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PREFACE

It is well recognised that company law is a large and complex subject which
has expanded rapidly in volume in recent years. Added to this is the continual
reform to the existing law. This is partly due to the need to comply with
obligations imposed on the United Kingdom from Brussels, but partly
because of the increasing complexity of commercial life generally. There is no
sign that the growth and reform is at an end. In addition, there are now two
established series of specialist company law reports (Butterworths Company
Law Cases and British Company Cases) which have obviously resulted in many
more cases reaching the public domain for comment and analysis. Further, no
work on Company Law can now ignore the extra-legal controls and influences
on director’s conduct contained in the recent reports on corporate governance
nor the proposals for reform put forward, in particular, by the Law
Commission. This edition deals with the main features of both the Law
Commission’s Report on Shareholder Remedies and the Law Commission’s
Consultation Paper on the reform of director’s duties.

This all places enormous pressure on any undergraduate course which
bears the general title of company law, especially if it is accompanied by the
increasing time constraints placed on undergraduate law courses with the
move towards modular degrees. To a certain extent, some topics, such as
securities regulation and insolvency, can be isolated and treated separately
but there is a considerable, interrelated core to company law which simply has
to be covered. From the point of view of the student, some kind of perspective
needs to be maintained of the subject as a whole so that this core can be
understood and applied.

I have attempted in this book to present the core principles of company
law in a readable and intelligible form, focussing particularly on important
cases and extracting key passages of judgment. This is to acknowledge that,
despite being a statute based subject, like any subject in a common law
jurisdiction, the law ‘lives in” the cases. Further, a more immediate pragmatic
reason for doing so for most of the readers of this book is that examination
questions tend to focus on issues which have received judicial attention.

I have been ably assisted by Jennifer James of the University of Reading,
who has written the chapter on company charges, an area where the law has
experienced considerable changes in the last few years. Overall responsibility
for the accuracy of the book, however, remains mine. I would like to express
my gratitude to all at Cavendish who have worked on the book.

I have attempted to state the law as at 1 March 1999.

References to the 1985 Act and the 1989 Act throughout the book are to the
Companies Act 1985 and the Companies Act 1989 respectively.

Simon Goulding
Norwich
March 1999
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CHAPTER 1

INTRODUCTION

GENERAL

Between 1844 and 1856, the legislature laid down the foundations of a form of
business association which was to become the most important and powerful
in the economy. This form of association was the registered company, the law
relating to which is the concern of this book.

The basic idea of using the registered company as a tool or medium for
trade and commerce is straightforward. A company is formed or
‘incorporated’ by a promoter. Shares are issued by the company to
shareholders (who are initially ‘the subscribers’ to the company’s
constitution), who then enjoy control over the company by voting in meetings,
in proportion to the number of shares they hold.

The day to day running of the company’s business is then normally
delegated to directors who are appointed by the shareholders and are usually,
but not necessarily, from among their number. In the simplest model, the
company acquires its money and assets by issuing shares. The consideration
which is used to pay for the shares is then known as the “capital’. But, in many
cases, the money provided by issuing shares is irrelevant to the amount of
money which the company actually uses in its business, which will, in fact, be
provided by loans. Even the corporators may, for instance, prefer just to take
one share each and then lend money to the company under a formal loan.!
Crucially, any assets accumulated by the company are owned both legally and
beneficially by the company alone and the shareholders have no direct interest
in them at all. This is as a result of the fact that a registered company is an
incorporated association and that, on its formation, a new legal personality,
with its own legal rights and obligations, is created in addition to and separate
from those persons who are associating together. It is this new personality or
entity which owns the accumulated assets.2 As an illustration of this, a person
who owns all the shares in a company can still be convicted of stealing from
the company.3

While the company remains a small enterprise, with one or two persons
owning all the shares, and those persons also being the only directors, the

1  See, eg, Re Ghyll Beck Driving Range Ltd [1993] BCLC 1126.
Macaura v Northern Assurance Co Ltd [1925] AC 619.

3 Attorney General’s Reference (No 2 of 1982) [1984] QB 624; R v Philippou (1989) 89 Cr App
R 290.
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‘ownership’ of the company and the control of it remain in the same hands;
however, once the company becomes larger, with a more diverse
shareholding, inevitably, the proportion of shares held (and, hence, the
proportion of ownership) by those in day to day control of the company,
namely, the board of directors, diminishes.# This gives rise to the possibility of
the use of the company’s assets in a way which the shareholders do not agree
with, or which is contrary to the interests of the company. Given this
structure, a significant part of company law, as will become apparent, is
concerned with the issues of control of the company and the use or abuse of
its powers.

Further, the larger the company becomes, the less important the
relationship between the shareholders themselves. In these circumstances, the
shareholders regard their position as that of investors, rather than as members
of a business association with a say in how the company is run. Despite the
very different factual situations which exist in small family or ‘one-person’
companies, on the one hand, and large enterprises, on the other, it is a notable
feature of English company law that the same basic laws, whether statutory or
judge made, apply to all types of registered company. The Companies Act
1985, at present the main consolidated company law statute, encompasses
both the largest and the smallest business enterprises. The division between
these two types of situation corresponds broadly, but not exclusively, to the
distinction between public and private companies.

PUBLIC AND PRIVATE COMPANIES

Generally speaking, public companies are ones which can raise money by
inviting the public to purchase their shares. This is a considerable advantage
for public companies but not every public company will be able to make the
fullest use of it, since they will not necessarily have access to a market. A
company’s shares will be much more attractive to investors if they can be
traded on a properly regulated market because, not only will they be easily
and safely purchased, but, also, they will be easily disposed of. The major
market place for shares in the UK is the Stock Exchange® but by no means all
public companies have access to this market. Companies can only gain
admission to it by complying with certain conditions, and notably by
demonstrating a satisfactory trading record.

4 Berle, A and Means, G, The Modern Corporation and Private Property, 1932: ‘the owners
without appreciable control and the control without appreciable ownership’, p 121. For
further discussion, see Herman, E, Corporate Control, Corporate Power, 1968; Blumberg, P,
The Megacorporation in American Society: the Scope of Corporate Power, 1975; Parkinson, J,
Corporate Power and Responsibility, 1993, Chapter 2.

5 Its full title is the International Stock Exchange of the United Kingdom and the Republic
of Ireland Limited: see Financial Services Act 1986, s 142.
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The distinction between public and private companies first appeared in
the Companies Act 1907. A “private company’ was defined as one which, by
the company’s constitution, restricted the right to transfer its shares, limited
the number of its members to 50 and prohibited any invitation to the public to
subscribe for any shares or debentures of the company. The 1907 Act was
concerned with increasing the protection for investors who were considering
subscribing for shares in a company by requiring it to provide relevant
information when offering shares for sale to the public. This was to be done
either through the established practice of issuing a prospectus or, in lieu of
that, by requiring the company to furnish the Registrar of Joint Stock
Companies with a statement containing the same information as would have
been included in the prospectus. A private company was exempt from filing
this statement. Thus, the distinction was born as a recognition of the existing
state of affairs which had, by then, emerged and it was, by the beginning of
the 20th century, too late to separate the provisions applying to each type of
association into different statutes. The approach to company law reform is
almost always inherently conservative lest anything is done which jeopardises
the use of registered companies by businesses and, thereby, hinders the
development of the economy. Certainly, nothing as radical as the enactment
of two entirely different statutes, one applying to small companies and one
applying to companies which offered shares for sale to the public, could then
have been contemplated.

The way in which the distinction was framed, namely, by defining private
companies and classifying the remainder as public, lasted until the Companies
Act 1980, when considerable amendments to the law were made, again for the
protection of the public and those dealing with public companies; this time,
though, the changes were made as a response to the Second Directive of the
European Community.® Now, it is the public company which is defined in the
Companies Act and all other companies are considered to be private.” A
public company is one which states in its constitution that it is a public
company and which complies with all the requirements laid down in the
Companies Act for registration or re-registration of a company as a public
company. Further, a public company cannot begin business or exercise any of
its borrowing powers unless the Registrar has certified that the company has
an allotted share capital of not less than £50,0008 (of which at least one quarter
must have been paid up).? There has never been any such minimum capital
requirement on private companies. The 1980 Act also introduced the
mandatory requirement that the name of a public company should end with

Article 6 of 77/91/EEC.
Companies Act 1985, s 1(3).
Ibid, ss 117, 118.

Ibid, s 101.
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the words “public limited company’ (which can be abbreviated to plc), in
order to distinguish it more openly from a private company.!0

So, the approach of the legislature has been to lay down the overall
framework of company law in the Companies Acts, yet to make exceptions for
private companies and generally subject them to a less strict regime. The rules,
for instance, which regulate what a company can do with its capital, make
important relaxations for private companies and will be dealt with in Chapter
7; among the other concessions to private companies in the Act are: a private
company need only have one director, whereas a public company must have
two;11 the directors of a private company have no obligation imposed on
them to ensure that the company secretary is a qualified person and possesses
the requisite knowledge and experience to discharge the functions of a
secretary;12 and the provisions relating to the preparation, keeping and
presentation of the accounts are less onerous.!

In addition, provisions in the Companies Act which require persons
acquiring interests in the shares of a particular company to make disclosure of
those interests to the company, in order to prevent sudden and unexpected
takeover bids, only apply to the shares of public companies.14

The one major drawback of the private company is the inability to go to
the market to raise capital. When a business run by a private company
expands and needs further investment capital, one obvious course for it to
take is to re-register as a public company, so that further shares can be offered
and sold to the public.1> Such re-registration is necessary, since the offering or
advertising of shares for sale to the public by a private company is a criminal
offence and any officer who makes such an offer or any person who causes
such an advertisement to be issued is liable to be prosecuted, unless the
Secretary of State makes an exemption order.16

There are currently approximately 1.2 million registered companies in
England, Wales and Scotland. Only about 12,000 of these are public
companies, of which only 2,450 are listed on the Stock Exchange.l” This
means, of course, that, overwhelmingly, it is the private company which is
used as the medium through which to conduct business. However, it must be
borne in mind that many of the private companies will be subsidiaries of
public companies, so the number of independent businesses is much lower
than the figures suggest.

10 Companies Act 1985, s 25.

11 1Ibid, s 282.

12 Ibid, s 286.

13 See, eg, ibid, s 222(5).

14 Ibid, ss 198-220. See below, p 227.

15 1Ibid, ss 43-48.

16 Ibid, s 81 and Financial Services Act 1986, ss 170 and 171.
17 Companies in 1997/98, London: HMSO.
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COMPANIES AND PARTNERSHIPS

In contrast to the company, the other main type of business association is the
partnership. This is an unincorporated association, where two or more
persons associate for the purposes of business. No other separate legal
personality is brought into existence on the formation of the partnership, and
the business and all its assets remain the property of the partners. The
Partnership Act 1890 defines a partnership as ‘[t]he relation which subsists
between persons carrying on a business in common with a view of profit’ and
it specifically excludes the relationship which exists between the members of a
company.18 But, while companies can never be considered as partnerships,
companies themselves can be the partners in a partnership, for example, as
part of a joint venture with other companies.

Each partner is an agent for the others and, hence, can affect the legal
rights and obligations or matters connected with the business.!? Partnerships
can be formed by deed or quite informally and, in contrast to companies, can
be formed simply in writing, orally or even by conduct. It is normal, however,
to have a partnership agreement which sets out the terms on which the
partners are associated. In the absence of any agreement to the contrary, when
one partner wishes to leave or retire, the partnership has to be dissolved and
then perhaps re-formed among remaining partners. Furthermore, when a new
partner wishes to join, there has to be unanimous consent of the existing
partners. Again, as we shall see, this is in contrast to the registered company.

FEATURES OF THE REGISTERED COMPANY

The most substantial differences between a company and a partnership can be
appreciated by an examination of the main features of the modern registered
company.

Incorporation by registration

Incorporation of associations prior to the passing of the Joint Stock Companies
Act 1844 was restricted and it occurred in only two major circumstances: first,
when the Crown granted a royal charter as an act of prerogative power,
conferring corporate status, for example, on trading associations, such as the
South Sea Company or the East India Company; and secondly, via a practice
which occurred more commonly from the late 18th century onwards, when a

18 Partnership Act 1890, s 1.
19 Ibid, s 5.
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statute incorporated a company, usually to construct and run public utilities,
such as gas and water supplies and the canals and railways. The incorporating
statute was a private Act of Parliament and the sections of the Act gave the
company its constitution. For Blackstone, the King’s consent was absolutely
necessary for the creation of a corporate body, hence, the idea that, in
England, incorporation and the creation of a non-natural legal person was a
concession. Blackstone described the above two methods of incorporation as
being with the express consent of the King.

Another less frequently occurring method of incorporation was by
prescription, where the King’s consent was presumed. This was because,
although the members could not show any charter of incorporation, the
corporation had purported to exist as such from a ‘time whereof the memory
of man runneth not to the contrary’ and, therefore, the law was willing to
presume that the charter had been originally granted but subsequently lost.
An example of this type of incorporation was the City of London.

Finally, although not a method of incorporating an association, another
example of where the King’s consent to incorporation had been implicitly
given was where the common law, by custom, recognised that certain
officeholders had a separate legal personality in addition to their own natural
personality. Such offices included bishops, vicars and even the King himself.
On the death of the officeholder, the office and the corporate personality are
transferred to the successor. These are known as “corporations sole’ to
distinguish them from incorporated associations, which are known as
‘corporations aggregate’.

Quite apart from these corporations, though, during the 18th century,
there grew up an entirely different form of business association, which,
because of its importance in commercial enterprise, ultimately provided much
of the impetus for reform. This became known as the ‘deed of settlement’
company.

As a result of the difficulties in obtaining corporate status, and because an
unincorporated body of persons could not hold property, except as partners,
and the Bubble Act of 1720 made it illegal to pretend to act as a corporate
body,20 the device of the trust was used, so that money property of a group of
persons associating together for the purposes of business could be put into a
trust and trustees could be appointed to administer it. There was, therefore, a
‘joint stock” held under trust and, although there was, in fact, no corporation,
all the parties, for all practical purposes, acted as if there were one. Shares in
‘the company’ could be issued to the persons contributing property to the
joint stock and each person would execute a covenant that he would perform
and abide by the terms of the trust. The difference between these

20 6Geol, cl18.



Introduction

unincorporated companies and partnerships was that the unincorporated
companies enjoyed continuous existence with transmissible and transferable
stock but, unlike partnerships, no individual associate could bind the other
associates or deal with the assets of the association.

The ingenuity of the legal draftsmen in drawing up the trust deeds
brought about a situation where groups of associating persons achieved
corporate status for all practical purposes, so that, as Maitland was able to say:

... in truth and in deed we made corporations without troubling King or
Parliament, though perhaps we said we were doing nothing of the kind ...

and that the trust:

... in effect enabled men to form joint stock companies with limited liability,
until at length the legislature had to give way.2!

The legislature did give way in a major and significant way in the Joint Stock
Companies Act 1844, which introduced, for the first time, albeit in a rather
long winded form, the notion of the formation and incorporation of a
company for a commercial purpose by the act of registration by a promoter.
No longer did would-be corporators have to obtain a royal charter or await
the passing of an incorporating statute. Incorporation could be obtained by
the administrative act of registration. The equivalent section in the 1985
Companies Act reads:
Any two or more persons associated for a lawful purpose may, by subscribing
their names to a memorandum of association and otherwise complying with
the requirements of this Act in respect of registration, form an incorporated
company, with or without limited liability.

And, by s 13(3):
From the date of incorporation mentioned in the certificate, the subscribers of
the memorandum, together with such other persons as may from time to time
become members of the company, shall be a body corporate by the name
contained in the memorandum.

The act of registration creates the corporation.?2 The drafting of these sections
inherited from previous Companies Acts seems to imply that the body
corporate is simply the aggregate of the subscribers and members and this is
why, in the 19th century, a company is referred to in judgments as ‘they” or
‘them’. This view is wholly superseded by the view that a company is
separate from, and additional to, the members and is now always referred to
as ‘it’. The former view seems especially strange now that there is the
possibility of companies being formed with a single member.

Among the disadvantages of the old deed of settlement companies was
the difficulty in suing and enforcing judgments against them, since they

21 Maitland, FW, Collected Papers, Vol 111, p 283.
22 Arab Monetary Fund v Hashim (No 3) [1991] 2 AC 114, p 160.
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essentially remained large partnerships. But, from this very first statute
introducing the notion of incorporation by registration, the option of
continuing to carry on trade in the form of a large partnership was severely
circumscribed to deal with this problem. The 1844 Act required partnerships
of more than 25 persons to register, thus compelling the use of the new form
of business association.23 Thus, there is one readily identifiable legal persona,
which can sue to enforce the rights of the business and which can be sued to
be held accountable for the obligations of the business. The present day
successor to this provision is s 716 of the Companies Act 1985, and the number
of partners has been reduced to 20. There are, however, express exceptions
contained in the section, allowing, for instance, solicitors and accountants to
practise in partnerships of unlimited size.24

Transferable shares

A crucial element in the success of the registered company as a form of
business association is the idea of the transferable share. Shares in a company
are transferable in the manner provided for in the company’s articles.2>

Those persons who are originally involved in setting up and running the
business may wish to leave the business or to leave their “share’ of it to their
beneficiaries on their death but, usually, all parties, particularly those
remaining involved in the business, will want to affect the company as little as
possible. A serious disadvantage with the partnership is that, unless express
provisions are made in a formal partnership deed as to what should happen
in the event of there being a change in the composition of the partnership,
when any partner dies or wishes to leave or when a new partner is admitted,
the partnership has to be dissolved and re-formed. In respect of the registered
company, in theory, changes of the shareholders can be accomplished
conveniently and with a minimum of disruption to the company’s business.
When a shareholder sells his shares to another person, that person becomes
the new shareholder, and the only involvement of the company is to change
the appropriate entry in the register of members. Thenceforth, the new person
becomes a new member.

Furthermore, because the company is a corporate body and a recognised
legal entity, it survives the death of one, or even all, of the members.26 The
shares of any deceased member are simply transferred to their personal
representatives. The company therefore has a potentially perpetual existence.

23 Joint Stock Companies Act 1844 (7 & 8 Vict c110), s 2.
24 Companies Act 1985, s 716(2).

25 Ibid, s 182.

26 Re Noel Tedman Holdings Pty Ltd [1967] Qd R 561.
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In practice, in respect of private companies, the position with regard to the
transmissibility of shares is likely to be complicated by the presence in the
company’s constitution of a clause which states that any member wishing to
sell his or her shares must first offer them to existing members, who have an
option to purchase them or, possibly, are obliged to purchase them. This is an
important restriction for the small family company to include in its
regulations, since the members will obviously wish to retain control over who
comes into the company. Again, this does not directly affect the company but
it can lead to disputes, especially as to the mechanism for the valuation of the
shares. Formerly, there was a requirement in the Companies Acts that, in
order for a company to qualify as a private company, there had to be such a
restriction on the transfer of shares?” but this was removed in the Companies
Act 1980.

These clauses are not usually found in the constitution of public
companies, which do not, in the normal case, have any restrictions on
transfer.28 This reflects the reality that the shares in the public company are an
investment only and that the shareholder has little or no interest in the
business of the company or the identity of the other shareholders.

Limited liability

Corporations, as already described, existed long before the Companies Acts of
the mid-19th century. As early as 1612, in Sutton’s Hospital,29 Coke had stated
that corporations were distinct from their members and, later in the century,
in the case of Edmunds and Tillard v Brown,30 it was recognised, as a result of
this distinction, that the members of a chartered company were not directly
personally liable for the debts and obligations incurred by the company in its
own name and, likewise, nor was the company liable for the members” debts
and obligations. Hence, the recognition of the important advantage of trading
through the medium of a corporation rather than in a partnership, where each
partner remains both jointly and severally liable for the debts of the business,
or even as a member of the old deed of settlement company, where, since
there never was, in law, a distinct body brought into existence, the members
remained liable for debts incurred.

The position, however, was not so straightforward as this because, as a
case such as Salmon v The Hamborough Company3! shows, the courts were

27 Companies Act 1948, s 28.

28 The Listing Rules of the Stock Exchange prevent a listed company from having such
restrictions on the transferability of its shares: r 3.15. Partly paid shares comply with this
rule as long as investors are provided with all appropriate information to enable
dealings to take place on an open and proper basis.

29 (1612) 10 CoRep 1.
30 (1668) 1 Lev 237.
31 (1671) 1 Ch Cas 204, HL.
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willing to make orders to the effect that, should a company not be able to pay
a judgment debt, then the company could make ‘calls’ on the members of the
company so that sufficient money was collected. In this way, members could
be made indirectly liable for a proportion of the company’s unpaid debt.
Many charters of incorporation, however, contained an express clause
exempting members from any such liability.

When the legislature first established the registered company in 1844, it
was initially envisaged that members would not escape liability for the debts
of the company but there was a clear and significant difference from the
position that existed with chartered corporations. By s 66 of the 1844 Act, a
creditor had to proceed, first, against the company for the satisfaction of his
debts and, if that did not recover the required amount, the creditor could then
proceed directly against the members of the company personally. Further, a
member would remain under such personal liability for three years. But this
state of affairs did not last long and the hurriedly passed Limited Liability Act
1855 provided that, as long as a number of conditions were satisfied, a
member was absolved from liability for the debts of the company.

So the position now is that members are said to enjoy limited liability,
although the meaning of this phrase and the way it works in practice depends
on what sort of registered company is being considered. Overwhelmingly, the
most popular and important form of company for trading purposes is the
company limited by shares. Here, each share is given a nominal value and a
member of this form of company is liable only up to that full nominal value of
each share he holds or has agreed to purchase. Most shares today are issued to
shareholders on a fully paid up basis, so that, in the event of the company
being wound up insolvent, there is no further liability on the part of the
member, no matter how much the company owes to its creditors. If, however,
the member is holding partly paid shares (which was the case with some
recent Government ‘privatisations’) and the company goes into insolvent
liquidation, then the member will be called upon to pay the outstanding
amount on each share.

The other form of registered company where the members can enjoy
limited liability which can be formed under the Act is the company limited by
guarantee.32 Here, the company does not issue shares but, instead, the
members each agree to pay a fixed amount should the company be wound up
insolvent. The amount is usually only nominal but, in any event, this form of
company is only really appropriate for charitable or educational purposes,
rather than for commercial ventures.

Limited liability and the registered company are not inevitably and

inextricably linked in English company law. Section 1(2)(c) of the 1985 Act
states that a company can be formed without a limit on the liability of its

32 Companies Act 1985, s 1(2)(b).
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members. So, in the event of such a company going into insolvent liquidation,
the members could be called upon to make a contribution to the company’s
assets. The advantage of such a company is that there is an exemption from
the disclosure requirements in the Act. However, not surprisingly, this form
of company is not particularly popular and, at present, there are fewer than
4,000 registered at Companies’ House.33

Disclosure and formality

A major feature of the law relating to registered companies, which is
immediately apparent to anyone forming and running a company, is the
amount of information about the company which has to be compiled and
disclosed. Thus, the formalities and the publicity associated with the
registered company can be considered disadvantageous and, to some extent,
form a disincentive for a businessman to incorporate his business. The
information required of a sole trader, or of the partners in a normal
partnership, is much less and may be only the information which is required
for the purposes of taxation; moreover, this is not available for public
inspection. But, as regards the registered company, from its inception, the idea
of incorporation by registration was seen as a privilege or concession to
businessmen and, in return for this, there had to be a certain amount of
documentation which had to be open for public inspection and scrutiny. So,
the 1844 Act established the Registrar of Companies, who is still with us today
and whose offices are located in Cardiff. The reasoning behind this
requirement was perhaps best encapsulated by the American judge, Justice
Brandeis, who once said that ‘[s]unlight is the best of disinfectants; electric
light the best policeman’. Furthermore, and specifically in the context of
English company law, the 1973 White Paper on company law reform stated it
was the government’s view that “disclosure of information is the best
guarantee of fair dealing and the best antidote to mistrust’.34

So, the reasoning behind the disclosure requirements is that fraud and
malpractice are less likely to occur if those in control of corporate assets have
to be specifically identifiable and know they have to disclose what they have
been doing. This means that public disclosure is intended to protect investors
and creditors who either put money into the company or who deal with it.

For public companies which are listed on the Stock Exchange, there is the
additional, extra-legal requirement to disclose information to the Stock
Exchange.3

33 Companies in 1997/98, London: HMSO.
34 Company Law Reform, Cmnd 5391, 1973, para 65.
35 The Listing Rules (known as the Yellow Book); see p 18.
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The issue of disclosure in company law has another aspect to it and that is
the disclosure of information by the directors to the members both in and out
of general meeting. The aim here goes beyond that in relation to public
disclosure to the registrar, which is largely concerned with the protection of
investors and creditors, and generally has more to do with ensuring that the
members of the company are satisfied with the efficiency of their management
and are able to scrutinise the conduct of the directors. So, the directors have a
duty to lay the annual accounts and the directors’ and auditors’ reports before
the company in general meeting every year.3¢ Furthermore, every member of
the company is entitled to receive a copy of these documents not less than 21
days before the date of the meeting at which they are to be laid before the
company.37 Also, a company must keep a register of its members at its
registered office, which is open to inspection not only to any member (free of
charge) but also to any other person (on payment of the prescribed fee).38

Officers of a company who fail to comply with the provisions in respect of
disclosure are likely to have committed a criminal offence and, more
particularly, directors who are in ‘persistent default’ in complying with
disclosure requirements can be disqualified from holding office as a director
for up to five years.3?

There has been some trenchant criticism of the disclosure system, in
particular, that the present level of disclosure cannot be justiﬁed.4O There has,
indeed, been a steady growth in the volume of documents required from each
company, without, perhaps, a thorough examination of whether the further
disclosure meets the overall aims of the system. In addition, further disclosure
is constantly being required by EC directives. Originally, under the 1844 Act, a
company only had to send a copy of its constitution, a list of members and a
copy of any prospectus to the registrar. In addition, there was a requirement
to present balance sheets to the registrar but, somewhat surprisingly, this
requirement was dropped in the 1856 Act and not re-introduced until 1907.
But the list of members, on the other hand, very important during the time
when members were liable for the company’s debts, has remained. Now, in
addition to the keeping and filing of annual accounts,*! it is necessary to
prepare a directors” and an auditors’ report, lay them before the general
meeting and deliver them to the registrar,42 along with annual returns,*3
containing particulars of the directors, company secretary and the address of

36 Companies Act 1985, s 241.

37 Ibid, s 238.

38 Ibid, s 356.

39 Company Directors (Disqualification) Act 1986, s 3.
40 See, eg, Sealy, LS (1981) 2 Co Law 128.

41 Companies Act 1985, s 242.

42 Ibid, ss 234, 235, 241 and 242.

43 Ibid, s 363.
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the registered office,#4 copies of any special or extraordinary resolutions,4>
and valuations of company property.46

Some reform has begun to be made, especially to remove the bureaucratic
burden from private companies. The Companies Act 1989 introduced the
‘elective resolution’, which allows a company, if it passes such a resolution, to
dispense with certain specified formalities required by the 1985 Act. Most
important in this context is the ability of a private company to pass an elective
resolution to dispense with the laying of accounts and reports before the
general meeting.4’ Elective resolutions will be dealt with in greater detail
later. Further auditing relaxations have been introduced for very small
companies.48 This is part of the move towards the deregulation of small
businesses, which looks set to continue.49

A further relaxation which was introduced by the 1989 Act is that public
companies listed on the Stock Exchange may send shareholders a summary
financial statement instead of the full audited accounts.?0

The advantages of forming a company

Most of the reasons why those running a business would wish to form a
company through which they can run their businesses flow from the above
features, either directly or indirectly. A company is able to enjoy a perpetual
existence, the death or retirement of the members having no necessary effect
on its continued existence, a fact which obviously is not the case with the
partnership. Similarly, a change of members by a transfer of shares can be
accomplished without affecting the company.

The management of the company can be assigned to specific persons, the
directors, so that other members do not have the authority to represent or
legally bind the business with third parties. Obviously, in addition, limited
liability against the trading debts can be enjoyed by those investing in the
business. In a recent empirical study of small businesses, it was discovered
that, overwhelmingly, the most important reason given by the respondents for
the formation of a company was the advantage of limited liability.>1 It must

44 Companies Act 1985, s 364.
45 Ibid, s 380.

46 Ibid, s 111.

47 1bid, ss 252 and 379A.

48 See p 310.

49 Most likely through the use of the powers under the Deregulation and Contracting Out
Act 1994.

50 Companies Act 1985, s 251.

51 Hicks, A, Drury, R and Smallcombe, ], Alternative Company Structures for the Small
Business, 1995, ACCA Research Report No 42.
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be appreciated that, in practice, this will only mean protection for the directors
and members against liabilities incurred to trade suppliers. This is because, if
banks lend money to small, under-capitalised companies, they will almost
certainly demand personal guarantees to be given by the directors.

A normal partnership cannot offer either of these features, although they
can, in effect, be achieved by forming a partnership under the Limited
Partnership Act 1907, which is, in fact, very little used. Under this Act, an
investor in a partnership business can limit his liability to the amount actually
invested or pledged. This limited partner then takes no part in the
management or the running of the business. If he does, he loses the protection
of the Act and becomes fully liable in the normal way. Such limited
partnerships have to be registered and, in 1997-98, there were only about
6,000 on the Register.52 By the time the legislation was introduced, the ‘one-
person’ limited company had become commonplace, which, with the sanction
of the House of Lords’” decision in Salomon v Salomon Ltd, was able to achieve
limited liability for all persons concerned with the business.>

Lastly, an advantage which is enjoyed by companies over sole traders or
partnerships, which emerged during the last century without design on the
part of the legislature, is that companies can give what is known as a floating
charge as security for a loan.>* This can be an important reason for deciding to
incorporate a business, especially if that business has, at any one time, a
significant part of its capital tied up in chattels or moveable property. A
floating charge is a security given over assets which, in the normal course of
business, change from day to day, for example, raw materials or stock in
trade. The company can continue to trade and deal with the assets comprised
in the charge because it does not, while the charge is floating, affect them or
interfere with the company’s ability to give good title to a buyer if they are
sold. So, a company, by granting such a charge to a lender, increases the assets
against which it can borrow. Without the ability to use such a device, the
company could only borrow money against the security of fixed assets, that is,
land. This is the position of sole traders and partnerships because of, inter alia,
the Bills of Sale Acts 1878 and 1882. A floating charge would fall within the
definition of a bill of sale within the meaning of the Acts and, therefore, it
would need to be registered in statutory form in the Bills of Sale Registry; in
this form, all the movable property subject to the charge would need to be set
down in the schedule to the bill. Since the whole point of the charge is that the
property charged can continually change, this would be totally impractical.
The reason why companies can create these charges without registering them
as bills of sale is that the Acts do not apply to corporate bodies.

52 Companies in 1997/98, London: HMSO. Roughly half of these were registered in Scotland.
53 [1897] AC 22. See Chapter 3.
54 See Chapter 7.
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In the empirical survey mentioned above, none of the respondents gave, as
a reason for incorporating, the ability to grant a floating charge, so it may be
that this advantage is significantly overestimated. In any event, as mentioned
above, in the case of the ‘one-person’ company, there is probably no impetus
for the bank to demand a floating charge, since it has taken a personal
guarantee from the businessman anyway.

The purpose of company law

The objective of a good system of company law should be, first, to provide a
framework within which entrepreneurs can be encouraged to take commercial
risks and develop new businesses. This will also provide passive investors
with a mechanism by which they can invest capital in a business or industry,
again, without the possibility that they will incur unlimited liability which
may potentially bankrupt them. The justification for this must be that it will be
for the good of the economy as a whole, even though there will be individuals
who will lose out by dealing with such companies. Therefore, the second
objective must be to provide sufficient controls on the persons forming and
running companies, so that an outsider who deals with the company does not
lose out unfairly as a result of fraud or sharp practice or abuse of the
Companies Act.

Achieving the right balance between these opposing interests is not easy.
Usually, the legislators of any system of company law adopt a mixture of
measures which provide, on the one hand, ex ante protection, so that, for
instance, minimum capitalisation requirements are laid down for the
formation of a company and then strict rules are enacted for the maintenance
of that capital to provide a sum for the satisfaction of creditors. Furthermore,
there could, on its formation, be scrutiny by a central agency of the
constitution and the proposed activities of the company and the reputation
and character of the persons who will be running the company. And, on the
other hand, there is ex post protection, whereby mechanisms are set in place,
for example, to dislodge the security of various pre-liquidation transactions
which are entered into in order to cheat bona fide creditors, or whereby
procedures are established for fixing those who have been running companies
fraudulently or recklessly with a liability to contribute to the company’s debits.
Further, steps can then be taken to disqualify these persons from running
companies in the future. In the UK, as will be seen in the following pages,
despite the fact that there are lengthy and complicated rules concerning the
maintenance of capital, the emphasis is very definitely on the kind of ex post
remedies mentioned above, whereas, in continental jurisdictions, much
stronger use is made of ex ante protection, with all other European
jurisdictions apart from the UK and the Republic of Ireland having significant
minimum capitalisation requirements for the equivalent of both private and
public companies. In the UK, there are no minimum capital requirements for
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private companies, with such requirements for public companies only being
introduced in 1980.

The sources and reform of company law

Legislation

Not surprisingly, the most important source of company law is legislation and
it is a source which has been enormously fertile. The increase in the sheer
volume of statutory provisions which apply to companies has been
phenomenal. The 1844 Act, which first provided for the incorporated
registered company, contained only 80 sections, with 10 schedules. The latest
consolidating Act, the Companies Act 1985, contains nearly 700 sections, with
25 schedules, and now this Act is far from being considered as the complete,
or even latest, word on the law relating to companies. The general pattern in
this development of legislation has been the passing of several Acts reforming
parts of the law as it relates to companies followed by a large consolidating
Act attempting to incorporate all the relevant provisions. So, the first
consolidating Act was as early as the Joint Stock Companies Act 1856 but this
was soon replaced by the Companies Act 1862. This survived until 1908, when
it was replaced by the Companies (Consolidation) Act of that year. Two more
consolidating Acts were passed, in 1929 and 1948, before the current statute,
which is the Companies Act 1985. Unfortunately, much reform of the law
relating to insolvency was underway simultaneously with the passage of the
Companies Act 1985, following the recommendations of the Cork Committee,
which reported in 1982. This resulted in the short lived Insolvency Act 1985,
which was repealed to make way for the consolidating Insolvency Act 1986.
This latter Act took with it large amounts of Parts XVIII, XIX, XX and XXI of
the Companies Act 1985. Further, all the provisions of the Companies Act
which dealt with the disqualification of directors were removed and replaced
in the Company Directors (Disqualification) Act 1986. In addition, the
provisions relating to insider dealing were placed into a separate Act, the
Company Securities (Insider Dealing) Act 1985. This itself has now been
repealed and replaced by Part V of the Criminal Justice Act 1993. The
Companies Act 1989 effected many important changes and inserted new
provisions into the 1985 Act.

It should be borne in mind that subordinate legislation forms an important
source of company law and practice, and its role is increasing. This is probably
inevitable, due to the pressures on parliamentary time and the increasing
complexity and specialisation of company law matters but, in any case,
increasing use is being made of s 2(2) of the European Communities Act 1972
to enact the substance of EC company law directives. So that, for example, s 1
of the 1985 Act was recently amended by statutory instrument to include a
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new s 1(3A), which provides, for the first time in English law, that a company
can be incorporated with a single member.?> Part III of the 1985 Act was
repealed and replaced by the Public Offers of Securities Regulations 1995, so
that provisions which were formerly contained within the statute are now to
be found in subordinate legislation.

The process is not confined simply to measures enacting community
directives. By s 117 of the 1985 Act, the Secretary of State is given power to
make regulations further extending the scope of elective resolutions to relieve
the administrative burden on private companies and he or she is given a
similar power in the Deregulation and Contracting Out Act 1994.57

The European Union

After 1972 and the UK’s accession to the Treaty of Rome, followed by the UK'’s
joining of the European Community in 1973, the greatest impetus towards the
introduction of new statutory provisions have, until recently, been the
directives issued by the Council of the European Community (now the
European Union). Strictly speaking, almost no European action in company
law is a source, since there needs to be implementation by national legislation
on the part of Member States to bring the substantive proposals into force, but
the effect of the European Union on company law cannot be ignored. Also, a
limited amount of action taken by the Commission does have direct effect in
Member States and recent decisions both by the European Court of Justice and
the House of Lords mean that reference to and knowledge of the directives
will become increasingly important. Significant parts of Chapters 2, 6 and 9
have been affected by European initiatives and Chapter 15 examines in detail
the process of European action.

Case law

Despite the enormous volume of legislation relating to companies, and
however wide ranging the provisions appear to be, they cannot be said to
amount to a code of company law in the civil law sense. A significant
contribution to company law has come from the judgments of company law
cases. Around the framework of the statutes, the courts have often found
themselves in a position where they not only have to interpret the statutory
provisions but they have also found it necessary to extrapolate the intention of
Parliament and develop rules around this intention (for example, in Ashbury
Rly Carriage and Iron Co v Riche®® and the ultra vires rule) or to formulate

55 Companies (Single Member Private Limited Companies) Regulations 1992 (SI
1992/1699) implementing the Twelfth Directive 89/667 /EEC.

56 S11995/1537.
57 Seep127.
58 (1875) LR 7 HL 653. See p 156.

17



Company Law

wholly new principles totally independent of the provisions of the Act (for
example, the fiduciary obligations of directors). While some of the rules
developed by the courts (for example, the capital maintenance rule laid down
by Trevor v Whitworth)®® have been subsequently adopted by the legislature
and are now in statutory form, some provisions of the Act refine and
presuppose the continued existence of the independent judge made principles
(for example, s 317 of the the Companies Act 1985).

Extra-legal codes

Beyond the purely legal aspects of regulation, there are significant extra-legal
codes which have a marked effect on the way in which companies are run and
operate. On a day to day basis, the work of those involved in giving advice to
companies and their directors can be as much affected by these codes as the
provisions of the Companies Act and secondary legislation.0

(i) The Yellow Book

The Stock Exchange (its full title being the International Stock Exchange of
the United Kingdom and the Republic of Ireland Limited) is the competent
authority under the Financial Services Act 1986 to maintain the Official
List.61 The securities which on this list are able to enjoy dealings on the
Stock Exchange’s Listed Market. The Stock Exchange is also made the
authority which can promulgate the rules for admission to the list. These
Listing Rules are published in what is commonly known, due to the colour
of its binder, as the Yellow Book. In any event, the content of the rules is
now determined, to a considerable extent, by the EC Directives®2 which
lay down minimum standards on such matters as the content of Listing
Particulars and have been implemented in Part IV of the Financial Services
Act 1986. Apart from this, the Stock Exchange can introduce its own
requirements with which any company wishing to gain a full, official
listing will have to comply. The Yellow Book then provides a number of
continuing obligations, which will have to be complied with if the
company wishes to remain on the Official List. So, for example, a company
wishing to be admitted to the Official List will have to comply with the
conditions for listing in Chapter 3, the rules relating to Listing Particulars
in Chapters 5 and 6 of the Yellow Book, and the obligations of disclosure
and reporting laid down in Chapter 9. There will have to be compliance
with the rules relating to transactions of listed companies in Chapters 10
and 11 and financial information will have to be prepared in accordance
with Chapter 12.

59 (1877) 12 App Cas 409. See p 178.

60 See Law Commission Consultation Paper No 153, 1998, Company Directors: Regulating
Conflicts of Interests and Formulating a Statement of Duties, para 1.21.

61 Financial Services Act 1986, s 142.
62 79/279/EEC; 82/121/EEC; 80/390/EEC.
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An “issuer’ (which is any company whose securities have been admitted,
or is proposed to be the subject of an application for admission) is under a
general obligation to comply with all the listing rules applicable to them.
Particular issuers must provide the Stock Exchange with all the information
and explanations that the Exchange may reasonably require for the purpose of
deciding whether to grant a listing and all the information that the Exchange
considers appropriate in order to protect investors or ensure the smooth
operation of the market or to verify whether the listing rules are being and
have been complied with.63 The Stock Exchange may, at any time, require an
issuer to publish information which it considers appropriate to protect
investors and maintain the smooth operation of the market.64

If the Stock Exchange considers that there has been a breach of the listing
rules then it can refer the matter to the Quotations Committee, unless the
issuer or director concerned agrees to a private censure by the Exchange and
the Exchange considers that it is an appropriate sanction.%® If, after its
investigation, the Quotations Committee finds that there has been a breach of
the Listing Rules then it can publicly censure the issuer or director or suspend
or cancel the listing of the issuer’s securities.%0

(ii) The City Code on Takeovers and Mergers

This Code is formulated by the Panel on Takeovers and Mergers, which
was formed in 1968 to administer a code which had first been published in
1959. The Code is now in its 5th edition and contains 10 general principles
and 38 rules, each of which is followed by notes. The Panel has no
statutory base and the chairman and three deputy chairmen are appointed
by the Governor of the Bank of England.

The purpose of the Code is, primarily, to ensure that shareholders are
treated fairly during a takeover and, to achieve this, the Code is based on
four underlying principles. which are expressed in the introduction. They
are:

* shareholders should be given full information in order for them to
consider the merits of a bid and should be given enough time to reach
a decision;

e there should be equal treatment of shareholders of a particular class;

* any frustrating action taken by the management of the target company
is forbidden, unless with the consent of the shareholders; and

e the Code seeks to ensure a fair market, especially through
transparency of dealings.

63 Listing Rules, Chapter 1, r 1.1 and 1.2.
64 Ibid, Chapter 1, r 1.5.

65 Ibid, Chapter 1, r 1.8.

66 Ibid, Chapter 1, r 1.9 and 1.10.
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Where the Panel finds that there has been a breach of the Code, it is not
authorised to bring any form of proceedings itself against the transgressor
but the executive of the Panel invites the person concerned to appear
before it for a hearing, at which he is informed of the nature of the
allegations. As the introduction to the Code then states:
If the Panel finds that there has been a breach, it may have recourse to
private reprimand or public censure or, in a more flagrant case, to further
action designed to deprive that offender temporarily or permanently of his
ability to enjoy the facilities of the securities market.
The code does not have, and does not seek to have, the force of law. It has,
however, been acknowledged by both Government and other regulatory
authorities that those who seek to take advantage of the facilities of the
securities markets in the UK should conduct themselves in matters relating
to takeovers in accordance with the best business standards and so
according to the Code ... Therefore, those who do not so conduct
themselves may find that, by way of sanction, the facilities of those
markets are withheld.

Furthermore, the Panel can report the matter to another authority, which
may take legal, extra-legal or contractual action against the transgressor,
such as the Department of Trade and Industry (DTI) or the Stock
Exchange.

In both R v Panel on Takeovers and Mergers ex p Datafin®” and R v Panel on
Takeovers and Mergers ex p Guinness plc,®8 the Court of Appeal held that the
Panel’s decisions were potentially subject to judicial review. In the latter
case, Lord Donaldson paid tribute to the panel as:
A truly remarkable body ... Part legislator, part court of interpretation, part
consultant, part referee, part disciplinary tribunal, its self-imposed task is

to regulate and police the conduct of takeovers and mergers in the
financial markets of the UK.%9

He described it as the ‘conscience of the market’, which, where it detected
a breach of its Code, acts as a whistle blowing referee ordering the party to
stop or, where appropriate, ordering the party to take action designed to
nullify any advantage which it has obtained from the breach and redress
the disadvantage to other parties.

(i) The Codes of Corporate Governance

Recently, codes have been developed which set out what is recognised as
being good corporate governance practices. These were produced
following the reports into this area during the 1990s. Corporate
governance can be defined as ‘the system by which companies are directed
and controlled” and the focus of the reports, as we shall see, has been the

67 [1987] QB 815.

68
69

[1990] 1 QB 146.
Ibid, p 157.
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governance of large public companies, particularly listed companies. The
first report was that of the Cadbury Committee, chaired by Sir Adrian
Cadbury, which examined the financial aspects of corporate governance
and which produced a Code of Best Practice and a Statement of Directors’
Responsibilities in 1992. In the case of listed companies, there was an
obligation contained in the Listing Rules”V to state in the annual report
prepared in accordance with r 12.41 whether or not the company complied
during the accounting period with the Code. Further, a company which
did not comply with the Code had to give reasons for any non-
compliance.

The second report was that of the Study Group on Directors’
Remuneration, which was chaired by Sir Richard Greenbury, and known
as the Greenbury Committee, which was established to review and
identify good practice in the method of determining directors’
remuneration. A code of practice was produced and appended to the
Listing Rules, although, like the Cadbury Code, not forming part of it.
Under r 12.43(w) and (x)(ii) of the Listing Rules, the annual report had to
state whether there has been compliance with the best practice provisions
and, if not, why not.

In November 1995, a Committee on Corporate Governance was established
under the chairmanship of Sir Ronald Hampel, which was referred to as
the Hampel Committee, to review the progress on the implementation of
the corporate governance recommendations. Its final report was published
in January 1998 and stated a desire for its own new code incorporating
both the Cadbury and Greenbury recommendations. This consolidated
code was adopted by the Stock Exchange and, on 25 June 1998, it published
the Principles of Good Governance and the Code of Best Practice, which is
known as the Combined Code. This contains Cadbury and Greenbury
principles in addition to new Hampel derived principles.

Again, this code will not form part of the Listing Rules but will be
contained in an appendix to them. A new r 12.43A(a) and (b) is inserted
into the Listing Rules which will require listed companies to disclose how
they have applied the principles of the Combined Code in the annual
report. Further consideration of the discussion and principles of good
corporate governance will be discussed later in this book, chiefly in
Chapter 10 (Directors).

Reform

Generally

The genesis of most company law reform until the influence of European
Directives was the law reform committees, which have reviewed various

70

Listing Rules, Chapter 9, r 12.43(j).
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areas of company law, and the introduction of major company legislation
was preceded by the report of such a committee. The 1844 Act itself was
preceded by a committee under Gladstone;”! the 1908 Act followed the
report of the Loreburn Committee;72 the 1929 Act followed the Wrenbury
and the Greene Committees;”3 and the 1948 Act followed the Cohen
Committee.”# The last of these large scale company law reviews was by
the Jenkins Committee,”> which reported in 1962; some of its
recommendations were then enacted in the Companies Act 1967 and
some, notably the provision which is now s 459, in the Companies Act
1980. The Companies Bill 1973, which would have implemented the
remaining recommendations of the Jenkins Committee, fell with the
Conservative Government in 1974. The Bolton Committee’® was
commissioned by the Board of Trade in 1969 to look generally into the
small firm but its report did not lead to any significant changes in
company law.

The pendulum has now swung away from Brussels as the major impetus
for reform and, especially since the change of Government, the pace of
domestic based discussion and reform, as compared with the past, is
frantic. In November 1992, the Department of Trade and Industry
announced that it was to carry out a review of a number of areas of
company law. Amongst the areas selected for consideration were: the law
relating to private companies; the law on directors’ duties;”” the law
relating to financial assistance by a company for the acquisition of its own
shares; the law on the registration of company charges; the law on
disclosure of interests in shares; and the law relating to groups of
companies. This review has, as its broad objective, the simplification of the
law and the reduction of unnecessary burdens on business. It has already
produced a number of consultation documents on the above areas and the
review has had an effect on the legislation; see, for example, the Order
under the Deregulation and Contracting Out Act 1994, in relation to
elective resolutions.”8

Many of the topics selected for review relate to small businesses but, in
addition, the DT, in April 1994, invited the Law Commission to carry out
a study into the reform of the law applicable to private companies, with
special reference to determining whether the present law was meeting the
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74
75
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1844 BPP, Vol VIL

Cd 3052, 1906.

Cd 9138, 1918; Cmd 2657, 1926.
Cmd 6659, 1945.

Cmnd 1749, 1962.

Cmnd 4811, 1971.

See p 23 and Law Commission Consultation Paper No 153, 1998, Company Directors:
Regulating Conflicts of Interests and Formulating a Statement of Duties.

See p 127.
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needs of small businesses and whether a new form of incorporation for
them was desirable. The conclusions published in a consultative document
in November 1994 were, broadly, that it was not necessary to institute an
entirely new form of business association with limited liability, since the
main problems for small businesses were not in company law, although it
was thought desirable to reform the law of partnership in a number of
respects.”?

The Law Commission has also examined the law relating to shareholder
remedies and made significant proposals for reform. It published a
Consultation Paper in July 199680 and a final report in October 1997.81
These proposals will be considered in Chapter 13 (Shareholder Remedies).

Currently the Law Commission is examining the law relating to directors’
duties, in particular Part X of the Companies Act 1985 (Enforcement of Fair
Dealing by Directors). It is also looking at the possibility of formulating a
statement of the duties owed by directors to their company under the
general law, including their fiduciary duties and their duty of care. It
issued a Consultation Paper8? in October 1998 and the issues under
consideration will be referred to in Chapter 10 (Directors).

In February 1997, the DTI published a consultation document for the
purpose of seeking views on the introduction of a new form of limited
liability partnership into UK law. In September 1998, another consultation
document was published which contained a Draft Bill. What has occurred
in recent years, and what makes the current position of the UK law a
problem, is that the size of some modern partnerships, especially in the
accountancy and legal professions, has increased significantly and so, too,
has the size of the potential liability in commercial transactions and
commercial practice generally. The personal assets of all active
professional partners are at risk from the business and professional
decisions of other partners about whom they may know very little and
with whom they have minimal contact. Furthermore, other jurisdictions
have been more flexible and accommodating in the needs of partnerships,
for example, Jersey, and as a result, have been attracting registrations from
offshore businesses and from partnerships whose home jurisdiction does
not offer such a form of business medium.

The Draft Bill contains 17 clauses and is supported by the draft
regulations. Importantly, the Bill limits the use of the proposed limited
liability partnership (LLP) to the members of certain professions. Of
course, professional partnerships, such as accountants and solicitors, are
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Company Law Review: The Law Applicable to Private Companies, URN 94/529.
Law Commission Consultation Paper No 142, 1996, Shareholder Remedies.
Law Commission Report No 246, 1997, Shareholder Remedies, Cm 3769.

Law Commission Consultation Paper No 153, 1998, Company Directors: Regulating
Conflicts of Interest and Formulating a Statement of Duties.
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precluded from forming a company under the Companies Act 1985. The
DTl is to consider whether the use of this new form of business association
by other partnerships could be introduced in the future.

The current bill would give an LLP its own corporate personality and the
members of it would enjoy limited liability, they would not be liable for
the acts or obligations of the LLP. An LLP would have to publish financial
and other information which would be open to public inspection, similar
to the disclosure required of registered companies. However, the partners
would have considerable scope for arranging their own internal affairs in
the way currently enjoyed by the common partnership. The LLP would be
liable to tax if it were still a common partnership.

(ii) Modern company law for a competitive economy

In March 1998, Margaret Beckett, then President of the Board of Trade,
announced a wide ranging review of the core principles of company law.
The Consultative Document,33 published to set out the Government's
intentions, argues that, given the fact that most of the principles of UK
company law were laid down in the middle of the 19th century and that
many provisions have been added to the system without a thorough
review for over 40 years, the current framework has become seriously
outdated.84 This is all the more apparent since the economy and markets
have become globalised. The major concern of the Government is to
ensure maximum competitiveness for British companies to contribute to
national growth and prosperity, a fact reflected in the title of the
consultative document, ‘Modern company law, for a competitive
economy’. The timetable laid down for the review provides that the date
for the final report, to be published in conjunction with a White Paper, will
be March 2001.

The consultation document declares that, due to the piecemeal historical
development of company law in the UK, which generally has sought to
deal with problems of the past ex post facto, it runs the risk of impeding
efficiency. The Companies Acts have become overly complex, employing
excessive detail and overly formal language. The guiding principles on
which a modernised company law should be based, according to the
consultation document, are consistency, predictability and transparency.
Speaking in London to launch the Review, Margaret Beckett stated:

The primary objective of the review is to ensure that the UK provides a

modern, forward looking legal framework, which is clear and accessible

and which promotes business competitiveness.
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84

DTI, 1998.

See the Law Society’s Company Law Committee Memorandum No 360, which broadly
welcomes the DTI Review and agrees with this basic assessment.
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Amongst the more specific areas of company law and practices mentioned
which will probably be addressed are the following:

e Table A, the model set of articles of association adopted in whole or in
part by most companies, should be rewritten in less technical, less
legalistic language;8°

* many of the rules relating to capital maintenance could be relaxed or
even abandoned, such as the provision requiring shares to have a
nominal or “par’ value;86

* the rules prohibiting a company from giving financial assistance to
another person to buy its shares should be reformed because of the
threat to bona fide and worthwhile transactions and the high costs
associated with taking advice on these matters;3”

e the provisions relating to public and private companies should be
separated, making it easier for the directors of small companies to
appreciate their responsibilities and obligations;

e the requirement imposed on companies to maintain a register of
members with not only their names and addresses but also the dates
on which he or she became or ceased to be a member may impose an
unnecessary burden on companies, especially listed companies, for no
clear purpose;

e some of the restrictive provisions relating to the conduct of annual
general meetings will be considered; and

e the issue of directors’ remuneration will be considered again and, in
particular, whether it should be subject to approval by shareholders by
law.88

Most interestingly, and of more conceptual importance, is the issue of
whether the basic fiduciary duty which directors owe to their companies
should be placed on a statutory footing and broadened. The current
narrow interpretation means that directors should act in what is in the best
interests of the general body of shareholders; what the consultation
document proposes is consideration of whether the directors should also
take into account other interests, generally referred to as ‘stakeholder
interests’, such as those of employees, creditors, customers, the
environment and the community.8?

The themes underlying this Review are understandable, if not obvious,
and have been discussed by commentators over many years. One
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See p 255.
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noteworthy omission from the consultative document is any reference to
the proposed Fifth EC Directive on employee representation and the
structure of public company boards of directors. In fact, there is a
remarkable lack of enthusiasm for European harmonisation in general. In
the only full paragraph on EC directives is stated the Government’s
concern that they may produce inflexibility and that, for instance, the
Government may have to negotiate amendments to the Second Directive,
in order to abandon the ‘par’ value requirements of shares.?0 The
European dimension is likely to form a greater part of subsequent
discussion in the Review.

Finally, the Review will examine ways in which greater use of information
technology can be employed to increase efficiency and reduce costs.

A steering group has been appointed, consisting of a wide range of
persons from the judiciary and legal practice, business and academia. Its
task is to ensure ‘that the outcome [of the Review] is clear in concept,
internally coherent, well-articulated and expressed and workable’. It
published a strategic consultation document in February 1999, setting out
the objectives of the Review and the principles and processes upon which
it would be carried out.”!

90 DTI, 1998, para 6.7.

91 DTI Consultative Document, Modern Company Law for a Competitive Economy: The Strategic
Framework, URN 99/654, 1999. Available at http:/ /www.dti.gov.uk/ cld / review.htm

26



CHAPTER 2

FORMATION AND PROMOTION

FORMATION

The formation of a company is a straightforward administrative process,
involving the delivery to the companies’ registrar of the company’s
memorandum and articles and an accompanying statement, in the prescribed
form of the name and residential address of the person or persons who are to
become the first directors and the first secretary of the company.! In addition,
those persons named as the first directors will have to state their nationality,
date of birth, business occupation and other current directorships held by
them.2 This statement has to be signed by or on behalf of the subscribers of the
memorandum, who are the persons who have agreed to take a certain number
of shares to become the first members of the company, and has to contain a
consent signed by each of the persons named as director or secretary.3 There
is also a fee of £20 for registration.

By s 12(1) of the Companies Act 1985, the registrar is required not to
register a company’s memorandum unless he is satisfied that all the
requirements of the Act have been complied with. But, by s 12(2), if he is so
satisfied, he is under a duty to register the memorandum and articles. So,
when the registrar receives an application for registration, although it has
been said that he is exercising a quasi-judicial function, his discretion to refuse
registration is severely limited.5 It has been held, on an application for a writ
of mandamus, that the registrar was correct in refusing to register a company
whose proposed object was unlawful. It has been stated, obiter, that, if the
objects of a proposed company are lawful, then the registrar might still have a
discretion to refuse registration if the proposed name were scandalous or
obscene but this issue is now expressly dealt with by s 26(1)(e).” This
paragraph states that a company shall not be registered with a name which, in
the opinion of the Secretary of State, is offensive.

Companies Act 1985, s 10.

Ibid, s 10(2), Sched 1.

Ibid, s 10(3).

Companies (Fees) Regulations 1991 (SI 1991/1206), as amended.
R v Registrar of Companies ex p Bowen [1914] 3 KB 1161.

R v Registrar of Companies ex p More [1931] 2 KB 197.

R v Registrar of Companies ex p Bowen [1914] 3 KB 1161.
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If the registrar is satisfied, then, on registration of the company’s
memorandum, he shall issue a certificate of incorporation.8 However, the
granting of the certificate of incorporation is no guarantee by the registrar that
the objects of the company are lawful.? On the date of incorporation (which is
stated on the certificate), the company is ‘born” and is capable of exercising all
the functions of an incorporated company,10 except that, if it is a public
company, it cannot commence business or exercise any borrowing powers,
unless the registrar has issued a certificate that he is satisfied that the nominal
value of the company’s allotted share capital is not less than the authorised
minimum.11

Section 13(7) provides that:

A certificate of incorporation given in respect of an association is conclusive

evidence:

(a) that the requirements of this Act in respect of registration and of matters
precedent and incidental to it have been complied with, and that the
association is a company authorised to be registered, and is duly
registered, under this Act ...

Once the certificate of incorporation has been granted and the corporate entity
brought into existence, it used to be thought that the only way in which the
company could be destroyed or extinguished was by winding up, in
accordance with the provisions of the Companies Acts but it was suggested,
in Bowman v Secular Society Ltd, 12 that, as the Crown was not bound by the
Companies Act and, hence, the formation of a company under it, the Attorney
General could, in judicial review proceedings, apply for a writ of certiorari, in
order to quash a certificate. This is what occurred in R v Registrar of Companies
ex p Attorney General,13 in which the incorporation of a company formed for
the purpose of providing the services of a prostitute was quashed. In this
procedure, the Attorney General will be arguing that the registrar has acted
ultra vires or has misdirected himself on the law in granting a certificate of
incorporation to a company, whose objects are wholly unlawful. As the above
case demonstrates, the objects do not necessarily have to involve the
commission of criminal offences; it is sufficient if they are illegal in the sense
of being void as contrary to public policy.

This procedure, in effect, gives rise to the possibility of nullity, which,
because of the conclusiveness of s 13(7), had been thought not to be an issue in
the UK. The doctrine is well known in jurisdictions in continental Europe,

8 Companies Act 1985, s 13(1).

9 Bowman v Secular Society Ltd [1917] AC 406.
10 Companies Act 1985, s 13(3) and (4).

11 Ibid, s 117.

12 [1917] AC 406, p 439, per Lord Parker.

13 [1991] BCLC 476.
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where, for example, on the discovery of a defective incorporation, a court
declares the incorporation null and void. This can have serious consequences
for any persons who dealt with the company before the declaration of nullity,
since, if the company was never properly incorporated, it could never have
been a party to any contracts with outsiders. Money expended by the outsider
would then be irrecoverable. As a result, Arts 11 and 12 of the First Directivel4
moved to solve this problem and, in particular, Art 12(3) prevents the
declaration of nullity from having any retrospective effect on commitments
entered into by the company before the declaration of nullity. However, the
UK Government has not considered it necessary to implement these articles.
This would become a problem if the procedure followed in R v Registrar of
Companies ex p Attorney General were to be used more frequently.

Company names

The 1985 Act contains detailed provisions regulating the choice and form of
the name of a registered company. By s 714, the registrar is required to keep
an index of the names of all companies registered under the Act. Not
surprisingly, a company cannot be registered with a name which is the same
as that already chosen by a registered company.15 Even if a company has had
its chosen name registered, if the Secretary of State is of the opinion that the
name gives so misleading an indication of the nature of the company’s
business and activities as to be likely to cause harm to the public, he may
direct it to change its name, which it must do within six weeks of the date of
the direction, although it is given three weeks within which to apply to the
court to have the direction set aside.1® The Secretary of State can also direct a
company to change its name within 12 months of it being registered if he is of
the opinion that the company has been registered with a name which is the
same as or too similar to a name of a company already appearing in the index
of company names or one that should have appeared in the index at that
time.17

A company cannot be registered with a name which gives the impression
that the company is connected with the Government or a local authority
without the consent of the Secretary of Statel® and the Secretary of State is
given the power to make regulations which specify words or expressions
which cannot be used by a company as part of its name without his consent or

14 68/151/EEC.

15 Companies Act 1985, s 26(1)(c).
16 Ibid, s 32.

17 1Ibid, s 28.

18 Ibid, s 26(2).
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the consent of a specified Government Department.19 As mentioned above, a
company cannot use a name which, in the opinion of the Secretary of State,
would constitute a criminal offence or which is offensive.20

By s 25(1), the name of every public company must end with the words
Public Limited Company and, by s 25(2), the name of every private company
which is limited by shares or guarantee must have ‘Limited” as its last word.
However, in both cases, s 27 provides approved statutory abbreviations,
which are “‘plc¢’ and ‘Ltd’ respectively. The use of these expressions and
abbreviations is jealously guarded, since it is a criminal offence for a person or
company which is not a public company to use the expression ‘Public Limited
Company’?! or its abbreviation and it is also an offence for any person or
company which is not incorporated with limited liability to trade or carry on
business under a name which uses the word ‘Limited’ or its abbreviation.?2 In
both cases, a person convicted is liable to a daily default fine. Additionally, a
public company commits an offence if, in circumstances in which the fact that
it is a public company is likely to be material, it uses a name which may
reasonably be expected to give the misleading impression that it is a private
company.23

A company can change its name by the passing of a special resolution, in
which case the registrar changes the name on the index and issues a new
certificate of incorporation.24

In order to protect the public, the legislature has policed the use of the
company name, since, primarily, this is the way in which the public’s
attention can be drawn to the fact that it is dealing with a legal person whose
liability is limited. If the provisions are not complied with, then, generally
speaking, the privilege of incorporation is withdrawn.

So, by s 348, every company shall paint or affix, and keep painted or
affixed, a sign with the company’s name on the outside of every office or place
in which its business is carried on. This sign has to be conspicuous and legible.
It is a criminal offence to fail to comply with the section, for which both the
company and every officer in default can be liable.

By s 349, every company has to have its name on all letters, notices and
bills and, if it is in default, not only is the company liable to a fine but so, also,
is every officer or director of the company who is responsible for such a
document. Further, under s 349(4), an officer is not only criminally liable if he
signs or authorises to be signed on behalf of the company any bill, cheque,

19 Companies Act 1985, s 29(1).
20 Ibid, s 32.

21 Ibid, s 33(1).

22 Ibid, s 34.

23 Ibid, s 33(2).

24 Ibid, s 28.
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promissory note or order for money or goods if the company’s name is not
mentioned as required by sub-s (1) but, also, he incurs personal civil liability to
the holder of the bill, cheque, etc. This liability can be incurred even where the
name of the company is simply incomplete. This occurred, for example, where
the name of the company was ‘Michael Jackson (Fancy Goods) Ltd" and the
director, in signing an acceptance form of the bill of exchange on behalf of the
company drawn up by the plaintiff, did not correct a reference to his company
of ‘M Jackson (Fancy Goods) Ltd’. The company was then in liquidation and it
was held that, potentially, the director could have been personally liable on
the bill.25

Recently, a similar case was brought against a director of a company who
had signed cheques on behalf of a company called ‘Primekeen Ltd’. The
company’s name appeared as ‘Primkeen Ltd” and the issue was whether the
director was personally liable. It was held that the director was not liable,
since the misspelling here did not lead to any of the vices against which the
statutory provisions were directed and the plaintiff was in no doubt as to
which company he was dealing with.26 This finding is difficult to reconcile
with the strictness of the previous case.2”

The Insolvency Act 1986 added a new liability to try to control the worst
abuses of the so-called ‘phoenix syndrome’. This is where directors run a
company and put it into insolvent liquidation, before, shortly afterwards,
forming a new company with the same, or virtually the same, name. They are
then in a position to exploit the goodwill of the old company. Often, the
directors would buy the assets of the original company from the liquidator at
a ‘knock down’ price. In these circumstances, by s 216 of the Insolvency Act,
the directors will now commit a criminal offence if they were a director 12
months before the company went into liquidation and, within five years, are
concerned with the promotion, formation or management of a company with
the same name or a similar name which suggests an association with the
original company.28 What is more interesting is that the director in
contravention of s 216 will incur joint and several personal liability for the
debts of the company if he is involved in the management of the new
company. Furthermore, anyone else who knowingly acts on the instructions
of someone who is in contravention of s 216 will also incur joint and several
personal liability.

These provisions have recently been considered by the Court of Appeal in
Thorne v Silverleaf,2?? where the court’s interpretation and application of the

25 Durham Fancy Goods Ltd v Michael Jackson (Fancy Goods) Ltd [1968] 2 QB 839.
26 Jenice Ltd v Dan [1993] BCLC 1349.

27 See, also, Blum v OCP Repartition SA [1988] BCLC 170 for the strict approach.
28 This is an offence of strict liability: R v Cole, Lees and Birch [1998] BCC 87.

29 [1994] 1 BCLC 637.
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provision is rather ominous for directors. Here, the plaintiff had entered into a
joint venture with the company and, under that agreement, had supplied the
company with large sums of money. Furthermore, the plaintiff had attended
nine or 10 meetings with the defendant, where the management of the
company was discussed. When the company went into insolvent liquidation,
owing the plaintiff some £135,000, the plaintiff brought proceedings, claiming
that, as the name of the company was similar to the name of two previous
companies of which the defendant was a director and which went into
insolvent liquidation, the defendant was liable to him personally. The Court of
Appeal agreed and allowed the plaintiff to recover, despite the fact that the
plaintiff could hardly be said to be in the range of persons most at risk from
the “phoenix syndrome’, since he was not misled or confused by the use of the
similar name, nor was he the victim of fraud — a quite different approach to
the one taken in Jenice Ltd v Dan. It was also argued that, as he had aided and
abetted the defendant in the commission of the offence, he should, on public
policy grounds, be precluded from recovering. But it was decided that, even if
he did aid and abet the defendant, that would not preclude him from recovery
under s 217 and that the public policy rule only prevented enforcement of
rights directly resulting from the crime. Here, the transactions under which
moneys passed from the plaintiff to the company were not, in themselves,
illegal transactions and the plaintiff did not have to plead or rely on an
illegality.30

Promoters
Who is a promoter?

A promoter is someone who forms a company and performs other tasks
necessary for it to begin business, whether the company is to issue shares or
not.3! This, however, is only a description of what a promoter is. There is no
definition of the term ‘promoter’ in the present Companies Acts,32
presumably because it has been thought that to produce a definition would
ensure that unscrupulous promoters would arrange circumstances so that
they always remained outside it. This was also the view of the Cohen
Committee when it was suggested to it that the term ‘promoter’ should be
statutorily defined.33 Any definition would limit rather than expand the scope
of what is a promoter or promotion. Persons would then escape who ought to
be held liable and a statutory definition cannot be constantly amended. But
there are a number of general statements in the cases as to the sort of persons

30 Thorne v Silverleaf [1994] 1 BCLC 637, p 645.

31 See Gross, JH, Company Promoters, 1972.

32 Although there was in the Joint Stock Companies Act 1844.

33 Cohen Committee, Minutes of Evidence, q 7359; Cmd 6659, 1945.
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who are considered promoters. One of the most well known is that of Bowen
J, in Whaley Bridge Calico Printing Co v Green,3* where he states that:
The term promoter is a term not of law, but of business, usefully summing up
in a single word a number of business operations particular to the commercial
world by which a company is generally brought into existence.3°

But, rather than look for a general definition of a promoter in terms of what
such a person does, it is preferable, in any particular case, to ask more
broadly, as Bowen ] did in Whaley Bridge, whether the person in question
placed himself in such a position in relation to the company from which
equity will not allow him to retain any secret advantage for himself. This is
because:

The relief afforded by equity to companies against promoters who have sought

improperly to make concealed profits out of the promotion, is only an instance

of the more general principle upon which equity prevents the abuse of undue

influence and of fiduciary relations.

Also:

In every case the relief granted must depend on the establishment of such
relations between the promoter and the birth, formation and floating of the
company, as to render it contrary to good faith that the promoter should derive
a secret profit from the promotion.

Persons who are acting in a purely professional capacity who have been
instructed by a promoter, for example, a lawyer or accountant, do not become
promoters themselves.3¢ Although, if they go beyond this and, for example,
agree to become a director or secretary of the company, they will be held to
have become promoters.3”

However, a person who is able to instruct persons to form a company, sell
property to it or procure the first director to run it would be considered to be a
promoter because of the power and influence that that person is able to exert
over the company. The company will not have a board of directors at this
stage so as to be able to form an independent judgment and, therefore, it can
be forced into transactions which, perhaps, are not in its best interests and are,
instead, to the advantage of the promoter. The duties which are imposed upon
a promoter are fiduciary and, as such, he will be subject to broadly the same
judge made duties which apply to directors. As was clearly stated, in New
Sombrero Phosphate Co Ltd v Erlanger, by James LJ:38

A promoter is ... in a fiduciary relation to the company which he promotes or

causes to come into existence. If that promoter has a property which he desires

34 (1879) 5 QBD 109.

35 Ibid, p 111.

36 Re Great Wheal Polgooth Co Ltd (1883) 53 L] Ch 42.
37 Bagnall v Carlton (1877) 6 Ch D 371.

38 (1877)5ChD 73, p 118.
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to sell to the company, it is quite open to him to do so; but upon him, as upon
any other person in a fiduciary position, it is incumbent to make full and fair
disclosure of his interest and position with respect to that property.

Again, in Lagunas Nitrate Co v Lagunas Syndicate,3 Lindley MR said:
The first principle is that in equity the promoters of a company stand in a
fiduciary relation to it, and to those persons whom they induce to become
shareholders in it, and cannot bind the company by any contract with
themselves without fully and fairly disclosing to the company all material facts
which the company ought to know.40

The fiduciary duty of a promoter is to the company but, as alluded to in the
last quotation, ultimately, the persons whose money and property are at risk
are the investors who are the first persons to buy shares in the new company.
In a situation which used commonly to occur, the promoter forced the sale of
his own property to the company at substantially more than its true value and
paid himself out of the cash received from the sale of shares. The shareholders
would then find that the company’s assets had already been seriously
diminished and, thus, the value of their shares fell 41

Another problem was where a promoter received a commission on a
transaction he made for the company. Although the company was not
suffering any apparent direct loss, it was against the principles of equity that
the promoter should keep the commission if undisclosed and unapproved.42

Disclosure

So, disclosure is the key for the promoter and, as long as he has brought his
interest to the relevant persons’ notice, then, except in one special class of case,
he will be able to enforce the contract and retain the profit. But a crucial
question is, to whom must the disclosure be made? In Erlanger v New Sombrero
Phosphate Co,*3 a syndicate purchased the lease of an island, together with
phosphate mineral rights. A company was then formed and the lease and
mineral rights were sold to it at a price which was double its true market
value. The syndicate had named the first board of directors of the company,
the active members of which acted simply as nominees of the syndicate and
adopted and ratified the contract. In the words of Lord O’Hagan, their
conduct was precisely that which might have been expected from the
character of their selection. In these circumstances, the House of Lords set the
contract aside. The thrust of the speeches is that the promoting syndicate

39 [1899]2 Ch392.

40 Lagunas Nitrate Co v Lagunas Syndicate [1899] 2 Ch 392, p 422.

41 See Erlanger v New Sombrero Phosphate Co Ltd (1878) 3 App Cas 1218.
42  Emma Silver Mining Co v Grant (1879) 11 Ch D 918.

43 (1878) 3 App Cas 1218.
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failed in its obligation to the company to nominate an independent board and

make full disclosure of the fact that they were the vendors of the property:
I do not say that the owner of property may not promote and form a joint stock
company, and then sell his property to it, but I do say that if he does, he is
bound to take care that he sells it to the company through the medium of a
board of directors who can and do exercise an independent and intelligent
judgment on the transaction, and who are not left under the belief that the
property belongs, not to the promoter, but to some other person.44

This would, however, only apply in the case of the more ambitious projects,
where the company is formed with the intention of inviting the public to
subscribe for shares (and it might even be too strict for those cases). It would
be absurd to attempt to apply this rule to the much more commonly occurring
form of promotion, where a sole trader or the partners of a partnership
incorporate a business and then become the first directors themselves. Of
course, this was the situation which occurred in Salomon.

Here, the necessary and sufficient disclosure will be to those persons who
are invited to become the shareholders. In Salomon v A Salomon and Co Ltd,4>
the lower courts had taken an adverse view of the sale of the business to the
company at a gross overvalue by Salomon, who was obviously the promoter,
but, in the House of Lords, an argument that the sale of the business to the
company should be set aside on Erlanger principles was rejected, since the full
circumstances of the sale were known by all the shareholders. So, it appears
that there is no duty on a promoter to provide the company with an
independent board but disclosure must be to all shareholders. This view did
not only find favour in relation to the ‘one-person’ or ‘family’ company
situation since, in Lagunas Nitrate Co v Lagunas Syndicate,*6 a majority in the
Court of Appeal held that disclosure of a transaction in the prospectus issued
to the public was sufficient disclosure.

As a result, anyone who is occupying the position of promoter and is
transferring property to the company would be well advised to make this fact
known to all the shareholders. It need not be done at a formal general meeting
if all the shareholders approve of the transaction.#” If there is not unanimity,
than a formal resolution in a general meeting should be obtained.

Remedies

Where a promoter is in breach of his duty to the company and is making an
undisclosed profit from the sale of an asset to the company, the remedies

44  Erlanger v New Sombrero Phosphate Co Ltd (1878) 3 App Cas 1218, p 1236 per Lord Cairns
LC.

45 [1897] AC 22.
46 [1899] 2 Ch 392.
47 See Salomon v A Salomon & Co Ltd [1897] AC 22, p 57, per Lord Davey.
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available to the company are a rescission of the contract, in which case the
profit will usually evaporate (but the company will still be able to recover any
profit made as an ancillary to the main transaction), or a recovery of the profit
from the promoter.

For rescission to be available for the company, restitutio in integrum has to
be possible. This means that the right to rescind will be lost if an innocent
third party has acquired an interest in the property (for example, the company
has mortgaged the property as security for a loan to a third party mortgagee),
or there has been a delay by the company in making its election to rescind
after discovery of the true position and, during that time, the position of the
promoter has changed.*8

The right of the company to rescind as a result of an undisclosed interest
on the part of the promoter exists whether the promoter acquired the property
in question before or after he began to act as promoter.

In respect of a recovery of secret profit by the company where rescission is
not available, the company, it seems, can only do this where the promoter
acquired the interest in the property after he began to act as promoter.#? This
is because the courts have reasoned that to make the promoter account for
profits made on the sale of pre-acquired property to the company while the
contract remained intact would be, essentially, to force a new contract on the
promoter and the company at a lower purchase price. To allow the company
to elect to keep the property and insist upon a return of the profit would be to
alter the contract and substitute a lower purchase price. This proposition was
accepted by a majority in the Court of Appeal in Re Cape Breton Co.>0 They
reasoned that, in these circumstances, the claim by the company would be for
either (a) the difference between what the promoter originally paid for the
property and the price paid by the company; however, this could not be the
correct amount because, at the time the promoter acquired the property, he
was under no duty and he was not acquiring on for and on behalf of the
company; or (b) alternatively, the difference between the real or market value
of the property, at the time of the sale of the company, and the price actually
paid by the company; in other words, the price at which the property should
have been sold to the company. This was also rejected, since, if the company is
affirming the contract by electing not to rescind, it is adopting the contract at
the sale price. No surreptitious or clandestine profits are made by the
promoter because, in this sense, the profits are only made once the adoption of
the contract is made by the company.51

48 Re Leeds and Hanley Theatres of Varieties [1902] 2 Ch 809; Clough v The London and North
Western Rly Co (1871) LR 7 Ex 26.

49 Re Cape Breton Co (1885) 29 Ch D 795; affirmed sub nom Cavendish Bentinck v Fenn (1887)
12 App Cas 652.

50 (1885)29 Ch D 795.
51 See, generally, the judgments of Cotton and Fry LJJ.
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Bowen L], dissenting,52 held that the reasoning of the majority was
fallacious and that making the promoter/vendor return something which he
ought not to have, that is, the profit, is not altering the contract; it is only
insisting upon a liability which equity attaches to it because the non-disclosing
promoter knew, or ought to have known, at the outset that it was an incident
of equity and fair play attaching to such contract that a promoter was liable to
hand back any undisclosed profit.

However, the views of the majority in Re Cape Breton have been generally
accepted.> But, in order to avoid injustice in those cases where the promoter
sells pre-acquired property to the company and makes a profit because of the
unavailability of rescission, the courts have held promoters liable in damages
for loss caused by a breach of duty or in negligence in causing the company to
buy an overpriced asset.>4

The present day

There has been very little reported litigation involving promoters’ liability
since the First World War. The decision in Salomon meant that, where a
company was being promoted to acquire the existing business of a sole trader
or a partnership, it was unlikely that the shareholders would not have
knowledge of, and have assented to, what was being done (especially since
the Companies Act 1907 reduced the minimum number of members of private
companies to two) and so there could be no complaint about contracts which a
promoter had caused to be made. In respect of larger ventures, where shares
were offered for sale to the public, there was increasing control on the
prospectuses or other documents issued to the public inviting them to
subscribe for shares. This had begun as early as the Companies Act 1867, with
a modest requirement to disclose the promoter’s contracts in the prospectus,
but was supplemented by the Companies Acts 1900 and 1907 and the
Directors’ Liability Act 1890. This increased regulation continued in the 20th
century with the Prevention of Fraud (Investments) Act 1939 (replaced in
1958), which made some of the former promoters’ activities a criminal offence.
More important than this, however, was probably the replacement of the
private investor by the institutional investor as the dominant source of
investment capital and the fact that this latter sort of investor would not buy
shares in dubious, untested schemes.

The extra-legal regulation of the main market for shares in the UK by the
Stock Exchange means that it is extremely unusual for a public company to be
formed and issue shares to the public without a trading record. For a public

52 Re Cape Breton Co (1885) 29 Ch D 795, p 806.
53 Burland v Earle [1902] AC 83.

54 Re Leeds and Hanley Theatres of Varieties [1902] 2 Ch 809; Jacobus Marler Estates v Marler
(1913) 85 L] PC 167.
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company to obtain an official listing on the Stock Exchange, it has to have at
least a three year record of trading.

PROTECTION OF SUBSCRIBERS
AND ALLOTTEES OF SHARES

Although there is no necessary connection between the formation and
promotion of the company and the allotment of shares to shareholders, which
can occur at any time during the life of the company, because the law relating
to promoters has been considered, which affords indirect protection for
subscribers of shares, it is convenient to continue with a brief examination of
the law relating to public issues of shares, which provides a more direct form
of protection. After a consideration of the civil liability of those responsible for
issuing shares in the company, there is a consideration of the potential
criminal liability of the same persons.

Civil liability

Purchasers of shares in a company may find that they have been misled about
the performance and prospects of the company and that ,therefore, they have
suffered, or will suffer, loss. As is the case with all other contracts, a person in
this position may have rights under common law and the Misrepresentation
Act 1967 to rescind the contract or to seek damages; however, some
consideration must be given to the special case of a purchaser of shares from a
company which is itself under a contract of allotment, in particular, where
there is a public issue of shares or other securities, since there may be
statutory liability under the Financial Services Act 1986 or the Public Offers of
Securities Regulations 1995.

Common law

As mentioned in the preceding section, from very early times, there has been
an obligation on the company to provide information in a prospectus, which
was essentially the advertisement for the company’s shares, for the
information of potential investors. However, the difficulties of providing a
purchaser of shares with a damages remedy at common law, where he had
purchased those shares on the basis of false statements in a prospectus, were
revealed in the House of Lords decision in Derry v Peek.5> The plaintiff had
purchased shares in a company, relying on statements in a prospectus
concerning the rights enjoyed by the company, which turned out to be false. It
was too late for the plaintiff to rescind the contract, because the company had

55 (1889) 14 App Cas 337.
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gone into liquidation,%® so an action in the tort of deceit was brought against
the directors. This was unsuccessful, because it was held that, in order to
succeed in deceit, fraud must be proved, which required actual dishonesty.
Here, the directors had only been careless and honestly believed the
statements to be true. It was to solve this problem that the Directors” Liability
Act 1890 was passed to impose liability on promoters, directors and others
who authorised the prospectus for any loss caused as a result of an untrue
statement in a prospectus, although they were afforded a defence if they could
show that there were reasonable grounds to believe any statement was true
and they did, in fact, believe it.

The Companies Act 1948 introduced a provision which took this liability
further to include any experts who consented to the use of their reports in the
prospectus, unless the experts could prove that there were reasonable
grounds for believing the statements in their reports were true. These
categories of potential defendant remain today in an action in tort, for
fraudulent misrepresentation or under the rule in Hedley Byrne v Heller.

The possible claims at common law are:
(a) in tort for deceit or fraudulent misrepresentation;
(b) in tort for negligent misrepresentation; and
(c) an action for breach of contract.

In the case of fraudulent misrepresentation, the plaintiff must show that the
defendant made the untrue statement in the prospectus fraudulently, that is,
knowing that it was false, or that the defendant made it recklessly, not caring
whether, or believing that, it was true or false. But the defendant will escape
liability if he or she can prove that, at the time the statement was made, they
believed it to be true.

The range of potential plaintiffs for this claim is generally limited to the
person who bought shares from the company (or an issuing house which itself
took them directly from the company). That is to say, a market purchaser will
usually not be able to bring an action, the reasoning for this being that the
representations contained in the prospectus were ‘exhausted” upon the
allotment being completed.>” In special cases, a market purchaser will be
successful if he or she can show that the prospectus was issued with a view of
inducing such a purchaser.58

As regards the level of damages, where a plaintiff proves that he or she has
acquired shares on the basis of a fraudulent misrepresentation and suffered loss
as a result, then he or she is entitled to be put in the position he or she would
have been in had the misrepresentation not be made. That is to say, the amount

56 See Oakes v Turquand (1867) LR 2 HL 325.
57 Peek v Gurney (1873) LR 6 HL 377.
58 Andrews v Mockford [1892] 2 QB 372.
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the shares were actually worth at the time they were acquired is deducted from
the price paid for them and any consequential loss. An early example is
Twycross v Grant,%? where the promoters had not disclosed their contracts with
the company as they were obliged to do under s 38 of the Companies Act 1867
and the section deemed the non-disclosure to be fraudulent. The shares turned
out to be worthless and, therefore, the damages recovered by the plaintiff were
equal to the entire amount which was paid for them.

The issue has recently been considered by the House of Lords in Smith
New Court Securities Ltd v Scrimgeour Vickers (Asset Management) Ltd.60 Here,
the plaintiff purchased shares in F plc after fraudulent misrepresentations
were made to it, leading it to believe it was in competition with two other
bidders for the shares. Subsequently, F plc made a statement to the effect that
it had been the victim of a substantial, separate or independent fraud and the
share price collapsed. The plaintiff then sold its shares, suffering a loss of
£11.5 m. It also then discovered the truth that it was not in competition with
other bidders and, therefore, had been induced to pay too high a price for the
shares at the time of purchase. The Court of Appeal®! held that the damages
awarded to the plaintiff should be based on the difference between what the
plaintiff paid for the shares and their actual value at the time of purchase, that
is to say, the price of the shares on that day if no misrepresentations had been
made. This approach was disastrous for the plaintiffs, since they would only
recover £1.2 m, and they appealed to the House of Lords.

One of the main issues was whether, as the defendants claimed, the
majority of the loss was due to the plaintiffs” decision to retain the shares until
after the unforeseen and unforeseeable event which drastically reduced the
value of the shares. The House of Lords, reversing the Court of Appeal, held
that the normal rule did not apply where the misrepresentation continued
after the transaction so as to induce the plaintiff to retain the shares or where,
in the circumstances, the plaintiff, because of the fraud, was ‘locked in’ to the
property. Here, the plaintiffs were ‘locked in’ to the shares, since their purpose
in acquiring them at the price paid was for long term investment and this
effectively precluded them from disposing of them immediately. The plaintiffs
were, therefore, entitled to damages representing the difference between the
acquisition price and the sale price eventually achieved, this being the loss
flowing from the transaction induced by the misrepresentations.

Section 2(1) of the Misrepresentation Act 1967 provided a statutory
remedy for negligent misrepresentation, so that a purchaser of shares relying

59 (1877) 2 CPD 469.
60 [1996] 4 All ER 769.

61 Smith New Court Securities Ltd v Scrimgeour Vickers (Asset Management) Ltd [1994] 4 All
ER 225.
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on a prospectus or other supporting document which contained false
statements but who could not prove fraud in the manner described above
could still bring an action for damages. But the action is somewhat limited
since the defendant can only be a party to the contract for the sale of shares so
that on an allotment this would allow an action against the company but
would preclude an action against the directors, promoters or experts.

More generally, however, it has been held, in the landmark case of Hedley
Byrne & Co Ltd v Heller & Partners Ltd,%2 that an action would lie for damages
where loss was sustained, as a result of a negligent misrepresentation, where
there was a duty of care owed by the representor. It has recently been decided
that whether or not there is a duty of care owed by the persons preparing and
issuing a document will depend on the purpose for which the document was
produced.®3 This means that, in the case of a prospectus, the prima facie
purpose is to induce persons to subscribe for shares from the company or the
issuing house and not to influence potential purchasers of shares on the
market. This was the approach taken in Al-Nakib Investments Ltd v Longcroft,64
where it was held that, where a prospectus issued prior to a rights issue
contained misleading statements, then a shareholder taking up his or her
entitlement in reliance on the prospectus would have a claim but a
shareholder who purchased further shares on the market would not, even if
this was the same person.

This could be viewed as being commercially unrealistic and, in Possfund
Custodian Trustee Ltd v Diamond, > Lightman ] refused to strike out a claim by
an after-market purchaser of shares of the now defunct Unlisted Securities
Market (USM) who sought damages in negligence against the persons
responsible for a prospectus. The purchaser would have to establish that he
had reasonably relied on the representations made in the prospectus and
reasonably believed that the person responsible for the prospectus intended
him to act on them. Further, it would have to be shown by the purchaser that
to impose a resulting duty of care on such persons to after-market purchasers
was fair, just and reasonable.

Lightman J was not persuaded that the plaintiffs had an unarguable case,
given the obiter in Peek v Gurney that there could be a duty of care to a party
who relied on the prospectus and was intended to do s0.%¢ This would not be
a new category of negligence but simply the application of the existing

62 [1964] AC 465.

63 Caparo plc v Dickman [1990] AC 605. See p 314.
64 [1990] 1 WLR 1390.

65 [1996] 2 All ER 774.

66 This is despite the fact that he came to the conclusion that statutory protection for after-
market purchasers in the Financial Services Act 1986 was dift%rent depending on
whether there was an after-market purchase of listed or unlisted securities. In the
former case, s 150 could come to their assistance; in the latter, this was not the case.
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principles to a new factual situation. In any event, what was of assistance to
the plaintiffs here was a statement that, as part of the same exercise as the
allotment, the facility to deal in shares on the USM would be available.

It is also possible that a shareholder may be able to obtain rescission of the
contract to purchase shares, although s 2(2) of the Misrepresentation Act 1967
has given the court the discretion to award damages in lieu of rescission in an
appropriate case.

Lastly, there is the possibility of a common law action for breach of
contract against the company, which would be particularly useful if the
prospectus had made profit forecasts or other promising statements about the
future which turned out to be false, because the damages claim could include
a claim for loss of profit.

The statutory protection: unlisted securities

The most important legislative regulation of public issues is contained in the
Public Offers of Securities Regulations 199567 and Part IV of the Financial
Services Act 1986 (as amended by these Regulations). Which of these will
apply and provide remedies for the wronged investor will depend on whether
the shares acquired are in a company with an official listing, or where there is
an application for an official listing, or, alternatively, where the shares are
unlisted.

The Public Offers of Securities Regulations 1995 were made under s 2(2) of
the European Communities Act 1972 to comply with the Prospectus
Directive®d and, where shares or debentures which fall within the ambit of
that Directive are issued which are neither admitted to an official listing on the
Stock Exchange nor subject to an application for such listing, the 1995
Regulations apply. These have replaced Part III of the Companies Act 1985
and repealed Part V of the Financial Services Act 1986 (which never came into
force). Where there is an offer of a company’s shares and that company has an
official listing on the Stock Exchange or there will be an application for
admission to the Official List, then Part IV of the Financial Services Act 1986
applies.

Both regulatory regimes have been heavily influenced in the last 12 years
by EC Directives concerning the regulation of capital markets.®? The basic aim
of these directives has been to lay down a minimum set of disclosure
standards and regulatory framework for securities across the Community, to
achieve mutual recognition of propectuses and, ultimately, to achieve a pan-

67 SI1995/1537. See Alcock, A (1996) Co Law 262.
68 89/298/EEC.

69 Eg, 79/279/EEC (Admissions Directive); 80/390/EEC (Listing Particulars Directive);
87/345/EEC (Recognition of Listing Particulars Directive).
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European market for company securities. The following account is of the basic
regulation under the 1995 Regulations. As regards officially listed securities,
ss 142-57 of Part IV of the Financial Services Act 1986 provides a purchaser of
shares with a very similar remedy and is referred to briefly below.

The disclosure requirements

When securities to which the 1995 Regulations apply are offered to the public
in the UK for the first time, the ‘offeror’ has to publish a prospectus by making
it available to the public, free of charge, at an address in the UK, during the
offer period, and deliver a copy of it to the Registrar of Companies.”0

An offer of securities to the public has to be substantial and offers where
the total consideration payable for all the securities offered does not exceed
40,000 ECU are exempted from the regulations.”! Similarly exempted are
offers to persons whose business is to acquire, hold or manage investments,”2
offers to no more than 50 persons”3 and offers “to a restricted circle of persons
whom the offeror reasonably believes to be sufficiently knowledgeable to
understand the risks involved in accepting the offer’.74

The “offeror’” who must publish the prospectus can, of course, be the
company, where the company is making a direct offer or ‘offer for
subscription’ to the public or making a ‘rights issue’. Alternatively, it can be
an issuing house or merchant bank where there is an “offer for sale’. In the
latter case, the company transfers the shares to the issuing house, which then
has the task of making the offer. In this situation, the issuing house does not
become a registered member of the company while it is holding the shares but
it is responsible for the success of the offer. However, the regulations might
also apply where an existing major shareholder of the company decides to
dispose of its shares to the public.

Schedule 1 to the Regulations provides for the form and content of the
prospectuses. But reg 9 states that, in addition to this information, a
prospectus shall contain all such information which is within the knowledge
of any person responsible for the prospectus, or which it would be reasonable
for him to obtain by making enquiries, as investors would reasonably require
and reasonably expect to find there, for the purpose of making an informed
assessment of:

(a) the assets and liabilities, financial position, profits and losses, and
prospects of the issuer of the securities; and

(b) the rights attaching to those securities.

70 Public Offers of Securities Regulations 1995, reg 4.
71 Ibid, reg 7(2)(h).
72 Ibid, reg 7(2)(a).
73 Ibid, reg 8(2)(b).
74 Ibid, reg 7(2)(d).
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Liability to pay compensation

By reg 14, if a person acquires securities in a company to which a prospectus
relates and suffers loss as a result of any untrue or misleading statement in the
prospectus or the omission from it of any matter required to be included by
reg 9 or 10, then the person or persons responsible for the prospectus will be
liable to compensate the acquirer. The word “acquire’, for the purposes of the
regulation, includes a contract to acquire shares or an interest in them.”>

The persons responsible for the prospectus are the company itself, each
director of the company at the time when the prospectus was published (or is
stated as having agreed to become a director), every person who accepts and
is stated in the prospectus as accepting responsibility for or for any part of the
prospectus, the offeror of the securities where he is not the company and any
other person who has authorised the contents of the prospectus.”6

The company and the directors are not responsible for these purposes,
unless the company has authorised the offer in relation to which the
prospectus relates.”” The definition of persons responsible specifically
excludes those persons giving advice as to the contents of the particulars in a
professional capacity.”8 So, solicitors simply giving advice to a company on
compliance with the regulations would not be responsible as long as, of
course, they did not expressly accept responsibility for the particulars or
authorise its contents.

There are a number of defences or exemptions available to persons who
might otherwise be liable to pay compensation. So, a director is not
responsible for any prospectus if it is published without his knowledge or
consent and, on becoming aware of its publication, he forthwith gives
reasonable notice to the public that it was so published without his knowledge
or consent.”? Further, if a person has accepted responsibility for, or
authorised, only a part of the prospectus, he is only responsible for that part.80

Regulation 15 provides a defence (although it is actually termed an
exemption from liability to pay compensation) where a person satisfies the
court that, at the time when the prospectus was delivered for registration, he
reasonably believed, having made such enquiries, if any, as were reasonable,
that the statement was true and not misleading or that the matter which was
omitted which caused the loss was properly omitted. Further, for the defence
to succeed it must be shown that the person continued in this belief up until
the time when the shares were acquired or, if he did discover the mistake or

75 Public Offers of Securities Regulations 1995, reg 14(5).
76 Ibid, reg 13(1).
77 Ibid, reg 13(2).
78 Ibid, reg 13(4).
79 Ibid, reg 13(2).
80 Ibid, reg 13(3).
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omission, he did all that was reasonable to bring it to the attention of persons
likely to acquire shares.8!

Secondly, a person is not liable to pay compensation if the loss was caused
by a statement made by an expert which was included in the prospectus with
the expert’s consent and the person satisfies the court that, at the time the
prospectus was delivered for registration, he had reasonable grounds for
believing that the expert was competent to make or authorise the statement.
Again, this defence is subject to all reasonable steps being taken to bring any
mistakes or omissions which are discovered to the attention of persons likely
to acquire shares.82

Thirdly, a person is not liable to pay compensation if he satisfies the court
that the person suffering the loss acquired the shares with knowledge that the
statement in the prospectus was false or misleading, or knew of the omitted
matter83

The statutory protection: listed securities

As regards securities for which an official listing will be sought, s 142 of the
Financial Services Act 1986 prohibits any shares from being admitted to the
Official List, except in accordance with the provisions of Part IV, and s 142(6)
makes the Stock Exchange the ‘competent authority” to make Listing Rules for
admission to the Official List.

By s 144(2), the Listing Rules must make the submission to and approval
by the Stock Exchange of a prospectus, as well as the publication of that
prospectus, a condition of the admission of any shares to the Official List
where the shares are to be offered to the public for the first time before
admission. In respect of any other securities, the Listing Rules require as a
condition of admission to the Official List a document known as ‘listing
particulars’, which must be submitted to and approved by the Stock Exchange
and then published.84

In both cases, however, the Listing Rules will require a similar amount of
disclosure and there is the same general duty of disclosure in respect of
prospectuses and listing particulars in Part IV as there is for prospectuses
under the Public Offers of Securities Regulations 1995.

Section 146 of the Financial Services Act 1986 states that, in addition to the

information specified by the Listing Rules, the listing particulars shall contain
all such information as investors and their professional advisors would

81 Public Offers of Securities Regulations 1995, reg 15(1).
82 Ibid, reg 15(2).
83 Ibid, reg 15(5).

84 Financial Services Act 1986, s 144(2). See Chapters 5 and 6 of the Listing Rules which set
out the Stock Exchange’s detailed requirements as to the form and content of the listing
particulars.
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reasonably require, and reasonably expect to find there, for the purpose of
making an informed assessment of the assets and liabilities, financial position,
profits and losses and prospects of the company and the rights attaching to
the securities. The information which has to be included is that which is
within the knowledge of any person responsible for the listing particulars or
which it would be reasonable for him or them to obtain by making reasonable
enquiries.

The sanctions on the persons responsible for failing to make proper
disclosure and the liability to pay compensation are virtually the same as
under the 1995 Regulations, as described above. So that, by s 150, persons
responsible for the prospectus or listing particulars will be liable to pay
compensation to any person who has acquired shares and suffered loss in
respect of them as a result of any untrue or misleading statement or the
omission of any matter required to be included. There are also similar
provisions as to who is responsible for the documents and similar defences
and exemptions contained in ss 151 and 152 as there are in the corresponding
regulations of the 1995 Regulations.

Compensation

The amount of compensation payable under regulation 14 of the 1995
Regulations or s 150 of the 1986 Act is likely to be the same as the tort measure
of damages. That is to say, the compensation should be of such an amount as
to put the person back into the same position as he would have been in if he
had not suffered the loss.

Regulation 14(4) and s 150(4) specifically preserves ‘any liability which any
person may incur apart from this section’, so that a purchaser of shares may
still pursue common law remedies for damages or rescission instead of
seeking compensation.

Criminal liability

Apart from the civil remedies for issuing a false prospectus or listing
particulars, there may be criminal consequences as well. The main criminal
liability on the present content is contained in s 47 of the Financial Services
Act 1986, whereby any person who makes a statement, promise or forecast
which he knows to be misleading, false or deceptive, makes such a statement,
promise or forecast recklessly or dishonestly conceals any material facts is
guilty of an offence if he makes the statement, promise or forecast or conceals
the facts for the purpose of inducing, or is reckless as to whether it may
induce, another person to enter into a contract in the UK to buy or sell shares.
Further, it is also a criminal offence for a person to create a false or misleading
impression in the UK as to the market in, or the price or value of, any shares if
he does so for the purpose of inducing another person to acquire, dispose of

46



Formation and Promotion

or subscribe for shares. It will be a defence to this latter offence for the person
against whom any charge is brought to prove that he reasonably believed that
his act or conduct would not create a false or misleading impression.

An offence under s 47 is triable either way and, on a conviction on
indictment, a person is liable to imprisonment for a term not exceeding seven
years, to an unlimited fine or to both; and, on summary conviction, is liable to
a term of imprisonment not exceeding six months, to a fine not exceeding the
statutory maximum or to both.

It should also be mentioned that, under s 19 of the Theft Act 1968, a
director or other company officer is guilty of an offence if, with intent to
deceive members or creditors (which includes debenture holders) of the
company about its affairs, he publishes or concurs in publishing a written
statement or account which, to his knowledge, is or may be misleading, false
or deceptive. On conviction on indictment for an offence under this section, a
person is liable to a term of imprisonment of up to seven years. This section
provides a much more limited liability in the present context than s 47, since
the intent to deceive is limited to existing members of the company, so it
might be invoked, for example, where the directors make false statements to
members on a rights issue.

PRE-INCORPORATION CONTRACTS

Quite commonly, a promoter will have to enter into contracts with third
parties on behalf of the proposed company, at a time when the company has
not yet been formed. A problem which could be faced by third parties in this
position if, for instance, the company is subsequently never formed or is
formed but goes into liquidation before the bill is paid, is that they do not
have anyone to enforce the contract against. This is because the promoter
would claim only to be standing in the position of an agent for the company
and, therefore, not to be personally liable on the contract.

Even if the company were subsequently incorporated and were solvent at
the relevant time, it has been the law from very early in the history of the
registered company that a contract made for or on behalf of a company, at a
time when the company did not exist, is void.85 A valid contract requires two
parties in existence and possessing legal capacity at the time when the contract
is entered into.

Further, even if the company were subsequently incorporated, it cannot
ratify and adopt the benefit of a contract which has purportedly been made on
its behalf.8¢ This is the position regardless of whether the purported

85 Kelner v Baxter (1866) LR 2 CP 174.
86 Natal Land and Colonisation Co v Pauline Colliery and Development Syndicate [1904] AC 120.
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ratification is by a decision of the directors, a vote of the members in a general
meeting or a statement to that effect in the articles. This is because it has been
held that the rights and obligations which the purported contract creates
cannot be transferred by one of the parties to the contract, the promoter, to the
company, which was not capable at the time the contract was made of being a
party itself. In order for the contract to be enforced by or against the company,
there has to be evidence of a novation of it after the company was
incorporated. Novation differs from ratification in that, essentially, a new
contract is made on the same terms but this time between the company and
the third party. However, the courts will not lightly infer that there has been a
novation and, for instance, expenditure by the company on the basis of a
mistaken belief that the contract is valid will not suffice.8” In Howard v Patent
Ivory Manufacturing,88 the court did infer the existence of a new contract when
the board of directors of the newly formed company adopted the agreement
in the presence of the third party contractor. Strictly speaking, this should not
have been sufficient to distinguish this case from previous authority but the
judge had clearly taken a view on the merits of the case, since the company
had enjoyed the benefits of the contract and the liquidator was now seeking to
assert that there never was a binding contract.

The case can be distinguished on its facts from previous authority, since
there had been a subsequent renegotiation of the terms of the contract and the
method by which the third party would be remunerated and this would
support the view that there was a new contract made.

So, prima facie, at common law, a pre-incorporation contract is void. But the
circumstances have not, in all cases, been so straightforward. For instance, in
Kelner v Baxter3? the promoters of a company ordered stock from a supplier
and signed a written agreement on behalf of the proposed company. The
company was subsequently incorporated but later went into liquidation
before the supplier’s bill was paid. The court applied the principle that it is
better to construe a document as having effect than to make it void and,
looking at this situation, where, at the material time, all concerned knew the
company did not exist, construed the agreement as making the promoters
personally liable. It cannot have been the intention of the parties to enter into a
void agreement, nor can the supplier have contemplated that the payment of
his bill was contingent on the formation of the company. The court assumed
that the parties contemplated that the persons signing the agreement would
be personally liable.

This case was considered in Newborne v Sensolid (Great Britain) Ltd%0 where,
in effect, the position was reversed and a promoter was attempting to enforce

87 Re Northumberland Avenue Hotel Co Ltd (1886) 33 Ch D 16.
88 (1888) 38 Ch D 156.

89 (1866) LR 2 CP 174.

90 [1954] 1 QB 45.
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a contract against a third party buyer. The contract had been signed by the
company itself, with the promoter’s name typed underneath. It was then
discovered that, on the date the contract was signed, the company had not
been incorporated, so the promoter argued that, on Kelner v Baxter principles,
he could enforce the contract personally. But this argument was rejected
because, in this case, looking at the way in which the contract was signed, it
was the company which purported to make the contract and the promoter did
not sign as agent or on behalf of the company but only to authenticate the
signature of the company.

The position of the common law was that either it made a difference in the

way a promoter signed the contract or, more likely, that, as Oliver L] stated:
The question in each case is what is the real intent as revealed by the contract?
Does the contract purport to be one which is directly between the supposed
principal and the other party, or does it purport to be one between the agent
himself — albeit acting for a supposed principal — and the other party? In other
words, what you have to look at is whether the agent intended himself to be a
party to the contract.”1

This unhappy state of affairs was not addressed by the legislature until the
UK became a Member State of the EEC. Then, in 1973, s 9(2) of the European
Communities Act 1972 enacted the substance of Art 7 of the First Directive.%2
As the UK was not a Member State when the Directive was adopted, there is
no official English translation of the text but, in accordance with the general
aim of the Directive, which was to protect persons dealing with companies,
the provision enables the outsider to enforce the contract against the
promoter. The provision is now contained in s 36C of the 1985 Act, which
provides as follows:

A contract which purports to be made by or on behalf of a company at a time

when the company has not been formed has effect, subject to any agreement to

the contrary, as one made with the person purporting to act for the company

or as agent for it, and he is personally liable on the contract accordingly.

The first occasion on which the courts had an opportunity to examine the
section was in Phonogram Ltd v Lane.?3 Here, L was going to promote a
company called FM Ltd and this company was to manage a pop group called
‘Cheap, Mean and Nasty’. L induced Phonogram Ltd to advance £6,000 to L in
order to finance the group, which would enter into a recording contract with
Phonogram. An agreement was signed by L with Phonogram ‘for and on
behalf of the proposed company. One of the terms of the contract was to the
effect that, if FM Ltd was not formed within one month, L had to repay the
money. In fact, FM Ltd was never formed. At first instance, the judge,

91 Phonogram Ltd v Lane [1982] QB 938, p 945.

92 68