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KEY POINTS

= The European passport, as provided for in the Prospectus Direcrive [[PDY), enables

prospectuses that have been approved by the comperent authority of the home member

state to be used in any other state of the European Economic Area [EEA’).

= This concepr enhances cross-border inancial services, but it may also conflice wich

investors interese.

®= This conflict is mainly due ro che language regime of the Direcrive, which reduces both

the rransparency and comprehensibility of Anancial informarion and also the legal

enforceability of prospectus liability.

= The European Court of Justice ('EC]") may, however, give greater weight to investor

protection. This would be in line with the case law on the Unfair Terms Directive where

the idea of transparency and comprehensibility is used as a key concept.
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The language of the prospectus:
Europeanisation and investor protection

INTRODUCTION

The Prospectus Directive ('PD)

regulates contents, approval and
publication of prospectuses for securitics
to be offered to the public or admitred to
trading on regulated markers. Above all,
it introduces the so-called notiheation
procedure for prospectuses. This procedure
enables one single prospectus, once approved
by the comperent auchority of the home
member state, to be used for public offer or
listing in any other state of the European
Economic Area ('EEA’}). This regime may,
however, conflice wich the idea of investor
protecrion, German investors, for instance,
may be confronted with prospectuses thar
are not drafted in German. Ifinvestors need
to have the prospectus rranslared and are
possibly referred ro a foreign legal system,
this will cricically impede legal acrions.
Investor protection would inscead require
that prospectuses be rranslated ar che
expense of the issuer into the language of the
host member state, and that the jurisdiction
and starutery provisions of the host country
apply. The idea of consumer protection is
much less incorporated into the PD than
in most other private law directives. Small
investors need o be aware thar they will
often be unable to enforce their rights wich
reasonable effort — unless the European
Court of Justice ['EC]") strengthens

consumer protection in this area as well.

THE LANGUAGE REGIME IN THE
PROSPECTUS DIRECTIVE

From admission to notification
The European domestic marker was creared
to enhance cross-border financial services.

Afrer the implementation of the so-called

This article focuses on the language regime for securities prospectuses under
European law, and describes problems that can be expected in practice,

European passport for credic institurions
(deposits and eredit transactions), certain
insurances and investment funds, the
European passpore for securities services
companies followed suir. This system of
the European Passporr implies, in general,
thar admissions thar have been granted by
the home member stare are valid in other
member states as well. Therefore, only one
admission is required throughout Europe.
The PI3, which has now been rransposed
by all the member states, finally introduced
the European Passpore for securiries
prospectuses. Previously, an admission
regime applied and prospecruses that had
been approved in any EEA state required
additional approval in all the other member
states. In addition to che foreign approval
certificare, the translation of the prospecrus
was a basic requirement, at lease, for
example, according to German law.

The PD, on the other hand, incroduced the
sa-called notification procedure and merely
demands thar the approved prospectus will
e hiled with the competent authority of the
home member state and be made available to
the public in advance of the offer or admission
to trading. According to are 17 PD, the
prospecrus, approved by the home member
state, and any supplements to it are valid for
the public offer or admission to trading in
any host member stare, provided char the
competent authorities of the hose stare are
notified. The competent auchorities in the
host stare no longer undertake any additional

approval procedure,
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This system of bare notihcation runs the
risk, however, thar issuers will rake advantage
of lower regulatory standards than would
otherwise apply in their home member state.
They can do so by merely requiring approval
in another EEA member stace with a more
favourable regulatory regime. While the
European legistaror prevented such kind of
abuse with respect to other passpores, it has
not done so in the case of the PD. Ac lease,
the formal prospectus requirements have
been simultancously harmonised throughout
Europe and cannot therefore be evaded
(in particular, the formar of prospectus
information, publication modalities, and the

dissemination of advertisements).

Use of languages (art 19 PD)
Furthermore, the PD modified the language
regime that applies ro prospectuses. This
fundamental change is of key imporrance
for an efficient European capiral marker,
since investors can only make rational
investment decisions if they are provided
with adequare information. Their level

of information will depend significantly

on the comprehensibility of the securities
prospecrus. Hence, it is necessary to avoid a
Tower of Babel confusion of languages.

Case groups

The Directive regulares the language in
which the prospectus will be drafred in art
19. The major advantage of the new rule is
that issuers save substantial cranslation costs.

Az long as securities are publicly offered or
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are only admitred in the home member stare
of the issuer, the prospectus only needs to be
drafted in any additional language accepred
by the competent authority of the home
member state (arr 19 para 1 PD). Regarding
cross-border offers though, the comperent
authorities of each host member state are no
longer in a position ro require the translation
of the whole prospectus into its official
language(s). This is only required for the
prospectus summary. The language in which
the prospecrus is to be drafred depends
significantly on whether the public offer or
admission request will be made exclusively
in the host member state or in the home
member seate as well. In the hrst case (offer

or admission exclusively abroad), issuers,
offerors, or persons asking for admission have
a choice berween the language accepred by the
foreign authority and rhe 'language customary
in the sphere of international Anance’ (art 19
para 2 PD). However, where the prospectus is
to be presented vo the competent authority of
the home member state which is responsible
tor the approval of the prospectus according ro
are 13 para 1 PD, it needs ro be drafted in one
of the languages accepted by this authority

as well as either in the language accepted

by the foreign authority or in the 'language
customary in the sphere of international
fnance’ (art 19 para 2 PD). Thus, in chis
second case (offer or admission request in the
home member state as well), the same choice
exists, but the prospectus muse additionally
be deawn up in a language accepred by the
competent authority of the home member

state (art 19 para 3 PD).

The requirement of a ‘language
customary in the sphere of
international finance’
The key qualification is the possibility of
using a language customary in the sphere
of international finance’, Any essential
advantage for che issuer will only come into
being if such language is used. Only this
choice will avoid rranslation costs, which are
regarded as che main obstacle for cross-
border offers of securities as well as for a
eruly European capital marker,

Most aurhors assume, often implicitly,

thar it is the English language to which the

|anuary 2008

Directive refers, The Directive does nor,
however, explicitly mention the English
language and does not even refer ta the
language, bur to a “language customary in

the sphere of internarional inance’. There is
thus some room for interpretation. Hence

the question arises whether the term is to be
imterpreted with a view to the whole Eurcpean
market or only to the area where the respective
securitics are offered. In the larrer case, it
would suffice that the relevant language is
the language customary for cross-border
transactions in the I'¢5]."'L‘4.'li'i‘¢' member states.
For the approval of a prospecrus by the
authority in Luxembourg, for instance, not
only English bur also French and German
might be taken into account, if the securities
are subsequently offered in Germany and
Austria. Indeed, the European Commission
seems to prefer such a ‘relative’ definition
and would obviously accept German as

a language ‘customary in the sphere of
international inance’ for the securities issue
in Central Europe. However, this appreach
does not answer the point thae securities,
once approved, may circulare freely across
Europe. This principle of free circulation,

as laid down in arc 17 para 1 PD, excludes
any ‘regional’ interpretation of the language

requirement a limine,

Supplementary effects of the
language regime
The language regime of art 19 PD is not only
relevant for prospecruses as such, bur also for
any documents related to the prospectus, as
well as for advertisements and supplements
to the prospecrus. Morcover, similar
language regimes apply to other forms of
[periodic) capiral marker informartion,
Pursuane to its are 11, the PD provides
thar a prospectus may refer to external
documents (‘incorporation by reference’).
However, the Directive docs not specify the
language in which these documents need to
be drafred. The regulation implementing
the Directive (Commission Regulation No
809/2004 of 29 April 2004) mercly stipulares
in irs arg 28 para 2 thar reference documents
‘shall be drawn up according to the provisions
of are 19" of che P A splic’ language choice
could save substantial cranslation costs;

for example if periodic informarion could

be given in German, while the prospecrus
could be drafred in English for an issue
abroad. Such bilingual documents will
certainly be more difficult for the auchority
to handle, in particular when it comes

to checking the coherence of prospectus

and reference documents, Furthermore,

the comprehensibility of the whole set of
information will significancly decrease. Since
the regularion implementing the Direcrive
also provides thar, when incorporating
information by reference, prospecrus drafters
‘shall endeavour not ro endanger investor
protecrion in teems of comprehensibilicy and
accessibility of the informarion’ (art 28 para 5
Regulation), a split language choice should be
restricted to exceptional cases thar need ro be
Jjustified with good reason.

Supplements to the prospectus and
advertisements pose similar problems,

The former need to be drafred in the same
language as the prospectus. As for the
summary, which can be made available in
different languages, the PD specifically
demands respective supplements in all
language versions (‘summary, and any
translations thereof, see arr 16 para 1 PD).
This demenstrates that the European
legislator assumed the prospecris and
supplements would be drawn up in the same
language.

A different regime mighe apply, however,
for advertisements, even though they also
refer to the prospecrus, and even though the
Direceive underlines the need for consistency
with any informarion given in the prospectus
[art 15 paras 3 and 4 PD). Advertisements
are launched in the media of the host
member state and are addressed directly to
investors. Issuers must have the chance o
‘speak their language’, even if the prospectus
has been drawn up in another language.

This mulrilingualism can require significant
teanslation efforts of the competent authoriry
of the home member state. Among other
things, the authority has to check whether the
adverrisements accord with the informarion
given in the prospecrus (are 15 para 6 PDY).

The language question is also important
for mrgﬂlrl‘hr_filhlm'mll ijj_ﬁ:ll‘nrul‘fm:, n:j.mc]}-’

for periodic information (annual and
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halFyearly financial repores as well as
INEErim Management statements, ares

4-6 Transparency Directive, [ TDY)), for
information on major sharcholdings (arts
9-16 TD), and for ad-hoe publicicy {are 6
Marker Abuse Direcrive). Arricle 20 TD lays
down a standardised regime for all ‘regulared’
information (including ad-hoe-publiciry,
according o art 2(1) lir k TD). This regime
roughly corresponds to the solution given

by the PD, as it distinguishes the same case
groups and provides for the same language
requirements and options. However, cthis

rule gives rise to a "double aption’, because
the language choice for the prospectus and
for all ocher regulared information does not
necessarily have to be the same: A foreign
issuer whose securities are (exclusively)
admitted in Germany can draft the prospectus
in English, for example, but may very well
provide all the other financial informarion in
German, Article 20 para 7 TD addresses the
procedural core problem: Which parey muse
bear the translation costs for dispured capital
market information? The Directive does not
give an answer to this question, bur explicitly
leaves the question to national procedural law

(delegation to member states).

CHOICE OF LANGUAGE AND
PROTECTION OF INVESTORS
Practical problems

As a consequence, the prospecrus no
longer needs ro be translated in the case
of public affers or rrading admissions of
securities abroad. It can instead be drafred
in a language accepted by the competent
authority of the host member state orin a
language thar is customary in the sphere of
international inance. This might, however,
lead ro substantial problems, especially

for small investors. These problems can

be illuserated by the following practical
example: an issuer based in France sells
securities to small investors in Germany;
the minimum investment sum is €1,000,
The prospectus contains approximately
220 pages and is drawn up in English and
French with ewo columns, However, the
prospectus also includes whole pages in
either French or English. In the 15-page

German summary, which contains only

general risk informarion, the investor

learns, among other chings, that he might be
obliged ro cranslare the prospecrus, thar the
prospectus is to be governed by French law
and that any disputes are to be made subject
to the exclusive jurisdiction of the Paris Civil
Court. This prospectus is not heritious, bur

is currently in use in Germany.

Incomprehensibility and effort of
prosecution

The sample prospectus referred ro above is
addressed ar small investors in Germany
[consumers) but such investors are unlikely
to be able to understand the prospecrus

in detail. In order to discover whether

the prospectus is complete or incorrect
with respecr o its content, rhe aggrieved
investors must arrange a full cranslation.

In the case of a lawsuit in a German court,
the content of the prospectus would have
to be provided, rogether with the statement
of claim, in a rranslated version. The

eranslation costs will amount ro a five-figure

sum. If the defendant denies the correcrness

Feature

German conflict of law rules {art 31 para
1 Einfiihrungsgesetz zum Birgerlichen
Gesetzbuch ('EGBGB') - ie by the law
which would be applicable if the conrrace
or the clause were effecrive (thus, in the
sample case, aceording to French law).
Therefore, the investor will have to examine
the prospectus, ar least preliminarily, under
French law. He will have to consult an
arrorney in France, who must be capable
of communicating with him and who,
of course, will need to be specialised in
financial marker law. This might be difficule.
Article 6 or art 34 EGBGB mighr bar the
application of French law. Under German
law, an imperarively internacional character
is generally not arcribured ro prospectus
liability, on the grounds thar are 34 EGBGB
COVEDS 0N t}' contractual, not rortuous,
liability. The choice of French law could alse
be void according o art 29 para 1 EGBGB if
it causes the investor loss of protection thar is
mandatory under German law. This applies
v all mandatory rules chat specifically aim

Lo profect one contractual partner :Lg:::insr

"Article 20 para 7 TD addresses the procedural core
problem: Which party must bear the translation costs
for disputed capital market information?"

of the translacion, the courr will order its
own translation, The costs will be much
higher than the sum thar small investors
are likely to claim (as the minimum

subseription was no more than €1,000],

Applicable law

If chere is a dispute, the sample prospectus
referred ro above provides thar French law
will apply. After an expensive translation,
the claimane will have to prove che
incorrectness and incompleteness of the
prospectus under French law. This raises
the question of whether the choice of
French law is valid or whether German
law will be applied in order to protect

the consumer. However, the invalidicy

of the choice of law clause is not defined

by German law, bur, according o the
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another. However, art 29 para 1 EGBGB
only deals with contraces concerning the
provision of moveable goods and services, not
with the provision of securiries. Even if one
assumes that the issuer also provides services
{consulting, investment), these services will
almost certainly not be provided in the state
in which the consumer resides.

The application of French law does
not necessarily imply thar mandarory
rules protecting the consumer will be
circumvented, Generally, French law does
provide investors with causes of action in
respect of prospecrus liability in the case of
securities acquisitions,

According ro the majority view, there
is no rigid tie to the consumer’s stare of
residence; and the choice of law is not

invalid. The law rather diceares che minimum
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proecection that muse be granted in the
consumer's state of residence. However, the
consumer will sill have the burden of being
confronted with French law, which will
probably be unknown o him, In either case,
small investors face difficulr legal questions
and unreasonalble effore.

Jurisdiction
Whenever the substantive review of the
prospectus (under German or French law)
reveals that che informarion does not comply
with the applicable rules, the investor mighe
want to bring an action for breach of the
terms of the prospectus. He will, however,
be confronted with a jurisdiction clause in
the prospectus that declares thar the Paris
Civil Courrt has jurisdicrion. Although such
Jurisdiction clause is generally allowed,
according to art 17 Council Regulation
Mo 44/2001, it is only efective if the
agreement (in this case, the prospectus) is
entered into after the dispure has arisen
or if it allows the consumer to bring
proceedings in courts other than those
indicated in the Regulation. Neither is the
case in our example. So rhe court which has
jurisdicrion is defined by are 15 et seq Reg
44/2001. These rules allow proceedings to
be broughe in che state where the consumer
is domiciled, provided that the commercial
activity of the contracrual partner (the
issuer) is direcred o char member srare.
Accordingly, it will be possible for the
consumer to bring proceedings in Germany
as the sample prospectus was notified o the
German supervisory authoricy by the French
competent authority for use in Germany.

In pracrice, the circumsrances leading to
a hose member state domestic jurisdiction
and to the application of German law will
be dispured between the parties on a regular
basis. It will often be denied thar the investor
is a consumer and thae the action of the
offeror is directed rowards the domestic
market. There is also a strong tendency in
courts to deny their own responsibility, Even if
the investor establishes a German jurisdiction
in the sample case, the lawsuit muse be
decided according to French law. The problem
of the prospectus translacion also remains. IF
the defendant denies the correceness of the
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rranshation, a translator appointed and sworn
by the court must also be involved.

Legal diversity with respect to
prospectus liability
The issuer in the EEA can use a standardised
prospectus in each member state, bue
the rules on the prospectus liability of
publishers, guarantors, and other responsible
persons have not yer been harmonised ar
the European level. In irs are 6, the PD
merely stipulates thar ar least some of these
persons must be held liable under nacional
law. Nevertheless, national regimes diverge
o a substantial degree with respect to
the porential scope of claims, causation,
foreclosure and limitation. Under German
law, for instance, the responsible persons are
held liable according to the principles of ¢ivil
law prospectus liability and according ro the
respective statutory rules in the Securities
Prospectus Act, Securities Sales Prospectus
Aceand Srock Exchange Act.

Where the securities are rraded, the buyer
of the securities can ask for the rransfer of
the securities by refunding the purchase price
insofar as it does not exceed the first offering
price of the securities. Furthermore, it is
impaortant that the commercial rransaction
is eneered into after che publicarion of che
prospectus and within six months after
the Arstin

ucrion of the securiries.
Claims become statute-barred within one
year from the time that the buyer discovers
the incorrectness or incompleteness of the
prospectus information, bur ar the latest, three
years from the publication of the prospecrus.
Crther member states apply complecely
different rules. In Denmark, for instance,
there is no special regime with respect
to prospecrus liability, and remedies are
available only under the precondition thar
faulr or negligence are established. In France,
no special regime exists either, bue the
general contract or rart liabilicy rules apply.
Furthermore, investors cannot proceed
against the company (issuer] in every member
state due to the principle of maintenance of
capiral or on grounds of creditor prorection
(as in Sweden). By contrast, the porential
liability of board members, as well as char of
certified accountants, is explicitly provided

for in Portuguese law. Whereas, in Greek law,
this is not che case as managers, consultants
and accountants are not personally liable.

In Porcugal, claims of prospectus liability
become starute-barred within six months.
Ohnly some member states provide for the
collective action of investors. The restitution
of attorney and coure Fees in the case of a
Judgment is subject to very different rules as
well. German law provides for a privileged
seizure of assers in case of injuncrions, as

opposed to most other member states.

Investor protection

The introduction of the European passport
and the new language regime make it difficulr
for (small) investors o enforce their claims.
According to art 3 para 1 lit EC Treaty, the
Eurcpean legislator is required to take into
account the idea of consumer protection
when enacring directives and regularions, as
are Community institutions, according to art
153 EC. It is not clear whether any balancing
of investor and offeror interests rook place
when the PD was enacted. The teanslation
costs could have been ateributed to issuers,
who are not only economically stronger. but
also benefir from the face that they are able
to address small investors in other member
srates. [t is, however, unlikely thar the ECJ
will abrogare the Directive, given thar it
ateribuces a wide ma rgin 1:F.1ppreci,:_riun

to the legislator, The ECJ might, however,
mirigate some pracrical burden and chereby
safeguard investor protection. This would
correspond to existing case law relating ro
the Unfair Terms Directive.

Cerrain procedural provisions concerning
jurisdiction clauses and foreclosures have
been rejected on the grounds thar they would
make legal aceion oo difficult for consumers,
Generally, the idea of transparency and
comprehensibility is clearly a key concepr of
the Unfair Terms Directive and of European
Private Law in General: conreaces must be
drafted in a transparent and comprehensible
language. Consumers must be able to ace on
an informed basis. Even though these rules do
not apply directly to securities prospecruses,
they express 2 more fundamental idea, that
CONSUMErs — jn:lud:ing investors — need to be

protecred against opaque terms, ]
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