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1.1

1.2

1.3

1.4

THE LAW COMMISSION
AND
THE SCOTTISH LAW COMMISSION

Report on a reference to the Law Commissions under section 3(1)(e) of the Law
Commissions Act 1965

PARTNERSHIP LAW

To the Right Honourable the Lord Falconer of Thoroton, Lord High Chancellor of Great Britain
and the Scottish Ministers

PART I
INTRODUCTION

PARTNERSHIP LAW REFORM IN ITS CONTEXT

The role of partnerships in the business world

Partnerships play an important role in the United Kingdom economy. At the start
of 2002 there were 567,955 partnerships in the United Kingdom with a combined
turnover (excluding VAT) of £136,902 million." Partnerships provide substantial
employment: 33,995 partnerships employ more than 10 persons and 200
partnerships have 200 or more employees.”

Partnerships vary in size and formality. An informal association of two persons in a
short-term profit-making venture may be a partnership. Many small family
businesses are conducted in partnership. There are also professional or business
partnerships with many members and elaborate management structures.

Partnerships carry on work in a wide range of business activity. Many professionals
carry on business in partnership. Partnerships are also prominent in the retail trade
and in the construction, manufacturing, agricultural and tourist industries.

The great differences in the size and nature of partnerships illustrate the flexibility
of partnership as a business entity.’ As partners have unlimited liability for the
debts which a partnership may incur, partnerships require much less regulation
than limited liability vehicles such as the company or the limited liability
partnership. Partnerships also have the advantage of a large degree of privacy in
financial matters. The consultation exercise in this project has confirmed that
people value this flexibility and informality. One of our aims in making
recommendations for reform is to preserve these attributes.

' See Small and Medium-sized Enterprise (SME) Statistics for the UK 2002 (August 2003),
Table 2. The turnover of partnerships is less than that of the approximately 2.3 million sole
proprietorships (£149,641million). The number of partnerships and the turnover which they
achieve have declined since 1998 when the comparative figures were 684,645 partnerships
with a turnover of £151,213 million.

?  See Small and Medium-sized Enterprise (SME) Statistics for the UK 2002 (August 2003),
Table 2.

°  Very large partnerships are a modern phenomenon. See para 3.14 below.
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The relationship of the general partnership to the limited partnership

While the partnership is used as a business vehicle in a very wide range of
activities, the limited partnership is much more specialised in nature. The
partnership is a means by which business people pool their resources and skills in
the management of a business. Partners have unlimited liability for the
partnership’s obligations. By contrast the limited partnership is a useful vehicle for
investors, who do not wish to take an active role in the management of their funds,
to combine to create an investment fund under the control of a general partner
who alone has unlimited liability for the partnership’s obligations. The limited
partner is liable only to the extent of his contributions. However, the limited
partner loses limited liability if he takes part in the management of the partnership
business.

Since 1987 when the Department of Trade and Industry (DTI) and the Inland
Revenue agreed guidelines on the use of limited partnerships as venture capital
funds, the UK limited partnership (and in particular the English limited
partnership) has become one of the most important vehicles for venture capital
investment across Europe. This has contributed to the UK’s leadership in the
private equity and venture capital sector of the European economy. Businesses
backed by private equity now employ around 2,700,000 people in the UK.’ Due to
their separate personality, Scottish limited partnerships have also been used as a
vehicle for investment in underwriting at Lloyd’s.’

The reform of the limited partnership raises discrete issues which we address in
Parts XV to XIX of this report.

The relationship of the general partnership to the limited liability
partnership

The new limited liability partnership (LLP) was created in response to pressure
from large professional partnerships, which were concerned about the unlimited
liability of partners for very large legal claims, in particular for professional
negligence.” The LLP is designed for professional or trading partnerships. It
enables partners who are actively involved in the business of their partnership to
limit their liability for the partnership’s debts and obligations. But a partner may
not enjoy the benefit of limited liability in relation to any negligent act which he
commits in the course of the LLP’s business.”

There are about 3000-4000 limited partnerships that are currently functioning in England
and Wales and about 3000 in Scotland.

This information is derived from correspondence with the APP, Jonathan Blake of S J
Berwin, and the British Venture Capital Association.

In Scotland limited partnerships have also been used in agricultural tenancies.

The Limited Liability Partnerships Act 2000 came into force on 6 April 2001 (SI 2000 No
3316).

See the Limited Liability Partnerships Act 2000, ss 1(4) and 6(4): a member of the LLP can
be liable for his wrongful acts and omissions and the LLP is liable for such acts and
omissions which occur in the course of the LLP’s business or with its authority. Other
members of the LLP are not liable for the LLP’s debts, although they may have to
contribute to the LLP’s assets in the event of its being wound up where they have made
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The limited liability of the LLP comes at the price of considerable regulation. This
contrasts with the almost total absence of regulation of the general partnership.’
Provisions of the Companies Act 1985 relating to the preparation, audit and
publication of accounts and the delivery of annual returns, and provisions of the
Company Directors Disqualification Act 1986, among others, are applied to
LLPs.” Partnerships which choose to become LLPs therefore lose the privacy
enjoyed by existing partnerships in relation to their financial affairs.

We understand from Companies House that, as at 1 September 2003, the number
of incorporated LLPs was 5420 in England and Wales and approximately 250 -
260 in Scotland. It appears that the number of such incorporations has been
greater this year than last. However, while limited partnerships and LLPs will
provide useful business vehicles for particular businesses, it is likely that the vast
majority of partnerships will remain general partnerships.

TERMS OF REFERENCE
The Department of Trade and Industry gave us the following terms of reference:

To carry out a review of partnership law, with particular reference to:
independent legal personality; continuity of business irrespective of
changes of ownership; simplification of solvent dissolution; a model
partnership agreement; and to make recommendations. The review is
to be conducted under the present law of partnership, namely the
Partnership Act 1890 and the Limited Partnerships Act 1907.

The relationship of partnership law reform to the Company Law Review

The DTI launched a wide-ranging review of company law in March 1998. This
was completed in July 2001 when the Company Law Review Steering Group
published their final report.” In that report the Steering Group adopted three core
policy principles as the basis of their recommendations. They described these
principles as:

The “think small first” approach to private company regulation and legislative
structure;

An inclusive, open and flexible regime for company governance; and

A flexible and responsive institutional structure for rule-making and
enforcement, with an emphasis on transparency and market enforcement.

personal drawings when they had reasonable cause to believe that the LLP was or, as a result
of the drawings, would be unable to pay its debts (see Insolvency Act 1986, s 214A).

Partnerships involved in professional practice and in providing financial services are
regulated (for example, solicitors are regulated by the Law Society and investment managers
by the Financial Services Agency), but not simply because they are partnerships.

' See the Limited Liability Partnerships Regulations 2001 (SI 2001 No 1090).

" Modern Company Law for a Competitive Economy, Final Report Volumes I and 11, July

2001, DTI1/Pub 5552/5k/7/01/NP. URN 01/943.
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“Think small first”

The first policy principle is the most relevant of the three core principles to
partnership law reform. The emphasis on a simplified and accessible regime for
small companies seeks to make the law correspond to the reasonable expectations
of honest business people. We think that the much less detailed rules of
partnership law should also correspond to such expectations. Partnership law
should not contradict the perceptions of such business people and thus contain
traps for the unwary. The rules of partnership law should be readily understood.
The reform of the Partnership Act 1890 should provide an accessible default code,
setting out the basic rules which will govern a partnership if the partners do not
agree different terms. We discuss the aims of partnership law reform more fully in
Part 111 below.

THE STRUCTURE OF THE REPORT

The report is divided into five Sections (including six Appendices). Section A
comprises this introduction (Part 1), a summary of existing partnership law (Part
I1) and an overview of the reform proposals in Part Il1l. In Section B (Parts 1V to
XI1V) we consider and make recommendations for the reform of the general law of
partnership. Section C (Parts XV to XIX) contains our review of the law relating
to limited partnerships and our recommendations for its reform, including our
recommendation of the special limited partnership. Section D (Part XX) contains
a summary of our recommendations. Section E contains the Appendices.

A draft Bill to implement our recommendations is contained in Appendix A. The
Bill deals with both general partnerships and limited partnerships and is designed
to replace both the Partnership Act 1890 and the Limited Partnerships Act 1907.
The subject matter of the draft Bill is not within the legislative competence of the
Scottish Parliament, as it relates to the reserved matter of business associations."
We believe that enactment of our recommendations would not breach Convention
rights.

THE CONSULTATION EXERCISE

In September 2000 the Law Commission and the Scottish Law Commission
issued a Joint Consultation Paper on partnership law.” The Paper set out proposals
and questions for the reform of the general law of partnership. In October 2001
the Commissions issued a shorter Joint Consultation Paper dealing with the
reform of limited partnerships.*

We received 84 responses to the Joint Consultation Paper on partnership law. The
responses came from a wide range of respondents including judges, barristers,
advocates, solicitors, academics, accountants, organisations representing business,
Government departments, public bodies and individuals. There have been several

12

Scotland Act 1998, Sched 5. The draft Bill, however, contains amendments to the
Prescription and Limitation (Scotland) Act 1973 and the Bankruptcy (Scotland) Act 1985.
See Sched 2, paragraphs 4-10 and Sched 4, part 4.

(2000) Consultation Paper No 159; Discussion Paper No 111.
" (2001) Consultation Paper No 161; Discussion Paper No 118.

13
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journal articles discussing the reform proposals.*® The Institute of Advanced Legal
Studies organised a conference in London in June 2001 on the Law Commissions’
proposals to reform partnership law. The Manchester Law Society and Manchester
Chamber of Commerce organised a joint conference on partnership law in
December 2001. We are most grateful to those who organised the conferences and
to all those who responded to the Joint Consultation Paper or otherwise
contributed their views.

We received 42 responses to the Joint Consultation Paper on limited partnerships.
The limited partnership is a more specialised subject as it is a vehicle for particular
investment activities. We received responses from barristers, advocates, solicitors,
academics, accountants, financial and venture capital organisations and
companies, government departments and individuals. The Institute of Advanced
Legal Studies organised a conference in London in April 2002 on the proposals for
the reform of limited partnerships. Again we are very grateful to the Institute for
organising the conference and to those who responded to the Joint Consultation
Paper and assisted us.

We list the persons and organisations who commented on the two Joint
Consultation Papers in Appendices E and F.
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For example, E. Deards “Partnership Law in the Twenty-first Century” [2001] JBL 357 and
D. Guild “Partnership Law for the New Millennium” 2000 SLT (News) 315.
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PART Il
A SUMMARY OF THE CURRENT LAW

INTRODUCTION

This Part seeks to set out the basic structure of partnership law, which we discuss
in more detail in this report. The Partnership Act 1890 forms the basis of
partnership law in the United Kingdom. But the 1890 Act is a basic code and the
rules of common law and equity relating to partnerships continue to play an
important role in the law of partnership.

A CONTRACTUAL RELATIONSHIP

A partnership depends upon an existing relationship which results from a contract.
The contract is, as Jessel MR explained in Pooley v Driver:*

A contract for the purpose of carrying on a commercial business —
that is, a business bringing profit, and dividing the profit in some
shape or another between the partners.

A partnership relationship can arise only by mutual consent, which may be express
or inferred from parties’ conduct. The personal nature of partnership means that a
partner has agreed to associate with his co-partners and no-one else: no new
partner can be introduced without the consent of all the partners.

Notwithstanding the contractual origin of a partnership, it appears that once in
being a partnership is not governed solely by the rules of contract law. In Hurst v
Bryk,? Lord Millett has suggested that, in English law, a partnership is more than a
simple contract; it is a continuing personal as well as commercial relationship. He
has argued that the Court of Chancery controls this relationship and that the
Court has a discretionary power under section 35 of the 1890 Act to dissolve a
partnership. As a result he suggests that repudiatory breach of contract by a
partner is not a ground for the automatic dissolution of a partnership. Since then,
Neuberger J has adopted Lord Millett’s reasoning in reaching judgment in Mullins
v Laughton.’

PARTNERSHIP AND LEGAL PERSONALITY

In English law a partnership is not an entity separate and distinct from the
partners who at any time may compose it. The firm cannot acquire rights nor can
it incur obligations. A firm cannot hold property. The rights and liabilities of a
partnership are the collection of the individual rights and liabilities of each of the

' (1877) 5 Ch D 458, 472.
2 [2002] 1 AC 185.
°*  [2003] Ch 250.
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partners. The firm name is a mere expression, not a legal entity." We call this the
“aggregate” approach to partnership.’

Any change in the membership of a firm, whether the withdrawal of a partner or
the admission of a new partner, “destroys the identity of the firm”.° The “old” firm
is dissolved. If the surviving partners continue in partnership (with or without
additional partners) a “new” firm is created. The new firm can take over the assets
of the old one and assume its obligations. This involves a contractual arrangement
between members of the old firm and the new firm, to continue the old firm’s
business. In addition, the transfer of an obligation will normally require the
consent of the creditor. Continuing a partnership’s business in this way does not
continue the partnership itself. Even an agreement in advance that partners will
continue to practise in partnership on the retirement of one of their number does
not prevent the partnership which practises the day after the retirement from being
a different partnership from that in business on the previous day.’

In Scots law, “a firm is a legal person distinct from the partners of whom it is
composed”.® A partnership is able to own property,” hold rights and assume
obligations. It can sue and be sued.” It can be a partner in another partnership. It
can have a partner in common with another partnership while remaining separate
from that firm, and can also be its debtor or creditor. A partnership can enter into

contracts with its partners, who can thus be creditors or debtors of the firm.

There is serious doubt as to whether the legal personality of a Scottish partnership
can continue on a change in the composition of the partnership. On one view, in
contrast with English law, partners can agree that a partnership will continue on a
change of membership and thus the legal personality of the firm continues. On the
other view, even where partners agree that the partnership is not to be dissolved on
a change of membership, any alteration in the composition of the partnership gives
rise to a new legal personality. On the latter approach the law in both jurisdictions

*  Sadler v Whiteman [1910] 1 KB 868, 889, per Farwell LJ.

There has been an academic debate in the United States of America on the conceptual
approach to partnership: see Gary S. Roslin, “The Entity-Aggregate Dispute: Conceptualism
and Functionalism in Partnership Law” (1989) 42 Arkansas Law Review 395 — 466. The
move in the United States from the aggregate theory of partnership to the entity theory in
section 201(a) of the Revised Uniform Partnership Act (RUPA) has enjoyed broad support
while other aspects of RUPA have been controversial. See AlanW.Vestal “*...Drawing Near
the Fastness?” — the failed United States experiment in unincorporated business entity
reform”, (2001) The Journal of Corporation Law Vol 26, No 4, 1019 — 1030. See PartV
below.

® Lord Lindley quoted in Lindley & Banks on Partnership (18" ed 2002) para 3-04; and see
Green v Herzog [1954] 1 WLR 13009.

" Hadlee v Commissioners of Inland Revenue [1989] 2 NZLR 447, 455 per Eichelbaum CJ.
® 1890 Act, s 4(2).

Historically, a Scottish partnership has not been entitled to hold title to immoveable
property held on feudal tenure but this restriction will disappear when s 70 of the Abolition
of Feudal Tenure etc (Scotland) Act 2000 is brought into force.

10

There are however anomalous rules as to how a partnership may sue and be sued,
depending upon whether the partnership has a “social” name or a “descriptive” name. See
para 7.7 below.
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does not allow continuity of partnership, making partnership a less stable business
relationship than it might be.

English law has maintained the “aggregate” approach to partnership: the name of
the firm is, subject to certain exceptions which we discuss below," no more than
convenient shorthand for referring to a group of persons who conduct a business
together. Scots law, subject to certain limitations, has adopted the “entity”
approach to partnership. In summarising the basic features of partnership law we
draw attention to some of the effects of these different approaches.

AGENCY

In England and Wales a partner cannot be an agent of the partnership as an entity
because it lacks legal personality. Whenever a partner makes a contract, it is on
behalf of that partner and the other partners.* If they breach the contract they will
be liable for any consequential loss without limit of liability.

In Scots law the partners are agents of the partnership which is the principal.” The
partnership has primary liability for all debts and obligations which it incurs
through the agency of its partners. The liability of the partners is subsidiary in
nature.” In effect the partners are guarantors of the partnership. Because they have
subsidiary liability for the firm’s debts and obligations, anything which they do (as
the firm’s agents) to bind the partnership binds the partners indirectly. Partners of
a Scottish partnership are jointly and severally liable for the obligations of the
firm.” As in English law, their liability is unlimited.

The 1890 Act contains several statutory rules which set out the agency of a
partner.’ In both jurisdictions, the partners are jointly and severally liable for loss
and injury caused to a third party by a partner who commits a wrong while acting
within the limits of his actual or apparent authority."” Partners are also jointly and
severally liable for the misapplication of money or property which a partner
receives in the course of carrying on the partnership business or which is in the
custody of the firm.” The Act also provides that admissions and representations
made by a partner concerning partnership affairs and in the ordinary course of
business are evidence against the firm.” There is also a provision, which has
caused some concern in particular to the accountancy profession, which appears to

11

See PartV below.

1890 Act, s 5.

¥ 1890 Act, s 5.

' See Mair v\Wbod 1948 SC 83, 86 per the Lord President (Cooper).
1890 Act, s 9.

16

Sections 5 and 6 set out the express, implied and apparent authority of the partner. Specific

rules restricting the liability of the firm where a partner uses the credit of the partnership for
private purposes and where notice has been given of a restriction on a partner’s authority are
contained in ss 7 and 8.

Y1890 Act, ss 10 and 12.
® 1890 Act, ss 11 and 12.
1890 Act, s 15.
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impute to a partnership knowledge relating to partnership affairs acquired by a
partner in the course of partnership business.”

The liability of a partner (in English law as principal and in Scots law as quasi-
guarantor) lasts for as long as other partners (as agents) have authority to bind that
partner. The partner is not liable for obligations incurred before this agency
relationship is created,” and he is not liable for obligations incurred by his former
partners after the agency relationship has ended.”

FIDUCIARY DUTIES

Partners place mutual trust and confidence in each other. They stand in a
fiduciary relationship. A partner must display the utmost good faith towards his
fellow partners in all partnership dealings. A partner owes his co-partners a duty to
be honest in his dealings with third parties, even if the transactions are not of a
partnership nature.”

The 1890 Act contains statements on some aspects of the partners’ fiduciary
relationship. A partner must give any of his partners true accounts and full
information of all things affecting the partnership.* A partner must account to his
partners for any profit which he obtains without their consent from any transaction
concerning the partnership or from his use of partnership property.” Similarly, a
partner who carries on a competing business of the same nature as the
partnership’s business without his partners’ consent must account for any profits
made by him in that business.”

Other fiduciary duties are left to the general law. A partner should not make a
secret profit in the course of the sale to or purchase from his firm and must
account for such profit.* To avoid this duty to account a partner must make full
disclosure of his interest to his fellow partners. A partner will be liable to account if
he secures a personal benefit which should, as a consequence of his duties to his
fellow partners, be obtained for the benefit of the firm.* A partner’s use of
information received in the course of the partnership business to secure a personal
benefit will give rise to a similar obligation.”

1890 Act, s 16. The operation of this rule is considerably more complex than the terse

statutory wording suggests and is discussed in paras 6.15 — 6.21 below.
%1890 Act, s 17(1) (in absence of agreement to the contrary).
?  See paras 6.81 — 6.83 below and the 1890 Act, s 36.
#  See Carmichael v Evans [1904] 1 Ch 486. In this context “honest” means abstaining from
fraud.
* 1890 Act, s 28.
1890 Act, s 29.
** 1890 Act, s 30.
" Gordon v Holland (1913) 108 LT 385.
?*  Powell and Thomas v Evan Jones & Co [1905] 1 KB 11.

*  Boardman v Phipps [1967] 2 AC 46.
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In English law a partner’s fiduciary duties are owed to his fellow partners. It
appears that in Scots law certain duties are owed to the partnership as an entity:
sections 29 and 30 refer to the obligation to account “to the firm”. In both
jurisdictions the duty to render true accounts and full information of all things
affecting the partnership is a duty owed to co-partners rather than to the
partnership.”

MANAGEMENT AND FINANCIAL RIGHTS

Section 24 of the 1890 Act sets out partners’ management and financial rights
which apply in the absence of contrary agreement. These are default rules. Section
19 of the 1890 Act provides:

The mutual rights and duties of the partners, whether ascertained by
agreement or defined by this Act, may be varied by the consent of all
the partners, and such consent may be either express or inferred from
a course of dealing.

The default rules set out in section 24 include, for example, that partners are
entitled to share equally in the capital and profits of the firm,* are entitled to take
part in the management of the business” and can agree ordinary matters
connected with the partnership business by a majority® so long as all partners are
able to express a view.* As we have already mentioned,” unanimity is required for
the introduction of a new partner.*

PARTNERSHIP PROPERTY

It is necessary in English law, which adopts the “aggregate” approach to
partnership, to distinguish between property held for the partnership and the
property of its individual members. This is done in the 1890 Act by the concept of
partnership property.” It is of fundamental importance in distinguishing between
the assets available to meet the claims of the creditors of individual partners and
the creditors of the partnership and in attributing the benefit of any increase in the
value of the property.

It is not always easy to determine whether an asset is partnership property.
Property can be used for the purposes of the partnership and yet not be part of the
partnership’s property.* Its status depends on the agreement, express or implied,
between the partners. If there is no express agreement sections 20 and 21 of the

* 1890 Act, s 28.

11890 Act, s 24(1).
1890 Act, s 24(5).
* 1890 Act, s 24(8).

* Const v Harris (1824) Turn & R 496, 525; 37 ER 1191, 1202; Lindley & Banks para 15-08;
Miller, p 185.

*  See para 2.3 above.
1890 Act, s 24(7).
¥ 1890 Act, s 20(1).

% See, for example, Miles v Clarke [1953] 1 All ER 779.

10
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1890 Act set out the factors which will generally be relevant.* The circumstances
behind and the purpose of the acquisition of the asset, the source from which it is
financed and how it is subsequently dealt with, will normally determine the status
of the property.

In English law a legal estate in land can only be held by a maximum of four
partners.” For larger firms four partners will hold the legal estate on trust for
themselves and their co-partners according to their beneficial interests. Other
options are for a partnership to vest land in a company controlled by the
partnership or in a nominee which holds the land in bare trust for the firm. This
avoids the need to transfer the estate on the death or retirement of one of the
trustees.

In Scots law, a partnership can hold moveable property such as vehicles,
computers and intellectual property. It can also hold title to a lease of heritable
property. But it is common practice to take title to leases in the name of trustees
for the firm. The prohibition against the partnership holding title to feudal
property has resulted in the partners taking title to heritable property as trustees
for the firm.** The options of vesting land in a company or in a nominee are
available as in England and Wales.

The trust by which a partner or partners hold property in trust for the firm is often
implied rather than express and similar issues arise as to the status of the property
as in England and Wales. The agreement of the partners, express or implied,
determines the status of the property.” Again sections 20 and 21 of the 1890 Act
illustrate factors which are relevant to establishing such agreement.

The separate personality of the Scottish partnership prevents partners having title
to sue for damage to partnership property or having an insurable interest in
partnership property.”

DURATION OF PARTNERSHIP

A partnership falls into one of two categories namely a partnership at will or a
partnership for a fixed term. The default rule is the partnership at will: it exists
where the partnership agreement is silent as to the duration of the partnership.” A
partner in a partnership at will can dissolve the partnership immediately by

* The partnership accounts are often a good guide as to whether an asset is partnership

property. If every partner has agreed to the inclusion of an asset in the balance sheet, this
will normally be sufficient agreement.

Trustee Act 1925, s 34(2); Law of Property Act 1925, s 34(2).

See para 2.7 and footnote 9 above.

40
41
42

Bell, Comm, 11, 501-502. The title of a bona fide third party may however prevail over a
latent trust: see Redfearn v Somervail (1813) 1 Dow 50; 3 ER 618.

*  See MacLennan v Scottish Gas Board, First Division, 16 December 1983 (unreported on this

point); Arif v Excess Insurance Group Ltd 1987 SLT 473; Mitchell v Scottish Eagle Insurance
Ltd 1997 SLT 793.

“ Moss v Elphick [1910] 1 KB 465 and 846; Walters v Bingham [1988] 1 FTLR 260; Abbott v
Abbott [1936] 3 All ER 823.

11
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notice.” In absence of agreement between the partners to the contrary, the
partnership must then be wound up. Transactions begun but unfinished may be
completed,” and the partnership’s assets distributed.”

Unless the partners agree otherwise, the death or bankruptcy of a partner means
that the partnership is dissolved as regards all partners and that it should be
wound up.” This is so even if the partnership was entered into for a fixed term
which has not expired.”

In a partnership for a fixed term, a partner who wants to retire can only do so with
the consent of his fellow partners. Alternatively, he can apply to the court to wind
up the firm under section 35 of the 1890 Act.

If a partnership for a fixed term is continued after the expiry of that term, without
any express new agreement, the rights and duties of the partners remain the same
as they were at the expiration of the term, so far as is consistent with the incidents
of a partnership at will.” In English law, where a new partner is admitted to a fixed
term partnership, that partnership is determined and a new one is created, which
may also be a fixed term partnership or a partnership at will, depending upon the
terms of the original agreement.”

All the partners can agree to dissolve the partnership. The partnership agreement
may provide that unanimity is not required so that a majority of partners can
decide to dissolve the firm.

A temporary cessation of business may not cause a dissolution.” But, as the very
existence of a partnership is intrinsically linked to the carrying on of a business, an
agreement of the partners permanently to cease all forms of business must be
taken as an agreement to dissolve the partnership.

A partnership is dissolved where an event occurs which makes it unlawful to carry
on the business of the firm or for the members to carry it on in partnership.” The
1890 Act also provides that a partner may apply to the court to dissolve a
partnership on a number of specified grounds, including the general ground that it
is just and equitable that the partnership be dissolved.”

1890 Act, ss 26 and 32.
1890 Act, s 38.
1890 Act, ss 39 and 44.
1890 Act, s 33.

“ Gillespie v Hamilton (1818) 3 Madd 251; 56 ER 501; Downs v Collins (1848) 6 Hare 418; 67
ER 1228; Lancaster v Allsup (1887) 57 LT (NS) 53.

* 1890 Act, s 27(1).
* Firth v Amslake (1964) 108 SJ 198. The position in Scots law is unclear: see para 2.8 above.
Millar v Strathclyde Regional Council 1988 SLT (Lands Tribunal) 9.

1890 Act, s 34.

* 1890 Act, s 35.

52
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Views differ as to whether a partnership is dissolved where a repudiation of the
partnership contract is accepted by the partner or partners not in breach.® There
are also differing views on whether the frustration of the partnership contract
brings a partnership to an end.”

THE EFFECT OF CHANGES IN MEMBERSHIP OF THE FIRM ON THIRD PARTIES

In both jurisdictions, the basic contractual position is that a party to a contract
cannot transfer his obligations under that contract without the other party’s
consent.”

In English law a contract with a partnership is a contract with the members of that
firm. It is a matter of construction whether a contract can be performed
“vicariously” by another set of persons, for example, a “new” partnership. In
general it is more likely that dissolution of the firm on a change in its membership
terminates a contract when the firm is small, than where the contract is with a
larger firm.*

In Scots law, similar issues arise, notwithstanding the separate personality of the
firm. It is a matter of construction of the contract with the partnership as to
whether the contract is with the firm as it is then constituted, or is with the firm
(viewed as a continuing entity) as it might be constituted from time to time. The
concept of a contract “with the house” which allows third parties to contract with
the firm and its successors which carry on the same business is an established
device in Scots law™ but its conceptual basis is unclear.

In contracts of suretyship in English law and cautionary obligations in Scots law a
change in the person for or to whom a third party stands as surety or cautioner
may alter the third party’s risk and so relieve him of liability, unless he consents to
the change. This rule is preserved in section 18 of the 1890 Act.

Changes in the membership of a partnership can also cause difficulty in relation to
other contracts. For example, insurance contracts are personal contracts and
cannot normally be assigned without consent. This restricts the ability of a firm
effectively to assign such contracts to the new firm, resulting from a change of
membership.*

If a partnership maintains a single running account with a bank, on a change of
membership of the firm, the well-known rule in Clayton’s Case™ will apply.

*  See paras 8.83 — 8.84 below.
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See para 8.83 below.

" Humble v Hunter (1848) 12 QB 310, 317; 116 ER 885, 887; Don King Productions Inc v
Warren and Others [2000] Ch 291, 318-319; Gloag, Contract (2™ ed 1929) p 416 but cf Cole
v Handasyde & Co 1910 SC 68.

" Briggs v Oates [1990] ICR 473, 482. See also Sheppard & Cooper Ltd v TSB Bank plc [1997]
2 BCLC 222.

See, eg, Alexander v Lowson’s Trustees (1890) 17 R 571.
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*®  For other complications caused by a change in the partners see Lindley & Banks paras 3-08

- 3-16.
** (1816) 1 Mer 572; 35 ER 781.

13



2.40

241

2.42

Withdrawals from the account will operate to reduce or cancel deposits in the
order in which they were made - the “first in, first out” rule. Deposits will be
applied in reduction of indebtedness in the same order. For partnerships this
means that money paid into a current account by the “new” firm will reduce the
debts of the “old”. Therefore, if deposits of the “new” firm exceed the debts of the
“old”, a debit balance on the account will be the liability of the “new” firm alone.
If the “new” firm becomes insolvent, the creditor has no recourse against the “old”
firm whose indebtedness has been discharged. To avoid this, banks will often
“freeze” the current account when a partner leaves the firm and thus keep the
accounts of the “old” and “new” firms separate.

PARTNERS’ LIABILITY AND A THIRD PARTY’S ACCESS TO INFORMATION

A partner’s liability for new debts incurred on the firm’s behalf lasts for as long as
other partners (as agents) have authority to bind that partner.” Nonetheless, third
parties are entitled to assume that the other partners remain agents until they are
notified to the contrary.” Partners should therefore notify any future clients by
advertising their withdrawal from the partnership in the Gazette.”* An outgoing
partner who wishes to avoid any liability for post-withdrawal partnership debts
may require to notify clients who had dealings with the firm before his withdrawal
as the Gazette advertisement is notice only to persons who had no such dealings.

It is often difficult for a third party to ascertain who was a partner at a particular
time. The Business Names Act 1985 requires the disclosure of the names of
current partners where the firm has a place of business and carries on business in
Great Britain under a business name which does not consist exclusively of the
surnames of all of the partners (with certain permitted additions). The problem for
the third party is that the Act does not require a firm to maintain a record of when
a person became a partner or of former partners who have since withdrawn from
the firm. The Act does not help the third party establish at a later date who were
the partners at the time a liability was incurred. The third party may get access to
that information when he initiates litigation against the firm. Rules of Court in
England and Wales allow a claimant to require the disclosure of the names and
addresses of the relevant partners.” In Scotland, the court may grant an order
requiring the production of documents disclosing such information.®

INSOLVENCY

English law and Scots law have radically different insolvency regimes for
partnerships. In English law there has been an attempt to assimilate partnerships

2 In English law the partner is bound as principal; in Scots law he is bound through his
subsidiary liability for the firm’s debts.
1890 Act, s 36.

* 1890 Act, s 36(2). If the firm is English or Welsh the notice is in the London Gazette; if the
firm is Scottish it is in the Edinburgh Gazette.

® CPR, Sched 1, RSC O 81, r 2.
®  Mitchell v Grangemouth Coal Co (1894) 2 SLT 104.
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into the framework that governs corporate insolvency.” This is currently under
review and is not within the scope of this report. By contrast partnership
insolvency in Scots law is regulated by the Bankruptcy (Scotland) Act 1985, which
provides the regime for individual insolvency.*

67

See the Insolvency Act 1986 as applied by the Insolvent Partnerships Order 1994 (Sl
1994/2421). See also Davis, Steiner and Cohen, Insolvent Partnerships (1996) and P Totty
and G Moss, Insolvency (1986).

See McBryde, Bankruptcy (2™ ed 1995).

68

15



3.1

3.2

3.3

3.4

3.5

PART Il
OVERVIEW OF PROPOSED REFORMS

THE PRINCIPAL AIMS OF PARTNERSHIP LAW REFORM

The rules of partnership law fall into two parts: external rules, which govern
relations between the partnership and those dealing with it (customers, etc); and
internal rules which govern relations between the partners themselves.

In making recommendations for reform of the general law of partnership we have
four principal aims. Those aims are:

(1)  to preserve partnership as a flexible, informal and private business vehicle;

(2) to encourage continuity of business by facilitating continuity of
partnership;

(3) to preserve mutual trust and good faith as critical components of the
relationship between partners;

(4) to provide a modern law of partnership based on consistent and
straightforward concepts, which are readily understandable by advisers
and clients alike.

FLEXIBILITY AND INFORMALITY
The partnership as a form is of great antiquity:

Historically, it has a traceable course from the ancient civilisations of
Mesopotamia to classical Greece and Rome and hence onwards
through medieval commercial practices and the far-flung enterprises
of the Renaissance to its present-day position as one of the three most
important forms of enterprise in the business world."

This long history is no more than a reflection of the fact that it is the simplest form
of business association. When two or more people come together in a business
enterprise they need some basic rules to govern their relationship. Those rules
should be as simple as possible. They should provide a basic framework governing
the relations of the partners internally and with outside parties, which reflects
commercial perceptions; they should provide the minimum intrusion while things
are going well; and they should provide straightforward means of sorting things out
when things are going badly.

Because of the great difference in size and nature of partnerships, it is vital that
partnerships should retain the maximum flexibility in the way in which they
organise themselves. Larger and more sophisticated partnerships have formal
partnership agreements, but many small partnerships do not. Small partnerships

' Prof J J Henning, “The origins of the distinction between loan and partnership”: Company

Lawyer (2001) Vol 22 No 3 p 75.
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3.6

3.7

3.8

play an important role in the economy. The 1890 Act contained a number of
default provisions, that is, provisions which would apply unless the partners agreed
otherwise. We have extended this approach in the proposed legislation by
providing default clauses which together form a code of government for
partnerships that will apply unless the partners choose to vary it (as they are free to
do).

In drafting the default code we have followed a policy of “think small first”. Large
partnerships are likely to have their own tailor made agreements. Small
partnerships are not. The default code is intended to make life simpler for them by
providing a suitable ready made set of rules, which they can change if they wish,
and to reduce the likelihood of litigation (with its uncertainty, delay and cost) in
the event of the partners falling out, because there will be an applicable set of rules
in place.

CONTINUITY AND INDEPENDENT PERSONALITY

Encouraging continuity

The responses to consultation have convinced us that it is a serious defect of the
1890 Act that it provides no simple means to extend the life of a partnership, on a
change of partners, and no presumption in favour of continuity. In English law,
whenever the membership changes the partnership is in theory dissolved, and a
new partnership created.” Furthermore, again apart from any provision in the
agreement, a single partner can bring about a general dissolution simply by serving
notice terminating the partnership.

It has often been observed that, in this respect, the legal position is far removed
from the ordinary perceptions of those involved. In the words of one commentator:

... the great disadvantage of a partnership at will’ is that ... it may be
dissolved by any one partner at any time by simply giving notice to
that effect to his co-partners. On such a dissolution, a partner in the
firm is then entitled to have the firm wound up. It follows that the
consequences of having a partnership at will are potentially
devastating. Nonetheless, a concerning aspect of the 1890 Act is that
the default form of partnership created thereunder is a partnership at
will. This means that those successful trading or professional firms
which are informally created are subject to winding up at the whim of
one partner. Indeed, it is apprehended that there are many successful
firms which are partnerships at will but in which the partners would
be astonished to discover that they are subject to this risk ... In this

2

See the Joint Consultation Paper para 2.29. Such a dissolution, where the business
continues, is sometimes called a “technical dissolution”, to distinguish it from a “general
dissolution” when the business comes to an end: see M Twomey, Partnership Law (2000
Butterworths Irish Law Library) paras 8.23, 23.07ff. In legal theory, however, there is no
difference. (The 1890 Act seems to use the term dissolution in both senses: cf ss 42, 44).

A “partnership at will” is one in which the agreement contains no provision as to duration:
see Lindley & Banks paras 9-01 — 9-03.
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way, it is suggested that the law of partnership fails the reasonable
expectations of business men... .*

We highlighted this problem in the Joint Consultation Paper and proposed to
address it in our reforms. Our proposal was to introduce a default rule that in such
situations, provided that two or more partners remained, the partnership was not
dissolved.® Instead, the deceased or outgoing partner could be bought out, leaving
the partnership to continue between the remaining partners. There was
widespread support in principle for this proposal among consultees. It was
perceived as benefiting not only the members of a partnership but also those who
deal with partnerships and as better reflecting the perceptions of business people.

Notice period and financial rights

We have developed these proposals in more detail since the Joint Consultation
Paper.® In particular, we propose an arrangement by which the outgoing partner
must give a period of notice of withdrawal in order to allow the other partners an
opportunity to consider their position and to respond to that withdrawal.” While
this was not part of our original proposals in the Joint Consultation Paper, we are
persuaded that it is a desirable reform in order to achieve a workable and fair
regime for changes of partners where there is continuity of partnership.

Continuity of partnership will mean that an outgoing partner will normally have an
entitlement to payment of his share in the partnership instead of a right to have the
partnership wound up. We have decided against detailed statutory valuation rules,
both because valuation practice may alter in future and because the rules might be
unsuitable for many partnerships. We recommend that there should be a basic
default principle that the outgoing partner is entitled to be paid the value of his
share in the partnership on a notional sale of the partnership business. This reflects
closely the existing financial rights of a partner as to the application of partnership
property on the dissolution and winding up of a partnership.’

Independent legal personality

As already explained,” under English law partners are agents of each other, but the
partnership does not exist as a legal entity. As mutual agents, the partners share
unlimited liability for all obligations incurred to other people in the course of the
partnership. They also owe each other a duty of good faith (but, provided that they
act honestly, they are otherwise free to regulate their affairs between themselves as
they wish).

Twomey, op cit p 8.02.

See the Joint Consultation Paper para 6.19.
See Part VIII below.

See para 8.100 below.

1890 Act, s 39.

Para 2.10 above.
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3.14

3.15

3.16

3.17

3.18

3.19

Under Scots law a partnership is a legal entity, but the partners have the same
unlimited liability towards those who deal with it, and have the same duty of good
faith towards each other, as they would under English law.

We think that it would be much more satisfactory in today’s world that a
partnership should be a legal entity. In 1890 all partnerships were small concerns.
Twenty was the maximum number of partners permitted by the law. That
restriction has been removed, and partnerships now vary in size from two to many
hundreds. But the framework of partnership law was simply not devised for larger
partnerships.

Many people would be astonished to learn that a firm is automatically dissolved
whenever there is a change of partner, or that it cannot own property, but that
remains the law in England and Wales (although not in Scotland). In practice,
firms habitually operate as if they were legal entities and are regarded as entities by
those who deal with them. The fact that they are not presently recognised as such
by the law is a throw back to the nineteenth century.

We believe that it is time to end this anomaly and that partnerships in England and
Wales should become legal entities, so that their legal nature would reflect their
role in the commercial life of Britain today. Partnerships would be able to enter
contracts and hold property; they would not be automatically dissolved on any
change of partner; but partners would continue (as in Scotland) to be personally
responsible for the obligations of the partnership and would continue to owe duties
of good faith to each other. The result would be a largely uniform law of
partnership in England, Wales and Scotland.

Legislation will be needed to ensure that this change does not result in any change
in the treatment of partnerships under UK tax law. We have received confirmation
from the Inland Revenue of its intention that (subject to ministerial approval) the
necessary legislation will be included in a Finance Bill.*

MUTUAL TRUST AND GOOD FAITH

Partners have to trust each other in order to engage in a business for their joint
benefit. Before the 1890 Act, the courts recognised the central importance of the
fiduciary relationship in partnership:

If fiduciary relation means anything | cannot conceive a stronger case
of fiduciary relation than that which exists between partners. Their
mutual confidence is the life blood of the concern. It is because they
trust one another that they are partners in the first instance; it is
because they continue to trust each other that the business goes on."

Notwithstanding that recognition, the 1890 Act does not contain a general
statement of the duty of partners to act in good faith. Rather, the Act contains

' See paras 3.50 - 3.53 below.
' Helmore v Smith (1885) 35 Ch D 436, 444, per Bacon V-C.
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certain rules which are examples of obligations arising out of the particular
fiduciary relationship which partnership involves.™

As mutual trust underpins partnership, we believe that there should be a statutory
statement that in relation to any matter affecting the partnership a partner must
act in good faith towards the partnership and each of the other partners. As this
duty is fundamental to partnership, it should not be capable of being excluded by
the partnership agreement. By their agreement partners may determine the nature
and extent of the particular duties which they undertake to each other and to the
partnership. But we think that it would be inconsistent with the partnership
relationship if partners were to exclude their duty of good faith.”

CLARITY OF CONCEPT

The 1890 Act as a “model™

The 1890 Act has often been praised as a model of its kind,* but not all comment
has been so kind. The leading Australian textbook comments critically on the
results of the long period of gestation of the Bill, following Sir Frederick Pollock’s
draft of 1879:

In the course of the succeeding decade the Bill was resubmitted at
frequent intervals, suffering alterations and deletions, almost
amounting to mutilation, and resulting in many obscurities in the
Act. In these circumstances, although the Act that ultimately reached
the statute book in 1890 was based upon Pollock’s original Bill, he is
not wholly to blame for its many ambiguities and inaccuracies.”

Missing links

Our own work on the project has confirmed our respect for the 1890 Act as a
whole, in particular its simplicity of expression. However, we have also been struck
by the lack of clarity on some important concepts and by the ambiguity concerning
the continuance of a partnership on a change among the partners. In relation to
the latter, while it remains a basic rule of the English law of partnership that a
change in membership creates a new partnership,'® some sections of the 1890 Act

12

1890 Act, s 28 (duty to render true accounts and full information); s 29 (duty to account for
any private benefit derived from the partnership); s 30 (duty to account for profits of
competing business).

13

We also favour the re-enactment of the more specific fiduciary duties (ss 28, 29 and 30 of
the 1890 Act: see above) as default rules, which may be modified, but only so far as
consistent with the general duty of good faith.

14

See eg per Harman LJ: “A model piece of legislation” (Keith Spicer Ltd v Mansell [1970] 1
All ER 462, 463). We also note respectfully the warning of our consultant, Roderick Banks,
in his introduction to the latest edition of Lindley & Banks (p vii); he refers to the prospect
of a new Partnership Act to replace the 1890 Act “which has stood the test of time so
remarkably well” and comments “Would that new statutes were as well and as economically
drafted!”

Higgins & Fletcher, The Law of Partnership in Australia and New Zealand (8" ed, by Keith
Fletcher) p 6-7. See also Davis, Steiner and Cohen, Insolvent Partnerships (1996) para 1.3
where the authors describe the 1890 Act as “deceptively clear”.

* See Income Tax Commissioners for the City of London v Gibbs [1942] AC 402, Lindley & Banks,
para 3-04.
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appear to assume continuity of partnership.’’ Other sections, by contrast, do not.”
In relation to the former, we take two examples: the nature of partnership property
and the role of contractual remedies.

Partnership property

It is a surprising feature of the 1890 Act that the same provision (section 20(1))
defines “partnership property” in both England and Scotland, even though the
nature of the interest is, in theory at least, quite different in the two jurisdictions.
In Scotland partnership property is owned by, or held in trust for, the partnership
as a separate person;” in England, it is owned by the partners who have “a

73 20

beneficial interest, in the form of an undivided share, in the partnership assets”.

There is no guidance in the 1890 Act, and very little discussion in the textbooks, of
how English law achieves the transfer of property on a change of membership in a
continuing partnership. Where a partnership is initially the aggregate of A, B and
C but A resigns and D is admitted as a partner, a new partnership comes into
being as the aggregate of B, C and D. The problem is how the property of the
“old” partnership comes to be transferred to the “new” partnership.”

One important practical issue is whether “partnership property” is available to
satisfy a judgment against the partnership, where the membership has changed
since the cause of action arose. The 1890 Act makes clear that an incoming
partner is not personally liable for anything done before he became a partner,” but
says nothing about execution against partnership property to which he has
contributed. English rules of court enable the partners to be sued in the name of
the partnership,” but this is said to be no more than a procedural convenience for
naming the partners at the time the cause of action arose.”

This view appears to conform to that of the Insolvency Service, who commented
in response to the consultation:

We also note that one of the effects of continuing legal personality is
that new partners’ capital contributions would be available to meet

Y1890 Act, s 17(1) and (2).
® 1890 Act, ss 17(3) and 18.

' In Scots property law there is no separation of legal and beneficial ownership. In Memec plc v

IRC (1998) 71 TC 77, 112 Peter Gibson LJ speaks of the assets of a partnership being
vested in a Scottish partnership “legally and beneficially” which is an English lawyer’s

analysis of property owned by a Scottish partnership and not held on trust for another
person.

*  See Memec plc v IRC (1998) 71 TC 77, 112 per Peter Gibson LJ.

21

In the United States, a court has held that a successor partnership did not have title to
enforce a title insurance policy that had been issued to an “old” partnership: Fairway
Development Co v Title Insurance Co 621 F. Supp.120 (N.D. Ohio 1985). This case influenced
the drafters of the Revised Uniform Partnership Act (1994) (RUPA) to adopt a default rule
of continuing legal personality.

#1890 Act, s 17.
#® CPR, Sched 1, RSC O 81, r 1.
* Lindley & Banks, para 14-03.
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the existing liabilities of the partnership. Since this mirrors what we
suspect most partners and creditors believe happens when the
composition of a firm changes, we think it is to be welcomed.

However, that is not a universal view. In their response, the Chancery Bar
Association commented that our proposals would involve “a major change in the
law” because “the capital of an incoming partner (would be) available for the use
of the creditors of the old firm”. It seems strange that this potentially important
issue remains unresolved.” Under our proposals, the incoming partners would not
be personally liable for “old” debts, but the liability would be that of the
continuing partnership, and its property (whatever the source) would be available
for execution.

Contractual remedies

The recent case of Hurst v Bryk™ has revealed considerable uncertainty in
partnership law as to the respective roles of contractual and equitable doctrines. In
that case, it was common ground up to the Court of Appeal that the contractual
doctrine of repudiation of contract applied to partnerships with the effect that an
acceptance by the innocent parties of a repudiation of a partnership agreement
dissolved the partnership. In the House of Lords, Lord Millett challenged that
view. Although a contract was necessary to bring a partnership into being, once
created it was subject to the control of the courts of equity, and dissolution, unless
consensual, was equally subject to control.”” This view was not part of the decision
and has received criticism, but it has been followed in a decision at first instance.”
It is remarkable that, even among experts, an issue so fundamental to the
conceptual nature of partnership in English law has been uncertain.

The present draft Bill provides an opportunity to clarify the position. It views the
partnership as a legal person, whose characteristics are determined (a) by the draft
Partnerships Bill except so far as varied by contract and (b) by the terms of the
partnership contract (if different from the default rules in the draft Bill) and (c) by
the rules of common law and equity so far as not inconsistent with the terms of the
draft Bill. On this approach the draft Bill will provide the framework in which a
partnership comes into existence and is terminated. The grounds of termination
will be those, if any, which the partners agree upon in their partnership agreement
and those set out in the draft Bill.” The partnership will not be terminated by the

25

In the United States of America, the Uniform Partnership Act (1914) (UPA) met this
problem by providing that an incoming partner’s liability for old debts should be satisfied
only out of partnership property (UPA s 17). The commentary says that this was designed to
solve “one of the most perplexing problems of partnership law”. RUPA seeks to continue
this position by the combined effect of s 306-7 (see official commentary to s 306: “In effect,
a new partner has no liability to the existing creditors of the partnership, and only his
investment in the firm is at risk for the satisfaction of existing partnership debts”).

26

Hurst v Bryk is unreported at first instance; the Court of Appeal’s decision is reported in
[1999] 1 Ch 1 and the decision of the House of Lords in [2002] 1 AC 185.

" Under the 1890 Act, s 35.

*  See the Joint Consultation Paper paras 6.28 — 6.29, Lindley & Banks para 24-10 but see
Mullins v Laughton [2003] Ch 250.

See PartVIII below.
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operation of contractual doctrines such as frustration and repudiation of contract
but by agreement or by order of court or by the number of partners falling below
two.

An accessible code

Partnership law has to be accessible to a wide range of users and their advisers.
Clarity of concept is as important as clarity of language. The market should not be
seen as purely domestic. In recent years, there has been increasing competition
between jurisdictions to produce business organisations which will be attractive to
businessmen who operate internationally. This is evident in the reforms which have
been introduced in many jurisdictions to legislation on limited partnerships and in
the emergence of the limited liability partnership. Within the European Union, the
decision of the Court of Justice in Centros Ltd v Erhvervs-og Selskabsstyrelsen®
encourages jurisdictional competition. Ribstein states:

The recent Centros decision raises important questions about the
future of European law, particularly the law of business organisations.
By characterising a corporation as eligible for the privileges and
immunities of a full-fledged citizen of its state of origin, including the
right to establish a branch in a country outside its origin that is
subject to home-state law, Centros sets the stage for increased
jurisdictional competition for European business law.*

The law of partnership should be based on straightforward and consistent
concepts, which can be readily understood by, or explained to, all categories of
potential users and their advisers, domestic or foreign.”

Concepts in the draft Bill

Partnerships as a legal entity

As discussed above, we recommend that partnerships in England and Wales should
as a general rule be legal entities. For reasons explained below, we recommend a
limited exception to the general rule in the case of certain limited partnerships.

The liability of partners

It is a fundamental concept that the partners in a general partnership have
unlimited liability for the obligations incurred by the partnership while they are

30

Case C —212/97 [1999] ECR | — 1459. The decision characterises a corporation as eligible
for the rights of a citizen of its state of origin, including the right to establish a branch in a
country outside its country of origin that is subject to its home-state law.

31

“The Evolving partnership”: Prof L Ribstein, Journal of Corporation Law Vol 26 No 4
(Summer 2001) p 820.

Potential users of British partnerships may not be attracted by the risks to an established
business of the default rule that a partnership is a partnership at will. As a partnership can
become a partnership at will while partners are renegotiating a partnership agreement (see
Walters v Bingham [1988] 1 FTLR 260) or through inadvertence on a change of
membership, we think that a default rule of continuity will also increase the attractiveness of
partnership.
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partners. We discuss the liability of partners in Part VI.* By contrast a limited
partnership must have one or more general partners each of whom has unlimited
liability and one or more limited partners each of whom has limited liability. We
discuss the liability of the general partner and the limited partner in Parts XVI and
XVII. As the draft Bill covers both general partnerships and limited partnerships,*
we think that it is appropriate to have a statement of the liability of partners early
in the draft Bill (cl 3).

The partnership agreement

A partnership can only come into existence by an agreement between the partners.
Such an agreement may be written, oral or inferred from conduct in whole or in
part. The partnership agreement also provides the constitution which governs the
partnership and the relationship between the partners. The agreement may contain
a mechanism for the amendment of certain of its terms, for example by a special
majority vote. In the absence of such a provision it requires the agreement of all
the proposed partners or, after the partnership has been formed, all the partners to
vary the partnership agreement. The draft Bill contains a provision to this effect (cl
4).

Default partnership rules

The flexibility of partnership law depends on allowing partners to determine the
terms of their agreement. The 1890 Act by creating default rules which govern the
relationship between the partners, subject to any contrary agreement, preserves
this flexibility. Section 19 of the 1890 Act provides:

The mutual rights and duties of partners, whether ascertained by
agreement or defined in this Act, may be varied by the consent of all
the partners, and such consent may be either express or inferred from
a course of dealing.

We aim to preserve this flexibility and also to make clear which of the rules in the
draft Bill are default rules and which are not. This we do by stating in each clause
whether or not it is a default rule. We consider that it would be useful also to
define a default rule as a rule which applies in relation to a partnership if the point
dealt with in the rule is not dealt with in the partnership agreement. As default
rules confer rights and duties on partners which the partners may wish to enforce
against each other, we think that there should be a statement of the status of the
default rules as terms of the partnership agreement. In function they are statutorily
implied terms of a partnership agreement and we consider that a default rule
should be treated as if it were a term of the partnership agreement so that partners
may enforce their rights against each other in contract.” Finally, we think that it
should be provided that partners may modify or exclude a default rule in

33

See paras 6.47 - 6.88 below.

As well as the special limited partnership in Part X1X below.

34
* This is subject to the exclusion of contract law doctrines as grounds for breaking up a
partnership. See para 8.124 below.
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accordance with the terms of the partnership agreement or if all the partners agree
(draft Bill, cl 5).*

OTHER REFORMS

Solvent dissolution

Simplification of solvent dissolution was one of the issues expressly mentioned in
our terms of reference. We recommend that a new system be introduced for the
winding up of solvent partnerships when the partnership business is discontinued.
Our recommendations will not prevent partners from agreeing the appropriate
methods of winding up a partnership business. But problems occur where there is
dissent among the partners and it becomes necessary to introduce a third party to
effect the winding up. In England and Wales winding up under the supervision of
the court is time-consuming and expensive. In Scotland also, winding up through
the appointment of a judicial factor by the court causes expense, delay and
difficulty. What is required is an officer with sufficient independent powers to
wind up the partnership business and determine the financial rights and liabilities
of the partners in an efficient manner.

We recommend that the court should have power to appoint a partnership
liquidator with powers and duties modelled on those of a liquidator in a members’
voluntary winding up of a company.” The partnership liquidator would be given
express power, without the sanction of the court or the approval of the partners, to
take specified steps for the winding up of the partnership’s affairs and distributing
its assets. He would require the sanction of the court or the unanimous approval of
the partners to carry on the business for its beneficial winding up or to take other
specified actions.®

Miscellaneous issues

The introduction of continuity of partnership and separate legal personality will
require the reformulation of a number of the provisions of the 1890 Act including
the provisions relating to partnership property. We also recommend reform of the
rules of litigation and the enforcement of claims against a partnership and its
partners.

Transitional provisions

We recommend that the new partnership rules should apply to all partnerships
created after the commencement of the new Partnerships Act and to all other
partnerships from a date two years after the commencement of the Act. In the
interim partnerships created before the new Act comes into force may elect to be
governed by the new Partnerships Act. We have recommended the delay in
applying the new partnership rules to all partnerships in order to give existing

* Partners, of course, will not be able to modify or exclude default rules which have conferred

rights on a former partner without his consent. See para 8.81 below.

37

We also look to the rules of insolvent winding up in the Insolvency Act 1986, for example in
relation to the release of a liquidator by the court on completion of a winding up.

See Part XII below.
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partnerships time to consider the provisions of the new Act and, if the partners
think it appropriate, to contract out of the default regime of the new Act.

We received forceful representations from the Association of Partnership
Practitioners (APP) that it was necessary to go further to protect the expectations
of partners who had deliberately chosen to adopt the default regime of the 1890
Act which entitles an outgoing partner to insist on the winding up of the
partnership on his departure.® In order to protect such expectations we
recommend that an individual partner should have the right during the interim
period to elect that the default regime of the 1890 Act should continue to apply to
the partnership of which he is a member. This will enable Parliament to introduce
the reforms to the default code without fear of taking away vested contractual
rights from persons who wished to retain them.

PROPOSALS WHICH WE ARE NOT TAKING FORWARD

In the Joint Consultation Paper we discussed a proposal to introduce a new form
of partnership with separate legal personality, the registered partnership. While
there was some support for the proposal, particularly from financial bodies which
lend money to partnerships, there was also strong opposition on the grounds that
it involved unnecessary bureaucracy and complexity, that it would be expensive to
administer and that there was little incentive for partnerships to register. While we
recognise the advantages of transparency which a registration system may offer,
nevertheless we are persuaded that it would not be appropriate to introduce the
registered partnership.”

We are not proposing, as part of this project, that partnerships should have power
to grant floating charges. In the absence of a registered partnership, or a general
reform of the law of registration of charges, we do not think that it is practicable
for partnerships to be allowed to grant floating charges. The Law Commission is
consulting on a general reform of the law relating to charges over property other
than land.* Although that project is directed in the first instance to company
charges, it is also making proposals for non-corporate debtors, including
partnerships.” This will provide an opportunity to review the issue of floating
charges, in that context.

LIMITED PARTNERSHIPS

The Limited Partnerships Act 1907 has been criticised for its failure to create a
coherent body of law and for the resulting uncertainty regarding the rights and
obligations of general and limited partners.” In our Joint Consultation Paper on

* This was also an important issue in relation to agricultural partnerships in Scotland. See

Part XIV below.
See Part XIII below.

40
“' See Registration of Security Interests: Company Charges and Property other than Land,
Consultation Paper No 164. A separate reference is being undertaken by the Scottish Law
Commission, which is limited to company charges: see Registration of Rights in Security by
Companies, Discussion Paper No 121.

Ibid Part X.
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Twomey, para 28.08.
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Limited Partnerships we sought to identify the main areas in which the law
required clarification. We recognised that business people use limited partnerships
for specialised purposes and that most limited partnerships would have written
partnership agreements governing the rights and obligations of the partners. As a
result, there is less need in this specialised field to have a default regime. Rather
the need is twofold: first, the application of the rules of the general law of
partnerships to limited partnerships has to be clarified and, secondly, the role
which a limited partner may play in a limited partnership without risking the loss
of limitation of liability should be more closely defined.

Among the detailed recommendations for clarifying the law and for weaving
limited partnerships into the general law of partnership we recommend that
limited partnerships should be required to disclose their limited liability status,
that the general partner alone should be responsible for default in registration
formalities, that registration of a limited partnership should be conclusive as to its
existence, that the liability of the limited partner should be limited to the amount
of capital actually registered,” that legislation should provide guidance on the
activities which a limited partner may undertake without losing limited liability
status, and that the Registrar of Companies should be empowered to de-register
defunct limited partnerships.

SPECIAL LIMITED PARTNERSHIPS

Limited partnerships have become a popular vehicle among venture capitalists for
both UK and non-UK investment funds. We have referred to the increasing
competition between jurisdictions to produce business organisations suited to
international markets.” Serious concerns have been expressed to us, particularly by
the APP, that giving legal personality to limited partnerships may affect their tax
treatment overseas, and that uncertainty over that issue would affect their
usefulness as a vehicle for investment and, therefore, be damaging to the economy.
For those special reasons we propose that those who wish to do so should be able
to enter into special limited partnerships which would not have separate legal
personality.”

FORM AND STYLE OF THE DRAFT PARTNERSHIPS BILL

The draft Bill seeks to combine in one code introductory provisions which apply
generally to partnerships and provisions which apply particularly to general
partnerships and to limited partnerships respectively. By this means we seek both
to preserve the flexibility of the statutory partnership code and to integrate the
rules relating to limited partnerships into that code.

The draft Bill is similar to Sir Frederick Pollock’s 1879 draft Bill in that it deals
with both general partnerships and limited partnerships. The 1879 Bill comprised
97 clauses and two short schedules. Our draft Bill is longer than the combined
1890 and 1907 Acts principally because of additional clauses and schedules

“ This is so long as he retains limited liability by not involving himself in the management of

the business of the firm.
45

See para 3.30 above.
* See Part XIX below.
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relating to limited partnerships and the new provisions relating to the partnership
liquidator.

MATTERS NOT DEALT WITH

Finally, in this Part we refer to two matters of domestic law which will be of
importance to the reform of partnership law, but are not dealt with in detail in the
present Bill.

Tax law

Notwithstanding the differences in the nature of partnership between the two
jurisdictions, their treatment for tax purposes should in principle be the same.” In
particular, the separate personality of partnerships in Scotland has not affected
their transparency for tax purposes.

In fact, tax law has a variety of special rules, varying as to the extent to which the
partnership is treated as separate from the partners, for example:-

(1) Value Added Tax (VAT): Registration of a partnership may be in the name
of the firm, and “no account shall be taken in determining .... whether
goods or service are supplied to or by such persons ... of any change in the

77 48

partnership”.

(2) Income Tax: There has been a radical change during the 1990s from joint
to separate liability, accompanying the change from the “preceding year” to
the “current year” basis:

(@) Former system: Under the former “preceding year” basis, profits
taxed in any year were those of the firm® in the accounting period
ending in the previous tax year, which was then treated as divided
between the then partners for the purpose of calculating allowances,
leading to a global assessment on the firm.* The tax was thus a debt
of the partnership, for which all the partners were jointly liable.

(b) Current system: Under the new current year basis, it is provided
that where a trade is carried on by persons in partnership, the
partnership “shall not, unless the contrary intention appears, be
treated for the purposes of the Tax Acts as an entity which is

" See Income Tax Commissioners for the City of London v Gibbs [1942] AC 402.

“ Value Added Tax Act 1994 (VATA) s 45; for the purposes of liability, a member who has left
the partnership is treated as remaining a partner until the Commissioners are notified of the
change (s 45(2)).

“What has to be ascertained is the profits of the firm and not of the individual partners. That
is not, | think, stated anywhere in the Income Tax Acts, but it follows necessarily from the
fact that there is only one business and not a number of different businesses carried on by
each of the partners”: MacKinlay v ArthurYoung & Co [1990] 2 AC 239, 249.

Income and Corporation Taxes Act 1998 (ICTA) s 111: the total sum was treated as “one
sum ... separate and distinct from any other tax chargeable on those persons ... and a joint
assessment shall be made in the partnership name”.

49
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separate and distinct from those persons.” The profits or losses
from the business are computed as if the partnership were an
individual, and an individual partner’s share is determined in
accordance with the partner’s shares in the partnership during the
period.” Each partner is personally liable for tax only on his own
share.

(3) Capital Gains Tax: The firm as such is disregarded, and all dealings in
partnership assets are treated as dealings by individual partners.” The
working out of this concept in practice has not been easy, and has had to be
regulated by extra-statutory guidance.*

We regard it as important that our proposed reforms should not materially alter
the treatment of partnerships for tax purposes, although they may provide an
opportunity for addressing some of the anomalies of the present law. We have had
the benefit of discussions with the Inland Revenue, who have seen a draft of this
report and have considered our recommendations. If Parliament implements our
recommendations by enacting a new Partnerships Bill, it will be necessary to alter
taxation legislation to take account of the changes which the new Act will effect.*

The Inland Revenue propose to bring forward the necessary provisions in time to
coincide with the enactment of any new Partnerships Bill. As the taxation
consequences of any reform of partnership law are of great importance to business
people who use partnerships, the Inland Revenue have authorised us to publish the
following statement of their intentions:

The Inland Revenue has confirmed that, following any decisions by
Parliament on partnership law, Treasury Ministers currently intend
to bring forward any tax legislation necessary to maintain the present
policy of generally treating partnerships as transparent for tax
purposes.

Insolvency

Our terms of reference do not include consideration of the law of partnership
insolvency. It would in any event have been an unsuitable subject for a joint project
between the two Commissions, in view of the different approaches of the two
jurisdictions. In England and Wales, the Insolvency Act 1986, as applied in
modified form by the Insolvent Partnerships Order 1994,% assimilates partnerships
into the framework governing corporate insolvency. In Scotland, by contrast,

* ICTA 1988 s 111 (new form).
2 1bid s 111(2) & (3).

* Taxation of Chargeable Gains Act 1992 s 59: “tax in respect of chargeable gains accruing (to

partners) shall, in Scotland as well as elsewhere in the United Kingdom, be assessed and
charged on them separately.”

* See Lindley & Banks, para 35-02.

*  The VAT treatment of partnerships under the new regime will be dealt with in consequential
amendments, which will be prepared by Customs and Excise in due course.

%51 1994/2421.
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insolvency is regulated under the Bankruptcy (Scotland) Act 1985, which provides
the regime for individual bankruptcy.”

However, there is a general recognition of the need for simplification and
modernisation of English law, as contained in the 1994 Order, which:

... seeks to adapt the provisions of the 1986 Act piecemeal in order to
accommodate the procedures applicable on the winding up of an
insolvent firm, whether in conjunction with or independently of the
insolvency of one or more of the partners. The product of this
approach is an indigestible patchwork of provisions, some of which
are in certain respects ill-suited to their task.”

Parallel with our work, an ad-hoc joint sub-committee® has been set up by the
Insolvency Courts Users Committee in consultation with the Law Commission, to
consider the treatment of insolvent partnerships and offer recommendations which
can be considered alongside the Law Commission’s report. A consultation paper
making proposals for reform was issued at the beginning of 2002, the results of
which have yet to be formally reported to the committee. The main points of the
consultation paper are attached as Appendix D. It is hoped that this work will
result in proposals for reform of the 1994 Order, which can be brought into effect
at the same time as the proposals in this report.

In Scotland there are no proposals to reform the rules concerning the treatment of
insolvent partnerships. We are not aware of any significant problems with the
application of the Bankruptcy (Scotland) Act 1985 and its subordinate legislation
to partnerships.

Consequential amendments

The draft Bill does not include provisions for consequential amendments of other
legislation, resulting from the proposed reforms. The detailed work necessary for
this purpose is best undertaken once the principle of the reforms has been
accepted, and at the time when the draft Bill is being prepared for Parliament.
Otherwise, work done at this stage may be overtaken by other legislative change.
We do not expect the consequential amendments to give rise to significant policy
issues.

57

A Scottish partnership can be sequestrated although the estates of the partners are not
sequestrated. In practice, it is common that some or all of the partners (if apparently
insolvent) are sequestrated at the same time as the partnership. See Bankruptcy (Scotland)
Act 1985, ss 6(1) and (5), 7(3); McBryde, Bankruptcy (2™ ed) para 4.20f. Difficulties can
arise in petitions to sequestrate partnerships if the separate personality of the partnership is
overlooked, but the bankruptcy rules work well if the principles of the Scots law of
partnership are borne in mind: McBryde op cit para 4.22. Complex factual issues, which can
arise on the insolvency of informal or badly-run partnerships, will continue to arise,
whatever rules are applied.

* Lindley & Banks, para 27-01.

** The sub-committee is chaired by Mr Justice Evans-Lombe and its members include

practitioners in the field. The secretary to the sub-committee is Mr Registrar Baister,
at the Royal Courts of Justice to whom enquiries should be directed
(email to shaister@lix.compulink.co.uk).
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PART IV
THE DEFINITION OF PARTNERSHIP

INTRODUCTION
In section 1 of the 1890 Act the existing definition of partnership is as follows:

Partnership is the relation which subsists between persons carrying
on a business in common with a view of profit.

The definition raises a number of issues which we discussed in the Joint
Consultation Paper.' In this Part we make recommendations to modernise the
definition and to adapt it to a default rule of continuity of partnership and to the
separate personality of a partnership. We also discuss the important concepts of the
partnership agreement and default rules.

ISSUES ARISING OUT OF THE EXISTING DEFINITION

The use of the expression ““relation”

In the Joint Consultation Paper we suggested that the use of the expression
“relation” was out of touch with ordinary usage. This is so particularly among
people who are not lawyers. A lawyer may think that “relation” is a suitable
expression to describe the connection between a particular group of partners but it
is not appropriate for a continuing partnership which survives changes in
membership. Just as an agreement between A, B and C is seen as different from an
agreement in identical terms between B, C and D, so also a relationship between
the former persons is seen as different from a relationship between the latter.

The need for agreement

Partnership arises out of an agreement between the partners.” The agreement may
be formal or it may be inferred from the way in which the parties have acted. The
definition makes no reference to agreement but such agreement is the precondition
of partnership.

Carrying on business with a view of profit

A partnership is a vehicle by which persons carry on business. This distinguishes it
from non-business associations. “Business” is widely defined as including “every
trade, occupation, or profession”.* While the definition requires the partners to
carry on a business for profit, it does not make the division of the profits a

necessary part of the definition.

Joint Consultation Paper, paras 5.1 — 5.26.

Lindley & Banks, para 2-13. Roman law treated partnership as a consensual contract and the
Scottish Institutional writers referred to it as a contract or association: Erskine Institutes
111.3, 18, Bell Principles, s 351.

® 1890 Act, s 45.
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The definition requires the partners to carry on the business before there can be a
partnership. Lord Lindley in his Supplement on the 1890 Act’ questioned whether
this went too far. Since the publication of the Joint Consultation Paper, the House
of Lords has considered the issue in Khan v Miah.® There it was held that it is not
necessary for the partners to have commenced trading before there can be a
partnership: the question is whether the partners have actually embarked upon the
venture on which they had agreed.’

Who carries on the business?

The existing definition envisages that it is the partners who carry on the business
of the partnership. This is consistent with the aggregate approach to partnership
which English law adopts,” but it causes no practical difficulty in Scots law which
treats a partnership as a separate legal person.’ It is legitimate to speak of the
partners in a partnership carrying on the partnership business. In carrying on the
business of the partnership they bind the partnership;’ they also have unlimited
liability for the obligations of the partnership.”” An entity approach to partnership™
has the effect that the legal rights of the partnership are vested in the entity and the
obligations of the partnership are those of the entity, for which the partners have
unlimited liability. But this does not alter the economic reality of the intimate
involvement of partners in conducting the partnership business.

OUR PROVISIONAL PROPOSALS AND CONSULTATION

We suggested in the Joint Consultation Paper that the definition of partnership
could be updated and clarified. In particular we proposed (a) that the definition
should refer to partnership as a voluntary association rather than a relation, (b)
that it would not be necessary that business be carried on before a partnership
commences, (c) that the business of a partnership with legal personality should be
carried on by the partnership and not the partners and (d) that division of profits
is not an essential feature of partnership.*

The Supplement was to the 5" edition of Lindley on Partnership (1888) and was published in
1891 (hereinafter “the Supplement”). See the Supplement p14.

° [2000] 1WLR 2123.

®  1bid, Lord Millett at p 2128.

See para 2.5 above.

1890 Act, s 4(2). See also Major v Brodie [1998] STC (Ch D) 491.
° 1890 Act, s 5.

1890 Act, ss 9 and 12.

11

The entity approach treats the partnership as a legal person distinct from the partners who
compose it. This, as Lindley & Banks, paras 3-01 — 3-03 record, reflects the commercial view
of partnerships. The separate legal personality of partnerships which are entities, such as
partnerships in Scotland and the United States, does not make them corporations. The legal
personality of a partnership is sui generis. See PartV below.

12

See the Joint Consultation Paper, para 5.26.
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Partnership as an ““association”

A majority of consultees supported the proposal to replace the expression
“relation” with “association”. The APP suggested that the definition should be
consistent with the statutory definition of a limited liability partnership in order to
facilitate the conversion of an ordinary partnership into an LLP. *

The need for agreement

There was support for our proposal that the definition should make clear that the
association must be constituted by agreement, although several consultees argued
cogently that it was not necessary as the existence of an agreement is implied, and
such a definition might be harmful if it gave the impression that express agreement
was required.

When a partnership is formed

There was support for our proposals in relation to the commencement of a
partnership but several consultees expressed the view that the House of Lords had
resolved the matter in Khan v Miah." Another suggested that there was a need for
greater certainty as to when a partnership came into existence and suggested that
it should be the earlier of (a) the date of the agreement to carry on business in
common or (b) if no such express agreement was made, the date when the
business itself commences.

Who carries on the business?

The majority of the English and all of the Scottish consultees agreed with the
proposal that, if partnerships have separate legal personality, the definition should
state that the partnership carries on the business rather than the partners. One
consultee, however, expressed concern over the foreign tax consequences of
separate personality and of such a definition. Others were concerned that such a
definition would change the perception of partnership. One consultee argued that
the legal personality of a partnership was simply a legal device which treated the
body of partners as a person and was different from the corporate nature of a
registered company. Our consultant, Roderick Banks, disagreed with the proposal,
arguing strongly that the involvement of the partners in carrying on the business
was at the heart of partnership.

The division of profits

Consultees generally supported the proposal that the division of profits was not an
essential feature of partnership.

13

The Limited Liability Partnerships Act 2000, s 2 provides that for an LLP to be
incorporated there must be “two or more persons associated for carrying on a lawful
business with a view to profit”. We believe that our definition of partnership (para 4.17
below) is consistent with this definition and will not prevent conversion from a general
partnership to an LLP.

* [2000] 1WLR 2123.
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THE RATIONALE FOR REFORM

It seems to us that the existing definition of partnership is inappropriate for four
reasons. First, the expression “relation” is opaque and is confusing to people
without expertise in partnership law. It describes an underlying relationship
between the partners and not the business vehicle. Secondly, “relation” is not
suited to a default rule of continuity of partnership and to the existence of separate
legal personality. Thirdly, it is necessary to distinguish between the partnership
itself and the underlying partnership contract: the terms of a partnership’s
contractual constitution may change over time without creating a new partnership
on each change. Fourthly, the language of the whole of section 1 of the 1890 Act
requires updating.

THE REFORM PROPOSALS

Who may be partners?

As we recommend below, in order to constitute a partnership, there must be an
agreement between persons to carry on business together with the object of
making a profit and those persons must have started to carry on the business
together.”® The persons who can be partners may be individuals, companies,
partnerships and other legal entities, provided such legal entities have power to
enter into partnership. The draft Bill (like the 1890 Act) uses the word “persons”
to describe the partners.*

Definition of partnership

We have considered whether to include a definition of “partnership” in the draft
Bill and how best to define it in the context of a default rule of continuity of
partnership on a change of membership. We think that a partnership is best
described as an association of persons. This description is consistent with a
partnership which continues in existence on changes of its membership. There are
precedents for so describing a partnership in the Revised Uniform Partnership Act
(RUPA)" and in Scottish Institutional writing."

We therefore recommend that a partnership should be defined for the
purposes of the draft Bill as “an association formed when two or more
persons start to carry on a business together under a partnership
agreement”.” (Draft Bill, cl 1(2))

' See para 4.20 below. As we state in para 4.21 below, in this context the partners can begin to

carry on business when they fit out their shop; they do not need to be trading for the
partnership to come into existence.

' See the draft Bill, ¢l 1(1), (2) and (7).

Y RUPA was finalised by the National Conference of Commissioners on Uniform State Laws

in 1994,

® See RUPA, s 101(6), which describes partnership as “an association of two or more persons

to carry on as co-owners a business for profit”. See also Bell Principles, s 351.

19

We have used the expression “under a partnership agreement” rather than “as a result of “ or
“in accordance with” a partnership agreement. It was suggested to us that “as a result of”
could be interpreted so that there required to be a pre-existing agreement for a partnership
to come into existence and that this would militate against a partnership coming about by
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The need for agreement to constitute a partnership

We think that the draft Bill should make it clear that a partnership must be
constituted by agreement.

We are aware of an argument that such a definition may mislead because it may
give the impression that express agreement is required. It may also mislead by
seeming to support those who enter into agreements which state that they are not
partners when it is clear from their conduct that they are. To avoid the first risk
and to reduce the second, we recommend that the definition should make it clear
that the necessary agreement may be constituted expressly or inferred from
conduct, or may be partly express and partly inferred from conduct. This would be
consistent with existing partnership law: where persons agree to carry on business
together with the object of making a profit and do so carry on business, they are a
partnership. The law looks to the substance and reality of the agreement and “no
‘phrasing of it’ by dextrous draftsmen ... will avail to avert the legal consequences

77 20

of the contract”.

We recommend that the definition of partnership should make it clear that
a partnership must be constituted by agreement. That agreement may be
express, inferred from conduct or may be partly express and partly
inferred from conduct. (Draft Bill, cls 1(1) and (2) and 76(2))

The commencement of the partnership

In Khan v Miah* the House of Lords has made it clear that a partnership
commences when the parties embark on the venture on which they have agreed. It
is not necessary that they should be trading. Where partners are collaborating in
preparation for trading, for example in fitting out a shop or an office, they have
embarked upon their venture and will be treated as being in partnership.

We see no need to be more specific. In particular we are not persuaded that there
is benefit in the formula that the commencement date is either (a) the date of the
agreement to enter into business or (b) if no such agreement was made, the date
when the business itself commences. The first leg of the formulation is flawed, as
an agreement to enter into business may specify that the business will commence
at a future date.” The second leg of the formulation adds nothing to the existing
law. We are not persuaded that it is appropriate to define more precisely when a

actions. The expression “in accordance with” was criticised as carrying the implication that
the partners would have to comply with every term of their agreement for a partnership to
come into existence. As we wished to avoid any implication of temporal sequence or of
mandatory conformity to the agreement we have used the neutral word “under”.

Adam v Newbigging (1888) 13 App Cas 308, 315 per Lord Halsbury. In Weiner v Harris
[1910] 1 KB 285, 290 Cozens-Hardy MR stated: “Two parties enter into a transaction and
say “It is hereby declared there is no partnership between us”. The Court pays no regard to
that. The Court looks at the transaction and says “lIs this, in point of law, really a
partnership?” It is not in the least conclusive that the parties have used a term or language
intended to indicate that the transaction is not that which in law it is.”

* [2000] 1WLR 2123.
2 See Dickinson v Valpy (1829) 10 B & C 128, Parke J at 141-142.

20
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partnership begins. Any formula, however good, runs the risk of failing to cover all
the circumstances which may arise.

We favour an approach which allows the decision of the House of Lords in Khan v
Miah® to be applied to the facts of a particular case.

We therefore recommend that a partnership should commence when two
or more persons start to carry on a business together with the object of
making a profit. (Draft Bill, cl 1(1) and (2))

Partners carrying on the business of the partnership

Since receiving the responses to the Joint Consultation Paper, we have
reconsidered our provisional proposal that if a partnership were to have legal
personality the definition should refer to the business being carried on by the
partnership rather than by the partners.” The justification for that proposal was
that in law it would be the partnership as a separate person which holds property
(including contractual rights) and incurs liabilities. The partners would be agents
of the partnership and act on its behalf.”” As the partnership would be the principal
and the partners would be its agents it may be argued that it is the partnership that
carries on the business.

However, if we were so to provide, there would be a striking difference in this
context between legal form and economic reality. It is the partners who undertake
the practical tasks of carrying on the business. They enter into contracts on behalf
of the partnership and bind it. It is the partners who ultimately benefit from the
success of the partnership business and who are liable, without limit, for its
obligations. The division between management and ownership, which is a
paradigm of company law, does not apply in partnership law. The involvement of
the partners in carrying on the business is at the heart of partnership. The
economic and practical reality of partnership (whether or not the partnership has
separate legal personality) is that it depends for its existence on the involvement of
the partners in the business.

In Part V we recommend that all general partnerships should have separate legal
personality.” In recommending separate legal personality we are not seeking to
alter the fundamental nature of partnership which has at its heart the involvement
of the partners in the business. Rather, we are promoting a device which makes the
law simpler and closer to the long-established commercial view of partnership and
which assists our central policy of continuity of partnership. The partnership as an
entity facilitates the carrying on of business by the partners; it does not supplant
them in carrying on the business.

# [2000] 1WLR 2123.

24

Joint Consultation Paper, para 5.26(4).

25

See para 6.22 below.

26

We recommend in PartV that the legal personality of a partnership should be sui generis. It
would not be a body corporate. So the law of corporations which separates the liability of the
corporation and restricts the liability of the members of the corporation will not be relevant.
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There is also another practical reason for providing that it is the partners who
carry on the business. It is important to most partnerships in the United Kingdom
that they are treated by the Inland Revenue as tax transparent, so that income and
gains of the partnership are taxed as the income and gains of the individual
partners. The Inland Revenue justify their approach to UK partnerships® by
reference to the following three characteristics:

(1) the partners carry on the business of the partnership with a view to profit;

(2) every partner is liable jointly or jointly and severally with the other partners
for all the debts and obligations of the partnership; and

(3) the partners own the business, each having at least an indirect share in the
net assets of the partnership.”

It is clearly in the commercial interests of UK partnerships to preserve the existing
tax treatment.

At the same time we recognise the importance of clarity in legal analysis,
particularly when the introduction of separate legal personality will be a novelty in
English law.” We would not wish to create unnecessary doubts about the nature of
partnership or to encourage arguments that the partners were in law the principals
and the partnership their agent. As a matter of legal analysis, the rights and
obligations of a partnership will be the rights and obligations of the partnership as
an entity. By entering into transactions in the course of partnership business, the
partners as agents will bind the partnership as principal. The partners will have
immediate liability for the partnership’s debts and obligations but their liability as
partners will be akin to the liability of a surety or guarantor.” These attributes,
which we recommend to be included in the draft Bill, will not be affected by the
definition of who carries on the business.

We therefore recommend that it should be provided that it is the partners
who carry on the business of the partnership. (Draft Bill, cl 6(1))

We discuss in Part V below the reasons why we recommend the introduction of
legal personality into the English law of partnership. In addition to conceptual
clarity and the resolution of practical problems, we see separate personality as an
important component of continuity of partnership, which we recommend as a
default rule. As a new entity is to be created we think it appropriate to state its
main functions in the draft Bill. While the partners carry on the business, it is the

27

This covers both the English law partnership and the Scots law partnership notwithstanding
that the former has no separate legal personality and the latter has separate legal personality.

28

See Memec plc v Commissioners of Inland Revenue (1998) 71 TC 77 and in particular Peter
Gibson LJ at pp 111-113. Neither the separate personality of the Scottish partnership nor
the absence of mutual agency in Scots law prevented the conclusion that in substance the
position of the partners in a Scottish partnership in relation to the profits was the same as in
an English partnership (p 113B-C).

*In making the recommendation in paragraph 4.30 below we recognise that we are departing
from the views of the majority of consultees (see para 4.12 above).

* See paras 6.59 and 6.62 below.
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partnership which enters into contracts. The partnership can hold property.
Separate legal personality also facilitates continuity of partnership for those firms
which adopt the default code or where the partnership agreement provides
alternative rules for continuity of partnership.

We therefore recommend that it should be provided that the main
functions of the partnership are to enter into contracts and own or hold
property for the purposes of the partnership business, and (subject to the
partnership agreement) to provide continuity for the partnership business
despite a change in the partners. (Draft Bill, cl 6(2))

Partnership as a business vehicle

We do not favour extending the definition of partnership to include ventures other
than business ventures. One consultee suggested that the definition should be
expanded so that a partnership could include trustees who conduct business for
the benefit of the trust estate and not for personal profit. In our view the definition
in the draft Bill is wide enough to encompass a partnership which included
partners who were trustees.

Another consultee suggested that the definition of business in section 45 of the
1890 Act should be extended to include investment activities. Consultees who
responded to the Joint Consultation Paper on limited partnerships were divided in
their response to a question asking them whether the 1890 Act was adequate for
the purpose of limited partnerships. Several argued that there was sufficient doubt
about the definition to justify express reference to investment activity. Others,
including the Inland Revenue and KPMG suggested that the existing definition
included investment carried on as a commercial venture. We agree. We think that
the existing definition is sufficiently broad to cover investment carried on as a
commercial venture. One consultee suggested that there is no disadvantage in
including investment in the definition. But any extension of the definition might
create its own problems of interpretation. There is no consensus for change. The
Inland Revenue have taken a position on the issue with which we agree. We
therefore do not recommend any change to the definition of “business” in the
1890 Act for partnerships generally or for limited partnerships.®

We therefore recommend that in the draft Bill “business’ should include
every trade, profession and occupation. (Draft Bill, cl 1(6))

Division of profits

In the draft Bill a partnership agreement is defined as “an agreement between two
or more persons for carrying on a business together with the object of making a

73 32

profit”.” A partnership is formed when two or more persons start to carry on a
business together under a partnership agreement.* This, we believe, is consistent
with existing law. If A, B, C and D enter into, and carry on business in pursuance

' See paras 16.24 — 16.26 below.
®  Draft Bill, cl 1(1).
*  Draft Bill, cl 1(2).
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of a partnership agreement which provides that the profits are to be shared
between A, B and C, while D receives a fixed remuneration, D’s receipt of a fixed
sum rather than a sum which varies according to the level of the firm’s profit does
not prevent there being a partnership.*

Who is a partner?

We have considered whether it is possible to provide some statutory guidance on
the criteria which determine whether a person is a partner.* Case law on such
questions as whether a person is a lender or a partner or whether he is an employee
or a partner does not reveal any single determining criterion.

A person can be a partner although he does not, and is not allowed to, take part in
management.” The dormant partner does not even require to contribute any
capital.” An entitlement to receive a share of the profits of a business is a cogent
indication of partnership but it is not conclusive.* A “salaried partner” may,
depending on the circumstances, be either a partner or an employee.” In every
case the court must look at the substance of the relationship between the parties
and not the mere label attached to the relationship in order to ascertain whether
the person is a partner® or a lender” or an employee.” Ultimately, the question is:
‘are you carrying on business together with your partners?’ or, where an alleged
partner is a dormant partner, ‘are the partners carrying on business also on your
behalf?’

We do not think that it would be helpful to have a statutory formulation of a test
which is wide enough to encompass the circumstances which may arise in
particular partnerships. Nor do we see advantage in altering the test to restrict the
circumstances in which a partnership comes into existence. As a dormant partner
is still a partner, we cannot use the test of involvement in management.” We also

34

In this example, the partners would have contracted out of the default code to provide that
D, although a partner, would receive a fixed sum rather than a proportional share of the
profits. See paras 4.37 — 4.39 below.

* The difficulty to which the informality of partnership gives rise has long been recognised. In

a parliamentary debate in 1828 Henry Brougham stated: “It would be difficult to point out
greater uncertainty or more caprice in any branch of the system than are to be found in the
law of Partnership. A man can hardly tell whether he is a partner or not; being a partner, the
extent of his liability is scarcely less difficult to ascertain; and he will often find it in vain to
consult his lawyer on these important matters” (Parliamentary Debates, 2" Series, Vol 18,
1828, column 241). While case law since 1828 may have reduced the caprice, the
uncertainty arising from informality may remain.

*® Pooley v Driver (1877) 5 Ch D, 458, 477.
¥ lbid, at p 473.

*  Cox v Hickman [1860] 8 HL Cas 268; Mollwo, March & Co v Court of Wards (1872) LR 4 PC
419.

*  See Stekel v Ellice [1973] 1WLR 191, 198 - 199.

“ As in Pooley v Driver (1877) 5 Ch D 458 and Stekel v Ellice [1973] 1 WLR 191.
“ " Asin Mollwo, March & Co v Court of Wards (1872) LR 4 PC 419.

“ As in Walker v Hirsch (1884) 27 Ch D 460.

43

Such a test would also be unsuitable in a limited partnership.
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would not want to use the receipt of a share of the profits as a determining
criterion. That would have at least two adverse consequences. First, it would
prevent a lender from assisting in the start up or rescue of a firm by taking a
variable rate of interest on his loan by reference to the level of profits or in the
form of a share of those profits. Secondly, it would prevent partnerships such as a
family partnership, in which a partner who is a parent may receive a fixed
remuneration or no remuneration while sharing responsibility for losses with the
children who are also partners and who receive the profits. Similarly, the
contribution of capital should not be a decisive criterion as that would prejudice
persons who wished to enter into partnership where one person provided capital
and another provided skill and labour. We therefore do not propose to define the
criteria which determine whether a person is a partner.

What are not partnerships?

The draft Bill contains a provision* which replaces section 1(2) of the 1890 Act by
providing that companies incorporated under the Companies Acts and by other
means and certain other bodies are not partnerships.” This provision is simply an
adaptation of the existing sub-section of the 1890 Act using updated language.
Partnerships constituted under the law of a country or territory outside Great
Britain also are not partnerships falling within the scope of the British partnership
law.

A statement of a partnership’s capacity

We think that there should be a statement that a partnership has unlimited
capacity to act. Consultees generally supported the proposal. It avoids the
application of the rules of ultra vires to partnerships which (if our
recommendations are implemented) will have separate legal personality.” For
example, suppose a partnership called A & B Builders bought a circus: we would
not wish to countenance an argument that because the partnership was initially
established to carry on business as builders it could not diversify into the circus
business. The APP suggested that such a statement would be helpful in dealing
with overseas jurisdictions.*

We therefore recommend that there should be a statement that the
partnership’s capacity as a legal person is unlimited. (Draft Bill, cl 7(1))

“ Draft Bill, cl 2.

45

Although a company cannot be a partnership it can be a partner.
“® " Draft Bill, cl 2.

47

There is also a precedent in relation to limited liability partnerships in the Limited Liability
Partnerships Act 2000, s 1(3): “A limited liability partnership has unlimited capacity”.

48

It is not simply a question of vires; it is also a question of legal capacity: for example cl 7(2)
which allows a partnership to sue and be sued in the partnership name falls into the latter
category.
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Criminal capacity (England and Wales)

Whether a partnership governed by English law can commit a criminal offence is
rather obscure. There are some judicial dicta which indicate that it cannot.* On
the other hand, our researches have revealed some old statutes which show or
appear to show an intention or assumption that a partnership can commit an
offence under the statutes in question. The courts have not explored the matter in
recent years and we are not aware of any modern prosecutions of a partnership in
England and Wales.

Our policy is that a partnership should not be capable of committing an offence
unless an Act expressly or by necessary implication provides that it can. Examples
of where a statute may show an intention, by necessary implication, that a
partnership can commit an offence include certain obligations backed by criminal
sanctions which are imposed on an employer or on the registered owner of
property. If an employer or owner of a vehicle commits an offence by failure to
perform the statutory obligation, the statute would have to apply to a partnership if
the partnership were the employer or owner as the case may be. Otherwise the
criminal sanction would be ineffective.

At the same time, we do not intend that a partner, who is otherwise within the
scope of the criminal law, should be able to avoid criminal liability by asserting that
he was acting on behalf of the partnership. We consider that no such implication
arises through the introduction of separate legal personality.

The question whether the criminal law should apply more generally to
partnerships raises issues of criminal law policy on which we have not consulted. It
is something which ought to be considered on a wider basis as it raises, among
others, the issue of what principles should apply to make a partnership guilty of
offences which involve mens rea. This is beyond the scope of this project. What we
propose is a workable holding position pending a more thorough consideration of
the criminal law in relation to partnerships. *

We therefore recommend that except so far as is provided by or under any
enactment, whether expressly or by necessary implication, a partnership
should not be capable of committing an offence. (Draft Bill, cl 8)

RULES FOR DETERMINING THE EXISTENCE OF A PARTNERSHIP

In the Joint Consultation Paper,” we provisionally proposed that section 2 of the
1890 Act, which contains rules for determining the existence of a partnership,
should be repealed. We justified our proposal on the basis that the section had
served a historical purpose in clarifying some doubts which had arisen in particular
cases but that the section was no longer required. We suggested that whether a
partnership existed depended on an inference as to the true intentions of the

“ See, for example, Davey v Shawcroft [1948] 1 All ER 827, 828 d-h, per Lord Goddard CJ.

** We do not propose to make provision for Scotland where the partnership already has a form

of separate personality and is capable of committing certain criminal offences.

51

Joint Consultation Paper, para 5.43(1).
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partners as ascertained by examining the substance of their agreement.” To
determine this it was necessary to consider all the circumstances of the case. The
rules in section 2 merely provided guidance, by stating the weight to be attached to
the facts mentioned, when such facts stood alone. We were not clear that the
section served a useful function.

Consultees were divided on the proposal to repeal section 2. While a small
majority of consultees agreed with the proposal, a significant number of consultees
stated that they found the guidance useful or otherwise argued for its retention.

On further consideration, we have departed from our provisional proposal. We
recognise that many practitioners continue to find the guidance useful. We note
that RUPA has preserved similar rules.®® We recommend that the guidance should
be included in the draft Bill but in modern language.

In so doing, we aim to retain the substance of section 2 of the 1890 Act.* The
ultimate test of the existence of a partnership is whether the persons are carrying
on a business with the object of making a profit. In applying this test, the court
looks at all the circumstances to ascertain the real agreement between the parties.
The value of section 2 of the 1890 Act is that it gives a list of indications as to the
existence or non-existence of partnership. Thus the receipt by the alleged partners
of a share of the profits of a business, if it is the only fact in the case, is sufficient of
itself to establish a partnership.” But if other facts are established which point in
another direction, the sharing of profits is not of itself sufficient to establish a
partnership. It will be very rare that the only relevant fact which is established is
the sharing of profits. What may be more valuable as guidance is a statement of
examples of circumstances which do not by themselves give rise to a partnership.
For example, in contrast to the sharing of profits, neither co-ownership nor the
sharing of gross returns is sufficient in itself to establish a partnership.”

Consultees supported the repeal of the requirement, in section 2(3)(d),” that for a
lender to rely on the provision that the mere receipt of a share of the profits as
consideration for the loan did not make him a partner, the loan contract had to be
in writing and signed by or on behalf of all the parties.

We therefore recommend that the guidance in section 2 of the 1890 Act for
determining the existence of a partnership should be re-enacted in

52

See para 4.19 above.
* RUPA, s 202.

54

The wording of s 2 has been criticised and can be improved. See Lindley on Partnership (5"
ed 1888) Supplement pp 18-19 and G. Morse, Partnership Law (5" ed 2001) pp 49-57.

*® 1890 Act, s 2(3); Badeley v Consolidated Bank (1888) 38 Ch D 238, 258 per Lord Lindley.
1890 Act, s 2(1) and (2).

57

“The advance of money by way of loan to a person engaged or about to engage in any
business on a contract with that person that the lender shall receive a rate of interest varying
with the profits, or shall receive a share of the profits arising from carrying on the business,
does not of itself make the lender a partner with the person or persons carrying on the
business or liable as such. Provided that the contract is in writing, and signed by or on behalf of all
the parties thereto... .” The words in italics are the proviso which we recommend should not
be re-enacted.

42



4.54

4.55

4.56

4.57

modern language subject to the repeal of the proviso to section 2(3)(d).
(Draft Bill, cl 1(7) and Schedule 1)

CONCEPTS IN THE DRAFT BILL

Partnership agreements

We discussed above the need for an agreement to constitute a partnership and we
emphasised that the agreement or any of its terms may be express or inferred from
conduct.” The partnership agreement which constituted the partnership also
provides the constitution which governs the partnership and the relationship
between the partners. The agreement may contain a mechanism for the
amendment of certain of its terms, for example by a special majority vote. In the
absence of such a provision it requires the agreement of all the proposed partners
or, after the partnership has been formed, all the partners to vary the partnership
agreement. We consider that the draft Bill should contain a provision to this effect.

We therefore recommend that a partnership agreement may be varied in
accordance with its terms or with the agreement of all existing partners
(or before the formation of the partnership with the agreement of all
proposed partners). (Draft Bill, cl 4)

Default partnership rules

The flexibility of partnership law depends on allowing partners to determine the
terms of their agreement. The 1890 Act, by creating default rules which govern the
relationship between the partners subject to any contrary agreement, preserves this
flexibility. Section 19 of the 1890 Act provides:

The mutual rights and duties of partners, whether ascertained by
agreement or defined in this Act, may be varied by the consent of all
the partners, and such consent may be either express or inferred from
a course of dealing.

We aim to preserve this flexibility and also to make clear which of the rules in the
draft Bill are default rules and which are not. This we do by stating in each clause
whether or not it is a default rule. We consider that it would be useful also to
define a default rule as a rule which applies in relation to a partnership if the point
dealt with in the rule is not dealt with in the partnership agreement. As default
rules confer rights and duties on partners which the partners may wish to enforce
against each other, we think that there should be a statement of the status of the
default rules as terms of the partnership agreement. They perform the function of
statutorily implied terms and we propose that a default rule should be treated as if
it were a term of the partnership agreement so that partners may enforce their
rights against each other in contract.” Finally, we think that it should be provided

58

Paras 4.18 — 4.20 above.

* This is subject to the exclusion of contract law doctrines as grounds for breaking up a

partnership. See para 8.124 below.
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that partners may modify or exclude a default rule in accordance with the terms of
the partnership agreement or if all the partners agree.”

458 We therefore recommend that:

(1) A default rule should be defined as a rule which applies in relation
to a partnership if the point dealt with in the rule is not dealt with
in the partnership agreement;

(2) If a default rule applies in relation to a partnership it should be
treated as if it were a term of the partnership agreement; and

(3) The partners may modify or exclude the application of a default
rule in relation to a partnership in accordance with the
partnership agreement or if all the partners agree. (Draft Bill, cl 5)

*®  partners will not be able to modify or exclude default rules which have conferred rights on a

former partner without his consent. See para 8.81 below.
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PART V
SEPARATE LEGAL PERSONALITY

INTRODUCTION

One can look at a partnership either as an aggregation of the individual partners or
as an entity separate from its partners. English law has adopted the aggregate
approach and many Commonwealth countries have adopted or adapted the
English law of partnership. Scots law has an entity approach. The United States of
America have recently moved from the aggregate approach to an entity approach
in the enactment of the Revised Uniform Partnership Act (RUPA)."

Partnership operates in similar ways whichever approach is adopted. Although the
conceptual bases are different, English law and Scots law tend to reach the same
result in practical terms on most issues of partnership law.” For example, the
liability of partners for partnership debts arises in English law through a partner’s
status as agent for the other partners: the partners are liable as principals for the
obligations incurred by their agent. In Scots law the partners are the agents of the
partnership and are liable for the partnership’s debts. In substance the same result
is achieved.

CONSULTATION

Our proposal in the Joint Consultation Paper that English law should adopt an
entity approach to partnership received support from many prominent consultees
who represented a wide range of interests.’ But several distinguished and
influential legal bodies opposed it.* Having reached the view that it is appropriate
to recommend the adoption of the entity approach, we set out in this Part the
reasons for our decision and the characteristics of separate personality in the draft
Bill.

As all of the Scottish consultees supported the retention of separate legal
personality in Scots law, the discussion of the reasons for recommending separate
legal personality concentrates on English law.

RUPA was finalised by the National Conference of Commissioners on Uniform State Laws
in 1994,

English and Scottish partnerships are governed by the same legislation, the 1890 Act.

They included the Association of Partnership Practitioners, the Institute of Chartered
Accountants in England & Wales, the Association of Chartered and Certified Accountants,
the Architecture and Surveying Institute, the Association of Consulting Actuaries, the
Association of District Judges, the Construction Industry Council, the Institute of Directors,
the City of Westminster Law Society and Holborn Law Societies, Clifford Chance LLP,
Professor Geoffrey Morse and Roderick Banks. The Royal Institution of Chartered
Surveyors and the British Bankers’ Association favoured the introduction of legal personality
through the registered partnership.

They included the Chancery Bar Association and the Law Reform Committee of the Bar
Council. The Law Society and Michael Twomey considered that legal personality was
unnecessary.
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THE REASONS FOR RECOMMENDING SEPARATE PERSONALITY

Clarity and commercial perception

We believe that separate legal personality is the clearest way of explaining the
nature of partnership, particularly if our recommendations for continuity of
partnership are adopted.” The suggestion that English partnership law should
adopt legal personality is not new.’

Many people in partnerships view the partnership as an entity. Many clients of
partnerships take a similar view. As one consultee’ stated:

Partnerships often operate as though they were an entity. ... Not only
will [independent legal personality] bring the law into line with
practice, it will make a legal reality of the relationship assumed by
clients.

This has long been recognised. Lord Lindley summarised the commercial view of
partnership in these words:

The partners are the agents and sureties of the firm: its agents for the
transaction of its business; its sureties for the liquidation of its
liabilities so far as the assets of the firm are insufficient to meet them.
The liabilities of the firm are regarded as the liabilities of the partners
only irl case they cannot be met by the firm and discharged out of its
assets.

English law provides otherwise.

By adopting the aggregate approach English law hinders continuity of partnership:
a partnership, which is seen as a relationship between individuals or as a contract
between individuals, ceases when the identity of the partners changes. A
partnership comprising different individuals is a different relationship. But the
commercial client who dealt with a partnership over time would be surprised to
learn that a partnership had ceased to exist and that a new partnership had been
created on each occasion when a partner retired or a new partner was admitted.
The client would be surprised to learn that he had transacted with several different
partnerships over time and that he might require to pursue legal remedies for past
wrongs against different aggregations of persons. There is a gulf between the
commercial perception of, and the legal characterisation of, partnerships.

See PartVIII below.

In 1855 the Mercantile Law Amendment Committee in their Second Report suggested that
English law should adopt separate legal personality. Lord Lindley in his Supplement on the
1890 Act appears to have regretted a lost opportunity to make this innovation: Lindley &
Banks, para 1-10.

The Construction Industry Council.

Quoted in Lindley & Banks, para 3-02. Under our recommendations a creditor of a
partnership can enforce a claim against the partners who are liable for that claim without
first exhausting enforcement against the assets of the partnership. This contrasts with the
approach in RUPA. See paras 7.51 and 7.53 below.

46



5.9

5.10

5.11

5.12

5.13

The contrast between the commercial view and the legal view of partnership is
borne out by the consultation responses which we received. It is notable that
representative bodies of professions and businesses which operate in partnerships
generally supported the introduction of separate legal personality.

A solution to practical problems

There is a widespread practice by which partners agree in their partnership
agreements to continue in partnership on the withdrawal of a partner or the
assumption of a partner. The introduction of continuity of partnership as a default
rule would reflect this practice. English law, while retaining the aggregate
approach, has adopted pragmatic solutions to overcome the incompatibility of the
aggregate approach with continuity of partnership. The following are examples.

Existing pragmatic solutions

In litigation, the Civil Procedure Rules (CPR) allow a court action by or against a
partnership to be in the name in which the partners carried on business when the
cause of action accrued.” The Rules also provide that the creditor obtaining
judgment against the partnership may enforce the judgment against any property
of the partnership within the jurisdiction.” While the drafters of the Rules may not
have had in mind enforcement after a change in membership of a firm, it appears
from the wording of the Rule that if there has been a change in partners since the
cause of action accrued, the Rules allow enforcement against the assets of the
“new” partnership or at least the assets of the “old” partnership which can be
traced in the hands of the “new” partnership.

The English partnership is treated as if it were a separate legal entity for the
purposes of Value Added Tax. Section 45 of the Value Added Tax Act 1994
provides that persons carrying on business in partnership may register for VAT in
the name of the partnership and that no account is to be taken of changes in the
membership of the partnership. H M Customs and Excise thus administer VAT as
if partnerships already have continuing separate legal personality. By contrast, the
Inland Revenue taxes partners as individuals and ignores the existence of the
partnership for the purposes of income tax and capital gains tax. We understand
that this approach™ will continue if our recommendations are implemented.*

The 1890 Act itself attempts to reconcile the aggregate approach with economic
reality, particularly where a partnership business continues on a change of
members, in several provisions which appear to assume that the partnership is
something different from the members at any one time. Thus sections 10 and 11 of
the 1890 Act speak of the “liability of the firm” for certain losses; section 17(1) of
a person being admitted as a partner “into an existing firm”; section 17(2) of a
person who “retires from a firm”. But the Act is not consistent: other provisions

° CPR, Sched 1, RSC O 81, r 1.

10

CPR, Sched 1, RSC O 81, r 5(1) provides “where a judgment is given or order made against
a firm, execution to enforce the judgment or order may, subject to rule 6, issue against any
property of the firm within the jurisdiction”.

' Which is also followed in Scotland.

12

See the statement of the Inland Revenue quoted in para 3.53 above.
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suggest that a new partnership is constituted on a change in membership.” While
the 1890 Act may be pragmatic, we doubt whether that is a satisfactory solution.

Practical problems

(A) THE APPROACH OF LEADING TEXTBOOKS

Leading textbook writers on partnership law have identified many practical
problems resulting from the aggregate approach and the lack of legal personality.”
Professor Morse™ states:

There are many problems associated with this lack of legal
personality. Not least are the practical difficulties in relation to the
ownership of property and the continuation of contractual rights and
obligations of the partners when there is a change in the membership.
If X contracts with A, B and C as partners, how does that continue if,
say, either A leaves the firm or D joins it?*°

Lindley & Banks also focuses on the problems which can occur on a change in the
partners:

Because the firm name represents no more than a convenient means
of describing the partners who for the time being make up the firm,
whenever the partners change that name must take on a new
meaning. This can lead to a number of complications.”

The current editor then lists a number of examples of such complications,®
including the problems of authority given to or on behalf of a partnership:

An authority given to two partners to take out insurance in their
names does not authorise them to insure in the names of themselves
and a third party whom they subsequently take into partnership.
Similarly, if a firm, A, B and C, has an agent D, and C retires, D may
continue to be agent of the firm but he will in reality be the agent of
A and B, but not C.

Higgins and Fletcher, in their textbook on partnership in Australia and New
Zealand, suggest that the refusal to recognise the partnership as a legal entity,
distinct from its constituent members, has in the past caused many difficulties
some of which, such as the rules relating to partnership litigation, have been solved
by legislation. They criticise the aggregate approach as leading to “a high degree of
artificiality” when it is necessary to distinguish the property of the individual

¥ See the 1890 Act, ss 17(3) and 18.

14

We have referred to Michael Twomey on the drawbacks of the partnership at will (para 3.8
above) and to Lord Lindley’s support for separate legal personality (para 5.5, footnote 6).
**  Morse, Partnership Law (5" ed 2001) p 4.

' We discuss the problems relating to property and contracts in paras 5.18 — 5.23 below.
Lindley & Banks, para 3-08.

*  Ibid, paras 3-09 — 3-16.

17
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partner from the common property of the partnership and for creating intricate
problems on insolvency.*

(B) THE APPROACH OF THE COURTS

The courts have tried to reconcile the law with commercial reality. A good example
of the modern attitude of the courts is Sheppard & Cooper Ltd v TSB Bank plc.”” A
bank sought to appoint two partners of a firm of accountants as receivers of the
plaintiff company, notwithstanding a previous agreement that the firm would take
no part in management of the company’s affairs then or in the future. The Court
of Appeal dismissed the bank’s argument that the agreement did not apply because
one of the partners had joined since the date of the agreement. The Court stated:

. it is submitted that we should so construe this agreement that it
relates only to the persons who were the partners of the firm at the
date of the letter. ... | do not believe that that is a realistic
construction of the letter in accordance with normal commercial
practice today. When you have a big firm of accountants, or solicitors
for that matter, a reference in a contract of this nature to “the firm”
must, in my view, be taken to mean the partners for the time being of
the firm, whenever the time arises.”

This approach to the construction of contracts with a partnership, which is
sometimes called a contract “with the house”, avoids absurdity where the parties
must have intended that the contract would survive changes in the membership of
a partnership.”” As one of the principal reforms which we recommend in this
report is the introduction of a default rule of continuity of partnership, the
introduction of separate legal personality gives a much firmer conceptual basis for
the practical result which the courts seek to achieve.”

ENFORCEMENT OF PARTNERSHIP DEBTS

The rules on the liability for, and enforcement of, partnership debts where there is
a continuing partnership business would be much simpler in relation to a
partnership with separate legal personality which adopted our default rule of
continuity of partnership. The creditor of a continuing partnership would be able
to enforce a judgment against the assets of the partnership as well as against the
assets of the partners who were partners at the time when the obligation was

' Higgins & Fletcher, The Law of Partnership in Australia & New Zealand (8" ed 2001)
pp 11 -12.

* [1997] 2 BCLC 222.
% 1bid at p 227 per Sir John Balcombe.

2 \We discussed the contract “with the house” in the Joint Consultation Paper, paras 4.41 —

4.42 and identified the conceptual difficulty as to how the “new” partnership (or new
partner) which had not entered into the contract was bound by it.

23

At the same time if a third party wishes to have a contractual relationship with a partnership
only so long as the membership of that partnership does not change, he will be able to do so
under our recommended scheme just as he can in the existing law.
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entered into or the wrong occurred.” The partners who had joined the partnership
since the date when the relevant contract was entered into or a wrong occurred
would not be liable to meet the judgment out of their personal assets but the
capital which they invested in the partnership would be at risk.” This has been the
approach of partnership law in the United States since 1914.%

TRANSFER OF PARTNERSHIP PROPERTY

There may be some doubt as to how English law provides for the transfer of
property on a change of membership in a continuing partnership. In theory at
least, the aggregate approach to partnership creates a problem for a continuing
partnership. Where a partnership is initially the aggregate of A, B and C but A
resigns and D is admitted as a partner, a new partnership comes into being as the
aggregate of B, C and D.” The problem is how the property of the “old”
partnership comes to be transferred to the “new” partnership. Nor is the problem
merely theoretical. In the United States a court has held that a successor
partnership did not have title to enforce a title insurance policy that had been
issued to an “old” partnership.” It is clearly important to ensure that on a change
of membership the “new” partnership is able to take the benefit of contracts which
the “old” partnership has entered into. Continuity of partnership and an entity
approach is a transparent way of achieving this.

Section 20 of the 1890 Act provides that partners are to hold and apply
partnership property exclusively for the purposes of the partnership and that land
is held in trust for those beneficially interested in the land. Complications can arise
on a change in membership of a firm. Where land is held in trust for the
partnership, the incoming partner need not become a trustee but would on joining
the firm become entitled beneficially as tenant in common. A retiring partner
normally ceases to be beneficially entitled on retirement. He may also choose to
retire as trustee as well. In some circumstances, where there have been significant
changes in the membership of the firm, it may be desirable to transfer the land to
new trustees.

Again, separate legal personality would simplify this: the continuing partnership
could hold property, including land, in its own name or be the beneficiary of a

24

The persons may no longer be members of the partnership when the claim is made. In our
recommendations the date at which secondary liability is incurred in relation to a tort or
delict is the date of the act or omission. See paras 6.79 — 6.80 below.

* See our discussion of the liability of the incoming and outgoing partner in Part VI below.

The incoming partner’s capital would be an asset of the continuing partnership and would
thus be available to the creditor of the partnership. The new partner could also expose his
personal assets indirectly if the continuing firm gives an indemnity to an outgoing partner in
relation to the partnership’s obligations.

UPA 1914, s 17 and now RUPA 1994, s 306.

See Income Tax Commissioners for the City of London v Gibbs [1942] AC 402. See also Lord
Lindley, quoted in Lindley & Banks at para 3-04, who states “The law, ignoring the firm,
looks to the partners composing it; any change amongst them destroys the identity of the
firm; what is called the property of the firm is their property, and what are called the debts
and liabilities of the firm are their debts and their liabilities.”

Fairway Development Co v Title Insurance Co 621 F Supp 120 (ND Ohio 1985). This case
influenced the drafters of RUPA to adopt a default rule of continuing legal personality.
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trust in which trustees hold property for it.* It would also make the legal
mechanisms by which a continuing partnership holds property easier for a non-
specialist to understand.”

PARTNERSHIP INSOLVENCY

The adoption of an entity approach which allows a partnership to hold property in
its own name or to have property held in trust for it should also help to clarify
what belongs to the partnership and what comprises the partners’ separate estates.
This should simplify the reform of partnership insolvency in England and Wales. It
is proposed that there will be a review of the Insolvent Partnerships Order 1994 in
the light of our recommendations in this report.*

Conceptual clarity

We have been struck by the lack of clarity in English law on the conceptual basis of
partnership. In particular, the recent case of Hurst v Bryk has revealed considerable
uncertainty as to the respective roles of contract law and equity in partnership
law.* In that case, the judge at first instance and the Court of Appeal decided that
the contractual doctrine of repudiation of contract applied to partnerships with the
effect that an acceptance by the innocent parties of a repudiation of a partnership
agreement dissolved the partnership. In the House of Lords, Lord Millett* called
into question this approach and suggested that such contractual doctrines did not
apply to partnership. He argued that while a contract is necessary to bring a
partnership into being, the partnership once created is subject to the control of the
courts of equity. Unless the partnership was dissolved by agreement, it was for the
courts of equity to control its dissolution. On this approach contractual doctrines
such as repudiation of contract and frustration would not, by themselves, bring
about a dissolution. Neuberger J in Mullins v Laughton® has followed Lord
Millett’s approach.

The introduction of separate legal personality will give statutory form to this
approach. The draft Partnerships Bill will provide the framework in which a
partnership comes into existence and is terminated. The grounds of termination
will be those, if any, which the partners agree upon in their partnership agreement
and those set out in the Bill.* The partnership will not be terminated by the

* See Part IX below. It has been suggested to us that a constructive trust would operate to

allow the partnership property to be held for the new firm. Whether or not this is the case,
there is scope to simplify the holding and transfer of partnership property.

* 1t would also deal with the complications caused by a change in the partners which Lindley

& Banks list in paras 3-08 to 3-16.
See para 12.82 below.

Hurst v Bryk is unreported at first instance (Carnwath J 11 April 1995); the Court of
Appeal’s decision is reported in [1999] 1 Ch 1 and the House of Lords’ in [2002] 1 AC 185.

Lord Millett’s speech provided the reasons for the decision with which the other Law Lords
concurred. The House of Lords did not decide the question whether an innocent partner’s
acceptance of repudiatory breach automatically dissolved a partnership.

* [2003] Ch 250.
*  See PartVIII below.
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operation of contractual doctrines such as frustration and repudiation of contract
but by agreement or by order of court.

Although we recommend curtailing the use of contractual doctrine as a means of
terminating a partnership, the partnership agreement, which will either be the
terms agreed by the partners or the implied terms of the default code, will provide
a constitution for the partnership. In addition, the rules of equity,” on which Lord
Millett places such emphasis, will continue to have a major role in delineating the
rights, duties and responsibilities of the partners.”’

Consistency with other developments in partnership law

SCOTLAND

Scotland has long had an entity-based partnership law which in practice operates
in a very similar way to English law. The entity approach has not caused difficulty
except in the failure of Scots law to provide clearly for continuity of personality on
changes in the membership of a partnership. Our recommendations in this report
seek to remedy that lack of follow-through in the Scottish entity approach.

The adoption of an entity approach in English law enables us to recommend a
coherent approach to partnership in the two British jurisdictions. But while that is
a desirable end in itself, it is a secondary consideration beside the practical benefits
which the entity approach can provide.

EUROPE

Many European jurisdictions confer some degree of legal personality on
commercial partnerships in a variety of ways. The jurisdictions include France,
Luxembourg, Norway and Sweden. Belgium, Germany, the Netherlands and
Switzerland have partnerships which do not have legal personality but have certain
attributes which are consistent with legal personality such as the ability to sue and
be sued, the right to hold property, or the postponement of a creditor’s recourse
against the partners until he has exhausted his remedies against partnership assets.
In December 2002 a Bill was introduced in the Netherlands Parliament to replace
their ordinary partnership,” which does not have legal personality, with a public
partnership® in respect of which the partners may opt for legal personality.” The

* " In Scots law, which does not have separate rules of equity, the duty of good faith as between

the partners together with the contractual duties of the partners under the partnership
agreement or in the implied contractual terms of the default code will enable the court to
achieve similar results to those achieved in English law by application of the rules of equity.

37

We discuss in Part X1 below the fiduciary duties of partners. Contractual doctrines such as
mutuality of obligation and the fiduciary duties of the partners which enable the partners to
regulate each other’s conduct where a partner is acting in breach of contract or in breach of
his fiduciary duty will continue to apply. See para 8.123 below.

*Vennootschap onder firma or VOF.

* Openbare vennootschap.

40

In addition the Bill introduces the silent partnership or stille vennootschap. It has also been
announced that the new partnerships will be transparent for the purposes of individual and
company income tax.
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United Kingdom itself has introduced a partnership with separate legal personality
in legislating for the limited liability partnership.*

THE UNITED STATES’ EXPERIENCE

The law of partnership in the United States is closer to the partnership models in
the British jurisdictions than the European models and we have derived much help
from persons who were involved in drafting RUPA.

In the United States, the debate between the “entity” and “aggregate” schools has
a long history.” The roots of partnership law were based in the common law, and
the Uniform Partnership Law of 1914 drew on the model of the 1890 Act.”
However, it seems to have been pure chance (the death of the original chief
drafter) that the Uniform Partnership Act of 1914 (UPA) adopted the aggregate
approach:

The UPA did not settle the nature of partnership. Its original chief
drafter, Dean Ames, would have defined a partnership as “a legal
person” in the act. Dean Lewis who became the chief drafter after the
death of Ames, was unwilling to go so far and said that the act did
not embody the legal person theory. He did retain most of the
specific entity-based provisions ... since these solved the major
problems that motivated the act.”

In 1994, in RUPA, the issue was unambiguously resolved in favour of the entity
theory. Section 201 provides simply:

A partnership is an entity distinct from its partners.

From our study of the commentaries, and discussion with those involved,” it
seems that this provision was adopted because it was seen as a logical development
of the existing law rather than a radically new solution. The reporters have
commented that it was introduced towards the end of the revision project, in

“ The Limited Liability Partnerships Act 2000.

2 See Bromberg and Ribstein on Partnership para 1.03 “Partnership as a legal entity” (We are

very grateful to Larry Ribstein for persuading his publishers to give us a free copy of this

authoritative, four volume work on Partnership Law). The authors note that in Louisiana
and Puerto Rico, which followed the civil law, partnerships were characterised as separate
entities: para 1.03(b) n 3.

“ For a comparative historical treatment, see Deborah DeMott, “Transatlantic perspectives on

Partnership Law: Risk and Instability”, Journal of Corporation Law loc cit pp 879, 882-3.
She records that the draftsman of the 1914 Act took “particular authorial pride in having
reduced, to 12 lines, the Partnership Act’s one-page treatment of when a recipient of a share
in profits is not a partner.” (cf 1890 Act s 2)

44

Bromberg and Ribstein op cit para 1.03(b); see also De Mott op cit.

* These and other issues raised by RUPA were discussed at a conference (attended by the

then Chairman of the Law Commission) at Tillburg University, Holland, in May 2001
“International Conference on Close Corporation and Partnership Law Reform in Europe
and the United States”. Some of the papers have been published in the Journal of
Corporation Law loc cit.
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recognition that the single entity approach “provides simpler rules and is

consistent with RUPAs attempt to give partnerships greater stability”.*
This aspect of RUPA has not proved controversial. Bromberg and Ribstein®
comment:

The aggregate/entity question has led to much confusion in
partnership cases ... RUPA’s forthright entity characterisation is
helpful for two reasons. First, it is an accurate description of
partnership law (although it does not completely square with
partners’ individual liability for partnership debts). Second, clear
adoption of the entity theory should help to end the courts’ flip-
flopping from one theory to another when they attempt to justify
results with reference to the nature of partnership.”

Since 1994 most States have adopted RUPA. While the treatment of partners’
duties in RUPA has given rise to some controversy, we are not aware of any
problems arising from the introduction of the entity approach into United States
partnership law.” On the contrary, our discussions with American lawyers confirm
our belief that it is possible to introduce greater clarity into the law by the entity
approach without sacrificing the flexibility and informality which are attributes of
partnership law in the British jurisdictions. Further, our recommendations
preserve the right of creditors of a partnership to have recourse against the
personal assets of the partners without first exhausting their remedies against the
partnership estate, and protect the personal assets of the incoming partner against
prior claims. We think that these recommendations should allay the fears of some
consultees that an entity approach would alter fundamentally the rights of
creditors and the liabilities of the incoming partner.”

Summary

In summary we consider that the entity approach brings the law closer to the
commercial perception of how a partnership works. We see it as an effective
solution to practical problems. It is also much easier to understand and explain to

“* Weidner and Larson: The Revised Uniform Partnership Act: The Reporters’ Overview

(1993) 49 The Business Lawyer p 1.

“" Ribstein has been a strong critic of other aspects of RUPA (notably its treatment of fiduciary

duties): see eg Ribstein, “RUPA, not ready for prime time” (1993) 49 The Business Lawyer
45.

48

Bromberg and Ribstein op cit para 103(d). Prof Allan Vestal, another critic of RUPA (see eg
“The mess we have made of partnership law” (1997) 54 Washington and Lee Law Review
487) has commented (in an email of 11/6/01, responding to the suggestion that the change
to entity status had proved “relatively uncontroversial™): *“Your reading of the reception
given the adoption of the entity theory is quite correct. There has been little if any
controversy about it, in part | suspect because various courts had years ago fashioned
common law fixes for the worst implications of the aggregate theory. So the move to the
entity theory did not change many aspects of how lawyers handle day to day problems.”

“ See Donald J Weidner “Pitfalls in Partnership Law Reform: Some United States

Experience” [2001] Vol 26 Journal of Corporation Law, 1031.

** The Law Society expressed concern that the exposure of the personal assets of an incoming

partner to prior partnership liabilities might damage professional partnerships by deterring
people from becoming partners. Our recommendation in para 6.80 below should avoid this
mischief, at least in the default code.

54



5.38

5.39

5.40

5.41

non-experts than some of the pragmatic solutions which English law has adopted
to problems which are created by the aggregate approach. That is an important
consideration in law reform particularly in relation to small business ventures. We
observe that the entity approach has worked for over two centuries in Scotland
without causing problems.” Adoption of the entity approach in English law will
create a more coherent partnership law in the two British jurisdictions. We have
been assisted by the more recent experience of the United States where the entity
approach was adopted as the best means of achieving a similar policy result to that
which we pursue, namely greater stability and continuity in partnerships. For these
reasons, we recommend the adoption of an entity approach in English law.

Partnership — a sui generis entity

Adopting an entity approach to partnership does not mean that a partnership
becomes a body corporate. We do not wish to import the often-antiquated rules of
the common law of corporations into partnership law.” Partnership has its own
rules relating to its formation, internal management, legal relations with third
parties and termination.

A partnership will be a sui generis entity. Its characteristics will be determined by
(a) the draft Partnerships Bill except so far as the provisions of that Bill are
variable and varied by contract, (b) the terms of the partnership contract (if
different from the default code in the Bill) and (c) the rules of common law and
equity so far as not inconsistent with the express provisions of the Partnerships
Bill. Although the draft Partnerships Bill does not include this formulation, it
underpins our approach to partnership law reform and it is appropriate that we
include it as a formal recommendation.

We recommend that:

(1) A partnership should have legal personality separate from the
partners but should not be a body corporate; (Draft Bill, cl 1(3)).

(2) A partnership should be viewed as a legal person whose
characteristics are determined by (a) the draft Partnerships Bill
except so far as varied by contract, (b) the terms of the partnership
contract (if different from the default rules of the Bill) and (c) the
rules of common law and equity so far as not inconsistent with the
express provisions of the draft Partnerships Bill.

Certain consequences

The partnership as a partner

A partnership which is a separate legal entity (partnership A) will be able to be a
partner in another partnership (partnership B), just as a registered company can

* Apart from those occasioned by the uncertainty about continuity of personality.

52

We refer here not to companies registered under the Companies Act 1985 but to the often
ancient law of corporations: Halsbury’s Laws of England (Fourth edition Reissue Vol 9(2)).
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be. Instead of each of the partners in partnership A being partners in partnership
B, partnership A itself will be the partner.®

A statement of capacity

As a partnership will be a separate legal entity, and to avoid the application of the
rules of ultra vires, we have recommended that the draft Bill should contain a
statement that the partnership, as a legal person, has unlimited capacity to act.*

Transitional provisions

As the introduction of separate personality and, more significantly, the
introduction of continuity of partnership as a default rule, could alter the existing
contractual rights of partners and third parties, we recommend that transitional
provisions be included in the draft Bill to allow parties to consider their position
and, if appropriate, to renegotiate their agreements.”

* See Major v Brodie [1998] STC 491, 510. The result would be that the partners in
partnership A would not be partners in partnership B. Their involvement in carrying on the
business of partnership B would be in their capacity as partners in partnership A. They
would have secondary liability for partnership A’s obligations arising out of its status as a
partner in partnership B.

See paras 4.41 — 4.42 above.
* See Part XIV below.
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PART VI
THE AGENCY AND LIABILITY OF A
PARTNER

INTRODUCTION

This Part deals with six issues relating to the way in which a partner binds the
partnership and the secondary liability of partners for the debts and obligations of
the partnership. The issues are (1) the agency of a partner, (2) the liability of the
partnership for obligations incurred by a partner, (3) the nature of a partner’s
liability for partnership obligations, (4) the liability of the incoming partner, (5) the
liability of the outgoing partner and (6) the liability of a person who appears to be,
but is not, a partner - the apparent partner.

In our recommendations, we adapt the existing law to the introduction of separate
legal personality. In so doing we seek to preserve the intimate involvement of
partners in the partnership business and their immediate liability for partnership
obligations. Apart from the changes which flow from continuity of partnership, the
recommendations to modernise and clarify the law do not alter substantially the
law relating to the agency and liability of a partner. We recommend however that
several provisions of the 1890 Act relating to the agency of a partner and the
liability of the firm should not be re-enacted as it is appropriate to leave such
matters to the general law of agency which has developed since 1890.

THE AGENCY OF A PARTNER

Existing law

In English law a partner is the agent of the other partners. In Scots law a partner
is the agent of the partnership.” The difference is a consequence of the adoption of
the aggregate approach in England and the entity approach in Scotland. The
agency of a partner is a special form of agency which arises out of his status as
partner and not out of a contract of agency with his principal.

The 1890 Act contains several provisions which specify the characteristics of the
agency of a partner. Section 5 sets out the basic rules. A partner who acts within
the scope of his actual authority (express or implied) will bind the partnership. A
partner has implied authority to bind the partnership when he does anything
which would be usual in the course of carrying on partnership business. Even if
that implied authority has been revoked or limited, the partner will have apparent
authority when he does things which amount to no more than carrying on the

' The partner’s agency or power to bind the partnership arises from the status as partner and

not from an agency contract. The current editor of Lindley & Banks (at para 12-05) suggests
that a partner acts in a dual capacity, ie as agent for the partners collectively and as agent of
the other partners in their individual and separate capacities. This, he suggests, is the pure
form of mutual agency, but he notes that Lord Lindley did not recognise this dual capacity.

The 1890 Act, s 5 obscures the differences between English law and Scots law by providing
that “every partner is an agent of the firm and his other partners...”.
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partnership business in the usual way unless the third party has knowledge of the
lack of authority.’

Section 6 provides that a partnership is bound by an act or instrument relating to
the business of the partnership and done or executed in the firm-name by a
partner or other person who is authorised to do so.” Section 7 provides that a
partnership is not bound by a partner’s pledging the credit of the partnership for a
purpose apparently not connected with the partnership’s ordinary course of
business, unless the partner was authorised to do so. Section 8 provides that a
partnership may effectually restrict the power of a partner to bind the partnership
by giving notice of the restriction to third parties. Section 15 provides that an
admission or representation made by a partner concerning partnership affairs and
in the ordinary course of its business is evidence against the partnership. Section
16 establishes a general rule that notice to a partner who acts in the partnership
business of any matter relating to partnership affairs operates as notice to the
partnership. That general rule does not apply, however, where the partner in
guestion commits or consents to a fraud on the partnership.

Our provisional proposals

In the Joint Consultation Paper we proposed that where a partnership had separate
legal personality a partner should be the agent of the partnership.” We also
proposed the re-enactment of the other provisions relating to agency with certain
minor amendments.

Consultation

There was general support for the proposal to make a partner the agent of the
partnership where the partnership had separate legal personality. The Inland
Revenue, however, suggested that mutual agency was the justification for the
existing rules on the taxation of partnerships and stated that it might be necessary
to enact provisions similar to those in the Limited Liability Partnerships Act 2000
in order to preserve tax transparency. One consultee opposed the
recommendation, arguing that the existing formula reflected the collective liability
and the several liability of partners for partnership debts.

Several consultees suggested improvements to the presentation of the legal rules
but only one of our recommendations for the re-enactment of the provisions
provoked substantive comment.

°  See Freeman & Lockyer v Buckhurst Park Properties (Mangal) Ltd [1964] 2 QB 480, 503 per
Diplock LJ.

This appears to refer to actual authority. See Re Briggs & Co, ex pWright [1906] 2 KB 209.

See the Joint Consultation Paper, para 9.7. This would involve the rewording of s 5 of the
1890 Act to remove the formula that a partner is “an agent of the firm and his other
partners”. The Partnership Bill initially referred to the partner as an agent of the other
partners but an amendment in Standing Committee introduced the words “the firm and
his” into cl 5 of the Partnership Bill after Lord Watson proposed amendments in order to
include Scottish partnerships in the Bill viz Hansard (HC) 1 July 1890, third series, vol 346,
col 417 and the amendments reported by the Standing Committee.
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The Institute of Chartered Accountants in England & Wales (ICAEW) took issue
with our proposal to re-enact section 16 (which provides that notice to a partner is
notice to the partnership). They expressed concern that section 16 had been
interpreted in a way which caused problems to accountants’ professional practice.’
They suggested that section 16 should be confined to legal notice given to the
partnership and that it should exclude knowledge acquired by partners in the
conduct of the partnership’s professional and other activities. The Scottish
Institute (ICAS) expressed similar concerns and pointed out that it was
undesirable that all partners be deemed to be aware of confidential information
about one client when dealing with another client’s affairs. They suggested that the
problems were particularly acute in audit and forensic investigation.

Reform recommendations

We recommend that a partner should be the agent of the partnership. We believe
that mutual agency is not consistent with separate legal personality. Our approach
is consistent with the Limited Liability Partnerships Act 2000” and with RUPA.’
This achieves conceptual clarity. However, partners will continue to be liable to
third parties, as they are now, for partnership debts and obligations.® In particular,
as discussed in Part VII below, we recommend that a creditor of a partnership may
enforce a claim against the assets of a partner without first having to exhaust his
remedies against the assets of the partnership.”

We have taken the opportunity in preparing this report and the draft Bill to review
the need for several of the provisions in the 1890 Act relating to the agency of a
partner. Although there is an argument that it is convenient to include provisions
of the general law of agency which affect partnerships, there have been
developments in the law of agency since 1890 and we do not think that it would be
either necessary or appropriate to try to reproduce within the Bill a full statement
of the law of agency as it applies to partnerships.

Section 5 of the 1890 Act provides that every partner is an agent of the firm and
his other partners and sets out the usual authority of the partner. We think that it is
desirable to set out the ordinary scope of authority of a partner; and to state that,
while the partners can limit that authority, such a limitation will be ineffective
against those dealing with the partner unless brought to their attention. Section 6
is, as we have suggested, concerned with the actual authority of a partner. In our

They referred to a report by the Irish Review Group on Auditing which suggested that all
partners were assumed to know everything known to their fellow partners. While the
ICAEW doubted this interpretation they expressed concern that it would undermine the
Chinese Walls which accountancy partnerships establish to prevent the dissemination of
knowledge. Accountancy partnerships use Chinese Walls in an attempt to get round conflicts
of interest when acting for different clients.

The Limited Liability Partnerships Act 2000, s 6(1) provides that every member of a limited
liability partnership is the agent of the limited liability partnership.

RUPA, s 301(1) provides that each partner is an agent of the partnership for the purpose of
its business.

See para 6.59 below.
See para 7.64(2) below.
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view, there is no need to re-enact this provision which can be left to the general law
of agency and to the particular agreements which partners make with each other.

We have reconsidered our proposal to re-enact section 7 of the 1890 Act, which
regulates the liability of a partnership where a partner uses the credit of the
partnership for private purposes.”* We think that the provision is unnecessary. A
partner has no implied authority to grant securities over partnership property to
secure borrowing for his own purposes. Nor is such an act within a partner’s
apparent authority under section 5 of the 1890 Act as it would not be an act for
carrying on in the usual way business of the kind carried on by the partnership.
The rules in section 5 of the 1890 Act achieve the same result as section 7.

We think that there is no need to re-enact sections 8 and 15 of the 1890 Act.
Section 8 provides that where a third person has notice that the partners have
restricted the authority of a partner to bind the firm, any act by the partner in
contravention of that restriction will not bind the firm in a question with that third
person. In the modern law of agency this is simply an aspect of the rules relating to
apparent authority: a third party who knows that an agent has no authority to
transact cannot hold the principal bound as he has not relied on any representation
of the agent’s authority.” Section 15 of the 1890 Act, which provides that a
partner’s admission or representation concerning the partnership affairs and made
in the ordinary course of its business is evidence against the firm, may be viewed
either as a special rule of evidence or as an aspect of the apparent authority of a
partner. On either view the section does not take matters very far, and we do not
consider that it needs to be repeated. It provides merely that the representation or
admission is evidence against the firm. It was enacted at a time when there were
strict rules against hearsay evidence which might have made the admissibility of
such an admission questionable. Under the present rules of evidence both in
England and Wales and in Scotland there can be no doubt about the admissibility
of such a statement.

We have also reviewed our provisional proposal to re-enact section 16 of the 1890
Act in the light of the concerns which the two Chartered Accountants’ Institutes
have expressed. Section 16 provides:

Notice to any partner who habitually acts in the partnership business
of any matter relating to partnership affairs operates as notice to the
firm, except in the case of a fraud on the firm committed by or with
the consent of that partner.

It appears that the provision is not confined to formal notice given to the
partnership but can operate to impute to a partnership knowledge gained by a

' Section 7 provides: “Where one partner pledges the credit of the firm for a purpose

apparently not connected with the firm’s ordinary course of business, the firm is not bound,
unless he is in fact specially authorised by the other partners; but this section does not affect
any personal liability incurred by an individual partner.” The section enacted the common
law set out in Kendal v\Wbod (1871) LR 6 Ex 243: see Lindley on Partnership (5" ed 1888) p
172 and the Supplement on the 1890 Act, p 29.

12

Apparent authority is not actual authority but results from the operation of estoppel, or in
Scotland, personal bar. See Freeman & Lockyer v Buckhurst Properties (Mangal) Ltd [1964] 2
QB 480, 502-503 per Diplock LJ.
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partner while acting in the partnership business. A literal reading of section 16
would support such a view and justify the concerns of the two Institutes. On a
strict reading of section 16 unfortunate results could occur. Thus suppose that one
partner in a professional firm gained knowledge while acting for client A. That
knowledge would, as it happens, be very useful to client B. Another partner in the
firm is responsible for client B’s affairs and does not know that information. If a
literal interpretation of section 16 were adopted, knowledge of that information
would be imputed to the second partner, giving client B a claim in negligence
against him, if the second partner did not advise him in the light of it. This cannot
be right.

The courts have attempted to restrict the imputation to other partners of
knowledge gained by one partner of his client’s affairs. A partnership may, with its
clients’ express or implied consent, act for different clients while respecting the
confidentiality of each.” The courts have also sought to draw a distinction between
knowledge “relating to partnership affairs” and knowledge relating to a client’s
affairs."

There is also some uncertainty about the scope of the fraud exception at the end of
section 16. It is consistent with the general law of agency that the knowledge of a
partner who is guilty of a fraud on the firm is not imputed to the partnership.” But
two questions arise. First, it is not clear why a formal notification made by a third
party to a partner should not be effective notice to the firm where the third party
was unaware that the partner was fraudulent.”” Secondly, even on a broad
interpretation of “fraud”, it is unlikely that the term would cover circumstances
where a partner was acting beyond his powers or was in breach of his duty to
disclose to his partners what he had done." It appears therefore that section 16,
which was intended to reflect the general rules of agency,” has thus separated
partnership from the continuing development of the general principles of agency
by confining the exception to fraud. As a result textbook writers on partnership
law have warned that one must be cautious about treating cases on agency outside
the ambit of partnership as authoritative in partnership law.”

The general law of agency takes a more nuanced approach to the imputation of
knowledge. It makes allowance for confidential information and it would more
readily allow the distinction to be drawn between knowledge relating to

¥ See Kelly v Cooper [1993] AC 205, Bolkiah v KPMG [1999] 2 AC 222.

' See Campbell v McCreath 1975 SLT (Notes) 5, Northumberland v Alexander (1984) 8 ACLR
882, 904-905.

See Bowstead & Reynolds, para 8-204.

15

' Notice of a fact given by a third party to a partner is not notice to the firm if the third party
knew that the partner would fraudulently conceal the information from his partners: see

Bowstead & Reynolds, para 8.204(1); Lacey v Hill (1876) 4 Ch D 537, 549 per Jessel MR.

Lord Lindley (5" ed 1888) suggested that these were circumstances in which there would be
no imputation of knowledge to the partnership but the current editor of Lindley & Banks
(para 12-30) suggests that Lord Lindley’s statement should be approached with caution as

s 16 excepts only cases of fraud. See also Blackett-Ord, Partnership, (2™ ed) para 16.104.

* Lindley on Partnership (5" ed 1888) p 141 and Supplement pp 41 and 42.
¥ Lindley & Banks, para 12-30; Blackett-Ord, Partnership (2" ed 2002) para 16.104.

17
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partnership affairs and knowledge relating to a client’s affairs and thus avoid the
absurdity to which we referred above.”

Bowstead & Reynolds summarise the law on the imputation to a principal of
knowledge gained by an agent in the following terms:*

(1) A notification given to an agent is effective as such if the agent
receives it within the scope of his actual or apparent authority,
whether or not it is subsequently transmitted to the principal, unless
the person seeking to charge the principal with notice knew that the
agent intended to conceal his knowledge from the principal.

(2) The law imputes to the principal and charges him with all notice
or knowledge relating to the subject-matter of the agency which his
agent acquires or obtains while acting as such agent.”

(3) Where an agent is authorised to enter into a transaction in which
his own knowledge is material, or where the principal has a duty to
investigate or make disclosure, the knowledge of the agent may be
attributed to the principal whether it was acquired in connection with
the agency or not.

We have come to the view that a re-enactment of section 16 of the 1890 Act would
do more harm than good: it would preserve both the problem that a literal
interpretation would lead to unacceptable results and the separation of partnership
law from the general law of agency in relation to the imputation of knowledge. We
see no need to re-enact section 16 and believe that the giving of notice and
imputation of knowledge to a partnership are best left to the general law of
agency.”

We therefore recommend:

(1) That a partner should be the agent of the partnership and not the
partners; (Draft Bill, cl 6(3))

(2) That a partnership should be bound by anything done by a partner
for carrying on in the usual way business of the kind carried on by
the partners; (Draft Bill, cl 16(1))

(3) But that a partnership should not be bound if the partner has no
authority to do the thing on behalf of the partnership, and the

20

See para 6.16 above. See also the criticism of the fraud exception in agency law in Peter
Watts “Imputed Knowledge in Agency Law” [2001] 117 LQR 300.

“  Bowstead & Reynolds, Art 97, para 8-204.

22

This principle is general but not unqualified. See paras 6.17 and 6.18 above.

2 \We do not think that there is a need to include in the draft Bill a provision in relation to the

circumstances in which a partner is authorised to receive notices or information on behalf of
a partnership. The general rules set out in cl 16 of the draft Bill relating to the agency (actual
or apparent) of a partner should suffice: knowledge acquired by an agent while acting within
the scope of his authority will normally be imputed to the principal. See Taylor vYorkshire
Insurance Co Ltd [1913] 2 IR 1, 21 per Palles CB.
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person with whom he is dealing has notice of his lack of authority
or does not know or believe him to be a partner in the partnership;
(Draft Bill, cl 16(2))

(4) That the rules in (2) and (3) above are subject to the provisions of
the draft Bill on the execution of deeds in England and Wales.”
(Draft Bill, cl 16(3))

THE LIABILITY OF THE PARTNERSHIP FOR OBLIGATIONS INCURRED BY A
PARTNER

Existing law

A partnership is bound by the acts of a partner through the agency of a partner as
discussed in the preceding paragraphs. The 1890 Act also contains provisions on
the liability of the partnership: (a) for wrongs committed by a partner (s 10); (b)
for the misapplication of money or property received for the partnership or in its
custody (s 11); and (c) in relation to the improper employment of trust property
for partnership purposes (s 13).

The liability of a partnership for the wrongs committed by a partner does not
extend to liability for loss or injury caused to another partner in the same
partnership.”

Our provisional proposals

In the Joint Consultation Paper we did not suggest radical changes to these
provisions. We provisionally proposed however that it should no longer be the law
that a partnership is not liable for loss or injury caused by one partner, acting with
authority or in the ordinary course of the partnership’s business, to another
partner.” We also proposed a minor alteration to section 13 to cater for the
separate legal personality of a partnership.

Consultation

There was broad support for the proposal to extend the liability of a partnership to
wrongs committed by one partner which caused loss and injury to another partner.
But several consultees expressed concern over possible circularity as a wronged
partner would ultimately bear a share of the liability to himself. One consultee
expressed concern over insurance arrangements of a partnership. Another
consultee suggested that it was sufficient that the partner who committed the
wrong was liable.

Among the consultees who addressed the issue there was almost unanimous
support for the proposal to amend section 13* to cater for separate personality.

*  See the draft Bill, cl 20 and para 9.98 below.

25

1890 Act, s 10 refers to liability for loss and injury caused to “any person not being a partner
in the firm”.

26

Joint Consultation Paper, para 10.26.

" Section 13 of the 1890 Act provides: “If a partner, being a trustee, improperly employs trust

property in the business or on the account of the partnership, no other partner is liable for

63



6.28

6.29

6.30

One consultee, however, pointed out that section 13 addressed only English law
and was not apt for the equivalent Scots law rules of unjustified enrichment and
delict.

Reform recommendations

We have reconsidered our approach to the liability of the partnership for wrongs
committed by a partner on another partner. The issue is closely linked to the
nature of the duty of care which a partner owes to the partnership and to his
partners. Since the consultation exercise we have revised our views on whether
there should be a statutory default rule defining the duty of care which a partner
owes to the partnership and his partners. We now recommend that there should
not be a statutory statement and that the issue of the duty of care should be left to
the general law.”

Vicarious liability of the partnership in tort or delict

We think that the partnership should be liable for the wrongs committed by a
partner which cause loss or injury to any person who is not a partner in that
partnership.” This is the existing law.” In addition we think that the partnership
should also be vicariously liable for loss and injury, which is so caused, to a partner
in the partnership.

Liability for loss to a partner

The types of loss for which a partnership should be vicariously liable will be
determined by the general law. They include a partner’s personal injury or death
caused by another partner acting in the ordinary course of the partnership’s
business or with the authority of the partnership.** In addition there is no reason
why a partnership should not be liable for physical damage done by one partner in
the course of partnership business to the private property of another partner. For
example, a partner might damage another partner’s car through carelessness in
parking his car in the partnership’s car park.” Similarly there is no reason why a
partnership should not be liable for economic loss caused to a partner, other than
loss to the value of the partner’s share in the partnership. It would, however, be
incongruous to make the partnership vicariously liable for a wrong committed by a
partner against the partnership or the other partners where the loss caused by the
wrong was simply a reduction in the value of the other partners’ shares in the
partnership. There the loss would be that of the partnership and the partner’s loss

the trust property to the persons beneficially interested therein: provided as follows: (1) This
section shall not affect any liability incurred by any partner by reason of his having notice of
a breach of trust; and (2) Nothing in this section shall prevent trust money from being
followed and recovered from the firm if still in its possession or under its control.”

28

See para 11.66 below.
*  The partnership, of course, would not be liable for wrongs committed by a partner which
caused loss only to the partnership itself.

* 1890 Act, s 10.

* This would reverse the result of the 1890 Act, s 10 and Mair v\Wbod 1948 SC 83.

This example assumes that the use of the car was in the ordinary course of the partnership’s
business.

32
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would be derived from the firm’s loss. We think therefore that the vicarious liability
of the partnership for damage to the property of another partner would not
include financial loss through the diminution of the other partner’s interest in the
partnership.

The provision of free or cut-price services

Circumstances may arise where one partner undertakes professional services for
another partner, for example in providing advice or selling and conveying his
home. Why, it is asked, should the partnership not be liable for professional
negligence which causes economic loss to the other partner in that context? We
think that liability would depend on a proper analysis of the basis on which the
services were provided on the particular facts of the case.”

For example, if one partner gets another to carry out work on his behalf
gratuitously and as a favour, it is not evident that the partner carrying out the work
is assuming personal responsibility to his partner for the work in question. But
where the partner instructing the work asks his partner to treat him as if he were a
client and the partner carrying out the work agrees to do so, it is easier to infer that
the partner carrying out the work has undertaken a duty of care to his partner in
carrying out the transaction. This duty would be different from those which arise
as a result of the parties’ relationship as partners. In such circumstances we think
that the partnership would be vicariously liable for the economic loss which one
partner causes the other through lack of reasonable care in advising him or
carrying out the transaction. This, in turn, is because the partner in the ordinary
course of business or with the authority of the partnership has taken on a duty of
care to the other partner.*

We propose that the unlimited liability of partners for the obligations of the firm
should exclude only liability for purely internal obligations of the partnership to
present and former partners (liabilities of the partnership to a partner in his
capacity as such); and that the internal rights of indemnity or contribution of a
partner against the firm and other partners should be the subject of default rules.
These are discussed below.™

Liability for penalties

Section 10 of the 1890 Act also provides that the partnership is liable for any
penalty incurred by the wrongful acts and omissions of a partner acting in the
ordinary course of business or with the authority of the partners. These penalties
could cover both professional disciplinary penalties and also criminal penalties. We
have considered whether it is appropriate that a partnership under English law

*In each case, for the partnership to be vicariously liable the partner’s act or omission would

have to occur either in the ordinary course of the partnership business or with the firm’s
authority.

* It has been pointed out that there is an element of circularity in this approach as the injured

partner himself would incur secondary liability through the vicarious liability of the firm. We
do not think that this matters as (a) he has a claim against the wrongdoing partner and (b)
the vicarious liability of the firm gives him another person against whom he can seek at least
partial reparation.

*  See paras 6.60 — 6.65 below.
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should be capable of committing a criminal offence and have concluded that it
should not unless a statute expressly provides otherwise.” If therefore the norm is
that a partnership is not criminally responsible, it would be odd for it to be
responsible for penalties imposed on partners who were so responsible. While
there are penalties which are not connected to criminal offences, for example
penalties imposed by professional and other regulatory bodies, it will be a matter
for the construction of the individual regulation as to how it impacts on a
partnership and the partners. In these circumstances we do not recommend re-
enactment of section 10.”

We recommend therefore that a partnership should be vicariously liable to
another person for loss or injury caused by the wrongful act or omission of
any partner acting in the ordinary course of the partnership business or
with the actual authority of the partnership. (Draft Bill, cl 22)

Vicarious liability of the partnership for misapplication of property by a
partner

Since the preparation of the Joint Consultation Paper we have reconsidered judicial
decisions on the liability of a partnership for wrongs and for money and property
received and have revised our views on whether it is necessary to re-enact sections
11 and 13 of the 1890 Act.

In Bass Brewers Ltd v Appleby,” Millett LJ explained the difference between
sections 11 and 13 of the 1890 Act as follows:

Section 11 deals with money which is properly received by the firm
(or by one of the partners acting within the scope of his apparent
authority) for and on behalf of the third party but which is
subsequently misapplied. The firm is liable to make good the loss.
Section 13 is concerned with money held by a partner in some other
capacity, such as trustee, which is misapplied by him and then
improperly and in breach of trust employed by him in the partnership
business. His partners can be made liable only in accordance with the
ordinary principles of knowing receipt.*

In Dubai Aluminium Company Limited v Salaam,” the Court of Appeal held that a
partnership’s liability for wrongful acts and omissions under section 10 of the 1890
Act extended to knowing assistance of breach of trust and that it was not restricted
to torts.” In the House of Lords,” Lord Millett agreed with the Court of Appeal in

36

See para 4.47 above.

37

The removal of the firm’s liability for penalties is not intended to call into question Lord
Millett’s interpretation of s 10 of the 1890 Act — that it is not confined to tort/delict but
covers every kind of wrong capable of causing damage to non-partners. See para 6.38 below.
Clause 22 of the draft Bill is intended to have similar effect — but covers damage to partners
as well as non-partners.

*® [1997] 2 BCLC 700.

*Ibid, at p 711.

“ [2001] QB 113.

“ See also Agip (Africa) Ltd v Jackson [1990] Ch 265, Millett J at p 296.
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rejecting the argument that section 10 was confined to torts or other common law
wrongs. He emphasised that section 10 assimilated the vicarious liability of
partners to that of employers and suggested that it would be absurd if a
professional firm were vicariously liable for the acts of an employee but would not
be liable if the same acts had been committed by a partner. He stated:

Wisely, and no doubt deliberately, section 10 was drafted in the
widest terms to embrace every kind of wrong capable of causing
damage to non-partners, so that there was no danger that the
vicarious liability of partners (unlike that of employers) might be
ossified by the terms of the statute and fail to keep step with future
developments.”

Lord Millett rejected the appellants’ argument that section 10 was concerned with
liability in tort while sections 11 and 13 dealt with liability in equity. He said:

Sections 11 and 13 are not concerned with wrongdoing or with
vicarious liability but with the original liability of the firm to account
for receipts. | explained the difference between the two sections in
Bass Brewers Ltd v Appleby [1997] 2 BCLC 700 at 711. Section 11
deals with money which is properly received by the firm in the
ordinary course of its business and is afterwards misappropriated by
one of the partners. The firm is not vicariously liable for the
misappropriation; it is liable to account for the money it received, and
cannot plead the partner’s wrongdoing as an excuse for its failure to
do so. Section 13 deals with money which is misappropriated by a
trustee who happens to be a partner and who in breach of trust or
fiduciary duty afterwards pays it to his firm or otherwise improperly
employs it in the partnership business. The innocent partners are not
vicariously liable for the misappropriation, which will have occurred
outside the ordinary course of the firm’s business. But they are liable
to restore the money if the requirements of the general law of
knowing receipt are satisfied.

... The critical distinction between section 10 on the one hand and
sections 11 and 13 on the other is not between liability at common
law and liability in equity, but between vicarious liability for
wrongdoing and original liability for receipts. The firm (section 10)
and its innocent partners (section 12) are vicariously liable for a
partner’s conduct provided that three conditions are satisfied: (i) his
conduct must be wrongful, that is to say it must give rise to fault-
based liability and not, for example, merely receipt-based liability in
unjust enrichment; (ii) it must cause damage to the claimant; and (iii)
it must be carried out in the ordinary course of the firm’s business.*

We consider that the circumstances which section 11 covers — the receipt by a
partner acting within the scope of his apparent authority or the receipt by the firm
in the course of its business and the subsequent misapplication by a partner of the
received money or property — are circumstances which would give rise to liability

 [2002] UKHL 48, [2003] 1 All ER 97, [2002] 3WLR 1913 and [2003] 1 Lloyd’s Rep 65.
“ Ibid, at para 108.
Ibid, at paras 110 and 111.
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on the part of the firm in the general law. In each case the partnership will be
answerable for the money or property which it or its agent received. We see no
need to re-enact section 11.

In Walker v Stones® the Court of Appeal decided that it was not possible for a
partnership to be vicariously liable under section 10 for breach of an express trust
by one partner as this would contradict section 13; breaches of trust must fall
outside the ordinary business of any partnership. If section 10 were to apply, it
would presuppose that individual trusteeships which a partner may undertake are
in the ordinary course of the business of a partnership and that would cover the
exact situation described in section 13. The Court of Appeal recognised that it
might appear anomalous that when a partner acts as a trustee he is not necessarily
treated as acting in the ordinary course of business but pointed out that sections
10 to 13 applied to all partnerships and not merely solicitors’ partnerships.®

In so far as the Court in Walker v Stones has held that breaches of trust by a
partner are outside section 10, we respectfully disagree. The Court of Appeal felt
constrained to reach what we regard as an unfortunate result because of its reading
of section 13. We think that many breaches of trust give rise to fault-based liability.
Section 13 applies only where a partner who is a trustee takes money in breach of
trust and introduces it into the partnership. We think that it is unlikely that such a
breach of trust would be committed “in the ordinary course of business” and give
rise to vicarious liability of the partnership under section 10.* Section 13 does not
apply where money is held by the partnership, one partner becomes a trustee of it
and then breaches the trust.”

We see no need to re-enact section 13. Either (as we think) it merely states the law
of knowing receipt, in which case it is unnecessary, or (contrary to our view) it
produces the result which the Court of Appeal felt constrained to reach in Walker v
Stones, in which case it is undesirable. Nor is the re-enactment of section 13
necessary for the purposes of Scots law.

In Scots law the obligation to make restitution is a duty imposed by law to reverse
unjustified enrichment. In Shilliday v Smith,” the Lord President (Rodger) stated:

A person may be said to be unjustly enriched at another’s expense
when he has obtained a benefit from the other’s actings or
expenditure, without there being a legal ground which would justify
him in retaining that benefit. The significance of one person being
unjustly enriched at the expense of another is that in general terms it

“ [2001] QB 902.
“Ibid, Sir Christopher Slade at p 950.

47

Section 13 of the 1890 Act is also unnecessary because under the draft Bill the partners are
not agents of each other (but rather, are agents of the partnership). As such there is no
reason that one partner’s breach of trust should result in liability for another partner unless
the conditions in section 10 are fulfilled. Vicarious liability of the section 10 type is dealt
with in cl 22 of the draft Bill.

" We note that Walker v Stones has been appealed to the House of Lords and our
understanding is that it is likely to be heard in December 2003.

* 1998 SC 725.
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constitutes an event which triggers a right in that other person to
have the enrichment reversed.”

Where such unjustified enrichment arises, Scots law allows remedies to be devised
to reverse the enrichment.” It has not developed detailed doctrines such as
knowing assistance and knowing receipt.*”

In English law the doctrines of knowing assistance and knowing receipt have been
developing in recent years and may undergo further change. In Scotland also the
law relating to unjustified enrichment has recently developed.® We think that it
would not be appropriate to crystallise in statutory words the present state of the
law as that would hamper further development in these fields.

THE LIABILITY OF PARTNERS FOR THE OBLIGATIONS OF THE PARTNERSHIP

Existing law

In English law partners are jointly liable with one another for the obligations of a
partnership.” In Scots law they are jointly and severally liable.” In both
jurisdictions a creditor of the partnership can recover a partnership debt by
enforcement against a partner’s assets without first enforcing against and
exhausting the assets of the partnership.

In Scotland, where a partnership has separate personality, in theory the
partnership is the primary obligant and the partners have a subsidiary liability. In
Mair v Wbod® the Lord President (Cooper) gave this description of partners’
liability:

Partners are of course liable jointly and severally in a question with a
firm creditor for the obligations of the firm, but the theory of Scots
law views them as being so liable only subsidiarie, the partners being
in substance guarantors or cautioners for the firm’s obligations, and
each being entitled on payment of a firm debt to relief pro rata from
the others.

50

Ibid, at p 727B-D. See also Dollar Land (Cumbernauld) Ltd v CIN Properties Ltd 1996 SC
331, 348-349 per Lord Cullen.

Shilliday v Smith 1998 SC 725, the Lord President (Rodger) at pp 727D-728C, Morgan
Guaranty Trust Co of NewYork v Lothian Regional Council 1995 SC 151, the Lord President
(Hope) at p 155B-D.

51

*2 In Scots law liability also arises where a person has knowingly profited from another’s breach

of trust. See Clydesdale Bank v Paul (1877) 4R 626; Bank of Scotland v MacLeod Paxton
Wbolard & Co 1998 SLT 258. We would suggest that in many circumstances this could be
seen as fault-based liability.

See, for example, Shilliday v Smith 1998 SC 725.

53
* 1890 Act, s 9. In English law the position is substantially similar if the liability is joint and
several. See the Joint Consultation Paper, para 10.4.

1890 Act, s 9.

*® 1948 SC 83, 86.
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Our provisional proposals

In the Joint Consultation Paper we proposed that partners in both jurisdictions
should be jointly and severally liable for the debts and obligations of the
partnership. We also proposed the abolition of the anomalous rule of English law
that the liability of the estate of a deceased partner for partnership debts is subject
to the prior payment of the deceased partner’s separate debts.”

Our major proposals were:

(1) that if separate legal personality were introduced the partnership should
have primary liability and the partners’ liability should be secondary;

(2) that creditors of a partnership should normally be required to obtain a
judgment against a partnership before enforcing their claims against the
assets of a partner but that they should not have to litigate twice nor
should they be required to exhaust enforcement remedies against the
assets of the partnership before enforcing the judgment against the
partner’s assets; and

(3) that a partner satisfying a claim against the partnership should have the
right to be indemnified by the partnership, failing which, to the extent that
he has paid more than his due proportion, he should have the right to a
pro rata contribution from the other partners.®

Consultation

Among English consultees there was strong support for making partners’ liability
joint and several and for the abolition of the anomalous postponement of
partnership creditors’ claims against the estate of a deceased partner.

There was also strong support for the introduction of subsidiary liability of
partners in the context of separate legal personality in English law. But some
consultees, who were opposed to legal personality, thought that the issues raised
showed the unnecessary complexity of the entity approach to partnership. One
consultee suggested that a requirement to look first to the entity before pursuing a
partner might enable a miscreant partner to use separate personality to defeat the
claim. Some consultees suggested that there should be procedural safeguards to
protect the interests of partners.” We address these issues in more detail in Part
VIl below.”

57

1890 Act, s 9. Separate debts are a partner’s debts which are not partnership debts: Re
Barnard (1886) 32 Ch D 447.

Joint Consultation Paper, para 10.20. We also made proposals about the enforcement of
judgments against partners which we discuss in Part VIl below.

58

* It was suggested that a former partner should have an opportunity to participate in

proceedings against a partnership. Two Scottish consultees expressed similar concerns,
attacking the proposal that a creditor could enforce a judgment against a partnership directly
against the assets of a partner without it being necessary to obtain judgment against that
partner.

*® See paras 7.55 — 7.64 below.
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Our proposal that the partnership creditor should not have to exhaust enforcement
remedies against the assets of the partnership before enforcing the judgment
against the assets of a partner is an important attribute of the separate legal
personality which we proposed.” Almost all Scottish consultees supported it. It
was also generally supported by English consultees, although some consultees
thought that it undermined the separate personality of the partnership. Again we
discuss this in more detail in Part VII below.

Reform recommendations

We have considered the concerns of the minority of consultees about the nature of
a partner’s liability for partnership debts and obligations. The introduction of
separate legal personality with the characteristics which we proposed will not give a
partner a basis either for defeating a claim against him or for seeking
postponement of enforcement against his assets. Our proposals will allow a
creditor to proceed directly against the assets of a partner without first having to
exhaust his remedies against the assets of the firm. In Part VII we propose that a
creditor of a firm who seeks to enforce the debt against the assets of a partner or
former partner should obtain judgment against that partner or former partner. The
creditor can do this either by calling the partners as defendants in the action
against the firm or by making a subsequent claim. That apart, creditors will have
immediate recourse against partners’ assets to enforce partnership debts.

We have not followed the approach of RUPA which requires a creditor of a
partnership to enforce judgment against and exhaust partnership assets before
levying execution against a partner’s assets unless the court otherwise grants
permission.” RUPA provides that a partnership creditor may not levy execution
against the assets of a partner unless either (a) the partnership has failed to satisfy
a writ of execution against it, (b) the partnership is bankrupt, (c) the partner has
agreed that the creditor need not exhaust partnership assets or (d) the court in its
discretion grants permission to do so.”

In our view, it is consistent with partnership law and practice in both of the British
jurisdictions, and with the expectations both of partners and partnership creditors,
that a creditor should have immediate recourse against a partner’s assets. There
was very limited support among consultees for changing this. To do so would
significantly alter an important characteristic of partnership law in Great Britain.
In the absence of demand to do so, we see no need for reform. It is against this
background that we make our recommendations on the nature of a partner’s
liability for partnership debts and obligations.

61

We attach importance to this attribute as it emphasises the intimate involvement of partners
in the partnership business in both jurisdictions and confirms that the introduction of
separate legal personality is not designed to alter the commercial reality of English law
partnerships.

® RUPA, s 307(d).

® RUPA, s 307(d)(1) - (4). The court has an equitable discretion to grant permission.
Specified grounds include a finding that the partnership’s assets subject to execution are
clearly insufficient to satisfy the judgment and that exhaustion of partnership assets is
excessively burdensome.
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It is a fundamental concept that the partners in a general partnership have
unlimited liability for the obligations incurred by the partnership while they are
partners. By contrast a limited partnership must have one or more general partners
each of whom has unlimited liability and one or more limited partners each of
whom has limited liability. We discuss the liability of the general partner and the
limited partner in Parts XVI and XVII below. As the draft Bill covers both general
partnerships and limited partnerships,” we think that it is appropriate to have a
statement of the liability of partners early in the Bill.

Partners’ liability

We think that each partner should be liable for the whole amount of all debts and
obligations of the partnership. Under our recommendations relating to
contribution and indemnity, the liability of the partners for partnership obligations
is joint and several liability.” However, although a partnership creditor may seek
payment in full from the firm or from any one of the partners, so that from the
viewpoint of the creditor there is joint and several liability,”® the relationship
between the partners and the firm has certain special features. There are three
aspects to this. First, as we discuss in Part VII, the liability of a partner is
secondary: the partnership creditor must establish the existence and amount of the
firm’s liability in the same or earlier proceedings. Secondly, the partner who pays
the firm’s debt is entitled to an indemnity from the partnership. The firm on the
other hand is not entitled to an indemnity from the partners. Thirdly, while the
partner who pays the firm’s debt is entitled to contribution from the other partners
who had secondary liability for that debt, the firm on paying its debt would not be
entitled to contribution from the partners.

We recommend therefore that:

(1) It should be provided (a) that each of the partners in a general
partnership has unlimited liability and (b) that a limited
partnership must have one or more general partners, each of
whom has unlimited liability, and one or more limited partners,
each of whom has limited liability; (Draft Bill, cl 3)

(2) Each partner who has unlimited liability is personally liable for the
whole amount of the debts and obligations of the partnership and
his payment in discharge of that liability discharges the firm’s
obligation and the personal liability of any other partner for that
obligation to the same extent. (Draft Bill, cl 23(1), (3), (4) and (5))

A partner’s right to indemnity from the partnership

As a default rule, a partner who meets a partnership liability will be entitled to
indemnity from the partnership. This is the position under the existing law.”” We

*  As well as the special limited partnership in Part XI1X below.

*®  See paras 6.60 — 6.65 below.
*®®  The creditor may thus sue the firm and the partners jointly and severally.

" 1890 Act, s 24(2).
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consider that a partner should be entitled to be indemnified by the partnership
where he reasonably and in good faith discharges a debt which he believes to be a
partnership obligation. This is probably the existing law.” We discuss this in Part X
below.” Similar rules should apply where a partner pays out money in the proper
conduct of the partnership business, for example, in using his private funds to
purchase stock for the partnership, or expends funds to preserve the partnership
business or property. This is again the existing law.” The paying partner should be
entitled to an indemnity from the firm. The indemnity should not prevent the firm
and the other partners from pursuing claims against the paying partner in relation
to any wrong he may have committed against them.

A partner’s right to contribution from other partners

We also have to consider the question of the mutual rights and liabilities of the
partners between themselves if the partnership does not meet a liability which it
owes to a partner. Examples include where the firm fails to pay an indemnity to
which a partner is entitled (as discussed in the previous paragraph) or where a
partner has a claim against the partnership in respect of a loan to the firm or his
undrawn share of the profits of the firm and the partnership is unable to pay the
debt.

The general rule that a partner has personal liability for the whole of any
partnership obligation incurred while he is a partner requires to be qualified in
relation to partnership obligations owed to a partner or former partner. Otherwise
the general rule would clash with the agreements entered into between the
partners or between partners and former partners for contribution and indemnity
in relation to partnership obligations and the sharing of partnership losses.”
Partners should be free to determine such matters as between themselves. Thus to
ascertain the liability of a partner to make contribution to or indemnify another
partner or a former partner one looks to the contract between the parties, failing
which to the default code.

Where a partner makes a payment in settlement of a partnership obligation to a
third party (including a payment in reasonable settlement of his alleged personal
liability for a partnership obligation) but is not repaid or fully repaid by the
partnership, the partner will — as a default rule — be entitled to contribution from
the other partners who were liable for the obligation in question. While the firm is
able to indemnify the partner, he will normally seek reimbursement of his outlays
from the partnership’s assets without having to call on his partners to contribute.
However, where, for example, the firm is temporarily short of cash or the partners
think it expedient not to withdraw funds from the partnership, the partner who has
paid should be able to demand a contribution from the other partners who were
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See Mcllreath v Margetson (1785) 4 Doug KB 278, 99 ER 880.
See paras 10.29 — 10.30 below.
° 1890 Act, s 24(2).
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For example, under the default regime, if partner A pays a partnership obligation, the firm
will be under an obligation to indemnify him. If the firm is not then able to do so, A may
seek contribution from B and C. A, B and C can later seek indemnity from the firm when
the firm has the wherewithal to pay. But A will not be able to use the personal liability of B
and C for partnership obligations (see para 6.59 above) to obtain an indemnity from them.
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liable for the obligation. The partner who meets the partnership liability (A) will
be entitled to contribution from the other partners (B and C) in the same
proportions as B and C are liable to bear partnership losses. If those partners (B
and C) make a contribution to the partner who has paid (A), they in turn should
be entitled, in the default regime, to indemnity from the firm in respect of their
contribution and A, B and C can obtain reimbursement of their contributions
when the firm has the means to pay. But if C is insolvent, A should be entitled to
fifty per cent contribution from B, but A and B would both retain the right to
contribution from C. This is the same rule as applies between co-guarantors where
a guarantor is insolvent.”

Similarly if a partner pays out money in the proper conduct of the partnership
business but is not repaid by the partnership, or if the partnership fails to pay to a
partner any other amount for which it is liable to account to him, the other
partners should be liable - as a default rule - to contribute in the same proportions
as if the amount were a partnership loss.

We therefore recommend that:
(1) There should be the following default rules:

(@) That a partner should be entitled to an indemnity from the
partnership in respect of (i) any payment made by him in
the proper conduct of the partnership business or in
connection with anything necessarily done to preserve the
partnership business or property and (ii) any payment
which he has made towards the discharge of his personal
liability for a partnership obligation or in reasonable
settlement of an alleged personal liability for a partnership
obligation; (Draft Bill, cl 12(3))

(b) That the indemnity under (a) above should not affect any
claim which the partnership or another partner may have
against the partner; (Draft Bill, cl 12(4))

© That if the partnership does not pay the indemnity under
(a) above, the partner should be entitled to contribution
from any other liable partner on the same basis as if the
amount unpaid were a debt for which he and each other
liable partner were co-guarantors in the same proportions
as they would be liable to pay any partnership losses; (Draft
Bill, cl 12(5))

(d) That partner A may claim against partner B as an “other
liable partner’ under (c) above (i) in the case of A’s liability
(or alleged liability) for a partnership obligation, if B was a

"2 See Chitty on Contracts (28" ed 1999) Para 44-109, Snell’s Equity (30" ed 2000) para 29-20
and in Scotland, Gloag and Irvine, The Law of Rights in Security, Heritable and Moveable,
Including Cautionary Obligations (1897) pp 836-839.
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partner when the payment was made and was liable with A
for the obligation (or, in the case of settlement of an alleged
liability, would have been liable if the alleged liability had
been established) or (ii) otherwise, if B was a partner when
the payment was made; (Draft Bill, cl 12(6))

(e That if a firm wrongly fails to pay to a partner any other
amount (for example, a loan due to the partner) for which it
is liable to account to him, the partner should be entitled to
contribution from the other partners in the same
proportions as if the amount were a partnership loss; (Draft
Bill, cl 12(7))

) That the personal liability for a partnership obligation in
respect of which a partner may claim indemnity or
contribution should include not only the partner’s liability
under (a)(ii) above but also his liability to contribute under
(c) or (e) above and his liability to indemnify or make a
contribution to a former partner;” (Draft Bill, cl 12(8))

(2) That in order to allow partners to agree their obligations amongst
themselves, the rule that a partner is personally responsible for the
whole amount of any partnership obligation incurred while he is a
partner (clause 23(1) of the draft Bill) should not apply to a
partnership obligation owed by a partner (A) to a partner or
former partner (B) if the partnership agreement or any other
agreement to which A and B are parties makes provision about
whether or not B is entitled to indemnity or contribution from A in
respect of the obligation; (Draft Bill, cl 23(2))

THE LIABILITY OF THE INCOMING PARTNER

Existing law

Under section 17 of the 1890 Act a person who is admitted as a partner into an
existing partnership does not thereby become liable to the creditors of the
partnership for anything done before he became a partner.

In practice, however, it is common on a change of membership for a partnership to
give an indemnity to an outgoing partner. We understand that it is less common
for an incoming partner to give an express indemnity to an outgoing partner who
has left the partnership or who leaves at the same time as the incomer joins. But if
the “new” partnership, which includes the incoming partner, gives such an
indemnity,” the incoming partner’s assets will therefore indirectly be exposed to a
prior creditor’s claims. In any event, if the “new” partnership pays prior creditors
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See the draft Bill, cl 34(2) and (4) and paras 8.79 - 8.81 below.
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Such an indemnity may be implied where the firm’s assets are assigned to the “new”
partnership: see Gray v Smith (1889) 43 Ch D 208, 213 and Lindley & Banks, para 10-247.
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in the ordinary course of business, the expense of meeting those obligations may
reduce the value of the incoming partner’s interest in that partnership.

Our provisional proposals

In the Joint Consultation Paper we did not propose any change to section 17(1) of
the 1890 Act. We agreed with the principle that a new partner does not become
liable for existing obligations merely by being admitted into a partnership. We
suggested that the principle was well adapted to a partnership which was a
continuing legal personality.”

We pointed out that any capital contributed by the incoming partner would be
available to meet the partnership’s liability. The partnership, as a continuing entity,
would be liable to creditors whose claims arose before the incoming partner joined
the partnership. Thus the incoming partner’s capital contribution, as a partnership
asset, would be available to prior creditors but, in accordance with the principle,
his personal assets would not.”

Consultation

As we proposed no change to the principle, we made no formal proposition and
did not ask a question to which consultees could respond. Nevertheless, the issue
of the liability of the incoming partner was raised by some consultees in their
response to (a) separate legal personality and (b) the default rule under which legal
personality continues on a change of partners.

One consultee opposed continuing legal personality and viewed the right of a
creditor to enforce against the partnership’s assets as a major change in the law
because the capital of the incoming partner would be available for the use of pre-
admission creditors (that is to say creditors of the “old” partnership). The
consultee thought that this would discourage people from taking up offers of
partnership. It also said that the proposal would require the incoming partner to
conduct an exercise of “due diligence” and suggested that inchoate negligence
claims would be a further complication.

Another consultee suggested that if continuing legal personality were introduced
the existing partners would have to give an indemnity to the incoming partner to
protect his assets from prior claims.”

Reform recommendations

We recommend no change to the principle enshrined in section 17(1) of the 1890
Act: admission into a partnership will not, of itself, expose the private assets of the

75

Joint Consultation Paper, para 10.41.
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The incoming partner may incur liability for prior debts if at the same time as or after the
new partner joins the partnership an old partner leaves the partnership and under the
default rules the partnership grants an indemnity to the outgoing partner.

" \We think that this is a misunderstanding of our proposals, as the retention of the s 17(1)

principle will protect the private assets of the incoming partner.
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incoming partner to the claims of creditors in respect of existing obligations.” In
accordance with the existing law, however, the incomer’s private assets will be
exposed indirectly to the claims of prior creditors if the partnership of which he is
a member grants an indemnity to an outgoing partner.”

The incoming partner’s capital

We recognise that the introduction of a default rule of continuing legal personality
will place the capital invested by the incoming partner at risk to the claims of prior
creditors. But we are not persuaded that this is in reality a major innovation.
Under existing English law (and on one view Scots law) the protection of the
incoming partner’s capital may in many cases be theoretical more than real.

The starting point under the existing law is that the “new” partnership, which is
created on a change of membership of the firm, takes over the business of the
“old” partnership. This involves the “new” partnership taking over the assets of the
“old” partnership and (in most cases) its liabilities. The “new” partnership on
paying out the retiring partner will normally have given him an indemnity against
all liabilities of the firm when he made over his interest in the partnership to the
continuing partners.” Even if no indemnity is given in the deal to pay out an
outgoing partner, the “new” partnership often pays off the liabilities of the “old”
partnership in the ordinary course of business as and when they fall due. It will
only be when the “new” partnership is unable to pay those debts from its assets
that creditors of the “old” partnership are likely to initiate litigation to pursue their
claims against the personal estates of the partners of the “old” partnership. Often
some of those partners will also be partners in the “new” partnership.* If the
partners of the “old” partnership who are also partners in the “new” partnership
are not able to meet the claims either of the creditor or of a former partner under
his indemnity, the viability of the “new” partnership will be threatened. In that
event the incoming partner’s capital will be put at risk.*

78

Thus if a partnership has entered into a contract before a person becomes a partner and has
not fully performed the contract, the incoming partner does not incur secondary liability
under the contract merely by joining the firm. In the absence of any special feature in the
contract, the partners who were partners at the date the contract was entered into would
have secondary liability for damages incurred by the firm for breach of the contract which
occurred after the incomer had joined. But if the breach of contract involved also negligence
or another tort or delict, the incoming partner could have secondary liability in respect of
that tort or delict.

" See para 6.78 below.

* See Gray v Smith (1889) 43 Ch D 208, 213 and Lindley & Banks, para 10-247. If the former
partner withdrew before the incoming partner joined the partnership, the indemnity may not
be a liability for which the incoming partner is personally liable; but if the partners gave the
indemnity when the incoming partner had joined the firm, he may be personally liable for
that debt.

" Where there is no overlap between the membership of the old partnership and the new

partnership the prudent course may be to buy the assets of the old partnership but leave the
liabilities with the former partners of the old partnership.
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Further it is notable that the rules of court in England appear to envisage that the “old”
partnership’s assets may in some way be traced in the hands of the “new” partnership. CPR,
Sched 1, RSC, O 81, r 5(1) provides: “where a judgment is given or order made against a
firm, execution to enforce the judgment or order may, subject to rule 6, issue against any
property of the firm within the jurisdiction”. In English law the use of the partnership name
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There may be circumstances in which partners of the “old” partnership and the
partners of the “new” partnership ring-fence the liabilities of the “old”
partnership. But even then the problem of the insolvency of the “old” partners
who are also partners in the “new” partnership remains, with its adverse effect on
the viability of the “new” partnership. If the incoming partner wishes to protect his
capital investment in the “new” partnership, the safe way to do so is for there to be
a genuine new partnership which purchases the assets of the old partnership which
is then wound up. In such circumstances the incoming partner’s capital is safe
under both the existing law and the reforms which we recommend.

Nor are we persuaded that the exposure of the incoming partner’s capital will deter
people from joining partnerships. Since 1914, partnership law in the United States
of America has exposed the capital contribution of incoming partners to the claims
of prior creditors.” We are not aware from our discussions with American lawyers
that this has been a significant disincentive to joining partnerships.

We see no need to provide any further protection to the capital of the incoming
partner. In any event, the incoming partner often faces a bigger problem under the
existing law when a senior partner retires and is paid out. If the “new” partnership
gives the outgoing partner an indemnity either expressly or impliedly when buying
out his share, the newly-joined partner takes on liability for the pre-existing debts
through the medium of that indemnity.*

The date when an obligation is incurred

Section 17 of the 1890 Act speaks of the incoming partner not incurring liability
for “anything done before he became a partner”. We intend to replicate this regime
by providing that a partner is personally liable for partnership obligations incurred
while he is a partner. Thus if the partnership entered into a contract before he
became a partner, he would not incur secondary liability in relation to the
contract.” Similarly if an act or omission which occurred before he became a
partner gave rise to loss and thus to a claim against the partnership after he had
joined the firm, he would not incur secondary liability in relation to that claim.®

in litigation is simply a convenient expression for the partners entitled or liable as the case
may be as partners when the cause of action accrued. See Ex parteYoung [1881] 19 Ch D
124, Ellis v Wadeson [1899] 1 QB 714. By recognising the right to execute against
partnership property at the date of judgment the rule appears to envisage a form of
enforcement which could affect the economic health of the “new” partnership and thus the
interests of the incoming partner.
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UPA, s 17 provided that a person admitted as a partner “is liable for all the obligations of the
partnership arising before his admission ... except that his liability shall be satisfied only out
of partnership property.”
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The indemnity is discussed in more detail in paras 8.69 — 8.73 below.

®  This replicates the existing law: where the partners enter into a contract after the incoming

partner has joined the partnership he is liable on the contract. Thus where the partners of a
“new” partnership give an indemnity to a former partner after the incoming partner has
joined the firm, the incomer is in English law one of the contracting parties and in Scots law
has subsidiary liability for the debt so incurred. The incoming partner’s personal assets are
therefore available to meet the former partner’s indemnity.
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See the draft Bill, cl 23(7): “For the purposes of this Act, a partnership obligation which
results from (&) breach of a duty in tort or delict (including quasi-delict), (b) breach of trust
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(1) The rule in section 17(1) of the 1890 Act that an incoming partner
who joins an existing partnership does not thereby become liable to
the creditors of the partnership for partnership obligations
incurred before he became a partner should be re-enacted (but the
capital invested by an incoming partner in an existing partnership
will be available to meet prior debts); (Draft Bill, cl 23(1)) and

(2) In this context an obligation of the partnership which results from
the (a) breach of a duty in tort or delict (including quasi-delict) (b)
breach of trust or (c) breach of a fiduciary duty should be treated
as having been incurred at the time of the act or omission which
gave rise to the breach. (Draft Bill, cl 23(7))

THE LIABILITY OF THE OUTGOING PARTNER
Existing law

Liability for pre-retirement debts

A partner who retires from a partnership does not thereby cease to be liable for
partnership debts or obligations incurred before his departure.”” The outgoing
partner can be released from such obligations by agreement with the other
partners and the creditors of the partnership.”

Liability for post-retirement debts

The operation of the doctrine of apparent authority has the effect that an outgoing
partner will be liable for obligations incurred by his former partners after he leaves
the partnership unless he gives notice of his withdrawal to any third party with
whom the former partners deal. Section 36 of the 1890 Act distinguishes between
persons who had dealings with the partnership before the partner withdrew and
those who did not. A withdrawing partner removes the apparent authority of his
former partners in a question with the latter simply by advertising his withdrawal
in the appropriate Gazette.” If a person was known by a creditor to be a partner
before retirement, the withdrawing partner must give actual notice of retirement if
the creditor has had previous dealings with the old partnership.®

or (c) breach of a fiduciary duty, is to be treated as having been incurred at the time of the
act or omission that gave rise to the breach.” In this subsection we refer to both breach of
trust and breach of fiduciary duty as a trustee may be in breach of a duty, such as a duty of
skill and care, which is not a fiduciary duty. See Bristol & West Building Society v Mothew
[1998] Ch 1, 16 — 18, per Millett LJ.

1890 Act, s 17(2).
* 1890 Act, s 17(3).
* 1890 Act, s 36(2).

* Hamerhaven Pty Ltd v Ogge [1996] 2 VR 488. See also Tower Cabinet Co Ltd v Ingram [1949]
2 KB 397, (CA).
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Liability through “holding out™
A person who has withdrawn from a partnership but who allows himself to be

represented as a partner in the partnership may incur liability to anyone who acts
in reliance on that representation.”

Our provisional proposals

In the Joint Consultation Paper we suggested that the policy of the existing law was
sound. We suggested that section 17(2) and (3) of the 1890 Act should apply not
just to a retiring partner but to all outgoing partners. We also provisionally
proposed that the protection against liability arising out of the continued use of a
firm-name or of an outgoing partner’s name as part of a firm-name should be
available to all outgoing partners. We discuss this latter issue below.

Consultation

There was overwhelming support for the proposal to extend section 17(2) and (3)
to all outgoing partners. Several consultees suggested that this was already the law.
One consultee questioned the need for section 17(3) in Scots law. The provision
was only required to address the English law doctrine of consideration. Consultees
supported the introduction of a provision that an agreement to release an outgoing
partner from further liability is not a contract which needs to be supported by
valuable consideration.

Reform recommendations

We think that the law on this subject is generally satisfactory but that there is room
for modernising the rules in relation to the liability of a former partner which
arises as a result of his being held out as a partner. In particular we are not
persuaded that advertisement in the appropriate Gazette is an effective means of
giving notice of a partner’s withdrawal. We discuss these issues below.” In relation
to the rules which are currently section 17(2) and (3) of the 1890 Act we
recommend two minor changes. We make our recommendation in relation to the
use of the firm-name in our discussion of the liability of the apparent partner
below.*

First, we propose that the rules of section 17(2) and (3) should apply to all
outgoing partners. This is probably already the law. Secondly, we think that there is
no need to provide that it is possible for an outgoing partner, the continuing
partners and creditors of the partnership to agree to discharge the outgoing
partner. This is the general law. Rather, the provision should be re-framed as a rule
that in English law such a contract does not need to be supported by valuable
consideration.”

' 1890 Act, s 14(1). See discussion of liability arising out of holding out in paras 6.89 — 6.106
below.

2 See paras 6.96 — 6.106 below.

*  See para 6.106(6) below.

* Treitel, The Law of Contract (10" ed) (1999) p 142 suggests that there is a problem in
treating a discharge of an outgoing partner as a contract in English law where the outgoing
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©))

That a person who ceases to be a partner does not thereby cease to
be liable for partnership obligations incurred while he was a
partner; (Draft Bill, cl 33(1))

That, for the purposes of the draft Bill, a partnership obligation
which results from a breach of a duty in tort or delict (including
quasi-delict), a breach of trust or breach of a fiduciary duty should
be treated as having been incurred at the time of the act or
omission which gave rise to the breach; (Draft Bill, cl 23(7)) and

That a person who ceases to be a partner may be discharged from
personal liability for a partnership obligation by an agreement
between himself (or his estate), the partnership and the creditor of
the partnership without requiring valuable consideration in
English law. (Draft Bill, cl 33(3) and (4))

THE LIABILITY OF THE APPARENT PARTNER

Existing law

6.89 We have mentioned above the rule that a person who deals with a partnership after
a change in its membership is entitled to treat all apparent partners as still being
members of the firm until he has notice of the change, and the provision for
advertisement in the appropriate Gazette.” Both are currently contained in section
36 of the 1890 Act. Section 14(1) of that Act contains further provision on holding
out, providing that:

Every one who by words spoken or written or by conduct represents
himself, or who knowingly suffers himself to be represented, as a
partner in a particular firm, is liable as a partner to anyone who has
on the faith of any such representation given credit to the firm,
whether the representation has or has not been made or
communicated to the person so giving credit by or with the
knowledge of the apparent partner making the representation or
suffering it to be made.

6.90 This is a statutory application of the doctrine of estoppel or, in Scotland, personal

bar.

partner is not replaced by an incoming partner unless (as one case suggests) one treats as
invented consideration the fact that the creditor benefits from the release of the outgoing
partner. The supposed benefit is that a remedy against a single debtor might be easier to
enforce than one against several, all of whom are solvent. We do not find this explanation
convincing and prefer to remove the need for valuable consideration.
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See paras 6.82 and 6.83 above.

81



6.91

6.92

6.93

6.94

6.95

6.96

In the Joint Consultation Paper we discussed the difficulty of ascertaining when it
could be said that a person “knowingly suffers himself” to be represented as a
partner but we did not propose any change in this rule.*

Section 14(2) of the 1890 Act also provides that the continued use of a firm-name
or of a deceased partner’s name as part of a firm-name of itself does not make his
personal representatives liable for any partnership debts contracted after his death.

Our provisional proposals

We provisionally proposed that section 14(2) of the 1890 Act should be extended
so that the continued use of a firm-name or of an outgoing partner’s name as part
of a firm-name should not of itself make the outgoing partner liable for any
partnership debts contracted after he left the partnership.”

Consultation

Several consultees expressed views on the expression of the rule on holding out in
section 14(1) of the 1890 Act. One consultee suggested that the provision was
obscure and should be reworded. He also expressed concern about the effect of
holding out on a “salaried partner” who might be unaware of his exposure by such
holding out.*® Another consultee suggested that the provision be extended to cover
joint business ventures which were not partnerships but which held themselves out
as such. As section 14 presupposes the existence of a partnership, it does not
include joint business ventures which are not partnerships but the principle of joint
and several liability should apply to the parties to such ventures. Another consultee
suggested that the provision did no good and that it could do harm. He advised
that the matter be left to the common law of personal bar.

There was general support for the proposal to protect the outgoing partner from
liability through holding out by the use of the firm-name after he left the
partnership. In England, two consultees opposed the proposal, suggesting that the
section 14(2) protection should remain confined to deceased partners as they
could not suffer themselves to be represented as anything, while living partners
who had withdrawn from the partnership could. In Scotland one consultee
opposed the proposal, arguing that the issue could be left to the common law of
personal bar.

Reform recommendations

As section 14(1) of the 1890 Act is an application of the law of estoppel or
personal bar, we do not see a means of protecting the “salaried partner” who may
often be a junior person within a partnership. The general law is available to
persons who act in reliance on a representation that persons are carrying on
business in partnership. Nonetheless, it is common for partnership statutes to
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We proposed the extension of the protection given by s 14(2) of the 1890 Act from a
deceased partner to all outgoing partners. See para 6.93 below.

This involved extending the effect of s 14(2) of the 1890 Act from the deceased partner to
all outgoing partners.

* Viz Nationwide Building Society v Lewis [1998] Ch 482.
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contain provisions on the liability of a purported partner.”* We think that it is
desirable to include in a partnership statute, which contains several provisions
dealing with the liability of a partner, a provision dealing with the liability of an
apparent partner arising from holding out. A provision can be worded in general
terms so as to avoid restricting the development of the law.

We think that the statute should explain coherently the liability of the apparent
partner. The existing rules are based partly on the rules of agency and partly on
the law of estoppel or personal bar.” With the adoption of an entity approach to
partnership, there will be no mutual agency of partners. Accordingly, the liability
of the former partner for debts of the partnership incurred after his withdrawal will
not be on the basis of any failure by a principal to revoke his agent’s authority but
will be solely on the basis of estoppel or personal bar. This is, we think, more
principled: the person seeking to impose liability on the former partner or any
other person represented to him as a partner should have to prove detrimental
reliance on the representation.

We do not think that advertisement in the appropriate Gazette is a particularly
practical way of giving notice of changes in the membership of a partnership.
While it is not uncommon for professional firms to advertise the withdrawal of
partners in the Gazette, we doubt whether small commercial partnerships do so
and whether those who deal with partnerships consult the Gazette before
transacting with them.* We therefore favour a new approach to the liability of an
apparent partner based on estoppel or personal bar. We note that RUPA™
provides that a dissociated partner remains liable as a partner for transactions
entered into by the partnership within two years after departure, if the other party