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Module 2B – Pre-Incorporation Contracts

1.
Issue

Can [Plaintiff] enforce the contract for [contract type] against [promoter] and/or [Company]?

2.
What is a Pre-incorporation Contract?

A pre-incorporation contract is one that is made or entered into on behalf of or for the benefit of the company before it is registered: s131(1) CA.  Here, the contract between [plaintiff] and [promoter/company] is a pre-incorporation contract.  

3.
What is the effect of a Pre-incorporation contract on [Company]?

Under the common law [company] will not be liable under the contract as [promoter] was contracting for [company], which at the time of the contract had no capacity to contract as a legal person: Kelner v Baxter 

Kelner v Baxter (1866)

· Three purported directors bought goods on behalf of a company yet to be formed.

· The company was later registered but became insolvent before the goods were paid for.

Held

· The directors had acted without a principal as no company had existed at the time of the contract. 

· The directors were therefore personally liable on the contract.

IF Novation of the Contract occurs

Here, [company] may be bound by the contract; if a new contract between the parties is created after [company] is incorporated: Howard v Patent Ivory Co
· Novation = totally new contract between the same parties, albeit on the same terms

4.
What is the effect of a Pre-Incorporation contract on Promoter?

There is a strong presumption that promoters were personally liable where they expressly contracted “on behalf of the proposed company”: Kelner v Baxter
IF question of Agency

Here, [promoter] has intended to contract on behalf of [company], which at the time did not exist.  Therefore [promoter] will be personally liable.

IF all parties assume the company was validly incorporated

Here, liability may extend if it can be shown that [promoter] was not acting as principle or agent, but merely authenticating [company’s] expression of will: Black v Smallwood.

IF Promoter signs to authenticate company’s signature
Here, [promoter] has signed the contract to authenticate [company’s] signature in belief that the company was formed.  Therefore, [promoter] would be liable for damage for breach of warranty of authority: Black v Smallwood.

5.
What is the effect of the Corporations Act on the Common Law?
Part 2B.3 Corporations Act was drafted to overcome the difficulties presented by the common law.  It permits the company to ratify a pre-incorporation contract, and provide outside contractors with more remedies.

Part 2B.3 Corporations Act replaces the common law rights and liabilities regarding pre-incorporation contracts: s133 CA. 
6.
Liability of Company under Corporations Act

If [company] ratifies the pre-incorporation contract, they will be liable on it.  The law of agency governs ratification and depends on an assessment of the conduct of the alleged principal: Aztech Science Ltd v Aerospact
Aztech Science Pty Ltd v Atlanta Aerospace (Woy Woy) Ptd Ltd [2005] 

· Prior to registration Aztech’s promoter entered into a contract on Aztech’s behalf with Atlanta

· Atlanta, for a specified fee, agreed to provide certain services for Aztech after it was formed

· The contract held that the contract would not come to an end if Aztech was not registered or failed to ratify the pre-registration contract within 60 days of the date of the contract

· Notwithstanding s131, the contracting parties would not have any further rights against each other to require performance of the contract or claim damages for its breach

· Prior to the expiration of the 60 days, verbal assurance was given to extend the period ‘for a few days’, and Aztech was registered 3 days after the 60 day period ended, and sued Atlanta for failure to provide the services

Held

· Parties had agreed to an extension of time and their conduct took place on the mutual assumption that Aztech had ratified the contract

· ‘Agreed’ in s131(1) must involve a mutual understanding between the parties to a contract, but does not have to be part of the contract nor even contractually binding.
When can Ratification Occur?
Ratification can only occur, if the following elements are satisfied: s131(1) CA
1. A person enters or purports to enter into a contract

a) On behalf of the company OR

a. Covers both Agency (Kelner v Baxter) and Trustee situations (Black v Smallwood)
b) Where it is for the benefit of the company (ie in the name of a company) (Black v Smallwood)

2. For a company before it is registered

Here, in order to satisfy this requirement and for [company] to be bound, it must ultimately come into existence and be reasonably identifiable with the company whom the contract was purported to be made for: s131(1) CA
Therefore at the time the contract was made, some description of the company should appear so that [company] can be reasonably identifiable: Commonwealth State Revenue v Viewbank.
IF company registered in the same name

From the facts it appears that [the company was registered and is called [company]]. Clearly [company] is the same company as in the contract, and would be identifiable.

IF a different name is used in registration

Here the company as changed its name from the proposed name at the time of the contract.  Where a company is registered at the date of the contract and changes its name later, the company is not reasonably identifiable with the contract: CBA v Australian Solar Information Pty Ltd. 

However, if it can be shown that there were sufficient connecting factors to prove identification this would not be a problem.  Therefore it [would/would not] be reasonable identifiable.

IF company is not registered

Here, [company] does not appear to have been registered, therefore there is no company to be reasonably identifiable with.  

Therefore ss131-133 will not apply and [company] is not liable.  Liability will instead attach to [promoter] as the ‘person’ who entered into the contract and is liable to pay damages under the contract: s131(2) CA. Promoter will be primarily liable under s 131(2). Damages will be assessed as if the company had ratified and totally failed to perform. [Promoter] may be released from liability if release signed under s 132(1).
How can Company ratify the contract?

The concept of ratification is broad and can be performed in a number of ways.

Ratification can occur by:

· Execution of a document purporting to ratify the contract

· Resolution by the board of directors

· An agent with actual authority

· By conduct – such as performing the contract with knowledge of its terms

IF there has been ratification

On the facts there has been ratification by:

· Execution of a document purporting to ratify the contract

· Resolution by the board of directors

· An agent with actual authority

· By conduct – such as performing the contract with knowledge of its terms

Therefore the company would be primarily bound and a failure to pay would be a breach of the contract and [company] could be sued for the breach.

IF there has been no ratification

Therefore ss131-133 will not apply and [company] is not liable.  Liability will instead attach to [promoter] as the ‘person’ who entered into the contract and is liable to pay damages under the contract: s131(2) CA.  ( GO TO SECTION 7
7.
Liability of [Promoter] under Corporations Act

A promoter may have secondary liability for the pre-incorporated contract when the company refuses or fails to perform its obligations: s131(4) CA.  The court can order [promoter] to pay all or part of the damages.  

IF Company is not incorporated or Fails to ratify
Here, [promoter] is liable if the company is not incorporated or does not ratify the contract or enter into a substitute contract within the agreed or reasonable time.  However, a contractor may release the promoter from all or part of their liability under s131 by signing a release: s132(1) CA.

The measure of damages would be the same as [company] if they had ratified and had a total failure to perform.

Exceptions

[Promoter] may be able to rely on s131(3) which is designed to ameliorate the effect of s131(2).  This section gives the court power to do what it considers appropriate including ordering [company] to pay all or part of the damages, specific performance: s131(3) CA.  

If more than 1 promoter

Here, there is more than 1 promoter for the company, however, only [promoter], the one actually involved in the contract will be liable: Bay v Illawarra Stationery Supplies Pty Ltd.
Bay v Illawarra Stationery Supplies Pty Ltd (1986).

· An accountant was one of four promoters of a company who entered into a pre-registration contract for office supplies on behalf of a proposed company

· The company failed to ratify the contract and the supplier sued all four promoters

Held NSWSC
· Only the accountant was liable, as he was the only one who signed the contract

· The account would have a separate right to claim against the other promoters if he acted as their agent in relation to the contract

Therefore, [promoter] [will/will not] be liable for the contract.  

IF Company ratifies contract but does not perform

Here, [promoter] may be liable because [company] has ratified the contract but failed to perform: s131(4) CA.  The court may order the promoter to pay all or part of the damages: s131(4) CA.  

This clause is designed to prevent a person from deliberately forming an asset-less company to ratify a pre-incorporation contract and avoiding liability for damages under s131(2) CA.  
