sources which is unknown to the investing public at large so as to
earn personal profits and with the result of affecting the integrity of securities markets. In
this regard s.58 of the CJA 1993 provides that:

6(1) For the purposes of section 56, Aimade p
be construed in accordance with the following provisions of this section; but
those provisions are not exhaustive as to the meaning of that expression.
(2) Information is made public if T
(a) it is published in accordance with the rules of a regulated market for
the purpose of informing investors and their professional advisors;
(b) it is contained in records which by virtue of any enactment are open to
inspection by the public;
(c) it can be readily acquired by those likely to deal in any securities-
(i) to which the information relates; or
(i) of an issuer to which the information relates; or
(d) it is derived from information which

Thus s.58(1) provides that the courts have leeway to develop the meaning of this
expression beyond the terms of s.58(2). It is in $.58(2) that the core definitions are set
out. Publication of information takes place in one of four contexts.

The first context depends upon publication in accordance with the ordinary rules of a
regulated market* - it is suggested that publication in accordance with such rules
should relate to regulated markets on which those securities are traded, as opposed to
the hypothetical rules of some regulated market on which the securities are not traded,
because otherwise the underlying purpose of ensuring integrity in securities markets will
be thwarted.

The second context relates to Arecordso made av:
would include published accounts and informatic
possibility for abuse here would be dealings in relation to securities where the

information is hidden in voluminous records where it is unlikely to be found easily by

members of the public.

The third context requires simply that the info
whoare Al i kely to deal o in those securities or [
include information published through a RIS but there is no reason in theory why it

should not also be published only in an analy
crcul ated among those who are I|likely to invest.

suggests a small community of committed investors, as opposed to a larger community

31gee para 169.
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of |l ess expert investors who may #Aposai blyod in
Alikelyodo permits only the smaller community.

The fourth context is a general traverse which deals with information being derived from

information which has been made public: thus including an understanding of an issuing
companyo6s f i na ickwoald be desiveed ftom a closenamalysis of published

accounting information.

This issue of the level of diligence which can be demanded of the recipient of information
while still making information public is considered in detail in relation to s.58(3) in the
following terms:

6(3) I nformation may be treated as made publ
(a) it can be acquired only by persons exercising diligence or expertise;
(b) it is communicated to a section of the public and not to the public at
large;
(c) it can be acquired only by observation;
(d) it is communicated only on payment of a fee;
(e) it is published only outside the Unit

Thus a number of possible objections to information being considered to have been

made public are removed. As considered above in relation to the fourth context in

s.58(2), for example, it is no objection that information has been cunningly concealed

within accounting or similar information such that analysts would have to sift through

those accounts before the information came clearly to light. This would of course give

insiders a window between the publication of t h
of the truth in which securities could be dealt with on the basis that information had

technically been published even though the market could be expected to take a while to

discover what the insiders already know was hidden in the footnotes to the accounts.

This woul d, of cour se, require a | evel of cons,|
accountancyo affairs pfl Emrgn, WanldCamhamnd others, that cannot be

discounted.>*?

The meaning of the term fissuero

Section 60(2) of the CJA 1993 provides that for
in relation to any securiti eg bodynoeindividualdyny compar
which or by whom the securities have been or are
Defences

The defence to the s.52(1) insider dealing offence

The defences to the s.52(1) insider dealing offence®® are set out in s.53(1) CJA 1993.
There are three alternative defences in s.53(1). Each is considered in turn.

342 See
33 35ee para 266.
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First, that the defendant did not expect that the dealing would result in a profit. There are
perhaps two ways of demonstrating this credibly: either by showing that the dealing was
part of a larger transaction (perhaps to do with a hedging strategy***) and so not aimed
at generating profit per se, or by showing that the dealing was not intended to make a
profit of the magnitude it did because of the inside information but rather because of
some other factor.

Secondly, that the defendant had reasonable grounds to believe that the information had
been sufficiently widely disclosed. There is no statutory guidance on this concept. There
is no guidance on the basis on which the defendant had this belief (mere
di singenuousness (i .e. Afsurely everyone

from a market participant, or having read the information herself in a newsstand
publication) nor on how wide that dissemination should have been. Furthermore, the

knew

defence requires that finone of those taking

not having the informationo.

Thirdly, the defendant must be able to prove that he would have acted as she had acted
whether or not she had the information. This might be demonstrated by showing a
pattern of speculative dealing in those securities, or by showing an investment strategy
which demonstrated a credible role for those particular securities, or by showing that the
i nvest ments wer e man a cedcretioyary fund mamaged sr by
showing that those securities formed part of a genuine hedging strategy.

The defence to the s.52(2)(a) encouragement to deal offence

The defence to the s.52(2)(a) encouragement to deal offence®** is set out in s.53(2) CJA
1993. There are three alternative defences contained in this subsection. First, that the
defendant did not anticipate that the dealing would result in a profit due to the price
sensitive nature of the information. The same issues arise in relation to this defence as
arose generally in relation to s.53(1)(a) above.** Secondly, that the defendant had
reasonable grounds to believe that the information has been sufficiently widely
disclosed. The same issues arise in relation to this defence as arose generally in relation
to s.53(1)(b) above.**’ Thirdly, the defendant must be able to prove that he would have
acted as he had acted whether or not he had the information. The same issues arise in
relation to this defence as arose generally in relation to s.53(1)(c) above.**®

The defence to the s.52(2)(b) disclosure of information offence

The defence to the s.52(2)(b) disclosure of information offence is set out in s.53(3) CJA
1993. There are two separate defences in this subsection. First, if the defendant can
demonstrate that he did not anticipate that anyone would act on the disclosure by
dealing on a regulated market or through a professional intermediary. Secondly, that

344 Although a successful hedge would have to make a profit so as to balance out some loss made
elsewhere.

34> See para 266.

3°See para 246.

37 See para 2@6.

348 Seepara 2646.
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even if the defendant did anticipate that there would be dealing but that he did not
anticipate that those dealings would result in a profit attributable to the price sensitive
nature of the information. This second defence raises similar issues to those considered
above in relation to s.53(2)(a).

The special defences

Section 53(4) of the CJA 1993 provides that the special defences contained in Schedule
1 act in addition to the defences already considered. There are three classes of special
defences relating to market makers, to market information, and to price stabilisation
respectively. The first special defence relates to market makers** to the effect that**° an
individual is not guilty of insider dealing, by virtue of dealing in securities or encouraging
another person to deal, if she shows that she acted in good faith either in the course of
her business as a market maker or in the course of employing a market maker.

The second special defence relates to individuals who deal in securities using inside
information if she can demonstrate t Ffaand
thatini t was reasonable for an individual

t hat

n hi

n f
p

having that informatioWlas tansi toindenxtat fitmae ket

relates to a series of facts which are known about those securities:**® that securities of a

given kind are to be dealt in or that dealings are under negotiation, including the number
of securities which are to be dealt in; or that the price at which securities are to be dealt
in is under negotiation; and finally, the identity of the people who are likely to be involved
in securities dealings. It is provided t
of the information, the circumstances in which the information was acquired by the
insider, and the capacity in which the insider was acting.*** This paragraph does not help

hat

us to know what HAreasonabled actually means

would need to take into account in considering whether or not a given defendant had
acted reasonably. Clearly, if an insider was dealing with the information in the course of
an employment then that would be reasonable. If the defendant was employed by a RIS
and preparing the information for publication then that would be reasonable.

There are two further specific defences. The offences in s.52 of the CJA 1993 do not

apply to o6anything done by an individual

pursui-t of monetary policies é with respect

public debt or fore¥
dealing if she was acting in conformity with price stabilisation rules under s.144(1) of the

FSMA 2000.

349 g2) A market maker is a person wtm) holds himself out at all normal times in compliance with the

Similarly ananklidduad is notr gailsy efrinsiders 6 .

rules of a regulated market or an approved organisatias willing to acquire or dispose of securities; and

(b) is recognised as doing snder those rule8.
350 Criminal Justice Act 1993, Sch.1, para.l.
%1 Criminal Justice Act 1993, Sch.1, para.2(1)(a).
%2 Criminal Justice Act 1993, Sch.1, para.2(1)(b).
353 Criminal Justice Act 1993, Sch.1, para.4.

®The term freasonab lleeobmanymterpretations. (f we)were of a synicalcastot i b
mindT like the philosopher Humie we might consider it reasonable for a man in possession of valuable

information to make a profit from it as soon as possible. However, in the context of ssaegtilation we

must assume that such largesse is not the legislative intention.
35 Criminal Justice Act 1993, s.63(1).
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The private law enforceability of contracts

Even if an offence has been committed that does not necessarily invalidate any contract
which has been created as part of its commission. Thus, s.63(2) of the CJA 1993
provides that: O6No contract shall be voi
Consequently the contract may still give rise to all of the remedies available under
contract law and will not permit a defendant to escape liability by claiming that the
contract is void ab initio through its illegality.

THE RATIONALE FOR THE OFFENCES OF INSIDER DEALING
Why criminalise insider dealing?

There is some debate among the commentators as to why insider dealing has been
criminalised at all. There are two broad schools of thought on insider dealing. One
school of thought considers that insider dealing is a victimless crime and comparatively
rare, and therefore not worthy of criminalisation. The second school of thought considers
insider dealing to be a cancer in the heart of our securities markets and a demonstration
of a lack of market integrity.

The principal reasons for criminalisation are that if insider dealing is permitted then
investors will not have confidence in the integrity of the market: that is, if insiders are
permitted to take profits from their investments on the basis of the manipulation of
information which is unknown to other investors, such that the insider can be confident
that that information will drive the market price of that security either up or down
significantly, then inside investors are able to earn profits from the lack of knowledge of
outsiders. There is an ethical problem here in that some investors will be able to exploit
the ignorance of other investors when those other investors could not possibly have
known better: after all, for the insider to generate a profit, it is necessary that there are
unwitting investors buying at the price before the information becomes public knowledge
and after the information has become public knowledge, such that the unwitting
investors were buying at prices which could only benefit the insiders. There is also an
economic problem here. If some investors were allowed to take profits in circumstances
in which they are manipulating the lack of knowledge of other investors then those other
investors are likely to stop investing in securities markets because they will consider that
those markets are rigged in favour of insiders. Consequently, there will be a drying-up of
liquidity for companies and other bodies wishing to access capital markets by issuing
securities because the number of investors will have greatly reduced. The goal of the EU
in particular is to promote deep, liquid capital markets: that requires as many investors
as possible to feel confident in investing in those markets.

The first school of thought considers that no-one loses anything from insider dealing.
Rather, it is said, some of the sharper market participants simply make a well-earned
profit due to their shrewd knowledge of the markets and of the people in them. It is said
that having inside information is just like having some intellectual property, like a patent
or a copyright: you have access to an idea or to knowledge to which other people do not
have access, and that idea or knowledge can make you money.** Thus it is said that

6 gee, for example, T. Boyl§hamen, software and spleens
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having some inside information to which no-one else has access is akin to having a
patent: that is, an ability to make a profit which no-one else has. So, it is said, if you can
take advantage of your copyright while the law prevents other people from taking similar
advantage of that copyright, then why should possessors of knowledge about markets
be criminalised if they turn a similar profit?

The second school of thought suggests, however, that we should observe that there is a
distinction between intellectual property and insider dealing: copyrights and patents are
the fruits abburssmlm@are necessary to ensure that that person and that
person alone is able to benefit from their labours for an identified period, and in part acts
as an encouragement to them and to other people to persist with their economically
valuable labours with the promise of the protection of intellectual property law. By
contrast, insider dealing lacks the quality of compensating honest, entrepreneurial toil
because the inside dealer has not developed any economically valuable product or idea.
Furthermore, encouragement of insider dealing activity will simply skew capital markets
in favour of those insiders who have access to this sort of information at a time when
economic expansion in the EU as a whole relies on capital markets to fund and support
economic growth. It is feared that this will dissuade a large number of investors from
investing in capital markets because they cannot know that the market is being operated
honestly, nor that the price they will pay for securities reflect their genuine worth.*’

Capital markets become skewed, it is suggested, precisely because two tiers of
investors are created i one with the information and one without the information i such
that one is able to take advantage of the other with the result that in the future the
second tier of investors will be reluctant to participate in that capital market. It is a long-
term risk to the securities markets that liquidity will thus be reduced, and not a short-term
risk confined to any one transaction. It is not just that a particular issue of securities
today will be skewed but rather that a number of investors will withdraw from the market
permanently because they will have no confidence in it and so that they will withdraw
their capital from future deals. That is why one talks of market integrity more than just
fairness between any two contracting parties buying and selling securities.

However, there is also a problem of fairness between contracting parties. No-one doubts
that insider dealing constitutes sharp practice, because one party is able knowingly to
take advantage of the ignorance of the other as to the likely future performance of that
security once the inside information is publicly known: all that differs is whether one
thinks that life is to the swift and therefore that taking the benefits of such sharp practice
is no matter, or whether one thinks that there is an ethic essential to properly functioning
markets which means that one cannot hoodwink counterparties but rather that one can
only take advantage of theirignor ance i f one is relying

little like taking performance enhancing drugs in athletics. If one takes the drugs then
one is likely to outperform a similar athlete who has not taken them, but the ethic
involved suggests that that race was unfairly organised if one athlete was always more

%" That is, if insiders know of information which will enable them to maldditsrin the future, then that

must necessarily mean that the current market price does not the price which the market place as a whole

s ol

will pay for those securities because the insiders know (or expect with some confidence) that the market
price will chamge sufficiently in the future (when the information becomes public) so as to make those

insiders a profit. In this sense, those market values are not genuine prices because the insiders know that

those prices will change in such a way that they will eaofitp which are not transparent to the rest of the

market.

91

el

y

0



likely to win otherwise than due to their skills or their dedication and so forth. A clean
athlete deserves her success, whereas the doped athlete does not. It is this species of
ethical argument which distinguishes the acceptability of a well-resourced, skilful and
dedicated investment firm relying on their superior analysts to make excellent predictions
about market movements and so to make money from counterparties, from the
unacceptability of someone exploiting an unfair advantage acquired through misuse of
inside information to make a profit from dealing with counterparties before the market
has had time to react to the information or even to know about the information. The
former dealer deserves their profit whereas the latter does not. The latter has simply
cheated. And a market which is known both to favour cheats and to be peopled by large
numbers of cheats will not attract the volume of investors and their funds that it would
otherwise do.

The prevalence of insider dealing in some contexts

The former Chief Executive of the FSA, John Tiner, at the time he stepped down from
that post, published FSA research into the large volume of suspicious trading activity
which had taken place in particular before announcements about takeovers.**® It was his
assertion that insider dealing occurs frequently, but that it is difficult to prove. Not
uncommonly there are difficult-to-explain clusters of speculation around one particular
security over a short space of time (often a large amount of activity within minutes)
without any public disclosure of information which tends to suggestion collusion among
inside dealers but which is very difficult to prove constitutes insider dealing beyond a
reasonable doubt. The use of complex derivative transactions and intermediaries to hide
the true controlling minds of the dealing operations, as considered in the examples given
above,*® make it difficult for regulators to be able to identify with certainty any insider
dealing: i.e. if Z has lined up a series of put options which permit Z to sell shares in
Target plc at a given price, then it is easy for Z to sell those shares very quickly off-
exchange. Unlike the Securities and Exchange Commission in the USA, the FSA does
not have the power to offer immunity from prosecution to whistleblowers and so the job
of identifying insider dealers and proving the mens rea of one of the offences is made all
t he harder. The FSA is seeking t o prdcedarkes
relating to market abuse to ensure that leaks of inside information are less likely. There
were similar reports in the financial press some months earlier that the FSA had found
suspicious patterns of trading in relation to a large number of large takeover
transactions. Whereas some suggest that insider dealing is not so great a problem as is
sometimes suggested,*® what emerges from this research is that insider dealing and
market abuse remain significant problems which do challenge the integrity of our
securities markets.

8 The Financial Times3 July 2007.

¥95ee para 243.

305ee, e.g. B. Rider and M. AsHasider Crime(Jordans Publishing, 1993),7t B. Rider, K. Alexander
and L. Linklater Market Abuse andnisider Dealing(Tottel Publishing, 2002), 98t seq. P. Wood,
Regulation of International Finang&weet & Maxwell, 2007), 53ét seq
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OFFENCES RELATING TO MARKET MANIPULATION
The offence of making misleading statements
Manipulating financial markets

The notion of criminalising activity which intentionally seeks to pervert or manipulate
markets is not new to English criminal law. Thus, the spreading of rumours calculated to
cause movements in the price of goods or securities has long been criminalised as a
species of fraud.*" The offences relating to market manipulation in this context,
however, relate specifically to the offences created in s.397 of the FSMA 2000. The
activities which constitute these offences involve activities such as publishing false
prices, or dealing in large volumes to drive prices especially just before to the close of
trading,®? or seeking to monopolise a market. There are also new offences relating to
fraud enacted in the Fraud Act 2006 which is considered in Chapter [15].

The activity which will give rise to the offence

The offence of making misleading statements is set out in s.397(1) of the FSMA 2000
and then the description of the offence is set out in s.397(2) of the FSMA 2000. Section
397(1) provides as follows:*®

6(1) This subsectioni applies to a person who
(@) makes a statement, promise or forecast which he knows to be
misleading, false or deceptive in a material particular;
(b) dishonestly conceals any material facts whether in connection with a
statement, promise or forecast made by him or otherwise; or
(c) recklessly makes (dishonestly or otherwise) a statement, promise or
forecast which is misleading, false or de

The activities which will make out the offence of making misleading statements
contained in s.397(1) of the FSMA 2000%* is committed in one of three circumstances.

Firstt where a person makes a statement, promi se or
mi sl eading, false or dec &pWhatiseot inade cearinahiser i al pa
context is what wildl constitute knowledge; that

31 Among the common law offences applicable here are conspiracy to défrauble Berengef1814)

105 E.R. 536 (whereafl se rumours about Napoleonds death were spr
of bonds artificially), andcott v Browrj1892] 2 Q.B. 724 (where a conspiracy was hatched to make it

appear that there was a market for shares whereby one of the donsjicaight shares on the exchange at

a high price). There was an overlap between monopolisation and market manipulation in relation to the law
on fraudulent misrepresentation: &saman v Warng1891) 65 LT 132, 7 TLR 45&anderson & Levi v

British Mercantile Marine & Share CoThe Timed9 July 1899: cited in P. Woodp cit, para 26010.

32 gee, for exampleR v Securities and Futures Authority Ltd, ex p. Fleuf@861] EWHC Admin 292,

where the defendant engaged in large numbers of transactibbhsningites before the close of trading to

move the price in a security which would otherwise have required the defendant to lose money on another
transaction. The investment firm was fined and the individual trader involved was suspended. See P. Wood,
op dt., para 26014.

33Cf. R v. De Berenge(1814) 3 M. & S. 66.

34CfR v De Berengef1814) 3 M & S 66.

3% Financial Services and Markets Act 2000, s 397(1)(a).
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statement is misleading only if you have actual knowledge, or whether it would be
sufficient to have constructive notice of its misleading nature, or whether it would be
sufficient that one has wilfully and recklessly failed to made the inquiries which an
honest and reasonable person would have made in that context.>®®

Second, where such a person fAdishonestly concea
statement, promise or forecast.*®’ Again, it is unclear whether dishonesty in this context

would require actual fraud or whether it could be established in circumstances in which

the defendant fails to act as an honest person would have acted in the circumstances.>*®

It is suggested that the | atter would accord mo
within the market abuse code more generally: that is, the FSMA 2000 and the FSA

Handbook are concerned to establish objective standards against which the behaviour of

market participants should be measured and therefore it would be in keeping with the

rest if the Act to consider a defendant ds cul pabil it
However, the approach of the criminal law generally is to require that the defendant

personally have realised that his actions were dishonest.**

The third context is that in which such a person HAreckl essly makes
otherwise) a statement, promise or forecast which is misleading, false or deceptive in a

mat er i al °fg ®eckldssnasd ia crininal law requires that the defendant was

aware of the harm which would result from the act but that he nevertheless acted so as

to cause that harm.*”* The statute falls to be analysed on a case-by-case basis, it is

suggested, and the debate is the same as that in relation to dishonesty and knowledge

above: is it sufficient that a reasonable person would have appreciated that there was a

risk of harm or must the defendant subjectively have appreciated that there was a risk of

harm in the context? As above, it is suggested that the choice is between the underlying

purpose of the FSMA 2000 to create objective standards against which the behaviour of

market participants can be measured, and the ordinary approach of the criminal law

which is to require that the defendant had some subjective appreciation of the

circumstances as part of his mens rea. Thus, circulating an analys"
suggested, the view presented in that forecast is not genuinely meant) with a view to

manipulating the market by dint of driving the investment decisions of those who

received the report, would constitute market manipulation, but not if there was no

intention to manipulate the market.*"

The further requirement of inducing behaviour in the representee

As is provided in s.397(2) of the FSMA 2000, the offence predicated on the behaviour
set out in s.397(1) is made out in the following circumstances:

6(2) A person to whom subsection (1) applies
the statement, promise or forecast or conceals the facts for the purpose of

3¢ Eg ReMontagu[1987] Ch 264.

%7 Financial Services and Markets Act 2000, s 397(1)(b).

38 Eg Royal Brunei Airlines v Tafi1995] 2 AC 378.

39R v Ghosl{1982] QB 1053, [1982] 2 All ER 689.

3% Financial Services and Markets Act 2000, s.397(1)(c).

31 R v G[2004] 1 AC 1034Brown v The Queej2005] 2 WLR 1558.

372 gee, for example, the referenceasoniin P.Wood 0p cit, para 2625.

94



inducing, or is reckless as to whether it may induce, another person (whether or
not the person to whom the statement, promise or forecast is made)-
(a) to enter or offer to enter into, or to refrain from entering or offering to
enter into, a relevant agreement; or
(b) to exercise, or refrain from exercising, any rights conferred by a

rel evant i nvest ment . 0

Therefore, the defendant commits the offence if he intends to induce or is reckless as to
whether or not it would induce another person to behave accordingly by means of
entering into an agreement or by means of not entering into an agreement or exercising
right (such as rights under an option).

The statutory defence

There is a defence provided for a person who would otherwise have committed the

of fence in s.397(2) as ant, prensse ortforecast which kei ng fa s
knows to be misleading, false *3bywayefcs837®)i ve i n a
of the FSMA 2000 in the following three scenarios:

6(4) I n proceedings for an offence under sub
to whom subsection (1) applies as a result of paragraph (a) of that subsection, it
is a defence for him to show that the statement, promise or forecast was made in
conformity with i
(a) price stabilising rules;
(b) control of information rules; or
(c) the relevant provisions of Commission Regulation (EC) No 2273/2003
of 22 December 2003 implementing Directive 2003/6/EC of the European
Parliament and of the Council as regards exemptions for buy-back
programmes and stabilisation of financial instruments.

The defence is therefore made out when the defendant is complying with rules relating
to price stabilisation or control of information.

The offence of creating a false or misleading impression as to the market
The components of the offence

The offence of creating a false or misleading impression as to the market is set out in
s.397(3) of the FSMA 2000 in the following terms:

(3) Any person who does any act or engages in any course of conduct which
creates a false or misleading impression as to the market in or the price or value
of any relevant investments is guilty of an offence if he does so for the purpose of
creating that impression and of thereby inducing another person to acquire,
dispose of, subscribe for or underwrite those investments or to refrain from doing
so or to exercise, or refrain from exercising, any rights conferred by those
investments.

373 ps provided in Financial Services and Markets Act 2000, s.397(1)(a).
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Thus the creation of a false or misleading impression as to the market, with a view to
encouraging some other person to acquire an investment or to refrain from exercising
some other right, will constitute an offence. It is not required that the seller be dishonest:

simply that that the false or misleading I mpres:
purpose of ¢é 1induci ngosetautipthe ssibsaection. dheramust,itt n a way
seems, be an intention that the buyer be induced to act as they do, but nothing more

than that. It is a defence that the defendant d

not create a false nor a misleading impression.®” It is also a defence for the defendant
to show that he acted as he did to stabilize investment prices®” or in conformity with
ficontrol of (i%formation ruleso.

The statutory defence

There is a statutory defence in s.397(5) of the FSMA 2000 to the offence of creating a
false or misleading impression in the following terms:

(5) In proceedings brought against any person for an offence under subsection
(3) it is a defence for him to show 1
(a) that he reasonably believed that his act or conduct would not create
an impression that was false or misleading as to the matters mentioned in
that subsection;
(b) that he acted or engaged in the conduct i
(i) for the purpose of stabilising the price of investments; and
(i) in conformity with price stabilisi ng r ul es; é
(c) that he acted or engaged in the conduct in conformity with control of
information rules; or
(d) that he acted or engaged in the conduct in conformity with the relevant
provisions of Commission Regulation (EC) No 2273/2003 of 22
December 2003 implementing Directive 2003/6/EC of the European
Parliament and of the Council as regards exemptions for buy-back
programmes and stabilisation of financial instruments.

There are two forms of defence here, it is suggested. The second form of defence
mirrors the statutory defence under s.397(4) relating to compliance with price
stabilisation and control of information rules. The first form of defence is unique to this
particular offence. This defence, in paragraph (a), requires reasonable belief that he was
not creating a false nor a misleading impression.

MARKET ABUSE REGULATION

The FSA regulation of market abuse is concerned with the imposition of civil penalties,
as opposed to criminal offences. The principles considered in this chapter are drawn
from the EC Market Abuse Directive as implemented by Part 8 of the Financial Services

37 Financial Services and Markets Act 2000, s.397(5)(a).
375 Financial Services and Markets Act 2000, s.397(5)(b).
37 Financial Services and Markets Act 208B97(5)(c).
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and Mar kets Act 2000 (AFSMA 20000) , and the FS;/
focusing particularly on the Code on Mar ket Con
found in Chapter 1 of MAR. The principal focus of this chapter is on the market abuse

principles of the FSMA 2000 as supplemented by MAR 1.

The regulation of market abuse is concerned to maintain the integrity of the securities

markets. Without a perception of market integrity among the potential investor base for

the securities markets there may not be sufficient capital available to fuel economic

growth in the EU. The particular mischief at which FSA market abuse regulation is aimed

is the misusnédoomatiimsd denirelation to compani e:
issue. Access to inside information gives its holder an unfair advantage in the securities

markets. In the criminal law context this is a concern with insider dealing, but insider

dealing prosecutions have been few and far between such that it was considered

necessary to empower national regulators to oversee market abuse too. The principles

on which this regulation is based are set out in the Market Abuse Directive.?”’

The Market Abuse Directive
The policy underpinning the directive

The Market Abuse Directive®®*deal s with Ainsider dea
is concerned with the preservation of r
the directive considers that marketintegr i ty i s necessary fo n
financi al mar ket 0 which in turn is consider
job creati dh®he nr echiet adlb. to the directive f
harms the integrity of financial markets and public confidence in securities and

der i v &P The ecenomic objective underpinning the directive is the need to develop

a pan-European securities market to provide a pool of liquid investment capital. To
develop a pool of liquid capital, however, requires the confidence of a concomitant pool

of investors. Maintaining investor confidence requires, inter alia, market integrity and
therefore requires control of market abuse. There is therefore an ethical dimension to the
preservation of market integrity which is subordinate, in the terms of the directive, to its
economic goals: whatever harms market integrity harms the productivity of the European

capital markets, which in turn harms the real economy.

l ing and ma:
fimar ket i
r a Aint
ed t
urt he

This policy is different from that which underpinned the criminal code on insider dealing
in Part V of the Criminal Justice Act 1993: that legislation was concerned to prevent one
party to a transaction from having unfair access to information which the other party
does not have. This is an explicitly ethical element which is less apparent in the MAD.
On one view this might be said to come to the same thing: preventing manipulation of
the market has a macroeconomic effect when applied to all transactions on the
securities markets and it also has a microeconomic effect from transaction to transaction
by preventing one party to a transaction from taking advantage of the other party by the
mi suse of Ainside informationo.

3772003/6/EC.

378 2003/6/EC.

®"Mar ket Abuse Directive, 2003/6/EC, (fMADO6), Recital
30MAD, Recital, (2).
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filnside informationb?o
The reference in MAD t eferénceiosi de i nf or mat i

Ainformation of a precise nature which
or indirectly, to one or more issuers of financial instruments or to one or more
financial instruments and which, if it were made public, would be likely to have a
significant effect on the prices of those financial instruments or on the price of
related derivative®f]

There are other matters which member states are required to prohibit: the disclosure of
inside information to another person;**? recommending that a person deal in securities
on the basis of the inside information;**® inducing a person deal in securities on the basis
of the inside information:*** and making sure that all of the foregoing prohibitions apply to
any person in possession of the inside information who should have been aware that it

was inside information.?®°
AMar ket mani pul ationbo
Market manipulation is a process by which a person, or a group of people, try to inflate

or to depress the market value of securities by dealing in them in concert and possibly
while circulating rumours as to the prospects for those securities. Member states are

required to prohibit fAany per son®Thefereneengagi ng

in the directive t oaréferemcekod®t mani pul ati onbo

fi(a) transactions or orders to trade:
- which give, or are likely to give, false or misleading signals as to the
supply of, demand for or price of financial instruments; or
- which secure, by a person, or persons acting in collaboration, the price
of one or several financial instruments at an abnormal or artificial level,
unless the person who entered into the transactions or issued the order to trade
establishes that his reasons for so doing are legitimate and that these
transactions or order to trade conform to accepted market practices on the
regulated market concerned,;

(b) transactions or orders to trade which employ fictitious devices or any other
form of deception or contrivance;

(c) dissemination of information through the media, including the Internet, or by
any other means, which gives, or is likely to give, false or misleading signals as
to financial instruments, including the dissemination of rumours and false or

BIMAD, art. 1(1).
32 MAD, art. 3(1).
33MAD, art. 3(2).
B4MAD, art. 3(2).
35MAD, art. 4.

38 MAD, art. 5.

3TMAD, art. 1(2).
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misleading news, where the person who made the dissemination knew, or ought
to have known, that the information was false or misleading. In respect of
journalists when they act in the professional capacity such dissemination of
information is to be assessed [ é] t a
profession, unless those persons derive, directly or indirectly, an advantage or
profits from the dissemination of the

The concern here is with distorting a market in several ways. The simplest means of
manipulation would arise by giving out incorrect or misleading information, in effect, so
as to encourage investors to deal in a way in which, or at a price at which, they would
not otherwise have dealt had they known the true position. Another means of
manipulating a market would be to enter into a number of transactions so as to make it
appear that there is a market for a security at a price at which there would not have been
such a market but for those transactions. Yet another means of manipulating the market
is to disseminate rumours or misleading stories which would affect the value of
securities. The reference to fAaccepted

king

n

i nform

mar ket

mean fApractices that are reasonably expected

accepted by the competent authority in accordance with guidelines adopted by the
Commi ssion in accordance with thé® proced

The nature of the civil market abuse code

The market abuse provisions in Part 8 of FSMA 2000 (sections 118 through 131A,

ure | ai

hereafter ref er r e d t o as it he mar ket abuse codeod)

empowers the FSA to impose penalties on people who deal on the basis of inside
information in the manner described in s.118 et seq. of the FSMA 2000.** Strictly
speaking these rules are not part of the criminal law but rather grant powers to the FSA
to impose penalties, as considered immediately below. The market abuse regime relates

to Aqualifying investmentsod traded on the

markets®*® where the behaviour falls into one of the seven categories of behaviour set

out in s.118(1) of the FSMA 2000, as considered below.

The market abuse code is not a code which creates criminal offences, although the
proper jurisprudential categorisation of the right of a public body to impose penalties is
an interesting question, in that giving a public body like the FSA the power to impose
penalties does seem to create a quasi-criminal jurisdiction for that public body. The aim
of the market abuse regime is to expand the powers of the FSA to deal with those
market participants 1 whether authorised or unauthorised under the legislation i who act
inappropriately but nevertheless outside the ambit of the ordinary criminal law for
misfeasance in financial dealings. The importance of this regime is that it carries punitive
penalties but that it does not replicate all of the protections and rights which are
characteristic of the criminal law; this in itself may cause difficulties in relation to art 6 of
the European Convention of Human Rights and its guarantees of a right to a fair trial.

BEMAD, art. 1(5).
¥95ee para .
390 Financial Services and Markets Act 2000, s.118(1).

99

n

c

Londo

f

I



The scope of the market abuse provisions

The provisions of the Market Abuse Directive and the FSMA 2000 market abuse code

are concerned with abuses of inside information and are also concerned with preventing

an insider from allowing herself to be put in a situation in which there could be a
suspicion that they have *nThesusesotidsiddiinfornsatiode i nf or n
will constitute market abuse for the purposes of the FSMA 2000. Section 118 of the

FSMA 2000, as amended to give effect to MAD, provides that:

6(1) For the purposes of this Act, mar ket a
person alone or by two or more persons jointly or in concert) which -
(a) occurs in relation to i
(i) qualifying investments admitted to trading on a prescribed
market,
(i) qualifying investments in respect of which a request for
admission to trading on such a market has been made, or
(iii) in the case of subsection (2) or (3) behaviour, investments
which are related investments in relation to such qualifying
investments, and
(b) falls within any one or more of the types of behaviour set out in
subsection (2) to (8).6

There are therefore seven types of behaviour which will constitute market abuse. Market
abuse can be committed by an individual or by a legal person or by more than one

person acting Ajointly or in concerto. The refer
action performed by two people together or in a way which made them joint tenants or
tenants in common of property. Acting Ain conc

together in this manner but rather would require simply that they had undertaken some

coordinated plan of action or otherwise acted in a manner which constituted a form of
conspiracy between them. The term Aqualifying ir
FSMA 2000, although the term Ainvestmentod i s de
2000 and Sch.2 to that Act, which define the financial instruments which constitute

regulated activities for the purposes of the Act. The various forms of behaviour are

considered in turn below.

The types of behaviour constituting market abuse

The types of market abuse as divined from FSMA 2000 and the FSA Market Abuse
Rulebook, MAR 1

As provided in s.118(1)(b) of the FSMA 2000, behaviour constituting market abuse is

any one or more of the seven following forms of behaviour. In relation to the various

forms of behaviour, the term fAbehavitoni® 0o itself
Thus a person may commit market abuse either by acting or by omitting to act. The term

fiinside informatioff@asi s scamei &ThedSA themlsaisw e r o .

31| isting Rules, Chap. 9, Annex 1R.

392 Financial Services and Markets Act 2000, s.130A(3)
393 5ee para .

394 3ee para .
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out its Code on Market Conduct in chapter 1 of the Market Abuse Rulebook (known as

AMAR 10) which fl eshes out the various types of
section of this chapter knit together the types of market abuse provided for in s.118 of

the FSMA 2000 with the provisions of MAR 1 so as to generate a comprehensive picture

of what will constitute market abuse in regulatory terms in the UK.

(1) Dealing in a qualifying investment: f#fAinsider

The first type of behaviour is akin to insider dealing, as s.118(2) of the FSMA 2000 sets
out in the following terms:

6The first type of behaviour is where an i n:
gualifying investment or related investment on the basis of inside information
relating to the investment in question.

The principal distinction from the criminal offence of insider dealing in s.52(1) of the CJA

1993 i s t hat t he i nvest ment s i n g uvaffestedi o n he
securitieso in relation to the information. T
there is a dealing in securities or an attempt to deal in securities, thus if the counterparty

refuses to perform the transaction due to a suspicion about the information involved or if

the transaction is otherwise not completed then behaviour constituting market abuse will

still have been committed. The information at issue must be inside information as

defined for these purposes below.?%

0 =

The FSA gives examples of behaviour which it considers would fall within this head of
behaviour in AMAR 10. Qui te si mebasis of inside t he f i r.
information which is not tradindg®Inthisenseati ono c
Atrading informationd should be taken to be inf
not inside information because it is not restricted to insiders and it is not the sort of

analytical information on which all competent, reasonable traders could be expected to

act in any event.

There are three further examp+¥ e@sniongobmawtken e bayb L
person deals in securities in advance of the publication of the information by taking

advantage of the fAanticipated i mP&econdly,iof the or
relation to takeovers, an offeror or potenti al
merely economic exposure to movement s i n the price of the targe

such as taking a spread bet on that share price or acquiring a cash-settled put option on
those shares.*® Thirdly, in relation to takeovers, a person acting for the offeror or a
potential offeror dealsonhi s own account in relationr®to the 't
Generally speaking, the FSA will not consider a deal to be market abuse if the deal took
place before the dealer had the information, or if the dealer was satisfying some pre-
existing legal obligation (such as a contractual obligation to supply those shares to a
client under a physically-settled option), or in relation to a corporate dealer if the

3% 3See para .

3°MAR, 1.3.2(1)E.
¥"MAR, 1.3.2(2)E.
3¥MAR, 1.3.2(3)E.
39MAR, 1.3.2(4)E.
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particular employees involved did not know the information at the time of dealing.*®
There are other examples of insider dealing given in MAR in relation to the use of
information in relation to commodities transactions.***

The acid test, it is suggested, based on FSA guidance, is that if the inside information is
either the reason for the dealing in securities or is a material influence on that dealing,
then it will be presumed to be a dealing made on the basis of inside information, and so
market abuse.*? By contrast, retaining the information behind an effective and properly
constructed Chinese wall will suggest that the dealing was not on the basis of that inside
information (always assuming, it is suggested, that the dealer was not on the side of the
Chinese wall which had access to the information).**

The sorts of activity which will not constitute market abuse in the ordinary course of
events include the legitimate business of market makers, assuming that the dealings can
be demonstrated (it is suggested) to be demonstrably in accordance with the ordinary
course of such business;** the execution of client orders (assuming, it is suggested, that
those client orders are in the ordinary course of business and are not predicated on that
inside information);*®® the proper conduct of a takeover or merger including preparations
for such a takeover or merger,** although the information that an offer is to be made is

itself inside information.*°’

(2) Disclosure of inside information: A@Ai mproper

The second form of behaviour constituting market abuse is akin to the disclosure of
inside information offence, as set out in s.118(3) of the FSMA 2000 in the following
terms:

060The second is where an insider discloses i
otherwise than in the proper course of the exercise of his employment,
profession or duties. o

The second form of market abuse behaviour is therefore committed where an insider
discloses information to another person. This could be done by letter, by e-mail, or
verbally to a single person or, it is suggested, to a number of people (each of whom
would conethéeutpefnaoano) whether to a particular
legal person. The recipient of the information could be someone who is intended to
disseminate that information or who intends to profit from it personally or who intends to
do nothing at all: the subsection does not require any particular motive or reaction on the
part of the recipient of that disclosure. The exemption from liability here is where the
di sclosure is made by a person in Athe ,p
profession or dutieso. Thus an officer o

400\MAR, 1.3.3E.

“I'MAR, 1.3.20G through 1.3.23.
402 \MAR, 1.3.4E.

403 AR, 1.3.5E.

404 MAR, 1.3.7C; MAD recital 18.
“0°MAR, 1.3.12C; MAD, recital 12.
406 MAR, 1.3.17C; MAD, recital 29.
TMAR, 1.3.18G.
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