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Abstract

Whether in common law jurisdictions or in German civil law, the issue of
pre-incorporation transactions has always been the subject of considerable
controversy. Concerned with the promoters, third narties, the company and
its shareholders, the law has found it difficult to balance these frequently
conflicting interests without neglecting the need for clear »nd simple rules.
Common law courts, sometimes excessively committed to legal principles,

have even come up with absurd results.

This survey looks at the various attempts made in order to reconcile legal
principles and business requirements - legislative in most common lavr
jurisdictions, juridical in Germany. [t will critically examine the
approaches taken in Anglo-Saxon jurisdictions and compare their rasults and
reasoning with the solution found in German law. [t will be seen lhat even
among closely related legal systems, results differ considerably. The
survey will illustrate how established rules of law have turned out to be
lergely incapable of meeting the challenge of pre-incorporation
transactions. From a comparative point of view, some suggestions will be
made in order to achieve a solution that is more satisfactory in resuit and

reasoning.
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Résumeé

En Allemagne comme dans les pays de common law, la question des
transactions pré-incorporatives a toujours suscité une vive controverse.
Soucieux de 1a protection des promoteurs, des tiers, de 1a compagnie et des
associés, 1e droit a toujours eu des difficultés 4 harmomser ces intéréts
fréquemment en conflit, sans perdre de vue le besoin pratique de disposer de
régles simples et claires. Parfois excessivement portées & maintenir les
principes légaux, les cours anglo-caxonnes sont méme allées jusquéd
s'accommoder de résultats absurdes.

Cette etude considere les diverses tentatives faites dans le but de
réconcilier les principes légaux et les réclamations de la vie commerciale.
Elle analyse de facon critique les approches faites dans les différents pays
prédominés de common law et compare les résultats et le raisonnement avec
18 solution adoptée en droit civil allemand. Elle révele que les résultats
différent considérablement, méme parmi les pays dont les systémes légaux
se ressemblent besucoup. L'analyse met en relief la maniére dont les
principes 1égaux se sont montrés impropres 4 faire face au defi que le
domaine des transactions pré-incorporatives représente. La perspective
offerte par le droit comparé permet de faire des propositions visant &
aboutir & une solution plus satisiaisante quant au résuitat et ou
raisonnement sous-jacent.




Acknowledgments

Thanks must go first and foremost to my thesis supervisor, Professor Ralph
L. Simmonds. Attending his course on the Law of Business Organizations
raised my tnterest in this field and 1ead me to choose as subject matter for
my master's thesis a topic related to it.

| owe greatest thanks also to Professor Dr. Herbert Wiedemann, Director of
the Institute of Labour and Business Law, University of Cologne (Germany),
with whom | have worked both before snd after my studies at McGill
University. His assistance in enabling me to study in Canada is greatly
appreciated.

| am also very grateful to Enid Armstrong, Luisa Biasutti and Phillip Pike for
their diligence and patience in revising my first draft.




¢ 9

Abbreviotions

A,

AC.

Adel. L. Rev.
ADHGB

AG

AklG

al.

Ala, S.C.
AIlER.

Am Jur

Ariz.,, C.A.

art.

Auckland U.L. Rev.
Austr. HC.
Austr. Lawyer
Austr. L.J. Rep.
BB

B.CCA.
B.CS.C.

BGB

B6GHZ

BLR.
B.R. (American law)
BR. (Québec law)

c.
Ca.
CA.

Cah. de Dr.

Camb. L.J.

CBCA.

CBLJ.

CCLC

Ch.D.

CJd

CLR

Col. L. Rev.

Colo,, S.C.

Conv. & Prop. Law.

Atlantic Reporter

Appeal Cases

Adelaide Law Review

Allgemeines Deutsches
Handelsgesetzbuch
Aktiengesellschaft

Akiengeset2

alii

Supreme Court of Alabeme

All England Law Reports

American Junsprudence

Court of Appeals of Arizona
article

Auckland University Law Review
High Court of Australia

Australian Lawyer

Austrelion Law Journel Reports
Betriebsberater

British Columbis Court of Appeal
Supreme Court of British Columbia
Burgerliches Gesetzbuch
Entscheidungen des Bundesgerichtshofs
in Zivilsachen

Business Law Reports

Bankruptcy Reports (U.S.)

Recueil de jurisprudence de la Cour du
Banc de 1a Reine {or Banc du Roi)
Chapter

California

Court of Appeals or Cour d'Appel
Les Cahiers de droit (Université Laval)
Cambridge Law Journal

Canada Business Corporations Act
Canadian Business Law Journal
Civil Code of Lower Canada
Chancery Division

Lord Chief Justice

Commonwealth Law Reports
Columbia Law Review

Supreme Court of Colorado

The Conveyance and Property Lawyer




C. P. (English law)
C. P. (Québec law)
C.PD.

cS.

Ct.

DB
Dist. Ct.
DLR.
Duquesne L. Rey.
E.&B.
ed.

F.

Ga., SC.
GmbH
GmbHG

GmbH-Rdsch.
G6.G.Q.

Harv. L. Rey.
HGB

HL.

1CLQ

ie.

m., scC.
ind., App. Ct.
Ind, S.C.
J.

JB.L.
JurA

JuS

JZ

Kan., S.C.
Ktcky, C.A.
La, CA.
LJ.
LJ.Q.B.

LM

LR.

LR.Q.
LAR.

Man. C.A.

vii

Common Pleas

Cour provinciale

Lew Reports, Common Pleas Division
Recueils de jurisprudence de la Cour
supérieure

Court

Der Betrieb

District Court

Dominon Law Reports (Canada)
Duquesne Law Review

Ellis and Blackburn's Reports
edition

Federal Reporter

Supreme Court of Georgia
Gesellschaft mit beschrankter Haftung
Geset 2z betreifend die Gesellschaften mit
beschrankter Haftung
GmbH-Rundschau

Gazette officielle du Québec
Hervard Law Review
Handelsgesetzbuch

House of Lords

international and Comparative Law
Quarterly

id est

Supreme Court of llinois

Appeal Court of Indiana

Supreme Court of indiana

Justice

Journal of Business Law
Juristische Anslysen

Juristische Schulung
Juristenzeitung

Supreme Court of Kansas

Court of Appeals of Kentucky
Court of Appea! of Louisiana

Lord Justice

Law Journal, Queer's Bench Report
Lindenmaier-Mohring

Law Reports

Lois refondues du Québec

Law (uartarly Review

Court of Appeesls of Manitobs




¢

i1an. K.B.

Marquette L. Rev.

Mass., S.J.C.
McGill L.J.
Md., C.A.
Mich. L. Rev.
Mich., S.C.
MLR.

Mont., S.C.
n.

NC.,S.C.
NE.

Ney., S.C.
Nfld. S.C.
NH., SC.

NJ.Ct. of Ch.

NJW

NL.J.
NSS.C
NSW., F.C.
NSWSR
NS.W.WN.
NW.

NY, CA.
NYS.

NZ. LR
N.ZL. Rev.
NZ.,S.C.
N.Z.UL. Rev.
oLG

Ont. CA.
Ont. HC.
Ont. S.C.
Or.,S.C.
Otago L. Rev.
OWN.

P.

para.
Pa.,S.C.
P.C.

Q.B.D.

RP.

RD.l.

viii

Manitobs King's Bench
Marquette Law Review

Supreme Judicial Court of Massachusetts

McGill Law Journal

Court of Appeals of Maryland
Michigan Law Revue

Supreme Court of Michigan
Modern Law Review

Supreme Court of Montana

note

Supreme Court of North Carolina
Northeastern Reporter

Supreme Court of Nevada
Supreme Court of Newfoundland
Supreme Court of New Hampshire
New Jersey Court of Chancery
Neue Juristische wWochenschrift
New Law Journal

Supreme Court of Nova Scotia
New South Wales, Full Court
New South ¥/ales State Reports
New South Wales Weekly Notes
Northwestern Reporter

Court of Appeals of New York
New York Supplement

New Zealand Law Reports

Neyr Zealand Lay Review
Supreme Court of New Zealand

New Zealand Universities Law Review

Oberlandesgericht

Ontarioc Court of Appeasls
Ontario High Court

Supreme Court of Ontario
Supreme Court of Oregon
Otago Law Review

Onterio Weekly Notes

Pacific Reporter

paragraph

Superior Court of Pennsylvania
Privy Council

Queen’s Bench Division
Rapports de Pratique de Québec
Revue de droit immobilier



R. du B.
R.duN.
RGZ

Rocky Mountain L. Rev.
RSPEI

RSS.

RSY.

Rutgers L. Rey.
S.

S.A.

Sask. C.A.
Sask. 0.B.
Sask. R.

SCR.

SE.

SM

SN

SNB.

So.

S.0.
southwestern L.J.
suppl.

Sydney L. Rev.
SW.

Tenn, CA.
TLR

Tulane L. Rev.
UB.C. L. Rev.

UB.C. L. Rev. - Cah. de Dr.

U.Det. L.J.

UK.

U. Pa. L. Rev.
U. Queensl. L.J.
US.C.A.

U.T. Fac. L.Rev.

U.W. Austr. L. Rev.

v.

X

Revue du Barreau

Revue du Notariat

Entscheidungen des Reict 3gerichts in
Zivilsachen

Rocky Mountain Law Review

Revised Statutes of Prince Edward Island
Revised Statutes of Saskatchewan
Revised Statutes of the Yukon Territory
Rutgers Law Review

section

Statutes of Alberta

Saskatchewan Court of Appeals
Saskatchewan Queen's Bench
Saskatchewan Reports

Supreme Court Reports (Canada)
Southeastern Reporter

Statutes of Manitoba

Statutes of Newfoundland

Statutes of New Brunswick

Southern Reporter

Statutes of Ontario

Southwestern Law Journal
Supplement

Sydney Law Review

Southwestern Reporter

Court of Appeals of Tennessee
Times Lay Reports

Tulane Law Review

University of British Columbia Law
Review

University of British Columbia - Les
Cahiers de Droit (Univercité Laval):
Centennial Edition 1967

University of Detroit Law Journal
United Kingdom

University of Pennsylvania Law Review
University of Queensland Law Journal
United States Court of Appeals
University of Toronto Faculty of Law
Review

University of Western Australia Law
Review

yersus




()

va., S.CA.
vol.

Wash., C.A.
wash., S.C.

WM
WWR.
Yale L.J.
ZGR

ZIP

virginia Supreme Court of Appeals
volume

Court of Appeals of Washington
Supreme Court of Washington
Wertpapier-Mitteilungen

western wWeekly Reports

Yale Law Journal

Zeitschrift fur Gesellschaftsrecht
Zeitschrift fur Wirtschaftsrecht und
Insolvenzpraxis



I. Introduction

“What are the roots that clutch, what branches grow out of this stony
rubbish?”, asks Leon Getz, quoting from T.S. Elliot’s "The Wwaste Land™ at the
beginning of his article on pre-incorporation transactions!. The law of pre-
incorporation transactions has developed considerably since Leon Get2
wrote his article more than twenty years ago. Whereas most American
jurisdictions have never followed the common law approach, the courts of
many other common law jurisdictions, which had originally adopted the
common law rules, have subsequently enacted modifying statutory
provisions in the last two decades. We will look at what Leon Getz seems to
consider as a “stony rubbish™ and ask if the recent developments in the law
of pre-incorporation transactions justify this view. We will cast a look at
the German approach and compare it with the approach taken in corimon law
jurisdictions.

This analysis is not only of academic, but also of practical interest.
Contracts made in the pre-incorporation period raise basic questions of law.
Fundamental principles of contract, agency and corporate law are at issue,
challenged by the businessman’s need for simple and easily applicable rules
for situations that occur daily. Usuelly, making contracts during the pre-
incorporation period is unavoidable. Equipment has to be bought, workers
have to be employed, premises have to be provided, etc. before 8 business
can be started. in order to benefit from profitable opportunities one may

1 Leon Getz, “Pre-incorporation Contracts: Some Proposals™ (1967) U.BC.L. Rev. - Cah. de
Dr. 381.
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need to enter into binding agreements before inco.'poration. The opportunity
could be lost if the businessman waited for the day the incoiporation
becomes effective. The need for clear and simple rules has not progressed
with the increasing speedy in which a company can be ncorporated in
common law jurisdictions today. There being no official valuation test of
non-cash contributions, incorporation can be completed within a few weeks?
or even within a couple of days® whereas, in Germany, where non-cash
contributions must be so valued, registration proceedings usually take one
to three, or sometimes even up to six months or longer4. We do not share the
opinionS that the problems arising in the context of pre-incorporation
agreements become more and more obsolete due to the short time in which
incorporation can be achieved. There can still be circumstances in which a
binding agreement has to be made immediately in order to avoid situations
where a third party contracts with someone else. Immediately binding
agreements also make sense from the third party's point of view: it can
never be sure that incorporation will take effect - at the predetermined
time or ever. Finally, pre-incorporation transactions will remain
significant regardless of the shortening of the delay in becoming
incorporated because one must Tirst determine if the business prospects are
favourable in order to incorporate and this may frequently require the
entering into of pre-incorporation contracts (employment agreements,

2 M.R.Bucknill, " Fre-incorporstion Contracts(1986) 12NZ.L. Rev. 274t 48.

3 F.H. Bckley & MQ. Connelly, Corporetions - Frincipies and Foiicies, 2rd ed. (Toronto:
Emond Montgomery, 1988) at 136.

4 G. Derwisch-Ottenberg, e Aeffungsverilinisse der Vor-6mdH (Berlin: Duncker &
Humblot, 1988) at 19.

S M.R. Bucknill, supre, note 2 st 47.




purchase contracts, leases etc). Furthermore, since all of them are
“interdependant™ in the sense that the business cannot be started without
any of them, a large number of contracts have to be made before

incorporation is filed, no matter how short the delay for incorporation isé.

Pre-incorporation contracts still being of considerable practical
importance, the legal rules established to settie this issue cannot be
understood without looking at the potentially conflicting interests of the
parties that are directly or indirectly involved in the making of pre-
incorporation agreements. Those who actually make the agreement on the
future company's behalf are interested in binding the contracting party
immediately, but they do not want to incur personal liability - quite
understandable because they do not consider themselves beneficiaries of the
contractual undertakings. 11 personal liability cannot be avoided, then at
least they want to have the possibility of having recourse against the
company. The third party's interest, of course, may be in conflict with the
acting person's interest. Assuming that the company may be bound in
advance, it will nevertheless appreciate personal liability very much
because 1t is far from clear whether the company will have enough assets to
cover the debts. But it is not only the creditor's well-known wish to have as
many debtors as possible that makes him interested in personal liability.
Whatever the reason may be, it might happen that the company will never be
incorporated. Should the third party be left without any recourse?

6 F.J. Nugan, "Pre-incorporation Contracts™ in JS. Ziegel, ed., Studhes in Lanadhan Lompeny
Lew(Toronto: Butterworths, 1967) st 197; RL.Simmonds & P.P. Mercer, #da /niroduction
o Business Associations in Cansdk (Toronto: Carswell, 1984) at 449; M. Mertel & P.
Martel, Lo Compegnie av Guédes, vol. |, lesr sspects juridigwes (Montréal: Wilson &
Lafleur /Martel, 1989) at 95.
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The creditors of the once incorporated company will not object to the
personal liability of persons who made contracts before the company was
incorporated. But they will strongly disagree with the company's liability
for pre-incorporatiot. contracts because such hability could jeopardize their
own chance to recover against the company which possibly does not have
sufficient assets to satisfy all creditors. Inasmuch as the law recognizes
the creditor's interests in preserving the company's initial assets, their
interests have to be takennto account all the more when formulating rules
for pre-incorporation transactions. The compnay itself will also be opposed
to binding contracts made before it came into existence because its
shareholders are not necessarily identical with the persons who actuaily
made the contracts. It is true that the latter will usuaily hold shares of the
company or be its directors. But as there might be additional shareholders
and other directors, the company's approval of the pre-incorporation
activities is not certain. On the other hand, it must be observed that the
company might be interested in entering into contracts that appear
profitable. It will therefore not reject liability for pre-incorporations per
se, but accept it if the contract seems to be advantageous.

In view of the fact that the parties that are involved in some way or another
in pre-incorporation transactions have such conflicting interests, it does
not surprise that the approaches taken to resolve the problems result
sometimes in completely diverging solutions.




l{. Pre-incorporation Transactions at Common Law
1. The Liability of the Company

when dealing with pre-incorporation transactions two questions have to be
distinguished, the hability of the company and the liability of the so-called
promoter. We will look at the company's liability first because the
agreements are made with the company in mind, not in the interest of the
person who acted during the pre-incorporation period.

a. Locus Classicus: Ke/nerv. foxter

For a long time now, A&@/nerv. fexter has been cited as the leading case in
the context of pre-incorporation transactions. The facts of this case,
decided in 1866, are simple: Baxter and his associates decided to form a
corporation to operate a hotel. The plaintiff, a dealer in wines, offered to
sell wine to the defendant and his associates “on behall of the pranased
Gravesend Royal Alexandra Hotel Company Limited”. Baxter and his
associates accepted the offer all signing “on behalf of the Gravesend Royal
Alexandra Hotel Company Limited”™ The word ‘proposed’ the plaintiff had
used was omitted. After incorporation, the company ‘ratified’ the contract.
Soon afterwards, it went bankrupt. The plaintiff who had never been paid
sued Baxter and the other signatories - with success as we will s.ee later.
The chances for success would possibly have been less if the company was
bound by the contract, either from the outset or by stepping in after

T (1866), L.R. 2C.P. 174 (emphasis added).




incorporation thus replacing the defendants as contracting partners. Both
possibilities were rejected by the Court. The defendants having no authority
from a principal who at the time the contract was made was not yet in
existence could not bind the future company merely by declaring that they
acted on behalf of the company. The Court also rejected the idea that the
company could have been bound by declaring that 1t ‘ratified’ the contract.
As Willes J. stated, “ratification can only be by a person ascertained st the
time of the act done - by a person in existence either actually or in
contemplation of law™®. The statement is 1n accordance with the idea the
principle of ratification is based on: ratification 1s supposed to be an
“equivalent to an antecedant authority™. It is intended to fill the gap that
arises from lack of authority, whether the agent acted without any authority
or just exceeded it. Since its effect is confined to remedying the lack of
authority, the principle of ratification does not go so far as to create a
principal where there has never been one'®. In the result, at common law, 8
company can only benefit from a pre-incorporation contract made on its
behalf if it makes, on the same terms as the old, 8 new contract with the
third party!!. An express contract is not required. It is sufficient that the

8  Lelnerv. Buter(1866),L.R. 2C.P. 1743t 184, Willes J.
9 Roenigdistty. Sweet(1923), 2Ch. 314 (CA.) ot 325, Lord Sterndele M.R.
10 £ M.B. Reynolds, Bowsieadon dgency, 15th ed. (London: Sweet & Maxwell, 1985) at S1.

1V fowardy. Patent horyo.(1888), 38Ch. D. 156; Towchev. Metropolilen Ry. Warehousing
£0.{1871), L.R. 6 Ch.App. 671; MNeitadov. Forto Aleygre Ry Lo. (1874), LR. 9C.P. 503;
R Empress Engineering £0.(1880), 16 Ch. D. 125 (CA.) at 128.




new contract can be inferred from the company's behaviour after

incorporation!2,

b. The Common Law Rule - An Appropriate Solution?

The common law rule on the company's liability for pre-incorporation
transactions appears to respect basic legal principles'3; it is in accordance
with the rules of contract law that a contract has to be made by two
existing parties and that a third party cannot interfere with & contract made
by other parties. The common law seems also te comply with fundamental
agency rules to the extent that ratification cannot remedy the lack of a
principal not in existence when the contract was made. And finally, 1t
corresponds to one of the basic ideas of corporate law: the idea of the
company as a saparatelegel entity. A legally sound solution - but is it an
appropriate solution? Of course, legally sound rules may ciaim the
presumption to be just and adequate solutions. In the context of pre-
incorporation transactions, however, this presumption has been frequently
put in question. Indeed, there is enough reason to doubt whether the common
law position refiects the subject matter it governs properly. With regard to
the interests of the parties directly or indirectly invelved in pre-
incorporation transactions, the common law position does not appear
convincing. It is admitted that 4 solution to the effect thet all pre-
incorporation contracts bind the company automatically is, at least per se,

12 Gy Empress Engimering £0.(1880), 16 Ch. D. 125 (CA.) st 128; Qv Kvideriem Alvm. and
Lhemical £0.(1883), 25Ch.D. 103 (CA.).

13 M.H.Ogilvie, Case Lomment(1983) UBC.L. Rev. 321 at 332.
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problematic because it binds the company without giving it a chance to
decide whether it wants to be bound or not. The creditors of the
incorporated company, too, would object since a solution for the automatic
transfer of contractual obligations on the company puts at risk their chance
of payment. It is not evident, however, why the company should not be
entitied to step into contracts that appear profitable Such a right would
not affect the new creditor's justified interests because the company could
make a new contract 1nstead; against the company making contracts, new
creditors are never protected. Also from the point of view of those who
actually entered into a contract, the right of the company to step into pre-
incorporation contracts umlaterally would not affect their interests. The
company is not a stranger that interferes with contractual relations of third
parties. Only under such circumstances the contracting parties would be
entitled to protection. In the case of pre-incorporation contracts as in
Kelnerv. fexter, however, 1t is understood between the contracting parties
that the company, not the person that acted on 1ts behalf, should take the
benefit. Therefore, the companu cannot be looked upon as a stranger to the
contract.

The common law rule is not only unsatisfactory because it does not properly
reflect the interests of the partners invoived. It is also highly
objectionable in view of the manner it has been developed by the courts. As
mentioned above, assuming a new contract between the company and the
third party does not require an express contract; it is sufficient that mutual
consent can be inferred from the parties’ behaviour. In most cases, the
parties do not enter into a formal agreement, but simply act as if the
contract was made between the company and a third perty. services are



rendered, goods delivered and money 1s paid. The company shows that 1t
considers itself to be bound contractually. The third party, usually at least,
does not mind because it has made the contract in view of the future
company. Considering that the courts will mostly have to look at the
parties’ behaviour for want of an express agreement, the common law
requirement for a new contract does not appear to be far away from mere
‘ratification* always provided, of course, that the third party is willing to
consider the company as its contracting party. Unfortunately, what seems
to be evident at first glance is not the state of the law as it emerges from
the cases.

In Ke Narthumberiand Avenue Hotel Lo LIS, the company took possession
of land that had been leased on its behalf, started construction works and
acted on the agreement: circumstances that appear to justify that the
company wanted to be bound by the lease. Quite wrong according to the
Court of Appeal! It arqued that acting on the old agreement did not imply
that the company entered into a new contract. Putting much emphasis on the
requirement of 8 new contract, it drew a sharp line between the intention to
make 8 new contract and the belief that it is still the old contract the
parties act upon. This subtle distinction has been confirmed in other
cases's. The distinction being of a very subjective nature it is clear that it
becomes very difficult to establish a new contract inasmuch as its making

14 NN.Green, "Security of Transaction After Phonogram™ { 1984) 47 M.L.R. 671 at 687.
13 (1886) 33Ch.D. 16 (CA.).

16 Ragot Feumetic TyreCo.v. Clipper FresmeticTyre £o.(1901), [1902] 1 Ch. 1346 (CA.);
Awlal LandCo.x. Faviine Colliery Syndicete(1903), [1904]AC. 120 (PL)).
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1s often inferred from the parties’ behaviour. As it appears from
Northumberlend?, even variations on the old contract's terms are not
considered to be sufficient indicia for the intention to enter into a new
contract although they clearly indicate that new negotiations must have
taken place. In an earlier case'8, modifications of the contract's terms had
been taken as sufficient evidence of the parties’ intention to enter into a
new contract. Considering these uncertainties, the requirement for a new
contract virtually amounts to the need for a formal agreement; in view of
the courts’ fine distinction, there is not much room for the application of
the general contract rule that contracts can also be made implicitly.

Besides these more practical objections against the common law rule, there
might even be reasons to call into question the legal arguments the common
law rule is based upon. It is admitted that in denying the company's right to
ratify the contract the underlying principle is applied correctly. But ths
might still be purely legalistic because it is far from ciear if the reasoning
behind the rule fits the situation. Generally, it is quite justified to deny a
third party the right to interfere with a contract between two parties; this
would amount to imposing 8 contracting party without the other perty's
consent. In the area of pre-incorporation transactions, however, the
situation is different: the contract is made on behalf of the future company.
If the company accepts to step into the contract, it cannot be said that a
stranger is imposing himself as a contracting party on a third party that has

17 Sypre, note 15.
18 toweray. Felent vory Menulacturing Co.(1888), 38 Ch. D. 156.
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never heard of him. Theretfouie, the telos of the ratification principle does
not require its literal application on pre-incorporation transactions'?

The foregoing analysis illustrates quite clearly that the common law rule
regarding the company's liability for pre-incorporation transactions cannot
be considered to be an appropriate one, either from a commercial point of
view or in legal terms.

c. Equitable Devices

(i) Adoption

It is not surprising that the courts have looked for devices in order to evade
the calamities caused by strict application of the rule in Ae/nerv. fexter It
was held that equity would enforce pre-incorporation contracts if the
company ‘adopted’ them20. To give the company the right to step into the
contract, of course, avoids the difficulties created by the common law rule.
But looked at it closely, there can be no doubt that it is nothing but a
semantic device2!. Technically, adoption and ratification mean the came.
There appears to be no reason why they should not be treated the same way
from & legol point of view. With reference to the synonymous meanings of

19 L. Getz, supra, note | at 383.

20 R Hereford & South Wales Wagpon and Fagisering £o.(1876), 2 Ch. D. 621; Spiller v.
Faris Steting R¥nk £0.(1878), 7Ch. D. 368 (PL.).

21 | Getz, supre, note 1 at 383.
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he two notions, subsequent Privy Council decisions withdrew this
approach?2,

(1) Trust

The common law does not recogmze contracts to the benefit of a third
party23 because there 1s no privity of contract. But this does not mean that
it is generally impossible to confer a benefit upon a third party. Apart from
the possibility of assigning the contractual nghts the contracting parties
may set up a trust in favour of the third party. By virtue of the trust
agreement, the third party is entitied to get the benefits from the contract,
incurring at the same time all burdens2¢ The claim has to be asserted
against the trustee. There is no direct claim against the trustee's
contracting party, nor can the latter enforce the contract against the
beneficiary. All that the trust scheme allows is to give the beneficiary a
right to the subject matter of the trust. Nonetheless, the application of a
trust scheme to pre-incorporation transactions appears to be promising for,
at least, it would resolve the problem that, at common law, the company
cannot step into the contract unilaterally. It is amazing, however, that the
trust device has not been widely used?>,

22 K Empress Engineering £o. (1880), 16 Ch. D. 125; A Avtherham dlum & Chemical L0.
(1883), 25 Ch. D. 103; Aele’ Land Lo.v. Fauline Colliery Synd¥cete(1903), [1904] AC.
120 {PL.); AbrthSydney invesiment and Tramwey £o.v. Higgins(1899),AC. 263 (PL.).

23 punlop Freumetic Tyre (0. Lld . Seifridpe & (0. L1d. (1914),[1915] AC. 847 (H.L).

24 Kerdoomv. Belities(1900), [1901]AC. 118/PC.) at 123

25 N.E. Palmer, "Pre-incorporation Contracts and the Implied Warranty of Authority”, (1975)
9 U.Queensl. L.J. 1238t 124n. 10.
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What are the reasons? To be valid a trust has to meet the three certainties
requirement. There has to be certainty of intention, of subject matter and
of object. Provided the parties made clear that they intended to set up a
trust, only the certainty of object requirement seems to be problematic for
at the time the agreement is made the beneficiary is not yet in existence In
general, equity does not give effect to trusts that lack of a beneficiary who
could enforce the trust. For that reason, purpose trusts are declared void2®
with the exception of charitable trusts which are enforced by the Crown.
The rule that personal trusts are valid only if there 1s a beneficiary has not
been applied to trusts created in favour of an unborn child, however. There
seems to be no convincing reason why this rule should not apply to an unborn
company analogousiu. In the case of an unborn child, the exception is
justified on the ground that the beneficiary is, although not described with
certainty, at least ascertainable by reference to his parents. [t could be
argued similarly in the case of an unborn company2?. Name and founders of
the company are known. Therefore, from a theoretical point of view there
seems to be no reason why it should be impossible to set up a trust for a
company that is not yet in existenceZ8, In view of the "wait and see” rule,
the application of the trust scheme is not objectionable even under the rule
against perpetuities2?. The obvious analogy between an unborn child and an
unborn company did not escape the courts’ notice. In a different context, it

26 Ry dstor s Setllement Trusis(1952), 1 Ch. 534.

27 8. Welling, Lorporste Low in Conode - The Governing Frincipies (Toronto: Butterworths,
1984) st 286; P.D. McKenzie, “The Legal Status of the Unborn Company” (1973) S NZ.U.L.
Rev. 211 at 216.

28 M.R. Bucknill, sypre, note 2 at 32.

29 p.D. McKenzie, suprs, note 27 at 216.
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was sald in Leeds and Henley Thestres of verieties L1g%0. "Though a man
cannot be an agent for a non-existent company, may he not be a trustee for
117 There can be a trust for unborn children.”

Nevertheless, as 1t appears from the cases, the trust device has not received
much support by the courts. Several decisions3! dealing with the company's
liabihty after adoption of a contract made by & trustee miss the trust point
totally®2 focussing only on agency principles3® The essential question
whether a company can claim the benefits under a trust agreement was
dealt with only in an early Canadian case34. The court demed the question
relying on privity of contract arguments: as the company cannot be bound by
pre-incorporation contracts, 1t follows that it cannot receive the benefits
either. Without expressing it, the court seems to be retuctant to set aside
the rule \n ke/nerv. Basterjust b} recogmzing the trust device. The strict
application of agency principles as put forward in K@/nerv. faxterhas been
given priority over equally compelling trust rules - a8 decision that is hard
to understand and fairly unsatisfactory3s.

30 (1902),2Ch. 809 (CA.) at 819, Romer L.J.
3\ Re Aorthumberisnd Avenve Motel £5.(1886), 33Ch. D. 16 (CA.); Abrih Sydney Investment
and Tramwey £o.v. Higgins (1899), AC. 263 (PLC.); Ke Abtionel Motor Marl Cosch Lo,

Llinton’s Claim (1908), 2 Ch. D. S15; Offfcial Assignee of Motionv. NZ. Sero-Yacine L1d.
{1935),NZ2.LR. 856 (N2.,5C)).

32 B.welling, supra, mote 27 at 287.

33 pD. McKenzie, supra, note 27 at 219.

b S

Lassv. McCulcheon(1905), 15 Man. L.R. 669 (Man. K.B.).

35 |nCanada, there were and there still are statutory provisions dealing with pre-incorporation
trusts. They will be discussed later.
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d. Remedies Outside the Law of Contracts

Although there is no contractusl basis for mutual claims between the
company and the third party, it is as a matter of fact still possible that
benefits are conferred upon the company. It would be unjust to allow the
company to keep benefits it received by the acquisition of goods or the
performance of services without compensating the third party. One would
be inclined to say that keeping the benefits implies the making of a
contract. As has been seen above, however, this is too a superficial way to
look at the problem bearing in mind that the courts accept a new contract
only under very narrow circumstances. Trying to avoid unjust results the
courts resorted to restitutionary claims.

In Re Hereford & South weles Waggon Co36, it wes held that remuneration
for pre-incorporation services can be claimed on equitable grounds. In Ae
Empress Engineering Co37, it was recognized that the third party can sue the
company for a quantum meruit. Looking at further cases, one has to state
that later decisions do not follow this view. In K2 Katherham Alum &
Chemical (038, a solicitor claimed remunerstion for services he had
rendered to the company. The court dismissed the cause arguing that getting
the benefit of work done for someone else, i.e. the person who actually made
the pre-incorporation contract, did not mean that the benefitted person is

36 (1876),2Ch.D. 621 (CA.).
37 (1880), 16Ch.D. 125(CA.).
38 (1883), 25Ch. D. 103{CA.).
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liable to pay for it. Later decisions3? on the issue took a similar view
arguing again that getting a benefit does not necessarily give rise to an
obligation to pay for it. Although it should be noted that in any event the
plaintiff can get remuneration on a quantum meruit basis for seryices
rendered &/7er incorporationd0, it has to be concluded that in !view of
differing judgments the law 1s confusing and far rrom being satisfactory*!.
it is amazing to see how clear principles of justice like the idea of
restitution are abandoned in order to uphoid, at any price, the effect of the
rule in k&/nerv. foxter The fear of counteracting the rule that the company
comes only into play when it wants to is the reason why many courts feel
reluctant to recognize claims based on unjust enrichment.

2. The Liability of the Promoter
a. The Term "Promoter”

Given the lack of a statutory definition of the term “promoter”, reference
has to be made to judge-made derinitions. A comprehensive definition,
however, has never been given by the courts. But, at least, some guidance
can be taken from various decisions. In mha/ey Arigge Calica Frinting (o V.
Greem2, for instance, it is emphasized that the term “promoter™ is not a

39 Ly Faglish & Colonial Froduwe Lo. (Y906), 2 Ch. D. 435 (CA.); Kv Netionsl Motor Meil
Losches £10.(1908), 2Ci. D.515(CA.).

90 Lo Dale and Flant L1d. (1889), 61 LT. 206 (Ch.D.).

41 L Getz, supre mote 1 st 391; R.R. Pennington, Lompeny Law, 4th ed. (London: Butterworths,
1979) at 90; BS. Markesinis, “The Law of Agency and Section 9(2) of the European
Communities Act 1972 (1976) 35Camb.L.J. 1128t 115 n.19.

42 (1880),5@.8.D. 109.
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term of law, but of business, covering "a number of business operations
familiar to the commercial world by which a company is generally brought
into existence™3. Thus, many persons can qualify as promoters?4. Legal
gualifications like agent or director are immateral. The classification is
always a question of fact4S, for promoter can be everyone “who undertakes
to form a company with reference to a given project and to set it going, and
who takes the necessary steps to accomplish that purpose..™6.

b. The Problem of Determining the Common Law Rule

Whereas the common law position as to the company's liability is clear and
unequivocal, the rules governing the promoter's liablity are not easy to
determine, although Ae/nerv. faxteA? - leading case in this area as well -
seems to state the law peremptorily: “The cases referred to in the course of
the argument fully bear out the proposition that where a contract is signed
by one who professes to sign ‘as agent’ and who has no prinicipal existing at
the time, and the contract would be altogether inoperative unless binding on
the person who signed it, he is bound thereby™8. in a similarly cleer

43 spid

a“ L.C.B.)Gover et al., Lover s Frincipiles of Modern Company Law, 4th ed. (London: Stevens,
1979) at 325.

45 JH.Gross, Compeny Fromolers(Tel Aviv: The Israel Institute of Business Research, 1972)
at 21.

96  Zwycrossv. 6rant(1877), 2C.P.D. 469 (CA.) ot 541.
47 (1866),L.R.2CP.174,
48  /pid at 183, EarleC.J.
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manner, Lord Justice Denning (as he then was) suggested, although in an
obiter dictum, that ".. 1f [a man] signs "as agent’ and has no principal, the
words ‘as agent’ are rejected and the contract held to be a good contract
between the parties.."4?. Apparently as a matter of 1aw30, promoters are

held to be bound by pre-incorporation contracts thus implying liability and
also the right to enforace the contract.

The latter, however, was not the result in another English Case, Mewtarney.
sensalid (Great Britain) LS.  Summarized briefly, the facts of this
important case are as follows: The plaintiff, Mr. Newborne, was the
promoter of a company called Leopold Newborne (London) Ltd. Before the
company was registered, he entered into a contract to supply tinned ham to
the defendant. The contract was signed "Leopold Newborne Ltd.". The
plaintiff wrote his name underneath. Neither he nor the defendant company
were aware that Newborne Ltd. was not yet registered. They both thought
that the company was in existence. As the market prince of ham fell, the
defendant refused to accept the goods. Newborne Ltd., then registered,
issued a writ claiming damages. After the writ was issued, it was
discovered that the company had not yet been in existence at the time the
contract was made. Mr. Newborne in his personal capacity was substituted
as plaintiff. At triald2, it was recognized that the rule as stated in Ae/nerv.
fAaxter did not only affect the promoter's liability, but aiso his right to

49 Micolene Lidv. Simmonds [1953], 1Q.B. 543 at 551.
S0 M.H.ogilvie, supra, note 13 at 324

51 (1953),[1954] 10.8.45(CA.).

32 [1952],2T.LR. 763(0Q.B.D.), Parker J.
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enforce the contract. Although starting from the principles laid down in
kelner v. Bexter; the learned judge arrived at a different result. Mr.
Newborne lost the action on the footing that he had not acted as an ‘agent’
therefore not fuifilling one of the requirements set out by Ae/nerv. Bester
it was suggested that the contract was made by the company itself, Mr.
Newborne's signature merely "authenticating” the company's signature.
Therefore, according to the trial judge, Mr. Newborne could by no means
become a party to the contract. This decision was affirmed by the Court of
Appeal3.

Kelner and Newborne have been the subject of considerable academic
dispute. Stating the strong contrast between the conclusions made in both
decisions™ many writers have tried to reconcile both decisions on the
ground of a common principleSS. Others, however, suggested that both
decisions were inconsistent3. The different positions taken in the
academic discussions are reflected in the Australian case of f/ack v.
Smeliwaad>?. The case reveals, like various academic statements, that the

&

(1953), (1954) 1 Q.B. 454t S0.

S4 GH.L. Fridmen, “Personel Liability of Agent™ (1966) 116 N.L.J. 1605; Markesinis, suprs,
note 41 st 116; G.R. Sullivan, "The Lisbility of Promoter on Pre-incorporation Contracts -
Turning the Tables Too Far?" {1983) Conv. & Prop. Law. 119 8t 120; Ogilvie, sypre, note
13 at 334,

S5 L.Getz, sepre, note 1 ot 393 ff.; G.H.L. Fridman, supre, note 54 at 1605 ff.; R.D. Nicholson,
“"Contract and Non- Existent Companies™ (1967) JAustr. Lawyer 1 at 4-5.

96 HR.Gray, "The Contractuel Capecity of Limited Compenies™ {1953) 17 Conv. & Prop. Law.
217 at 218-219; F.J. Nugan, supra, note 6 at 199; G. Shapira, “Directors Without a
Company and Other Professing Agents” (1973~ 76) 3 Otago L. Rev. 309 at 315-316.

ST (1963) 81 NSW.W.N. (Pt. 1) 138 (1st instence); (1964) 65 NSWSR. 431 (NSW.,
FC.); (1966) 39 Austr.L.J. Rep. (Austr. HC.).
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reasoning in Mewdornev. Sensoligcan hardly be said to have elaborated the
common law rule as to the promoter's liability.

C. Ke/ner and Nerborne - Consistent or Incompatible Concepts?

To reconcile both cases attempts have been made to distinguish them on
their facts. In the K&/nercase the contract had been executed, i.e., the goods
had been delivered, whereas, in AMewtharnes case, the contract was merely
executory: the plaintiff was still in possession of the goods because the
defendant did not accept them8. This approach is based on the 1dea that a
party should be compensated after having fuifilled its own obligation.
Certainly this seems to be just and equitable. Nonetheless, to decide the
case on the distinction between executory and executed contracts might
turn out to be purely arbitrary: The need for protection of the third party
might be the same in the case of executory contracts, for instance when the
third party is compelled to cover the order by buying the goods elsewhere at
a higher price3®. On the other hand, it would not have been very convincing
to deny the plaintiff’s recovery in Ke/nerv. fsxter if this had been a case of
an executory contract. The attempt to harmonize A@/nersand ANewbhorne's
case on the factual distinction between executory and executed contracts is
therefore not persuasiveso,

38 See G.H.L. Fridman, supre, note S4at 160S; B.S. Markesinis, supra, note 41 ot 1172,
39 BS. Markesinis, supre, ote 418t 118.
60 M H.Ogilvie, supra, note 13 at 335.
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Another way of distinguishing the cases is to emphasize the fact that in
Relner v. Gexterthe promoter was sued whereas 1n Aemwdarne scase he was
the plaintiff. This would presume that the rule in Ae/nerv. Baxter stated
merely that a promoter is liable on a contract but without having any rights
under 1t. As previously mentioned, this is not the meaning of the rule; to
declare an ‘agent’ bound by a contract implies necessarily that he is also
enlitled to the benefit of the contractual rights. This finding was expressly
recognized by the trial judge in Aewparne scase®!. It is therefore hard to
understand why in Z/eckv. Smallweod- a case which raised the problem of
reconciliation between A&/ner and ANewborne - the trial judge put much
emphasis on the question whether the promoter was plaintiff or defendanté2,
As has been demonstrated, this is not an appropriate approachs3.

A third way to distinguish the cases would be to acknowledge two
complementary rules to the effect that someone who acts as an ‘agent’
becomes bound by the contract whereas those who act as a "director’ do not.
This seems to have been the ground on which Aewbarne was decided for
there it was held that the plaintiff had not acted as an agent. According to
the judgment, it was the company itself that made the contract. This
distinction, however, creates considerable doubt. The use of the term
‘agent’ is not quite adequate because there is no principal on whose behalf
the ‘agent’ could have acted. But this objection is not the crucial cne for the
court confronted with a pre-incorporation contract case would not look at

61  See J.H.Gross, “Pre-incorporation Contrects™ {1971) 87 L.Q.R. 367 at 384.
62 (1963) N.S.W.WN.{Pt. 1) 138, Jacobs J.
63 M.H.Ogilvie, supra, note 13 ot 336; J.H.Gross, sypre note 61 ot 384.




¢ 3

¢ 9

22

the promoter’s real 1egal status, but at the position he purports to have. The
decisive objection is this: how can a court come to differing conclusions as
to the alleged position of the acting person when 1t 1s clear from the outset
that this person wanted to act for someone else? Not only Baxter purported
to act as an acent as was found by the court. Newborne, too, purported to
act as an agent. It is hardly understandable how it can be argued that the
company made the contract itself because for a company there is no other
way to make contracts than by agents. Hence, company directors
“authenticating” the (future) company's signature purport to act as agents as
well as do promoters who act on behalf of a “proposed” company®4. There is
no room for a secondary agency concept as appear to have been suggested by
those who consider Baxter as "agent’, but Mr. Newborne as some kind of
instrumentss.

Given the fact that on the ground of Xe/nerv. Raxter, Mr. Newborne can just
as much be said to have purported to act as agent, does this lead to the
conclusion that the cases should have been decided the same way? It would
follow that the solution put forward in Memwdarne s case is not consistent
with the rule in k@/nerv. foxter This in fact has been the opinion of Mr.
Justice Walsh, dissenting from the majority opinion delivered in the New
South Wales Full Court decision of the A/ack v. Smallwead casess. His
arguments, however, did not convince the Australian High Court which

64  G.H.L. Fridman, supra, note S4at 1606.

65 A.R.Emmett, “Pre-incorporation Contracts™ (1967) 5 Sydney L. Rev. 486 at 489; see also
B. Welling, sypra, note 27 at 283; F.M.B. Reynolds, supre, note 10 4t 471.

66 (1964) 65 NSWS.R. 4312t 441,
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preferred to follow the majority opinion. The case at issue was quite
similar to Mewtarnev. Sensa/igthe only difference being that the promoters
were not plaintiffs, but defendants. They had signed a purchase contract
with the (future) company's name adding underneath their personal names
and the word “directors™. All parties wrongly believed that the company was
incorporated when the contract was made. At trial, the plaintiffs were
successful on the ground that, as opposed to AMewarne scase, the promoters
did not claim a right under the contract, but faced contractual liability.
This distinction, as mentioned earlier, is not convincing and was not
accepted by the Full Court of New South Wales or the Australisn High Court.
With the exception of Mr. Justice Wwalsh, both courts considered the
solutions achieved in Ke/nersand Newthornescase to be consistent. But
they did not arrive at this result by relying on the distinction between
agency and some lower degree of agency. The distinction drawn there was a
different one: the liability of the promoter should not depend on the
question whether he or in fact the company made the contract; the crucial
question should be whether the promoter acted merely as an agent or the
principal himself, the answer depending on the contracting parties’
intention 6. Kelnerv. faxter, on one hand, and Newborne s and £/ock s case
on the other, were thus distinguished on the basis that in the first case the
parties intended personal liability whilst in the latter they did not. This
way to reconcile the cases, of couse, is only open if ke/nerv. faxterdid not
state a rule of law impeding a differing construction of the parties’

67 (1966) 39Austr. L.J. Rep. 405 (Austr. HC.) st 409, Windeyer J.
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intention. This, in fact, was the argument made by Mr. Justice walshéé. But
looking at the judgments delivered \n Ke/nery. Aaxter more closely, one has
to assume that the judges did not intend to set up a rule of law. Thus, 1t
was said by wWillies J.. .. construing this document ut res magis valeat
quam pereat, we must assume that the parties cantemp/sted that the
persons signing it would be personally liable™s3. And further, by Byles J. “...
the true rule [ils that persons who contracted as agents are geanerally
personally liable .70 Even Earle C.J.'s reasoning makes 1t appear that the
rule set out like a ruie of law is meant to be a rule of construction” when
the learned judge justifies the result with a view to the factual
circumstances, notably the parties’ contemplation’2.

In Black v. Smellwoad the judges were therefore right in supposing that the
decision of Ae/nerv. Raxterieft space for diverging results. It seems that
by analyzing the parties’ intentions a common principle was found capable of
reconciling Ae/ners and Newbornes case. To this extent, &lack v.

Smellwaod has been widely recognized as a legally sound solution?, also

68 (1964) 65 NSW.SR. 431 ot 441 ff.; see ol W.E.D. Davies, “Personsl Liability of
‘Directors’ of Non-Existent Companies” {1564) 6 UW. Austr. L. Rev. 400 at 405 (case
comment on Sacky. Smelhvood, trisl decision).

69 | R.2.C.P.at 185 (emphesis sdded).
70 /dd (emphesis sdded).

71 B.Welling, supre, note 27 ot 283.

N

Supre, note 69 8t 183.

T3 Getz, supra, mote 1 ot 396; B.S. Markesinis, supra, note 41 &t 118; HK. Licke, "Contracts
Made By Promoters on Behelf of Companies Yet to Be Incorporeted™ (1966) 2 Adel. L. Rev.
388 at 391; HK Liicke, "Contracts Made by Promoters On Behelf of Companies Yet to Be
Incorporated™ (1967) 3 Adei. L. Rev. 102 at 103; B. Welling, sipre, note 27 at 276 ff; R.D.
Nicholson, supre, note 55 at 4 (.
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followed by the courts as appears from Fhranagromvy. Lond%. The issue of
pre-incorporation transactions is thus reduced to a pure contractual
analysis™.

d. The Contractual Analysis: Does It Make Sense?

The common 1aw position based on the parties’ intention has been praised as
a technically sound solution, but many writers agree with the statement
that the solution does not suit commercial purposes?. It has often been
said that the Common law solution is hard to justify because it ic based on a
narrow distinction between two types of signature. In fact, this seems to
be the effect of ka/nerand Newbarne: whether or not the promoter will be
liable depends on the way the contract was signed. But this finding does no’
address the issue. The main issue remains the parties’ intention, and when
looking at it the signature is merely part of the evidence, all the
surrounding facts being taken into consideration?™. Thus, Lord Denning was
not quite right when saying in Fhanagrem v. Lane that the promoter's
liability depended on the formula used in signing the contract?®. Oliver L.J.,

M (1981) 3AINE.R. 182 (CA.).

7S AR. Emmett, spre, note 65 at 491; B. Welling, supra, note 27 at 276 ff.; G.R. Sullivan,
supre, mte S4at 119,

7 | Getz, supre, mote 1 at 396; BS. Markesinis, supre, note 41 at 119; G.R. Sullivan, sypre,
note S4at 120; J. McMullen, “Preliminery Contracts By Promoters” (1982) 41 Camb. L.J.
47 at 48; N.N.Green, ssrs, note 148t 674 ff.

71 See J. McMullen, supra, note 76 at 48.
78 J. McMullen, supre, note 76 at 48; N.N. Green, supre, note 148t 676.
79 (1981) 3AN E.R. 18242t 187.
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in his concurring judgment, set it nght saying that the real question was

not to look at the signature, but to ask in a general way what was the real
intent of the partiess0

But to retease the common lav rule from the suspicion that it relied - as it
was said®! - on pure technicalities does not render it less objectionable.
Reference to the intention of the parties is praiseworthy because 1t leads to
the root of the problem, 1e. the determination of the contracting parties, but
1t does not necessarily address the real issue that is at stake. As has been
pointed out in the introduction, rules governing pre-incorporation contracts
have to take into account the businessman's need for simplicity and
efficiency. A rule based on the parties’ contemplations appears clear in
theory; in practice, however, it gives rise to considerable problems.
Knowledge of the non-existence of the company is generally considered a
crucial factor in deciding whether the promoter is supposed to have bound
himself or not82. |f the third party knows about the non-existence as in
Aelnerv. Bexter, it will be inferred as a rule that the parties wanted the
promoter to be bound. In those cases the agreement will operate as if
someone bought corn “on behai! of my horses”, as Willes J. so graphically put
it83. In case the third party is not aware of the company's non-existence,
there is said to be a strong indicia that it contemplated contracting with

80 (1981) 3AN.E.R. 1824t 188.
81 G.H.Treitel, “The Law of Conract™, 7th ed. (London: Stevens, 1587) at 555 n. 76.

82 onire: R. Baxt, "Personel Lisbility of an Agent For an Unformed Company - Ae/aer v.
BaxterRevisited™ (1967) 30 M.L.R. 328 at 332.

83  Lelnerv. Baxter(1866),LR.2CP. 17448t 185.
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the company only; since the company is not yet 1n existence, there will be no
contract at all. This will be so even when the promoter realizes that the
company 1S not yet incorporated® However, to split up the Common law
posttion in different rules focussing on the third party's knowledge does not
provide a satisfactory answer either. As will be seen, the deternmnation of
the parties’ intention is not as easy as 1t might appear from the foregoing.
It is very doubtful if a distinction turning on the third party’s knowledge
meets the businessman's need for rules the application of which leads to

predictable results.

The English case Franagrams. Lneds illustrates this very well. The facts,
briefly, are as follows: Mr. Lane was promoter of a company to be called
"Fragile Management Ltd.". This company was set up to manage a Pop group
called "Cheap, Mean and Nasty™. Providing for financial resources, Mr. Lane
made an arrangement with Phonogram Ltd. to invest £12,000 to be pad to a
company called “Jelly Music Ltd.". The money transfer to this company was
due to administrative convenience for Mr. Lane was director of this company.
Phonogram sent a letter to “Brian Lane, Esq,, Fragile Ltd.” stating the terms
of the contract; at the bottom it contained the following receipt formula:
"signed by . . . . Tor and on behalf of Fragile Menagement Ltd.”. The company
* was never incorporated, and Phonogram suught to recover from Mr. Lane
personally. when the agreement was made, Phonogram was not aware of the
fact thet the company was not yet in existence. Although a statutory
provision had been enacted in England in the meantime, the court dealt in

84 | Getz, supre, tote 1 at 397.
(- 8 (1981) 3ANER. 182(CA.).
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detail with the application of the common law rules. On the basis of the
intention test, it held that Mr. Lane had made the contract personally and
was therefore obliged to repay the money. This finding, though hardiy
gbjectionable as a result®, is surprising \n the hght of former cases like
Kelner, Newbarneand &l6ck The fact that Phonogram did not know about the
non-existence of Fragile Management puts the case 1n line with Newparne
and &/sck The same impression seems to emerge from the fact that
Phonogram's letter was addressed to Mr. Lane as director of Fragiie Ltd and
that Mr. Lane - from Phonogram's point of view - was supposed to sign as
the director of a company presumed to be in existence yet. Hence, the case
appears to be much closer to the &/sckand Newtorne situation8? Mr. Lane's
liability at common law can therefore hardly be explained on contractual
grounds. After all, it has even been doubted if the solution found in A&/ners
case is truly based on contractual principlesss.

Up to now, it has been taken for granted that the parties’ intentions will
differ according to the circumstances. If the third party knew about the
non-existerice of the company, it has often been said that a binding contract
must have been contemplated with the promoters, for otherwise °the
contract would be altogether inoperative®® This is clearly a result-
orientated argument, hard to understand in view of the fact that in cases

86 B.welling, supra, note 27 at 254.

87 B.Welling, supra, mote 27 at 294-295; see also G.R. Sullivan, supra, note S48t 124.
88  M.H. Ogilvie, supre, note 13 at 332.
89

Aeinervy. Baxter(1866), L.R. 2 C.P. 174 at 183, Earle C.J.; see also Aewidornev. Sensolid
(1953), [1954] 1 Q.B. 45at 47, Parker J.
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like Aewtorne and G/6ck the courts do not feel much reluctance against
finding that there is no contract at all. Not much consideration has been
given to the expectation that generally prevails in such cases: it is
expected that the third party will look to the company, or, to say it in L.
Getz' terms: "... the very last thing the parties intend is that the promoter
undertakes a personal liability™0. One could make the last statement more
precise by acknowledging that at least originally neither party assumed the
promoter to be liabled! for the question of the promoter's liability arises
only on a secondary level, i.e. in the event that it turns out that the company
is not incorporated or does not dispose of sufficient assets. The question
can only be whether the promoter becomes a substitute principal whose
liability is contingent. Fridman calied the promoter an “slternative party"
saying that in A&/nerv. Boxter "the proposed company was to be primarily
responsible on the contract, but the directors were to be liable in the
alternative™2. This statement reflects the parties’ mind quite accurately
but it 15 difficult to reconcile with basic contract principles since the
company cannot be bound before incorporation?3. In order to reach an
immediately binding effect the promoter cannot be 8 mere slternative
party™: he must be considered to be a party to the contract from the outset.
This, however, is not intended, for the promoter does not want to acquire
contractual rights or to incur contractual liabilities himself. It appears

90 Suprs, note 1 at 396; see also M.H. Ogilvie, supra, mte 13 at 325 and 329; G. Shepira,
sypre, wote 56 at 313; J.H. Gross, supre, note S1 at 386.

31 M.H.Ogilvie, supra, note 13 at 329.
92 G.H.L.Fridmen, supre, note Sdat 1606.
93 geinerv. Baxter(1866), LR 2CP. 174
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from the foregoing that the contractual analysis not only ignores
commercial needs; \n the context of pre-incorporation transactions, it is
also unsound from a legal point of view. The traditional contractual
approach is unable to govern pre-incorporation situations because the law
tries to uphdid legal principles at any price, whilst in the businessman's
mind these barriers do not exist. To compare the promoter contracting for a
proposed company with a8 man buying corn for his hourses might be legally
accurate; the businessman, though, will find the comparison 1ame because
usually at least he wants the third party to look first and foreriost to the
future company. Hence, it is clear that the law seeking for legally sound
solutions has to rely on fictions when ascertaining the parties’ intentions.
For that reason, it is not convincing to interpret the rule in Ke/nerv. Boxter,
considered to be a rule of construction, as a rule of evidence to the effect
that there is a strong presumption that the parties wanted the promoter to
be a contracting party?>. All that can generally be said is that the parties
intend some kind of contingent liability, for first and foremost they look to
the company to be incorporated. With this reasoning, the presumption -
strictly speaking - is not contractual; all that can be presumed is that the
parties want the promoter to be bound should the company not be
incorporated, ie. on a secondary level. In the very end, the promoter’s
liability is & matter of policy®, but few judges had the courage to express

M G.Shapira, supre note 56 at 313.

9B Marbdlestone indusiries Lidv. Feirchild{1975) 1 N2.LR.S529 (N2.,5C.); Summergreenv.
Ferker(1950) 80 C.L.R. 304 (Austr. HC.) at 323-324, Fullager J.; A.R. Emmett, supre,
note 65 st 491.

%  M.H.Ogilvie, supre, note 13 at 327 ff.; G. Shapirs, supre, note 56 at 313; see also HAJ.
Ford, Frinciples of Compeny Lev, 3rd ed. (Sydney et al: Butterworths, 1982) at 544.
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this view3?. The contractusl approach is neither commercially appropriate
nor legally sound. Considerations that might underly the promoters’ liability
will be discussed in the next chapters. Before doing so we should briefly
mention another attempt made at common law in order to establish the

liability of the promoter.

e. Breach of warranty of Authority

It has frequently been suggested that the promoter's liability shouid be
based on breacd of warranty of authority®, a solution not approved of in the
former case of Newtorne v. Sensalid where Parker J. felt reluctant to
recognize claims based on this concept3®. He reasoned that someone cannot
have warranted authority where no principal is in existence!®. This, in
fact, distinguishes the pre-incorpuration contract cases from the facts in
Lollen v. Wright where actions based on breach of warranty of authority
were originally recognized!?!. But contrary to Parker J, the factual
difference does not compel differing solutions: someone who professed to
act as an agent without having authority deserves to be held liable
regardiess of whether he lacks authority for want of a principal or just

9T See Mardlestone indusiries Lid . Fairchild supre note 95 st 541, Mahon J.

98 Zlaciv. Smellwood(1965) [ 1966] 39 Austr. L.J. Rep. 405 (Austr., HC.) at 409, Windeyer
J.; Wickberg v. Shetsky(1969), 4 D.L.R. (3d) 540 (BC.SC.); Avysl Bank of Lansde v
SNerr(1986), 31 B.L.R. 124 (Ont. Dist.Ct.) at 142 ff.

99 Mewdornev. Sensolid (1953),[1954] 1 Q.B. 45at 47.
100 /50
101 (1857) 8E& B. 301 (CA.).
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exceeded the authority he in fact was given'92. All that is decisive is that
some kind of warranty can be inferred from the agent's behaviour: it does
not matter if the acting person professes to have more authority than he
really has or - going beyond that - that there is a principal who in fact does
not exist. Although the principle is clear at the outset, its application
raises problems that render the device doubtful.

First, it is not clear whether actions of breach of warranty are based on
contract'o3 or in tort!%4 The difference is important for several reasons,
for instance the availability of defences such as contributory negligence!o3,

An even more serious problem arises when trying to harmonize the approach
with what was said in cases like Mewdarneand Slsck By defimtion, claims
based on breach of warranty of authority can only be asserted when the third
party is ignorant of the fact that the company is not yet in existence. The
typical feature of such cases will be quite similar to Mewdorne and Slack
where the third party did not know of the company’'s non-existence. In light
of the arguments made in Aewforne it is hard to see to what extent

authority was warranted when - as it was said - the contract was made by

102 4. Gross, syprs, note 61 at 386 ff.; N.E. Palmer, supra, note 25 at 125; A.R. Emmett,
supre, note 65 at 492,

103 fotlen v. Wright(1857), 8E. & B. 301 (CA.); F.M.B. Reynolds, supra, note 10 ot 471; 6.
Shapira, supre, note 56 at 321; N.E. Palmer, sypre, note 25 at 126.

104 towies Bay Milk Corporation v. Waisen(1974), 1 NZ.LR. 236 (N2.,5LC.) at 279; s0e sl%0
B. welling, supre, note 27 st 279.

105 See N.E. Palmer, supre, note 25 at 125-126.
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the company itself, Mr. Newborne just authenticating the signature and
therefore not professing to act as an agent!06

But even without the difficulties, it seems to be quite problematical
whether the third party can successfully sue on the basis of breach of
warranty of authority. Damages are awarded according to the amount the
third party could have recovered from the principal if the contract had been
made with mm'0?7. ‘where the principal does not come into existence, no
damage is deemed to have arisen because there 1s no recourse against a non-
existent person'08_ Even if he does, recovery is uncertain because no damage
can have arisen where the principal lacks sufficient assets to satisfy the
creditors’ claims. In Wickbergy. Shatsk)02, the court was therefore right
in awarding only nominal damages. In the final analysis, the problem of the
promoter's liability cannot be resolved by recourse to claims based on
breach of warranty of authority.

f. The Common Law Position: Summary

The common law position as to pre-incorporation contracts is marked by the
attempt to preserve fundamental principles of corporate, contract and
agency law. From the point of view of the interests of the parties involved,
the result is far from being satisfactory. With regard to the company's

106 F.M.B. Reynolds, supre, note 10 at 471; G. Shapirs, suars, note 56 at 320.

107 epdes v. 6reen{1864), 33 LJO.B. 35; Saowinv. Framis{1870),LR.5C.P. 295,
108 | Getz, supra, note 1 at 398.

109 {1969) 4D.L.R. (3d) 540 (BC.SC.).
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liability, one has to admit that the common law position accords perfectly
with basic legal principles. To deny any possibility of binding the future
company in advance respects fully the idea of the corporate entity as a
separate unit. It complies also with the basic agency principle that there is
no agency where a principal is not existent. The refusal to acknowledge the
company's right to step into the contract after coming into existence
follows from the contractual principle that no third party can interfere with
the contractual relationships between other parties. Although clear and
legaiiy sound, the rule does not reflect the parties’ interests accurately.
From a8 commercial point of view, it is more desirable to facilitate the
company’'s stepping into & contract made on its behalf by people who - at

least in most cases - will be the company’'s shareholders or directors.

As far as the promoter's liability is concerned, the situation is more
confusing. Turning on fine distinctions the basis of which never was
precisely elaborated, the common law does not give clear guidelines.
Tending to maintain a pure contractual analysis, the law loses sight of its
own point of departure not realizing that looking at the “parties™ intention
does not provide much guidance. The true reason for differing results
remains in the dark. In its slavish obedience to legal maxims, the law goes
so far as to label persons who obviously act on someone’'s else behalf as
principals (Ka/ner’s case) or mere instruments (Newborne's case) missing
both times the simple fact that the parties look first of all to the company,
the promoter merely being considered as a go-between, i.e. as an agent.
Legally hazy solutions do not provide much assistance to people invoived in
pre-incorporation transactions, clarity being of primary importance in a
stage where much is at stake. In different common law jurisdictions
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modifications of the common law position have been called for - with
differing outcomes as will be seen now.
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ill. The Common Law Position Revised

Legal rules cannot run contrary to commercial reality forever. It is not
surprising therefore that attempts were made to avoid the harsh resuits
achieved by strict application of the common law rules. This has been done
by enacting statutory provisions or simply by not following the rule in
Aelperv. fexter: Two things are noteworthy: first, although legislatives
have become very active throughout the common law world, some
jurisdictions, especially wn Canada, have preserved the common law rules.
Secondly, where modifications have been considered to be necessary, the
gutcome varies from jurisdiction to jurisdiction: the solutions range from
radical change to partial upholding of the common law position. Pre-

incorporation transactions: a problem without an ideal solution?

1. United Kingdom

In 1962, the Jenkins Committee dealing with the reform of company law
suggested fundamental changes as to the rules governing pre-incorporation
transactions!10. The Committee criticized the common law point of view as
to the company's and to the promoter's liability and recommended that the
promoter be generally liable on pre-incorporation contracts and that the
company be given the right to step into the contract. In 1972, Britain, being
obliged to harmonize its national law with the other E.EC. members’ law,
enacted the furapesn Communities Act Based on Art. 7 of the E.E.C. Council
Directive of March 9, 1968, its s.9(2) provided: “where a contract purports

110 See | C.B. Gower, suprs, mote 444t 737.
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to be made by 8 company, or by a person as agent for a company, at a time
when the company has not been formed, then subject to any agreement to the
contrary, the contract shall have effect as a contract entered into by the
person purporting to act for the company or as agent for it, and he shall be
personally liable on the contract accordingly™. This provision was later
repealed, but was adopted word for word in the UK. Companies Act 1985!!!
at s. 36(4) so that it still constitutes the law in England. As a 100k at the
writers’ comments shows its ambit has not yet entirely been clarified.
However, nobody followed Schmitthoff's early remark!12 that the provision
has not substantially altered the common law at all'!3 although it could get
some support from an argument put forward by Prentice!'4. He had
suggested interpreting the words ~... and he shall be personally liable on the
contrary accordingly™ in the sense that the liability of the acting person
should depend on whether or not the person purported to act as an agent as
opposed to the situation where he merely “authenticated™ the company's
signature ‘"accordingly" thus meaning “according to the factual
circumstances™13. Though arguably, the approach has not been followed by
others or even the author himself, for it appears from the provision's face
and also from its context within the harmonization of European company iaw

111 Companies Act (UK.), 1985, ¢c.6.
112 ¢ M. Schmitthoff, “The European Communities Bill" (1972) JB.L. 85 at 86.

113 BS. Markesinis, supre, ote 41 at 116 n. 21; see also C.M. Schmitthoff, ed., “Palmers
Company Law™, vol. 1, 24thed. (London: Stevens; Edinburgh: Green, 1987) at 20-03 where
the for merly expressed view is no longer followed.

114 DD, Prentice, "Pre-incorporation Contracts™ (1973) 89 LQR. 530 at 531-532.

13 /did et 532.
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that the subtle distinctions prevailing in previous English law as to the
promoter's liability should be removed!16.

Quite obviously, the formula chosen by the legislator reflects the absurd
common law distinction contrasted by Ae/mersend Newbarne scase. Stating
that the contract should take effect between the acting person regardiess in
which capacity the person purported to act, the statute clearly sweeps away
the common law rule thus rendering obsolete the often failacious analysis
of the parties’ intentions. This is - as fer as the acting person's liability is
concerned - a change from the common law position. In Fhranagram v.
L6nd17, a1l judges agreed in finding that the former common law rules were
overruled by virtue of statute.

It is left open whether s. 36(4) of the Companies Act (LK) and its
predecessor change the common law as to the promoter's liability by
repiacing the rules or merely by ordering redress where recourse was not
possible before. The later argument was made by Green''8 relying on Shaw
LJ.s ambiguous statement in Fhanagram that s. 9(2) of the Furopesn
Communities Act provided 8 remedy in a situstion where the third party
would De left without recourse!''®. There is no need to settle the
controversy for in the end it is clear that basically the promoter is liable

116 R R. Pennington, supra, note 41 at 91; G.H. Treitel, supre, note 81 st 555; L.C.B. Gower et
al., supre mote 44t 336; F.M.B. Reynolds, supra, note 10 at 472; BS. Markesinis, supre,
note 41 at 126.

117 (1981) 3AN ER. 182 (CA.).
118 N.N. Green, supre, note 14at 677.
119 Suprs, mte 79 st 187, 188.
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whether his liability is based on 8 combination of common law and statute

or solely on statute.

Only one author'20 does not agree with this finding suggesting quite a
surprising interpretation of what is now s. 36(4) of the Campsmes Act
(1K) Inms view, the statute merely provides a remedy where the promoter
has farled in informing the third party of the non-existence of the company.
If the third party is aware that the company is not yet incorporated, he
considers the courts to be free te ascertain the parties’ intention. There
seems to be no compelling reason to allow enforcement of a contract
ageinst a promoter when the third party, with full knowledge of the facts,
was supposed to ook only to the company!2!. Sullivan's view clearly differs
from the reasoning in Fhanagremy. Lone'22 where it was held that s. 9(2) of
the £urapesn Cammunities Actapplied also when both parties were aware of
the non-existence of the company.

Although persuasive at first glance, there are several reasons why this
point of view does not merit support. It misses completely the provision's
purpose to liberate the law from narrow and often technical distinctions by
re-introducing a contractual analysis in the field of the promoter’s liability.
Certainly, the situation would be clear if the third party was not aware of
the non-existence of the company. But when there was this awareness, the

law would be as vague as it had been before because again the judgments

120 G R. Sulliven, supra, note 54 ot 121-122.
121 ;) ot 124
122 Supre mote 74.
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‘would turn on subtie distinctions purporting to reflect the parties’
intentions. Even when one admits that the law as it stands fully takes
account of the parties’ intentions, the interpretation given by Sullivan 1s
highly objectionable because 1t does not comply with the provision’s pattern.
It 1s true that the present law is not entirely indifferent towards the
parties’ intentions as it follows from the words "subject to any agreement
to the contrary™ But this does not support Sullivan's argument because 1t
appears from the drafting of the provision that the contemplation of the
parties’ are relevant merely as a basis for a defence - to what extent will
be seen later - but not - as Sullivan suggests - as a condition of liability. In
principle, the promoter is liable regardiess of whether the third party was
aware of the company's non-existence or not'23. Sullivan's approach,
therefore, has to be disapproved of.

It sheds light, however, on some ambiguity in the provision's drafting. It is
clear that as opposed to the common law position the aramaterhas to prove
that personal liability was not intended. But the provision does not give any
guidance as to yhat extent the promoter can assert an agreement to the
contrary. Are there some qualified conditions to be fuilfilled or does the
provision merely shift the burden of proof, the factual analysis remaining
substantially the same as at common law? In the latter case, the provision
would operate merely as an evidentiary rule yhereas in the former case the
law would have been altered in substance. Although legaily consistent,
since based on the assumption that there are express and implied contracts,

123 | H. Leigh, ¥Y.M. Joffe & D. Goldberg, "Northey's and Leigh's Introduction to Compeny Law",
3rded. (London: Butterworths, 1983) at 35.




41

the broader Interpretation has not had any support. Given the fact that in
the light of the parol evidence rule few facts will be controversial, it does
not create much change in the common law, at least as far as written
contracts are concerned. On the contrary, it preserves the law as it stood
prior to the statutory enactments because in the very end the promoter's
hability woulc again depend on fine and subtle distinctions as illustrated by
kelnersand Newbarnescase - a result the statute was supposed to avoid.
It is therefore not sufficient that an agreement to the contrary may in some
way be inferred from the circumstances, notably from the promoter's acting
as an “agent™24. In Fhonagrem v. Lene Lord Denning stated that the
agreement to the contrary had to be express!23. Most writers are satisfied
if such an agreement can clearly and unambiguously be inferred from the
other terms of the contract'26, For the purpose of this analysis, it 1s
immaterial which interpretation is preferable; all that is noteworthy is the
fact that the statute does not allow the common law intention test to
resurface. Although one could say that somewhat clearer drafting would
have been desirable!2? it is beyond doubt that the statute now takes into
account the uncertainties and absurdities the common law position had
raised. As to the promoter's liability and the coherent issue of third party
protection, the English 1aw has now arrived at a more satisfying solution; it

124§ McMulien, supre, note 76 at 49; JG. Collier & L.S. Sealy, Camment(1973) 32 Camb. L.J.
( at 6; N.N. Green, supre, note 14 at 681; D.D. Prentice, supra, note 112 at 533, Lontre
G.R. Sullivan, suprs, note 54 at 123; see also Sderv. A7 Senee (27 April 1983, Q.B.D.),
cited by N.N. Green, suypra, note 14at 681.

125 (1981) AN E.R. 1824t 187 (CA.).

126 §. McMullen, supre, note 76 at 50; C.M. Schmitthoff, supre, note 113 at 20-03; D.D.
Prentice, supre, note t 14at 533; B.5. Markesinis, supre, note 41 at 126 is unclear.

127 ) McMullen, supra, note 76 at 50.
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is incomprehensible why Markesinis considers that present English law fails

in achieving one of its major objectives, 1e. the protection of the third
party’s interests!28,

Lack of clarity being the major objection against the ststute as far as it
provides a basis for recovery against the promoter!2 the criticism against
the English statute is much more vehement as to the statute's treatment of
the company's hability. Although the Jenkins Report!30 had recommended
that the company have the right to step into the contract, neither the
Lurapesn Communities Act nor the CLampsmes Act (7985) followed the
recommendation. Only in 1973 was an attempt made to enact a provision in
the Compenies Actallowing adoption by the compeny, but it never came into
force!®!. One wonders why English law did not recogmze the company's
right to step into the contract despite strong support by the legislative
committee. The only explanation could be that the requirement for a new
contract was not considered to be fatal!'32. Admittedly, it would not be
fatal to oblige the company to enter into such a new contract with the third
party. Nevertheless, the English approach does not constitute an ideal
solution because of its inconvenience for commercial life. Preserving a
basic legal principle like the idea of the company as 8 separate entity, it

128 B 5. Markesinis, suypra note 41 at 126,

129 1t should be mentioned in passing that s. 36( 4) of the Companies Act (U.K.) 1985 is conceived
of a3 also covering the promoter's right to enforce the contract; see F.M.B. Reynolds, supre,
note 10 at 471;6. Treitel, sypre, note 81 at 555; L. H. Leigh et al., supre, note 123 at 35.

130 See |.C.B. Gower et al., supra, note 44 at 337.
131 { C.B. Gower et al., supra, note 44 at 337.
132 gee §.5. Markesinis, supra, note 41 at 125.
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overemphasizes principles without taking into consideration that legai
1deas are merely instruments to achieve a certain goal; they are not an end
in themselves. In pre-incorporation transactions, the contract is made with
a view to the company coming into existence - circumstances that differ
considerably from the case that someone acts for a third party being an
absolute outsider to the transaction. The measure of protection the English
law provides for the company 1s excessive; 1t even turns out to be
disadvantageous as it prevents the company from deriving the benefits from
the contract made - to say it in untechnical terms - on its behalf. The
English solution has therefore justifiably encountered a lot of criticism!33,

[t has been suggested that the phrase “subject to any agreement to the
contrary” be interpreted to mean that the parties agree the company may,
once incorporated, step into the contract!34. In the same breath, the
proposition was abandoned, however, arguing - quite superficially - that the
English courts would probably answer this question in the negative!3S
Certainly, the phrase quoted does not offer a loophole for the assumption
that the legislator did not object to the company's right to step into the
contract of its own accord. But there seems to be no reason why the court
should 100k unfavourably upon the parties agreeing to the company's right to

133 | C.B.Gower etal., supre, ote 44 ot 337; C.M. Schmitthoff, supra, note 113 et 20-03; D.D.
Prentice, supres, note 1148t 533; N.N.Green, supra, note 14 at 687; B.S.Markesinis, supra,
note 41 at 125; JG. Collier & L.S. Sealy, supra, note 124 8t 7.

134 ¢ M. Schmitthoff, sypre, note 113 at 20-03.
133 Ihd
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ratify the contract after incorporation. This would be nothing but an option
- @ device that has always been recognized in contract law!36,

Summing up the legal situation in the United Kingdom today, one has to
acknowledge that essential deficiencies of the old 1aw have been eliminated
although the drafting 1s of doubtful quality. The most important weakness
lif.;s in the continuing reluctance to recognize the company's right to step
into the contract. The statute's advantage to avoid the common law's
problems as to the acting person’s hability are frequently emphasized; upon
examining the writers’ statements, however, one fails to see any positive
attempt to explain the bases on which the promoter's liability is founded
after statutory enactment. This question will be dealt with more closely
elsewhere.

2. United States

In the United States, as opposed to other common law jurisdictions, the
problem of pre-incorporation transactions has not stimulated much
academic debate over the past years. The last time the underlying
principles were the subject of profound analysis was about thirty years ago
when Robert A. Kessler criticized the prevailing law and laid down a
liabtlity scheme of his own!3?,

136 See N.N.Green, sypra, note 14at 678; J.M. Gross, supre, note 61 at 391.

137 RA. Kessler, "Promoters’ Contracts: A Statutory Solution™ (1961) 1S Rutgers L. Rev. 566.
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The legislators have not remained inactive -~ neither before Kesslers' article
was published nor afterwards In several states, statutory provisions
dealing with pre-incorporation transactions were enacted. Two of them,
adopted n Michigan (1931) and in Kansas (1939), were later abrogated
(1972/73), the remaining ones are of even more questionable value as we
w111 see later. The revised //ade/ fusiness Corparation Act (1983) as well
as its predecessor, includes a special provision. This provision, however,
far from being comprehensive, is also of doubtful value since it cannot be
determined with certainty to what extent the provision affects the
problems discussed here. After a brief look at the legal situation in the
United States, one is inclined to wonder why Kessler's criticisms and ideas
have not engendered more response - in one sense or the other. Or do we
have to assume that the American courts have found a solution that does not
cause the problems English law is struggling with?

a. Turning Away From English Principles

In one respect, American law certainly did find a solution that avoids the
probiems which English law seems to be unable to deal with. By a vast
majority, American courts have never followed the rule in Ae/nervy. Goxter
as far it states that the company cannot step into the contract made by its
promoters unless it makes a new conract with the third party!38. However,
they agree with the English view that as long as the corporation is not in
existence, binding contracts cannot be made on its behalf because at that

138 J H. Gress, “Liability on Pre-incorporation Contracts: A Comparative Review" (1972) 18
MeGill LJ.S12at 518
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time a corporation 1s - as nicely expressed by Ehrich and Bunzl - just "of
such stuff as dreams are made of"'3%. Therefore 1t is incapable of being
bound as a principal'40  American courts have followed English courts also
insofar as the corporation does not step nto pre-existing contracts
automatically upon its birth!4!. To benefit from the pre-incorporation
contract, however, they do not require the corporation to imake a new
contract with the third party, recogmzing 1ts right to declare 1tself party to
the contract umilaterally by some affirmative act'42. This 1s the crucial
difference between English and American law.

One might be inclined to say that both approaches are closer to each other
than appears at first glance. As was said above when discussing the English
approach, to assume a new contract it is sufficient to infer an agreement
from factual circumstances, generally from the fact that the company
impliedly accepts the contractual benefits offered by the third party. The
same is true with American law: accceptance need not be explicit the

139 MW. Ehrich & LC. Bunzl, "Promoters’ Contracts™ (1929) 38VYale L.J. 1011 at 1024

140 Hw. Ballantine, Sellentine on Corporations, rev. ed. (Chicago: Callaghen, 1946) pere. 36;
Fletcher Cyclopedve of the Lav of Frivete Corporstions, vol. 1A (Wilmette, 111.: Callaghen,
1983, suppl. 1968) pars. 205; AA. Miller, “Inadequacy of Traditionel Concepts in the
Treatment of the Promoter™ (1932-33) 81 U.Pa. L. Rev. 746 ot 747; R.W. Calloway, “Pre-
incorporation Agreements”™ {1957) 11 Southwestern L.J. 509.

141 amillon Anthony Wayne Hotel Lorp.v. Beciotel Mensgement, /. (1965), 216 N.E. 2d 66
{(Ohio, C.P.); /n re Dynsmic Enlerprises, inc.(1983), 32 B.R. 509 (Tenn., Bkricy).

142 4 5. Richards, “The Liability of Corporations on Contracts Made By Promoters™ {1905) 19
Hary. L. Rev. 97 ot 102 ff.; RW. Calloway, supre, note 13 ot 510; T.F. Baines, "Compeny
Liability for Pre-incorporation Contracts™ (1958) 16 U.T. Fac. L.Rev. 31 at 33 ff,; JH.
Gross, sypre note 138t S18 1.




courts being satisfied with some affirmative act, provided, however, that

the corporation acts with full knowledge of the background!43.

Although both approaches seem to be identical in the result, in substance
they are not. In England, the company does not have any right under the
contract, vis-a-vis the company, the third party 1s not obliged to perform
unless there is a separate agreement. In the United States, the outsider
once bound by a pre-incorporation contract has no more right to choose; if
the corporation wishes it he has to perform. The difference is not merely
theoretical as the corporation might turn out to lack sufficient assets to
satisfy its creditors. But there is still another important feature that
differentistes English and American law with regard to the corporation's
liability. Although English courts recognize that the making of the new
contract may be inferred from the surrounding facts, they restrict this
possibility considerably by requiring strong evidence that the parties really
intended to make a new contract, not simply to act on the orginal one!44.
American law does not require such evidence for it is understood that the

corporation becomes bound on the basis of the old contract.

To take into account business needs is one thing, legal justification another:
theories have been advanced to offer a basis for a result deemed to be
necessary - theortes that apparently have not been able to convince courts
and legislator in the United Kingdom.

143 (1985) 18 Am.Jur 2d at paras. 125, 126.

144 HS. Richerds, supra, note 142 at 104,
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In many cases, the courts acknowledged the corporation’s right to ra¢/7ythe
promoter's contract!4S applying the agency rule that the principal may
assent to the agent's acts after the contract was made. In agency law,
ratification relates back to the time when the purported agent acted This
result is accepted by those who favour the application of the ratification
concept in pre-incorporation transactions'4é Strictly speaking, there is no
room for the application of the ratification doctrine in the context of pre-
incorporation transactions where at the time the contract is made the
principal is not yet in existence. The doctrine does not address this issue
because it only remedies 1ack of authority, not the lack of the principal's

existence. For this reason, the ratification theory has been rejected by
many courtsi4? and writers148,

To avoid these conceptual difficulties without losing the practical
advantages, i.e. to give the corporation the right to step into the contract
unilaterally, it has been suggested that the corporation’s right to “adopt” the

V43 Merylend Aperiment House Co.v. Glenn (1908), 108 Md. 377, 70 A. 216 (Md., CA.);
Roatnight v. Steinite Radio Corp. (1931), 46 F. 2d 385 (Circuit CA., Tenth Circuit);
Fracierv. Ash(1956), 234 F. 2d 320 (USCA., Fifth Circnt); Speedvey Keally Co. v.
srasshory Reelty Corp.(1966),248 Ind. 6, 216 N.E. 2d 845 (Ind., SC.); Jvasonv. Stern
{1980), 96 Nev. 56, 605 P. 2d 198 (Nev.,SC.).

146 frarrery. AsA {1956), 234 F. 2d 820 (USCA., Fifth Circuit) st 327; Avesv. Maserc
Technologres, /nc.{1984), 742 F. 2d 765 (USCA., Third Circuit) ; see also EG. Rice, Lase
Lomment(1985) 24 Duquesne L. Rev. 333 at 344 n. 66.

147 Qardimery. Equitedle Onfice 570y, Corp.(1921), 273 F. 441 (Circuit CA., Second Circuit);
Ko Super Trading Co.(1927), 22 F. 2d 480 (Circuit CA., Second Circuit); ACrillisv. A. &
W Enterprises /nc. (1967), 270 NC. 637, 155 S.E. 2d 281 (NC., SC.); Smithv. Fford
Motor £0.(1976), 289 NC. 71,221 S.E. 24 282 (NC., SC.); Sonev. First Wyoming Benk
AA., Lusk(1980), 625 F. 2d 332 (USCA., Tenth Circuit).

148 HG. Henn & J.R. Alexander, Zaws of Corporetions and Other Business Enterprises, 3rd eod. (St.
Paul, Minn.: West Publishing, 1963) at 253; M.W. Ehrich & LC. Bunzl, supra, note 139 ot
1031;AA. Miller, supre, note 140 at 748; R.W.Calloway, supre, note 140at S11.
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contract be recognized!4®. In contrast to ratification, adoption does not
have the °relate-back-effect™ the corporation becomes & party to the
contract as of the time the contract is adopted. New consideration is not
required!30  Although sometimes described as pure word-magic!3!, the
difference between the ratification and the adoption concept is more than
semantic Practically, it might be of some importance with respect to the
application of the Statute of Frauds!'S2. Legally, both concepts have to be
distinguished because of their differing theoretical basis. Whereas the
ratification concept is based on the extension of agency rules, the ides of
adoption purports to be an immediate contractual approach. In #a//v.
Niggard33, the leading case applying the adoption theory, it was pointed out
expressly that the corporation does not become bound by virtue of agency
principles. Its liability is founded on 1ts “own inherent powers as a body
corporate to make contracts™. The corporation becomes bound on the ground
of the traditional contract rule of offer and acceptance the pre-
incorporation contract constituting a so-called continuing offer'4. The
adoption theory and the 1dea of the corporation accepting a continuing offer

149 sonr1v. Miagers Mining & Smelting £o. of ldeho (1899), 20 Utah 474, 59 P. 399 (Utah,
SC.); MeCrillisv. A. & W. Enlerprises, Inc.(1967), 270 NC. 637, 1555.E. 2d 281 {NC.,
SC.); SmitAv. ford totor £3.(1976),289 NC. 71,221 S.E. 20 282 (NC.,5C.).

130 R W.Calloway, supre, note 140t 511,

151 FS.Glover, “Pre-incorporation Contracts of Michigan Corporations™ ( 1953) 16 U. Det. L.J.
113at114.

132 Ses HG. Henn & J.R. Alexander, supra, note 148 at 254 n. 10; Fletcher, supra, note 140 at
pera. 207.

153 (1899) 20 Utah 474, 59 P. 399 (Utah,SC.).
154 tirkupy. Aneconde Amusement Co.(1921), 59 Mont. 469, 197 P. 1005 (Mont.,SLC.).
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have frequently been treated as separate theones!35. |n truth, the latter is
nothing but the theoretical basis of the former!3.

Although seemingly 1n accordance with general principles of contract law!S?
and therefore called “nice and ingenious™138, the adoption theory leaves
questions unanswered. It presupposes without further inquiry that an offer
can be made to an entity not yet in existence!>® Furthermore, 1t has been
submitted that the theory is based on hardly realistic grounds, at least as
far as executed contracts are concerned'é0. It is true that there is no room
for adoption when dealing with executed contracts. This does not result
from deficiencies of the approach, but from the mere fact that there is no
more offer to adopt, the perties having fulfilled their contractual
obligations and thereby brought to an end their contractual obligation before
the corporation was born. The courts usually do not distinguish between
ratification and adoption using the terms interchangeably'é!. From 8

155 JAF.Wendt, "Corporate Liability on Pre-incorporation Cont-acts in Colorado™ {1949-50)
23 Rocky Mountain L. Rev. 465 at 467; F S.Glover, sypra, note 151 at 114; RW. Calloway,

Sypre, ote 140at 513; J.H.Gross, supre, note 138 at 522; (1985) 18 Am. Jur. 2d at pera.
124

156 HG. Henn & J.R. Alexander , suprs, note 148 at 256.
157 feckderth v. Wilsen Lumber Co.{1923), 36 Idaho 628;212 P. 969.

158 M W. Ehrich & L.C. Bun2l, sypre, note 139 at 1032; see also (1985) 18 Am. Jur. at para.
124

159 T F. Baines, sepre, note 142 at 34.
160 /27

161 Zofroffv. Astone (1976), 336 So. 2d 178 (Als., SC.); Benters Trust Lo. of Weslern
Aewtorky. Zecher (1984), 426 NY.S. 2d 960 (S.C., Monroe County) ; see el J.H. Gross,
Suprs, note 138 at 522.
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practical point of view, the result is the same; the corporation is entitled to
step into the contract by unilateral act. From an academic standpoint,
however, this approach is hardly satisfactory in particular when one bears
in mind that the English legal system still considers its logical difficulties
unsurmountable.

The courts have not taken much notice of a third approach originally
suggested by Williston?62, instead of speaking of adoption, he prefers to use
the term “novation™. Like the concept of adoption, the idea of novation is
based on the assumption that the third party initially makes an offer to the
corporation to be accepted by the latter when it comes into existence.
However, it differs substantially from the adoption concept inasmuch as
Williston assumes that the offer is not made in order to enter into an
additional contract alongside the promoter's contract; according to him, it
may usually be inferred from the facts that the parties want to maintain the
original contract, merely replacing the contracting parties. The modes of
interpreting the parties’ intentions as advanced by the adoption and the
novation concept tend towards completely differing effects. When the
corporation agrees to enter into an existing contract, the promoters “drop
out of the picture™ serving merely as a “stop gap~'63. He is no longer liable
on the contract he originally made. The situation is not so clear in the case
of adoption as will be seen later. Most courts consider the promoter liable

even if the corporation adopts the contract. wWhether the novation concept is

162 w H.E. Joager, Wy/liston on Contrects, vol. 2, 3rd ed. (Mount Kisco, N.Y.: Bsker, Yoorhis,
1959, supp. 1989) at 430-431.

163 £ H Warren, “The Progress of the Law: Corporations™ (1920) 34 Harv. L. Rev. 282 at 288.
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to be followed or not is closely related to the problem of the promoter's
liability and will therefore be dealt with more specifically elsewhere. As
far as the corporation’s liability is concerned, it is sufficient to note thet,
in the United States, the courts as well as the legal writers agree in
allowring the corporation to become a party to the contract by unilateral act,
disagreeing only on the underlying principle.

Before discussing the more complex and often neglected problem of the
promoter's liabihty it should be mentioned that even n the result the
American approach as to the corporation's rights on pre-incorporation
contracts is not as uniform as it might appear from the foregcing. In 1931
Michigan enacted a statutory provision'* which gave rise to many
questions'éS.  As interpreted by the courts the section meant the
corporations could become liable on all pre-incorporation contracts
immediately upon their birth'é6. No ratification or adoption was required.
On the other hand there was no way to avoid liability. Notwithstanding the
question whether the attained result was desirable, the provision was
criticized on the ground that it did not state clearly which acting persons
were meant, promoters in general or incorporators in the technical sense of
the word, such as employees in the lawyer's office who are in charge of the

164 “No contract mede by the incorporators for or on behelf of any corporation to be formed
preliminary to the filing of the articles shall be deemed to be invalid or 1neffectual because
made prior to such filing, and all property held by such incorporation for the benefit of the
proposed corporation shall be deemed to be the property of such corporation™. (Mich. Pub.
Acts, 1931, No. 327,8 8).

165 See R L. Rogers, Lase Lomment(1940) 38 Mich. L. Rev. 1266; RA. Kessler, supre, note 137
at 576 ff.

166 |n ro Montrew!’s Estete (1939), 291 Mich. 582, 289 N.W. 262 (Mich., SC.); &/-&el L.
v. Thomes(1956) 345 Mich. 698; 77 N.W. 2d 89 (Mich.,SC.).
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incorporation procedure!’”?.  Furthermore it was argued that the
interpretation given by the courts was difficult to justify in light of the
manner in which the provision was drafted'68. Nonetheless, Michigan courts
recognized for a long time the promoter's right to bind the corporation in
advance without the latter's consent. Today, however, this is no longer
possible because the statutory provision, then s. 21.8 of the Michigen
Genersl Cornaration Act ¢7945) was abrogated in 1973169,

Another statutory attempt to clear up the legal situation was made in
Kansas in 1939170 Although preponderantly concerned with the promoter’s
liability, the provision indirectly reveals a new way to bind the corporation:
the corporation is presumed to have agreed to step into the contract. No
longer has the third party to prove adoption; it is up to the corporation to
establish that it did not want to incur liability. The statute shows a Clear
defect in providing for liability notwithstanding the possibility that the

167 F 5. Glover, supra, note 151 at 11911.; RA. Kessler, sypre, note 1378t 578.
168 R | . Rogers, supra, note 165 at 1267.

169 |n the New Jersey Case &' £ /. Clagton Holding Corp.v. Reutlel & Esser (s., 83 it appears from
the headnote, it was decided thet upon the corporation’s coming 1:ito existence, it is entitled to
all rights under promoier contracts as well as assuming full liability therefor (1971, 272 A.
2d 565 [N.J., Superior Ct., Ch.D.]). As the ressoning reveals, this statement is misleading.
The Superior Court of New Jersey does not support the idea that the corporstion becomes
bound sutometically upon its birth. Still in accordence with the general American approach,
some sffirmetive act on the part of the corporation is required once it comes into existence.

170 The provision (later Kanses Gen. Corp. Code § 17-2807, 1949) reads as follows: When the
existence of a corporation has begun under the provisions of section 14 (17-2805) and the
condition precedent to the beginning of business under the provisions of section 15 {17-
2806) have been performed, the promoters, subscribers and incorporators shell theresfter
be relieved and relessed from all personal liability for the obligations of such corporation
contractedin its name, either before or after the organization thereof, unless said corporation
within thirty deys from the date of filing the sffidevit provided for in section 15 ... shall heve
disaffirmed or repudisted said obligation made on its behelf".
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corporation might not have been informed about the contract!?'. In 1972,

Kansas abolished the statute returning to the general principles described
above.

whereas Michigan and Kansas, at 1east in the past, went quite far n holding
the corporation liable on pre-incorporation contracts, Massachusetts courts
seemingly tend to the other extreme. Relying on the rule \n A&/nerv. fexter,
it was held in dabatty. Hapgoead™2 that a corporation, after 1ts birth, could
not become a party to the contract even if it ratified or adopted 1t. Whether
the strict English rule is still prevailing law 1n Massachusetts has to be
doubted. In Fempellv. LathrodT3 it was stated that a corporation can
benefit from a pre-incorporation contract only by making a new contract.
Recent cases and even a case decided before Fanne//v. {athrapindicate that
the rule n Ae/nervy. Baxter was not followed strictly. In the early case
Halyoke Envelope Co v. linited Stetes Envelope Co'?4, Holmes J suggested
two ways the corporation could be bound on 8 pre-incorporation contract. by
making a new contract or by accepting an offer made by the third party in
advance. The latter possibility reflects the idea of a continuing offer and is
well opposed to the rule in ke/nerv. Baxteras it is understood in England.
Referring to Holmes' statements, recent decisions recognze the
corporation’s right to step into the contract upon acceptance of an implied

171 Note {1940) 54 Harv L. Rev. 140t 141; RA. Kessler, sypra, note 137 at 550.
172 (1989) 150 Mess. 248, 22 N.E. 907 (Mess.,S5.J.LC.).

173 (1906) 191 Mess. 357, 77 N.E. 842 (Mass., S.JC.).

174 (1902) 182 Mass. 171, 65 N.E. 54 (Mass_, S.JC.).
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continuing offer made by the third party in advance' 7. Bearing in mind that
the idea of a continuing offer made by the third party is often seen as the
legal basis of the adoption concept, 1t is hard to see 1n what respect the
actual legal situation in Massachusetts differs from the remaimng states
which 1n some way or the other recogmze the corporation’s right to step
Into the contract by unilateral act. At least, one wonders why, in
Frominghem Sevings Benkv Szeba, the United States Court of Appeals did
not consider 1t necessary to reconcile the application of the continuing offer
theory with the rule in dasativ. Hspgead said to be 1dentical with the rule
\n ke/nery. BaxteA?® The two approaches, seen through the comparison of
Englhish and American law, are not the same.

b. The Acting Person's Liability: Preservation of Common Law Rules?

whereas American courts refused to follow the common law rules as far as
the corporation’s rights and habilities are concerned, their position is far
less clear with respect to the acting person’s role. Many states, among them
Washington, Florida, Alaska and Oregon, enacted statutory provisions stating
generally that all persons who presume to act as a corporation without
having the authority to do so shall be jointly and severally liable for all
debts. According to s. 2.04 of the Kevised /fade] Business Corporation Act,
all persons who purport to act as or on behailf of a corporation are liable

provided they know that there was no incorporation. At first glance it

175 Framinghem Sovings Sankv. Scebo(1980), 617 F. 2d 897 (USCA,, First Circuit); In re
Mexcy(1985), 45 BR. 268 (Msss., Bkricy); In e Qavids & Unigue Ealery (1987) 82
B.R. 652 { Mass., Bkrtcy).

176 ;did ot 899 n. 2.
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seems that American law tends to hold the promoters liable regardless of
the factual circumstances under which the contract was made. However,
such a conclusion would be premature in general, even \n states where
statutory provisions as described above exist, the courts rely on non-
statutory principlas when dealing with the acting person's habihity. Only
the wWashington Court of Appeals considers the statutory provisions to have
codified the promoters liability'??, but does not give any further
explanation. The Washington Supreme Court is much more reserved as
appears from 1ts appeal decision in the &Geagmeéncase!™  QOther courts are
simlarly reluctant to rely on the statute. Whereas in a Florida case the
question was simply left open!?®, the Supreme Court of Oregon clearly
stated that the statute did not intend to establish & codified rile as to the
promoter's liability on pre-incorporation contracts in general!'80.  with
reference to the official comment on the parailel provision n the former
Hagel Business Corparaiion Act 1t argued that the provision’s scope is much
narrower than one is inclined to believe at first sight.

According to the official comment, the provision's purpose was confined to
abrogating the de facto corporation doctrine by providing for an uniimited

VT feintze Corporetion, inc.n. Nerthwest Tech-Meausls, /nc. (1972), 502 P 24 486 (Wash.,
CA) ot 487; Goadmeny. Darden, Derden & Slafvord Associsles (1982), 653 P. 24 1371
{wash.,CA.)at 1372.

178 guodmenv. Derden, Derden & Stofford Associste. (1983) 670 P. 2d 648 (Wash., SC.) at
651 n. 3.

V79 Retnerv. Contral Metionsl Benk of tMismi (1982), 414 So. 2d 210 (Flds., District CA,,
Third District) at 212.

180 7imdertine Equipment Compeny, Ine. . Devenport (1973), 514 P. 2d 1109 (Or., 5C.);
Shervood £ Roderts-Oregon, inc.w. Alexender (1974), 525 P. 2d 135 (Or., SC.) ot 138-
139.
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liability until the corporation is born; no longer should it be possible to
claim for protection under the 1"mited habihity concept before all
incorporation requirements were fulfilled. Under the de facto corporation
doctrine, persons acting for the corporation were sometimes entitled to
benefit from the corporate veil aithough the corporation was not yet in
existence!8! As the doctrine applies only where the corporation is as good
as formed, i.e where a "good faith™ attempt to comply with the statutory
requirements has been made'82, the scope of a statutory provision that
abrogates this rule must be limited to this period and cannot be interpreted
as a comprehensive rule governing the whole area of pre-incorporation
activities. The Keyised Model Business Carparation Act does not give rise to
3 different, ie. to a8 wider interpretation. Although the relevant section is
st11l drafted 1n broad terms, a look at the official comment confirms that
the provision is still meant to make sure that the privilege of limited
liability is not conceded before the incoporation is accomplished in every
respect, there being no room for the de facto corporation doctrine!ss,
Consequentially, the section applies only when the incorporstion procedure
has been set in motion in some way. The actual problem deait with here is
not settled. American law, after all, does not provide for a comprehensive
statutory solution of the promoter's liability issue, either at federal or at
state level. The courts therefore have to refer to principles developed at
common Law.

181 See generally HG. Henn & J.R. Alexandir, supre, note 148 at 329 ff.

182 R.w. Hamilton, 7A¢ Zaw of Corporetions, 2d ed. (St. Paul, Minn.: West Bublisning, 1987) at
74-75.

133 See MA. Eisenberg, ed., Lorporations and Business Assoctetions (Westburg, NY.. The
Foundation Press, 1988) at 161.
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There being no clear principies as we have seen above, it is understandable
that the American courts have found it difficult to arrive at a consistent
formula. In principle, they agree in holding the promoter liable on pre-
incorporation contracts'® following the rule in Ae/merv. Sexter The
promoter's liability ts justified by analogy to agency principles'dS the
promoter being seen as some kind of agent "by anticipation™'® American
courts follow their English counterparts in interpreting the rule as a rule of
construction; the promoter's liability thus finally depends on an intention
test!87 Like the application of the rule in K@/nerv. fsxterin English law,
the American approach as formulated by the courts and \n § 326 of the
Restatement of Agency, Second (1958) has been marked by lack of
consistency in its application.

However, the American approach differs in applying a more generous and
less hair-splitting intention test. Subtle distinctions such as those made n
the Mewborne decision are not to be encountered in American judgments.

Interestingly enough, an aimost identical case decided by an American court

184 gxwrtev. Geary(1903), 207 Pa. 240, 56 A. 541 (Pa., S.C.); Ring festures Syndrcete .
Lourrier (1950), 241 lowa 870, 43 NW. 2d 718 (lows, SC.); Frasierv. Ash{1956),
234 F. 24 320 {USCA., Fifth Circuit), fefrigeration Engineering Lo.v. Mekey(1971),
486 P. 2d 718 (Wash.,CA.); Scandinevis, /nc.v. Cormier (1986), 514 A. 24 1250 (N.H,,
SLC.); AA. Miller, sypre, note 140 at 747; R.L. Rogers, sypre, note 165 at 1269; RA.
Kessler, supre, note 137 at 593,

185 M.W. Ehrich & LC. Bun2l, supre, note 139 at 1012; AA. Miller, supre, note 140 ot 747,
R.W.Callowsy, suprs note 139t 509.

186 Jrnoidv. Seering(1910), 78A. 762 (N.J.,Ct. of Ch.) st 766.

187 Company Stores levelopment Corp.v. Fotlery Warehouse, inc. {1987), 733 SW 2d. 886
(Tenn., CA.); L.D. Salomon & R.B. Stevenson & D.E. Schwartz, Lorporations - Lov and
Folicies(St. Paul, Minn.: Yest Publishing, 1982) at 142; M.W. Ehrich & L C. Bunzl, supre,
note 139%¢ 1020; R.L. Rogers, supra, note 165 at 1270.
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showed the opposite result!8® The corporation’s president who, in this
capacity, had signed a pre-incorporation contract on behalf of the
corporation was held lable personally although the third party could not
have meant to contract with him since 1t did not know about the non-
existence of the corporation. The result would not be noteworthy if the
plaintiff had sued in an action for deceit or breach of warranty of authority,
but this was not the case: the plaintiff sued on the ground of an tmmediate
personal obligation. The court argued that, as there was no principal in
existence, the deiendant must have meant to bind himself because otherwise
the contract would have been 1noperative. The reasoning nicely illustrates
the double face of the intention test.

The fact that American law has never turned on the subtie distinction
between acting as or on behalf of a corporation has not facilitated its
application. Other cases illustrate just as well how ambiguous and
misleading the test can be. The Hagancase can be contrasted with the view
expressed in He/ssv. Rowmn'8? where the premoter fraudulently represented
that he was setting up a corporation and induced the third party to enter
into a contract with the corporation that was signed “"Ruth Realty Corp. by
Charles Baum™. The court stated that someone who acts as an agent cannot
be assumed to have intended to bind himself. It thus accepted a result that
appeared to have been unacceptable to the court in Haganv. Ase & Condler:
the contract which the parties had made turned out to be nugatory!®0. Other

188 slacenrv. Ase 6. Candler inc. (1939), 189 Ga. 250, 5 S.F. 24 739 (Ga., SC.).
189 (1926) 219App. Div. 83, 217 NY.S5. 820 (SC., App. Div.).

190 Dyrgin v. Smith (1903), 133 Mich. 331, 94 N.W. 1044 (Mich, SC.); Strause v.
WWHUQ(WW) 109 Ya. 729 65 S.E. 659 (Ya., SCA) WM”
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courts occupy a middle ground by holding the promoter basically hable
unless the contract shows a contrary intention. However, there are
differing statements as to the requirements that have to be fuifilled before
the court recogmzes exemption from liability. Some state jurisdictions
require that the contract clearly shows on its face that there is no intent to
hold the promoter liable!®!. Others do not go as far as to require an express
agreement, being satisfied with an implied agreement which may be shown
by circumstantial evidence!92

The promoter's liability having been once established, American law has to
deal with a further problem not encountered in English law because it does
not recognize the corporation's right to step into the contract unilateraliy.
What happens to the promoter's liability if the corporation decides to
become a party to the contract? From an objective standpoint, one might
assume that the promoter 1s released from liability as soon as the
corporation steps into the contrect. This result would reflect most
accurately the intention of the parties involved for the contract was made
with the corporation, not the promoter in view'93. However, the lerge

majority of the courts do not share this standpoint. The fact that the

/nc.v. Parr(1961), 148 Colo. 45, 364 P. 2d 1056 (Colo., SC.); 4 F. Fhilipsborn & Co.v.
Susen{1974), 59 1. 2d 465, 322 N.E. 2d 45 (., SLC.); Stapv. Chicago Aces Tennis Team,
/c.(1978), 63 1. App. 3d 23, 379 N.E. 2d 1298 (IN1., App. Ct., First District.).

191 yaghptodv. Collier Lountry Develspers, ine.{1975), 319 S0. 2d 43 (Fida., District CA.,
Second District); RRY - Stanlzy Warner Thextres, inc.y. Gretiame(1976), 355A. 2d 830
{Pa.,SC.); Melisewstrv. Singer(1979), 123 Ariz. 195,598 P. 2d 1014 (Ariz.,CA.).

192 Lelloggy. Gleeson{1947), 27 Wash. 2d 501, 178 P. 24 969 (Wash., S.C.); binsonv. Mgl
(1957), 50 Wash. 2d 87, 309 P. 2d 380 (V/ssh., SC.); Goodmenv. larden, Derden &
Stanord Associates(1982), 653 P. 2d 1371 (veash.,,CA.).

193 RA.Kessler, syprs, note 1378t 585.
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corporation becomes liable under the contract does not necessarily mean
that the promoter is released!34. Only in the case of novation do the courts
accept the promoter's release from liab1lity'?. If they followed the
suggestion that the third party impliedly assents to the novation at the time
when the contract 1s made, the promoter would normally be released from
liabihty. But as stated above, this is not the case: most courts assume
novation only when the agreement clearly shows the intent to replace the
contracting party!%. Otherwise the promoter remains liable. Only under the
former Kansas statute was the promoter released from liability when the
corporation stepped into his shoes!37. That statute having been abolished,
Kansas courts today follow the remaining state jurisdictions in holding the

promoter liable although the corporation adopted the contract!98.
C. The American Approach: Balancing Legal Principles and Business Needs
As to the corporation's rights on pre-incorporation transactions the

American courts clearly take account of the interests of the parties

involved. Since the contract was made with the corporation in view, it

194 Sybdee v. Koot Glass Lo. (1934), 67 SW. 2d 407 (Texss, Ct. of Civil Apesls); wolfev.
Wartield(1972), 266 Md. 621, 296 A. 2d 158 (Md., CA.); Frersony. Coffers (1985S),
706 S.W. 2d 409 (Kicky., CA.); {linton Investors Co. v. Walkins (1989), 536 NYS. 2d
270 (S.L.); HG. Henn & J.R. Alexander, supra, note 148 at 252.

195 M. Plesssnt Coal Co.v. Watls (1926), 91 Ind. App. 501, 151 NE. 7 (Ind., App. CL);
Jacodsony. Stem( 1980), 96 Nev. 56, 605 P. 2d 198 (Nev.,SC.).

196 Jacodsenv. Slem(1980), 96 Nev. 56, 605 P. 24 198 (Nev., S.C.); JH.Gross, supre, note
61 at 393-394.

197 See praeehany. Alorm Enterprises, inc.(1973), 507 P. 2d 849 (Kan.,SC.).
198 Jols State Benkv . 5rops(1983), 233 Kan. 450, 662 P. 2d 563 (Kan.,5C.).
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appears to follow that the corporation be accorded the right to step into the
contract. To ask for a new agreement 1s artificial, especially in view of the
requirements that have to be fulfilled at common law. However, American
courts and legal writers have some difficulties in justifying the solution on
the ground of recognized principles of l1aw. Sometimes, the common law
approach is praised as the actually accurate one without putting in question
the resuits achieved at American law, however!'?® 0One author's statement
that the same result could have been possible without doing violence to
traditional principles of contract and agency 1aw200 js yet to be confirmed.
As long as only the corporation’s liab1lity is in issue, the legal basis for a
generally accepted solution is of secondary importance. The underlying
principles become more significant when we turn to the question whether
the corporation’s stepping into the contract leads to the acting person's
release from liablity. The American view that the promoters remain liable
is no longer in accordance with the agency principles?! which are said to be
the basis of the promoter's liability. Generally the agent is not hhable when
the principal declares that he wishes to be bound. Nor can the American
double securitly ru/ebe based on the parties’ intent. Admittedly, the third
party does not minc having as many debtors as possible; but, since the
contract is made with one party only, double security provides over-
protection, a result that does not conform to the parties’ intent as

199 HS. Richards, supre, note 142 at 105; MW. Ehrich & L.C. Bunzl, supra, note 139 ot 1025.
200 {5, Richards, 7bid at 105.

201 AA. Miller, supre, note 140 at 748; RA. Kessler, supre, note 137 at 582.
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reasonably understood?02, Finally, the dauti/e securily rule has to be
criticized on the ground that it puts the third party in an even better
position than when dealing with an existing corporation203 Certainly, the
third party takes the risk that the corporation it dealt with turns out not to
have enough assets to satisfy its creditors. But this risk always exists
there being no requirement that the corporation has to be endowed
permanently with sufficient assets. Fraudulent misrepresentations made by
the promoter in advance can still be sanctioned by tort hability. Beyond
that, there is no justified need to protect the third party by allowing for

cumulative recourse.

American law deserves criticism also with regerd to the promoter's
liability in general. The basis of the liability is obscure and inconsistent
results are the predictable consequence. The often cited intention test is
misleading as has been seen already when discussing English law. As was
emphasized by some legal writers the parties in truth do nct intend to
create an immediate contractual relationship204. All that can be said is that
in normal situations the parties expect the corporation to be formed and - in
some way or another - to become a contracting perty with all contractual
rights and labilities. The only thing that might be expected from the
promoter is that he will secure the corporation’s formation. There being no

202 RA. Kessler, sypre, note 137 at 585; J.F. Zimmermann, Lase Lomment (1948) 32
Morquette L. Rev. 170.

203 RA. Kessler, sypre, note 137 st S584.

204 MW.Ehrich& LC. Bun2l, sypre, note 139 at 1020-1021; R.L. Rogers, supre, note 165 at
1271, D.J. Conroy, “Liability of Promoters of Corporations in Lovisiana™ (1952) 26 Tulane
L. Rev. 227; F 5. Glover, sqpre, note 151 at 113; J.H.Gross, supre, note 51 ot 386-387.
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foothold for an immediate contractual liability based on intent the
promoter's liability can so far only be founded on tort concepts such as
negiigent misrepresentation or an implied quarantee n the sense of
warranty of authonty. A comprehensive hability concept has to seek other
grounds - a question we will come back to later. The American approach,
like English law, demonstrates that, inspite of some wmprovements,
traditional contract and agency principles provide little guidance in solving
the pre-incorporation contract problem which is turning out more and more
to be sui gener1s203,

3. Canada

a. The Common Law

Unlike American law, the Canadian approach was marked for a long time by
Toyalty to the original English common law rules. Basically, Canadian courts
followed the rule in ke/ner v. Baxter by holding the promoter liable
according to the parties’ intent2%6 and by requiring a8 new contract if the
company wanted to take advantage of the contract207. It is not clear if the
rule in Ae/nerv. Boxter was followed in Québec. Some decisions indicate
that it was?08, but such statements have been strongly criticized29, It has

205 .. Salomon & R.B. Stevenson & D.E. Schwartz, sypre, note 187 at 141
206 pairy Supplies Lidy. Fuchs(1959), 18 D.L.R. (2d) 408 (Sesk., CA.) at 414.

207 Llergreev. Numphrey(1900), 31 SC.R. 66; Cranev. Lowie(1912), 4D.LR. 175 (Men.
CA.); Repetti tidv. Oliver-leeLid{1922),52D.L.R. 315{(0Ont. CA.); R» J.R Morgen L1,
(1926), 31 0.W.N. 343 (Om. SC.).

208 Duquesnev. La Compegnie Générale des Boissons Canedhennes (1907), 31 CS. 409; omery
v. Kestourant Romery inc.{ 1965), B.R. 853; Liément Monterossov. Diementrs Andreopovies
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been argued that civil 1aw devices were available at Québec 1aw which avoid
the common law's main deficiency, the refusal to acknowledge legal
relations between the third party and the company, contractusl or quasi-
contractual. The rules relating to delegation (Art. 1169 CC.LC),
"stipulation pour autrui” (Art. 1029 C.C.L.C.) and conditional contracts (Art.
1079 CCL.C.) were seen as appropriate instruments to make the company
contractually bound without requiring 8 new contract. Civil law concepts
like “negotiorum gestio™ and unjust enrichment were quoted as a panacea for
the unsatisfactory situation often encountered In some common law
jurisdictions210 where the third party frequently fails in the attempt to get
back the benefits conferred upon the company when the latter refuses to
become a party to the contract. In some decisions, the courts even resorted
to the theory of adoption of the contract2!!

But in the other provinces as well the courts have not always followed the
English rule with “slavish consistency™212. |n Garaginery. Mortin & Bluewsler
Conference /nc2'3, a company was held liable by means of a tort argument,

the doctrine of conversion. it is true that the rule in A&é/nerv. foxterdoes

(1987) R.1. 373 (Montrésl, CA.); see also C. Fortin, “The Pre-incorporation Trust: A
Yictim of Misconstruction?” (1970) 30 R.du B. 78 ot 82.

209 4 Smith, “Duties and Powers of Promoters in the Company Law of the Province of Quebec”
{1973) R.du N. 207 at 212; R. Demers, "From the Bubble Act to the Pre-incorporation
Trust: Investor Protection in Quebec Law™ (1977) 18 Cah. de Dr. 335 ot 367.

210 See JH.Gross, supre, note 61 at 396; RA. Kessler, supra, note 137 at 597.

211 7 W Kand Fireworksy. Barkie(1911),39CS. 227; /niegrated Consuliants Lidy. 8.0, Bohne
andCo. Lt0.(1967),B.R. 338.

212 1. Baines, sypre, note 192 et 33.

213 (1954) 1 D.L.R.587 8t 590 (Ont. HC.).
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not preclude a claim based on tort, but nevertheless the reasoning is
surprising in view of the usual reluctance of the courts to circumvent the
results emerging from the application of the rule \n Ke/nerv SHexter The
validity of the traditional approach was again put in question in Audsan-
riattagem: Explarstion /7ining Co v. wettlourer 8ros. (1d2'% where the
Ontario Court of Appeal hold that the company was bound on paying the
price, arguing that it thereby assented to a “tentative contract™ kept open
for acceptance by the company after it came into existence. The most
remarkable solution was advanced in Assaciated Grawers of BC Ltdvy BC
Frurt Lend LtgR'S. There the third party was held contractuslly bound
because, prior to incorporation, it had handed a document to the promoters
which was deemed to be an offer the promoters were to transmit to the
company after incorporation. The promoters were looked upon as agents of
the third party (1). Strangely enough, the idea of a continuing of fer made by
the third party was vehemently rejected2!6.

In British Columbia where, as in Nova Scotia, Prince Edward Island2'? and
the Northwest Territories, the common law rules still prevail today the
reluctance to apply the continuing offer theory seems less strong now. In a
recent case2!8, it was said obiter that the company's liability could also

214 (1928) 3D.L.R. 661 (Ont.CA.).
215 (1925) 1 D.L.R. 871 (BL.SC.).
216 /pra ot 874.

217 |n Prince Edward Isiand, propositions for ststutory provisions were made (see F. lascobucci &
M.L. Pilkington & J. RS. Prichard, Conedhen Business Corporstions (Toronto: Canede Lew
Book, 1977] at 55, 57-58), but not enected when the Prince Edward Island Compentes Act
(RS PEL19724,c. IS)vasrmaodln 1984(RS. P.EI|. 1984, ¢. 15).

218 fwintuisv. Blacksheep Cherter L10.(1987), 46 D.L.R. (4th) 67 (BL.CA)).
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have been based upon the acceptance of a continuing offer made before the
company was incorporated?!9. It might be too premature to state that in
British Columbian law the strict application of the common law rules has
become a thing of the past; but, as in Massachusetts, a first step might have
been made.

Another common law device to resolve the problems caused by the rule in
Kelnerv. Basterhas provoked a lot of confusion. This is the trust. Former
federal and provincial statutes (Ontario, Manitoba, New Brunswick, Prince
Edward Island and - still today - Québec) contained provisions dealing with
pre-incorporation trusts. Briefly summarized, they stated that on
incorporation the company was vested with the property and rights held for
1t under a trust created with a view to its wncorporation. At first glance
tms appears to be a perfect statutory solution; the provisions nonetheless
never played a major role because of doubt as to their particuler target.
According to some statements, the pre-incorporation trust as understood by
the iegislation was only meant to facilitate the transition from joint stock
companies to letters patent companies?20. Joint stock companies preceded
the modern corporate entities. Since they themselves could not benefit
from limited liability, they sought to achieve the same result by making an
arrangement with the other party to the effect that only the property held
by trustees should attract liability under the contract. Others considered

219 /pgat 11-72.

220 F J. Nugan, supre, note 6 at 204-205; Interim Report of the Select Committee on Company
Law of the Ontario Legislative Assembly, Sth Session, 27.Legis., 15-16 Eliz. |l {Toronto:
Legis. Ass., 1967) at 11 (hereafter: Lawrence Report).
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the pre-incorporation trust as a generally applicable device?2!  [Legal

writers in Québec particularly pointed out that the mstorical argument was
not persuasive?2z Nonetheless, the pre-incorporation trust never made an
impact as a way of circumyenting difficulties caused by the rule \n Ka/nerv

Jexter: As to Québec law, there has been uncertainty about whether the
trust should follow common law or civil law rules22®. Furthermore, courts
and legal writers disagreed as to the impact of the rule in ke/nerv. Gsxter
on pre-incorporation trusts: in order to become vested with all contractual
rghts, did the company have to rake 8 new contract?24 or at least to adopt
it225, or was it automatically bound226? The latter problem would have
arisen in the common law jurisdictions in Canada as well.

Taking all these difficulties into account, federal and provincial legislation
followed the recommendations in the Lawrence Report22? and abolished the
relevant provisions. In Québec, art. 31 of the L&/ sur Jes Compagnies?28 is

still in force, but no longer of practical importance since this section

221 F . Wegenast, 7he Lav of Canadien Companies (Toronto and Calgary: Burroughs, 1931) at
262; T.F. Baines, supra, note 142 at 37.

222 C.Fortin, sypre, note 208 at 83 ff.; J. Smith, supre, note 209 at 271-272; P. Martel, "Un
sujet & 1a mode: le fidéicommis préconstitutif™ (1979) 39 R.duB. st 31711,

223 | Smith, sypra, note 209 at 274-275 ; R. Demers, supra, note 209 at 361-362.

224 gurliemet v. Breczer{ 1913),C.S. 953; Hewlingsy. MMMM*'( 1972) RP. 22 (Montréal,
CP.); Maria Rlein-Sciverts v. Fowell(1976) R.P. 24 (Montréal, CA.).

225 ). Smith, supre, note 209 at 277 ff.
226 R.Demers, supra, note 209 at 370; P. Martel, supra, note 2224t 319.
227 Lawrence Report, suprs, note 2200t 11,

228 | RQ.1977,¢.C-38.
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applies only to letters patent companies which have now been superseded in
practice by companies incorporated upon filing articles22?. In the course of
the reform of the Civil Code, art. 31 of the La7 sur /es campsgniés and the
provisions referring to compames incorporated upon filing articles (art.
1237 and 128.8 of the Zas sur /es compegnies) will be replaced by new
provisions230 which will be discussed later

b Statutory Solutions

In Canada as elsewhere, the common law rules were considered to be
unsatisfactory and unconvenient23! although their conformity with legal
principles of contract and agency law was expressly recognized?32,
Statutory reform started n Ontano where the Lawrence Committee
recommended that the rule \n Ae/nery. foxterbe repealed?3® Foliowing the
Amernican approach, 1t suggested that the company should have the right to
adopt the contract by unilateral act. The Committee's proposals, enacted in
Ontano in 1970, differed from the American model inasmuch as the
promoter would generally be held liable until the company adopted the
contract. He would not be allowed to exempt himself from liability234. This

229 M. Martel & P. Martel, supra, note 6 at 98.
230 See proposed art. 353 and 354 of the Jraf? (¥vil Code, 60Q. 19871 4175.

231 F.J. Nugan, supre, mote 6 at 206; F. lacobucci & M.L. Pilkington & J.RS. Pricherd, supre,
note 217 at S0; T. Hadden & R.E. Forbes & R.L. Simmonds, Lanadian Business Orgenizelions
{ov (Toronto:  Butterworths, 1984) at 133; MA. Masloney, “Pre-incorporation
Transactions: A Statutory Solution?” (1986) 10C.B.L.J. 409.

232 F J. Nugan, supre, note 6 at 201.
233 | ywrence Report, supre, note 220 at 12.

234 /hig; see also F.J. Nugen, supre, note 6 at 206.
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elaborate liability scheme was made more flexible by a provision to the
effect that a contracting party was entitled to make an apphication to the
court in order to declare company and promoter jointly and severally liable
'when this appeared to be just and equitable. This device, quite a novelty 1n
the debate on pre-incorporation transactions, was meant to take account of
particular situations where it did not appear to be justifiable to free the
promoter from hability upon the company's adoption nf the contract or to
leave the company unaffected merely because it did not adopt the
contract235. Finally, the Committee recommended a provision dealing with
the promoters’ claims against the company thus putting an end to much
uncertainty about the common law position.

The federal provision, enacted in 1975 as s.14 of the Clanade Business
Carpargtions Act 2%, followed in principle the suggestions made by the
Lawrence Committee; however, 1t is marked by some sgnificant differences.
First, whilst the Lawrence Committee proposals apply to ail pre-
incorporation contracts, the federal provision covers only written contracts
in order to avoid problems of proof which arise in the case of oral
contracts23?. The common law rules are therefore still 1n force where the
contract is merely an oral one. 3Secondly, the federal act differs from the
Lawrence Committee proposals insofar as it does not provide for the

company's liability towards the promoter, the legisiator apparently being

233 |gwrence Report, 74id
236 5. 1974-75-76, ¢.33.

237 RW.Y. Dickenson & J.L. Howard & L. Getz, "Proposals for a New Corporations Law in Canede”,
vol 1, 1971, pars. 70 (heresfter: Federal Proposals).
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satisfied with (deficient) common law rules A third quite 1mportant
difference relates to the promoter's right to exempt himself from habihty.
CACA, s 14 allows for exemption clauses provided they are express
(CBCA, 5 144]) If held vahid disclaimer clauses may even counter court
orders made upon application by the other party declaring the promoter
hable In this context, another difference between the Lawrence Committee
recommendations and the federal act 1s noteworthy. The former restricte
the court's discretion to a declaration that promoter and company are
jointly and severally liable; the federal provision goes further by allowing
for any order the courts think to be fit.

The federal provisions were adopted in Manitoba238, Saskatchewan23%,
Newfoundland240 and - with shight nuances - in New Brunswick24! and in
Ontario242 where the former provision based on the Lawrence Committee’s
proposals was revised in 1982. The New Brunswick and Ontario provisions

apply also to oral contracts.

Interestingly enough, the federal provision was not the model for all
provincial legislators. Whereas British Columbia, Nova Scotia, Prince

Edward Island and the Northwest Territories prefer to preserve the common

233 Manitobe LorporefionsAct S.M. 1976,¢.40,s. 14.

239 Sasketchewan Susiness Corporations Acl,RSS. 1978,¢.B-10,s. 14,
240 Newfoundland Lorporations det, S.N. 1986,¢. 12, 3. 29.

241 New Brunswick Susiness Corporations#cl,SN.B. 1981,¢.B-9.1,s.12.

242 Ontario Susiness Corporstions 8¢t 5.0.1980,¢.4,s. 21,
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law rules, Alberta, followed in 1986 by the Yukon Teritory, and Québec chose
a different route.

S. 14 of the d/nerts Business Caorporstion Act 293 and s. 17 of the Vukon
Business Corporstion Act 244 follow the federal approach regarding the
corporation’s rght to adopt the contract and the possibility to apply for a
court order Beyond that they provide for restitution claims the promoter or
the third party might assert against the corporation 1f the latter recetved
benefits under the contract, but did not adopt 1t. The most striking
difference concerns the promoter's liability. As in the federal model, the
Alberta and the Yukon provisions hold the promoter generally liable, but they
go one step further by indicating what such hability should be based upon.
According to s. 14(2) of the Alberta Act and s. 17(2) of the Yukon Act, the
acting person 1s presumed to have warranted that the corporation will be
incorporated “within a reasonable time™ and that - also within a reasonable
time - the contract wiil be adopted. If these events do not occur, the
promoter will be held liable for breach of warranty. The common law
problem of measuring the damages243 arises again: According to s. 14(2) (c)
of the Alberta Act and s. 17(2) (c) of the Yukon Act, damages are measured
as if the corporation was already in existence when the contract was made
They may be nominal where the corporation does not have sufficient assets.

243 Alberta Susiness Corporetionsdct, S A. 1981, ¢. B-15.
244 Yukon Susiness Lorporations &cl,RSY. 1986,c¢. 15.

245 Myokdergvy. Shetsky(1969), 4 D.LR. (3d) 540 (BLSL.); lells Construction Lo. Lld.v.
Lidstone(1979), 96 D.L.R. (3d) 457 (Nfid.S.C.); T. Hedden & R.E. Forbes & R.L. Simmonds,
sypre, note 231 at 133-134.
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As to companies incorporated by the filing of articles, in 1979 Québec
enacted provisions dealing with pre-incorporation activities Art 1237 and
1238 the of Lar surjes compagmes 246 departed from art 31 and 1ts trust
model hich had caused so much trouble 1n the context of letters patent
companies The new provisions recognize the company's right to "ratify” the
contract, but lhimit thmis right to 90 days after incorporation. Differing
sharply from the remaining statutory solutions to be encountered 1n Canada,
the Québec provisions do not free the promoter from hability upon the
company's adoption of the contract, following in that respect legal writers
n Québec who recommended the adoption of the American doub/e security

rile2dt

In Québec, there is no express provision entitling any contracting party to
apply Tor a court order. The promoter is generally l1able under the contract
unless the contract provides otherwise. The exemption clause - a further
particularity of Québec law - 1S only valid 1f it informs the third party about
the possibility that it might have no recourse at all in the event that the
corporation never comes into existence or refuses to adopt the contract.

In the future, all provisions in the Lo/ sur Jes compagnies dealing with pre-
incorporation activities will be replaced by arts. 353 and 354 of the new
Civil Cade248. Those apply to all “personnes morales™ and - apart from tae

246 | RQ. 1979,¢.C-31.

247 ) Smith, supra, note 209 at 297-298; see also R. Demers, “La responsabilité contractuelie
du promoteur™ (1978) 19Cah.de Dr. 811 at 818.

248G0Q. 19871 4175.
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some less important items - are almost 1dentical to art 123.7 and 123.8 of
the Lo/ sur fes campagnies

¢ Canada: A Vanety of Solutions

Canada's legal landscape offers an extensive variety of solutions ranging
from the old common law rules to elaborate, but not 1dentical statutory
solutions Taking leave of old principles seems to cause hardship: even
under some statutory régimes the common law position has not been
abandoned completely. Looking at the statutory hability schemes more
closely one has to establish uniformity as to the corporation’s right to adopt
the contract. while 1t might be deplorable that there is no better definition
of what 1s meant by adoption242, one has to take into consideration that the
multitude of cases cannot be foreseen. Traditional rules of contract law
must be seen to offer sufficient guidance on the question of whether a
corporation has adopted a contract or not. Canadian legisiation thus follows
the American model - seemingly unconcerned in providing justification.
Strikingly enough, neither the Lawrence Report nor the Federal Proposels nor
any legal writer deal with the underiying principles on which the statutory
solution can be based.

This finding is in stark contrast to the situation prevailing as to the
promoter’s liability. As reflected by a variety of statutory soiutions, there
is still a considerable disaccord on almost all of the questions raised in
relation to the promoter's liability. The scope of the provision holding the

249 MA. Maloney, supra, note 231 at 416.
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promoter liable is still in dispute Disharmony prevails also with respect to
disclaimer clauses and the impact of the adoption of the contract by the
corporation on the promoter's hability. As to the scope of the provisions
declaring the promoter hable on pre-incorporation contracts, considerable
doubt has been expressed as to whether the statute really results in
abrogating the frequentiy criticized common law ruiez30 There 1s some
mcety in the argument advanced in support of this point of view, 1e that 1f
the statutory provisions declare that the corporation 1s entitied to adopt "8
contract”, an effective contract must have been in existence before;
otherwise i1t can hardly be imagined that the corporation could step into the
contract and that the promoter could be potentially liable thereunder. It is
submitted, therefore, that £ALA, s. 14 and the related provisions cannot

operate without a precise analysis of the parties' intent.

Although based on sound reasoning, this position misses the point. The
provisions aim at avoiding the unsatisfactory legal position which the
application of common law principles had led to. Canadien cases also
illustrate how misleading the intention test at common law can be. While in
Brennony. Brenwick Fruit Lo Ltd 231, the promoter was held liable on the
ground that this must have been intended, otherwise the contract would have
been inoperative, two recent Québec cases252, also referring to the intention
test, reach the opposite conclusion. If the third party knew about the non-

230 g, Welling, supra, note 27 at 288-289; E.E. Palmer & B. Welling, Lanad¥an Lompany Lo,
3d ed. {Toronto and Yancouver: Butterworths, 1966) at 5-25.

251 (1928) 1 D.L.R. 548 (NS.S.C.).

252 pMonterossov. Andrespouies {1987), RD 1. 373 (Montréal, CA.) at 376; Major and Mertin
inc.v. Landsmen(1978), 19 Cah.de Dr. 821 (Montrésl, CS.) at 824.
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existence of the company on whose behalf the promoter acted 1t could not
have \ntended to make a8 binding contract with the promoter because the
latter manifestly did not act for himself233  How hair-splitting the
intention test can be emerges from Genersl Motar Acceptsnce Corporstion of
Lonegs Lid v wersmen 234 where the court walked the same “legal
tightrope ' as the court in the English Aewtiarnecase With the common law
difficuities 1n mind, the Lawrence Report235 and the Federal Proposalsz6
both recommended that the promoter be declared generally liable257 In the
hght of these statements and the foregoing criticisms of the common law
position, 1t 1s hardly conceivable that the legisiator intended to preserve
the common law position238. Even on the basis of the statutory provisions
themselves, 1t can be argued that the legisiator cannot have meant to use
the term “contract” in 1its technical sense when providing for the
corporation's rnght to adopt "the contract™ and for the promoter's potential
liabihity thereunder Provisions which allow for the promoter's exemption
from habihty n a situation where no contractual link exists?39, but
nevertheless accord the corporation the right to adopt “the contract”, cannot

233 See al%o F. lacobucci & M.L. Pilkington & JRS. Pricherd, suprs, mote 217 at 50; R.L.
Simmonds & P.P. Mercer, supra, note 6 at 449

254 (1979) 96 D.L.R. (3d) 159 (Middiesex CountyCt., Ont.).

233 Lawrence Report, supra, note 220 ot 12.

236 Federsl Proposals, supra, note 237 at para. 70.

237 See also L. Getz, supra, note 1 at 402; F.J. Nugan, suprs, note 6 st 206.

238 F M. Buckley & M. Q. Connelly, supra, note 3 at 143; MA. Maloney, sypre, note 2318t 411,

239 MA. Maloney, supra, mote 231 at 427; L. Getz, supre, note 1 at 407.
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be seen as being restricted to “real” contracts. Zanamerk /inns of Coneaes (i
v Horesk 260 was therefore correctly decided2s!, the court having applied
the relevant Saskatchewan provision without entering into a detailed

intention analysis

The question remains whether, and how, the statulory provisions can be
traced back to recognized principles of contract law. In essence, they
cannot There might be situations where the corporation adopts "a contract’
which 1n legal terms does not deserve this classification. For those who
believe that by no means can the promoter be considered to bind himself, the
sttuation envisaged by the statute does not arise since there would never be
a pre-existing contract the company could adopt. The statute's deficient
language can only be cured by assuming a “1egal™62 or - particularly in the
cese of disclaimer clauses - a8 “tentative™ contract or by exchanging the
term “contract”™ by the notion "agreement™263 Those who furthermore plead
for intention as a basis for promoter l11abi1lity?64 have to realize that the
law 1n Canada as far as governed by statute has generally ceased to see a
link between the parties’ intention and the promoter's liability. The parties’
intention only plays a part when it comes to excluding the promoter's
liability. Disclaimer ctauses are recognized novwadays; earlier attempts to

260 (1982) 2W.W.R. 377 (Sesk.0Q.B.).
261 Lontre: B. Welling, supre, note 27 at 291.

262 gargotridisy. South Town Developments Lt7 (1980), 6 Sask. R. 151 (Sesk. 0.B.) at 155;
MA. Maloney, sypre note 231 at 41 4,

263 MA. Maloney, supre, note 231 at 414,

264 B Welling, supra, note 27 at 288-289; M.H. Ogilvie, 2upra, mte 13 at 343; C. Fortin,
syprs, note 208 at 97.
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reform the common law rules preferred to deny the acting person’s right to
exempt himself from 11ab111ty263  The legislator's distrust of such clauses,
wMch entai considerable risks for the unsuspecting third party, 1s still
reflected in the Québec provision (art 1238 of the a7 sur /es compegn es,
henceforth art 334 of the Ore7t Civil Code) In order to be effective the
clause must disclose the possibility that the company may not come into
gxistence or may not adopt the contract26é. Some further sigmificance is
accorded to the parties’ intentions when dealing with the question whether
the promoter is continuously lable after the corporation adopted the
contract. Incontrast to the American approach, Canadian statutes take into
consideration that the contract was essentially made with the corporation
in view; double security, under these circumstances, is considered a pure
artificialty?s?. Only the Québec legislation, given its general reservations
about promoters, maintains the view that the promoter’s liability should not
cease when the corporation adopts the contract. This rule ran only be
justified on policy grounds?s8. when judging Québec law, one has to bear in
mind that there 1s no provision allowing for a corrective court order. In
some excaptional cases where 1t appears to be just and equitable to hold the
promoter iiable despite the contract’s adoption by the company Québec law
is without any sanctions. whether 1t would have been preferable to include
a provision similar to the federal and other provincial acts, is another
question. In Québec, such provisions have been criticized on the ground that

265 Lawrence Report, supre, note 220 st 12; F.J. Nugan, supre, note 6 at 206.
266 See 8130 L. Getz, supra, note 1 at 408; M A. Meloney, supra, note 231 at 429.
267 Lgwrence Report, supre, note 220at 12.

268 See J. Smith, suprs, note 209 at 297; R. Demers, suprs, ote 247 ot 818.
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the legislator should regulate the matter comprehensively instead of leaving

the difficult cases to the courts to decide26d

In view of the variety of cases where the need for correction is obvious a
comprehensive statutory solution 1s hardly possible. Leaving room for court
decisions that differ from the basic hability scheme 1s a new approach and
a commendable one270 |t is true that the court’'s discretion is wide2?! but
this does not mean that the court can use i1t at will. The legislators’
fundamental decision that the third party can have only one debtor - the
corporation 1n the case of adoption - must be observed. To allow for a
choice between two debtors requires a specific justification. It seems too
narrow, though, to assume that the courts in exercising their discretionary
power will mawnly have recourse to the traditional contractual analysis
when deciding whether a second debtor should be established272,

It 1s admitted that in Aank ar Nove Scatisv Williems 273 contractual
arguments were advanced to reject the third party's claim for recourse
against the promoter in addition to claims against the corporation that had
become insolvent. But this can hardly be said to have been the crucial
argument because under the same factual circumstances the opposite
outcome would still have been covered by the court's discretionary power.

269 R_Demers, supra, note 247 st 818.

270 M.H. Ogilvie, supra, note 13 at 344; L. Getz, supre, mote | at 406-407.
271 Federal Proposals, supra, note 237 at para. 72.

272 See T.Hadden & R.E. Forbes & R.L. Simmonds, supre, note 231 at 135.
273 (1976) 70 D.L.R.(3d) 108 (Ont.HC.).
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Confronted with the question whether to declare the promoter liable despite
the contract's adoption by the corporation, the court must not ask itself 1f
the tiird party harbours expectations that might be based on contractusl
grounds. The main guestion 1S rather one of expectation in a more general
sense: the third party behieves that a corporation, working normally, might
become s contracting party. As to ms expectation that the corporation
w111 be endowed with sufficient assets to meet 1ts obligations, 1t has to be
nbserved that this expectation is not worthy of protection. To this extent,
the third party assumes a normal risk of business life that cannot be taken
away from him because this would be tantamount to 1ntroducing
clandestinely a mmmum capital requirement where no such thing exists.
Therefore, the provision for application to the court cannot be understood as

a mere device to increase the guantity of assets available to satisfy the
claim.

But inasmuch as the third party expects to deal with an honest promoter
who sets up a business according to the ethics of business life, it can claim
for protection under the statutory provision if it turns out that the promoter
incorporated the business merety to escape personal obligations In fact,
this has been considered the main case in which a court order declaring the
promoter liable would be appropriate2?. In case of fraudulent behaviour,
the promoter certainly does not deserve protection in the form of discharge
from liability which is usually granted when the corporation adopts the
contract2”™. This can mainly be assumed where promoter and corporation

274 Federsl Proposals, supra, note 237 at paras. 72.

213 pagusk v. Lee(September 16, 1982), Montréal S00-05-014382-822, cited by M. Martel
& P. Martel, supra, note 6 ot 92 n. 31.
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are almost 1dentical, i e. where the promoter becomes the sole or dominant
shareholder2? [n essence, declaring the promoter liable by virtue of court
order is similar to the tortious act shareholders or managers commit when
they deprive the corporation of its assets thus inducing 1t to breach a
contractz™

The court’s power to hold the promoter hhable despite the fact that his
liability ceased after the contract's adoption by the corporation has its
limts. Disclaimer clauses bar the apportioning of liability It is argued
that such provisos if 1n accordance with the strict statutory requirements
make the third party fully aware of the risks he is running; therefore, the
non-liability of the promoter could by no means be considered to be
unequitable2?™ This view has attracted strong criticism on the ground that
frequently third parties not familiar with the subtle rules on pre-
incorporation activities do not realize the passibility that they might have
no recourse against anybody?™. For this reason, earlter statements
generally rejected disclaimer clauses?e0 or - at least - wanted to make sure
that the third party was fully aware of the risks281. The last proposal,
presently law in Québec, is certainly the preferable one, for it preserves

276 Lgwrence Report, susre, note 220 at 12; Federal Proposals, supre, note 237 st para. 72; L.
Getz, suypre note 1 at 405-406.

277 F H. Buckley & M.Q. Connelly, supra, note 3 at 147.

278 Federal Proposals, susre, note 237 at para. 73.

279 MA. Maloney, sepra, mote 231 ot 429.

280 L awrence Report, supra, note 220 at 12; F.J. Nugan, supra, note 6 at 206.

281 |, Getz, supra, note 1 at 408.
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freedom of contract without exposing the third party to the nisk of
experiencing an unpleasant surprise later.

By application to the court, 1t 1s also possible to have recourse against the
corporation although the contract was not adopted This disregard of
corporate self-deterrmnation needs special justification which has not been
forthcoming in cases where the third party has discovered that the
primarily liable promoter i1s not a man of substanceZ82. As was seen above,
the right to apply for a court order is not considered a device to increase the
assets disposable to satisfy the claims. However, the corporation’s right to
take 1ts own decisions seems to be of less importance when the promoter
who arranged the agreement maintains a crucial position in the new
corporation28®  |n this case, the corporation’s disapproval is less an
expression of a8 separate corporate will than a matter of “vemre contra
factum proprium” given the fact that the factually dominant person asserted
to the deal beforehand. Thus, the promoter's position towards the
corporation - so far without any impact on the liability scheme - becomes a
decisive factor in apportioning liability between acting person and
corporations4,

It 15 questionable whether both the third party and the promoter are entitled
to apply for o court order stating thet benefits conferred upon the
corporation are to be restored. This issue has been one of the weak points

282 Federsl Propossls, supre, mote 237 at para. 72.
283 Federal Proposals, suprs, note 237 at para. 72.

284 MA. Maloney, supre, note 231 at 412-413,
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at common law for there has been much doubt as to what extent
restitutionary claims 'were to be recogmizable Following the Lawrence
Commitiee recommendations283, the earlier Ontaro provision provided for
such relief  Alberta and the Yukon inserted simlar provisions. Québec law
declares "mandat” rules applicable to the promoter's rights and otherwise
makes use of general restitutionary rules that provide for satisfactory
resuits Incomprehensibly, the federal provisions and those which are based
upon 1t do not include restitutionary remedies The Federal Proposals do not

even address this problem. Whether this was a deliberate policy or simply

an oversight, 1t would have been desirable to enact a clear rule28é,

Summing up, 1t has to be conceded that Canadian legislation on pre-
Incorporation transactions represents - in all 1ts facets - a clear
improvement of the common law pesition. Even in the hight of the critical
remarks that have to be madeZ8?, the statutory provisions do not merit the
hard judgment288 that they created as many problems as they solved.

4. Australia and New Zealand

In 1981 and 1983, Australia and New Zealand where previously the old
common law rules had prevailed made the latest attempt to overcome the

285 Lawrence Report, supre, note 220 at 12.
286 MA. Maloney, supre, note 231 at 430 ff.

287 Doubts a3 to the federal provision's constitutionality have been left aside here. See MA.
Maloney, supre, note 231 at 432 ff.; R. Demers, supre, note 247 at 817; P. Martel & M.
(. Martel, supra, note 6 at 92; B. Welling, sypra, note 27 at 295.

268 M A. Maloney, sypra, note 225 at 410; B. Welling, supra, note 27 at 288.
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rules’ deficiencies by statutory provisions. In both countries, very complex
provisions were enacted, even more complex than the Canadian provisions.
It appears that as legislators deal with the matter they tend to enact more
elaborate and subtle rules Law reformers in Australia and New Zealand
examined the Canadian approach, but did not adgopt 1t entirely S &1 of the
Austrahan Campsires Code and s. 42 A of the New Zealand Compenes Act
are distinct from the Canadian model in many respects The two provisions
are even dissimilar from one another, New Zealand did not follow the
Australian approach 1n every respect although the statutory reform was
based on Austrahan considerations?8®. Both statutes are 1dentical n
abrogating the common law rule that a company may not step into a contract
by & umlaterat act, recognizing the company’'s right to “ratify" the contract
As far as the common law problem of determining the promoter's hiability 1s
concerned, harmony between both statutes is not so obvious. Whereas New
Zealand follows the English and Canadian approach in equahizing all factual
patterns encountered in the field of pre-incorporation transactions??0,
Australian law does not express this concern cleariy?®!. Declarng the
provisions applicable to cases where a person “executes” a contract 2 lhe
neme af & non-existent compsny or purports “to enter into a contract as
agent or trustee for a grapasedcompany” (see s. 81[1] [a]) the statute does
not seem to cover the case that the acting person 1s not aware of the non-
existence of the company for then he would act as an agent of an existing

289 MR. Bucknill, suprs note 28t 28 n. 1.
290 C L. Watson, “Pre-incor poration Cuntracts in New Zealand Law" {1985) J.B.L. 83 at 85.

231 JP. Hambrook, "Pre-1ncorporation Contracts and the National Companies Code: '¥What Does
Section 81 Reslly Mean?" {1982) 8 Adel. L. Rev. 119at 128 ff.
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company, not of a non-existent or a proposed one as the statute requires2’z
Mot only with respect to 1ts scope, but also with respect to 1ts substance,
the promoter's ltability as regulated by the statute gives rise to many
questions. This 15 also true 1n the case of New Zealand law Unhke the
English and most Canadian counterparts, the Australian and the New Zealand
provisions do not declare the promoter a party to the contract2?® whiist s
81(4) of the Australian Campsanies Cogemerely states that the promoter 1s
lhable in damages, s. 42 A(4) of the New Zealand Cfampsnies Act goes one
step furthe: £ indicating what the promoter's liability should be based
upon: following the Alberta ana the Yukon approach, the provision sets up a
presumption to the effect that the promoter 1s deemed to warrant that the
company will come into existence within a certain period and thereafter
ratify the contract. The reason why both legisiators did not follow the
English and the Canadian model is the assumptior that the promoter can
hardly be declared a party to the contract given the fact that the contract
was made with a view to the company2®4. This divergerice from other

statutory models entails severai problems.

First, the question of how to measure the damage arises. If Nability is
based on the breach of a warranty as suggest the New Zealand and - less
expressly - the Australian act, the third party has to be compensated to the
amount he would have recovered against the company had the company come

292 J.p. Hambrook, 70id.at 129.
293 J.p. Hambrook, 72/d st 128, 143; M.R. Bucknill, supra, note 2 st 37.

234 Lgw Reform Commissioner of Yictoria, Report N° 8: Are-incorporstion Lonirects
(Melbourne, 1979) at 14 (para. 35).
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into existence, ratified the agreement and subsequently refused to act upon
1t The company possibly being insolvent, thers is a risk that the damages
111 be nominal. The Australian act avoids this results by assessing
damages as the amount the third party would have been owérgedagainst the
company. Amazingly enough, the New Zealand act did not fellow the
Austraiian model by providing - as n the Alberta and Yukon statute - that
damages should be measured according to the amount the third party would
In fact have recovered against the company. This solution appears to be
more logical, but produces considerable uncertainty for the third party who

asserts claims against the promoter.

Secondly, the approach taken in the Australian and New Zealand statutes
creates problems as to the parties’ position until ratification occurs. With
respect to Enghish and Canadian law (except for Alberta and the Yukon), the
pos:tion 1s clear Since the contract, by virtue of statute, 1s considered to
be binding from the outset as the promoter is geemed to be a party, the
parties are not free to repudiate the contract by a umlateral act. Only by
agreement is it possible to bring the contract to an end thus preventing the
company from ratifying it2%5. The result rould be different under Australian
and New Zealsnd law. Since, from the outset, there is no binding agreement,
the third party should be free in repudiating the “contract™ before
ratification. This finding seems to contradict the rule in Za/tan Fertnersy.
Lembert 2% which states that ratification “relates back™ rendering

effective the contract notwithstanding that the third party withdrew from

295 tandmerk inns of Conede Lid v. Horesk(1982), 2 W W .R. 377 (Sesk.Q.B.).
296 (1889) 41Ch.D. 295(CA.).
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the agreement prior to ratification. However, the rule does not apply where
the contract 1s made subject to ratificationz®? because 1n these
circumstances the offer 1s Just conditional, the agent's acceptance merely
contemplated: there 1s nothing that could be ratified Applying this
exception to the rule to pre-incorporation transactions, i1t could be argued
that where the thmird party knows that the company 1s not yet 1n existence,
the agreement 1s - imphedly - subject to ratification. However, this could
not be savd when the third party 1s unaware of that fact. Thus, knowledge
becomes a crucial point in deciding whether the third party can get out of
the agreement or not2® This finding appears to be objectionable , not in
legal, but 1n policy terms2%® To allow for umlateral repudiation before
ratification runs counter to the underiying purpose of pre-incorporation
agreements. These are made to bind the third party as early as possible.
Against this background, to prevent the company from ratifying seems quite
incomprehensible especially when the third party knows about the non-
existence of the company. Finally, it cannot be said that 1t is unfair to hold
the third party bound whilst the promoter is not: he is bound in the sense
that he faces liability in case of non-ratification. Thus, the Australian and
New Zealand approach leads to an unsatisfactory resuit.

Another - third - problem that is caused when founding !iability on breach of
warranty relates te the mutual obligations the parties have to fulfill. Since

297 Watsonv. Devies(1930),[1931] 1 Ch. 455.

298 P Hambrook, sypra, note 291 at 139; M. Hurley, "Pre-incorporation Contracts: Section
42¢A) of the Companies Amendment Act (No. 2) 1983 (1985) 5 Auckland U.L. Rev. 224 at
229.

233 MR. Bucknill, sypra, note 2 at 35-36.
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the promoter is not considered tc be a party to the contract, he cannot
enforce contractual rights nor can these rights be enforced against him300.
Under Australian law, mutual enforcement would only be possible 1f one
follows the interpretation that s 81 of the Lwmpenies Cooedoes not cover
all factual patterns that arnise in the context of pre-incerporation
agreements3®!  Otherwise, recourse to common law rules 1S expressly
excluded (see s 81[11] of the Lampsnies (age). In New Zealand where such
a provision does not exist a contract would be enforceable by or against the
promoter if on the basis of the K&/merand NMewtornedistinction he has to be
considered a contracting party302. Thus, to a certain extent the old common

law rules st1ll apply.

Apart from these features of Australian and New Zealand law it 1s also
noteworthy that both acts follow the Canadian approach in providing for an
application to the court in order to avoid results that appear to be unjust.
(See s 81(5) and (7) of the Australian Lempesnies Cage, s. 42 A (6) and (7) of
the New Zealand lompsnies Act) As to the company's liability despite non-
ratification, both statutes contain restitutionary remedies thus avoiding a
grievious defect of the Canadian model. With respect to the promoter's
liability which usually expires after the company ratified the contract,
court orders like in Canadian law are mainly supposed to prevent promoters
from setting up undercapitalized compames in order to make them ratify the

300 ) P. Hambrook, supra, note 291 at 143- 144,
301 yp. Hambrook, 7574 at 129-130.
302 M. Hurley, sypra, note 298 at 232.
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contract thus creating a 1oophole to escape personal liability303 For good
reasons, it is submitted that courts have to be reserved when making orders
in this area304; before piercing the corporate veil, aggravating
circumstances have to be given even in the case of one-man companies

because basically the limitation of liability is also available for this type

of ent1ty305

The Australian and the New Zealand approach reviewed shortly, 1t has to be
conceded that the main defects of the common law rules were eliminated.
In particular with respect to the promoter's nability, the statutory
solutions illustrate that some doubts are still justified. it appears that
after statutory reforms in different common law jurisdictions the debate on
pre-incorporation transactions has to focus increasingly on the promoter’s
liab1lity,the problem of the company's rights - with the exception of the
United Kingdom - nowadays being largely resolved.

303 ) P. Hambrook, supra note 291 at 142-143; M.R. Bucknill, supra, note 2 st 38-39; HAJ.
Ford, supra, note 96 at 545.

304 M.R. Bucknill, suprs, note 2 at 38.

305 Sslomony. Selomon & £2.(1897) AC. 22.
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I¥. Pre-incorporation Transactions Under German Civil Law

In Germany, pre-incorporation transactions have always been and still are
the subject of intense legal debate Over the past decades, the law has
developed considerably, the outcome being quite different than all
approaches to be encountered in common law jurisdictions, although the
starting points were quite similar the German statutory provisions dealing
with pre-incorporation activities reflect the same 'deas that prevail at
common 1aw Both s 11 of the Geselr helrefrend are Geselischerten mil
deschrenkter Hertung (Private Limited Compames Act, 5mbHE) and s 41 of
the ditiengesetz (Public Compames Act, 44/&) are basad on the principle
that the body corporate only comes into existence upon registration.
Liabnity therefore lies only with the "Handelnder™ (acting person) The
provisions originate frem art. 211 of the Jdligeme.nes Orutsches
Hendelsgesetztuch (General Commercial Code of Germany, 4J468), nacted
in 1861, when incorporation could only be achieved by grani of a charter
Personal liability was meant to sanction the acting person's disregard of
the fact that the status of legal autonomy had not yet been accorded.
Although the concession system was abandoned in 1870, the provisions
dealing with pre-incorporation activities did not undergo any change.

Even with similar starting points, however, the law developed fairly
differently in Germany and in common law jurisdictions. ¥hereas, in most
common law jurisdictions, the legisiator intervened in order to free judge-
made rules from deficiencies, the German legislator remained largely
inactive leaving it to the courts and legal writers to redefine statutory

rules generally considered to be unsatisfactory. Thus, the field of pre-
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incorporation transactions 11lustrates quite nicely the attempts of different
legal systems to improve their rules by having recourse to the other

system's methods of law making.
1 German Law's Main Feature Die "Vorgesellschaft’

Corresponding with well-established common law rules, German law does
not recognize the possibihity of making immediately binding contracts with
non-existent principals. However, 1n the field of pre-incorporation
transactions, German law does not have to deal with this problem to the
same extent as the common law. It 1s true that the company -
Aktiengeselischaft or Gesellschaft mit beschrankter Haftung - only comes
Intc existence upon incorporation. Nevertheless, German law assumes @
principal in existence even before the company itself is incorporated. This
was already suggested by the Reichsgericht in 1905306 which argued that to
fix the company's birth at the date of its registration did not necessanly
exclude the existence of any other kind of association before that date.
According to the Reichsgericht, the founders, after agreeing upon the
formation of a company, enter into a “civil partnership” ("Gesellschaft des
Burgerlichen Rechts™)307. According to some courts, the “civil partnership’
becomes 8 “commercial partnership” ("Offene Handelsgesellschaft™) where

the founders start or continue to run a business308. This classification was

306 RGZ 58, 55-56.
207 See also: RGZ 83, 370 ot 373; RGZ 105, 228 at 229; RGZ 151, 868t 91.

308 (LG Frankfurt NJW 1947748, 479; OLG Hemburg JZ 1952, 436; OLG Oldenburg BB 1955,
nas.
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criticized on the ground that with respect to its corporate structure the
pre-incorporation entity more resembled an association without legal

capacity ("Nichtrechtsfahiger Verein™) than a partnership309

The attempts to classify the pre-incorporation association as one of the
established entities became obsolete in 1956 when the Bundesgerichtshof
(Federal Supreme Court) declared the pre-incorporation association to be an
entity sw7 generisgoverned by the law of the proposed company as far as the
rule at stake does not specifically require the company's previous
registration®'0. This view was approved by the large majority of legal
writers3!'!  Not surprisingly, the dispute shifted to the question, to what
extent should the provisions included in the Mkt/engesets and the GmbH-
Gesels apply to the so-called Vorgesclischaft3!2 It is obvious that the
more the "Vorgesellschaft™ is looked upon as the company's “foetus”, the
more identity has to be assumed meaning that contracts made on the
company’s behalf before incorporation will bind the company upon its birth.
This outcome, however, runs counter 1o one of German company law's main
concerns: the minimum capital requirement. Shareholders have to
contribute 50,000 DM (GmbH) or 100,000 DM (AG) in cash or kind, as the

309 w. Flume, “Die werdende juristische Person” in Festschrift fiir Ernst Gessler {Mdnchen:
Vahlen, 1970) 3 at 27.

310 BGHZ 21, 242 at 246; see alo BGHZ 45, 336 ot 347; BGHZ 51, 30 ot 32.
311 See only H. Wiedemann, sesel/scheftsrecht, vol. | (Miinchen: C.H. Beck, 1980) at 146.

312 The following statements are restricted to private limited companies (GmbH's) where pre-
incorporation problems have been discussed to a greater extent than in the context of public
companies (AG's). It should be noted, however, that the principles developed for the unborn
GmbH a1 apply to the unborn AG (see K. Schmidt, Gesellacheftsrecht [Koln, Berlin, Bonn,
Miinchen: Heymann, 1986] at 601).
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agreement may be. For a long time, the courts and legal writers concluded
that the assets required to be available upon the company's registration
must not be dimimished®!3 The way which was opened by the recognition of
some kind of pre-incorporation entity seemed to be barred by this
prombition called “Vorbelastungsverbet™ for binding agreements would
affect the value of the assets the shareholders brought in However, the
“Vorbelastungsverbot™ has not been strictly observed  The statutes
themselves allow for charging the company with obligations emerging from
contracts that are necessary in view of the formation of the company and
those that are provided for in the articles. With respect to companies
formed by non-cash capital contributions, the courts extended considerably
the scope of “necessary” contracts, even to all kinds of business related
transactions when an existing business was brought in314 Thus, an attempt
was made to reconcile the rules with commercial reality, but not much was
left from the original view3!3 that the pre-incorporation association's
purpose was first and foremost to achieve incorporation. This view was
upheld only with regard to companies formed by cash contributions

The law as it stood was quite unsatisfactory and inconsistent: on the one
hand, the principle of capital maintenance was virtually abandoned where -
as happens frequently - a business was brought in, whereas on the other
hand, the same principle was defended at all costs where its abandonment
would have made commercial sense, too, for thus the company could not

313 See only BGHZ 17, 365 at 391; BGHZ 53, 210 at 212.
314 BGHZ 45, 3388t 343; BGHLM Nr. 122u S 11 GmbHG.
313 R6Z 83, 3708t 373; RGZ 105, 228 at 229.
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benefit from profitable deal opportunities. The obvious disharmony within
the rule gave rse to substantial legal debate. Following suggestions made
by Ulmer3'® the Bundesgerichtsnof decided in 19813!7 that the
"Yorbelastungsverbot™ should no longer prevail However, the principle of
capital maintenance was not abandoned, but replaced by the so-called
"Differenzhaftung’, 1.e. the founders’ pro rata hability for potential deficits.
The effect of this decision, largely welcomed as a landmark judgment3!8,
was the automatic transfer of all nghts acquired and labilities incurred by

the pre-incorporation association.

The mere fact that the pre-incorporation assocation is capable of being
subject to all rghts and habilities®!? does not answer the question, which
requirements have to be fulfilled in order to bind the "Vcrgeselischaft™ and
consequentially the company. Like the company itself, the “Vorgesellschaft”
acts through the directors20 who attain their position not only upon the
company’'s registration, but siready at the time when the "Vorgesellschaft”

comes into existence, i.e. at the time when the shareholders/founders agree

316 p Ulmer, "Des Yorbelastungsverbot im Recht der GmbH - Yorgesellacheft™ in Festschrift fiir
Kurt Ballerstedt (Berlin: Duncker & Humblot, 1976) 279 st 290 ff.

317 BGHZ 80, 129ff.

318 k_Schmidt, “Die Yor-GmbH als Unternehmerin und als Komplementdrin® NJW 1981, 1345
fl.; W. Flume, "Zur Entratselung der Yorgesellscheft® NJW 1981, 1753 ff; P. Ulmer,
“Abschied vom Yorbelsstungsverbot im Griindungsstadium der GmbH" ZGR 1981, 593 ff.; U.
%l%hg,t'zsuiropf;oblemﬁk der Yor-GmbH, insbesondere bei der Einmann-Griindung™ BB 1982,

9

319 K. Schmidt, in Scholz, Kommentar zum 6mbli-Gesetz, Tth ed. (KBin: Otto Schmidt, 1986), s.
11 &t para. 27

320 p. Uimer, in M. Hachenburg, Srosstommenter zom SmdHS, Tth ed., 2nd rev. (Berlin, New
York: de Gruyter, 1985) s. 11 at pars. 33.
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- racorded by a notary - upon the formation of the GmbH or - 1n the case of
the Aktiengesellschaft - adopt the by-laws Very much concerned with the
founders’ interest not to be overburdened by the "Differenzhaftung”, the
Bundesgerichtshcf refuses to recogmize the directors” unlimited authority
Juring the pre-incorporation phase stating that the relevant provisions in
the GmbH-Gesetz(s 37(2]) and the Aktiengeseis(ss 78, 82) which give the
directors unhmited authority did not apply to the ~Vorgesellschaft 32!
ccori:ng to the Bundesgerichtshof, during the pre-incorporation phase the
directors’ authority will always depend on the shareholders’ will, expressed
or implied, 1f the shareholders/founders run a business before incorporation
1s accomplished, 1t has to be assumed that their general approval to run the

bustness embraces their consent to all business related activities by the
directors322,

The courts’ restrictive view as to the directors’ authority has been much
criticized®2® on the ground that with the abolition of the
"Vorbelastungsverbot™ the "Vorgesellschaft™ has been accepted as an entity
fully capable of maintaining iegal relations. Participating as such In

commercial life, the "Vorgesellschaft™ should not be privileged against

321 BGHZ 53, 210 ot 212; BGHZ 80, 129 at 139; see also U. John, supra, note 304 at 512; H.J.
Fleck, "Entwicklungen 1n der Rechtsprechung zur Yor-GmbH™ GmbH-Rdsch 1983, 5 at 8-9;
G. Hueck, in A. Baumbach & G. Hueck, 5md#6, 15th ed. (Minchen: C.H. Beck, 1988) 5. 11 ot
pars. 18.

322 p_ Ulmer, s ypra, mote 320 at para. 52.

323 K. Sciimidt, “Theorie und Praxis der Yorgesellscheft nech heutigem Stand™ GmbH-Rdach.
1987, 77 at 84; T. Raiser, Jas Kechl der Rapilalgesellschafien( Miinchen: Yahlen, 1983) at
183; W. Theobald, »or-6mdéf und 6rindereftung {Koln, Berlin, Bonn, Miinchen- Heymann,
1984) at 23 ff., G. Dilcher, “Rechtsfragen der sogenannten Yorgesellschaft™ JuS 1966, 89 at
92; ¥. Krause, “Die Haftungsbeschrankung auf des Gesellacheftsvermogen bei der GmbH und
deren Yorgesellschaft und ihre Konsequenzen fiir die Glaubiger™ DB 1988, 96 at 99.
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Incorporated businesses which - 1n the inierest of efficient commerce - are
contractually bound regardiess of nternal restrictions on authority.
Shareholders’ protection should not be a concern because qiving ife to an
organization governed n essence by the law on GmbH's necessarly entails
the assumption of rsks that emerge from the directors’ activities324  Even
though these arguments sound convincing, n practice commercial lhife
follows the rules set up by the Bundesgerichtshof To bind the company, 1t
does not matter 1f the director acts on behalf of the "Vorgesellschaft”, of
the future company or on behalf of both323  Unless the directors specify
clearly that the contract should be effective only upon the company’s coming
Into existence, the contract 1s already binding on the "Vorgesellschaft™
Upon registration, the contractual rights and hiabihities turn over to or
simply become the company's depending on whether one follows the doctrine
of universal succession326 or the theory of identity between
"vorgesellschaft”™ and incorporated company3Z?. Thus, even in the light of
the restrictions on authority, German law recognizes to a large extent the

possibility to bind a company before 1t comes 1nto existence.

324 x_Schmidt, 75/d

323 p Ulmer, supra, note 320 at para. 56.

326 . wiedemann, "Das Rétsel Yorgesellschaft™ JurA 1975, 439 at 440 ff.; P. Ulmer, suprs,
note 320 at para. 73;G. Huctk, Rsellschsrtsrecht, 18th ed. (Minchen: C.H. Beck, 1983) at
321; see also BGHZ 80, 129 st 138, 145

327 K. Schmidt, supra, note 319 at para. 133; G. Dilcher, supra, note 323 ot 92; M. Lieb,
“Abschied von der Handlungshaftung™ DB 1970, 961 at 968.
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2. The Third Party's Right to Additional Protection

A The Acting Person's Liabilhity

GmbHG, s 11(2) and AktG, s 41(1) provide for the acting person's liability
("Handelndennaftung”) The “Vorgesellschaft™ being hable as a principal for
nbligations incurred on 1ts behalf, such hability does not seem to be
consistent with the habihity scheme as 1t stands now - at least not where
the acting person acted within his authonty In fact, the
“Handelndenhaftung™ has given rise to many questions Onginally justifed
3s an instrument to prevent people from doing business on the future
company's behalf although 1ts legdl status had not yet been officially
grarted32, the underlying principle has to be found elsewhere today The
“Yorgesellischaft™ being recognized as csubject to rights and hiabiiities
itself, pre-incorporation activities are expressly accepted so that there 1s
no room left for preventive considerations32? The purpose of the habihity
was later explained by the third parties’ need for security considering the
fact that the envisaged contracting party, ie. the company, 1s not yet 1n
existence when the contract 1s made. A recourse 1s now available against
the "Vorgesellschaft™ and - after incorporation - the company, a debtor 1s
given from the outset. In those cases, where the courts would not accept a
binding agreement because the director acted without authority, the third

party's interest in security 1s sufficiently protected by general agency

328 pGZ 47, 1 8t 2-3; RGZ 55, 302 at 304.

329 RG6Z 159, 33 ot 43; BGHZ 47, 25t 29.
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1aw330- 5. 179 of the German Civil Code (&urgeriiches Geselzbch, BGB)
declares agents without authority liable on contracts they made. Finally,
the acting person’s liability was interpreted as a manner to put pressure on
the "Handelnden™ to push the incorporation procedure33!'. Even tms
explanation seems {0 be objectionable given the fact that the "Handelnden”
are not n a position to influence the duration and progress of the
incorporation procedure. With respect to these difficulties of justifying the
provisions’ purpose, many writers declare today that the acting person's
liability is obsolete332,

However, the provisions’ abolition is neither possible nor even advisable. It
is not possible because art. 7 of EEC. Directive of March 9th, 1968 - pre
decessor of what is now s. 36(4) of the Lampanies Act ({/k/ - obliged all
EE.C. member states to enact provisions to the effect that the acting person
is liable on pre-incorporation contracts. It is not advisable since even under
the present liability scheme the acting person's liability does not appear to
be purposeless. it is true that the fundamental interests of the third party
are not at stake inasmuch as the third party can be sure to have a debtor.
Nevertheless, there are other interests that are worthy of protection.
Assuming that the company - for whatever reason - cannot be registered,

330 HJ. Fleck, supre, mote 321 ot 14.

331 BGHZ 47, 25 at 29; H. Wiedemann, sypre, mote 326 at 465; K. Schmidt, “Der
Funktionswandel der Handelndenhaftung im Recht der Yorgesellscheft” GmbH-Rdsch. 1973,
1462t 152.

332 B.-H. Hennerkes & K. Binz, “Zur Handelndenheftung im Griindungsstedium der GmbH & Co.”
DB 1982, 1971 at 1972; HJ. Priester, “Die Unversehrtheit des Stammkapitals bei
Eintragung der GmbH - ein notwendiger Grundsatz?” ZIP 1982, 1141 at 1152; U. Hiiffer,
“Des Griindungsrecht der GmbH - Grundziige, Fortschritte und Neverungen™ JuS 1983, 161
at 168.
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the third party when executing is restricted to the "Vorgesellschaft's”
assets; those, however, have never been officially confirmed to be in
accordance with the statutory requirements. To adjust this deficit,
1mposing habihity on the acting person makes good sense®3

A restricted purpose stands for a restrictive interpretation. Accordingly, as
opposed to tormer interpretations, only the companys directors are
considered to be “Handelnde™. The company's founders are no longer held
hable under the provisions33 unless they purport to act as directors33s,
Originally, corresponding to the hablity. wide purpose, not only the
company’s directors, but also those who assented to running the business,
1e. the founders, were considered to be -Handelnde™36.  Thus, the
"Handelndenhaftung” changed to a mere officer's liab11ity33?.

To declare the director lable requires only that he acted on the company's
behalf; acting within authority is not necessary. Since, by its very nature,
the “Handelndenhaftung™ amounts to declaring agents liable, subtle
distinctions such as those prevailing at common law are not at the bottom
of the acting persons’ liability in German law. Whether the director acted as

agent or - like in Aewsarne’scase - “as the company”, in German law the

333 p. Nmer, supra, mte 320 ot para. 94; K. Schmidt, Lase Lomment NJW 1978, 1979 ot
1980; W. Theobeld, supra, note 323 at 41.

334 BGHZ 47, 25 st 29; BGHZ 65, 378 at 381.
35 BGHZ 51, 30 st 35; BGH NJW 1980, 287.
336 REZ 55, 304 at 304-305; RGZ 70, 296, 301-302.

337 P Ulmer, supre, mote 316 st 301; K. Schmidt, supre, note 333 ot 1980.
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solution wiil be the same because 1n both cases the agency relationship -
basis of the hability - existed. Unlike at common law, the acting person
need not be declared a principal before being held liable. Liability occurs in
any event. However, with regard to the contractual benefits the distinction
between acting as a principal or as an agent becomes important. only in the
former case would the law recognize the acting person's right to enforce the
contract. If he acts as director/agent, the right to enforce the contract is
not provided for338 whether he acted wi.h authority or not. The statutory
provisions in the &mbH-Gesetz and the dktiengeselr take precedence over
the general agency principle that agents without authority may enforce the
contract if the company does not ratify it (embodied in s. 179(2] of the
Hirgerliches Gesetzbuch 3332, In this context, when deciding whether the
“Handelnde™ is entitled to enforce the contract, German law does not
recognize the technical distinctions made at Common law either. A director
will be looked upon as a principal only if he acted clearly for himself -
without any reference to the company. To become liable as a "Handelnder” it
does not matter if the director acts on the "Vorgesellschaft's™ or simply on
the company's behalf340. |n both cases, the intent of immediately binding
the “Vorgesellschaft™ will be presumed. The contract being made with the
"Vorgesellschaft®, the third party - according to the purpose of the
“Handelndenhaftung™ - becomes entitled to further protection. This 15 not
the case if the contract expressly indicates that it should be effective only
upon the company's registration. Under these circumstances, the third party

328 p_Ulmer, supra, note 320 ot para. 105.
339 p. Ulmer, /074 at paras. 96a.
340 p_{Imer, 7672 ot para. 101.
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expects only the registered company to be its debtor; the capital
contributions then being officially controlled, there is no need for adjusting
the 1ack of asset control. From this it follows also that where hiability has
to be assumed 1t ceases as soon as the company 1s incorporated3¥!
Dissenters342 do not understand the merely provisional purpose the
"Handelndenhaftung” has to fulfill. Unlike at common law, the law as to the
acting person’s recourse against the company 1s clear: as long as he acts
w1thin his authonty, recourse is based on contract. in the case where he
exceeds his powers, he can still recover on the basis of negotiorum gestio
( Burgerliches Geselzbuch ss. 683, 684).

b. The Liability of the Founders

The founders are those who form the company. At the same time they are
its onginal shareholders. Since the l1aw largely aligns the “Vargesellschaft”
with the incorporated company, but still does not recogmze its equal status,
the question arises whether there is a “pre-corporate veil” exempting the
founders from personal liability. Some writers tend to draw this
conclusion343. For good reasons, the courts and the majority of legel
writers do not follow this suggestion. Since the privilege of limited

341 BGHZ 80, 182 at 183-184; W. Flume, supra, note 309 at 43 ff.; K. Schmidt, sypra note
3200t pora. 118; U. Hiiffer, supra, note 332 st 168; W. Theobeld, supra, mote 323 st 44

342 |, Huber, "Die Yorgesellschaft mit beschrénkter Haftung - de lege ferende betrachtet™ in
Festschrift fiir Robert Fischer (Berlin, New York: de Gruyter, 1979) 263 st 280-281; D.
Schultz, “Rechtsfragen der Yor-GmbH im Lichte der jingsten hdchstrichteriichen
Rechtsprechung - BGHZ 80, 129" JuS 1982, 732 at 739.

343 U Huber, 707d ot 281 ff., 268; H.J. Priester, sypra, note 332 ot 1141, 1151-1152; e
also D. Schultz, /277 at 728 (no liability efter filing of the articles).
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liability is available only when the minimum capital requirement is
fulfilled, the corporate veil cannot be established in the pre-incorporation
phase During this period the capital contributions have not yet been subject
to official control. One could argue that the "Handelndenhaftung” is
supposed to fill the gap. However, this view is exposed to objections First
af all, the "Handelndenhaftung” would not cover all liabilities as it 1s
confined to legal relations created by act of the party344. Besides, policy
reasons tell against allocating the risk to the company's directors343 who,
as opposed to the founders, do not run the business in their own interest. It
is true that they may have recourse against the "Vorgeselischaft”, but this
does not entirely shift the risk away from them: the reason why third
parties assert their claims against the "Handelnden™ will often be the
"Vorgesellschaft's™ lack of sufficient assets. Therefore, to allow the
shareholders to hide behind the corporate veil before the incorporation
procedure 1s accomplished would go too far. The founders’ personal hability

being after all indispensable, the real problem lies with 1ts scope.

According to the Bundesgerichtshof, the founders are personally liable oniy
to the extent of their contributions346. Many writers, however, do not
agree347 arguing that this view would lead to a paradoxical result inasmuch

344 W. Theobeld, supra, note 323 at 116.
245 w. Theobeld, 7272 at 117-118; U. John, supre, note 3184t 512.

346 BGHZ 65, 378 at 383; BGH WM 1985, 955 at 956; BGH WM 1983, 230 at 231; BGH NJW
1984, 2164; see also P. Ulmer, suprs, note 320 st parss. 63-64; HJ. Fleck, "Die neuere
Rechtsprechung des BGH zur Yorgesellschaft und 2ur Haftung des Handelnden™ ZGR 1975, 212
at 228-229; U. Hiiffer, supre, note 332 at 167-168; M. Lieb, "Meilenstein oder Sackgasse?
Bemerkungen zum Stand von Rechtsprechung und Lehre zur Yorgesellschaft™ in Festschrift
fiir Walter Stimpel (Berlin, New York: de Gruyter, 1985) 399 at 414.

347 K. Schmidt, supre, note 312 at 770-771; W. Theobeld, supra, note 323 at 75 ff.; G.
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as the founders are granted a privilege they do not even attain when the
company is incorporated: upon incorporation the founders may become fully
hable on the ground of the "Differenzhaftung” Indeed Limited habihity
during the pre-incorporation phase would appear to be inconsistent with the
liabihty scheme arising upon 1incorporation. This argument has been
criticized on the ground that unhimited liability before registration would
not create harmony either348 since the "Differenzhaftung™ means only pro
rata hiabihity towards the company whereas unlimited liability during the
pre-incorporation phase 1S tantamount to joint and several liabihity towards

the creditors themselves. It is admitted that there are differences.

Nevertheless, those who favour unlimited hability deserve approval. Acting
as or on behalf of a himited company as such does not suffice to create
limited liability. The law grants this privilege only when the minimum
capital requirement 1s fulfilled, 1e. when the assets are disposable to the
required extent. As long as this is not the case the principle of unlimited
liability prevails. It is not those who favour unlimited liability, but those
who - like the courts - want to protect the shareholders who have to worry
about consistency within the liablity system.

Derwisch-Ottenberg, supre, note 43t 57; W. Flume, “Die Haftung der Yorgeseilschaft bei der
Griindung einer Kapitalgesellschaft” in Festschrift fir Ernst von Caemmerer (TUbingen:
Mohr, 1978)517 ff., U. John, suprs, note 318 at 511-512; H. Wiedemann, syprs, note 326
al 454 11,

348 p_Ulmer, suprs, note 320 at para. 63.
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3. Pre-incorporation Contracts Entered Into Before the Company's Formation

Cerman law recognizes the existence of an autonomous "Vorgesellschaft”
only after the company has been formed. Therefare, the aforesaid rules
apply only when the shareholders have agreed formally (recorded by a
notary) upon the company's formation or - 1In the case of an
Aktiengesellschaft - after the shareholders have subscribed the total
amount of the nominal share capital However, pre-incorporation contracts
are made even before this date given the fact that the company's formation
does not immediately follow the future shareholders’ first (informal)
agreement to 1ncorporate a business. The need for making contracts is
paticularly obvious when the founders intend to bring in as a non-cash asset
8 going business. The rules governming this stage are quite different from
those pointed out above. They deserve particular attention within this
comparative analysis because for want of @ "mediator™ as embodied by the
"Yorgesellschaft™ the starting points are similar in German and in Anglo-
Saxon law.

Under German law, as soon as the future shareholders agree in some way
upon forming & company, the constitute a civil partnership (*Gesellschaft
birgertichen Rechts", see Sargeriiches Gesetztuch ss. 705 11.). If they run a
business, the civil partnership automatically becomes a commercial
partnership ("Offene Handelcgesellschaft”, see Aande/sgeselztuich, ss. 109
1 3349 Liability on pre-incorporation contracts is therefore governed by
partnership rules, company law being of no impact. Thus, all par‘ners are

349 BGH NJW 1983, 2822; P. Ulmer, suprs, note 320 at para. 21.
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jointly and severally liable on all contracts effectively made on theiwr
behalf. Easy in principle, the application of this general rule may cause
hardship Two questions arise: What 1s to be required n order to bind the
partnership, and secondly, n the case of a binding contract, when and under
which conditions does habihty cease?

As to the first question, problems will frequently emerge from the fact that
the contracting partner acts for the graposed company (company “in
Grindung) In tius case, 1t is doubtful whether the contract is made with
the partners (or the partnership 1f a commercial partnership is 1nvolved) or
the future (Vor-) Gesellschaft. If the business is in existence, the
enterprise’s aciual holder, ie. the partners or the partnership, will be
considered contracting partners on the ground that those who make business
related contracts are presumed to act for the actual holder330. |f the
business 1s not yet in existence, several factual patterns have to be
distinguished: in case of disclosure of the facts to the third party, the
contract might be effective immediately in terms of binding the partners or
the partnership, or merely provisional in the sense that only the
incorporated company or the "Vorgeselischaft™ shouid be bound. In the latter
case, the company/-vorgesellschaft” has to assent (see BGB, s. 177). Which
alternative prevails will depend on a subtle interpretation of the contract.
Presumably, the parties intend an immediately binding effect as it cannot be
assumed that the third party accepts to be bound without being certain that
the contract will ever by effective33!. If the third party is not aware of the

350 BGHZ 91, 1486 at 152; K. Schmidt, suprs, note 319 at para. 16,

351 BGH NJW 1982, 9328t 933.
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fact that the company has not yet been formed, the acting person is liable on
the principle that acting for a nonexistent principal is tantamount to acting
‘w1thout authority (see AG6A s 179)%52. Besides, there is no room for
declaring the acting person liable. &mtHE S, 11(2) and 4414 s. 41(1) apply
only to the "Vorgeselischaft™333. Considering the limited purpose of the
“Handelndenhaftung” the Bundesgerichtshof has given up its former view334
that the aforementioned provisions applied also before the company's
formation.

Turming to the question as to the time when the partners’ or the
partnership's liability ends, the principle is that liability remains
unaffected by the formation and the registration of the company. If the
parties intend to end the founders' liability upon one of these events, they
have t0 so agree. Recourse to the parties’ intent does not always provide for
immediate resuits for frequently the parties will not make any
arrangements It being left to the courts to interpret the parties’ will, the
Bundesgerichtshof has had some difficulty with this issue. Originally
tending to consider the founders’ liability as some kind of provisional
liability just securing the creditors’ interest until the incorporation is
accomplished®S the Bundesgerichtshof now opts for the opposite solution:

unless the parties expressiy agree otherwise, they are presumed to have

352 K. Schmidt, sypre, note 310 at para. 17.

353 BGHZ 91, 148; P. Ulmer, sypra, mte 320 at para. 24.
354 BGH NJW 1962, 1008.

333 BGH NJYf 1982, 932 at 933.
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envisaged that the founders’ liability should outlast the company's birth3d,
Another question is whether liabihty ceases in the case thal later the
“Yorgesellschaft™ or - 1f 1t does not want to - the company steps into the
contract.  Contracts made before the company 1s formed are not
automatically binding on the "Vorgeseilschaft”™ (or - 1f not adopted by the
"Vorgeselischaft” - on the company)®37. Generally - 1f the third party 1s
ayvare of all facts - @ new contract 1s required, the third party's assent to
the debtor's exchange thus being indispensable338 Mere ratification is
sufficient if the contract was intended to be effective on the company's
formation, 1n this case, however, the problem of the founders' release does
not anse because no liabihity was created. Not more than ratification is
required in the further case where the third party makes the contract
believing that the company has already been formed. It 1S not necessary to
make a new contract because the third party gets exactly what the
contracting party is supposed to have contracted with. The acting person's
liability, based on the general idea that agents without authority have to be
held liable (see A6A s. 179), ceases immediately upon ratification, the
agent’s statutory liability, considered to be a liability for breach of
warranty®?, now being obsolete.

356 BGH NJY 1983, 2822; OLG Diisseldorf BB 1987, 1624; see also P. Ulmer, supra, note 320
at pars. 23; K. Schmidt, supre, note 319 at pars. 17

357 BGHWM 1985, 479; P. Ulmer, sopra, note 320 at pera. 23.
358 BGI NJW 1982, 932 at 933,

339 See BGHZ 39, 458t 51; BGH NJW 1970, 241.
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Y. Policy Reasons in Conflict With Established Principles of Law: Pre-
incorporation Transactions From a Comparative Point of Yiew

In all juricdictions examined here the law of pre-incorporation transactions
has been in =nn tant change over the past decades. Common law
jurisdictions wholly or partly moved away from the original approach and
Serman law as 1t stands now does not follow the original rules although the
relevant statutory provisions have not been changed since the last century.
Interestingly enough, even on the occasion of modern reforms (AktG: 1965;
GmbHG: 1980), the legislator did not change the statutory rules, but rather
left it expressly to the courts to develop a comprehensive liability
scheme360 - quite a remarkable finding for a legal system that is based on
statutory provisions, not judge-made rules. In 8 way legisiative attempts
recently made in Canada, Australia and New Zealand where the courts are
entitled to differ from the statutory liability scheme illustrate as well that
inferring simple rules from a variety of factual patterns may cause
considerable hardship. But as evidenced by the abrupt abolition of highly
technical rules which prevailed for a long time at common law as to the
promoter's liability, the difficulty lies less with the variety of
circumstances under which the problem of pre-incorporation transactions
arises. The German legislator's reserve and the diverging approaches to be
encountered in common law jurisdictions are better explained by the
fundamental conflict between business needs on the one hand and

established legal principles on the other.

360 W_Theobald, supranote 323 at 9-10.



¢

109

The 1ssue of pre-incorporation transactions constitutes a challenge for
traditional concepts of law The businessman's undemable need for making
contracts before the company 1s incorporated puts to the test principles of
contract, agency and corporate 1aw The company being bound \n advance
might best reflect the parties’ intentions, contract and agency law,
however, do not directly allow for such a result offering at best
cumbersome devices. Corporate law principles are affected inasmuch as the
1dea of a fictitious corporate entity 1s at stake The wish for immediately
binding contracts conflicts with the concern to keep the company's
endowment uncharged upon 1ts coming 1nto existence As 1llustrated by a
mintmum capital requirement and strict capital preservation rules this
concern 15 mainly felt under German law which like other Eurcpean legal
systems assumes a necessary linkage between the raising of minmmum
capital and the privilege of limited liability by creating a body corporate3é!
By contrast, in angio-saxon jurisdictions the privilege of limited hability
does not depend on the fulfiliment of mimimum capital requirements leaving
aside some American states where starting business - not the incorporation
itself - hinges on some initial capitalization usually not exceeding
$1,000362. Among common law jurisdictions, an equivalent to German law
is only to be found in Britain where public companies cannot commence
business before £50,000 or such other sum as the Secretary of State may
order are paid in33. The requirement goes back to the adjustment of the
British Companies Act to the other E.E.C. members’ company law. Although,

351 See H. Wiedemann, supra, note 311 at 557-558; K. Schmidt, supra, note 312 at 396 ff.
362 gee R.YY. Hamilton, suprs, note 182 at 43- 44,

363 Lompaniesdct(UK.),s. 117(1).
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basically, Anglo-saxon corporate 1ay 1s not concerned with the preservation
of capital, apprehensions about the future company's assets are nonetheless
the basis of the reluctance to make binding on the new company contracts

made 1n advance on 1ts behal 1364

Corporate law principles are furthermore challenged where a business
exists before incorporation 1s accomplished. The question arises whether
and, 11 the answer be affirmative, to what extent, the formal non-existence
can be disregarded on the ground that the substance of what 1s to receive a
“corporate coat™ 1s already in existence. In some way, the problem is
opposite to the problems dealt with under the heading “piercing the
corporate veil". German law has been focussing considerably on this point

even where a business 1s not yet in existence.

In response to these challenges, diverging solutions have been developed, the
most far-reaching being in Germany where the law has largely taken 1t nto
consideration that registration does not necessarily reflect the company's
“real” birth. Thus, as to the question, how the company can become a
contracting party German law has found 8 specifically corporate solution by
anticipating the company's existence in such a way that their parties can
contract with a “quasi-corporate” entity even before the company is
registered There is no need for 8 modification, contract and agency law
principies remain unaffected. Common law jurisdictionsde not go so far. To
facilitate the company's stepping into the contract agency and contract
rules are modified in order to give the companies the right to become a

364 N. I1ssacs, “The Promoter: A Legisiative Problem” (1925) 38 Harv. L. Rev. 887 at 899.
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party to the contract by a unilateral act English law, in this respect, did
not undergo any development as 1t still preserves the traditional rules, 1e
requiring a new contract The finding that German law marks the clearest
disengagement from basic principles of law 1s somewhat surprising given
the fact that being obliged to the principle of capital maintenance 1t faces
the greatest difficulties in developing a solution that permits binding the
company 1n advance It 1s true that the fear that the company's assets could
be dimimished right at the outset aiso makes common law jurisdictions
retuctant to accept prematurely binding contracts But, sine there 1s
generally no requirement for minimum capital and therefore no justification
to rely on some sort of capitalization, one wonders why common law
junsdictions have not developed a solution similar to German law ‘Where,
as in Britain and in some Amenican states, mimmum capital must be paid in
S0 as to commence business some kind of “Differenzhaftung” could be

established to ensure that the requirement 1s fulfilled36d

Nevertheless, among recent legislative attempts to solve the pre-
incorporation contract prablem, none seriously considers allowing for
prematurely binding contracts. Only in the course of the Ontario law reform
was such a solution discussed366 However, returning to a legal position
that had already prevailed in England before the Court of Common Pleas
decided Aelnervy £Hexterin 1866 was not recommended. Interestingly

enough, reluctance was not founded on the concern that the company should

365 As to English 1aw see proposals made by T. Reith, “The Effect of Pre-incorporation Contracts
in German and English Company Law™ (1988) 371.C.LQ. 109 at 129.

366 | swrence Report, supra, note 220 at 10, 12.
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not come into existence burdened with obligations. Rather the reason was
that there is no defined class of persons who are authorized to bind the
company before incorporation3¢? Some writers, though, 1aid stress on the
danger emerging from burdensome obligations imposed on the company upon
its birth38 whereas the latter concern might be corrected by providing for
some sort of "Differenzhaftung”, the first point appears to be the decisive
obstacle that prevents common law jurisdictions from recognizing the
binding effects of contracts made on the companys behalf before
incorporation. As was pointed out elsewhere, the term “promoter” is not a
term of law. It does not indicate any kind of relationship to the future
company. Promoters will often control the future company, but this 1s not
necessarily so. To make pre-incorporation transactions automatically
binding in response to business needs, it was suggested that the promoter be
given a legal form by providing for 8 defined scope of authority and - in
order to protect interests of third parties - for registration9 Compared
with the approach taken in most common law jurisdictions at present, this
solution 1s clearly more complicated. Instead of setting up a statutory
limitation of authority and providing for a registration system, it is
probably preferable to leave it to the company to decide if it accepts the
contract made on its behalf before incorporation®*?0. Nevertheless, the
forementioned proposal deserves attention inasmuch as it points precisely
at the weak point: the non-qualified relation between company and

367 Lawrence Report, /7 at 12.

368 F J. Nugan, suprs, note 6 at 200- 201; L. Getz, supre, note 1 at 402,

369 N, issacs, supra, note 364 at 900-901; J.P. Zimmermann, supre, note 202at 171-172.
370 RA. Kessler, supra, note 137at 578-579 n. 45.
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promoter. German law, of course, has to deal with the same question: the
problem was solved by recognizing a pre-incorporation entity acting through
the future company's director who - authorized by the founders - may bind

. the company effectively even before the incarporation procedure s

accomplished 0One has to keep in mind, however, that the need for a legally
fixed relationship between promoter and company marks also the limits of
the device: a specific relation between both can only be recognized after
the company’s formation, 1.e. upon ‘he shareholders’ formal agreement to
incorporate Before the company's formation, a specific agent-principal-
relationship 1s missing; therefore, the legal problems arising 1n German law
before the company's formation are quite the same &s those common law
jurisdictions generaly have to deal with before incorporation.

Nevertheless, German law admittedly offers an appropriate solution for a
considerable part of pre-incorporation activities. A model solution for
common law jurisdictions? Despite all the advantages the answer must be
in the negative. The underlying conditions that make the German solution
possible are not to be encountered in common law jurisdictions. Due to the
fact that after the company's formation it takes several months or even
more than one year to achieve incorporation, it makes sense to develop the
idea of the ~vorgesellschaft™ as a separate entity which takes part in
commercial life. In common law jurisdictions, since there is ususily no
minimum capital requirement and hence no time-consuming asset valuation,
incorporation is not preceded by such a long phase where it can be said that
the corporate entity has already pertly crystaliized. Wwhere minimum
capitalization is required, the situation is not different because the
fulfillment of the requirements operates as a condition precedent, the
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company not being allowed to start business before; incorporation as such 1s
achieved regardless of whether the company complies with the requirement
ar not37

Although the German solution cannot be transferred directly to Anglo-Saxon
law, there might still be a way to turn to account its underlying idea of
continuing hability. A legal relation between the acting person and the
future company being crucial, contracts made by "agents™ can never be
binding on the company. The outcome could be different if the contract was
not made by 1 promoter who himself has no direct interest in the company
but by such persons who incorporate a business as shareholders. The
question arises whether pre-incorporation contracts made by these persons
could be considered as being made with a partnership and - upon
incorporation - virtually automatically binding the company. Such a solution
could be justified on the ground of personal and substantial identity
between the incorporated and the yet-to-be-incorporated business. English
law, unfortunately, is cool to this idea. Although 1t might generally be
doubtful372 if co-promoters as such carry on “a business in common with a
view to profit™7?3, the requirement should be looked upon as fulfilled at
least where the co-promoters are founders and make as such contracts for
the business - already in existence or not3?4. English 1aw does not draw this

3N See Lompenies 4ct{UK.),s. 117; as to American law see HG.Henn & J.R. Alexander, supre,
note 148 at 338 f1.

372 £ H. Scamell & RC. I'Arson Banks, Zindley on ihe Lav: of Farinership, 15th ed. (London:
Sweet & Maxwell, 1984) at 22-23.

373 See Partnership Act(UK.),s. 1(1).
374 1 Reith, suprs, note 3658t 117.
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conclusion. As was stated in kerth Spicer Lid v. Mersell} 373, Lo assume a
partnership common activities undertaken to set up a business are not
sufficient Accordingly, one has to conclude that the requirement would be
considered as fulfilled where the promoters incorporate a current businss.
American law does not seem to follow this arbitrary distinction®76 thus
leaving much room for a iability transfer on the corporation. Since the
legal distinction between partnership and corporation as two separale
entities cannot be neglected, such a transfer can only be quasi-automatic in
the sense that there is a presumption that liability was assumed by the
corporation377.

However, it must be emphasized that such a presumption is only justified in
cases where the partners simply "put on a new coat™3’8. For instance, In
cases where the assets are only partially transferred to the corporation®”?
or where partners withdraw entirely while other persons become
shareholders380 the presumption does not apply. Also in Canadian law, 8s

well as in Australian and New Zealand laws, the relationship between

373 (1970) 1 ANNE.R. 462 (CA.).

376 plzer Streel Metal Work, Inc.v. Reynolds & Marshall (1949), 43 So. 24 169 at 171 (lLa.,
CA.); Melisewskiv. Singer(1979),598 P. 2d 1014 (Ariz. CA.)at 1015

3T Moore & Mndley Merdvare Co.y. Towers Merdvare 0.(1889), 6 50. 41 (Als,, SC ); Rwity.
Wriliams Sporiswesr, /. (1961), 174 N.E. 2d 492 (NY.,CA); Scellerv. e (1957),
135 A. 2d 775 (Pa., Superior Court); Arthur Llevelor LD.9. grove (1975), 236 N.¥. 2d
383 (lows, S.C.); soe also Slumenthelv. Schneider{1925), 203 N.W. 393 (whsc.,SC).

378 Fielcher Cyclopedie of lhe Law' of Frivete Corporations, vol. 8 A {Wilmore, 11.. Cailaghen,
1982, suppl. 1988) at para. 1014,

379 pitistield General Hospilalv. Markers(1969), 246 N.E. 2d 444 (Mass., S.JC.).

280 ynjversal Pictures Corp.v. Roy Devidge Film Ledorstory (1935), 45 P. 24 1028 (Distr.
CA., Third District, Ca.).
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promoter and corporation has impact. The promoter's position towards the
corporation 1s called a decisive factor the court has to take into account
when exercising 1ts discretion3®!  Thus, all legal systems discussed here
leave a loop-hole permitting, to some extent, a legal fiction to be
disregarded where to take consideration of it would appear artificial in the
light of the surrounding facts. Those are mainiy personal and substantial
1dentity between the incorporated and the yet-to-be-incorporated business,
an aspect which 1n American legat literature was emphasized early on as an
important one in the context of pre-incorporation transactions382. in a more
comprehensive way, the aforementioned i1dea 1s at the bottom of Adolf
Berle's theory of enterprise entity, which according to this author allows
also for an appropriate solution to problems emerging from pre-
incorporation transactions383.  But despite these discrete tendencies
towards recognition of continuing liability Anglo-Saxon law in principle
remains loyal to the idea of the body corporate as a separate and
autonomous legal person. English law does not even show any readiness to
reach a compromise between legal principles and commercial reality - hard
to understand not only from the German point of view, but also from that of
other common law jurisdictions.

Traditional concepts of law are at stake also with respect to the promoter’s
llability. Applying contract and agency rules to agreements made by

381 M.A. Maloney, supra, note 231 ot 412-413.
382 {3, Richards, supra note 192 st 100; M.W. Ehrich & L.C. Bun2l, sypra, note 139 at 1042,

383 AA. Berle, "The Theory of Enterprise Entity” (1947) 47 Col. L. Rev. 343 at 358; see also
N.L.Zemke, “Pre-incorporation Subscription Contracts in Michigen™ (1957) 34 U. Det. L.J.
662 at 668-669.
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promoters has turned out to be an inappropriate way to handie the problem:
promoters - at least usually - act like agents, but cannot be considered as
such because the principal 1s not yet wn existence. To say that the promoter
acts like someone who makes a contract for “Dobbin, a horse 384 might be
legally correct but does not lead to an adequate result: the purchase of food
for a horse 1s not tantamount to an agreement made on behalf of a yet-to-
be-incorporated company. Consequently, all attempts to base the promoter's
liablity on an intention test are misleading: generally promoters do not
intend to become contracting parties nor does the third party expect them to
have such an 1ntention385

Since the contractual analysis does not offer any guidance uniess there is a
clear and unequivocal agreement, the grounds for liability must be found
elsewhere. Thus, whether the promoter should be held Yiable or not, is first
of all a matter of policy. Under this footing one might be inclined to protect
the mostly “innocent™ promoter38 and plead for non-liability as a general
ruie38?; on the other hand, it cannot be neglected that promoters often turn
out to be dubious entrepreneurs, third party protection thus becoming a
prior-ranking concern3®. To decide the question according to the type of

384 Expression used by D.F. Yagls, Basic Lorporstion Law, 3d ed. (Westbury: The Foundation
Press, 1989) at 98.

385 M.w. Ehrich & L.C. Bun2l, supra, note 139 at 1020, 1023, 1037, RL. Rogers, syprs, note
1653t 1270; JAF. Wendt, supre, mote 155 at 465; RA. Kessler, supres, note 137t 584; 6.
Shapira, supre, note 56 at 313; F. lacobucci et al., supra, note 215 at SO; J.F. Hambrook,
suprs, wte 291 st 143;G.R. Sullivan, syprs, note S54.at 123,

386 RA. Kessler, supra, note 137 at 569; see also M.H. Ogilvie, supra, note 13 ot 343,
387 RA. Kessler, 7572 at 588 n. 68.

388 J. Smith, sypra, note 207 at 297.
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promoter does not seem to be the right approach since at private law
liability is considered to be a way to allocate risks, not a sanctioning
instrument  Starting from this principle, holding the promoter liable
reqardless of whetner he acted innocently or wn bad faith appears to be the
right solution. This is also true from the third party's perspective: the risk
allocation has to be the same notwithstanding the third party's knowledge

about the non-incorporation38?,

Pre-incorporation contracts are made with a view to the company. In Anglo-
Saxon law, to achieve the intended result the company has to come into
existence and to accept what was agreed upon before. The risk that these
events will occur lies manifestly with the promoter for as a matter of
business reality he is in control of the situation thus being able to take the
necessary steps3%0. It does not matter if In fact he is not, because acting on
the company's behalf i1t can at least be said that he purports to have
influence on the further proceedings. There is much truth in the statutory
approaches taken in Australia, New Zealand, Alberta, and the Yukon Territory
indicating as a basis for liability a presumed warranty to the extent that
the company will come into existence within a reasonable time and then

adopt the contract391,

3689 MW. Ehrich & LC. Bun2l, suprs, note 137 at 1018; M.H. Ogilvie, supra, note 13 at 327 ff.

390 | Getz, supra note 1 at 405; J. Smith, supra, note 209 st 290; M.H. Ogilvie, suprs, note 13
al 329; see also Lawrence Report, supre, note 2204t 12.

391 Ses also R.L. Rogers, supra note 1654t 1271.
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Hence it seems to be justified to assume an interrelation between the
parties’ intention and the promoter's hability, but this 1s meant in an
entirely different senser the parties imphiedly create some kind of
"alternate” liabhtyd®2  Tms view of the principles underlying the
promoter's liability 1s reflected also in German law where promoters act
without being authorized by the founders or - after formation - by the
directors. They are liable by virtue of &6£ s 179, a provision that 1s
considered to establish some sort of secondary hability without making the
"agent” a contracting party3®® although - as opposed to the
“"Handelndenhaftung” according to &mibHG s 11(2) and A416 s 41(1) - he is
entitled to enforce the contract. Insofar as the promoter are founders (then
liable as partners and after the formation of the company as guarantors) or
directors (then liable by wvirtue of &moHE s 11[2)] or AktG s 41[1])
different principles apply which are explained elsewhere and are not of
interest here.

The reasons underlying the risk allocation with the promoter also allow
definition of where liability has to end. Since the third party 1s only
justified in relying on the company's incorporation and its subsequent
acceptation of the contract, the promoter must be relieved from personal
liability when these expectations come true. Continuous liability would
operate as 8 security against deficient capital endowment - a concern that
is not protected in common law jurisdictions there mostly being no

392 RA. Kessler, supra, note 137 at 593; see also G.H.L. Fridman, supra, note 59 at 1606
( “alternative parties”).

393 Y. Dilcher, in o/ v. Sleus¥ngers Xommenlar rum Birgeriichen Geselzbuch, Erstes Buch,
Allgemeiner Teil, ss. 90-240, 12th ed. {Berlin: Schweitzer, 1980)s. 179, para. 2,12.

e
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minimum capital requirement. Furthermore to hold the promoter liable even

after incorporation would put the third party in an even better position than
1L had 1t 1t nad made a contract with the company after incorporation.

Therefore, the so-called gawble securily rifeprevailing 1n the United States
and 1n the Province of Quebec has to be rejected.

This comparative survey has revealed that the 1ssue of pre-incorporation
transactions constitutes a challenge to established principles of law in all
legal systems dealt with here. In response to this challenge traditional
concepts have been modified recognizing n principle that pre-incorporation
contracts are of & particular nature and can hardly be strait-jacketed by
established rules of law. Starting from this perception common lew
jurisdictions and German civil 1aw have developed concepts that differ in
extent and approach. German law probably took the most imaginative
approach in developing a specifically corporate solution. On the other hand,
English law preserving - at least in part - the original rules marks the other
extreme. Other common law jurisdictions took into account business needs
by extending contract and agency rules by means of analogy. However
“modern” the German solution might appear, its adoption in common lawy
jurisdictions does not seem to be possible since the crucial prerequisites
simply do not exist. But notwithstanding this fact the law as 1t stands now
- less in Britain, more so in the other countries - constitutes clear progress
from the original position since it provides more ~security of
transaction™3%4. This is @ major concern commercial 1aw has to ensure in
this area.

394 N.N. Green, supre, nmote 148t 677.
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