LWB334 – Riedel Notes
 
                                                                    Semester 2, 2008


Module 2A – Promoters Duties

1.
Issue

Does [company] have any remedy against [promoter]?


IF Pre-Incorporation Contract (Refer to Module 2B Outline)

A pre-incorporation Contract is one that is made or entered into on behalf of or for the benefit of a company before it is registered: s131(1) CA. 

In this case the contract between [plaintiff] and [promoter] is a pre-incorporation contract.

2.
Is [Promoter] a promoter?
Promoter is not defined in the Corporations Act, therefore we must rely on the common law definitions.  Historically it was defined broadly to cover a wide range of persons involved in the formation and initial operations of company.  

It is commonly held that a promoter is defined as ‘one who undertakes to form a company with reference to a given project and to set it going, and who take the necessary steps to accomplish that purpose: Twycross v Grant per Cockburn CJ.

Three categories of promoters have been established, and distinction drawn between active and passive promoters: Tracey v Mandalay
Tracey v Mandalay Pty Ltd (1953)

· A company purchased land on which it intended to construct a block of flats

· The land was sold at a profit to Mandalay Pty Ltd

· Mandalay advertised for applicants for parcels of shares, each which entitled the owner to sole use of a flat

· The flats were never built and Mandalay brought an action against the promoters and vendors of the land to recover moneys paid by its shareholders

Held the following were promoters

· Various shareholders of the company that initially purchased the land and took part in the scheme

· Some were actively involved, others took no part but stook to profit and allowed the other promoters to act on their behalf

· Some were held to be promoter even though they had fallen out with the active promoters and stook only to recover their original contributions after commencing litigation

IF active Promoter

Here, [promoter] would be described as an active promoter as they are a person (or a company) who has:

1) Played a central role in the formation of the [company] by being:

a) A person who gave instructions for the preparation or lodging of necessary documents for registration of a company

b) A person who organised the company’s directors and officers

c) A person who has negotiated pre-incorporation contracts

2) Been instrumental in organising the first share capital (investors) such as being instrumental in issuing a prospectus :

a) Disclosure document, or negotiated or underwriting a contract

IF passive Promoter

Here, [promoter] would be classified as a passive promoter as they are content to leave it to others to do the direct promotional work, but also know the plan of promotion and has an understanding with the promoter that he/she will share profit coming from the plan: Tracey v Mandalay
IF Promoter is a Professional Person (Solicitor, accountant, banker etc)

Here, [promoter] is a professional person, and therefore would not be treated as a promoter when the work they are doing is no more than paid services in the ordinary course of their profession on behalf of those who seek or incorporate the company: Emma Silver Mining Co Ltd v Lewis
3.
Duties of [Promoter] as a promoter

General Law

Fiduciary obligations to act in good faith and to avoid conflicts of interest are imposed on promoters.

Promoters have a duty to act in good faith. They also have a duty not to permit their personal interest to conflict with their duty to the company (the conflict rule)…

IF Conflict of Interest

The [promoter] must make full and fair disclosure of an interest in any contract entered into by [company].  The disclosure must include all material facts which the company ought to know including information pertaining to the nature of the enterprise being established and any secret profits made in relation to the formation of the company: Gluckstein v Barnes @ 249, Tracey v Mandalay Pty Ltd
Disclosure must be made to:

1. An independent board of directors, if one exists: Tracy v Mandalay Pty Ltd 

· Not sufficient to disclose to a Board of Directors which is involved in the scheme: Gluckstein v Barnes; Tracy v Mandalay Pty Ltd
2. Those induced by the promoter to join the company ie existing or potential shareholders. Disclosure can be made through the constitution, prospectus or any other way as long as all persons are fully informed: Gluckstein v Barnes
3. All members, if the plan involves no offer of shares to outside investors and ends with the setting up of a private company: Salomon v Salomon
Gluckstein v Barnes [1900]

· A syndication was formed to purchase a particular property being sold by a liquidator

· The syndication first repaid a debt owing to mortgagees of the property at a discount of 20k, and then paid 140k for the freehold

· The syndication sold the property to a company for 180k

· Profit of 40k was revealed but no mention was made of the profit of 20k resulting from the discount on the mortgage

· Company sought to recover the profit

Held

· Promoters were under a duty to disclose all profits made and that disclosure to a board of directors comprised of other members of the syndicate was insufficient

· Promoters who shared the secret profit were severally liable for the full amount
Duration of duty

· Duties owed for the entire period during which a person Is a promoter. Duration is a question of fact and depends on when the person becomes or ceases to be a promoter.

· The person may be a promoter before the incorporation of the company. If so, will be a promoter for as long as the formation of the company continues – this could include the issuing of a prospectus, raising of funds from the public and the performance of Ks imposed upon the company by the promoters.

· A person may continue to be a promoter even after the appointment of the board of directors where the directors are passive and act in the interests of the promoters.

 It is also necessary to consider the duties imposed on [promoter] by way of the Corporations Act… 
Corporations Act

The general law duties of promoters have, to some extent, been superseded by the Corporations Act where approaches to potential investors are by offer of securities for issue or sale.

Chapter 6D Corporations Act requires [promoter] to make full disclosure; s706 CA, unless an exception applies.  The disclosure document is normally a prospectus: s709 CA
Disclosure Documents

To satisfy the disclosure documents [promoter] must disclose:

· Terms and conditions of the offer: s711(1) CA
· The interest of a promoter in the promotion of the company, property acquired by the company in connection with its promotion or the offer of securities: s711(2) CA
· The amount paid or payable for the promoter’s services: s711(3) CA
Here, [promoter] has/n’t satisfied the disclosure requirements, however, [promoter] may be exempt from the disclosure requirements if [company] is: s708 CA
1) they are small scale offerings ie issues made personally to persons not exceeding 20 in number and not exceeding $2 million in any 12 month period: s708 (1)-(7) 

2) Large offers –do not need disclosure if: s708(8)(a)(b)
a) the minimum amount payable for the securities on acceptance of the offer is at least $500,000.

b) The amounts paid and previously paid add up to at least $500,000.

c) A certificate from a qualified accounts shows that the person

i) has net assets of at least $2.5 million; or

ii) has a gross income for each of the last 2 financial years of at least $250,000

3) Offers to professional investor, which include financial services licences, body regulated by APRA, trustee of a superannuation fund, listed entity, person who controls at least $10million, body corporate who carries on the business of investment in financial products: s708(11)
4) Offers to senior manager of the company or a related company or their spouse, parent, child, brother or sister: s708(12)
4.
Remedies

Therefore, [promoter] has breached their duties as promoter.  It is necessary to consider both the common law and statutory remedies. Most of the time, the promoter will have made a secret profit under the contract. The law provides several remedies against the promoter…

Common Law
Rescission

If [member] or [company] decides to pursue [company] then the common law remedy could be recession of the contract for the sale of [item] and restitution to return the parties to their pre-contractual positions: Tracey v Mandalay 

However, rescission will not be available if:

· It is not possible to restore the parties to their pre-contract position.

· Third parties have innocently acquired rights to property

· Recession is not done promptly after failure of disclosure

· The company ratified or affirmed the contract.

Therefore, in the present case, rescission [will/will not] be available to [company].

If Rescission Not Available

If rescission is not available then equitable damages may be awarded against [promoter] measured at the profit they are made: Tracey v Mandalay
If Rescission Available and Fraudulent misrepresentation by promoter

In addition to a rescission, damages may also be awarded to [company] when there has been a fraudulent misrepresentation made by [promoter].  The appropriate measure of damages would be [promoters] profit on the sale of property to [company]: Re Leeds and Hanley Theatres of Varieties Ltd.

Re Leeds and Hanley Theatres of Varieties Ltd.
· A company contracted to purchase 2 music halls for $245,000

· The money was transferred to both nominees, however, it was not apparent that the promoter of the company owned the land himself

· The new company (Leeds and Hanley Theatres of Varieties Ltd) contracted to purchase the halls from the nominee for $75,000

· The board of Directors of the new company were not independent
Held

· There was a fraudulent and deliberate breach of fiduciary duty

· The measure of damages was the amount of profit made

IF a promoter acquires property on its own account

[Promoters] fiduciary duty will not extend back to the time of the purchase of the property if [property] is acquired on [promoter’s] own account.  The court will not hold the promoter liable to account, as this would be asking the court to rewrite the contract of sale and to order the promoter to sell the property at a lesser price: Tracey v Mandalay.  

If [company] proceeds with the sale of property, it will not be permitted to recover any secret profit made by [promoter]: Tracey v Mandalay

In these situations it is unclear whether other remedies, such as account of profits and equitable compensation are available, however it has been suggested that these remedies should be available in order to prevent injustice: Aequitas v AFEC per Austin J.  

Account of Profits
An account of profits may be available to [company].  

IF a promoter acquires property on its own account

It has been suggested by Austin J in Aequitas v AFEC that where [company] proceeds with the sale of property acquired by [promoter] prior to become promoter on their own account, a remedy of account of profits should be available, to prevent injustice.  

However, this is not definitively decided.  

IF Promoter acquires property as a fiduciary

Here [promoter] has acquired the property in the role of fiduciary of [company], thus entitling them to an account of profits/constructive trust order.
Corporations Act
[Promoter] may be liable under the Corporations Act for beach of the following provisions:

IF Non-Disclosure

[Promoter] may be liable for non-disclosure of information regarding their interest in the promotion of a company to any person who suffers loss or damages: ss 728, 729
· [Promoter] must not have made misleading or deceptive statements in the disclosure document: s728(1)(a)
· [Promoter] must not have omitted material required: s728(1)(b)
· [Promoter] must not have failed to update disclosure document when new circumstances arise which need to be disclosed: s728(1)(c)
IF Breach of Duty

[Promoter] may be liable for a breach of duty, including fiduciary duty, where [company] has suffered loss or damage by way of s588(2):

(a) fraud, negligence, default, breach of trust or breach of duty and

(b) the corporation has suffered, or is likely to suffer, loss or damage as a result of the fraud, negligence, default, breach of trust or breach of duty

Where such damage has occurred, the court may make an order against [promoter] to: s588(4)
(a) pay money or transfer property to the corporation; and 

(b) pay to the corporation the amount of the loss or damage.

If Benefit resulting from an Insolvent Transaction

[Promoter] may be liable to the liquidator of [company] for any breach which results from an insolvent transaction: s588FH
