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What you need to do for every question in Company Law





  HOW TO USE THIS BOOK

  Books in the Question and Answer series focus on the why of a good answer alongside the what, thereby helping you to build your question answering skills and technique.

  This guide should not be used as a substitute for learning the material thoroughly, your lecture notes or your textbook. It will help you to make the most out of what you have already learned when answering an exam or coursework question. Remember that the answers given here are not the only correct way of answering the question but serve to show you some good examples of how you could approach the question set.

  Make sure that you regularly refer to your course syllabus, check which issues are covered (as well as to what extent they are covered) and whether they are usually examined with other topics. Remember that what is required in a good answer could change significantly with only a slight change in the wording of a question. Therefore, do not try to memorise the answers given here, instead use the answers and the other features to understand what goes into a good answer and why.



    Before answering any exam question in Company Law, it is essential that you read the question very carefully. Students often make the mistake of not addressing the question which is being asked or misunderstanding the question. Try to avoid giving a general answer by writing everything you know about the topic without reference to the particular issues raised in the question. Most of the topics in company law are interrelated because of the pervasive nature of this subject; it is therefore important to plan your answer, for example, by drawing a simple diagram plan. Good planning helps you clearly structure your answer, identify all the key legal issues that are raised in the question and avoid repetition.

    In most instances, you need to consider whether the question concerns a private company or a public company because different rules may apply, in particular in the areas of share capital, loan capital, corporate insolvency and corporate governance. Make sure that your answer is well supported and shows good understanding of the relevant law, not just common sense. It is surprisingly common to come across exam answers with little application of case law or statutes such as the Companies Act 2006 and the Insolvency Act 1986. In relation to case law, students tend to give too much detail of the case facts without appropriate discussion of the important legal principles. It should be noted that the cases discussed in the suggested answers in this book are not the only correct or relevant cases. You can use other cases covered in textbooks or lectures to illustrate the same legal principles. In an exam the full case references are not usually required; mentioning the name of the case and the year when it was decided should be sufficient.










  
Guided tour



  



[image: Guided tour]







[image: Guided tour]









  
Guided tour of the companion website





[image: Guided tour of the companion website]


    All of this and more can be found when you visit www.pearsoned.co.uk/lawexpressqa
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Incorporation




How this topic may come up in exams

Standard exam questions may ask you to discuss the following issues: the advantages and disadvantages of incorporation compared with partnerships and sole traders, the procedures for setting up a company and the considerations in choosing a company name. A clear understanding of the distinction between private companies and public companies is essential, as well as the change of company status from private to public companies and vice versa. The duties of promoters and the pre-incorporation contracts are also popular topics for examination. You should pay special attention to the personal liabilities of promoters with regard to these contracts.





Before you begin

It’s a good idea to consider the following key themes of incorporation before tackling a question on this topic.
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Question 1


Discuss the advantages and disadvantages of companies compared with other types of business organisations such as sole traders and partnerships.


Answer plan


	Explain the features of sole traders.

	Examine the nature of partnerships, including ordinary partnerships, limited partnerships and limited liability partnerships.

	Analyse the special features of companies and focus on the principles of separate legal personality and of limited liability.






Diagram plan
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Answer

Companies are popular forms of business organisations, alongside sole traders and partnerships. Each has its own distinct features and is suitable for a particular type of business.1

A sole trader is a one-person business where an individual makes a contract in his own name. There are no legal filing requirements and therefore it has the advantage of privacy.2 The individual who acts as a sole trader has unlimited liability3 in respect of the business debts. It is suitable for a one-person business with capital but not for large-scale investment.

There are three main types of partnerships: ordinary partnerships, limited partnerships and limited liability partnerships.4 Ordinary partnerships are governed by the Partnership Act 1890 unless excluded by the partnership agreement. An ordinary partnership is defined in section 1 as ‘the relationship which subsists between persons carrying on a business in common with a view of profit’. In this type of partnership, there must be at least two partners, each of whom becomes an agent of the other (s. 5). A partnership does not have a separate legal personality and its assets are owned directly by the partners. Partners personally are parties to the partnership contracts and do not have limited liability in respect of the partnership’s debts. Each partner is jointly and severally liable for the debts and obligations of the partnership incurred while he is a partner.5 The business affairs of a partnership are entirely private and no legal formality or public registration is required. It is therefore suitable for an association of a small number of persons having trust and confidence in each other.6

Limited partnerships are governed by the Limited Partnerships Act 1907.7 In a limited partnership, there are limited partners with limited liability who are excluded from all management functions. Their liabilities for the partnership’s debts are limited to the amount of their contribution to it. There must be at least one general partner with unlimited liability8 who is liable for debts and obligations of the partnership (s. 4). Considering these requirements, limited partnerships are relatively rare.

Limited liability partnerships (LLPs), which are a hybrid of partnerships and companies, are governed by the Limited Liability Partnerships Act 2000. An LLP has a separate legal personality from its members. The liability of individual members is limited to such amount as they have agreed internally to contribute to the debts of the LLP.9 It must be registered at Companies House and file annual reports and accounts. It is much closer to a company than to a partnership except in two aspects. First, the members in an LLP are taxed as if they were partners; secondly, there is no division between members and directors inside an LLP, and its members have the same freedom as in an ordinary partnership to decide on their internal decision-making structures.

Companies are governed by the Companies Act 2006 (CA 2006). A company can be limited or unlimited, limited by shares or by guarantee.10 The most common type of registered company is the company limited by shares where the company’s capital is divided into shares and the members’ liability is limited to the amount, if any, unpaid on the shares held by them (s. 3(2)). In a company limited by guarantee,11 the liability of its members is limited to such amount as the members undertake to contribute to the assets of the company in the event of its being wound up (s. 3(3)). The guarantee companies are widely used by charitable and quasi-charitable organisations such as schools, colleges, museums and galleries. In an unlimited company there is no limit on the liability of its members provided by shares or guarantee (s. 3(4)) and therefore it is not usually used for investment purposes.

On incorporation, following a prescribed registration process, a company becomes a separate legal entity, which is distinct and separate from its shareholders. This principle was established by the House of Lords in Salomon v Salomon & Co Ltd [1897] AC 22. Lord MacNaghten held that: ‘The company is at law a different person altogether from the subscribers to the memorandum; . . . the company is not in law the agent of the subscribers or trustee for them.’12 The company conducts business in its own name, enters into contracts and incurs debts. The assets are in the name of the company, not in the name of its majority shareholder:  Macaura v  Northern Assurance Co [1925] AC 619. The company can sue and be sued:  Williams v  Natural Life Health Foods [1998] 1 BCLC 689. It can employ people including its majority shareholders:  Lee v  Lee’s Air Farming Ltd [1961] AC 12. The company has the feature of perpetual succession in the sense that the existence of the company remains even if original members sell their shares. The corporate form may also facilitate borrowing as the lender can obtain an effective security of a floating charge on all the undertaking and assets of the company both present and future or together with a fixed charge on its land. As the use of such form of security is restricted to bodies corporate in practice, a business may be converted to a company solely to raise further capital by borrowing.

In a company limited by shares, the principle of limited liability protects shareholders from personal insolvency.13 Liability of the members for the company’s debts is limited to the amount of their respective shareholdings. This makes it easier for the company to raise capital, as individuals may feel more secure in investing in the company. Another advantage for incorporation is that the word ‘Ltd’ or ‘plc’ confers ‘prestige, legitimacy and credibility’ on the business (Freedman, 1994). The corporate form, however, has some problems associated with it.14 As Freedman (1994) suggests, the corporate form and its regulatory requirements are burdensome and costly as professional advice is needed to deal with these requirements. The function of limited liability may also be negated by the banks’ requiring shareholders to provide personal guarantees for bank loans. In this way shareholders’ personal assets could be used to repay any debts owed to the banks or other creditors.

Companies have to be registered with Companies House and their accounts are available for public inspection. Compared with sole traders and partnerships, there is less flexibility, less privacy and more formality after incorporation. Various administrative costs such as filing fees may also be incurred. Despite all these disadvantages, companies have become very popular forms of business. The choice of running a business as a sole trader, partnership or company varies, nevertheless, depending on a number of factors such as the scale of the business, its need for capital, the liability of its members, the internal organisation, privacy and taxation.15


1 This sentence sets out the general outline of your answer.

2 This comment is useful because it compares a sole trader and a company in relation to the filing and registration requirements.

3 This phrase is important here because it shows a sharp contrast between a sole trader and a company limited by shares.

4 Use this sentence to show the examiners where you are going with your answer. This is a broad essay question on various types of business organisation. To gain a higher mark for this type of standard question, you need to show a clear understanding of different types of partnership, in particular, the limited partnership and LLP.

5 This is the main difference between a partnership and a company and therefore it should be included in a good answer.

6 This shows that you understand the nature of a partnership and the use of this type of business in practice.

7 The discussion of limited partnerships is essential here because it demonstrates your sound knowledge of the different types of partnerships. This is often missing in a good exam answer.

8 Pay attention to the requirement of the general partner without limited liability in addition to the partners with limited liability. This is the basic feature of a limited partnership.

9 It is very easy to get confused with an LLP because it has the features of both an ordinary partnership and a limited company. An accurate discussion of the features of LLPs makes your answer stand out.

10 This shows that you are aware of the different types of registered company.

11 This type of company is not as common as companies limited by shares. Some students may fail to include it in their answers.

12 This is the key case law authority on the principle of separate legal personality. The name of the leading judge and the important judgment are worth learning by heart because they show your specific knowledge of this case.

13 This is another main advantage of incorporation in addition to the separate legal personality of a company. Clearly outlining this shows your sound knowledge.

14 A discussion of the problems presents an analytical approach and a balanced view of incorporation. It will help you gain more marks.

15 This sentence concludes your answer by referring back to the essay question and summarising the issues that need to be considered in choosing a particular type of business organisation.




Make your answer stand out


	Point out that LLPs are the preferred business formats for solicitors and accountants as they combine the features of corporate personality with partnership structures.

	Briefly discuss the exceptions to the separate legal personality, for example, where an agency relationship exists between a company and its shareholders (Smith, Stone & Knight Ltd v Birmingham Corp [1939] 4 All ER 116).

	Consider the lifting of the corporate veil where the corporate structure is a mere façade (Woolfson v Strathclyde Regional Council (1979) 38 P & CR 521).







Don’t be tempted to . . .


	Forget to discuss the key principles of limited liability and separate legal personality.

	Misunderstand the principle of limited liability in relation to companies limited by shares. It refers to the liability of the members rather than that of the company.

	Get confused with limited partnerships and limited liability partnerships. These are two different types of partnerships and their distinction should be clearly examined.

	Only refer to companies limited by shares. You should also show a good understanding of companies limited by guarantee.










Question 2

John and Peter are in a partnership running a furniture removal business. They have heard of the advantages of forming a company limited by shares and decided to incorporate their business. Please advise them on the following matters.


	The differences between a private company limited by shares and a public one.

	The procedures for setting up a private company limited by shares.

	The procedures required for a private company to become a public one.

	The restrictions on choosing a name for their company.




Answer plan


	Compare a private company limited by shares with a public one.

	Discuss the procedures for incorporation.

	Consider the requirements for altering the status of a private company.

	Examine the rules on choosing a company name.







Diagram plan
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Answer

This question requires a comparison of a private company limited by shares and a public one, a discussion of the legal requirements for setting up a private company, a consideration of the change of the status of a private company and the matters that need to be taken into account when choosing a company name.1


1. Private and public companies2


Private and public companies limited by shares are two main types of companies. The liabilities of shareholders in both types of companies are limited to the amount, if any, unpaid on the shares held by them: section 3(2) of the Companies Act 2006 (CA 2006).3 The vast majority of companies are private companies limited by shares, which are defined in section 4(1) which simply states that they are not public companies. A private company can have just one member and there is no minimum capital requirement. It must have the word ‘limited’ or ‘Ltd’ at the end of its name (s. 59) and cannot offer shares publicly (s. 755) or float its shares on the stock market. There is no requirement for annual general meetings; written resolutions can be used in a private company (s. 281).

As ‘a company whose certificate of incorporation states that it is a public company and the requirements of the Act as to registration as a public company have been complied with’,4 it is subject to more onerous regulations than a private company. There must be at least two directors (s. 154) and a company secretary in a public company (s. 271). It must have the words ‘public limited company’ or ‘plc’ at the end of its name (s. 58). A public company must have at least £50,000 of authorised share capital (s. 763) and it cannot start trading without a trading certificate5 issued by the registrar of companies (s. 761). A public company has an unrestricted right to offer shares to the public and these shares may be floated on the stock market. It must hold an annual general meeting (s. 336); written resolutions cannot be used in a public company.




2. The procedures for setting up a private company

Section 7 of the CA 2006 states that one or more persons can incorporate, provided it is for a lawful purpose. The following documents must be sent to Companies House: a memorandum of association, the articles of association signed by the subscriber(s), a statement naming the company’s first director and company secretary, and a formal declaration that the terms of the statute have been complied with.

A memorandum6 is a short piece of document which simply records the identity of the original founders of the company and indicates how many shares they took on formation (s. 8). The articles of association provide the rules for a company’s internal management such as the appointment of directors, transfers of shares and voting rights. Every company must have a set of articles (s. 18). The CA 2006 seeks to achieve greater flexibility by providing different forms of model articles so that the terms found within are more applicable to each type of company.7 The model articles for private companies are very useful, particularly for small businesses who wish to incorporate quickly without going through the time and expense of drafting their own set of articles. John and Peter are therefore advised to adopt most or all of the model articles when drafting their own.8

The registrar at Companies House can refuse to register a company if the terms of the Act have not been met, or the company is being established for an illegal purpose, or when the objectives of a company are contrary to public policy.9 Once all the required documents are submitted, together with the registration fee, a certificate of incorporation will be issued by the registrar, which is conclusive evidence that there has been compliance with the requirements of the CA 2006 in respect of registration (s. 15).




3. From a private company to a public one

John and Peter are advised to initially form a private company limited by shares, taking into account the scale of their business and the relatively less regulation compared to a public company. It can be changed into a public company if they need to raise further share capital by offering shares to the public or simply wish to secure a more prestigious status of being a public company.10 In order to achieve the change of status, the company must be re-registered and a new certificate of registration must be issued which states whether the company is private or public. It must also meet the requirement for the minimum authorised share capital of £50,000. A special resolution is required for the change of the company’s status and the registrar of companies must be notified (ss. 90–96).




4. Choosing a company name

The key terms for naming a company are found within sections 53–81 of the CA 2006. A company may not use the name of another existing company (s. 66), use offensive language (s. 53) or give the impression that it is connected to the Government (s. 54). Within 12 months of registration the Secretary of State can order a company to change its name if it is too similar to that of another company (ss. 66–67). This time limit can be extended by the Secretary of State if the company name is misleading. In Association of Certified Public Accountants of Britain v Secretary of State for Trade and Industry [1997] 2 BCLC 307, Jacob J held that: ‘ . . . what the court has to do is to decide on the evidence whether the name of the company gives so misleading an indication of the nature of its activities as to be likely to cause harm to the public. It is not sufficient to show that a name is misleading; a likelihood of harm must be shown too.’11

A person may object to a registered name on the ground that it is the same as a name associated with the applicant in which he has goodwill or that it is sufficiently similar to such a name that its use in the United Kingdom would be likely to mislead by suggesting a connection between the company and the applicant (s. 69). A company may change its name by a special resolution or by any other means provided by the company’s articles (s. 77); in any case, a notice must be given to the registrar (s. 78). John and Peter would need to take into account the costs involved in relation to financial terms and the goodwill of customers if they decide to change their company’s name.12


1 State the main legal issues that will be addressed in your answer.

2 Try to adopt a clear structure by using headings which correspond with the legal issues raised in the question.

3 Explore the common features of both types of companies before discussing their differences. Some students may only focus on their differences. A consideration of their common features shows your sound understanding of the nature of these companies.

4 The statutory definition of a public company is an essential part of your answer because it is the basis of your discussion.

5 Note that a trading certificate is required in addition to a certificate of incorporation. Some students may not notice this requirement.

6 Although a company’s memorandum is no longer part of its constitution, it is still required for the registration with Companies House.

7 This sentence shows your good understanding of the model articles and the reasons for drafting them. The latter will gain you more marks.

8 Tie your answer back to the problem question when possible.

9 A sound knowledge of the circumstances where the registration will be refused will add credit to your answer because they go beyond a description of the simple procedure for registration.

10 This sentence explains the rationale for the conversion from a private company to a public one. It will gain you more marks than simply stating the procedure.

11 The reference to case law makes your answer stand out from others which only state the statutory provisions.

12 This sentence shows the examiner that you are engaging with the question.




Make your answer stand out


	Discuss the principles of separate legal personality and limited liability by reference to Salomon v Salomon & Co Ltd [1897] AC 22.

	In relation to company names, consider the ways of avoiding the use of an already existing name by checking the registrar’s index of company names (ss. 1099 and 1100, CA 2006) and the WebCHeck facility on the Companies House website.

	Outline that the application for registration must state the company’s proposed name, its registered office, whether the liability of the members of the company is to be limited, and if so whether it is to be limited by shares or by guarantee, and whether the company is to be a private or a public company (s. 9, CA 2006).






Don’t be tempted to . . .


	Discuss the choice of a company name without explaining certain names which cannot be used, such as the name of another existing company or a name containing offensive language: section 66, CA 2006.

	Include a detailed comparison between companies and partnerships. Although this is important in showing your good understanding of the nature of companies, it should not be discussed in detail here.

	Provide an answer without reference to the statutory provisions in the Companies Act 2006.

	Make generalised statements that may not affect the clients in particular. You should give specific advice which is tailored to the clients’ needs.
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Make your answer stand out — Really impress

your examiners by going the extra mile and
including these additional points and further
reading to illustrate your deeper knowledge of
the subject, fully maximising your marks.

W Discuss the rules in relation to the issue of shares. Shares may not be allotted at a
discount (s. 580).

W Examine the payment of shares for non-cash consideration. If shares are issued for
a non-cash consideration in a public company, the assets must be valued before
allotment (s. 593).

W Further reading on the doctrine of capital maintenance: Armour, J. (2000) Share capital
and creditor protection: efficient rules for a modem company law. 63 Modem Law
Review 355; Milman, D. (2007) Share capital maintenance: current developments and
future horizons. Company Law Newsletter 1.

! Don't be tempted to . . .

W Treat private companies and public companies in the same way. You should be aware

Don’t be tempted to — Points out common
mistakes ensuring you avoid losing easy marks
by understanding where students most often
trip up in exams.

that different rules may apply to these two types of companies.

| Only focus on the reduction of share capital. Your answer should include other main
aspects of the doctrine of capital maintenance, including making distributions to
shareholders and purchasing its own shares by a company.

W Provide an answer without reference to the relevant statutory provisions. Although
the common law rules are still important, they have been modified by the statutory
provisions in the Companies Act 2006.

Bibliography — Use this list of further reading
to really delve into the subject and explore
areas in more depth, enabling you to excel

in exams.
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How this topic may come up in exams — Understand how to
tackle any question on this topic by using the handy tips and
advice relevant to both essay and problem questions. In-text
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Before you begin — Use these diagrams as a step-by-step
guide to help you confidently identify the main points
covered in any question asked. Download these from the
companion website to add to your revision notes.

Answer plans and Diagram plans — A clear and concise
plan is the key to a good answer and these answer and
diagram plans support the structuring of your answers,
whatever your preferred learning style.

Answer plan

Consider the legal procedures for the allotment of shares in a private company limited by
shares.

Discuss the implications of pre-emption rights.

Examine whether an allotment of preference shares amounts to a variation of class rights.
Assess the procedures required for a variation of class rights.

Evaluate whether Rose and Katie breached their duties as directors by allotting the shares
to their family members.

Discuss possible legal actions that Peter can bring against Rose and Katie.

¢ iy

Diagram plan
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The Salom
principles and
lifting the co te
veil

How this topic may come up in exams

The principes established in Sabomon v Salomon & Co Ltd [1897] AC 22 are
fundamental to English company law. A standard essay or problem queston may
‘expect you to comment on the advantages and limitations of these principles. The
cioumstances where the corporae vel i fed are often examined in reation to
fraud, sham and fagade, agency, singl economic unit as well 2 some statuory
provisions. Recent cases on fting the corporate veil should be considered n your
answer, in paricuar, Chander v Cape plc [2012] 3 AllER 640; V7B Capial po v
Notitek Intematonal Corp and others L1d [2013] 2 WLR 308; and Prest v Petmde
Resourves Limited [2013] UKSC 34. You need to appreciate the uncertaintes of
thisarea of aw and consider proposalsfor future reforms. The criminal and torious
labiltes of  company may also be subjectto examinaton.

W Before you begin

Its a good Idea to consider the folowing key themes of shares and share capitalbefore
tackling a question on thi topic.
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Book resources are available to download. Print your own
Before you begin and Diagram plans to pin to your wall
or add to your own revision notes.

Additional Essay and Problem questions with Diagram
plans arranged by topic for each chapter give you more
opportunity to practise and hone your exam skills. Print and
email your answers.

You be the marker gives you a chance to evaluate sample
exam answers for different question types for each topic and
understand how and why an examiner awards marks. Use the
accompanying guidance to get the most out of every question
and recognise what makes a good answer.
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