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INTRODUCTION

resolved by the Supreme Court by looking to that EU legislation for a statement
of the purposes underpinning those regulations and their consequent substantive
law analysis.* This indicates that even in relation to questions about English

private law, the principles identified in EU law may be decisive in the final
analysis.

The policy underpinning EC securities regulation is the upshot of the
development of a single market for securities across the EU so that companies
and other issuers will be able to access a much wider and deeper market for
capital than is possible in ordinary debt markets. That is, people in continental
European jurisdictions had commonly used ordinary lending to fund their
business activities; whereas the securities markets in the US and in the UK had
meant that there was a different source of funding for businesses by means of
shares, bonds and so forth. The allure of securities to expand the markets for
capital in the EU led to the development of securities regulation policy which is
discussed in this chapter. It became the accepted wisdom that to achieve a viable,
single securities market, the EU must go some way towards “harmonising” or, as
has been accepted more recently, “approximating” the regulatory treatment of
securities issues and trading across its territory within each Member State.
Whereas the EC Securities Directives (as considered below) have tended to
withdraw their objectives onto the more limited and achievable terrain of the
mere “approximation” of laws relating to the offer of securities to the public, the
Markets in Financial Instruments Directive (“MiFID”, considered below) is
bolder in its attempt to encourage competition between the service providers
which provide markets in various forms of security by permitting regulatory
authorisations given in one jurisdiction to be relied upon across the EU more
generally, The marketing of securities and their admission to listing are governed
by the Securities Directives. The publication of prospectuses in an approved form
and compliance with continuing obligations seek to ensure the availability of
sufficient and adequate information for the investing public. To prevent the abuss
of information and its concomitant effect on market integrity, Directives on
insider dealing (leading to its criminalisation in the UK), market abuse and
market manipulation have also been implemented so as to enhence investor
confidence in these securities markets. Each of these legislative d<veiopments is
considered in this chapter, as a preface in the remainder of this book to the
manner in which those principles are enshrined in UK securities law and
regulation. Also in this chapter are discussions of some underpinning principles
of EU law to which these Financial Services Directives relate. First, however, a
short account of the development of EC securities regulation, so that the present

* That litigation related to the collapse of Lehman Brothers and the claims of that bank’s clients to be
entitled to proprietary rights in moneys which should have been segregated to their account under the
Client Asset Sourcebook (but which had not been because Lehman Brothers was in the practice of
ignoring its regulatory obligations in this regard): those regulations implemented provisions of the
Markets in Financial Instruments Directive which was found by the Supreme Court to be aimed at the
protection of customers’ interests, which in turn founded an analysis that the assets held in a general
fund by Lehman Brothers should be deemed to have been held on trust for all of the bank’s customers
in proportions drawn from their contractual entitlements against the bank: Re Lehman Brothers
International (Europe) (in administration) v CRC Credit Fund Ltd [2012] UKSC 6; [2012] Bus. L.R.
667; Hudson, The Law and Regulation of Finance (2013), para 9-91 et seq.
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norms on which securities law is predicated can be better un_derstood. T?; d?
Larosiére Report,” which is discussed in detail belov'v,6 constituted thezo% 71clad
response of the EU to the financial crisis which began in the summer.ojf . al}[
reached its nadir in the autumn of 2008. Even before the Eu_rozone cr131s1 ?fganﬂlo
bite deeply, the Larosiére Report made several far-reaching proposals for le
reform of financial regulation policy across the EU. Thus far, those propos:il 8
have not reached the securities regulation area; altho?ugh the pr‘oposal that in ]E: {i
future there should be a “single rulebook™ for financial _regula.twn'across the
will mean a break with the existing practice_ of using Dl.rectlves tohcrea,tef
securities regulations, in favour of directly applicable Regulations. The shape o
policy in this regard is considered below.

THE GENESIS OF EC LEGISLATION ON FINANCIAL SERVICES
The birth and formative years of EC financial services law

This section Considers the development of financial serv'ice's regulation in the }IIEUh
What follows is an examination of some of the core pnpc1p}es of EU law whic
are applicable to financial services, before an examination of EC securities

regilation in particular in the latter half of the chapter.
The failure, thus far, to create a single market for securities

Hitherto the EU has failed to form a viable, pan-European market in securltu:s.
The implementation of MIiFID in November 2007 may lead tq a grea eé
inter-penetration of domestic securities mark_ets, and the Prospectus Dmilct]l;\fea an

the Transparency Obligations Directive (discussed belpw) have bot a im
impact too: but nevertheless, thus far, the EU has failed to create a 511}11g &,
all-embracing securities market across the EU.. ynstead, Melqber Statestl a\{e
continued to administer their domestic securities mark‘e‘Fs in sub'stan‘w:hy
different ways. Indeed, the implementation of the EC Secu_ntlfs Directives in the
UK through the FCA Handbook permits the “gold_—platmg of the Euﬁgp;a:n
requirements with the more stringent regulatory. requlremc?nts usuall_y .apéa ie thm
the London securities markets. This process of gold-pla'tmg—promblte mh e
main in the context of the MiFID—raises the issuel, considered belgw, as "uf_1 :)}\:V
effecting subtly different domestic regulat.ion in "che UK tallies witl e
harmonising objectives of the EU legislation.” This picture becomes more

5 Report of the High Level Group on Financial Supervision in the EU, February S25, 2032:
http://ec.ewopa.eu/internat'_market[ﬁnances/dacs/de_larosiere_repaﬁ_en.pdf [Accessed September

12, 2013]

¢ See para.2—13. . .
7 See idaloney “New Frontiers in EC Capital Markets Law: from market construction to market

regulation” (2003) 40 Common Market Law Review 809; évgouleas, “The new3 E]C inanmﬁ;:aﬂ;e}::
legislation and the emerging regime for capital markets (2004) 23 YEL 2. : \/!%0};1 iaﬁ, the
harmonisation of rules of conduct in EC financial markets: economic analysis, su‘.xi Tldisdtgsure“
investor protection” (2000) 6 E.L.J. 72; Wymeersch, “The EU directives on ﬁnf:;:a Halomne
(1996) 3 E.F.8.L. 34; Slot, “Harmonisation” (1996) 21 E.L. Rev. 378; Weathenll,‘ g%r5 g(c)gc,
thoughts on how to clarify the clarification™ (1996) 33 Common Market Law Review 885, ;
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THE GENESIS OF EC LEGISLATION ON FINANCIAL SERVICES

complicated when we consider that the more recent EC Directives on listing
securities have not been implemented in the UK by FCA regulation but rather
have been implemented by including high-level principles in principal
legislation—either the Financial Services and Markets Act 2000 (“FSMA 20007
or the Companies Act 2006 (“CA 2006”)—which are then supplemented by
subordinate legislation and FCA regulation. The potential conflict is therefore no
longer simply between EC Directives and FCA regulation, but is rather a
potential conflict now between EC legislation and UK legislation.

For the future, the likely outcome of these conflicts between the different
legislative codes is that the EU will introduce directly applicable “Regulations”
instead of the directly effective “Directives” where the Directives permit the
Member States to implement the regulations as they see fit with an obligation
only to ensure that a bare minimum is reached, whereas the use of Regulations
will mean that the precise terms of the EU legislation will be directly applicable
in the Member States without any room for manipulation or gold-plating. The
goal, as a result of the Larosiere Report, is the creation of a “single rulebook” for
the EU as a whole, instead of allowing Member States great freedom in the
precise framing of their municipal regulations. This likely future change is
considered in detail below.

The relationship of free movement of capital with securities markets

It was the 1957 Treaty of Rome which created the principle of free movement of
capital within the European Economic Community. The original approach to
financial services in the European Economic Community was predicated solely
on the idea of free movement of capital; however, that principle was not in itself
sufficient to spark the creation of an effective single market in financial services.
The 1966 Segré Report® highlighted shortcomings in the provision of financial
services and in the regulation of securities markets across the Community
typified by the different regulatory regimes dealing with securities mark=ts and
the provision of investment services between Member States. It was the Segré
Report which advocated the harmonisation of national laws dealing with financial
services. However, no advances towards this goal were made in the next 10 years.
In 1977 the Commission recommended a European Code of Conduct relating to
Transferable Securities® but this also failed to jump-start the development of a
viable, pan-European securities market; although it did provide a central
reference point for regulators in considering the manner in which securities were
issued in their jurisdictions. The problem remained that securities markets were
regulated differently in different Member States, that a security admitted to
trading in one jurisdiction would not necessarily qualify to be traded in another
jurisdiction, and so forth.

8 Report by a Group of Experts Appointed by the EEC Commission, The Development of a European
Capital Market (1966).
¢ Recommendation 77/534 [1977] OJ L212/37.
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From harmony to difference

The original policy objective, first enunciated in the Segré Report, was to provide
for the harmonisation of securities regulation across the Community: that is, to
make the various municipal systems of securities regulation effectively the same.
It is suggested that the distinct systems of substantive law in each jurisdiction
would have made it impossible to have securities law made identical in each
Member State in any event. For example, the substantive English law of contract
is fundamentally different from the French law of contract within the French civil
code, and therefore the detail of the whole of securities law could not be
harmonised without profound alterations to national substantive laws. Conse-
quently, the efforts at harmonisation have only focused on the equivalence of
securities regulations as effected by the competent regulatory authority of each
Member State.

Whereas the early changes to securities regulation concentrated on harmonisa-
tion, latterly policy initiatives have focused on two objectives. First, the creation
of common minimum standards which each Member State must incorporate into
their pa2tional laws. The important ramification of this dilution of the
harmonization agenda is that each Member State has been able to “gold-plate” its
owi: securities regulations by imposing stricter regulations than are required by
the ‘minimum statutory standards, provided that all participants in that state’s
securities market are held to the same standards. There is therefore only an
approximation of the minimum standards across the EU in the securities
regulation field, as opposed to a harmonisation of those regulations. Harmonisa-
tion would require that all became identical; whereas approximation recognises
that there has been a substantial movement towards the similarity of the
regulations in each jurisdiction, even though there remain significant differences
in some contexts. Secondly, rather than harmonise municipal laws, any issue of
securities which is approved in one Member State is deemed to have approval
permitting the issue of those securities across the EU. The metaphor used to
describe this process is that of creating a “passport” for an issue of securities such
that an issue of securities may travel around the EU provided that it has been
authorised by its home Member State. The “passport” regime is considered next.

Passporting

The well-known Cassis de Dijon decision,'® as transposed to the context of
securities regulation, established a principle that (mutatis mutandis) if an
instrument were acceptable in one Member State then it ought to be considered to
be acceptable in another. This principle became very significant in the financial
services field because it developed the policy objectives of Community law in
relation to securities issues onwards from simply wishing for a single market for
securities with harmonisation of the regulations of each Member State into the
idea that there should be “passport” to all securities markets in the Community

10 Rewe-Zentral AG v Bundesmonopolverwaltung fur Branntwien (Cassis de Dijon) (120/78) [1979]
E.C.R. 649.
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THE GENESIS OF EC LEGISLATION ON FINANCIAL SERVICES

for any financial instrument once it had been authorised by the competent
authority in the issuer’s home state. Passporting remains an important part of
MIFID in relation to regulatory approvals: such that approval in one Member
State is applicable in all other Member States.

The emergence of the Lamfalussy methodology

The beginnings of a serious legislative movement towards the modernisation of
securities regulations in the Community can be identified in the Investment
Services Directive of 1993" (“ISD”, which has since been superseded by
MiFID). Nevertheless, it required the Financial Services Action Plan (“FCAP”)
of 1999 to reinvigorate the legislative agenda. The principal concern was that
the lethargy in the production of adequate, harmonised securities regulation
across the EC was due in the part to the slowness with which Directives were
produced compared to the pace of change in the securities markets themselves.
Market practice since the passage of the ISD in 1993 has seen an explosion in the
electronic trading of securities, great developments in trading platforms operated
off-exchange, the growth of over-the-counter derivatives and securitisation
products, and a large number of securities-related corporate governance scandals.
Consequently, the markets changed rapidly very soon after the implementation of
the ISD.'* Hence the need for FCAP to refocus attention on the harmonisation of
securities markets, of which more below.

In the wake of the FCAP, the so-called “Committee of Wise Men”, chaired by
Baron Alexandre Lamfalussy, produced its final report in February 2001
(generally known as “the Lamfalussy Report”)'* which, inter alia, suggested a
new methodology for the creation of EC Directives in the securities field. The
Lamfalussy process is at the heart of modern securities regulation in the EU, and
therefore continues to be important in the future analysis of those regulations.
This methodology was comprised of four levels of legislation: framewesk
principles, implementing measures, co-operation and enforcement. The first isvel
identifies framework principles which are to be provided in the Scoutities
Directives and the second level leaves it to the Commission to create 12guilations
dealing with more technical issues. This division in competence teaiis that the
principal legislation in the form of directives needed only to establish underlying
principles without the need to deal with the technical detail which might
otherwise delay the legislative process. Directives could therefore be enacted
much more quickly than previously with the result that they could respond more
quickly to changing market practice. Consequently, the regulation of those
markets is predicated on broad principles which are better able to adapted and
applied to rapidly changing markets than the old style of directive which was
comprised of more detailed rules which were susceptible to going out of date
more quickly. The third level of legislation encapsulates guidance from the

1 Directive 93/22 [1993] OJ L141/27.
12 COM (1999) 232.

'3 This Directive has now been displaced by the Markets in Financial Instruments Directive
(“MiFID™) as implemented in November 2007.
!4 Named after the Baron Lamfalussy who chaired this committee.
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Committee of European Securities Regulators (“CESR”) which see.ks to ensure
uniform implementation of the framework principles and the tec_:hmcal matgnal
by the competent authorities of each Member State. CESR is zlilcomjmttec
comprised of central bankers who are able to talk to market conditions at any
given time and therefore to guide the policy of the EU more accurately. The
fourth level is an enforcement mechanism via the Commission.

As a result the Lamfalussy process has generated a structure w}}ich can be both
reactive to change in securities markets, and yet also };_)rowde for detailed
regulation and the review of those detailed regulations. The impact, for exaplple,
on FCA regulation has been, as is considered in the next chapter3 a change in the
drafting style of the FCA Handbook in that technical regul?hons are Elsually
copied into the rulebooks as opposed to being pa.raphrasgd in the FCAS- own
regulatory concepts. This, it is suggested, will constitute an unporFant trer_ld in the
approximation of securities regulation across the EU if rephcate.‘,q in other
Member States. The policy underlying the EU’s approach to securities rr}arket
regulation before the Larosiére Report was based on two assumptions. First, a
perception that the securities markets in the EU were too fragmented. Secqndiy, a
determirai:en embodied in the Financial Services Action Plan that the dlffer.ent
norms acoss the EU required harmonisation. As a result the Direqives governing
the adaission of securities to listing on stock exchanges within the EU were
istrhcuced. In turn the Securities Directives have the following principal policy
objectives. First, the creation of efficient markets so that companies are abl_e_to
access liquid capital by means of issuing securities and so that there are securities
markets available to investors. Secondly, to ensure investor protection in these
securities markets. This second policy has not been dealt with as wel_l by
European legislation at present in relation, for example, to conduct qf business
regulation: consequently, it has frequently been a ma?ter for regu}atlon by the
competent authorities of Member States. However, the .lmplementat-lon of MiFID
promises to prompt seismic changes in conduct of business regulgtlon across T.he
EU, even in jurisdictions such as the UK in which conduct o.f business regulation
had previously been rigorously provided for in FCA regulation.'?

The de Larosiére Report

The analysis propounded by the Larosiere Report

The effects of the financial crisis of 2007-2009 on the EU have been t\l)vofolld.
First, the effect on the solvency of the banks trading in the EU and the seizure in
its financial systems. Secondly, the Eurozone crisis which has seen Member
States like Ireland, Portugal, Greece and Cyprus require bail-outs,. as Wel} as
much larger Member States like Spain and Italy being pressed into serious
financial difficulties.'s The effect of both of these linked crises has been to force
the EU to change its policy on the method by which it conducts financial

15 See para.3-38. . .
16 For an account of the financial crisis generally, see Hudson, The Law and Regulation of Finance

(2013), Ch.57.
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frankness and co-operation between national regulators,®® and no means for
supervisors to make common decisions, 3! Again, these shortcomings are
significant in relation to the perceived failure of the EU to establish cross-border
regulation within the EU area. The upshot of these observations was the

recommendation for an entirely new regulatory structure within the EU. That new
structure is considered next,

The new regulatory structure

To meet the need for reinforced systemic regulation, the Report advocated the
creation of the European Systemic Risk Board (“ESRB™).*? To draw the national
regulators together, a functional differentiation was created between the securities
regulators, the insurance regulators, and the banking regulators: these colleges of
regulators would deal with micro-prudential regulation.3? It is a principle of
micro-prudential regulation that government must be kept out of this sort of
supervision so that political priorities do not interfere with the objective business
of overseeing individual firms.

The new EU regulatory structure is divided up functionally. Therefore, there are
regulators to deal with macro-prudential regulation, micro-prudential regulation,
and specific conduct of business regulation. Macro-prudential regulation is
concerned with the regulation of the entire financial system and with protecting
that system against systemic risk 34 Micro-prudential regulation is then concerned
with the solvency and condition of individual financial institutions (whether
banks, investment houses, insurance companies, pension funds and so forth). This
form of regulation considers each financial institution separately but is not
necessarily concerned with over-arching macro-prudential questions. The third
tier of regulation relates to the way in which financial institutions deal with their
customers (“conduct of business” regulation, discussed in Ch.7), and market
products to their customers, and behave in the market generally (i.e. avoidiag
criminal activity such as market abuse and insider dealing (Ch.26)). The new EU
regulatory architecture looks like this, in four tiers:

ESRB

European Systemic Risk Board—responsible for macro-prudential regulation,
i.e. the protection of the entire EU financial system from systemic risks.

!
ESFS

%% Larosiére Report, para.159.
3! Larosiére Report, para.162.
32 Larosiére Report, para.177.
¥ Larosiére Report, para.183,
3 See Hudson, The Law and Regulation of Finance (2013), para,1-47,
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European System of Financial Supervisors—respgnlsible for micro-pruden.tlelll
regulation, i.e. the solvency and condition of individual, regulated financia .
institutions (such as banks and investment houses).acrc')ss the ]_EU. The ESFS in
turn draws together the following sectoral bodies (i.e. bodies which are
responsible for specific financial markets):

!
EBA

European Banking Authority;**
EIOPA
European Insurance and Occupational Pensions Authority;
ESMA
European Securities and Markets Authority
National supervisory authorities

The competent regulatory authorities of individual I_\/Iembm‘“ _Statps mirroring the
EU bodics, such as the Bank of England’s subsidiary ent1t1es.1n the UK: the
Finaacial Policy Committee (macro-prudential); the Prudentla_l Regulatory
Autherity (micro-prudential); and the Financial Conduct A_uthonty (conduct of
business, etc.). The UK entities are discussed in Ch.3.

The competent regulatory authorities of individL_la? Memb.e'r St'ates mum_nng
the EU bodies, such as the Bank of England’s subsidiary ent1t1esl1n the UK: the
Financial Policy Committee (macro-prudeptial); the Prudent%al Regulator;ti
Authority (micro-prudential); and the Financial C_Ionduct Auth(')rlty (conducth 0
business, etc.). The UK entities are discussed in the _foll_owmg chapter, Thus
macro-prudential oversight is maintained at the top gf this d1agram by the _ESRB
looking across the entire financial system and not being caught up in th‘e rpmuhae
of individual firms. However, many financial crises are, of course, prempltated ‘.by
the failure of sensitively placed individual firms. Nevertheless, 1n1cro~pn1dent1a}
regulation is collected into the ESFS which Flraws togeths_er the three sectoraf
regulators—which are responsible for the significant financial market sectc)ﬁs 0
banking, insurance and pensions, and securities a.nd related n?a'rkets generally—
which in turn draw together the national supervisory authorities which are the
competent authorities in each Member State of the EU fqr each of these ﬁlncttlions
(macro-prudential, micro-prudential and other Fegulatlon) E'tl'!d eac_:h of elie
market sectors. Of course, the national supervisory _au_thont.les _w11_1 oftep e
involved both in the micro-prudential regulation of indlv;dual institutions w1tlu.n
their jurisdictions and in the macro-prudential regulation of financial markets in
their jurisdictions.

35 There is also the European System of Central Banks.
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however, the pursuit of those common law or equitable claims is not precluded by
the Act. Under the terms of the statute itself, the amount of compensation may be
an amount agreed between the parties® or an amount determined by the court;”
although it is suggested that the statute remains opaque as to those items which
the court or the parties are required to take into account or to ignore in relation to
the calculation of such compensation thus throwing the parties back onto the

general law. Any agreement entered into by an unauthorised person is
unenforceable on similar terms.”

The regulation of “regulated activities” under the FSMA 2000
The definition of “regulated activity”

As considered immediately above, a person must be authorised by the FCA if that
person is to carry on a regulated activity. It is important, therefore, to define the
meaning of the term “regulated activity”. The statutory definition of a “regulated
activity” given in s.22 of the FSMA 2000 is as follows;”

“(1) Anactivity is a regulated activity for the purposes of [FSMA 2000] ifit is an activity of
a specified kind which is carried on by way of business and—
(a) relates to an investment of a specified kind; or
(b) in the case of an activity of a kind which is also specified for the purposes of
this paragraph, is carried on in relation to property of any kind.

2) Schedule 2 makes provision supplementing this section.

(3) Nothing in Schedule 2 limits the powers conferred by subsection (1).

4 ‘nvestment’ includes any asset, right or interest.

(5)  ‘Specified’ means specified in an order may by the Treasury.”

Therefore, there are two key elements to this definition: the activity must be
carried on by way of business and it must relate to a specified form of investment
Each of these elements is considered in turn below.

The seven categories of regulated activity which are identified in Sch.2 to the
FSMA 2000 are:™ dealing in investments, arranging deals in investments, deposit
taking, safekeeping and administration of assets, managing" investments,
investment advice, establishing collective investment schemi=s, and using
computer-based systems for giving investment instructions. The categories of
“investment” provided in Sch.2 are:’™* securities, instruments creating or
acknowledging indebtedness, government and public securities, instruments
giving entitlement to investments, certificates representing securities, units in
collective investment schemes, options, futures, contracts for differences,
contracts of insurance, participation in Lloyd’s syndicates, deposits, loans secured
on land, and rights in investments.

69
70
71

Financial Services and Markets Act 2000 s.28(2)(a).
Financial Services and Markets Act 2000 5.28(2)(b).
Financial Services and Markets Act 2000 s.27(1).

7 Financial Services and Markets Act 2000 s.22(1).

" Financial Services and Markets Act 2000 Sch.2 paras 2-9.
™ Financial Services and Markets Act 2000 Sch.2 paras 10-24.
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The significance of identifying a regulated activity

It is important to know whether or not an activi_ty is a_regulatfzd activity within the
RAO because any person conducting a business in relation to any of those
activities will require authorisation to do so fr_om the FCA‘, as set out.above.
Conducting a regulated activity as a business without authorls.atlon const1mt§s a
criminal offence,” unless one has taken all reasonable precau'tmns and exercised
all due diligence to avoid the commission of that offence.”® It is 'also an offencle to
claim to be an authorised person or to hold oneself out as being an authorised
person if one is not so authorised,”” unless one ‘ has taken a}l ‘reasonabl‘e
precautions and exercised all due diligence to avoid the commission of this
offence.”® It is also an offence to advertise any investment business by means of
«“an invitation or inducement to engage in investment activity””® as set out under
the “financial promotion” code, considered below.8°

The meaning of "“business”

As outlinad ‘above, the specified investments must be carrieq on b_y way of
business o fall within the RAO. The definition of the term “business™ in the law
of “inance is something which must be divined from those few cases whl_ch h'iv.e
corsidered this term. The meaning of “activities carried on by way of business” is
aefined by Treasury regulation, further to s.419 of the FSMA ZOOQ. Hc,)!wever, the
appropriate regulation is very vague about the content of “busu;ess for these
purposes.®' In Morgan Grenfell & Co v Welwyn Hatfield DC"g Hobhouse 1.
suggested that there was no reason to impose a narrow meaning on the term
“business” in the context of the Financial Services Act 1986 (now repealed) and
that that term:

“should not be given a technical construction but rather one which conformed to what in
ordinary parlance would be described as a business transaction as opposed to something
personal or casual.”®?

A similar approach has been taken in all of the case law in this context.®

The frequency of the investment activity might be a guide fo, bgt not co_nclusn;i
of, the question whether or not a business of investment is belfg cfm'le(,i’ on.

While many of the decided cases on the meaning of the term business l}ave
emphasised the frequency with which the activity must be carried on to constitute

75 Financial Services and Markets Act 2000 s.23(1).

76 Financial Services and Markets Act 2000 5.23(3).

77 Financial Services and Markets Act 2000 s.24(1).

78 Financial Services and Markets Act 2000 s.24(2).

7 Financial Services and Markets Act 2000 s.25(1).

80 Pinancial Services and Markets Act 2000 s.25(1). o

81 The Financial Services and Markets Act 2000 (Carrying on Regulated Activities by Way of
Business) Order 2001 para.3.

8 Morgan Grenfell & Co v Welwyn Ha.g‘ﬁe:;;‘l‘ Dg Hggg l :::}} EE{ }

8 Morgan Grenfell & Co v Welwyn Hatfield D 1

a4 Amgican LeégffBiending Co Sdn Bhd v Director General of Inland Revenue [1979] A.C. 676.
85 Morgan Grenfell & Co v Welwyn Haifield DC [1995] 1 All ER. 1.
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connected strictly to having “parted with” the money or other property under the
agreement; however, the pursuit of those common law or equitable claims are not
precluded by the Act. Under the terms of the statute itself, the amount of
compensation may be an amount agreed between the parties®® or an amount
determined by the court;'% although it is suggested that the statute remains
opaque as to those items which the court or the parties are required to take into
account or to ignore in relation to the calculation of such compensation thus
throwing the parties back onto the general law. Any agreement entered into by an
unauthorised person is unenforceable on similar terms.!0!

An unenforceable agreement resulting from an unlawful communication under
8.21 of the FSMA 2000 may, however, be enforced by a court or a court may
order that money or property transferred under the agreement be retained!02
provided that the court is satisfied that it would be “just and equitable” to do
$0.'% The court is obliged to consider!'® whether or not the offeror realised the
communication was unlawful'®s and whether or not the offeror knew that the
agreement was being entered into as a result of that unlawful communication.!06

Where the communication is made by an authorised person, then the conduct of

business rules (considered immediately below) apply to the suitability of that
communication.

CONDUCT OF BUSINESS REGULATION
Introduction

The Markets in Financial Instruments Directive (“MIFID”)1%7 replaced the
Investment Services Directive!%8 of 1993 in relation to the regulation of markeis
in financial instruments. Its implementation in the UK has been effected for the
purposes of this discussion of securities markets by the Conduct of Resihess
Sourcebook (“COBS”), which now forms part of the FCA Handbook atd which

replaced the old conduct of business sourcebook as from Novembe: 1) 2007109

?® Financial Services and Markets Act 2000 $.28(2)(a).

'% Financial Services and Markets Act 2000 8.28(2)(b).

'%" Financial Services and Markets Act 2000 8.27(1).

192 See Westdeutsche Landesbank Girozentrale v Islington LRC [1996] A.C. 669, below, where a
transfer of property under a contract void ab initio was, nevertheless, held to have been a good

transfer of title in spite of the void nature of that contract, thus requiring the claimant to seek
restitution at common law or in equity.

"% Financial Services and Markets Act 2000 5.30(4).
104 Financial Services and Markets Act 2000 8.30(5).
195 Financial Services and Markets Act 2000 5.30(6).
Financial Services and Markets Act 2000 5.30(7).

The Markets in Financial Instruments Directive (“MiFID™) 2004/39.
% Directive93/22.

? It should be noted that at the time of writin
2007/33 which had displaced FCA 2007/03 in it
provisions left intentionally blank. The text relie

106
107
1
1

o o

g COBS was only in draft form, as provided in FCA
§ entirety in May 2007. That version had a number of
s primarily on that draft but has been updated as far as
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3 : : (13 1110
iFID has been supplemented by the MiFID Implementmg Dlrectwth;: ( I\;IrIeI;S) -
Md a Commission Regulation.''! Broadly-speaking there are three o
e lation covered by MiFID: first, the authorisation and required org?n;izz .
sl isation and transparency o
i t firms; secondly, the organisatio ' _ :
111;:1322?1;]1(1 thirdly, regulation of the conduct of business between investmen
juit 3 1 )

firms and their customers.

Conduct of Business

The MiFID Conduct of Business principles

i i i in the following
i inciples dealing with the conduct of.busme‘ss in the
Mlg]zr S%ﬁeogjiﬁgifespunderpinning MiFID were considered in detail ;n éﬁ(l;;s Ilrsl
?ﬁ?s cha'pter, while setting out the appropriat.e MiFID Sta.ndarclls, thf-: F CnSidered s
considered."'? Each of the principal obligations set out in MiFID is co

the following sections in turn.

The requirement that investment firms act honestly, fairly and
professionally

. . o
Each investment firm is required to act “honestly, falrl-y and ;_)rofe?smr:jalg ;n
accordance with the best interests of its client”.“; Th;struéells n_am erlzi:ation o
i i i i erred to below
the “client’s best interests rule”. As is ref ) be ‘
510]‘?lusestsexecution principle”,!'* the conduct of business principles are 1n$orézrsri
beiause they impose positive obligations on investmentdﬁrglls to ho;i ;oav fi e
i ir cli is i it is suggested, than simy :
interests of their clients. This is more, e g
i i CA regulation or under the gene W Te
conflicts of interest under F . : B
i igati i n effect, a negative oblig
iary obligations. Those obligations are, i 1 atio
5?3; ;gnﬂicfs of interest. By contrast, conduct gf bus%ness. reglgﬂatlotn‘n:;gg:tzs
ositive obligations on investment firms to act in t}_lelr.chei’lts _beg in o thai
Svhich in turn requires that investment firms assess their c};ents dobé)e;lnvesi Lt
i i ? i be ascertained and achieved. erwise, {
heir clients’ best interests can . chiey ' sy
:'eZuirement to act honestly may be satisfied by gc:tllng in igﬁggtalé;ea ;:fmg
. . , ;
i than acting dishonestly, and the requ . i
regulation and otherwise cti . gl D i
i i i ting unfairly. However, .
ly might be satisfied by avoiding act irly. :
fEth;he f%lrrn must act in accordance with the client’s best interests imposes an

Iso

i implemented on November 1, 2007. See a

i for the final version of those rules imp : ; :

];95:::;;08::55::?;?; Markets Act 2000 (Markets in Financial Instruments) Regulations 2007 (S
in

2007/126). o .

10 MiFID Implementing Directive (“MID”) 2006/73.

m lation 1287/2006. - ‘ CCOBS™ was
2 ﬁes‘%ll:)f:ldﬂge noted that at the time of writing the Conduct of Business Sourcebook ( )

i i i isplaced FCA 2007/03 in its entirety in
i ided in FCA 2007/33 which had d1§p . i

M (CJI'I}'af’lt'lfUtH\If]f!::si?o];ﬂ}]];d a number of provisions left intentionally blank. The t‘e?d rel;e:hpzénige);
Mﬂ)tfh?«? dl;lﬁ baul has been updated as far as possible to account for the final version of tho
on that dr:
implemented on November 1, 2007.
13 MIFID art.19(1); COBS 2.1.1R.
114 Qee para.3-85.

[109]

3-40

3-41




3-52

3-53

3-54

D

CONDUCT OF BUSINESS REGULATION

be either an institution which satisfies two of the following standards; a balance
sheet total of £20 million, net turnover of £40 million, or own funds of £2
million; or a large body corporate or limited liability partnership with called up
share capital of £10 million or a large undertaking which satisfies two of the
following standards: a balance sheet total of £12.5 million, net turnover of £25
million, or an average number of employees during the year of 250.138

A person may elect to be treated as a professional counterparty so that investment
business may be done in a different fashion. Such “elective professional clients”
may be treated as such if the firm has undertaken:

“an adequate assessment of the expertise, experience and knowledge of the client that gives
reasonable assurance, in light of the nature of the transactions or services envisaged, that the

client is capable of making his own investment decisions and understanding the risks
involved,”!3?

It is also required that the client must ask in writing to be treated as an elective
professional client, and that the client has been given a written warning by the
firm of the rights and protections which they may thus lose, and the client must
state in writing in another document that it is aware of the consequences of losing
those rights and protections.'* In relation to MiFID or third country business it is
required that two of the following three requirements are satisfied: the client must
have carried out at least 10 transactions of sufficient size per quarter over the
previous 4 quarters; that the client’s instrument portfolio exceeds 500,000; or that
the client has worked in the financial sector for at least one year in a professional
position which required knowledge of the transactions which they envisage
entering into.'*! However, an elective professional client is not to be assumed to
possess the knowledge and experience of a “per se professional client”.!42

The categories of eligible counterparties divide between “per se” clients and
“elective” clients, as with professional clients above. A “per se eligibic
counterparty” will include (unless classified differently under a later clastitica-
tion)'** a credit institution, an investment firm, an insurance colapany, a
collective investment scheme, a pension fund or its management, anv o¢her EC or
EEA approved financial institution in the securities or bankinz i insurance
sectors, an exempted dealer under MiFID, a national governmei.t, a central bank,
or “a supranational organisation”.'#

A client may be an elective eligible counterparty if it is a “per se professional
client” or if the client requests such a categorisation in respect of transactions in
relation to which it could be treated as a professional client.!*S A counterparty’s

138 COBS 3.5.2R generally.

139 COBS 3.5.3(1)R.

140 COBS 3.5.3(3)R.

141 COBS 3.5.3(2)R.

142 COBS 3.5.7G.

143 COBS 3.6.2(1)R.

144 COBS 3.6.2()R. cf. MiFID art.24(2).
145 COBS 3.6.4R.
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confirmation that it wishes to be treated in this fashion may be obtained 1_1nder a
general agreement covering all future transactions or on a transaction-by-
transaction basis.!#6

While clients may request to “trade up” to a higher, .el.ective category, a firm is
obliged to allow a professional client or an eligible counterparty to 1b4§
re-categorised as a form of client with a higher d§g1-ee of pr.otec_tmn.
Alternatively, a firm may “on its own initiative” treat clients as 1'e.ta11 chentg or
otherwise under a more beneficial regime from the perspective of cherl1t
protection.'*® Re-categorisation may take place on a trade-by—trade basis or in
relation to classes of transaction or in relation to all transactions.'*® The client
must be informed of such a re-categorisation.!>

An important issue arises in relation to re-classification, in particplar in relation
to an investment firm realising on its own initiative that a client shoqld be
re-classified under COBS. Significantly it is the FCA’s view thgt it is the
responsibility of a professional client to ask for the hig%ler protections offered
under CORS™! if that client has been classified as being overly expert, and
therefore ihe onus is not on the investment firm to re-categorise a client it
considirs to be less expert than the client considers.

It is-a thorny question, however, whether or not an investment firm cm‘.ﬂd be said
to U= acting with integrity if it failed to re-categorise a client when its officers
vealised that that client did not possess the knowledge and expertise that the
parties have previously considered the client had. After all, if I do not 1_1ave
sufficient knowledge or expertise to judge a transaction, then how can I be said to
have had the knowledge or expertise to attest that I had sufficient. knpwledge or
expertise to accept the risks associated with a particular categorisation. A firm
acting with integrity, it is suggested, should refuse to treat a client in accordgnce
with the categorisation which the client desires if there is good reason to believe,
either before or after the original categorisation, that that client does not have the
appropriate level of expertise or knowledge. To do otherw1‘se \:Vould be severely
to diminish the effect of the “know your client” project which is made up of two
parts, if it is to have any genuine effect at all: first, the client’s _evider.}ce as to its
own expertise and, secondly, the investment firm’s genuir’le investigation and
ongoing sense of whether or not that evidence gives a n1ean1ngml assessment of
that client’s knowledge and expertise. Investor protection regulation, sucl} as that
in COBS, requires that firms protect clients from their own naivety at thl.S stage,
even if it does not go anything like as far as requiring a firm to refrain from
making a profit from a client with greater self-confidence than SF(I[L The purpose
of this regulation is to expose investors to appropriat.e levels otj risk and that must
require that the classification process is carried out in good faith.

146 COBS 3.6.6R.
147 COBS 3.7.1R.
148 COBS 3.7.3R.
149 COBS 3.7.7G.
150 COBS 3.7.6G.
151 COBS 3.7.2G.
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will constitute prompt, fair and expeditious execution of client orders reference
should be had to their performance “relative to other client orders or the trading
interests of the investment firm”.'®!

Standard of communication with customers and a comparison with case
law

As considered above, COBS provides a general requirement that when the seller
communicates information to a customer, it must do so in a way which is “clear,
fair and not misleading”."®? This principle is an advance over the pre-FSMA 2000
(and therefore now defunct) Bank of England London Code, particularly as it
affected the decision of the High Court in Bankers Trust v Dharmala.'®® In that
case it was held by Mance I., partly in reliance on best practice established by the
Bank of England London Code, that the seller was not obliged to disclose all of
the risks associated with a product to the buyer given its level of expertise and
also, importantly, that the seller’s officers were entitled to recognise that it would
make a large profit from the transaction at its client’s expense without being
liable for regulatory breach or for misrepresentation or fraud. Under this
expanded principle of “clear, fair and not misleading” communications it is
suggested that the seller would need to ensure that its marketing material and also
any statements made at meetings were not capable of being misconstrued, that
they were clear as to their effect, and that they were entirely “fair” with regard to
the customer’s own position. In this regard, the regulations provide that the seller
must have regard to the level of knowledge which the buyer has of the transaction
at issue when making written or oral communications.!®* Further, the seller must
ensure that its officers do not take any inducements or “soft commissions” in
effecting transactions.!®s

What emerges from this case is that there were no positive obligations on the
seller of the derivative as to best execution nor was there evidence that the seliex
had conducted the sort of careful assessment of the claimant’s expertise: in
derivatives markets as is now required under MIFID. Consequenily, it is
suggested, that a retail client, or an inexpert professional client wha was either
recognised as being inexpert by the seller or who asked to be *reaizd as being
inexpert (as permitted under s.3.7 of COBS, considered above), would be in a
better position now in relation to common law or equitable claims of the sort
brought in Bankers Trust v Dharmala because the investment firm would not be
able to hide behind either the less exacting London Code nor behind a judge’s
finding that as a professional firm Dharmala ought to have been able to form its
own assessment of the risks associated with the products in question. Rather, it is
suggested, the investment firm’s knowledge that their clients were inexpert, and
therefore that profits could be made comparatively easily from transacting with
them due to the investment firm’s greater knowledge and expertise, in itself

181 MIFID art.22(1).

182 COBS 4.2.1R,

183 Bankers Trust v Dharmala [1996] C.L.C. 481.
'8 COBS 4.8.1R et seg.

185 COBS 2.3.1R.
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would constitute a breach of the requirement that an investmen‘F ﬁrm act With
integrity and use its power to identify a professional Flient as having insufficient
expertise so that that client should be re-categorised undt?r COB_S 3. 73R,
However, in COBS 3.7.2G it is the responsibility of a professmpal chem': to ask
for the higher protections offered under COBS. See the discussion of this issue

above.1®¢

Suitability in the conduct of business: suitability of method of sale and
suitability of the product in itself

It is important not only that the product is suitable for its purpose, ‘put alsg that
the product is appropriate for the particular client'®” and also that its advice to
buy a particular product is given in a suitable way.'®* The test adopted throughout
MIFID and COBS, as considered above, is that the seller must have taken
“reasonable steps”—the expression adopted by the case law for example in
relation to the enforcement of domestic mortgages against co-habitees of the
mortgagor'$*—in relation to its treatment of that client. The type .Of reasonable
steps which will be suitable are not susceptible of general deﬁn{tmn but rather
will vary-greatly, depending on the needs and priorities of the private customer,
the iype of investment or service being offered, and the nature of the rclatlonshl_p
lievvaen the firm and the private customer and, in particular, whether the firm is
giving a personal recommendation or acting as a discretionary _investment
manager. In so doing the firm is required to ensure that the product is the most
suitable of that type of product for the purpose,'®® and bear in mind that further to
MiFID in terms of best execution another product may be more suitable if it
would be available at a lower price and would achieve the client’s objectives.'!

The obligation to give warnings as to risks

Under COBS and under art.19(5) of MiFID, an investment firm must ensure that
the buyer understands the risks associated with the product'®* and give an
appropriate risk warning, as considered above. This notion of sufficient risk
warning was significant in Bankers Trust v Dharmala'®® in deciding Whethfzr or
not the buyer could be taken to have understood fully all of the risks associated
with the interest rate swaps involved.* Another interesting example of this

186 See para.3-74 et seq.

187 COBS 10.2.1R.

188 COBS 9.2.1R. Practice in conduct of business regulation has been that, in relation to retail clients,
the seller is required to keep its treatment of such customers under regular review. The polarisation
rules require that the seller be giving independent advice wherever possible and that in circumstances
in which it is acting otherwise than entirely in the clients interests—for example, if it is a market
maker or acting as a discretionary fiduciary of some sort—then that status must be communicated
adequately to the client in the context of the buyer’s level of expertise.

189 Barclays Bank v O'Brien [1994] A.C. 180.

190 COBS 9.2.1R et seq.

91 COBS 11.2.1R et seq.

192 COBS 10.3.1R, and see also COBS 9.6 generally.

193 Bankers Trust v Dharmala [1996] C.L.C. 481.

194 See Hudson, Financial Derivatives (2013), para.7-09. See also para.25—14 of this book.
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CRIMINAL AND REGULATORY OFFENCES RELATED TO SECURITIES MARKET ACTIVITY

by an “insider”. The term “insider” is defined by s.118B of the FSMA 2000 to
mean “any person who has inside information” on one of the following bases:2!8

“(a)  asa result of his membership of an administrative, management or supervisory body of
an issuer of qualifying investments,

(b)  asaresult of his holding in the capital of an issuer of qualifying investments,

© as a result of having access to the information through the exercise of his employment,
profession or duties,

(d) as a result of his criminal activities, or

(e) which he has obtained by other means and which he knows, or could reasonably be
expected to know, is inside information.”

Section 119 of the FSMA 2000 required the FCA to create a Code on Market
Conduct to specify with greater exactitude what sorts of behaviour would and
would not constitute market abuse.2'® That Code is referred to as “MAR 1”
within the FCA Handbook and is considered in detail in Ch.6 Corporate
governance and procedures internal to the issuer of securities.??® This Code
requires that the instrument in question be one which is traded on an existing
market and in which there is a continuing market. It is important to recognise that
the types of behaviour which the Financial Services Authority intends to
encompass within this regime relate not only to dealing directly in shares and
other instruments but also to any behaviour which affects their value more
generally*?! Further, that behaviour may take place in another Jjurisdiction but
nevertheless have an impact on instruments traded in the UK and so fall within
the market abuse code.?* It is likely that the FCA will consider the application of
particular market practices to the derivatives markets in deciding whether or not
any particular activity is an abuse of a market. Those standards will clearly be of
great importance in the application of the Code, given the importance given over
in that Code to close consideration of the norms usually applied in particular

markets,?* in particular when seeking to apply the “reasonable user” test outlined
above 224

218
219

Financial Services and Markets Act 2000 s,118B.

Financial Services and Markets Act 2000 5.119.

220 See para.6-05.

21 MAR 1, 1.11.8E.

#2 MAR 1, 1.2.9G.

223 MAR 1, 1.2.3E.

224 Cf. Polly Peck v Nadir [1992] 4 All E.R. 769, where an objective test of reasonableness is used in
relation to a claim for knowing receipt but where that objectivity is tempered by making reference to
a “reasonable banker” in relation to financial transactions and not simply to an average person who
may or may not have any banking knowledge. The standard used by the legislation of a hypothetical
“reasonable user” of the market is intended to replicate the “reasonable man” test used frequently by
the common law to establish a level of objectivity but while also retaining some recognition of the
particular context within which that defendant is operating; thus creating a test more akin to the
“average trader on the Stock Exchange” than “the man on the Clapham omnibus™,
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The FCA Market Tribunal

The FCA Market Tribunal (“the Tribunal”) was established b}/ 8. 132 of tht? FSM/:&i
2000.22 The Tribunal’s rules are created in part under the Financial Servu:?s an
Markets Tribunal Rules 2001 such that the -Tnbgnal may have an oral hear L(‘;lg t}c:r
it may give its decision without a hearmg, it may f:all Wlmessels, an ke
applicants and respondents have the opportunity as described in the 1;1 .es to {[nabz
representations. Various provisions of the FSMA 2000_ permlt a reference p? .
made to the Tribunal by way of appeal ﬁ'@ln a decision qf the FCA. As lis
considered through Pt 4 of this book in particular, the FCA w1'11 frequently make
decisions as to dealings in securities, as well as exercising its general powers
under the FSMA 2000 as considered in this chapter.

OVERLAPS BETWEEN FINANCIAL REGULATION AND THE GENERAL LAW
The synthesis of financial regulation and the general law

There (ars significant overlaps between substantiye law and regulatlon.f
Princinzlly this relates to the adoption by thg E1_1gl1sh.cgurts of concepts to
figarcial regulation and of financial best practice in deciding whether or n{;» a
avmber of substantive law tests have been satisﬁe_d, such as the extent of the duty
of care in negligence, whether or not institutions have acted as an .ho.nest
institution would have acted in the circumstances, and whe1_:her or not mstltutlogi
have dealt with particular categories of customer.appropr!ately and_ so forth.
One example of this osmosis between regulation and sgbstanflve law—z}s
considered in outline above—is the decision of the Engl.lslh High Court in
Bankers Trust v Dharmala®’ in which Mance J . made explicit reference to1 .the
approach taken by the self-regulatory organisations tqwards cz:;;ndqct of ¢ 1en§
business as according with the requirements of su_bstantlve 1aw.. 'It is suggeste
that the future for the substantive law of finance is a closer gssumlatmn with thei
principles of financial regulation precisely because thf? requirements of fmailcmd
regulation constitute an objective statement of what_ is expected of a regu aFe
person in any given circumstance suitable for the .dlsposall of many substantw;
law claims. Also of importance will be the obligatlgns of_ individual traders an
advisors to comply with regulatory requirements of integrity fmd, for example, to
make disclosure of any information required by FCA rfagulatlon. Failure by sucﬁ
individuals to comply with FCA regulation will also, it is suggested, open up suc

225 S12001/1775. o
26 Cowan de Groot Properties Ltd v Eagle Trust Ple [1992]4 All ER. 700 at 761, per Knox ;., h;eu‘if'
v Jyske Bank (Gibraltar) Ltd [1999] Lloyd’s Rep. Bank 511 at 535, per Co}man 1. Bank ochCot] 21:;6
v A Ltd [2001] 3 All E-R. 58; Sphere Drake Insurance Ltd v Eurc International [2003] EW oo
(Comm); Manolakaki v Constantinides [2004] EWHC 749; Tayeb v HSBC Plc [2004] EWH
(Comm); [2004] 4 All E.R. 1024. cLe 508

227 Bankers Trust v Dharmala [1996] C.L.C. 508. o .

228 Yudson, The Law and Regulation of Finance (2013), Ch.3 on tl}e increasing ove}!ap bit'ween
regulatory ;:rinciples and substantive law particularly in circumstances in which the latter is seeking to
formulate a test based on reasonable behaviour in any given market.
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of any other arrangement such that the company’s net assets are reduced® (thus

implying that value has shifted from the company to some other person s0 as to
acquire shares).

The second prohibition on financial assistance will arise if the purchaser of those
shares takes on a liability in so doing and if the company then undertakes to
reduce or expunge that liability: thus, indirectly passing value to the purchaser
and so giving financial assistance.®' The third prohibition on financial assistance
will arise if a person is acquiring shares in a private company, it is not lawful for
a public company which is a subsidiary of that private company to give direct or
indirect financial assistance for that acquisition.52 There is also a prohibition, akin

to 5.678(3), to the effect that it is not lawful to reduce a liability so as to facilitate
the acquisition,5?

A breach of any of the prohibitions is a criminal offence

A contravention of any of the prohibitions on the giving of financial assistance in
5.678(1) or (3), or 5.679(1) or (3) of the CA 2006 constitutes a criminal offence, 5

The meaning of financial assistance as developed in the case law

The pattern in the cases

The law on financial assistance has undergone frequent changes with re-draftings
of the principles in successive Companies Acts. The current exceptions are the
result of successive dilutions of the original principle, inter alia, to permit
assistance in relation to private companies and with the larger objective of
permitting otherwise unobjectionable transactions. This section presents a short
survey of the types of transaction which have been found to constitute financia!
assistance, observing that the judiciary has tended to tighten the effective
meaning of financial assistance culminating perhaps in the decision of the FHouse
of Lords in Brady v Brady.5> What emerges from the case law is that il Tinancial
assistance must be financial in natureS and that it must be given £z tlie purpose
of acquiring the shares.®” We shall deal first with the categories of activity which
have been treated as constituting financial assistance and then with purposes for
which the assistance was given within the scope of a larger transaction. All of
these cases were decided on the basis of subtly but significantly different
statutory provisions predating the Companies Act 2006,

 Companies Act 2006 5.677(4).

8 Companies Act 2006 5.678(3).

82 Companies Act 2006 5.679(1).

% Companies Act 2006 5.679(3).

& Companies Act 2006 5.680(1).

5 Brady v Brady [1989] A.C. 755; [1988] 2 All E.R. 617.

Barclays Bank v British and Commonwealth Holdings Plc [1996] 1 W.L.R. 1.

See generally the cases considered below, e.g. Brady v Brady [1989] A.C. 755; [1988] 2 All E.R.
617.
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(CORPORATE GOVERNANCE AND PROCEDURES INTERNAL TO THE ISSUER OF SECURITIES
The types of activity which constitute financial assistance

Financial assistance may be given directly or indirectly. The clearest eylcanllp_le of
direct financial assistance would be an outright transfer of money tg an individua
who stands at arm’s length from the company so that that individual becomes
able to acquire a parcel of the company’s shares. Another ex.ample of direct
financial assistance would be a company .lendmg money to a third party so thlat
the third party could acquire shares, even if the parties’ intention was tha_t latterly
the loan would be repaid: the company Would p@\{eﬂheless. have assm'ted the
acquisition of the shares by making the_lr acquisition possible. The sm;lple,st
means of taking over a company remains procuring the agreement of that
company to pay for its own shares by 1end11_1g the money to do so to the person
who intends to take the company over. Private equity typically operates on a
subtly different basis by borrowing money at arm’s lepgth and then undertakm,g
to repay those loans, once the company has been acqu:re.d, out of the company’s
own assets. If the private equity purchasgr hadl acquired the loan from the
company ther that would constitute financial assistance, as WOUld. a guarantee
over the~'can from the company, or some other means of making the loan
availahle. 1t is not necessary for the company to have hgd 1ts_assets reduced so as
to facilitate the acquisition: all that seems to be required is that the company
oss'sted the financing.®®

These examples of loan cases have begun to veer into %ndirect ﬁnanm?gl
assistance. In Belmont Finance Corporation v Williams Furniture I‘,td (No.2)

Buckley L.J. considered a company buying ggods from a suppl{er and tl}e
supplier then using that money to buy sha_res m_the company. His Lordship
considered that there would not be financial assistance if the company had
needed the goods which it had acquired, so that th_e payment of money only
constituted a part of a larger transaction and was not intended .solcly to assist the
purchase of shares. By contrast, if the company had not required 'the goods and
had acquired them merely as a means of paying money to the supplier so that then
supplier would be able to acquire the company’s .shares, then there wquld have
been financial assistance. What is more difficult is to decide on cases in which
there was a mixture of objectives: partly to fund the acqui.sition and par’qy to
acquire goods. These “mixed motives” cases are considered in the next section.

In Charterhouse Investment Trust Ltd v Tempest Diesels Ltd,™ a company, a part
of a management buy-out, had sold all of the shares in a subsi(‘:llary company to
one of its directors and thus sold a part of its business to that duegtor. The issue
was whether a transfer of tax losses between the two companies, when the
subsidiary was hived off, would constitute financial assistance. Hoffmann J. hgld
that the transfer of the tax losses constituted a part of a much larger transaction
and therefore could not be viewed as financial assistance in isolation. Hoffmann

58 Belmont Finance Corp v Williams Furniture Ltd (No.2) [1980] 1 All ER 393
5% Belmont Finance Corp v Williams Furniture Ltd (No.2) [1980] 1 All E‘.R. 3‘93.
" Charterhouse Investment Trust Lid v Tempest Diesels Ltd [1986] 1 B.C.L.C, 1.
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INTRODUCTION
CORE PRINCIPLES

One of the key components of financial regulation is control over the manner in
which investment products are marketed to the general public. It is an offence
under s.21 of the Financial Services and Markets Act 2000 (“FSMA 2000") to
market regulated products to any person without authorisation from the Financial
Conduct Authority (“FCA"). There are a number of statutory exceptions to this
offence. Of particular concern are the activities of “boiler rooms” which pressure
members of the public into investing in (often) inappropriate products. Financial
promotion regulation is thus aimed at investor protection.

INTRODUCTION
The scope of the financial promotion code

The Financial Services and Markets Act 2000 (“FSMA 2000”) and the Financial
Conduct Authority Handbook together establish a code on the regulation of
“financial promotion™: that is regulatory control over the way in which regulated
financial institutions advertise and promote their services and products to their
pre-existing customers and others. The Financial Conduct Authority (“FCA”™)
assumed the responsibilities of (by assuming the name of) the old Financial
Services Authority in this regard on April 1, 2013 further to 5.6 of the Financial
Services Act 2012, The FCA rulebook was a carbon copy at the outset of the
previous rulebook. That financial promotion code displaced the previous code
relating to unsolicited calls and investment advertisements in the Financial
Services Act 1986." The financial promotion code provides that no person shall
“in the course of business, communicate an invitation or inducement to engage in
investment activity”.” This general prohibition is then hedged in with exceptions
where the communication is made by an authorised person or is an authorisad
communication. Further exceptions are provided by means of Treasary
regulation.

The practice of marketing securities

It is common practice in making an offer of shares, most particularly during a
takeover, for the offeror to wish to communicate directly with shareholders, often
by means of an organised telephone campaign. A well-organised telephone
campaign at the right time can sway undecided shareholders to accept an offer.
The same principles as to financial promotion apply equally to the regime
governing investment advertisements which was previously provided for in 5.57
of the Financial Services Act 1986. It is an offence to communicate an invitation
or inducement to engage in investment activity by means of an advertisement in

! Financial Services Act 1986 s.56.
* Financial Services and Markets Act 2000 s.21(1).
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the course of business® and any agreement made as a resul't of such an
advertisement will be unenforceable, except where that is done in compliance
with the financial promotion code.*

The FSMA 2000 financial promotion code displaces the prelvious_ code re‘latmi to
unsolicited calls and investment advertisemer.lts.m the Financial Serv1c‘(zs ﬂ-ft
1986, acting principally through its central. prl_nmple that no person shall “in 1e
course of business, communicate an invitation or 1ndqc§1}16ntl to engage 1;11
investment activity”. The ambit of this general prohllbltl:{)n is reduced by
reference to a number of exceptions whjcre the communication 1 made b}{ ag
quthorised person or is itself an author%sed communication. If an eullthorlsi:1

person makes an authorised communication then th_e financial promotion ((:iobe
will not apply and instead the activities of that authonged person are regulfite 0y
the FCA Conduct of Business regulatiqns governing suitable behgvmur 111
marketing securities.” For an unauthorised person, breacgh of this centra
prohibition on financial promotion constitutes an offence;® although it is ﬁ
defence to the offence for the accused to shc.n.v that the de_fendant t.oc.)k :;.1

reasonable nrecautions and exercised all due dllll.genc§ to avoid corprmt@ng the
offence” *That the contravention of such provisions 1s an offence is in itself a
departiire from the code under the old Financial Services Act 1986.

Az unenforceable agreement resulting from an unlawful communication under
§.2¢ of the FSMA 2000 may, however, be enforced by a court or a court ma%
order that money or property transferred under '.[he agreement b&i 1‘e’salned11
provided that the court is satisfied that it would be “just and equitable to do so.

The court is obliged to consider'? whether or not the offeror realised the
communication was unlawful'® and whether or not the offeror knevy th-at tllle
agreement was being entered into as a result of that unlawful communication.

3 Financial Services and Markets Act 2000 s.21(1).
4 Financial Services and Markets Act 2000 s.26(1) or s.27(1).
5 Financial Services Act 1986 5.56 (now repealed).
6 Financial Services and Markets Act 2000 s.21(1).
7 See para.3-60.

8 Financial Services and Markets Act 2000 5.23(:13}

9 Financial Services and Markets Act 2000 5.23(3).

‘“FCf. Westdeutsche Landesbank Girozentrale v Islington LBC [1996] A.C. 669, below, w!'lerefa
transfer of property under a contract void ab initio was nevgrltheless hel d to have been_ a goo.d tr ar.ksher
of title in spite of the void nature of that contract, thus requiring the claimant to seek 1est1tutloln i:;tg;r
at common law or in equity: A.S. Hudson, Swaps, Resfitution and Trusts (Sweet & Maxwell, )
generally.

11 Financial Services and Markets Act 2000 s.30(4).

2 Financial Services and Markets Act 2000 s.30(5).

13 Financial Services and Markets Act 2000 s.30(6).

14 Pinancial Services and Markets Act 2000 5.30(7).
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communications, an investment firm is required to act “honestly, fairly and
professionally in accordance with the best interests of its clients”.3S The first
obligation relates to the provision of information and requires that:

“All information, including marketing communications, addressed by the investment firm to
clients or potential clients shall be fair, clear and not misleading.”36

Therefore, the key requirement is that any communication be “fair, clear and
not misleading”. This principle, in itself, does not require that clients are wrapped
in cotton wool in relation to securities transactions—rather, it seems to operate in
parallel with the notion elsewhere in securities law that the client must be given
all the necessary information in a manner which enables them to form an
informed judgment as to the desirability of any given investment opportunity.
This chimes in with the second obligation which requires, inter alia, that an

investment firm must provide appropriate information in a comprehensible form
about its services.?’

The principle which deals with the need to acquaint clients with the risks
associated with their activities comes later in this second principle which requires
that an investment firm must provide a client information giving “appropriate
guidance on and warnings of the risks associated with investments in” the
proposed “instruments or in respect of particular investment strategies”.*® The
means by which one acquaints clients with the risks associated with their
proposed investments is, first, by deciding what level of expertise that client has.
Thus, the third principle requires that:

“[w]hen providing investment advice or portfolio management the investment firm shall obtain
the necessary information regarding the client’s or potential client’s knowledge and experience

in the investment field relevant to the specific type of product or service, his financial situation
and his investment objectives”

so that that investment firm is able to provide suitable advice about siitable
products.’®* Consequently, MiFID requires that national regulations ' require
investment firms to identify this sort of information “so as to=rable the
investment firm to assess whether the investment service or procrict envisaged is
appropriate for the client” 40

35 Markets in Financial Instruments Directive (“MiFID”) art.19(1).

3 MIFID art.19(2).

37 MIFID art.19(3).

38 Also of great significance is the provision of information as to all costs and charges which may
arise in relation to the parties’ business.

3 MIFID art.19(4).

40 MIFID art.19(5).
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FCA Financial Promotion Rules

The FCA financial promotion rules are a subset of thet andugt of Busmess
gourcebook. Therefore, a discussion of financial p.romot.lon in thlS context is a
discussion of conduct of business. The preceding dlsgussmn of MiFID forms the
basis for the FCA rules which implement that Directive.

The FCA rules divide between real-time cormnupications on the one hanfl—
which include telephone calls, face-to-face meetings and any other real—jumc?
interaction (perhaps such as communication in a chat.-roqm environment on-line);
and on the other hand non-real-time communications Wll}ch take place
otherwise—this would include correspondence by letter and possibly correspond-
ence by e-mail if it did not include such a rapid F:xchange of correspondence so as
to become in fact a real-time conversation online.*' The hean‘of the FCA rules
can be summarised in the following key principles. A.n au'thon‘sed firm must be
able to demonstrate that any real-time communica_tlon is fair, cllear an'd not
misleading. By contrast a non-real-time clonununicatm_n must contain a fair g.nd
adequate excription of the proposed investment, 1nclu'd1ug an appropriate
explangtion of the risks involved. Where an authorised firm makes a
non-rsal-iime communication then it must certlfy that that communication
cemplies with the financial promotion rules within the conduct of business
somzebook.

FCA conduct of business principles

Conduct of business regulation by the FCA is discussed in detail in Ch.3.** Those
principles are set out in the Conduct of Business Sourcebook (“COBS”).

Communications with clients generally under COBS

Communications with clients must be conducted in accordance with the ﬁnanc'ial
promotions rules in Ch.4 of COBS. These communications must comply with
art.19(2) of MIiFID in that those communications must be “f"alr, clea'r and 1-10t
misleading”.** In so doing the firm must take into account the 1nf01'mﬂ1op Whlf:h
is to be conveyed and the purposes for which it is be1.ng conve_yed. Fmapcml
promotions in this regard must explain any risk to a client’s capltal,_must give ’a
balanced impression of the short- and long-term prospects for an investment’s
yield, must give sufficient information in relation to f:omplax charging structures
for a product from which the firm earns some commission or .beneﬁt, must name
the FCA as regulator, and must give an appropriate impression of packaged or
stakeholder products.*

41 Conduct of Business Sourcebook (“COBS™) art.7.
4 See para.3-62.
* COBS 4.2.1R.
4“4 COBS 4.2.2G.
4 COBS 4.2.4G.

s
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Statements as to past, simulated past, and future performance are dealt with in
section 4.6 of COBS. Information as to past performance of relevant investments
must: include information from the previous five years, it must give the source
and reference period of the information, it must state clearly that past
performance is no promise of future performance, it must state clearly the
currency involved, and if gross figures are used then the effect of any fees,
commissions or other charges must be disclosed.*s The communication must be
made in a proportionate and appropriate manner given the purpose of the
communication.*’ Information about simulated past performance must: relate to
an investment or financial index, it must be based on the actual past performance
of one or more investment or financial indices which are the same as the
investment concerned in the communication, and it must contain a prominent
warning that figures based on simulated past performance are no reliable
indication of future performance.*®

A firm must not make cold calls.** The exceptions to this restriction are
threefold.> First, where the recipient of the cold call and the firm have an
established existing client relationship which envisages the receipt of cold calls.
Secondly, where the cold call relates to a generally marketable package product
which is not a higher volatility product nor a life policy. Thirdly, the cold call
relates to a controlled activity to be carried on by an authorised person. Cold calls
and any non-written communication must make clear the purpose of the
communication, the firm making the communication, and the call must be made
at an appropriate time of day.>!

Communications specifically with retail customers

When communicating with retail clients, information must: include the firm’s
name, must not emphasise the benefits of relevant investments without alse
giving a “fair and prominent indication of any relevant risks”, must be sufficicni
to be understood by a member of the group at whom it was directed, and miisé be
presented in a way so as to be similarly understood. Any comparisans\ made
with other products or other firms must be meaningful and presented in a fair and
balanced way.>

46 COBS 4.6.2R.
47 COBS 4.6.3G.
48 COBS 4.6.6R.
49 COBS 4.8.2R.
50 COBS 4.8.2R.
51 COBS 4.8.3R.
52 COBS 4.5.2R.
3 COBS 4.5.6(1)R.

w
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EXEMPTIONS FROM THE FINANCIAL PROMOTION CODE
Introduction

The scope of the financial promotion code is d_eﬁned in lar_ge part by means of the
exemptions from the otherwise broad restriction contained in 8.21(1) of 11:he
FSMA 2000. Those exemptions are to be found_m powers exerC}sed under 5.2 (2
and (6) of the FSMA 2000, and thus in the Flr‘lanmal Promotion Order 2005.
The relevant provisions of each are considered in turn.

The power to create exemptions contained in section 21 of the
FSMA 2000

The power to create exemptions is contained in 8.21(5) of the FSMA 2000 in the
following terms:

“(5) _The Treasury may by order specify circumstances (which may inclufj,e compliance
wvith financial promotion rules) in which subsection (1) does not apply.

i i i icti lation. The
Tiwe the financial promotion restriction can be abrogated by regulatior
farm-of such regulation is described by s.21(6) of the FSMA 2000 in the

foilowing terms:

“(6)  An order under subsection (5) may, in particular, provide that subsection (1) does not
apply in relation to communications—
specified description; )
E%)} gfizglin[;ting ina specli)ﬁed country or te_m'tory out_sidle the Un.ited ng@(m.]; i
(@] originating in a country or territory wh1ch falls within a specified description o
country or territory outside the United Kingdom,; or
(d)  originating outside the United Kingdom.”

The terms of those Treasury regulations are considered in the next section.

The Financial Promotion Order 2005
The scope of the Financial Promotion Order 2005

The Financial Services and Markets Act 2000 (Financial .Promoti.on) Order
200555 (“the Financial Promotion Order”) contains the r_egulatmns setting out the
exempt communications, beyond the key exemption in s.21(2) of the 1_~“SMA
2000. The Financial Promotion Order sets out the exempt categories of

54 Financial Services and Markets Act 2000 (Financial Promotion) Order.2005 (SI 2005/1529), as
amended by Financial Services and Markets Act 2000 (Finaucia} Prm.notlon)Y(Amendment) Order
2005 (SI 2005/3392), which in turn had repealed and amended Financial Services and Markets Act
2000 (Financial Promotion) Order 2001 (SI 2001/1335). _ ) ‘ ;
R (200511 529, replacing the Financial Services and Markets Act 2000 (Financial P1-o1n0tlog) O]’d'El
2001 (SI 2001/1335); and as amended by Financial Services and Markets Act 2000 (Financial
Promotion) (Amendment) Order 2005 (SI 2005/3392).
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THE EXTENT OF THE REQUIREMENT FOR A PROSPECTUS

comply with either of these requirements is “actionable” on behalf of any person
who suffers loss as a result that contravention either under 5.90 of the FSMA
2000 (as discussed in Ch.23) or under the general law (in the manner discussed in

Ch.24).3° Each of these provisions within .85 is considered in turn in the
paragraphs to follow,

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

The first head of liability under section 85 of the FSMA 2000

There are two criminal offences and one head of private law liability for breach
of statutory duty created in the context of offers of transferable securities to the
public by 5.85 of the FSMA 2000. The first offence deals with the making of

offers to the public without a prospectus relating to that offer having been
approved first. Further to 5.85(1) of the FSMA 2000:

“It is unlawful for transferable securities to which this subsection applies to be offered to the

public in the United Kingdom unless an approved prospectus has been made available to the
public before the offer is made,”

Thus, a prospectus must be approved and “made available” to the public
before transferable securities are offered to that public.* Making a prospectus
available involves publishing that prospectus, suggested by the common
etymological root of the words “public” and “publish”. Consequently this
discussion will refer to an obligation to “publish” a prospectus.

The meaning of “transferable securities” in section 85 (1) of the FSM#
2000

Section 85(1) of the FSMA 2000 applies to all “transferable securities” 4! The
term “transferable securities” in this context*> “means anything ‘which is a
transferable security for the purposes of the investment services dircetive,® other
than money-market instruments for the purposes of that direciive which have a
maturity of less than 12 months”** However, Sch.11A to the FSMA 2000
provides for a variety of categories of excluded instruments which would

* Financial Services and Markets Act 2000 5.85(4).

40" A prospectus is published by its insertion into a newspaper circulated in the state in the EEA in
which the offer is to be made, by making it available free of charge at the offices at which the
securities are admitted to trading, by making it available on the company’s website, or by making it
available on the website of the regulated market on which the securities are to be traded: Prospectus

Rules 3.2. Publication must take place within six working days before the end of the offer: Prospectus
Rules 3.2 3R.

' Financial Services and Markets Act 2000 5.85(5).
2 Financial Services and Markets Act 2000 s. 102A(1), referring to all provisions in Pt VI of that Act.

43 This Directive is due to be replaced by the Markets in Financial Instruments Directive (“MiFID™)
in the UK with effect from November 1, 2007.

44 Financial Services and Markets Act 2000 s.1 02A(3).
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i iti i luded from the ambit of

ise be transferable securities which are exc u
S?;nr:;erable securities” for the purposes of s.85(1) of the FSMA 2000,% as
considered in the next section.

The sense in which maiters are “unlawful” under section 85(1) of the
FSMA 2000

The term “unlawful” in 5.85(1) of the FSMA ZOQO can be undirsstood as m;amlng
that a criminal offence is committed, as cons1d§:red above.*® Further, it also

aans that a private law liability is created in relation to anyone wh:)7 suffers loss
= result of a breach of that provision, as considered further below.*” An offer of
E:agsferable securities can only be made laltwfullyaand S0 c-f*nforceablylr—'tt? ttl?et
public if a prospectus has been made available to the public, and only if tha

prospectus has been approved by the competent authority of the home State of its

issue.*®

Exclusions from the ambit of “transferable securities” in the
Prospectus Rules

gcheaule 11A to the FSMA 2000 provides for three categorile.s of securities which
:g'"c; excluded from the ambit of the term “transferable securltles:l i for the purpoiss
of the offence committed under s.85(1) qf the FSMA 2000. _ Tl;e Prospecthz
Rules may also exclude categories of security, buF thls. dlscqssxon ocuses otnand
statutory exclusions. The first category deals pnma‘rl'ly”v\flth governmntan Lo
similar securities. Thus, the term “transfera}ale securltie's in the contex E .
prospectus rules does not refer to: units in a collective mvest:lnen‘irl scft_ersnieIjl
non-equity, transferable securities issued by the government or loca nla(u’t fDI‘l 1; i
an EEA state, or by the European Central Bank, or the central bank o an. ;
state; shares in the share capital of the central bank of an EEA state,daitl)

transferable securities which are 1'1'revocabl3{ and un.condltlonailsyl guaranteflr ; Z
the government or a local or regional autho.n‘ty oflan EEA State.?! Also exclu e

from the definition of “transferable securities” in this context are non—eql;nty
transferable securities which are “issued in a continuous or repeated manner by a

45 There was previously a set of exempt securities contained in Sch.11 to the Financia]. S”ervicf:s 31}?
Markets Act 2000, which also contained a gloss on the definition of an “offer to the pub?xc asa 1*;311.11 l.
However, Sch.11 ’was repealed by the Prospectus Regulations 2005 (SI 2005_/1433) 1eg.2(l),. ch.
para.l6 e;s from July 1, 2005. It is now Sch.11A which contains the set of exempt SBC%T;YIES, as
intr(;duced by the Prospectus Regulations (SI 2005/1433) reg.2(2) Sch.2 as from July 1, 2005.

4 See para.12-21.

47 See para,.23-01. ——

§ Financial Services and Markets Act s, S . ' y

49 There was previously a set of exempt securities contained in Sch.11 to the Fmancnal. %emces m}?
Markets Act 2000, which also contained a gloss on the definition of an “offer to the public” as a r;sE 1
However, Sch.11 !was repealed by the Prospectus Regulations 2005 (SI 2005/1433) reg.2( 1.)- ch.
para.16 e;s from July 1, 2005, It is now Sch.11A which contains the set of exempt securities, as
intl‘c;duced by the Prospectus Regulations (SI 2005/1433) reg.2(2) Sch.2 as from July 1, 2005.

50 Financial Services and Markets Act 2000 s.85(5)(b). . _ _ ) .

S Financial Services and Markets Act 2000 s.85(5)(a), as supplied by Financial Services and Markets
Act 2000 Sch.11A.

s
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EXEMPTIONS

required by the legislation, although in practice that is likely to be the case in
relation to such a small issue. It would ordinarily be the case that such an issue
would be one targeted at a group of expert investors identified by the issuer’s
professional advisors. This is true not least because such a small pool of targeted
investors would need to buy a large number of securities to make such a
small-scale marketing drive worthwhile. Therefore, the targeted investors would
need to be expert in ordinary circumstances. Self-evidently, while an offer to 99
ordinary members of the public would be within the literal terms of the
exemption, it would not be the sort of activity anticipated by the legislation.
Moreover, if a marketing campaign were arranged such that ordinary members of
the people were approached in groups of 99 people at a time in an effort to avoid
the prospectus rules, then that would not appear to be within the spirit of the

regulations and might be held to contravene the core principle that a regulated
person must act with integrity.

Large issues

Thirdly, there is no contravention of s.85 of the F SMA 2000 in relation to offers

of a sufficient size that they are beyond the reach of small investors, specifically
if, as provided in s.86(1):

“(c) the minimum consideration which may be paid by any person for transferable

securities acquired by him pursuant to the offer is at least 100,000 euros (or an
equivalent amount),”81

Again the underlying purpose of the legislation is not contravened if the issue
is of a size which will ordinarily put it beyond the reach of Inexpert investors and
the general investment public whom the regulations are intended to protect. The
effect of issuing securities for a large value in this manner would mean that =
offer would not be one which would be made to the public but rather only in
effect to a limited range of investors. As such it is not the sort of issue which is
the principal focus of the prospectus rules, all other things being equal.

Large denomination issues

Fourthly, there is no contravention of 5.85 in relation to large denominations of

securities which it would be expected are also beyond the reach of small
investors, specifically if:

“(d) the transferable securities being offered are denominated in amounts of at least 50,000
euros (or equivalent amounts).”

As before, if the securities are denominated in such a large amount, then it
would not be expected that they would be acquired by the sort of inexpert
investor whom the regulations are intended to protect. There would, in effect, be
no real public offer made if large denomination securities would ultimately be
distributed among a comparatively narrow range of investors.

8! Inserted by the Prospectus Regulations 2012 (SI 2012/1538).
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Issues of small amounts

Fifthly, there is no contravention of 5.85 if:

iti i ceed
“(e)  the total consideration for the transferable securities being offered cannot ex
100,000 euros (or an equivalent amount).”

For the purposes of this exemption, a series of offers m?tdel Wl?t}:;fg ﬁ;gﬁgﬁ;
i ities 1 ted as being a single oifer.
i lating to the same securities is trea a - :
t}f‘noi(i rflot tl;ge sort of public offer of securities at which the regulations are
is

directed.

Qualified investor acting as agent

i i i i lsewhere in s.86 of the FSMA
is a sixth potential exemption provided e : :

'?1:3856 lrilztmg top the situation in which a non—quahﬁeicll n:lxlfesto; enga%:shi:

’ i i t agent has discretion as

i vestor to act as his agent and where tha ' :
guaht;leli;? decisions.® In this circumstance, the expertise of the quallﬁtid
¥nVest(w will shield the issuer from liability to col.npl-y Wlth the prospect:' s
mvi?re‘*' ent in 5.85 of the FSMA 2000. In effect this is similar to the exemption
i"q' Pfe; to qualified investors from the scope of the prospectus rules.

jon 86(14) of the FSMA
Exemptions of repeat and other aﬁ;eggounder section 86(14) of

The term “offer” in the context of s.86 is qualified in the following :Jvay b)i
SZ(IA) of the FSMA 200084 to the effect that the regglrement of a cvirrend
f).ffer” will fall within s.86(1A) “where transferable secuntleli‘a;‘le :ESOICL 03 pe;c}:; !
ial i iary” in ci tances in which they ha

h a financial intermediary” in circums '
g::i(zflilgusly been the subject of an offer to the public,* or Wille];f a;}y ?}f ethsf; sufi?tgig

i i % tus is available for

tions applied to that offer,? or “a prospec : ‘
\e:}i:ircnlllj has be%lzl approved by a competent authority no flarl'ier than ﬁerg(e)gt(l;lrsl

i » 87 or where “the issuer or
fore the date the current offer is made”,*’ o ‘ .
1\?fhc(:rwas responsible for drawing up the pmspe(%tuf1 has glvei'l ‘\)Nfr;et;?;scoTnssgt Eg
of the curren : 5
the use of the prospectus for the purposes ey T
i i further offers of securities already
essence, offers will be exempt if they are e
i , itable form of prospectus, or whic
issue and already covered by a suitab ] o1 W {hin
ies i f this provision is to preven

empt categories in any event. The purpose of th .
Lt::zgxforpreplicagting prospectuses where the mischief of the requirement for a
prospectus is already satisfied in these limited contexts.

oo

2 Financial Services and Markets Act 2000 5.86(4).
3 Financial Services and Markets Act 2000 s.86(2). .
8 Inserted by the Prospectus Regulations 2012 (SI 2012/1538).
85 Pinancial Services and Markets Act 2000 s.86(1A)(a).
86 Financial Services and Markets Act 2883 sgggggg
i i i rkets Act 2 S. s
: ?l?izn;i::viss:::c:fsa:nailgiz to the Financial Services and Markets Act 2000 by the Prospectus

Regulations 2013 (SI 2013/1125).

E
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THE INTERPRETATION OF SECTION 90 IN THE LIGHT OF THE GENERAL CASE LAw

regulations should stand as an objective statement of the level of compliance of
regulated persons in regulated circumstances for the purposes of deciding
whether or not a duty of care exists.

The key focus of securities regulation at the time of writing is in the public
availability of information. As a result, where securities regulations—principally
the prospectus rules—apply, then the issuers and people responsible for that
prospectus know that that prospectus will be published. Indeed, its publication is
a requirement of .85 of the FSMA 2000 whether securities are to be offered to
the public or admitted to trading on a regulated market. Therefore, those “people
responsible” for the prospectus know that any potential investor—whether a
subscriber, or a placee, or a purchaser in the after-market—uwill consult and rely
on the statements made in that prospectus. Consequently, all potential investors
must be within the issuer’s contemplation when the prospectus is prepared.®?

That duties should be owed to investors in the after-market under
section 90

Let us take a moment to consider the detail of the various statutory provisions in
effect in 1986 and now at the time of writing. There is only one difference of any
note between the wording of 5.90 of the FSMA 2000 and the wording of 5.166 of
the Financial Services Act 1986. The significant difference between 5.90(1) of the
FSMA 2000 and s.166 of the Financial Services Act 1986 is that 8.90(1)(b)(ii) of
the FSMA 2000 provides a right to compensation if loss has been suffered either
because of an untrue or misleading statement (as in 5.166) or alternatively by
means of the omission of something required to be included further to the general
duty of disclosure in 5.87A of the FSMA 2000. This is significant because s.87A
of the FSMA 2000 requires the prospectus to include any information which a
reasonable investor or his professional advisors would reasonably expect to find
there. Therefore, the prospectus must cater for the reasonable investor. T he
question then is whether this notion of the “reasonable investor” is to be limited
to, for example, a group of intended placees, or alternatively is to apply generally
to all potential investors in the after-market. If it can be limited by toe ontext of
the issue, then Lightman J.’s analysis could hold good; whereas if th=effect of the
prospectus rules (including the Listing Principles and the Prospectus Rules) is to
require a prospectus suitable for all possible investors, then it is suggested that the
general investing public must be considered to be within the contemplation of the
people responsible for that prospectus. If the latter analysis applies then the
people responsible for the prospectus must owe a duty of care to that general
investing public and not simply to any limited category of investors. In relation to

8 Another argument could proceed as follows. Investors will expect that there has been compliance
with the appropriate regulations. Thus, if there had been a failure to comply with the regulations, to
deny liability to any investor would essentially be to seek to excuse liability resulting from a failure to
discharge one’s obligations under securities regulations, However, this argument still does not answer
the question why a person outwith the contemplation of the person responsible should acquire a right
of action against that person responsible under 5.90 or under tort law: just because I commit a wrong
in relation to my dealings with X, that does not mean that Y necessarily has a right to sue me for my
breach.
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limited issues, the prospectus or listing particulars would need to make it clear
that no person beyond the class of intended investors should rely on it. If
transferable securities are being offered to the public or are to be traded on a
regulated market then they are subject to exemptions from the need to pubhsh‘a
prospectus under the Prospectus Rules® and 5.85(5)(b) of the FSMA. 2000, in
which case it is reasonable to assume that such a exempt offer of securities can t{e
screened off from owing duties to investors in the after-market. This case is
considered in greater detail in the next chapter.®®

THE TYPES OF MISSTATEMENTS WHICH MAY GIVE RISE TO LIABILITY
UNDER SECTION 90 BY REFERENCE TO DECIDED CASES IN THE GENERAL
Law

The scope of this discussion

The effect of these cases on the case law is consideret_:l in greater detail in the
following chapter. This section is intended only to con§1d§r_the various forms of
statemet:ts made in prospectuses which would found liability upder the general
law, and how those case law principles might inform an analysis of 5.90 of the
FSutA 2000.

Misleading statements: Formally correct statements giving a
misleading impression

Section 90 provides a right to compensation in relation to.misleading statements
in a prospectus. The question then arises as to what is meant by the term
“misleading” in this context. An intentionally incorrect statement would be
fraudulent, as would a statement where its maker was reckless as to _the truth of
its contents.%® That much is straightforward if the prf)spectus effectively states
that night is day or that day is night. It may be more dllfﬁcult to demonstrate that
representations of nuance or opinion as to the existence of fact_sﬁsuch as
statements as to expected market conditions or customer perceptions of the
issuer’s manufactured goods—were false, as opposed to being unproven by
subsequent events. Nevertheless, it is possible that such ;tatements may be
misleading. Thus, on the cases, a statement in a prospectus will be Fieemgd tq be
untrue if it is misleading in the form it is made and in the context in .whlch it is
included. So, if representations as to anticipfited markgt condltlong plake
inappropriate comparisons with other companies or which use statlstlcaglytr
inappropriate historical data, then they may ot 1?6: proven to be fqlse u
nevertheless they may have the effect of mlsleaqlng investors. So, in R v
Kyslant® all of the statements which had been qlade in a prospectus were 11tera1!y
true but the prospectus nevertheless failed to disclose that the dividend stated in

4 Prospectus Rules 1.2.2R.

65 See para.24-48.

5 Derry v Peek (1889) 14 App. Cas. 337.

87 R. v Kyslant [1932] 1 K.B. 442; see para.27-14.
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(A) FOUNDATIONS OF THE CIVIL LAW OF SECURITIES

the registration of prospectuses was to ensure that there was some written record
of the terms of the investment contract entered into between the investor and the
company. This history was considered in detail in Ch.4.

This section, however, considers the legacy created by the common law
principles which were developed by the nineteenth century courts to deal with
investments in securities. What is evident about these principles is that they
require scrupulous accuracy in the preparation of prospectuses because the
prospectus was the only document on which the investor could rely when
deciding whether or not to invest in an undertaking. When giving judgment in
Henderson v Lacon'® it was Page-Wood V.C. who described these principles as
being a “golden legacy”. Opinion has varied as to whether or not these principles
seemed to constitute a “counsel of perfection” which sits uncomfortably with
modern market practice or whether they rise in tandem with a need to protect the

vital British investor basis from fraud or from being more innocently misled or
ill-advised.!®

The broadened scope of liability in the twenty-first century

These “golden legacy” cases must now be approached with due regard to the state
of the law and to methods and practices for the issue of securities current at the
time. The common law in this area has undergone great change with the
enactment of the Misrepresentation Act 1967 and also the development of the
common law by the decision in Hedley Byrne & Co Lid v Heller & Partners Ltd2°
and the cases following it. In consequence, the range of causes of action available
to a person who has acted in reliance upon misstatements in a prospectus is much
wider now than then it was. Furthermore, of course, the growth of formal
securities regulation across the European Union—as considered in detail here in
Ch.2—has both imposed a detailed code of obligations on the issuers of securities
and developed in the context of a cross-border market in those securities.!
Interestingly, while it might be thought that the golden legacy presented an overly
stringent code for preparing prospectuses, it is nothing compared ‘to the
formalism of modern securities regulation.??

Furthermore, the range of possible defendants is much wider than in the
nineteenth century, since a prospectus today is usually the product of the work not
only of the promoters and the prospective directors of the issuing company but
also of the issuing house, stockbrokers, solicitors, accountants, and auditors, and
perhaps other professional persons such as engineers and valuers giving expert

'8 Henderson v Lacon (1867) L.R. 5 Eq. 249 at 262.

19 See, for example, the various editions of Palmer Company Law. Alfred Topham K.C., writing the
15th edn of Palmer s Company Lawin 1933, did not suggest that he saw anything extraordinary in the
consolidating Companies Act of 1929 which was enacted in the context of the (by then)
well-established case law predicated on the development of the golden legacy. Some editors in the late
twentieth century were more sceptical. Perhaps the clearest doubts cast on the golden legacy emerge
from the discussion of the dissenting case law in the text below.

* Hedley Byrne & Co Lid v Heller & Partners Ltd [1964] A.C. 465.

*' Although, interestingly of course investment in the entrepreneurial activities of British Empire
were cross-border too, although not quite in the same formalised way as the EU.

2 See para.12-01 ef seq.
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opinions on aspects of the company’s undertakings, engaged by the Comparﬁh
The “credit list” to a modern prospectus bears witness to this. Moreover, the
requirements of the EC Securities Directives and- of the F_SMA 2000‘(.spa§1vmn(gi
the FCA Handbook)?* are now of particular significance if the securities 1ssue
are to be admitted to the Official List** or to dealings on the Altemaﬁ.‘iﬂ
Investment Market.?> Accordingly, in considering a _plresent da‘y prospectus, while
due regard must be given to the older authorities specifically relatlnt{g1 ;0
misstatements in a prospectus, regard also must bg given to present day me 10ds
and practices for the issue of securities and especially to more recent author}:?es
relating to misstatements in other contexts,* and not least to t.h‘? web of securi ulats
regulation which imposes positive obligations on mlarket participants. As a result,
much of the case law considered in this chapter jwnll relate to modern securities
market practices?” and perhaps signals a break with the golden legacy.

PERSONS RESPONSIBLE FOR THE PREPARATION OF THE PROSPECTUS

incig ili i i for the prospectus were
The principles detailing who will be responsible
consigerf:d til:l detail in Ch.21, and reference should be made to that chapter for
those Leads of liability created in the FSMA 2000.

LIABILITY FOR A FALSE PROSPECTUS AT COMMON LAW

Liability for a false prospectus at common law will aris§ in a number of dlfferellllt
contexts, as considered in this chapter. The first question is whether or not the
persons responsible for the contents of the prospectus acted fraudulently. I_f sgé
liability for damages for fraudulent misrepre§entat10n in c01.1tr22‘1;ct la\-rv may arise.

Alternatively, liability may lie for damages in tort for deceit.” If dishonesty wae:,
involved, then criminal liability may lie for theft or for fraud in the ways

considered in Ch.27.3°

If there was no fraud, then liability may lie for damages ir} confract fgr neghgen;
misrepresentation: primarily under the doci-:r%ne set o1_1t in the leading case o
Caparo v Dickman®" and the head of liability fastab11§hed in H_ediey Bymedv
Heller?* A range of other remedies may also lie in equity: primarily the remedy
of rescission to unpick the sale of securities.*?

<]

3 Asg considered in detail in para.2-83 ef seq.
See para.11-01 et seq.

See para.19-01 et seq.

6 See para.24-31 below.

See Ch.5 Securities markets in the UK.
28 See para.24-105.

9 See para.24-19.

0 See paras 2714 and 27-19.

3 See para.24-32.

32 Gee para.24-34.

33 See para24-139.
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Depepding upon the context, the seller of the securities may have been acting in a
}‘idumlary capacity in providing investments or investment advice to the buyer,?
in \?Vthh case liability will lie in constructive trust for any secret profit or conﬂi’ct
9f Interest;*> or liability may lie for breach of trust 36 Any individual who gave
Investment advice, even if working for a financial institution, may be personall
liable in such circumstances for dishonest assistance?” or the financial institutioﬁ
for unconscionable receipt of any money passed in breach of such a duty.3®

LIABILITY TO EFFECT COMPENSATION UNDER THE FSMA 2000

The potential heads of civil liability under the FSMA 2000 were considered in
detail in Cl_1.23_primarily in relation to liability under s.90 of the FSMA 2000
Tl_le potential heads of criminal liability under the FSMA 2000 and under othell
criminal law statutes are considered in detail in Chs 26 and 27.

(B) TorT
Introduction

This segtion considers the liabilities in tort which arise in relation to securities
trallnsactpns. The principal focus of this section is on liability in tort connected
w1th. misstatements made in prospectuses and listing particulars: principall

deceit and negligence in the preparation of those documents and liability tg
compensate the losses suffered by those who invest in those securities as a result.

The order of the discw'ussion is, to begin with, the most serious default in the form
of deceit before moving on to negligence.

DECEIT*FRAUDULENT MISREPRESENTATION
The elements of the tort of deceit

Under thfa tort of deceit® a defendant will be liable to compensate losses suffered
by a claimant in reliance on a false representation made by the defendant in
circumstances in which the defendant knew that representation to be untrue, or
was reckless as to its truth or falsity, and intended that the claimant would rely: on
that statement. If the representation was not deceitful in this fashion then liability
may arise under the tort of negligence, as considered in the next s,ection of this

chapter. The elements of the tort of deceit are consi : ; s ¢
sidered in tu !
to follow. m in the discussion

34 See para.25-06.
35 See para.25-15.
36 See para.25-34.
37 See para.25-35.
38 See para.25-40,

3 This tort is s i ; " i
i 15 sometimes referred to simply as “fraud”. See generally Clerk and Lindsell on Torts,
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The need for a false misrepresentation
The nature of a false representation

The defendant must have made a false representation to attract liability for fraud
under the tort of deceit. The misrepresentation may be explicit or it may be
inferred from the circumstances as considered next. An inferred misrepresenta-
tion would arise where the defendant intended to create a false impression in the
mind of the claimant. Thus in relation to prospectuses it is sufficient to constitute
a representation as a false representation if the defendant intends that the claimant
investor will form an impression from that representation which is untrue then
that will constitute a false representation.*°

Whether the false representation must be made explicitly

There are authorities under the general law of tort to the effect that a false
representaiion. must be made actively and consequently that “mere silence,
however morally wrong, will not support an action of deceit”.*! That is, one may
not b= liable for deceit for failing to mention a fact because that does not
cimstitute a representation of that fact. In the securities law context, however, as
i« considered below, the old cases on the preparation of prospectuses have created
a golden rule which imposes an obligation of scrupulous honesty on those
preparing prospectuses, together with liability where half-truths are used to
conceal the true position. Therefore, as we shall consider, securities law will not
permit silence about certain matters in a prospectus to exclude liability. More
specifically, under securities regulation the persons responsible for a prospectus
will be required to provide all of the information which would ordinarily be
required by a reasonable investor and their professional advisors when making a
decision whether or not to invest in the securities in question. Consequently, this
is a further reason why omission of important material will not be sufficient. The
question of omissions in cases on securities law is considered in greater detail

below.*?

Omissions of material and half-truths will constitute false
representations

There are contexts under the general law of tort in which omissions of material
have been taken to constitute false representations. So in Peek v Gurney* it was
held by Lord Cairns that “a partial and fragmentary statement of fact” can have
the effect that “the withholding of that which is not stated makes that which is
stated absolutely false”.** So, withholding a part of the truth with a view to

40 See Moens v Heyworth (1842) 10 M. & W. 147, quoted in Clerk and Lindsell on Torts, para.18-04.

41 Bradford Third Equitable Benefit Building Society v Borders [1941] 2 All E.R. 205 at 211, per

Lord Maugham.

42 See para.24-79.

43 Peelr v Gurney (1873) L.R. 6 H.L. 377.

44 Peel v Gurney (1873) L.R. 6 H.L. 377 at 403.
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DECEIT—FRAUDULENT MISREPRESENTATION

any reasonable person as to make it impossible to hold that the defendant honestly understood

the representation to bear the meaning claimed by him and honestly believed it in that sense to
be true.”

The defendant in an action for deceit will escape liability if they can prove that
they did believe the fact stated, even though their belief was not based on
reasonable grounds, for, if they believed the statement, fraud is negatived.5?
Again they will escape liability if they can prove that the claimant was not, in
fact, misled. An example of this would be where the claimant knew the statement
to be false when they applied for the shares 53 However, it has been held that the
defendant cannot avail themselves of the “audacious plea”® that the claimant

might easily, by inquiry or otherwise, have ascertained that the statement was
untrue, %

The defendant must have intended that the claimant would act on
the representation

The defendant must have intended that the claimant would act on the
representation for an action to lie in deceit.5! Jt is sufficient that the defendant
realises that the claimant will rely on the false representation.5? Thus in preparing
a prospectus, it will be sufficient to found liability on this part of the tort of deceit
if the maker of the statement realised that the claimant would rely on that
statement. This raises an issue, considered in greater detail below, as to when it
is reasonable to assume that a person will rely on a statement. In Possfund
Custodian Trustee Lid v Diamonds* Lightman J. considered that the issue of
shares ought not to be treated as though it was limited to any particular group of
investors such that a prospectus could be relied upon by other investors acquiring
their shares at a later date; whereas in AI-Nakib Investments (Jersey) Lid-
Longcrofi®® it was held that, because a share issue was intended to be a richis
issue to a limited class of potential subscribers, therefore the issuer’s dutv ot care
was owed only to that limited class of subscribers and not to purchaters in the
after-market. Thus at common law the context in which the prospecius is being
put into circulation will be important.

The claimant must have been influenced by the representation

The claimant must have relied upon the representation when acquiring the

securities in question. As Lightman J. put this matter in relation to offers of
securities:

57 Derry v Peel (1889) 14 App. Cas. 337; Alierhelm v De Mare [1959] A.C. 789.

*% As in JEB Fasteners Lid v Marks Bloom and Co [1981] 3 All E.R. 289; [1983] 1 Al E.R. 583 CA.
*® Aaron’s Reefs v Twiss (1896) A.C. 273, per Lord Watson.

See para.24-07 ef seq.

Peek v Gurney (1 873) LR. 6 H.L. 377,

® Shinhan Bank Ltd v Sea Containers Ltd [2000] 2 Lloyd’s Rep. 406.

® See para.24-28.

Possfund Custodian Trustee Ltd v Diamond [1996] 2 All E.R, 774;[1996] 1 W.L.R. 1351.

55 Al-Nakib Investments (Jersey) Lid v Longeroft [1990] 3 All E.R. 321.
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i i i i it is necessary to
“For the purpose of the torts of deceit and negl1gent m1srcpre§evrlthaitéznéi; 2 it inﬂznce
establish a material misrepresentation intended to influence, an et
the mind of the representee and on which the representee reasonably -

; umber of
Significantly, the representation need onl;,(f:1 '(Iilave b_e(xia:d?;::t ﬁfwz Sna mosr o
. i t as he did, provi . .
rs which caused the claimant to ac : ; i this
if?:c:l'ilocernent.67 The statement must have been an inducement in the sense,

context, of deceiving the claimant.

The standard of proof

: ; ¢
The standard of proof for deceit is the f:)r_dlnary test of the tpala;a;i ﬂ(;e
probabilities.®® There have, however, been judicial stta]llterélents Su?%fzblggﬂity e
ious i “ igher the degree o
s the allegation of fraud then “the .hlg _ .
mO;:q?fi?g(?’ e whici is a qualification which has been approved in relation
is )

i 3 70
specifically to securities transactions.

Liability for fraudulent misrepresentation under the law of contract

ili . i law.
Th.s section has focused on the liability of the defendant in tort tf;lt Cfaf:i(;?l e
N ;ol01£ity for fraudulent misrepresentation already arises under the

: : "
ander the Misrepresentation Act 1967. Much -?1f the discussion of fraudulen
misrepresentation is considered under that head.

TORT OF NEGLIGENT MISREPRESENTATION
Introduction

i i s (as
This section considers the liability of people resppnmb]elfor a p?tzpiie;:;um a(de
described in Ch.21) for damages in tort for any negligent rmsrep;‘les?i i sl
in that prospectus which causes the claimant to SLgfer llloss].:)hl t;l Oi g
rities in thi text, there has been ‘
ifically on offers of securities in this con <, _ : T
J'Sllljg;fllentsybetween fraudulent misrepresentations cgniLQered t1in ‘rh% h};SreScei tim%
i i i idered in this section.
i d negligent misrepresentations const s sectio o
?: cg)oc:l:ii ongliibility in the law of tort, where;azls liability in contract fa
misrepresentation is considered later in this chapter.

; LR.1351;[1996] 2
% Possfund Custodian Trustee Ltd v Diamond [1996] 2 AILE.R. 774; [1996] 1 W.L [
B T e 583 at 589, per Stephenson L.J.; and see
g ks Bloom & Co[1983] 1 AlLE.R. , .
: inFf;ffi?;iP: f HZ)“)RA;!;;;JJI{S(I‘)? 3) 49 Ir, L.T. 89. See generally, Clerk and Lindsell on Torts,
au in
ara.18-32.
E" Hornal v Neuberger Products Ltd [1957] 1 Q.B. 247, 558 e el 11,
% Hornal v Neuberger Products Ltd [1957] 1 Q.B. 247 at 2 ,2 };4 o i
70 Smith New Court Securities Ltd v Citibank NA [1997] A.C. ;
71 See para.24-106.
72 See para.24-93.
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