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WEB CHAPTER C: ISSUING SHARES 
TO THE PUBLIC 

 

I Introduction 

 
The view that a primary function of company law is to control and limit the managerial agency 
problem has structured a significant part of this book, in particular Part II on Corporate 
Accountability and Control. However, as we established in Chapter 5, the extent to which the 
managerial agency costs represent a real practical problem is a direct function of corporate 
ownership structure. In a company run by professional managers but owned by one 
shareholder, managers have little room to use their position and corporate power for their own 
benefit because that one shareholder is incentivized to monitor carefully and hold 
misbehaving managers to account.  There are two reasons why such a sole shareholder is 
incentivized to monitor and discipline managers. Firstly, a significant proportion of his wealth 
is likely to be tied up in the business; such a shareholder‟s personal wealth ebbs and flows 
with the economic fortunes of the company. Secondly, as a 100% shareholder, any savings in 
managerial agency costs which his careful monitoring produces, increase £ for £ the 
shareholder‟s personal wealth. This increases the extent of the monitoring which it is cost 
effective to engage in. If 100 hours of monitoring costs £1.5 million (in direct and opportunity 
costs) but saves £2 million in agency costs then only a greater than 75% shareholder would 
be willing to engage in such monitoring without receiving any compensation from the other 
shareholders for his monitoring efforts. In a company with widely-held shareholders the 
managerial agency problem increases exponentially as individual shareholders‟ personal 
wealth is tied to multiple companies and investments and the majority of shareholders‟ 
percentage holdings is in the low single digit or fractional percentiles. As we have seen, in the 
UK such ownership arrangements are characteristic for large UK companies. Accordingly, the 
primary problem which concerns a large body of company law, and over which corporate 
legal academics obsess, is one driven by the practical facts of ownership.  The question that 
beckons and has not as yet been addressed in this book is: why do so many of our 
companies end up in this ownership position; why do companies and founding shareholders, 
such as Bob in our case study company of Bob‟s Electronics Ltd, sell their shares to „the 
public at large,‟ that is, to a large number of shareholders who are typically unknown 
personally to the company‟s existing managers and shareholders?  Section II below 
addresses this „why question‟. Section III addresses the „how questions‟: how do companies 
go about issuing shares to „the public‟; what is the financial infrastructure that facilitates and 
supports such share issues; and how are such issues to the public regulated beyond the 
company law requirements relating to share issues that we considered in Chapter 17?  
 
II Why ‘go public’? 
 
Issuing shares to the public is not a recent phenomenon. It is a process that started in the 
United Kingdom and the United States in the 19th century, when it was often connected to the 
need to fund large industrial revolution infrastructure projects such as the building of railways. 
Such projects required an enormous amount of equity capital, requiring companies to draw on 
multiple investors to raise the necessary finance. These projects were instrumental in creating 
the capital market infrastructure that then became more broadly available to less capital 
intensive companies and industries. But why did these companies, and why do companies 
today, elect to issue shares to many investors that hold low percentile holdings rather than 
issue shares to several large investors (blockholders) who could each take a significant stake 
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in the company. After all, the latter approach would have the distinct advantage of reducing 
managerial agency costs.1  
 
The decision as to whom to sell the shares to is driven by three primary factors, the 
importance of which will vary depending on whether the seller of the shares is the company - 
that plans to allot shares (offer for subscription) or sell existing treasury shares to raise capital 
to fund the company‟s development - or an existing shareholder who plans to sell some or all 
of her shares (offer for sale). The first and primary factor is the price that different types of 
potential investors will be willing to pay for the shares. Below we consider in some detail the 
factors that may affect the price different types of investors (widely-held or blockholders) may 
be willing to pay for the shares. The second consideration is whether a company issuing 
shares to fund its development is looking for more than money from the investor. For example 
the company could be looking for a strategic investor whose contacts and know-how will 
enable the company to develop and expand; or being a publicly traded or listed company may 
be viewed as important to the company‟s profile and reputation. The third consideration is the 
effect of the sale of shares on the shareholder control structure and the effect any such 
change in the control structure will have on the ability of the current controllers/managers to 
exercise defacto control and to implement the existing strategy. Where a controlling 
shareholder plans to retain a controlling position, a sale to widely-investors reduces the risk 
that the new shareholders will wish to share control.  
 
Before we consider the factors that effect what different investor types are willing to pay for 
shares, we also need to acknowledge that the decision whether to go public or sell shares to 
a small number of investors is a function not just of what investors will pay for the shares but 
also of how much it is going to cost to effect the share sale transaction. For the company 
wishing to allot new shares or the founder looking to exit his investment, an important 
consideration in deciding who to sell the shares to is the transaction costs which he incurs to 
implement that sale. There are two components of these costs that need to be taken into 
account. First the direct costs of paying lawyers, accountants, and other advisors to facilitate 
the transaction, as well as the costs associated with underwriting the share sale;2 and, 
second, the extent to which there is any variance in the liability exposure for the seller  
(whether civil or criminal) of the different methods of selling the shares. Estimates from the 
UK suggest that the direct costs of effecting an initial public offering are between 6-10% of the 
value of the offering.3  
 
A further cost consideration that needs to be factored into the going public or staying private 
assessment are the costs of being a listed or publicly traded company. These costs include 
the additional disclosure burden which we considered in Web Chapter B as well as the 
additional regulatory burdens such as, if the company is a listed company, of complying with 
the UK‟s Corporate Governance Code

4 However, there are additional if less tangible 
transaction costs of being a listed or publicly traded company. An important role of the senior 
manager of a listed company is to talk on a periodic basis to the company‟s major institutional 
investor or their fund managers of which, in a widely-held company, there will be several. In 
addition to that the senior managers will have talk to and periodically visit research analysts 
who cover the company‟s stock. The contemporary burden of corresponding with and 
„managing‟ multiple investors and analysts is a considerable one. A commitment of time and 
effort that distracts managers from the core focus of running the business.   

                                                
1  For an excellent broader survey of the reasons for going public see E. Ferran, 

Principles of Corporate Finance Law (OUP, 2008). 
 
2  On underwriting see pp 26-29. 
 
3  See Eversheds, Going Public 2: a Survey of Recently Floated Companies (2003); L. 

Bell, L. Correia and A. Preimanis, The Cost of Capital: An International Comparison 
(City of London, 2006). 

 
4  Between the publication of the book in 2009 and the publication of this Web Chapter 

C the Combined Code has now been revised and renamed the UK Corporate 
Governance Code (available at: http://www.frc.org.uk/corporate/ukcgcode.cfm). 
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With regard to the price that investors will be willing to pay to purchase the shares there are 
multiple considerations for different investor-types (widely-held shareholders or blockholders) 
to take into account in addition to the projected cash flows of the company.  In this regard 
consider the following factors that may be relevant to investors when considering buying all or 
part of Bob‟s 100% shareholding in Bob‟s Electronics Plc. 
 

 A possible investor could be another company in the same industry or an investor 
that has interests in other companies in connected industries. The price that such an 
investor is willing to pay will take account not only of the value of Bob‟s Electronics 
Plc as a stand alone entity but also of the fact that the company may be worth more 
when combined with the buying company or the investor‟s other companies. Such 
savings could arise from synergies and/or economies of scale.  Such an exit strategy 
will be particularly attractive to any person selling her shares in the company, such as 
Bob in our case study company, as not only will such an investor‟s valuation of the 
company exceed the cash generation projections of the company as a stand-alone 
unit but, in addition, the transaction costs of selling the shares for the seller will be 
much lower than the alternative options of selling all, or a substantial part, of the 
shares to the public. 

  
 For an individual investor considering buying all of the shares, or a substantial stake 

in the company, there are significant downsides of making such a large investment in 
one company, namely limited diversification and the risks associated with the liquidity 
of the investment.   If an investor uses all, or a substantial portion of her wealth, to 
purchase all the shares in Bob‟s Electronics Plc then such an investor's‟ portfolio of 
assets will not be diversified. Diversification of a portfolio of investments reduces the 
risks associated with specific investments.  An investor that invests all of her assets in 
an oil company has a riskier portfolio of assets than an investor that invests half her 
wealth in an oil company and half her investments in a plastics company that is 
heavily reliant on oil.   Reduced portfolio risk means that a lower return is required by 
the investor in relation to particular shares that form part of the portfolio. This means 
that in relation to a particular equity investment that a diversified investor would be 
willing to pay more for shares than an undiversified investor would be willing to pay. 
Diversification is, therefore, a benefit for investors that translates into a benefit for a 
company. A second risk of taking a large shareholding in a company is that it is more 
difficult and costly for a blockholder to sell its block of shares than it is for a widely-
held investor to sell a small percentage shareholding of shares. This is because there 
will be a greater number of potential purchasers in the market place for a small block 
of shares. Of course the new blockholder could elect to sell the block to the public at 
large, however, as we noted above, there are significant transaction costs of so doing 
and, as discussed below, through a public sale to many shareholders the blockholder 
may not be able to realize the value of the shares to her as controller of the company.  
This lack of liquidity could represent a significant problem if the blockholder is for 
whatever unforeseeable reason forced to sell the block of shares quickly.  

 
 Whilst blockholders may not be diversified and face risks associated with more limited 

liquidity, a blockholder who is a less than 100% blockholder, may be in a position to 
compensate himself for these problems by using his influence as a controlling 
shareholder to extract value from the company to his benefit and to the detriment of 
the minority shareholders. This is the controlling shareholder agency problem we 
discussed in Chapter 16. The value transferred directly to the blockholder through the 
exercise of such influence is referred to as the private benefits of control. However, 
minority shareholders, aware of the potential abuse of power by the blockholder, will 
reduce what they are willing to pay for the shares to take account of this potential 
abuse of power. From Bob‟s perspective, as the seller of his shares, in a completely 
efficient capital market the premium that a blockholder is willing to pay for a less than 
100% block (reflecting the available private benefits of control) of the shares will be 
balanced by the reduction in what investors are willing to pay for the minority stake in 
the company.  However, from the blockholder‟s perspective the value associated with 
private benefits of control has a less favourable side, namely that it reduces the 
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attraction of the liquidity offered by a sale of the shares to „widely-held investors‟ – 
such investors will not be in a position to expropriate such benefits and, therefore, will 
not pay for them. Accordingly, a subsequent sale by the blockholder of the block of 
shares to widely-held investors will not realize a price that reflects what the shares 
are worth to the blockholder.  

 
 As will be apparent to students of this book, there is one very clear advantage, which 

translates into share price, of selling a controlling interest in the company to a single 
shareholder. This is, of course, the reduction in managerial agency costs that results 
from having a single shareholder with strong incentives to monitor and discipline 
management. By contrast, in a sale to widely-held investors, such investors, aware of 
their own rational apathy, will discount what they are willing to pay for the shares to 
take account of the possible incurrence of agency costs by management that such an 
ownership structure enables. So whilst for diversification and liquidity reasons a sale 
to widely-held shareholders increases the company‟s share price as compared to the 
price a blockholder would pay, the managerial agency problem would decrease it. 

 
 As we observed in Chapter 16 when we discussed the nature of the controlling 

shareholder agency problem in UK companies, „widely-held investors‟ are not only 
concerned about managerial abuse of power, they are concerned about potential 
blockholder abuse of power even when there is at the time of purchase no 
blockholder. This is because if value is available to blockholders through private 
benefits of control that exceed the costs of blockholding (diversification and liquidity 
costs) then blocks are likely to form. Accordingly, the threat of the blockholder abuse 
of power can therefore significantly reduce the price that diversified „widely-held‟ 
investors are willing to pay. 

 
 Thus far corporate law is missing from this assessment of the different factors that 

different investors will take into account in assessing what they are willing to pay for 
shares. In this regard, the extent to which legal rules can mitigate managerial agency 
problems or controlling shareholder agency problems, the more „widely-held‟ 
investors will pay for the shares. It is difficult to assess the extent to which investors 
discount the price they pay to take account of managerial and controlling shareholder 
agency problems and the extent to which law controls such costs.5 Recent 
scholarship from financial economists has identified factors that arguably indicate -  
act „as proxies for‟ - the extent to which a jurisdiction‟s corporate law enables 
blockholders to abuse their power. Research by Professors Dyck and Zingales6 
argues that the premium that investors are willing to pay for a 20% or greater block of 
shares in excess of the post-purchase price operates as a proxy for the value that the 
blockholder believes he can subsequently extract from the company through the 
control and influence that a 20% block of shares gives her. Following this approach 
Dyck and Zingales gather data that suggest that private benefits of control in the UK 
are very low at approximately 1%. If such control premiums are an effective proxy for 
private benefits of control then this suggests that UK corporate law makes an 
important contribution to making widely-held ownership viable in the UK.  The debate 
in this regard, however, has a long way to run.  

 

                                                
5  Important developments in law and finance over the past decade have attempted to 

assess the role of corporate law in financial market development and ownership 
structure. See R. La Porta, F. Lopez-de-Salines, A. Schleifer, R.W. Vishney, „Law and 
Finace‟ (1998) 6 Journal of Political Economy 1113; S. Djankov, R. La Porta, F. 
Lopez-de-Silanes and A. Schleifer, „The Law and Economics of Self-Dealing‟ (2008) 
88 Journal of Financial Economics 430; H. Spamann, „The “Antidirector Rights Index” 
Rights index Revisited‟ (2010) 23 Review of Financial Studies 467. 

 
6   A. Dyck and L. Zingales, „Private benefits of Control: an International Comparison‟ 

(2004) 59 Journal of Finance 537. 
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We see from the above discussion that there are multiple and conflicting considerations for an 
informed investor to consider when deciding what to pay for a company‟s shares above and 
beyond the assessment of the projected cash flow generation from the company‟s business. 
Some scholars have argued that that the different roles of law identified above are central to 
the determination of the going public decision.7 That in jurisdictions where the law fails to 
reduce the scope for managerial agency costs or controlling shareholder agency costs that 
companies that are widely-held will be the exception not the rule. But in jurisdictions where 
law does a good enough job of controlling these costs then whether a company is worth more 
to widely held investors than blockholders will depend on the preferences of those investors 
and also on the nature of the company‟s business. Where, for example, the nature of a 
company‟s business makes it particularly exposed to value expropriation by management or 
controlling shareholders that even good corporate law cannot control, then we are less likely 
to see such companies „going public‟ as widely-held investors worried about such costs would 
pay far less for the shares. But in the absence of such acute agency problems then 
companies are more likely to go public in such „good‟ corporate law environments. Whether  
or not corporate law plays such a pivotal role in the investment decisions is very difficult to 
say but the question remains the source of considerable ongoing scholarly endeavour.8  
 
 

III Regulating going public 
 

1 From company law to securities law 
 
As we have noted above, an important factor in an investor‟s decision as to whether to buy 
shares in a company is the liquidity in those shares post-purchase; that is, the ease with 
which another buyer of those shares could be found. Shares that are admitted to, or listed or 
traded on a stock exchange, such as the London Stock Exchange, or some other form of 
trading platform, are said to be more „liquid‟ than shares not traded on an exchange.  The 
reasons for this are: first, that a stock market is a real or virtual place in which both buyers 
and sellers of shares come together; a place they know they can go to sell and buy shares; 
and second, typically a stock market provides mechanisms that generate liquidity by, for 
example, ensuring that some market participant is willing to buy the share or sell the share, 
such as a „market maker‟ in a particular company‟s shares who undertakes to offer to buy or 
sell shares in that company although, of course, makes no undertaking as to the price.  
Accordingly, the decision to sell or issue shares in a company to multiple investors will 
typically also involve the listing or admission of those shares to a stock exchange in order to 
promote the liquidity in those shares. 
 
Issuing or selling shares to multiple investors and listing those shares on a stock exchange 
opens a new can of intellectual worms which falls under the labels „securities laws‟ and the 
„regulation of financial markets‟. This includes the regulation of share issues, the regulation of 
the consummation and settlement of share transfers, the regulation of share exchanges, and 
the market players who enable those exchanges to function such as stockbrokers and market 
makers.  Company law as presented in this book inevitably treads on this securities law 
terrain: in Chapter 17 we looked at some aspects of the regulation of share issues; throughout 
the book the continuing obligations set forth in the UKLA‟s listing rules have been an 
important component of the analysis of company law; much of the analysis of disclosure and 
audit in Web Chapter B is focused on the disclosure and financial accountability of listed 
companies; and Web Chapter A focuses almost exclusively on the takeovers of listed 
companies.  The line between „company law‟ and „securities law‟ is both blurred and 
somewhat arbitrary but at some point for the reader‟s, but also the author‟s, sake it needs to 
be drawn, and in this chapter we draw it rather abruptly.  
 

                                                
7  R. Gilson, Controlling Shareholders and Corporate Governance: Complicating the 

Comparative Taxonomy (2006) 119 Harvard Law Review 1641. 
  
8 See references in note 5 above. 
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In this chapter we are concerned with a basic question: what is the regulation of a company‟s 
or a founder‟s decision to „go public‟ - to issue or sell shares to multiple investors - and to 
provide for those shares to be listed on a share exchange; and, in the absence of an explicit 
offering to sell shares, what is the regulation of the company‟s or a large shareholder‟s 
decision to provide that some of its shares to be listed or admitted to an exchange enabling 
other investors to purchase those shares on the exchange. Our concern is to understand the 
process and regulation of becoming widely-held; this state of being for the ownership of the 
company that has been placed at centre stage in this book to the understanding of the 
function and operation of UK company law. To this extent, therefore, the book needs again to 
dip into the terrain of securities law. But we will not here concern ourselves with the 
machinery of share exchange trading and settlement or the securities law consequences of 
becoming widely-held and publicly traded. For excellent and detailed considerations of these 
issues readers are referred to Eilis Ferran‟s The Law of Corporate Finance,9 Niamh 
Moloney‟s EU Securities Regulation,10 and Eva Micheler‟s, Property in Securities.11  
 

2 Regulatory strategies: shares as consumer goods 
 
We can think about the sale of shares within the same analytical framework as the sale of any 
good. If a computer or a tonne of steel is sold by Seller A to Buyer B there are multiple ways 
in which we could regulate that transaction. First, we could require that Seller A disclose 
certain types of information about the computer or the nature of the steel in order that Buyer B 
can make an accurate as is possible assessment about the product before deciding whether 
the product suits its needs and whether it is worth the price demanded for the product. 
Secondly, we could provide for third-party assessment of the quality of the product. There are 
two types of „third party‟ regulation. Firstly, this could involve the creation of a regulator 
responsible for examining the product and assessing its quality – a „computers regulator‟ or a 
„steel regulator‟ – and informing the buying public about its assessment and where products 
fall below the regulators standard, preventing the sale of the product. Such regulators are 
very important, for example, in the world of pharmaceutical products.  Secondly, a less 
intrusive option would be to rely upon market participants to provide a third-party quality 
assessment of the product, such as the ISO or British Standard. A third regulatory strategy 
relates to the rules that determine the Seller A‟s liability for defective products and liability in 
relation to the information provided about those products to the extent that such information 
was inaccurate or misleading. The easier these liability rules can be enforced and the greater 
the financial consequences of breach, the greater the deterrent effect of such rules.  
 
The determination of whether the sale and purchase of a product should be regulated at all, 
and if so the nature and extent of the regulation, is a function of both the nature of product 
and the identity of the buyer or probable buyer of the goods in question. The key regulatory 
question is whether the buyer or likely buyer is capable of understanding the quality of the 
product, and in practice will such a buyer take the time to assess product quality. The answer 
to this question is a function of both the complexity of the product, the transparency of the 
product‟s quality, and the skills and capability of the buyer. Where the quality of the product is 
transparent and the buyer is capable of assessing the quality of the product the pressure to 
regulate the sale of the product in question is diminished. 
 
When we translate this framework to the issue or sale of shares to multiple investors we see 
there are two possible regulatory objectives. The first one is ensuring that the potential 
investors have adequate information about the shares and the company‟s business – in order 
to enable them to fully understand the financial and control rights that they would purchase if 
they accept the offer to sell them shares.   In this regard, regulating shares issues is one more 
example of how the strategy of mandatory disclosure is used to facilitate transactions and 
ensure the efficient allocation of capital. On this function of disclosure and whether such 

                                                
9  E. Ferran, The Law of Corporate Finance (OUP, 2007). 
 
10  N. Moloney, EU Securities Regulation (OUP, 2nd ed, 2008). 
 
11  E. Micheler, Property in Securities (CUP, 2007). 
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disclosures should be mandatory or not the reader is referred to Web Chapter B on 
Disclosure, Accounting, and Audit. It is important to note, as we considered in depth in Web 
Chapter B, that prior to the company „going public‟, all UK companies are required to produce 
and make publicly available significant amounts of company and event specific information as 
well as financial and narrative information. An important question is, therefore, whether the 
event of an issue of shares to many investors or admission to an exchange should require the 
company to amalgamate the already available information and/or enhance the existing 
disclosures. The answer to this question will depend on the level of financial sophistication of 
the individuals buying the shares. Sophisticated investors such as institutional investors and 
their fund managers know what type of information they need, where to find it, and in the 
absence of adequate information are well placed to demand that information. Retail investors 
on the other hand may not be as familiar with the disclosure machinery of the Companies Act 
2006 and do not have open to them channels to the company through which they can request 
additional information.  
 
If the regulator is of the view that disclosure alone is adequate then the regulatory spotlight 
moves on to ensuring that disclosure is reliable and accurate through, for example, the use of 
gatekeepers such as auditors, and liability rules for inaccurate disclosures. However, there 
are legitimate doubts about the effectiveness of a disclosure-only strategy. Most importantly, 
there are limits on the transparency of the share product being sold. Investors may harbour 
residual doubts that aspects of the company‟s business and performance are not reflected in 
the disclosed information.  As we discussed at length in Web Chapter B, the company and its 
management may be subject to self-serving bias which, consciously or unconsciously, results 
in the portrayal of the company in the most favourable, and not wholly objective, light 
possible, in order to maximize the sale price and investor interest. The effect of these 
incentives on financial information may be disabled by the gatekeeper role played by 
auditors,12 however, much of the information of importance to investors will be narrative 
information about the company‟s business and future performance in relation to which the 
auditor may have limited understanding and the mandated audit role is peripheral.13 If the 
risks for the investing public in this regard are considered significant enough an additional 
regulatory tool would be to subject the company to a review by the regulator who would have 
to grant approval for the share issue or admission to the exchange, or, in the alternative, 
require a direct or indirect third-party approval of the share issue or exchange admission. 
 
 

3 The regulatory framework 
 
There are multiple tiers of the regulation of share issues and admission to trading on an 
exchange in the UK. The top tier consists of the EU‟s Prospectus Directive (PD)14 which was 
passed in 2003 and is a core component of the EU Financial Services Action Plan, and the 
Consolidated Admission and Reporting Directive (CARD),15 which consolidated and amended 
prior directives on admission to a share exchange in an EU member state.  
 
The Prospective Directive is EU legislation produced through Lampfalussy Process which  

                                                
12  See Web Chapter B, pp 54-60. 
 
13  See Web Chapter B, pp 59-60. 
 
14  Directive 2003/71/EC on the prospectus to be published when securities are offered 

to the public or admitted to trading. 
 
15  Directive 2001/34/EC on the admission of securities to official stock exchange listing 

and on information to be published on those securities. 
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enables a Directive to provide level 2 rule making authority to the European Commission.16  
Pursuant to this authority granted to the Commission by the PD, the Commission issued very 
detailed rules on the contents of a prospectus in the form of the PD Regulation.17 Whilst the 
PD Directive requires implementation in the UK the PD Regulation is directly effective and 
does not require implementation. In the UK the PD and CARD are implemented in both the 
Financial Services and Markets Act 2000 and the UKLA‟s Listing Rules and Prospectus 
Rules.  In addition a final tier of regulation is set forth in a share exchange‟s own rules on 
listing and admission to  trading. We shall refer below to the regulation of public share issues 
and admission as UK regulation. Clearly the label is far from apposite.  
 

4 The disclosure strategy: the prospectus requirement 
 
4.1 When is a prospectus required? 
 
Where shares are made directly available to the investing public through a share offer or 
indirectly through a listing or admission to trading without a connected offer, UK regulation 
relies primarily on the disclosure strategy, together with very limited reliance on regulatory 
oversight of the quality of the sale or issue and more substantial „gatekeeping‟ requirements 
that largely map traditional market practice. The primary disclosure document is known as a 
„prospectus‟. 
 
Section 85(1) and (2) of FSMA provides that it is unlawful either to make an offer of 
transferable securities „to the public‟;18 or make a request to have such securities admitted to 
a share exchange which qualifies as a „regulated market‟,19 without having beforehand made 
an approved disclosure document, known as a „prospectus‟, available to the public. Note that 
this provision applies to anyone making an offer or request for admission which could be the 
company but could equally be an individual shareholder – although most likely a significant 
shareholder – in the company.  
 
The term „transferable securities‟ is defined in section 103(A)(3) of FSMA as anything which is 
a „transferable security‟ for the purposes of the Directive on Markets in Financial Instruments 
(MIFID)20 „other than money market instruments for the purposes of that Directive which have 
a maturity of less than 12 months‟.

21  „Transferable securities‟ is defined broadly in Article 
4(18) of MIFID. Our concern here is only with the issue of shares, which explicitly fall within 
MIFID‟s definition.22 Note that pursuant to section 85(5) and (6) and Schedule 11 A of the Act 
section 85(1) and (2) do not apply where the consideration paid for the transferable securities 
is less that €2.5 million. Note also that pursuant to authority provided by section 85(5)(b) 
FSMA, the UKLA‟s Prospectus Rules provide that section 85 does not apply to transferable 
securities issued in substitution for shares of the same class already issued or bonus share 

                                                
16  Pursuant to the Lampfalussy process the Commission draws on the advice of the 

Committee of European Securities Regulators (CESR) in adopting level 2 
implementing measures.  To facilitate convergence of regulatory practice amongst 
Member States CESR issues Level 3 guidance on Directives subject to the 
Lampfalussy process as well as on Level 2 implementing measures. 

 
17  Commission Regulation (EC) No.809/2004 implementing Directive 2003/71/EC. 
 
18  Section 85(1) FSMA 2000. 
 
19  Section 85(2) FSMA 2000. 
 
20  2004/39/EC. 
 
21 Such money market instruments would include short-term commercial paper, which 

are in effect short-term promissory notes. 
 
22  Article 4(18)(a) of MIFID refers directly to shares in companies. 
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dividends, and that it does not apply to shares issued in a takeover offer or in a merger where 
a document equivalent to a prospectus is provided to the target shareholders (Prospectus 
Rule 1.2.2).23 
 
Section 102B of FSMA, following the Directive literally,24 provides that there is an „offer of 
transferable securities to the public‟ if a communication is made which „presents sufficient 
information on [the shares] to be offered‟ and on the terms of such an offer „to enable an 
investor to buy or subscribe for the securities in question‟. This is a counterintuitive definition. 
What one is looking for in the definition of an offer to the public is how many persons amount 
to „the public‟. Would an offer to five strangers amount to an offer; would an offer to 20 
different, but known individuals amount to an offer? The definition in the Prospectus Directive 
and section 102B does not provide any guidance in this regard but focuses on the nature of 
the offer itself rather than the spectrum of individuals that receive the offer.  Pursuant to this 
definition a public offer could be an offer to one known individual.25 The definition, therefore, 
provides no guidance to what amounts to a public offer.  
 
Section 86(1) FSMA provides a list of exemptions from the application of section 85(1). If the 
concept of „public offer‟ had real regulatory traction, which it does not, these exemptions 
would offer characteristics which would exclude the offer from the category of public offer. 
What the Act and the Directive do is pretend to use the concept of public offer to determine 
when a prospectus is required but in fact, as a result of the definition of public offer, the Act 
and the Directive do the following: any offer to any person26 requires a prospectus unless that 
offer falls within one of the exemptions.  These exemptions are structured by both the 
sophistication of the investor and the number of investors to whom the offer is directed. 
Regarding the former, FSMA and the Directive fit within our analysis of the share as a 
consumer good set forth above: the sophistication of the recipient of the offer determines 
whether it is necessary to produce a specific disclosure document (the prospectus) which, as 
we shall see, effectively amalgamates much of the information on the company and its shares 
already publicly available. This is seen most clearly in the exemption provided if the offer is 
made to a „qualified investor‟, or a non-qualified investor who has instructed a qualified 
investor to act on his behalf.  „Qualified investor‟ is defined broadly to include any entity 
authorized by the FSA which would include most importantly banks and institutional investors 
and their fund managers.27  However, the exemption for sophisticated investors is, in addition, 
also provided for indirectly in the Act‟s exemptions for offers where the minimum 

                                                
23 Note further that certain securities listed in Schedule 11A of FSMA are also excluded 

from the application of Section 85 (section 85(5)(a) which include, for example,  
securities issues by EEA governments or central banks (Schedule 11A, para. 2). 

 
24  Article 2(d) PD. 
 

25 Note as this definition could cover the mere statement of a price at which a trader 
would be willing to sell a share it was necessary to clarify that such a statement is not 
covered by the definition of „an offer of transferable securities to the public‟ (section 
102B(5) FSMA). 

 
26  Ibid, excluding communications made by traders on an exchange. 
 
 
27  Section 86(7) of FSMA defines the „qualified investor‟ through cross reference to the 

definition in Article 2(e) of the Directive. Note that the European Commissions recent 
review of and proposed amendments to the PD has recommended that the definition 
of qualified investor in the PD be brought into line with the definition of professional 
clients in MIFID (see Article 4(11) and Annex II of MIFID) (see EU Commission‟s 
Proposal for a Directive of The European Parliament and of the Council amending 
Directives 2003/71/EC on the prospectus to be published when securities are offered 
to the public or admitted to trading and 2004/109/EC on the harmonization of 
transparency requirements in relation to information about issuers whose securities 
are admitted to trading on a regulated market). 
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consideration that can be paid by an investor is €50,000 or the shares are denominated in 
amounts of at least €50,000.  The underlying logic here is that only sophisticated investors or 
investors who would use professional advisors would be financially capable of participating in 
such an offer. With regard to the number of investors, the Act exempts offers that are made to 
fewer than 100 persons – excluding qualified investors in the calculation. One could say, 
therefore, that if the Act and the Directive provide for a prospectus where there is a public 
offer, then, ignoring the directive‟s unhelpful definition, a public offer is one that is made to 
100 or more non-qualified investors.  
 
The second, stand-alone trigger requiring the publication of a prospectus is the admission 
trigger. Section 85(2) provides that it is unlawful to request admission to a regulated market 
unless an approved prospectus has been made available to the public beforehand.  To 
understand the scope of this requirement we need to understand which share exchanges in 
the UK are regulated markets as admission to a non-regulated market does not require the 
prior publication of a prospectus. A regulated market is a stock market which complies with 
the requirements of Title III of the European Union‟s Directive on Markets in Financial 
Instruments (MIFID).28 The primary regulated market in the UK is the London Stock 
Exchange‟s Main Market. There are, however, important UK markets which are not regulated 
exchanges, such as the London Stock Exchange‟s Alternative Investment Market (AIM). 
Accordingly, admission to trading on AIM does not trigger a prospectus requirement, although 
it would do if the admission was combined with a public offer. Typically AIM offers and 
admissions are to qualified investors so no prospectus trigger is pulled.  
 
Even where the admission is to a regulated market, UK regulation provides for exemptions to 
the prospectus requirement. These are set forth in the UKLA‟s Prospectus Rules.

29  The most 
important exemption is that over a 12 month period shares amounting to less that 10% of the 
same class of shares that have already been admitted to that regulated market may be 
admitted to trading without the requirement that a prospectus be issued.30 The rationale for 
this exemption is clear – this class of shares has already been admitted to trading on the 
regulated market at which time a prospectus will most likely have been produced and, 
following admission, in order to comply with the Listing Rules continuing obligations, the 
company will have made significant financial, narrative, and event-specific disclosures.31 
Indeed, given this rationale it is unclear why a prospectus should be required for the 
admission to trading to shares amounting to more than 10% of the already admitted shares, 
where such admission is not combined with a public offer.  
 
Other exemptions from the admissions trigger in the Prospectus Director mirror the 
exemptions from the public offer trigger in relation to the substitution of existing shares of the 
same class, dividends of bonus shares and shares issued in connection with a takeover or 
merger where an equivalent disclosure document is provided.32 In addition to these 
exemptions the Directive and the Prospectus Rules provide for a „passport‟ exemption which 
enables the admission to trading on an EU regulated market such as the LSE‟s Main Market 
where the company‟s shares have already been admitted to another EU regulated market.  
The passport only applies in relation to the same class of shares admitted on the other EU 
regulated market and only where the original admission involved the publication of a 

                                                
28 2004/39/EC. See FSA Handbook Glossary for a definition of Regulated Market. The 

requirements of Title III of MIFID will not concern us here. 

 

29 Section 85(6)(b) provides that section 85(2) does not apply to „transferable securities 
as may be specified in the Prospectus Rules‟. 

 
30 PR 1.2.3(1). 
 
31  See Web Chapter B. 
 
32  PR 1.2.3(2)-(7). 
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prospectus and where such shares have been admitted for at least 18 months on the original 
market and the company has complied with that market‟s continuing obligations for that 
period.33  Where such conditions are complied with admission to another EU market does not 
require the publication of a new prospectus but does require the production of a „summary 
document‟ which for an LSE Main Market secondary admission would have to be in English.34 
The contents of the summary document, which are set forth in Article 5(2) PD are far less 
burdensome than the prospectus requirements which are discussed below, however, the 
information contained in the summary document must be up-to-date as of the date of that 
document.35  
 

4.2 Prospectus Disclosure 
 

The Prospective Directive provides general regulation about the format and contents of a 
prospectus. In addition the Prospective Directive requires the European Commission to adopt 
implementing measures in relation to, amongst others, the format of the prospectus36 and the 
minimum information to be contained in the prospectus.37  These implementing measures are 
set forth in Commission Regulation 908/2004 which we shall refer to as the PD Regulation. 
As it is a Regulation it is directly effective and, therefore, does not require implementation in 
the UK. In any event, the implementing provisions of the PD Regulation are restated in the 
UKLA‟s Prospectus Rules.  Note that the prospectus disclosure regime provided by the PD 
and the PD Regulation is a maximum harmonization regime, which prevents national 
authorities imposing more onerous general disclosure requirements. 
 
The general content requirements of the PD are implemented through Section 87A of the Act.  
These requirements are set forth indirectly as preconditions to FSA38 approval of the 
prospectus, which we discuss in greater detail in Section III.5 of this chapter below. These 
general information requirements provide that the prospectus must contain „the information 
necessary to enable investors to make an informed assessment of‟: the company‟s financial 
position – its assets, liabilities, profits etc. – and its prospects; and the rights attached to the 
shares.39   
 
With regard to the form of the prospectus, the PD provides for temporal flexibility in relation to 
the provision of the information. The prospectus may either be published as one document or  

                                                
33 PR 1.2.3(8). 
 
34 PR 1.2.3(8)(e)-(g) and 1.2.4. 
 
35 PR 1.2.4(1). 
  
36  Article 5(5) PD. 
 
37  Article 7(1) PD. The process for the adoption of implementing measures by the 

Commission is addressed in Article 24. 
 
38  At the time of writing the United Kingdom Listing Authority is part of the Financial 

Services Authority. However, the new Coalition Government‟s has announced that 
the FSA will be disbanded and its functions transferred to existing and newly formed 
regulatory bodies. The UKLA function will be transferred to the Consumer Protection 
and Markets Authority. These changes will not be effected until 2012 and accordingly 
this chapter proceeds on the basis that the UKLA is part of the FSA and that the FSA 
is primary securities regulator. 

 
39 Section 87A(2) FSMA; Article 5(1) PD. 
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as two separate documents: a registration document and a securities note.40 The option of 
two documents allows companies to publish the part of the prospectus which relates to the 
company separately, and earlier, than the part of the prospectus relating the shares to be 
issued. This effectively allows the company to go through the process of preparing and 
obtaining approval for (see Section III.5 of this chapter below) a significant part of the 
prospectus without actually raising capital at that point in time. This enables the company to 
move more quickly to raise capital at a later point in time when capital is required or market 
conditions are more benign. Note that if there is a material change or development relating to 
matters addressed by the registration document then any subsequent securities note must 
address such changes.41  Generally, whether the one or two document prospectus is used, 
Section 87A(3) provides further that this information must be presented in a „form which is 
comprehensible and easy to analyse‟. Finally, the Prospectus must contain a non-technical 
summary of the company, any entity guaranteeing the issue, and the risks associated with the 
company, any guarantor, and the shares.  With regard to the contents of the summary 
document whilst, pursuant to Article 24 of the PD Regulation the detailed content of the 
summary is determined by the person preparing the prospectus, the PD provides some 
guidelines on production and presentation (which are implemented through the Prospectus 
Rules),42 in particular, a guideline 2500 word limit43 and the requirement to include a warning 
not to rely on the summary alone when making the investment decision but to consider the 
whole prospectus as well.44  
 
In addition to the above general disclosure requirements, the PD Regulation provides 
exceptionally detailed disclosure requirements going significantly beyond the disclosure 
requirements set forth in the Companies Act 2006 and discussed in detail in Web Chapter B. 
The disclosure information categories are organized by reference to the registration document 
and the securities note respectively. A single document prospectus incorporates the 
information required from both of these documents.  To get a thorough sense of the nature 
and extent of the disclosure requirements the reader is advised to read the PD Regulation or 
the relevant extracts from the Regulation set forth in Appendix 3.1 to the Prospectus Rules. 
Here we only provide a general summary of the information categories. The registration 
document must provide detailed information about the issuer and the preparation of the 
prospectus, including, amongst others:45 
 

 information on the persons responsible for the information provided, or the relevant 
part thereof, together with a declaration that „to the best of their knowledge [the 
information provided is] in accordance with the facts and contains no omission likely 
to affect its import‟; 

 details about the company‟s auditors; 
 detailed financial information about the company and information about the 

company‟s organizational structure; 
 the risk factors associated with the company and the company‟s industry; 

                                                
40  PR 2.2; Article 5(3) PD. 
  
41 PR 2.2.5; Article 12(2) PD 
 

42  PR 2.1.4-2.1.7. 
 
43  Recital 21 PD providing that the summary „normally should not exceed‟ 2500 words. 
 
44  PR 2.1.7; Article 5(2) PD. 
 
45  PD Regulation, Annex 1: Minimum Disclosure Requirements for the Share 

Registration Document. 
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 information on the company‟s history and development and its principal 
investments; 

 information on the company‟s business, its products and services; significant new 
products and services, as well as the principal markets in which it operates; 

 information on trends in production, sales and prices of the company‟s products; 
 a narrative analysis of the company‟s financial condition and operating results 

including explanations of year to year changes – the PD  Regulation labels this an 
„operating and financial review‟; 

 details of the company‟s short-term and long-term capital resources; its borrowing 
requirements and an analysis of the sources and amounts of its cash flows; 

 information on the make-up, structure, practices, and remuneration of board 
members; 

 information on the number of employees by category of activity and geographic 
location; 

 details of any shareholders that own more than 3% of the company‟s share capital46 
and information on whether such shareholders have different voting rights; 

 information on the companies share capital and dividend policy; and 
 a description of the key terms in the company‟s constitution. 

 
The PD Regulation requires detailed accounting and narrative disclosures on the company‟s 
financial position. The accounting disclosures are primarily historical disclosures. Regarding 
future activity and profitability, narrative disclosure plays a key role. However, in addition, 
investors will wish to see such narrative accounts of future performance distilled into profit 
forecasts. As we observed in Web Chapter A in relation to profit forecasts in takeover bids,47 
such forecasts are inevitably highly speculative and dependent on multiple and, in some 
cases very subjective, assumptions that may not be realized. The uncertainty and subjectivity 
associated with such forecasts creates scope for misleading forecasting. Accordingly, The PD 
Directive, as does the UK‟s Takeover Code, imposes additional requirements on the 
production of forecasts that can be included in a prospectus.48 It is interesting to compare 
those requirements with those provided by the Takeover Panel, which are more demanding. 
The PD Regulation requires that where profit forecasts are used, the assumptions upon which 
they are based are disclosed and that such disclosure distinguishes between the assumptions 
management can influence and those they cannot. In addition, an independent auditor must 
provide a report stating that the forecast has been properly compiled in accordance with the 
basis upon which it purports to be compiled as well as in accordance with the company‟s 
accounting policies.  
 
Companies who already have shares admitted to trading on a regulated market will be 
required to make periodic disclosures.  Such disclosures are required to a limited extent by 
the PD49 and, more importantly, by the Transparency Directive.50 The latter Directive‟s 
requirements were discussed in depth in Web Chapter B. The Prospectus Directive 
acknowledges that it may not be necessary to regurgitate this information in the prospectus,  

                                                
46 

The PD Regulation refers to the disclosure rules under „the issuer‟s national law‟.  
See DTR 5.1. 

 

47 See Web Chapter A, pp 67–68. 
 

48 PD Regulation, Annex I, para. 13. 
 
49  Article 10 PD for example requires the annual production of a document that contains 

or refers to all the company‟s disclosures over the previous 12 months. 
 
50  The Transparency Directive superseded many of the continuing disclosure 

requirements set forth in CARD. 
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by providing for incorporation by reference in relation to such information;51 that is, the 
disclosure requirement is fulfilled by cross-referring to that information. The cross-reference 
must detail where the investors can obtain the cross-referenced document.52  
 
Whereas the registration document part of the prospectus provided detailed information on 
the company, the securities note part of the prospectus provides, primarily, information about 
the shares being issued. The required information categories are set forth in Annex III of the 
PD Regulation. The Regulation requires, amongst others, the following disclosures: 
 

 information on the persons responsible for the information provided, or the relevant 
part thereof, together with a declaration that „to the best of their knowledge [the 
information provided is] in accordance with the facts and contains no omission likely 
to affect its import‟; 

 information on the material risk factors to the securities being offered; 
 a working capital statement that in the issuer‟s opinion it has sufficient working capital 

or an explanation of how it will obtain such working capital; 
 a statement on the company‟s capitalization and indebtedness levels; 
 information on any conflicting interests associated with the issue; 
 an explanation of the reasons for the offer and the intended use of the proceedings; 
 a description of the securities being offered, including, the voting and dividend rights 

attached to the shares; 
 details of the terms and conditions of the offer including: the total amount of shares 

being issued or sold (see further below); the time during which the offer is open; any 
maximum or minimum amount of shares that may be purchased; the availability of 
withdrawal rights before the offer closes; the procedure for exercising any pre-
emption rights;53 an indication of the price at which the shares are to be issued or 
sold (see further below); 

 the name and address of the co-ordinator and the underwriter of the offer (on 
underwriting see further Section 7 of this chapter below);  

 an indication of whether the offered securities will be admitted to trading and details 
on the intended market; 

 information on the name and address of persons selling shares in the offer; 
 the net proceeds from and expenses of the offer; and 
 the dilution to existing shareholders in a non-pre-emptive offer and the dilution to 

equity holders if they do not accept a pre-emptive offer. 
 
As noted above, the PD Regulation provides for information about the price of the offering. 
However, at the time the prospectus is approved and offer made it may not be possible to 
determine definitively the price. Important reasons for pricing uncertainty could include 
general capital market conditions and, for reasons connected to the company itself or the 
industry in which it operates, any uncertainty about the potential demand for the offered 
shares. A process involving contacting investors to assess interest at differing price levels 
may be essential for determining the appropriate price. The PD Regulation acknowledges this 
problem by providing that the prospectus either indicates the price at which the shares will be 
offered or, in the alternative, if the price is not known, that the prospectus indicate the method 
which will be used to calculate the price as well as a statement on „who has set the criteria  

                                                
51 Article 11 PD; implemented by PR 2.4. See Article 28 PD Regulation providing 

examples of cross-referable information. 
 
52  Note that the summary document may not use incorporation by reference (PR 2.4.4; 

Article 11.1 PD). 
 

53 On pre-emption rights see Chapter 17. 
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[for determining the price] or is formally responsible for the determination‟.
54 Even where there 

is an indication of price, the indication will typically state an indicative price-range with the 
final price being subsequently announced. Whichever approach to pricing is taken the 
prospectus must outline the process for announcing the offer price.  Upon the determination 
of the offer price FSMA requires that the person who requested approval of the prospectus 
must inform the FSA of the price forthwith.55 Importantly, where the final offer price is not 
included in the prospectus any investor accepting the offer has a right to withdraw his 
acceptance at any time up to two working days from when the FSA is informed of the final 
offer price.56   Clearly, this makes sense as no investor would agree to buy shares in a 
company for a price that could be subsequently determined by the company unless they had 
the right to withdraw the acceptance once the price is set. However, this right of withdrawal is 
not required in relation to price where the criteria or conditions for determining price are set 
forth in the prospectus or where the prospectus sets forth a maximum price.57 
 
As with price, it may not be possible at the time the prospectus is approved and published to 
determine precisely the number of shares that are to be issued or sold. This may require 
conversations with investors to determine investor appetite at a range of possible prices. 
Accordingly, the PD Regulation allows the prospectus to either set forth the total amount of 
the offer or in the alternative „a description of the arrangements and time for announcing to 
the public the definitive amount of the offer‟.  If the amount is not set forth in the prospectus 
FSMA provides for withdrawal rights until two working days following informing the FSA of the 
amount58 unless the criteria and conditions for determining the amount are set forth in the 
prospectus.59 
 
If following the approval and publication of the prospectus it becomes apparent that any of the 
information set forth in the prospectus is materially inaccurate or a „significant new factor‟ 
arises, Section 87G of FSMA requires the submission of a supplementary prospectus 
providing the correct or new information.60 Furthermore, this section imposes an obligation on 
any person responsible for the prospectus61 who is aware of „any new factor mistake or 
inaccuracy‟ to inform the company issuing the shares and, where different, the person who 
applied for the approval of the prospectus. Section 87Q of the Act provides an investor who 
has accepted the offer prior to the publication of the supplementary prospectus with 
withdrawal rights for two working days from its publication.62 
 
Finally, with regard to the information requirements for the prospectus, it may be the case that 
information about the company which falls within one of the information categories set forth in 

                                                
54 PD Regulation, Annex III, para. 5.3.   

 
55  Section 87A(7) FSMA; Article 8 PD. 
 
56 Section 87Q(1) and (2) FSMA; Article 8 PD. 
 
57 Section 87Q(3)(b); Article 8 PD requiring either specification of criteria and conditions 

or the maximum price or the provision of withdrawal rights. 

 
58 Section 87Q(1) and (2) FSMA; The FSA must be informed of the amount forthwith 

following its determination (section 87A(7) FSMA). 
 
59 Section 87Q(3)(a) FSMA; Article 8 PD requiring either specification of criteria and 

conditions or the provision of withdrawal rights. 
  
60 Article 16 PD. 
 
61 Section 87G(5) FSMA. 
 
62  Section 87Q(4) FSMA; Article 16(2) PD. 
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the PD and the PD Regulation is non-public information that would be detrimental to the 
company to disclose. This could include, for example, information on significant new products 
and services whose premature announcement could undermine the success of the product as 
it would alert its competitors about the product. The Directive takes some, although limited, 
account of this concern. Section 87B of FSMA implements the Directive63 and provides the 
FSA with the discretion to authorize a disclosure omission from the prospectus. In regard to 
the above concern, it may do so where the disclosure of the information would be „seriously 
detrimental to the issuer‟ provided that such an omission „would be unlikely to mislead the 
public with regard to any facts or circumstances which are essential for an informed 
assessment of‟ the offer. Ironically, therefore, the more important the non-public information to 
the company the more unlikely it is to benefit from the disclosure exemption. The other 
exemptions from disclosure with FSA approval provided by this section are where the 
disclosure would be „contrary to the public interest‟ or where the information is of „minor 
importance‟ and unlikely to influence investor assessment of the offer.  
 

5 Regulating the quality and accuracy of the 
prospectus 

 
There are multiple regulatory forces at work to ensure that the prospectus both complies with 
the above regulation on the form and content of the prospectus as well ensuring that the 
content is accurate and not misleading and that no content is omitted that would be relevant 
to investors or whose omission would render other information in the prospectus misleading. 
With regard to one of the most significant elements of the prospectus disclosure - the 
historical financial statements - this includes, most importantly, the role of the independent 
auditor in verifying this information, discussed in depth in Web Chapter B. Here we are 
concerned with regulatory tools aimed directly at ensuring the prospectus‟s compliance and 
accuracy, of which there are three: the requirement to obtain FSA approval of the prospectus; 
the imposition of civil and criminal liability on the company for negligence in relation to 
prospectus preparation; and the use of a gatekeeper strategy involving the appointment of a 
sponsor in relation to an admission to the official list. In this section we consider the first two 
of these strategies. The role of the sponsor that traverses both prospectus regulation and 
admission to trading is dealt with in section 7 of this chapter below. 
 
5.1 FSA Approval 
 
Article 13 of the PD provides that a prospectus may not be published unless it has been 
approved by „the competent authority of the home member state‟, which for UK companies 
issuing shares in the UK is the FSA.  The Directive defines „approval‟ somewhat 
cumbersomely as follows: 
 

Approval means the positive act at the outcome of the scrutiny of the completeness of 

the prospectus by the home Member State’s competent authority including the 

consistency of the information given and its comprehensibility.
64

 
 
Approval is, therefore, not based upon a substantive examination of the accuracy of the 
information, even on a testing basis, but is dependent upon whether the prospectus contains 
the types of information it is supposed to contain and whether this information is 
comprehensible to investors. However, a limited degree of substantive oversight is provided, 
or perhaps one should say theoretically threatened, by the requirement to consider 
consistency and to scrutinize „completeness‟. Where the prospectus is providing contradictory 
information at least one claim is inaccurate and must be addressed if approval is to be 

                                                
63  Article 8(2) PD. 
 
64 Article 2(1)(q) PD. 
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obtained.   Assessing the consistency of the information could involve a wide range of levels 
of regulator engagement with the disclosure: on the one hand, the requirement for the 
competent authority to consider consistency could result in the detailed consideration of the 
substance of the disclosure in order to confirm consistency; on the other hand, a consistency 
review could involve a search only for blatant contradictions.65  With regard to the requirement 
to scrutinize completeness this generates some space, in theory, for substantive investigation 
by the competent authority – to ensure that no relevant omissions have been made a 
thorough assessment of the information provided is required. However, it seems likely that in 
practice competent authorities will focus on the presence of information in each of the 
required categories and not on the „completeness‟ of the information provided within each 
category. 
 
The FSMA does not directly adopt the PD‟s definition of disclosure although its approach to 
approval is largely consistent with it.  Section 87A provides that the FSA cannot approve the 
prospectus unless the prospectus contains the „necessary information‟ and complies with the 
requirements of the FSMA and the PD. Necessary information is the information required to 
make „an informed assessment of: the assets and liabilities, financial position, profits and 
losses, and prospects of the issuer of the transferable securities and of any guarantor; and 
the rights attached to the [shares]‟.

66  Furthermore, the Act requires that the „necessary 
information‟ is „comprehensible and easy to analyse.‟

67 The approval requirements in the Act 
do not, however, make direct reference to consistency, although they do so indirectly by 
requiring compliance with all the requirements of the Prospectus Directive. The Act focuses 
on completeness and comprehensibility and compliance with applicable regulation, and it 
avoids the uncertainties as to the extent of the review created by „consistency‟. The approval 
process focuses on the presence in the prospectus of information set forth in the required 
sections but not on verifying whether the information is accurate and free of specific 
omissions within those categories. On the limitations of the review process envisaged by the 
Directive consider the following extract. 
 

Pierre Shammo, ‘The Prospectus Approval System’ (2006) 7 
European Business Organization Law Review 501. 
 
Under the PD the prior approval by authorities is not envisaged as a means for 

ascertaining the truthfulness of the information to be disclosed to the market. Article 

2(1)(q) defines the approval as the positive act at the outcome of a review of the 

completeness of the prospectus, including the consistency and comprehensibility of the 

information. It follows that prior to deciding upon the approval, authorities are not 

required to examine whether the information disclosed in the prospectus is indeed true. 

It is easy to see why making provision for an authority to examine the truthfulness of 

the information would raise considerable difficulties in practice. While authorities may 

require additional explanations or documents when reviewing a prospectus, at the ex 

ante enforcement stage, authorities arguably face a dilemma between trying to prevent 

wrongdoing by a low-quality issuer and ensuring that transactions by high-quality 

issuers are not hampered by excessive delays. What is problematic at the ex ante stage 

is, however, to detect potential inaccuracies (including potential omissions) within a 

limited period of time and on the basis of the documents that an authority is provided 

with (save, of course, for apparent inaccuracies which an authority may detect on the 

face of the documents). Ex post, once the harm is done, or bad news which was not 

                                                
65 Raising this point see Pierre Shammo, „The Prospectus Approval System‟ (2006) 7 

European Business Organization Law Review 501, at footnote 21. 
 
66 Section 87A(2) FSMA. 
 
67 Section 87A(3) FSMA. 
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expected by the market emerges, the issuer is singled out and authorities are in a 

position to use their investigative powers to ascertain inaccuracies or material omissions 

in the documentation submitted earlier. However, at the ex ante stage, detecting 

potential inaccuracies among all the documents which an authority is required to review 

is likely to require considerable skill, resources, efforts and time and may indeed prove 

impossible or at least difficult without performing exceptional investigations which 

may hamper market operations. Of course, if an authority has a suspicion (e.g., because 

of rumours circulating in the market), a low-quality issuer can be singled out at the 

approval stage. Nevertheless, considering the practical difficulties of detecting 

inaccuracies at the ex ante stage and the costs likely to be caused by excessive delays, it 

is not desirable to make the approval conditional upon a review of the truthfulness of 

the information by an authority. 
 
The procedure and documents in addition to the prospectus that are required to be submitted 
to obtain FSA approval are set forth in Prospectus Rule 3.1 and Section 87D FSMA. Section 
87C FSMA sets forth the time periods for FSA consideration of the application (10 working 
days for secondary issues; 20 for IPOs). If the FSA elects not to approve, rather than simply 
requiring amendments to be made to the prospectus, the applicant may appeal to the 
Financial Services and Markets Tribunal.68  If the prospectus is approved by the FSA it must 
be filed with the FSA and published.69 There are several routes to publication offered by the 
Prospectus Rules. Publication may take place through either publication in newspapers of 
wide circulation in the EEA states where the offer is made; hard copy availability at the 
issuer‟s registered office or the offices of the London Stock Exchange‟s main market 
(assuming the admission to listing on that market); or web publication on the issuer‟s and its 
financial advisors websites or the website of the LSE‟s Main Market (again assuming 
admission to trading on that market).70 
 
Note that the company and its advisors will wish to approach potential investors before the 
prospectus has been formally approved and published. These approaches through a road 
show71 or otherwise will be important to attract interest in the offer and to determine the 
appropriate price for the shares. In these approaches the company and its advisors will wish 
to provide the potential investors with a draft unapproved prospectus. Such an unapproved 
draft prospectus is known as a „pathfinder‟ or „red herring‟ prospectus. Using such a draft is 
unproblematic provided that: it complies with the Prospectus Rules‟ advertising regime

72 
which requires, amongst others: that the draft makes it clear that it is not a prospectus but 
rather an advertisement and that shares should only be subscribed for or purchased on the 
basis of the information provided in the actual prospectus;73 and that the pathfinder 
prospectus informs the investor when the prospectus will be available.74  
 

                                                
68 Section 87D(6). 
 
69 PR 3.2.1. 
 
70  PR 3.2.4. 
  
71 See page 28 below. 
 
72  PR 3.3. 
 
73  PR 3.3.3 requiring a statement to this effect to be made through a „bold and 

prominent statement‟. 
 
74  PR 3.3.2. 
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5.2 Misleading information and rescission 
  
If you are induced to buy a product by a negligent or fraudulent misrepresentation you can 
rescind the transaction. This rule applies to shares as to any other purchased product. Whilst 
misleading statements may attract investors, the incentive to mislead is reduced if the law 
requires the return of the funds when the misrepresentation is identified by the investor. The 
extent to which the remedy of rescission deters the making of misleading statements is a 
function of (i) the length of time after purchase during which the share sale contract can be 
rescinded; and (ii) the ways in which your behaviour vis a vis the share and the rights 
attached to the share after you become aware of the representation alters the availability of 
the remedy.  
 
In relation to the timeframe for the availability of rescission, the courts have demanded swift 
action following the discovery of the misstatement. In Aaron’s Reefs v Twiss,

75
 Lord Davey 

held that „lapse of time without rescinding will furnish evidence of an intention to affirm the 
contract‟.

76 More colourfully Lord Romily MR in Re Ashley’s Case
77

 put it as follows: 
 

The leading principle in all these cases is this: a man must not play fast and loose; he 

must not say ‘I will abide by the company, if successful, and I will leave the company if 

it fails;’ and therefore, whenever a misrepresentation is made of which any one of the 

shareholders has notice, and can take advantage to avoid his contract with the company, 

it is his duty to determine at once whether he will depart from the company, or whether 

he will remain a member. 
 
Accordingly, in relation to a share sale, the remedy of rescission would remain available only 
where an attempt to rescind the sale was made very promptly following the discovery of the 
inaccurate statement.  The question of prompt reaction leads to the question of what types of 
behaviour by the investor represent „acquiescence‟ to the misrepresentation which result in 
the loss of the availability of the rescission remedy. In this regard, the courts have looked to 
whether the investor behaves like a shareholder after becoming aware of the 
misrepresentation. For example, in Rooper v East Norfolk Tramway Company

78 acceptance 
of dividend was deemed to involve acquiescence and loss of the right to rescind, and in 
Sharpley v Louth and East Coast Railway the court held that rescission was not possible 
„because the Plaintiff, after he knew what the company had done, what it was doing, and what 
it was able to do, acted as a shareholder, attended meetings of the committee, and for 
months continued to act as a shareholder with full knowledge of every circumstance entitling 
him, if he ever was so entitled, to be relieved from his shares.‟

79 
 

5.3 Liability for misleading information in the prospectus 
 
In Web Chapter B we considered the role of liability exposure for auditors and directors 
arising from the company‟s periodic disclosures as a regulatory tool to deter misleading 
disclosures and omissions. We saw that, following Caparo, liability for negligent misstatement 
would only lie where: (i) the maker of the statement made the statement to a specific person 
                                                
75 [1896] AC 273. 
 
76 See Denton v Macneil (1866) LR 2 Eq. 352 requiring a response within a „reasonable 

time‟ of awareness of the misrepresentation.
 

 
77 In re Estates Investment Company; Ashleys’s Case (1870) LR 9 Eq 263. 
 
78 [1875] WN 172.  
 
79 (1876) 2 Ch.D 663, per James LJ. 
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or class of persons; (ii) the statement was made in relation to a specific transaction; and (iii) 
the maker of the statement was aware that the recipient of that transaction would rely on the 
statement. Applying this approach the company would owe a duty of care to anyone receiving 
a prospectus who purchased shares on the basis of the prospectus, and would be liable to 
them if, as a result of the company‟s negligence, the prospectus contained misleading 
information. Indeed Lord Bridge in Caparo uses the provision of a prospectus to investors as 
an example of person and transaction specificity creating a duty of care owed by the company 
to the investor.80 Similarly, the company‟s auditors, aware that the company‟s audited 
financial statements are contained in the prospectus, would at common law also owe a duty 
of care to such investors. Such a duty of care would encompass both misleading omissions 
as well as misleading statements. Furthermore, at common law where the company‟s 
directors and senior managers (its directing will and mind)81 knew82 that a statement was 
inaccurate, then the company and the directors would be liable in deceit to the purchaser of 
the shares who relied upon the untrue statement. However, liability for deceit does not extend 
to intentional omissions. Lord Cairns in Peek v Gurney,83 a case dealing with claims made in 
relation to a misleading prospectus, put this position as follows: 
 

Mere nondisclosure of material facts, however morally censurable, however that 

nondisclosure might be a ground in a proper proceeding at a proper time for setting 

aside an allotment or a purchase of shares, would, in my opinion, form no ground for an 

action in the nature of an action for misrepresentation. There must, in my opinion, be 

some active misstatement of fact, or, at all events, such a partial and fragmentary 

statement of fact that the withholding of that which is not stated makes that which is 

stated absolutely false. 
 
Both the torts of negligence and deceit suffer from a substantial disability as a regulatory tool 
for deterring the production of an inaccurate and misleading prospectus, namely that they 
would not typically84 extend to shares purchased in the secondary market because of the 
requirement, in both the torts of negligence and deceit, that the maker of the statement be 
aware of the transaction to which it relates.  Accordingly, the purchaser of the shares in the 
secondary market who either directly, as a result of reading the prospectus, or indirectly – as 
a result of the market incorporating the information into the price of the shares – relies on the 
prospectus, would not at common law have a remedy against the company. In this regard, in 
Peek v Gurney

85
 Lord Chelmsford in the House of Lords held as follows: 

 
It appears to me that there must be something to connect the directors making the 

representation with the party complaining that he has been deceived and injured by lies 

in Scott v Dixon
86

 by selling a report containing the misrepresentations complained of to 

                                                
80  See further Ali Nakib Investments (Jersey) Ltd v Longcroft [1991] BCLC 7. 
 
81 

On the meaning of the company‟s directing will and mind see Chapter 4.  In Moore 
Stephens (a firm) v Stone Rolls Ltd (in liquidation) [2009] 2 BCLC 563 the House of 
Lords held that the company‟s directing will and mind is the rule of attribution in 
relation to fraud. 

 
82  An action in deceit requires proof that the maker of the statement knew the statement 

to be untrue. See Derry v Peek (1889) 14 App.Cas. 337 extracted in Web Chapter B. 
 
83  [1861–73] All ER Rep 116. 
 
84 Unless it was evident that the company intended it to be relied upon by purchases in 

the secondary market: Barry v Croskey (1861) 2 John & H 1; per Vice-Chancellor 
Hatherly (as he then was). 

 
85 [1861–73] All ER Rep 116. 
 
86 (1859) 29 LJ Ex 62. 
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a person who afterwards purchases shares upon the faith of it, or, as suggested in 

Gerhard v Bates
87

 by delivering the fraudulent prospectus to a person who thereupon 

becomes a purchaser of shares, or by making an allotment of shares to a person who has 

been induced by the prospectus to apply for such allotment. In all these cases the parties 

in one way or other are brought into direct communication; and in an action the 

misrepresentation would be properly alleged to have been made by the defendant to the 

plaintiff; but the purchaser of shares in the market upon the faith of a prospectus which 

he has not received from those who are answerable for it cannot by action upon it so 

connect himself with them as to render them liable to him for the misrepresentations 

contained in it, as if it had been addressed personally to himself.  
 
An alternative basis for holding the company liable for misleading statements and omissions 
would be a claim for misrepresentation pursuant to the Misrepresentation Act 1967. This 
provides that the person making the misrepresentation shall be liable unless the maker of the 
statement can prove „that he had reasonable ground to believe and did believe up to the time 
the contract was made that the facts represented were true‟. Pursuant to the Act the standard 
for liability is a negligence standard but the burden on proof is placed on the maker of the 
statement. Importantly, however, the limitation on the investors who could rely on the 
Misrepresentation Act 1967 is, as with common law negligence and deceit, constrained to the 
person to whom the misrepresentation is made, i.e. the original subscriber or purchaser and 
not to an investor purchasing the shares in the secondary market.  
 
The limitations of the common law of deceit led to the adoption of legislation effectively 
imposing liability on directors for negligent misstatement, in the form of the Directors Liability 
Act 1890. This Act imposed liability on directors of the issuer for untrue statements88 unless 
the director had reasonable grounds to believe, and did believe, the untrue statement89 or 
where the statement was made by an expert and there were no reasonable grounds for 
doubting the expert‟s competence.90 However, whilst the 1890 Act introduced a negligence 
standard for liability, many of the other limitations with the law of deceit were retained by the 
legislation. In particular: the Act only provided a right of action for investors who subscribed to 
the shares „on the faith‟ of the prospectus;91 the Act appeared to require not only reliance on 
the prospectus but reliance on the actual untrue statement;92 and the Act applied only to 
untrue statements not misleading omissions.93  
 
The successor legislation to the Directors Liability Act 1890 is today found in section 90 of 
FSMA, which both restates and extends the 1890 Act. The provision is set forth below.  

                                                
87  (1853) 2 E & B 476. 
 
88 Section 3 Directors Liability Act 1890. For wonderful commentary on this Act see N. 

Lindley, A Supplement to a Treatise on the Law of Companies (Sweet & Maxwell, 
1891). For a very interesting insight into the role of the judiciary in the 19th century as 
judges and as legislators see Hansard on the Directors Liability Bill legislative 
debates where the House of Lords judges in Derry v Peek actively debate and form 
the Directors Liability Act 1890 (see Hansard at 
http://hansard.millbanksystems.com/lords/1890/aug/05/directors-liability-bill-no-242). 

 
89  Section 3(a) Directors Liability Act 1890. 
 
90  Section 3(b) Directors Liability Act 1890. 
 
91  Section 3(1) Directors Liability Act 1890. 
 
92  See N. Lindley, A Supplement to a Treatise on the Law of Companies (Sweet & 

Maxwell, 1891), 3 footnote (f) stressing the Acts words „loss or damage sustained by 
reason of the untrue statement‟. 

 
93

  Note that where omissions rendered statements untrue they were caught by the 1891 
Act: Broome v Speak [1903] 1 Ch. 586. 
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FSMA Section 90 Compensation for statements in listing particulars 
or prospectus  
 
(1)    Any person responsible for listing particulars is liable to pay compensation to a 

person who has— 

(a)   acquired securities to which the particulars apply; and 

(b)   suffered loss in respect of them as a result of— 

(i)    any untrue or misleading statement in the particulars; or 

(ii)    the omission from the particulars of any matter required to be included by 

section 80 or 81. 

 

(2)     Subsection (1) is subject to exemptions provided by Schedule 10. 

 

(3)     If listing particulars are required to include information about the absence of a 

particular matter, the omission from the particulars of that information is to be treated 

as a statement in the listing particulars that there is no such matter. 

 

(4)     Any person who fails to comply with section 81 is liable to pay compensation to 

any person who has— 

(a)     acquired securities of the kind in question; and 

(b)     suffered loss in respect of them as a result of the failure. 

 

(5)     Subsection (4) is subject to exemptions provided by Schedule 10. 

 

(6)     This section does not affect any liability which may be incurred apart from this 

section. 

 

(7)     References in this section to the acquisition by a person of securities include 

references to his contracting to acquire them or any interest in them. 

 

(8)     No person shall, by reason of being a promoter of a company or otherwise, incur 

any liability for failing to disclose information which he would not be required to 

disclose in listing particulars in respect of a company's securities— 

(a)     if he were responsible for those particulars; or 

(b)     if he is responsible for them, which he is entitled to omit by virtue of section 82. 

 

(9)     The reference in subsection (8) to a person incurring liability includes a reference 

to any other person being entitled as against that person to be granted any civil remedy 

or to rescind or repudiate an agreement. 

 

(10)     ‘Listing particulars’, in subsection (1) and Schedule 10, includes supplementary 

listing particulars. 

 

(11)     This section applies in relation to a prospectus as it applies to listing particulars, 

with the following modifications— 

(a)     references in this section or in Schedule 10 to listing particulars, supplementary 

listing particulars or sections 80, 81 or 82 are to be read, respectively, as references to a 

prospectus, supplementary prospectus and sections 87A, 87G and 87B; 

(b)     references in Schedule 10 to admission to the official list are to be read as 

references to admission to trading on a regulated market; 

(c)     in relation to a prospectus, ‘securities’ means ‘transferable securities’. 

 

(12)     A person is not to be subject to civil liability solely on the basis of a summary in 

a prospectus unless the summary is misleading, inaccurate or inconsistent when read 
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with the rest of the prospectus; and, in this subsection, a summary includes any 

translation of it. 
 
Somewhat confusingly for a chapter that has focused upon prospectuses this liability 
provision is structured by reference to listing particulars. Listing particulars are required in 
relation to the issue of non-company securities such as local government or central bank 
securities and are of no concern to us here. Importantly section 90(11) provides that the 
provision applies mutatis mutandis to prospectuses.  
 
The Act imposes liability for „untrue or misleading‟ statements or omissions in the prospectus 
or any supplementary prospectus for loss resulting from the statement or omission on „any 
person responsible for the prospectus‟. The term „persons responsible for the prospectus‟ is 
defined in Prospectus Rule 5.5. This rule provides that in relation to an issue of shares such 
persons include: the issuing company; the offeror, where the offeror is not the company; 
directors of the company at the time the prospectus is published; any other person who in the 
prospectus accepts responsibility for the prospectus.94  In the latter category the company‟s 
reporting accountants must take responsibility for the financial statements set forth in the 
prospectus. Where a person accepts responsibility for only specified parts of the prospectus 
then the liability regime set forth in section 90 only applies to such person in relation to such 
statements.95  Importantly, and a relief for us lawyers, merely giving advice „in a professional 
capacity‟ about the contents of the prospectus, does not render such advisor a person 
responsible for the prospectus.96 The PD Regulation requires that the prospectus identify all 
persons who accept responsibility for the prospectus or a part thereof and requires that they 
make a declaration that the information for which they accept responsibility is to the best of 
their knowledge accurate.97 
 
These responsible persons are liable to „any person‟ who has acquired the securities and 
suffered a loss as a result of the misleading statement or omission.  Accordingly both persons 
who subscribe for or buy shares in the offering or in the secondary marker may bring a claim 
pursuant to section 90 and they do not have to demonstrate reliance on the misleading 
statement only that they have suffered at loss, which they will have done, for example, if they 
purchase a share which the market has overvalued as a result of the incorporation of the 
misleading information.98  
 
Reading section 90 alone, one could be forgiven for thinking that the Act imposes strict 
liability on responsible persons. This is not the case. However, subsection (5) refers to the 
exceptions in Schedule 10, the most important of which is an exception from liability99 where 
the director can prove that prior to the acquisition100 of the securities by the claimant he 
„reasonably believed‟, having made reasonable enquiries, that the „statement was true and 
not misleading, or the matter whose omission caused the loss was properly omitted‟. That is, 
pursuant to section 90 of FSMA liability is subject to a negligence standard with the burden of 
                                                
94 PR 5.5.3. 
 
95  PR 5.5.8(1). 
 
96  PR 5.5.9. 
 
97  PR App 3.1.1, 1.1 and 1.2. 
 
98  Note that the responsible person will not be liable if the claimant actually knew that 

the statement was misleading or was aware of the omission (Schedule 10, para. 6 
FSMA). 

 
99  Schedule 10 para 1. FSMA. 
 
100  Or, where he knew about/found out about the error prior to the claimant‟s purchase it 

was not reasonably practicable to bring the error to the purchaser‟s attention or that 
he had taken all reasonable steps to do so (see further FSMA Schedule 10 para. 
1(3)(a) – (d)). 
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proof placed on the responsible person. Furthermore, the responsible person will not be liable 
for an untrue statement which the prospectus provides is purported to be made by an 
expert101 – with such expert‟s consent – where it is reasonable that the responsible person  
believes that the expert is competent to make the statement.102 
 
There are no reported cases on the application of section 90 of FSMA.103 This could be 
explained in several ways. One reason may be that the threat of liability under this section, 
along with the other mechanisms considered in this chapter, operate effectively to ensure 
highly quality accurate information in prospectuses. Or indeed that such other mechanisms 
render liability provisions irrelevant. Of course, it could also reflect that the provision‟s clarity 
and effectiveness mean that when claims are made they are quickly settled to avoid the 
building of momentum in relation to multiple claims. The empirical work that would answer this 
question is yet to be carried out. 
 
Note finally in this regard that in addition to potential civil liability for misleading disclosures or 
omissions, criminal sanctions may also be imposed in relation to dishonest or recklessly 
inaccurate disclosures of information.  Such actions could expose directors to prosecution, 
fines, and imprisonment under section 397 of FSMA,104 section 19 of the Theft Act 1968,105 or  
section 2 of the Fraud Act 2006.106   

                                                
 
101

  Expert is defined by Schedule 10 para. 8 FSMA to include „any engineer, valuer, 
accountant or other person whose profession, qualifications or experience give 
authority to a statement made by him‟. 

 
102 Schedule 10, para. 2 FSMA. 
 
103  In Hall v Cable and Wireless Plc [2010] 1 BCLC 95 a claim was brought in relation to 

section 90 FSMA but rejected on the basis that the documents that were misleading 
were not listing particulars. John Armour also observes that there are also no 
reported cases in which judgment was given under section 90‟s predecessor 
provision section 150 of the Financial Services Act 1986. He also notes that there are 
„two instances of actions being brought appear from an analysis of transcripts in 
online databases over the period 1990 to 2006‟ (emphasis added) (See Re Barings 
plc (No 6) [2001] 2 BCLC 159 at [4] (claim brought against Barings plc in 1996); Axa 
Equity and Law Life Assurance Society plc v National Westminster Bank plc, (CA) 7 
May 1998 (unreported) (claim brought against Coopers & Lybrand)‟ (J. Armour, 
„Enforcement Strategies in UK Corporate Governance: A Roadmap and Empirical 
Assessment‟ (April 2008). ECGI - Law Working Paper No. 106/2008. Available at 
SSRN: http://ssrn.com/abstract=1133542). See also E Ferran, „Cross-border Offers of 
Securities in the EU: The Standard Life Flotation‟ (2007) 4 European Company and 
Financial Law Review 461. 

 
104 Section 397 FSMA provides for a criminal offence for anyone who dishonestly or 

recklessly makes a false statement for the purpose of inducing another person to 
enter into a transaction. 

 
105 Section 19 of the Theft Act 1968 provides as follows: „Where an officer of a body 

corporate or unincorporated association (or person purporting to act as such), with 
intent to deceive members or creditors of the body corporate or association about its 
affairs, publishes or concurs in publishing a written statement or account which to his 
knowledge is or may be misleading, false or deceptive in a material particular, he 
shall on conviction on indictment be liable to imprisonment for a term not exceeding 
seven years.‟ 

 
106  

Pursuant to the Fraud Act 2006 a person commits an offence „if he (a) dishonestly 
makes a false representation, and (b) intends, by making the representation [either] 
(i) to make a gain for himself or another, or (ii) to cause loss to another or to expose 
another to a risk of loss‟ (section 2(1) Fraud Act 2006). Note that a „representation‟ 
may be express or implied Section 2(4) Fraud Act 2006).   
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Actions by the FSA pursuant 397 FSMA are very rare.107 However a more aggressive post-
credit crunch approach to enforcement resulted in the recent FSA prosecution of directors in 
relation to accounting disclosures revealing an increased probability of such enforcement 
action generally, including in relation to prospectus disclosure.108 
 

6 The ‘merit’ light strategy: admission to listing 
 
As we have seen above, pursuant to section 85(2) FSMA, it is unlawful to „request the 
admission‟ of shares to a regulated market without making an approved prospectus available 
to the public before such admission is requested. In relation to a regulated market such as the 
LSE‟s main market, an approved published prospectus is a precondition to an admission 
application.  The admission process for a regulated market, however, is separate from the 
publication of a prospectus. For admission to the LSE‟s Main Market, the UKLA and the LSE 
provide a parallel and interdependent regulatory process.  The ULKA regulates admission to 
listing; the LSE controls the admission of listed securities to trading on the main market.109 
 
Pursuant to section 74 FSMA, the FSA in its role as the UKLA maintains the UK‟s Official List 
and is provided with the authority to „admit to the official list such securities… as it considers 
appropriate‟. An issuer‟s shares can only be admitted to the official list – „to listing‟

110 - if its 
securities are admitted to trading on a recognised investment exchange‟s (the LSE is a 
recognised investment exchange) market for officially listed securities.  Likewise an issuer‟s 
shares can only be listed on the Main Market if they are admitted to the Official List.111 In 
contrast, admission of shares to trading on a market such as AIM neither requires official 
listing nor would it be possible to be admitted to the official list for such securities.  For such a 
market, the admission of securities to trading is subject only to AIM‟s admission rules. 
 
The Listing Rules distinguish between two types of listing: a standard listing and a premium 
listing. A standard listing requires compliance with requirements based on the minimum EU 
Directive standards. A premium listing requires compliance with more burdensome set of 
regulatory requirements. Such requirements include some of the governance rules we have 
encountered in the book, for example: the significant transactions rules pursuant to LR 10; the 
related party transaction rules pursuant to LR 11; and the dealing in own securities rules 
pursuant to LR 12.  A premium listing also attracts more demanding regulation in relation to 
the admission to listing. We shall identify premium listing admission rules with the „PL‟ 
designation.  Prior to October 2009 only non-UK companies were eligible for a standard 
listing, however, it is now possible for UK companies to elect for a standard listing. Why, one 
might ask, would any company elect to be subject to more burdensome regulation? The 
answer provided by the London Stock Exchange is that: „a premium Listing means the 
company is expected to meet the UK‟s highest standards of regulation and corporate 
governance – and as a consequence may enjoy a lower cost of capital through greater 
transparency and through building investor confidence‟.

112  To the extent that rules such as 
the related party transaction rules reduce managerial and controlling shareholder agency 
costs investors will pay more for the shares. To the extent that gold plated disclosure and 

                                                                                                                                       
 
107  For an example of a prosecution under section 397‟s predecessor provision (section 

47 of the Financial Services Act 1896) see R. v Feld [1999] 1 Cr App Rep (s) 1.     
 
108 „FSA charges four former Isoft directos‟ (7 January, 2010) Financial Times. 
 
109 For further detail in this regard see London Stock Exchange, A Guide to the Main 

Market (LSE plc, 2007). 
 
110  Section 74(5) FSMA providing that „“listing” means being included in the official list‟. 
 
111 London Stock Exchange, A Guide to the Main Market (LSE plc, 2007), 14. 
 
112  http://www.londonstockexchange.com/companies-and-advisors/main-

market/companies/primary-and-secondary-listing/listing-categories.htm. 
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admission rules make investors feel more confident about the company‟s financial and 
narrative information the company‟s cost of capital will be reduced.  
 
The process of admission to the Official List is regulated by FSMA and the UKLA‟s Listing 
Rules. Section 75 FSMA and Listing Rules 2 and 6(PL) sets forth the conditions to admission 
which include: 
 

 whereas the application for official listing and admission to the Main Market may be 
made by an applicant other than the company whose shares are to be listed and 
admitted, the application cannot be made without the consent of the company;113 

 the shares must conform with the law of the company‟s incorporation; 
 as noted above, the securities must be admitted to the LSE‟s Main Market; 
 the shares must be freely transferable,114 fully paid and free from all liens; 
 the expected market capitalization of the shares to be issued must be at least 

£700,000;115 
 all the shares of the class of shares to be listed must be listed;116 
 at least 25% of the shares must be in „public hands‟, which means that 25% of the 

shares must be held by persons other than the directors of any group company, 
and persons connected to such directors, and the trustees of employee trust or 
pension funds;117 

 the shares being admitted must be eligible to be settled electronically (PL);118 
 the company must have at least three years of audited accounts with the latest 

accounts being for a period which ends on the date not being more than six months 
prior to the date of the prospectus;119   

 in order to facilitate potential investors assessment of the company‟s prospects,120 
the listing rules require that the three years of accounts must provide an „historic 
revenue earning record‟ for at least 75% of the company‟s business and that121 the 
company must demonstrate that it controls the majority for its assets and has done 
so for the period for which accounts are submitted.  The function of this rule is to 
ensure that companies admitted to the official list have an historic record of cash 

                                                
113 Section 75(2) FSMA. 
 
114 LR 2.2.4; the FSA reserves the power in „exceptional circumstances‟ to dispense with 

the free transferability requirement where satisfied that a power to disapprove the 
transfer „would not disturb the market in those shares‟. 

   

115  LR 2.2.7; the FSA may modify the value threshold „if it is satisfied that there will be an 
adequate market for the securities concerned‟. 

 
116 LR 2.2.9. 
 
117  LR 6.1.19. (PL) 
 
118 LR 6.1.23. See Chapter 17 note 90. 
 
119 LR 6.1.3. 
 
120  LR 6.1.6 stating the function of LR 6.1.4. 
 
121  LR 6.1.4(1). Note that the Listing Rules provide an exception from the application of 

the three year accounting (6.1.3(1)(a) as well as from 6.1.4 for scientific companies 
looking to finance the development of particular products (LR 6.1.11).  An exception 
from the three year accounts requirement and the control over assets requirement is 
made available to mineral companies that can demonstrate a „reasonable spread of 
direct interests in mineral resources and has rights to participate actively in their 
extraction‟ (LR 6.1.10). Both these exemptions facilitate the raising of finance by 
companies formed to exploit specific opportunities which accordingly, do not have a 
business and accounting track record. 
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generation122 based upon existing and established business assets and not 
untested products or speculative business plans. The Listing Rules clarify, for 
example, that these requirements on historical revenue generation and control over 
assets are not satisfied if the company‟s business strategy places „significant 
emphasis on the development marketing of products which have not formed a 
significant part of the issuer‟s historic revenue earning record‟

123 or if the company‟s 
„business has undergone a significant change in its scale of operations during the 
period of the historic revenue earning record‟;124 

 the company and its subsidiaries must have sufficient working capital for twelve 
months following the date when the prospectus is published;125 

 if a prospectus is required in relation to the admission and/or offer then the Listing 
Rules require that a prospectus must have been approved and published in 
advance or where a prospectus has been approved by another EEA competent 
authority that a certificate of approval from such authority, together with a copy of 
the prospectus, and a translation of the summary have been provided to the FSA.  

 
The Act provides that an application for listing may be rejected by the FSA if it considers that 
granting it „would be detrimental to the interests of investors‟.

126  If an application for listing is 
rejected the applicant has the right to refer the matter to the Independent Financial Services 
and Markets Tribunal127 for a final ruling. This creates scope for „merit‟ based approval by the 
FSA of the admission. However, note that this is not a positive requirement to consider 
whether the admission is of benefit to the investing public, rather a safety value if any 
significant concerns should come to light through the admissions process or otherwise. 
 
By contrast to the conditions and process for admission to the Official List, admission to 
trading of the listed shares on the Main Market is a comparatively straightforward process. 
The application to the LSE must be made on the LSE‟s Form 1 which requires detailed 
information on the issuer, the shares to be traded, and the market participants associated with 
the admission and subsequent trading, for example, sponsors, corporate brokers, PR 
advisors, and market makers.  
 

7 The gatekeeper strategy: third party reputational 
intermediaries 

  
7.1 The investment bank 
 
Issuing shares to the public and arranging for admission (see further below) to a stock market 
is, as is already clear, quite a complex, technocratic process. Lawyers and accountants are 
clearly needed to facilitate the compliance with the different layers of regulation and to 
manage the production of the required documentation and forms. However, a successful 
offering of shares to the public will not flow naturally merely from the compliance with rules 
and the correct production of documentation. Multiple market participants are needed to 
facilitate the issuer‟s introduction to the capital market place in an IPO and to facilitate trading 
in the shares following the IPO.  Most importantly, as with any product, market participants 

                                                
 
122  LR 6.1.7(4). 
 
123  LR 6.1.7(1). 
 
124  LR 6.1.7(5). 
 
125  LR 6.1.16–18. 
 
126  Section 75(5) FSMA. 
 
127  The Tribunal was formed pursuant to section 132 FSMA. 
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are required to find investors for the shares whether the issue is an IPO or a secondary 
offering such as a rights issue or an open offer.128  
 
Multiple market players are involved in this selling process, who give themselves multiple 
roles and titles.  We will not explore here these different roles and titles in any depth and will 
use the useful shorthand of the „investment bank‟, which until relatively recently was referred 
to in UK corporate speak as a merchant bank. The investment bank, typically through 
separate divisions or companies, provide several services to a company undertaking an initial 
or secondary offering. For example: they manage the timetable for issuing the shares and 
admitting those shares to market; and they manage the process of approaching and talking to 
investors either directly or together with the company on what is colloquially known as a „road 
show‟, when the company and its advisors „take to the road‟ on a gruelling schedule of face-
to-face investor meetings in many countries and towns. Furthermore, invariably in an IPO, 
and typically in a secondary offering, the investment bank or one of its affiliates will agree to 
underwrite the offer. When an offer is underwritten it means that the company is guaranteed 
to be able to sell the shares at the selected price even if outside investors spurn the offer. 
There are two ways in which an offer could be underwritten: standby underwriting where the 
investment bank agrees to purchase any shares that are not purchased in the market place; 
and firm commitment underwriting that involves the issue of all the shares and a public issue 
and application for admission by the underwriter.  An underwritten share offer removes some 
of the risk for the company or the selling shareholder that the shares will not be sold. 
However, in practice, as explained in the extract below, as the price at which the offering is 
underwritten is not typically set until close to the offering, the company retains a significant 
part of the risk associated with offering. 
 
Whilst an underwritten offer guarantees that the shares will be sold, no company would wish 
for the underwriters to fail to sell the shares to the market place.  The employment of an 
investment bank, and in particular, making an underwritten offer increases the likelihood that 
the shares will be sold to the investing public and, arguably, the price that such investors are 
willing to pay for shares, particularly in an unknown company coming to market for the first 
time. The following extract explains why. Although the extract focuses on the selling of 
innovative securities the argument is equally applicable to straightforward equity offerings, 
particularly initial public offerings. 
 

R. Gilson and R. Kraakman, ‘The Mechanisms of Market Efficiency’ 
(1984) 70 Virginia Law Review 549 
 
Investment bankers are typically seen as having two principal functions in the 

distribution of securities. First, investment bankers serve as distributors for the issuer, 

providing the sales force and facilities necessary to sell the securities to the public. 

Second, they provide a form of risk sharing or insurance, at least in connection with 

‘firm commitment underwriting,’ that relieves the issuer of some of the risks inherent in 

the offering of a security. But even taken together, these two functions do not entirely 

explain the modern underwriter's role. While distribution is obviously an important 

function, a sizable percentage of the total underwriting compensation goes to 

participants who do not actually engage in selling the security. Nor does risk sharing 

account for the remainder of the modern underwriting function, since the underwriter 

need bear little risk even in a firm commitment underwriting. In a typical firm 

commitment underwriting, the price that the underwriter pays to the issuer is not set, 

and the underwriter is not committed to purchase the securities, until approximately 

twenty four hours before the registration statement is declared effective and the public 

sale of the securities commences. The issuer thus bears virtually all risk of changed 

market conditions prior to the commencement of sale. Moreover, the practice  of 

soliciting ‘indications of interest’—non-binding statements of intent to buy the 

securities—from prospective purchasers during the period between the filing of the 

                                                
128 On rights issues and open offers see Chapter 17. 
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registration statement and the commencement of sales further reduces the risk that the 

securities will be priced too high.  

 

The only risk that then remains for the underwriter to ‘share’ is that of a change in 

market conditions during the short period, typically no more than a week, required by 

the underwriter to complete the sale. But even here the underwriter need bear little risk; 

the futures and options markets permit it to hedge the risk of market changes during the 

offering period. For example, if the underwriter fears that interest rates may rise while it 

is trying to sell a fixed rate bond, it can eliminate all risk by selling treasury bills for 

future delivery. Similar hedging of overall market conditions is possible in equity 

offerings through the use of futures markets in various stock composites.  

 

If distribution and risk sharing do not adequately account for the investment banker's 

function, some additional factor must be at work. Our analysis suggests that investment 

bankers play a third role, that of an information and reputational intermediary, which is 

particularly important in the context of new issues and other innovations. 

 

Recall the problem facing an innovative issuer. Buyers find it too expensive to 

determine for themselves whether the issuer's new form of security warrants a higher 

price; and even if the issuer could educate them individually, the verification problem 

remains. Buyers still must be convinced of the accuracy of the information the issuer 

provides. A reputable investment banker may be able to solve both problems. 

Processing costs are obviously lower for a single investment banker than for a disparate 

group of individual buyers. This fact reflects the savings that accrue both from 

collectivization and from the potential for scale and scope economies in information 

processing.  

 

From our perspective, however, the investment banker's role in reducing verification 

costs is even more critical. The difficulty confronting the issuer and prospective buyers 

is that determining the quality of the issuer's information is expensive ex ante, but not 

ex post. Before the sale, prospective buyers must incur verification costs to assess the 

issuer's good faith; after the sale, the issuer's behaviour will reveal the quality of the 

information at virtually no cost. In this setting, a common technique for economizing on 

information costs is for sellers to make capital investments in brand name or reputation 

as a means of signalling the quality of the information. By making the investment in 

reputation, the seller signals its belief that when the purchaser learns the truth ex post, 

the quality of the information provided by the seller ex ante will be proved high. If the 

original information proves to be of low quality, the value of the seller's investment in 

reputation will diminish. Thus, the seller's investment in reputation demonstrates that it 

is not in his interest to misrepresent the accuracy of its information; and the buyer can 

rely upon that signal in lieu of engaging in costly verification itself.  

 

The disadvantage of this economizing technique, however, is that in many cases it may 

not be available to an information seller. First, the seller may lack the capital to invest 

in a reputation. Second, it may lack the time to build a reputation prior to the 

contemplated sale. Third, even if the seller is willing to invest the necessary time and 

resources, prospective buyers may still harbour doubts about its good faith—an 

investment in reputation cannot wholly eliminate the incentive to behave 

opportunistically. Suppose, for example, that an issuer contemplates going to the capital 

market only once, and thereafter intends to finance its growth internally. In that case, an 

investment in reputation may be not a bond but bait, willingly lost in order to catch a 

more valuable fish. The gains from opportunism may well exceed the costs of lost 

reputation. Finally, each of these three difficulties—of money, time, and lingering 

suspicion—are particularly acute when an issuer makes its first offering. 
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It is in this setting that the critical role of the investment banker as a reputational 

intermediary becomes clear. In essence, the investment banker rents the issuer its 

reputation. The investment banker represents to the market (to whom it [in a firm 

commitment underwritten offer], and not the issuer, sells the security) that it has 

evaluated the issuer's product and good faith and that it is prepared to stake its 

reputation on the value of the innovation. Moreover, because the investment banker, 

unlike the issuer, is certain to be a ‘repeat player’ in the capital markets, there are no 

final period problems to dampen the signal of value.  
 

 
Investment banks by associating themselves with an offering sell their reputation for being 
involved only in the sale of securities based on accurate and reliable information from 
companies stewarded by trustworthy management. The investment bank will protect this 
reputation, without which it may struggle to obtain mandates in future transactions, by 
investing in extensive due diligence of the company and its management and only accepting 
a mandate once – after the due diligence is completed – it is satisfied of the management‟s 
bona fides and the reliability of its financial information. These costs are unlikely to be 
incurred by individual investors and the investment bank reduces the need for investors to 
incur such costs. Accordingly, the investment bank as „gatekeeper‟ is an example of the 
market producing a powerful regulatory tool for ensuring that companies sell shares based on 
accurate information, and for reducing the likelihood that companies selling shares are 
managed by individuals who ex-post will act opportunistically to the detriment of the 
shareholders. 
 
7.2 Mandatory intermediaries: sponsors 
 
In relation to a Premium Listing, the UKLA‟s listing rules deploy the company‟s advisors as a 
delegated regulator to ensure compliance with regulation applicable to a public offering and 
admission to listing.  Pursuant to Listing Rule 8, in relation to a premium listing a company 
that makes an application for admission of its securities to trading that involves the approval 
and publication of a prospectus, or a passported prospectus, must appoint a sponsor.129 A 
sponsor is a financial services firm that has been approved by the FSA to act as a sponsor 
pursuant to section 88 FSMA. The FSA keeps a list of approved sponsors on its website.130 
Often the company‟s investment bank or one of its affiliated firms will act as the company‟s 
sponsor. 
 
The role of the sponsor is to act as a regulatory advisor to the company and its management 
who is answerable directly to the FSA. The sponsor will typically be the person with whom the 
FSA communicates, which will typically include the submission of the application for listing by  
 
 
 

                                                
129 Note that the use of sponsors is not restricted to the admission of shares to a market. 

The Listing Rules also, for example, require the appointment of sponsors in relation to 
class 1 significant transactions (LR 8.2.1(2)). LR 8.2.1(5) provides the FSA with a 
general discretion to require the appointment of a sponsor where „there is, or there 
may be, a breach of the listing rules and disclosure rules and transparency rules‟. 
Furthermore, in some instances the Listing Rules require that a sponsors guidance is 
obtained (as opposed to appointing a sponsor), for example, in relation to related 
party transactions (LR 8.2.3) in order to assess the application of the listing rules and 
the disclosure and transparency rules. 

 
130  http://www.fsa.gov.uk/pubs/ukla/sp_register.pdf.  The criteria for obtaining approval 

as a sponsor are set forth in LR 8.6.5. Furthermore, the FSA has a supervisory 
regime to ensure that approval sponsors continue to comply with the approval 
requirements in LR 8.6.5 (see LR 8.7 on the Supervision of Sponsors). 
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the sponsor rather than the company.131 The sponsor is required to act in accordance with a 
set of general obligations applicable to its role as a sponsor in any context, as well as fulfilling 
a set of specific obligations in the context of an equity offering. A sponsor is required to „guide 
a listed company or applicant in understanding and meeting its responsibilities under the 
listing rules and the disclosure and transparency rules‟.

132 Where the sponsor gives advice or 
application on these rules, the sponsor is required to „take reasonable steps‟ to ensure that 
the directors of the company understand their responsibilities and obligations under these 
rules.133 The Listing Rules impose an obligation on the sponsor to exercise „due care and skill‟  
in the performance of these functions.134  In relation to the performance of the functions the 
listing rules clarify that the sponsor is answerable to the FSA. It must provide assurance to the 
FSA when requested that the listing rules have been complied with135 and must deal with the 
FSA in „an open and cooperative way‟, responding promptly to its requests.

136  
 
The sponsors function is to facilitate understanding and compliance with the Listing Rules. 
However, the sponsors role also extends in certain instances to prospectus rule compliance. 
In relation to an application for listing that involves the issuance of a prospectus, the Listing 
Rules provide that a sponsor must not submit the listing application on behalf of the applicant 
unless satisfied that the applicant has complied with both the listing rules and the prospectus 
rules.137  
 
In addition to the rule compliance function, this sponsor regulation has a company internal 
control function by providing, in relation to new applicants for admission, that the sponsor 
must not submit an application unless satisfied that the directors of the company have in 
place procedures to both ensure compliance with the listing rules and disclosure and 
transparency rules, and to enable the directors „to make proper judgments on an ongoing 
basis as to the financial position and prospects of the applicant‟.

138 Furthermore, the Listing 
Rules impose on the sponsor an obligation to ensure that the FSA has all information 
available which should be taken into account in assessing the application, in particular, 
information relevant to the determination of „whether the admission of the equity shares would 
be detrimental to investor‟s interests‟.

139 Finally, for such a new applicant for admission the 
sponsor must submit a signed „sponsors declaration form‟ when an application for listing is 
made confirming all of the above.140 In relation to further admission of shares to listing, the 
sponsor has a similar set of obligations, however, the internal control assurances required in 
relation to a new listing are not referred to in the sponsors declaration nor is there an explicit 

                                                
 
131  The Listing Rules do not specify that the sponsor must submit the application for 

listing although this will typically be the case. In relation to some documents involved 
in the listing process, the Listing Rules specify that they must be signed by the 
sponsor, for example, the completed shareholder statement and the completed 
pricing statement (LR 3.3.3). 

 
132  LR 8.3.1(2). 
 
133 LR 8.3.4. 
 
134  LR 8.3.3. 
 
135  LR 8.3.1(1). 
 
136  LR 8.3.5. 
 
137 LR 8.4.2. 
 
138  LR 8.4.2(4) and (5). 
 
139  LR 8.4.3(3)(b). 
 
140  The sponsors declaration form is available at: 

http://www.fsa.gov.uk/pubs/forms/LR_listing_application_feb.pdf. 
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disclosure obligation relating to information relevant to the determination of „whether the 
admission of the equity shares would be detrimental to investor‟s interests‟.

141  
 
Clearly a sponsor whose affiliates are providing other investment banking services, including 
underwriting, will be faced with some conflicts of interest – as a member of the investment 
banking group the sponsor will be subject to explicit or implicit group pressure to ensure that 
the offering and admission to go ahead and for it not to be stymied by any regulatory hurdles 
or non-compliance. On the other hand, we must be wary of overstating these conflicts given 
that any undisclosed and subsequently identified regulatory failing or any ex-post „nasty 
surprises‟ for investors will reflect badly on the bank and damage its valuable reputation. 
Nevertheless, this concern about conflicts prompts regulation in the Listing Rules. The Listing 
Rules set forth a set „principles for sponsors [on] identifying and managing conflicts‟

142 
including, for example, the requirement for sponsors to „take all reasonable steps to put in 
place and maintain effective organizational and administrative arrangements that ensure 
conflicts of interest do not adversely affect its ability to perform its functions‟.

143  If the conflict 
is such that the sponsor doubts whether it can be effectively managed, the Listing Rules 
require it to consult with the FSA before it makes a decision on whether it can act as a 
sponsor.144  

                                                
 
141 LR 8.4.9. 
 
142 LR 8.3.7A-8.3.12. 
 
143  LR 8.3.9. 
 
144 LR 8.3.12. 
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