Traidcraft

Traidcraft’s Comments on
Commission of European Securities Regulators’ Level 2
Implementing Measures for the Prospectus Directive

Summary of General Concerns

Overall: Traidcraft believes that the European Commission and CESR have pursued a narrow and short sighted
approach to the Prospectus and related listing directives. The Prospectus Directive consultation has ignored
growing community and investor concern over the social and environmental risks associated with managing
businesses in the 21% century. The implementing measures proposed will ensure the EU listing regime
entrenches investor focus on the short term, sets minimum standards of disclosure that fall behind best practice
at other exchanges. CESR'’s narrow approach has not taken into account wider EU commitments that need the
engagement of the business and investor community if they are to succeed.

Poor consultation: Traidcraft is very disappointed at the poor quality of consultation in preparing and seeking
views on the Prospectus Directive. In particular we are disappointed at the narrow focus of participants who
were invited to submit comments. We are aware that this is partly a result of the restrictive timetable developed
by the European Commission. However it is clear that social and environmental issues have been largely
ignored. In addition the views of a significant body of the investment sector such as asset managers (including
those in socially responsible investment), and institutional investors (interested in performance of funds over the
long term) have not been adequately sought or taken into account. The poor and narrowly focussed
consultation is particularly worrying as the regulations implement a Maximum Harmonisation directive and so
should require even more care. Instead we have been presented with a Directive which appears to be focussed
toward satisfying a narrow group of institutions within the finance sector.

Lack of guidance on materiality: In many cases the regulations require disclosure if something is “material”,
or similar. While the use of this concept is understandable to avoid irrelevant disclosure and unnecessary
burdens, practice, particularly in the United States, shows that it can be abused, with the result that information
is not disclosed that should be, and directors discretion is too strong. Clear guidance should be provided on
materiality, including the general concept that the onus should be on the issuer. The issuer should report on
what process was used to identify the material issues, as well as the material issues they do identify. This would
help investors to assess whether sufficient analysis into material risks had been undertaken. In addition,
regulations and practice should establish mechanisms for enforcing a robust interpretation of materiality.

Inadequate enforcement: It is also worth noting, although slightly outside of the scope of this consultation,
the need for adequate enforcement mechanisms. Firstly, the pre-approval checks need to be as thorough as
possible. Secondly, if factors emerge after the event that should have been disclosed, regulators should not
hesitate from using their enforcement powers, particularly on the directors and sponsors. This would also be the
most effective way of encouraging good practice going forward. Existing practice appears to fall short of this.

Sustainability: Despite commitments made by the EU in previous Communications encouraging disclosure of
social and environmental risks in Initial Public Offerings (COMM (2002) 347) and numerous other commitments
from the EU to promote and encourage sustainability the opportunity to integrate these principles into how the
financial markets are regulated has been ignored in the consultation process.

“Registration statements and prospectuses issued at the time of an IPO (initial public offering), can be another
useful source of information on social and environmental risks allowing the prospective investor to assess the
overall risks associated with a business”

[Communication concerning Corporate Social Responsibility, COM(2002) 347, July 2002]
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Response to Consultation Paper

Traidcraft

Traidcraft is one of the UK's leading fair trade organisations, selling food and craft products from nearly 100
producer groups based in 31 countries in Africa, Asia and Latin America. Traidcraft is comprised of two
operational organisations: Traidcraft plc and Traidcraft Exchange.

Traidcraft plc is a medium-sized company which last year had a turnover of £10.38 million and made a profit of
£119,000. Traidcraft plc has recently been through the process of a share issue and raised its target of £3.25
million.

Traidcraft Exchange is a development charity whose work spans capacity building amongst producers in
developing countries, market access, policy development and advocacy.

Impact of Business Operations and the Interest of the European Commission to Promote a Stable Business and
Investing Environment over the Long Term

It is in CESR’s and European Commission’s interest to promote and maintain a stable environment
for business to operate within over the long term.

The largest proportion of investors in the stock market are long term investors. These investors, the government
and businesses need a stable business environment to operate within over the long term. This includes
supporting internationally agreed standards, such as UN Universal Declaration of Human Rights and
International Labour Organisation’s core conventions, which are converted into national legislation in most
countries. Businesses need the rule of law to operate effectively for them to undertake their activities in a
predictable manner. It is therefore important that business operations lead to or sustain stable societies,
otherwise the rule of law is in jeopardy and businesses risk undermining their own operating environment. In
this context the CESR & EU need to consider the long term operating environment of companies as part of its
aims to maintain market confidence and protect investors.

No business has a neutral impact on unequal societies. Business can contribute to alleviating
poverty in the right context.

No business has a neutral or benign impact when they operate in unequal situations. Companies have a
responsibility for their impacts in proportion to their influence. A company’s impact is either positive (reduces
inequality) or negative (increases inequality). Where companies have negative impacts on society they
undermine the stable functioning of the societies in which they operate, which in turn undermine their business
operating environment. In certain circumstances companies may create flash points of social unrest that erupt in
their face, severely damaging their reputation. To have a positive impact a business needs to adopt pro-active
approaches. The operation of Traidcraft plc, a fair trade company, demonstrates that it is possible to operate a
financially viable business whilst proactively pursuing social objectives (in Traidcraft’s case poverty alleviation).
Traidcraft seeks to demonstrate the positive contribution that business can have on poverty alleviation in the
developing world. However in order for this to take place it is vital for companies to be open, transparent and
accountable, particularly with regard to their significant environmental, social and economic impacts. Increasing
numbers of companies are realising the benefits of being transparent in their dealings, however the vast
majority will not take action until legislation makes them.

Risk factors & governance

All investment involves some risk. Risk factors need to be disclosed. While recognising the difficulty of
making risk disclosure requirements too specific, the current wording appears vague and inadequate. In
particular, the wording “make an offering speculative or high risk” should be deleted. As written, issuers appear
to have the option of claiming their issue is not high risk or speculative, so they do not need to disclose risks. All
investment involves some risk. The purpose of this statement is to enable investors to decide on the level of
risk.
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Guidance on how to disclose risk factors is needed. While recognising that providing detailed guidance
may best be provided elsewhere it is still very appropriate in the Level 2 Requirements to state more fully what
is required. Firstly, risk factors should be identified, their impact summarised, and information provided on how
they are managed. Secondly, broad categories of risk factors should be identified (on a non-exclusive basis) at
this level, rather than in guidance, to ensure proper consideration and enable enforcement.

Government and Business support non-financial risks to be included within corporate governance.
Models for disclosure on risk are available. There is an increasing appreciation of the need to place social,
ethical and environmental considerations alongside financials in companies’ decision-making process to preserve
the long term operating environment for businesses by both government! and business?, such as the Association
of British Insurers. The Association of British Insurers has published guidance on socially responsible investment
which could be applied to listing in regard to disclosure of environmental and social risks facing businesses (see
Comments on Annex A). Similarly the updated Code of Corporate Practice and Conduct for companies listed on
the Johannesburg Stock Exchange provides guidance on disclosure.

Corporate governance of risks: Clear guidance on the disclosure of risks, particularly social and
environmental, is critical in being able to establish suitable governance mechanisms for ensuring these risks are
properly taken into account. The absence of clearly agreed guidance will reduce the capacity to establish
suitable corporate governance mechanisms to ensure that such risks are being properly assessed and managed.

Business ethics

The importance of business ethics have taken on a much higher profile since the recent US corporate scandals
including Enron and Arthur Anderson. Clearly the background of directors is highly relevant to the decision to
invest and should certainly be seen as more important than the right of privacy in this context. The right of
privacy of directors in this context should be seen as applying to their personal life not their business life.

We also note moves in other exchanges to address business ethics. In particular the recent amendments to the
New York Stock Exchange listing rules regarding corporate governance and business ethics and the inclusion of
an updated Code of Corporate Practice and Conduct for companies listed on the Johannesburg Stock Exchange.

Importance of consulting widely with stakeholders during the development, implementation and evaluation of
the Prospectus Directive

Consultative committees to include non-corporate bodies interested in the long term impacts of
business operations on society.

Traidcraft recommends that consultative committees set up by CESR and EU to develop and implement
‘Prospectus Directive’ include representatives from a wide variety of organisations that are concerned about the
long term impacts of business operations on society and environment.

' EU’s Sustainable Development Strategy and commitment of EU to Millenium Development Goals (to halve
overty)

5)Association of British Insurers’ Disclosure Guidelines on Social Responsibility (2001) and Turnbull Report on

‘Internal Control: Guidance for Directors on the Combined Code’ (1999)
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Comments on Annex A

Note: Comments in jitalics are where additions have been made to the proposed text otherwise additional
comments indicated by NEW prefix.

Text Comments

I1.B Risk Fhe-decumentshall-preminently-discloserisk-factorsthat

Factors. are-specific-to-the-company-or-itsindustry-and-make-an The wording suggested is
?ﬁfermg—spee?la%we—emne—ef—hrg{wskrm—a—seeﬁeﬁheaded based on the wording of the

. Association of British Insurers
NEW: The document shall prominently disclose risk factors | Guidelines for disclosure of
that are specific to the company or its industry and may social and environmental
significantly affect the company’s short or long term value issues.
in a section headed "Risk Factors". Such risks may include,
but are not limited to, market, reputation, operational,
financial, political, social, environmental and ethical risks.
The document should describe how the risk factors might
impact on the business and the company’s policies and
procedures for managing risks. If the company has no such
policies and procedures, the document should provide
reasons for their absence.
The document should include information about the extent
to which the company has complied with its policies and
procedures for managing the risks identified.

II1.C.7 Summary information regarding the extent to which the Exposure to fixed long term
company is dependent, if at all, on patents or licenses, contracts has been a major
industrial, commercial or financial contracts (including factor in a number corporate
contracts with customers or suppliers) or new collapses including power
manufacturing processes, where such factors are material utilities. life insurance
to the company's business or profitability. - .

companies, and computing
NEW: In particular, the document should disclose the leasing. While accounting
nature and extent of any long term contracts, which, in standards are being enhanced
aggregate, are material in extent and expose the company | to address this, it should be an
to pricing, cost or delivery risks. item for specific disclosure in
the prospectus.

II1.C.9 NEW: A statement outlining the significant social and Loosely based on the SEC
environmental impacts of the company’s operations and regulation S-K Reg. §229.101.
products as appropriate, and any material impact these may | 1tem 101. (c) (1) (xii), and also
have on the capital expenditures, earnings and competitive reflecting the French disclosure
position of the company and its subsidiaries. requirements in Decree N°

2002-221 of February 20th,
2002

II1.E The company shall provide information regarding any Wording based on the SEC 20-

Property, material tangible fixed assets, including leased properties, F for foreign issuers.

Plants and and any major encumbrances thereon, including a Social added for completeness

Equipment. | description of the size and uses of the property; productive

capacity and extent of utilisation of the company's facilities;
how the assets are held; the products produced; and the
location. Also describe any environmental or social issues
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that may affect the company’s utilization of the assets. With
regard to any material plans to construct, expand or
improve facilities, describe the nature of and reason for the
plan, an estimate of the amount of expenditures including
the amount of expenditures already paid, a description of
the method of financing the activity, the estimated dates of
start and completion of the activity, and the increase of
production capacity anticipated after completion

IV.A.5 Provide information regarding any governmental economic, | Wording strengthened for
environmental, social, fiscal, monetary or political completeness. Proposed
affected, or could materially affect, directly or indirectly, the white papers, international
company's operations. commitm ents’ not yet

translated into law etc.

IV.D.1 Comment: Develop a guidance note indicating that the Phrasing as is potentially
trends, uncertainties etc, should include consideration of adequate, especially if the

but enforcement is the key.
Thus a guidance note appears
appropriate.

V.C.3.a NEW: Details regarding the company’s procedures for Strengthening corporate
making appointments to the board, including membership governance disclosure and
of the appointment committee and summary terms of making it less reliant on
reference. Any policies regarding the balance of non- national corporate governance
executives on the board, their independence and the role of

X ; , codes.
the chairman and chief executive unless covered under
V.C.4
V.D Provide either the number of employees at the end of the Improvements in this section
Employees. | period or the average for the period for each of the past have been loosely based on

three financial years (and changes in such numbers, if
material) and, if possible and material, a breakdown of
persons employed by main category of activity and
geographic location. Also, where material, disclose any
significant change in the number of employees, and
information regarding the relationship between
management and labour unions.

If the company employs a significant number of temporary
employees, include disclosure of the number of temporary
employees on an average during the most recent financial
year.

NEW: Include disclosure of policies and practice in human
capital development. Include information on employee
training and development including financial investment
committed. If appropriate discuss how such policies
contribute to the business or create competitive advantage
through attracting and retaining staff and improving
motivation and productivity.

Include disclosure of policies, procedures and outcomes,
including any legal action, regarding equal opportunities
among the workforce. If appropriate, identify any
contribution from this diversity.

Disclose policies, practices and significant outcomes

the King Report on Corporate
Governance in South Africa,
and also on the French
Disclosure standards in Decree
N° 2002-221 of February 20th,
2002.

At present the discussion of
employees seems a little
lopsided — disclosure of
numbers but not of their value
or other aspects. The additions
are intended to rectify this.
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regarding occupational health and safety, including any
occupational fatalities, major work related incidents or
prosecutions in the last three years.

V.D.1 NEW (in V.D/E.2): Disclose number of shares held by Inclusion of employee share

V.D.2. employees (other than directors ) if available. ownership important and
relevant.

VIL.K Legal and arbitration Proceedings Make clear that with

Provide information on any legal or arbitration proceedings
(including any such proceedings which are pending or
threatened of which the company is aware), including those
relating to bankruptcy, receivership or similar proceedings
and those involving any third party, which may have, or
have had in the recent past (covering at least the previous
12 months), significant effects on the company and/or
group's financial position or profitability. This should
include a/f governmental (including government
agencies and local governments) proceedings
including those pending or known to be contemplated,
regardless of extent.

government proceedings,
financial significance is not an
issue. Government cases in
areas such as environment or
equal opportunities can open
the door to far greater
liabilities, as well as being an
indicator of management
quality and risk.

Comments on Other Annexes

Annex E: Mineral Company Building Block

Additional
Disclosure

NEW [for all mineral companies]:

Describe the company’s policy and procedures for
addressing: indigenous people’s rights, including land
ownership; human rights, including security aspects;
corruption; environmental impact, including biodiversity.
Disclose any areas of specific dispute or contention.
Disclose total payments in each of the last three years to
the government and public authorities (taxes, royalties,
license fees etc.) of each country in which the company has
operations.

For mineral companies these
are important areas and full
disclosure is justified on
financial grounds alone.

The last item reflects the
“publish what you pay”
campaign

Annex H: Scientific Research Based Company Building Block

Additional
Disclosure

NEW: Any information that might be relevant regarding the
social or environmental acceptability of the company’s
research or products.

The history of GM foods shows
that consideration of the
broader acceptability of GM
would have been highly
relevant.

For further information contact:

Fiona Gooch

Private Sector Policy Adviser

Traidcraft

Unit 308, 16 Baldwin’s Gardens, London, EC1N 7R]

Tel: +44 (0) 20 7242 3955
E-mail: fionag@traidcraft.co.uk
www.traidcraft.co.uk
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