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Introduction

The Prospectus Regulation 2017 and the FCA’s reforms to the prospectus regime in the UK in the
same year signal policy-makers’ efforts to deliver on two aims. One is to make it attractive for
companies to ‘come to market’ and become publicly traded entities, and the second is to continue
to make the markets for publicly traded companies attractive to investors, especially retail investors.
As the Kay Review states,! the importance of equity markets is that ‘[they] are a means of financial
intermediation between savers and companies. Financial intermediation enables savers to achieve
diversification and liquidity.” Savers participate in the economic wealth creation of the private sector
in return for the goal of creating private value for long-term savings needs. Hence, the twin aims of
facilitating companies to become publicly traded, realising their own financing needs and creating
accessible and long-term means of investment for the democratic participation of savers, are
essential to modern financialisation in the EU and UK.

However, the initial public offer has become a milestone with high barriers to entry for companies,?
and savers in the EU and UK seldom participate directly in equity markets.® Even with constraints on
bank-based finance for the needs of corporate finance, companies could be disincentivised from
coming to market due to the high cost of the initial public offer* and the continuing regulatory
burdens in terms of corporate transparency® and exposure to liability.> Companies can turn to
private investment such as by private equity and venture capital funds.’” The eclipse of the public
corporation® can however have serious ramifications. The public trading of companies’ securities is
crucial to accessibility to liquid investment by institutions, who have become the major
intermediaries transforming savers’ long-term financial needs into investment into the corporate
sector.

This article examines the extent to which the Prospectus Regulation 2017 and the FCA’s 2017
reforms resonate with the supply and demand sides in the public securities market, in order to
facilitate companies to come to market as well as retail investor participation. On the supply side,
this article argues that ‘coming to market’ remains a high hurdle for companies even if reform has
been introduced to relax some aspects of regulation. This is because policy-makers are too tethered
to high standards of mandatory disclosure as the gold standard for fund-raising. Such an ideological
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tether even affects policy design for novel and alternative means of corporate fund-raising. On the
demand side, we also argue that the desire to expand opportunities for investors at the retail level is
unlikely to be fulfilled. Retail investors suffer from structural disadvantages that are not addressed in
the FCA’s reforms, and policy design should indeed cater for their appetite for a wide range of
investments.

Section A discusses the policy aim in bringing more of the supply side within the scope of prospectus
regulation while calibrating for their needs. Section B discusses the policy aim, encompassed in the
FCA’s 2017 reforms, to make the initial public offer of securities an attractive and accessible
investment for the retail investor. The article argues that the flaws in both approaches can be better
addressed by focusing the initial public offer of securities as a premium investment product both for
the supply and demand sides. Policy-makers should recognise that the prospectus regime cannot
meet all corporate fund-raising needs, and would only appeal to and be productive for certain
groups of retail investors. This limited expectation for the prospectus regime supporting the initial
public offer market would assist policy-makers in facilitating the more effective working of this
market, and to recognise and support diversity in other forms of corporate fund-raising and retail
investment.

A. Policy for the Supply Side of the Initial Public Offer Market

Theoretically, the initial public offer market should be looked at as the default means of and gold
standard for corporate fund-raising. A company that wishes to raise funds to grow and expand,’ pay
down debt, invest in research and development,’® or engage in asset or corporate acquisition'? can
offer public participation in its wealth creation, and in the process bind itself to the regime of public
securities regulation in order to meet the social expectations of investor trust and confidence. The
twin ideals of the default means of fund-raising and the gold standard for doing so underlie the
prospectus passport,'? which facilitates market integration in the Single capital market. Issuers of
securities, by complying with the regulatory regime of extensive mandatory disclosure and
producing a prospectus that is approved®® by a national regulator, can request that such prospectus
be passported to another member state as an offer document to that member state’s market. The
passporting regime allows issuers of securities to potentially be able to access the demand sides in
any or all parts of the European Single Market and this boosts the issuer’s fund-raising prospects.

The familiar story however, is that the gold standard for corporate fund-raising has largely become
the reason for the initial public offer market not becoming the default means of fund-raising as
theoretically hoped for. The demands of public securities regulation, which is extensive mandatory
disclosure in the form of a lengthy and highly comprehensive prospectus, has lead to highly
expensive compliance expenditure on the part of issuers.’ Further, issuers of publicly traded
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securities must comply with continuing transparency obligations®® in order to keep the trading
markets fed with efficient levels of information to support continuing price formation and investor
discipline.t®

It is opined that the cost of preparing a prospectus for an initial public offer (IPO) is likely in the
region of £1.3 million thereabouts,” and unless a company can afford this and is asking to raise way
in excess of such cost, the public offer is not likely a viable or appealing fund-raising route for a
company. In the PwC survey of IPOs in Europe in 2019,*® the largest IPOs in the UK, Germany, Italy,
France and Sweden raised over thousands of millions in euros.'® These are companies that have
already attained a certain level of maturity and are using the funds for next levels of growth. The IPO
market is thus not the default means of fund-raising for most companies, especially for younger or
start-up companies, simply because they may not be able to afford the regulatory compliance, and
may not have the requisite trading records demanded by established stock exchanges.? This is
despite the likelihood that younger or start-up companies are likely to be most in need of funds.

The Prospectus Regulation 2017 has responded to the supply side constraint in the following ways
that will be critically discussed:

(a) Certain exemptions from preparing a prospectus; and
(b) A special ‘growth’ prospectus for small and medium sized enterprises.

(a) Certain Exemptions from Preparing a Prospectus

First, the Prospectus Regulation 2017 has increased the scope for exemptions from the requirement
to prepare a prospectus from the previous 2003 version of the Prospectus Directive. This is in
recognition for the needs of fund-raising which would become counterproductive if the full suite of
prospectus regulation were applied. However, the ideological stickiness of the ‘gold standard’ of full
mandatory disclosure still shadows these exemptions.

Small offers such as offers of securities under 1 million euros over 12 months would be exempt,?!
but member states have the discretion to exempt offers made up to 8 million euros over 12
months.?? Small offers would also be offers made to 150 natural persons or less, as long as the
amount of funds raised meet the ceilings referred to above.?® Another category of exemptions relate
to the large-denominated offer, in 100,000 euros or above per security. These are offered usually to
sophisticated investors such as institutions. These thresholds have largely increased significantly
from the thresholds in the 2003 Prospectus Directive which exempted large denominated offers of
50,000 euros or above for example, and defined small offers as made to 100 natural persons.
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Of these the large denominated offer and the 1-8 million euros ceiling have been the most
significant exemptions. The large-denominated offer in particular would be made in private markets
dominated by institutions who arguably can deal at arms length with the issuer. However, the
Prospectus Regulation offers the nudge that a voluntary prospectus based on the gold standard can
still be drawn up.?* Indeed the gold standard continues to loom in the background as a recent survey
shows that debt securities issuers who make issues of large-denominated offers draw up
prospectuses, particularly for passporting purposes.?®

Where the exempt small offer under 8 million euros is concerned, this has paved for the way for
novel fund-raising by usually young or small companies, such as on online equity crowdfunding
platforms. The unshackling from the prospectus regime allows such companies to raise far smaller
amounts, sometimes up to 500,000 euros in more flexible ways engaging with investors, especially
retail investors. This has been facilitated by platform technologies, and increasingly blockchain
technology that facilitates direct fund-raising in a peer-to-peer manner from retail investors.
However, as retail investors have increasingly participated in this space, EU regulatory policy has
intervened into online equity crowdfunding®® in order to provide a standardised approach to
investor protection and a European passport to the Single Market. There is a conscious effort to
ensure that this regulatory regime is proportionate but the ideological gold standard inevitably
looms. In contrast, the UK’s approach to regulating online equity crowdfunding®’ departs from the
gold standard and can arguably better meet the needs of the market, to be discussed shortly. There
is no development yet of EU regulation into blockchain-facilitated fund-raising, known as initial coin
offerings,?® but early policy soundings reflect path dependence upon the ideological tether to
established tenets.? This may be counterproductive for fund-raising phenomena which ought to be
‘exempt’ from the prospectus gold standard. The universal application of this gold standard has
been put to doubt in market developments and distinct regulatory thinking is not unwarranted for
new issuer products.

The rise of platform technologies has changed structures of economic activity and markets, looking
at the growth of eBay and Amazon for example, and how commercial relations are reshaped in
relation to goods and services traditionally in the stranglehold of well-established sectors, such as
hospitality, transport and finance. In hospitality for example, the old world was dominated by hotel
and hospitality empires that erected barriers to access to this industry unless competitors were
resourced in real estate assets, service provider networks and regulatory expertise. AirBnB
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fundamentally changed this when it introduced a business model of bringing together people with
spare rooms in residential flats onto a common platform to offer as holiday accommodation for
visitors to their cities.>® Similarly in finance, young, small or private companies looking to raise funds
could be confined to business angels and private equity funds, and sharp deals are often cut with
these so that funds can be raised upon trading off control and governance.3! Platform technologies
work to bring the needs of young or small companies to a common platform in order to appeal to
members of the public for modest amounts of investment, which collectively could meet these
companies’ needs. Online equity crowdfunding could be the lifeline for a start-up restaurant,*? or
Vegan supermarket® and has increasingly become popular in EU member states where there is
sufficient ‘crowd’ interest to support small companies.®*

Although initially unregulated in the UK, the UK’s Financial Conduct Authority has introduced
regulation for platforms since 2015 and have recently enhanced the regulatory regime for platforms.
The regulatory regime is still relatively light-touch as no mandatory disclosure document is required
and platforms have the freedom to improve on their best practices to elicit from issuers and make
available to investors relevant information.>® However platforms must ensure that retail customers
are advised, and to that end need to comply with the suitability requirements for giving investment
advice.? This investor protection approach crucially relies on the legal standard of suitability of
advice and the potential civil consequences of unsuitable advice to incentivise advisors to serve their
customers’ interests. This is in place of trusting that mandatory disclosure in standardised forms by
issuers would be sufficient. Arguably the mandatory advice approach can deliver stronger investor
protection as investors’ motivations on platforms can be better understood in a relational paradigm.
Empirical research has found that social and personal motivations underlie crowdinvesting decisions
as investors could be following friends on social media,” or feel obliged to fund a family member or
friend.?® These behavioural issues can be better picked up in an advisory context. A mandatory
disclosure approach of offering standardised disclosure would only leave investors to make sense of
the information for themselves, and investors’ bounded rationality is well-discussed.3®

In the face of local growth in online equity crowdfunding and local demand, a number of EU member
states have introduced their own platform regulations,*® but commentators*! increasingly called for
a European approach, so that online crowdfunding platforms can also obtain a passport to access
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other member states’ markets, and a minimum standard of investor protection can be evenly
secured. This has now been achieved at the EU level. This regime is different from the UK’s and is
ideologically more tethered to the gold standard of prospectus regulation. First, the EU regulation
requires a mandatory disclosure document of ‘Key Investment Information’ to be produced.*? As
argued above, this article does not think a standardised disclosure document prepared on the basis
of a rational investor is necessarily an optimal approach to securing investor protection.*® Next, the
EU crowdfunding regulation would only apply to issuers of offers up to 5Smillion euros. It is queried
why the cap at 5 million euros if member states are able to exempt offers of less than 8million euros
from the prospectus requirement? Further the limits for retail investors are lower than in the UK,**
and it is uncertain if a mandatory test for investors to determine their retail status or otherwise
would be cumbersome.* It is queried if the ideological tether to the gold standard in prospectus
regulation inhibited more liberalised thinking for the crowdfunding regulatory regime, and for rather
low amounts that could be raised, the compliance requirements and demand side limitations may be
relatively demanding.

(b) The Growth Prospectus

Next, the Prospectus Regulation 2017 provides for a pared down version of the full prospectus, in
the form of the Growth Prospectus, so that small and medium sized companies may be able to take
advantage of a European passport for fund-raising on the basis of complying with the growth
prospectus.*®

Small and medium sized companies are defined as ‘companies, which, according to their last annual
or consolidated accounts, meet at least two of the following three criteria: an average number of
employees during the financial year of less than 250, a total balance sheet not exceeding 43million
euros and an annual net turnover not exceeding 50 million euros’.*’ This is closer to the UK’s
Companies act definition of medium sized companies,*® which calibrate the company’s compliance
under the Act proportionately. Indeed small companies under the Act are defined to have assets
under £2m and turnover not exceeding £3.26m, with less than 50 employees.*® In this regard there
is a significant sector of companies that would be unable to utilise the growth prospectus.

The growth prospectus is subject to a highly prescribed template for disclosure, which contains not
unseemingly onerous items such as an operating and financial review including financial and non-
financial performance, 2 years’ worth of audited historical financial statements, profit forecasts and
estimates, corporate governance information including remuneration policy information etc.*®
Further, the disclosure of ‘material risk factors’ unique to the company is mandatory, whether for
the gold standard prospectus or the growth prospectus.®® It can be argued that compared to the
process for admission to a second tier growth market that is local to particular jurisdiction, such as
the Alternative Investment Market (AIM) in London, or the Euronext Growth which spans Belgium,
the Netherlands and France, the EU’s pan-European growth prospectus can seem more onerous to
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comply with. For example, although the AIM requires 3 years’ worth of audited financial statements
from would-be issuers, the mandatory disclosure prescriptions are less detailed, revolving around
business description and principal risks but would not be as demanding as an operating and financial
review, and including forecasts and estimates.>? Further, the AIM moderates its relatively less
onerous mandatory disclosure requirement by requiring companies to appoint an independent
director to prepare for its admission to trading and compliance and to work with a Nominated
adviser to oversee shareholder protection throughout the admission process.*?

In addition, Howell** also argues that the growth prospectus may not be that useful as smaller
companies are likely to tap their local markets for funds rather than access pan-European markets.
Their smaller profiles may mean that only local markets may be more familiar with them and would
respond to such fund-raising.

B. Policy for the Demand Side of the Initial Public Offer Market

The gold standard of mandatory prospectus disclosure is based on the lowest common denominator
of the retail investor, hence the high levels of comprehensive transparency. Although
commentators® laud the theoretical optimality of disclosure in relation to comparability and
comprehensiveness, the retail investor would invariably find the prospectus too lengthy and
technical to understand. The EU has since 2003 introduced a mandatory summary to accompany the
prospectus and the summary has over time become a regulated disclosure document with
prescribed key information, though intended to be non-jargonistic and technical.>®

It may be said that the summary’s availability may crucially appeal to the retail investor, who has
become a rare participant in initial public offers. However, a retail investor cannot rely only on the
summary to make an investment decision as any mis-disclosure can only be actionable against the
issuer if the prospectus is read in full with the summary.®” Further, Howell opines that many
summaries are ‘cut-and-paste’ versions of the prospectus and little effort is made to make the
summary a dedicated document for laymen.>® Moreover, retail investors are not motivated to
participate in the IPO environment as it is highly unfavourable to them. Underwriters for IPOs
bookbuild by liaising with institutional investors first and offer them usually discounted securities.>®
Hence, retail investors would not be able to access the best price.

Further, although a minimum investment of £1,000 is the usual minimum investment requirement in
an IPO, households in the UK on average have a median yearly income of £29,000%° and would likely
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find that it is luxury to have spare £1,000s to invest in IPOs. Further retail investors are able to invest
in other financial products that offer diversification, a prima facie way of risk management. Retail
investors would be able to spread a £1,000 investment over many peer-to-peer loans offering
attractive interest rates on Zopa.co.uk®! for example, or invest tax free in lower minimum sums in
ISA products.® Many collective investment scheme products require lower minimum investments®?
and so do alternative investment products such as online equity crowdfunding.

In this context, the FCA has introduced reforms in 2017 to revive retail investor interest in IPOs so
that IPOs are still available and offered to all. The FCA found® that companies only publish their
prospectuses at the very last minute ahead of admission to trading, after firming up the
bookbuilding and pricing of the securities with institutional investors. Institutional investors hardly
need the information in the prospectus as they would have been privy to information during the
bookbuilding process and connected analyst research leading up to the public offer. The prospectus
has become a mere formality for compliance and retail investors do not feature as issuers’ target
market at all.

The FCA now requires prospectuses to be published much earlier so that retail investors can benefit
from information in the public domain. Issuers are required to brief both unconnected and
connected research analysts. Further, connected research cannot be published until at least one day
after unconnected research is published or at least 7 days after the prospectus is filed. This forces
issuers to publish at least a base prospectus even without the final pricing information ahead of the
bookbuilding process.®® Unconnected analyst research is also facilitated to enrich the information
environment for retail investors. However as discussed above, the deterring factors for the retail
investor may be the capability to assess the investment opportunity and the lack of access to prices
earmarked for institutional investors.®’

C. The Initial Public Offer as a Targeted and Premium Product, and Concluding Remarks

The gold standard for corporate fund-raising, which is comprehensive and often maximum
mandatory disclosure, can arguably be perceived to have attained not just internationally
convergent but also ideological status. This is in no small part attributable to its status as a New Deal
reform in the US, forming a fundamental tenet of the social contract between economy and society
in relation to public-facing fund-raising. The EU’s tethered stance to this ideological tenet prevails in
its financial regulation in general, from securities regulation to crowdfunding, investment fund® and
packaged product regulation.®® The retail financial investor or consumer is regarded as best served
by mandatory disclosure.
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Although information-rich markets are crucial for analysis, retail investors are no longer utilising the
information supplied optimally or directly. Infomediaries’ work such as research and analysis and
credit ratings for debt issues provide shortcuts to investors’ assessment of investment-related
information. Even institutional investors rely heavily on such shortcuts.”® Compliance with the
prospectus is now more of a defensive compliance-based requirement to protect against ex post
liability, especially if US securities investors, who may be able to galvanise class securities litigation,
are involved.” It is questioned if there should be such faithful proliferation of mandatory disclosure
tenets as the gold standard for investor protection, and whether alternative forms of fund-raising
that have arisen precisely to avoid the cost of prospectus-based fund-raising, should still be tethered
to disclosure-based framework. Besides, a disclosure-based framework results in investors fending
for themselves and behavioural findings of investors’ bounded rationality suggest that assumptions
of rationality that support the outworking of mandatory disclosure are misplaced.”? In comparison,
the mandatory advice regime for retail investors under the UK’s regulation of crowdfunding
platforms seems a different but pertinent measure as investors obtain help at pre-sale stage, which
is crucially important for making an optimal investment decision.

It is unlikely that underwriters would be incentivised to attract retail investors by offering an
advisory service as they would have to meet a suitability standard that can increase compliance cost
and litigation risk. Hence, it may be timely to consider the public offer of mature companies’
securities as a premium product which ideally only institutional investors would consider and
purchase. In that light, policy-makers should consider the utility of the extensive mandatory
disclosure requirement and the summary for institutional investors,”® and whether scaling back ex
ante prescriptions and facilitating ex post liability as a form of market discipline may be more
desirable.

Institutional investors are well-placed to exercise market discipline in ex post liability regimes as they
are well-resourced and can organise representative litigation against issuers for mis-disclosures. It is
arguably time to consider if the EU and UK would facilitate civil liability regimes in greater detail than
the current skeletal state.”® For example, if mandatory disclosure is pared down, issuers can be held
to the same standard of civil liability for any pre-sale representations made outside of the
prospectus to institutions during the bookbuilding process. Further it should be considered if
contingency fees should be allowed for securities litigation. It may be argued that contingency fees
can be misused and this encourages a floodgate of litigation against issuers. However such
contingency fee agreements can be sanctioned with the approval of court in preliminary
proceedings that aim to establish a viable case on the merits, like under the preliminary proceedings
in derivative litigation.”®

There is scope for rethinking the ‘default’ modus of the securities regulation regime as based on
comprehensive mandatory disclosure pitched at the lowest common denominator, the retail
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733.
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755262(1), Companies Act 2006. This has been sometimes criticised as being rather onerous but courts are
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investor standard. Such rethinking can allow us to reform regulatory regimes with diverse standards
so that retail investors’ needs can be met where they are truly participating in those markets.
Further, a more efficient initial public offer market that is realistically targeted at institutional
investors can evolve, perhaps with no less market discipline.



