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European Securities and Markets Authority
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5 January 2012
Re:
Consultation Paper dated 6 December 2011

ESMA’s technical advice on possible delegated acts concerning the Prospectus Directive as amended by the Directive 2010/73/EU

ESMA/2011/CFSC/34

Dear Sir or Madam,

Introduction

The International Bar Association (IBA) is pleased to have the opportunity to submit comments on ESMA’s second consultation paper regarding its proposed technical advice on possible delegated acts concerning the Prospectus Directive, as amended by the Directive 2010/73/EU (the “Amending Directive”). 

The IBA is the global voice of the legal profession. It represents 30,000 individual lawyers as well as 195 bar associations and law societies worldwide. We are submitting our comments on behalf of the IBA’s Securities Law Committee, which has over 900 members from 85 different countries. The members of the Securities Law Committee regularly advise both issuers and underwriters in connection with securities offerings in the European Union and in other jurisdictions globally. 

The comments made in this report are the personal opinions of the Securities Law Committee’s working group members and should not be taken as representing the views of their firms, employers or any other person or body of persons apart from the IBA Securities Law Committee of which they are a member.

Given the time of the year and the quite short consultation period we regret that we will not be able to respond comprehensively to all questions raised in the Consultation Paper. Rather, in order to be able to provide ESMA with our comments in due time, we have focused on selected major issues relating to the proposals that we expect to have significant impact on future securities issues. We note however that given the importance of the ability of issuers to raise capital quickly, particularly in the current economic environment where bank lending appears to become increasingly restricted, we would welcome a more realistic period for interested parties to comment. Within one month over Christmas and year end, it has been impossible to involve all relevant market participants and, for us, all relevant members of our committee.

On the basis of the comments we have received from our officers during the consultation period, we make the following observations.

1. The consent to use a prospectus in a retail cascade (Articles 3 and 7)

a) Use of retail cascades – Q1-6 

While retail cascades may be used to offer both plain vanilla and structured debt securities, they appear to us to be particularly relevant for the distribution of plain vanilla (“straight”) bonds issued by corporates and financial institutions through a syndicate of banks. 

In that context, it should be noted that it is typical for a cascade that the issuer neither selects nor has contractual relationships with each and every intermediary offering the securities. Rather, such intermediaries are members of a distribution chain: some may purchase directly from the issuer.  Others, either by agreement with the issuer or on their own initiative, may instead purchase the offered securities from institutions that had purchased them directly from the issuer.  These intermediaries may sell securities purchased by them to investors or to further intermediaries, and so on. Therefore, the issuer does not necessarily determine, or even know the identity of, all intermediaries at all levels of the distribution chain.  Members of the cascade may not even be determined at the time when the offer is initiated. Accordingly, the issuer will not always be able to provide the names of all intermediaries. Also, as an offer typically consists of an on-selling of securities for a significant amount of time that may last a couple of weeks, the price at which the securities are offered by the respective intermediary may change over time, depending in particular on the market environment.

b) Validity of a prospectus ‑ Q7, 8

We agree that the period for which the consent to use a prospectus may be granted should not extend beyond the 12-month prospectus validity period as defined in Article 9 (1) of the Prospectus Directive, as amended. We believe, however, that the requirement to update the prospectus by way of a supplement according to Article 16 of the Prospectus Directive should be interpreted in such a way that would allow making use of an approved prospectus during that entire time span of its validity. To be more precise: issuers wanting to allow the use of a prospectus for an offering via a retail cascade should be able to keep that period open until the end of the 12-month period provided appropriate supplements have been published. 

Requiring the publication of a new prospectus if a previous offering has been closed, but another subsequent offer in the cascade is (re-)opened appears formalistic, as investors’ interests are sufficiently protected if a prospectus is updated by a supplement prior to its use for another offer. Also, requiring the financial intermediary conducting a subsequent offering to publish a new prospectus does not take into account that that intermediary as the offeror does not have information necessary to update a prospectus available and is thus factually unable to prepare a new prospectus. Allowing the issuer to update the initial prospectus in that case appears to be the more practicable concept. 

c) Disclosure requirements in relation to retail cascades ‑ Q9-15

As mentioned above, the identities of the financial intermediaries that may be involved in a retail cascade are not generally known at the time the prospectus is published, nor is it always transparent to the issuer when agreements with such intermediaries are finalized (Q9, 10). 

We agree that the issuer’s consent to the use of the prospectus should be included in the prospectus, base prospectus or final terms (Q11). However, if such consent is granted later, this in no way changes the nature or characteristics of the investment. Thus we do not think that a supplement should be required for that reason and would welcome a clarification by ESMA to that effect (Q14). The same applies to the involvement of another intermediary - this information, too, cannot affect the assessment of the nature or characteristics of securities, since the identity of the intermediary does not have any impact on the risks and opportunities resulting from the investment.
In the case of a standalone prospectus, it should be sufficient to publish a subsequent consent to use the prospectus where that consent is not yet included in the prospectus itself in accordance with Article 14 (2) of the Prospectus Directive, as amended; the prospectus could contain a reference to that effect (Q15).

2. Review of the provisions of the Prospectus Regulation (Articles 5 and 7)

a) Information on Taxes withheld at source – Q1-5

We believe that the ESMA’s FAQ No. 45 rightly limits the disclosure of information on “taxes on the income from securities withheld at source” to information on any amount withheld at source, i.e. by the issuer or by any paying agent appointed it. That is the scope of information in withholding taxes available to the issuer. It appears inappropriate to require any further information in that regard. More specifically, the "net" amount that investors will receive in the case of payments collected from the issuer may depend on circumstances specific to the respective investors (e.g. how and where the securities are held) and therefore not knowable or controllable by the issuer. 

We would therefore welcome a confirmation of ESMA’s FAQ No. 45.

b) Profit Forecast and Estimate – Q9

The requirement under the existing Prospectus Regulation to produce an auditor’s report for profit forecasts and profit estimates has proven to be somewhat difficult to apply, and even controversial, in some Member States. While the auditor’s report provides the appearance of greater certainty as to the reliability of the forecast, there is some discomfort among our members as to whether such a report might create an expectation gap – Does the presence of the report cause investors to attribute undue certainty to profit forecasts, which are by their nature forward looking statements and, as such, subject to uncertainties and unforeseen developments?

The expertise of auditors fundamentally lies in the audit of historical financial information – that is, the testing of financial statements against evidence generated by financial control systems to determine whether such financial statements in fact reflect the issuer’s financial condition and results of operations. Profit forecasts, however, by definition relate to periods that are not yet complete, or that may not have even begun. For these periods, the relevant documentation that auditors can use as a basis for their assessment does not – in most cases, cannot – exist. Accordingly, any auditor’s “report” on a profit forecast is of a fundamentally different character than an auditor’s report on historical financial statements. The differences between these two types of reports, and between the procedures that support them, are so substantial as to be not only differences in degree but also differences in kind. Presenting an auditor’s “report” on profit forecasts therefore risks misleading investors as to the amount of confidence that can be derived from it, at least in circumstances where these differences are not clearly and thoroughly disclosed to investors.

The Committee has had an exchange of views as to whether it would be appropriate for the Prospectus Regulation to perpetuate this requirement. Experiences seem to vary between jurisdictions. In Germany, for example, the Institute of Auditors in Germany (Institut der Wirtschaftsprüfer in Deutschland, IDW) has adopted detailed guidance for the preparation
 and the audit
 of profit forecasts, clarifying the requirements for the preparation of profit forecasts as well as the scope of the audit and, as a consequence, their limitations.  The United Kingdom also has a long-standing practice of requiring auditors’ reports on profit forecasts, at least in relation to equity. Thus, investors who are familiar with these approaches may be less affected by the aforementioned perceived expectation gap. 

This situation does not, however, appear to be widespread across the EU. Moreover, our general experience is that the reporting requirement on profit forecasts is significantly constraining the willingness of issuers to provide investors with forward-looking financial information, even in circumstances where such information would be useful to investors. The definition of the term “profit forecast” often gives rise to substantial interpretive difficulties in practice, in terms of determining whether any particular forward-looking statement falls within or outside the scope of its definition. At least where there are no professional standards specifying the necessary procedures, auditors can be reluctant to issue reports on profit forecasts – apparently due to liability concerns and also for the reasons described above. Hence, the result has been that, generally, little forward-looking financial information is being included in prospectuses. This is the case even where such forward-looking information is otherwise of high quality and, as is often the case, of interest to investors. Thus, inclusion of the requirement of an auditor’s report on profit forecasts has often had the effect of reducing the amount of forward-looking information available to investors, while having very little effect on the quality of such information (due to the limitations on what auditors can do with such information, as described above). 

We also note that these considerations also have a “chilling” effect on the inclusion of such forward-looking information in issuers’ periodic communications (i.e., otherwise than through prospectuses).  This is because the issuance of a “profit forecast” obliges issuers to include it in future prospectuses so long as such profit forecast is outstanding.  Many issuers accordingly limit the communication of information that might be deemed to be a profit forecast in their ongoing communications, lest they be trapped into providing auditors reports on such information in subsequent prospectuses or, worse, withdrawing such forecasts and risking negative market reaction.

On the basis of the foregoing analysis, we propose the following changes and clarifications with regard to profit forecasts:

· It should be clarified that, for information to be deemed a “profit forecast” it must, from the perspective of the issuer’s management body, be likely that the forecast result will be achieved (except in the case of unexpected changes). Accordingly, a publicly announced target or projection should not be deemed a profit forecast, in particular if it is clearly disclosed in the prospectus that the management is not in a position to state that, in its view, it is likely that the forecast will be achieved. 

· Issuers should be allowed, preferably even required, to clarify that profit forecasts are necessarily forward looking and, as such, subject to uncertainty and the occurrence of unexpected developments. In particular, a warning should be required (or at least permitted) that investors must not rely on a forecast or profit target set out in a prospectus.

· Finally, we would suggest that ESMA reconsider the desirability of requiring auditors’ reports on financial forecasts and with a view to determining whether the requirements in fact promotes investor interests or, rather, should be withdrawn, for the reasons stated above. 

c) Preliminary Statements– Q10, Q11

We have some sympathy for ESMA’s proposal to provide an exception for “preliminary statements” of the sort proposed by ESMA as it might give issuers more timing flexibility when raising capital. However, while we understand the rationale behind the conditions for the exemption proposed by ESMA, we do question whether conditions 3 and 5 are realistic. In addition, we question the usefulness of “preliminary statements” of the sort proposed in the absence of meaningful safe harbours, particularly in the current volatile economic environment.

Condition 3 appears to us to be problematic insofar as all financial information, historical or otherwise, prepared in accordance with the principles of IFRS depends on certain assumptions. We expect that ESMA intended in footnote 6 to clarify that such “necessary” assumptions are not intended to be prohibited, but further clarity would be helpful. In addition, IAS 10.8 requires companies to adjust financial statement amounts to reflect adjusting events occurring after the reporting period. Therefore, as long as financial statements are not final and as long as the company’s auditor has not yet rendered his opinion, financial statements are subject to change. An assumption to the effect that no subsequent event requiring adjustment of the financial statements shall occur must therefore be allowed.

With respect to condition 5 – the requirement that the preliminary statement be agreed by the statutory auditor – we believe that such a condition will severely constrain the ability of issuers to make preliminary statements (to put it mildly). In our experience, auditors are generally unwilling to agree anything other than full historical financial statements to which their audit opinions are attached. Because preliminary statements will, by their nature, be preliminary and will not contain all the information set forth in full financial statements, we anticipate that the usefulness of “preliminary statements” will be limited due to disputes among offering participants over what form the auditors’ “agreement” should take, what it actually means, how it should be expressed and to what extent auditors can be held liable for the agreement. We expect in particular that auditors would refuse to agree to the disclosure of financials that are not yet final and, in particular, still subject to an ongoing audit. 

Finally, we note that the issuance of a prospectus containing recent full-year financial figures in preliminary form could give rise to significant liability risks under the laws of several Member States. Such liability risks are heightened in times of economic volatility, given the increased risks that preliminary figures will have to be adjusted before being made final. Absent any change in Member States’ liability regimes, we question whether an exemption from the requirement for an auditor’s report for “preliminary statements” will, by itself, be enough to encourage use of preliminary statements.

In light of the foregoing, we suggest that ESMA carefully consider the usefulness of the proposed exemption for preliminary statements in light of existing liability regimes.  If ESMA should decide to proceed with the exemption, we suggest that it refrain from attaching proposed conditions 3 and 5 to the proposed special treatment of “preliminary statements”.

d) Audited Historical Financial Information – Q12

We strongly support ESMA’s position against shortening the time periods for financial information required by Annexes I and X.  In our experience, the financial statements and associated disclosures (including in particular the descriptions of financial condition and operating results called for by Items 9.1 and 9.2 of Annexes I and X) typically constitute the most critical and important information provided to investors in a prospectus.  Inasmuch as such disclosures are typically prepared in the form of comparisons of one year’s figures against the previous year’s figures, a reduction of the financial statement requirement from three years to two would in effect constitute a reduction of informational content of 50% (i.e., a reduction from two yearly comparisons to one). Especially in times of economic and market volatility such as these, where issuers’ financial condition and results of operations are subject to rapid change, the provision of such critical information over the longer period is important, because (among other things) it is more likely to provide investors with information as to how the issuer’s financial performance reacts in light of changing conditions.

Sincerely yours,

	/s/Derk Lemstra

Derk Lemstra
Co-Chair 

Securities Law Comittee

Netherlands


	/s/Jonathan Ross

Jonathan Ross

Co-Chair 

Securities Law Comittee

New Zealand

	Principal Draftsmen

	

	Dr Andreas Meyer

Managing Director/ Senior Counsel 

Deutsche Bank AG

Germany


	David Rockwell

Solicitor

Sullivan & Cromwell LLP

United Kingdom


� IDW AcPS AAB 2.003, Preparation of Profit Forecasts and Estimates in Accordance With the Specific Requirements of the Regulation on Prospectuses (IDW RH HFA 2.003) of 22 February 2008, published in WPg Supplement 1/2008, p. 41.


� IDW AuPS 9.960.3 The Audit of Profit Forecasts and Estimates in accordance with IDW AcPS AAB 2.003 (IDW PH 9.960.3) of 22 February 2008, published in WPg Supplement 1/2008, p. 12.





[image: image2.jpg]




