Pagel

Journal of Business Law
2001
Partnership law in the twenty-first century

Elspeth Deards
Subject: Partnerships

Keywords: Partnerships

*J.B.L. 357 What is a Partnership

As far as the law is concerned, a partnership at the start of the twenty-first century is still much the
same animal that it was in the 1890s, when it was defined by section 1 of the Partnership Act 1980
(“the Act”) as “the relation which subsists between persons carrying on a business in common with a
view of profit”. The “persons” may be companies or individuals, or any combination of the two, with a
maximum of twenty," although in recent years most professional partnerships have been exempted
from this limit.? All partners have the right to participate in management (the meaning of the term “in
common”) and are jointly and severally liable without limit for the debts and obligations of the
partnership.? Partnerships are not required to register as such® and there are no filing requirements.
In effect, the partners are a group of sole traders co-operating within an informal business medium
which is recognised by the law only for limited purposes. The lack of change to the partnership entity
may be contrasted with the plethora of legislative and judicial developments which have influenced
the development of its chief rival, the limited company, during the last century.

However, the partnership is now set to enter into a period of transition. The Law Commission and the
Scottish Law Commission have produced a Joint Consultation Paper on Partnership Law® (“the
Consultation Paper”) which is likely to result in significant changes to partnerships and partnership
law. Unfortunately, the majority of partnerships, who have limited resources and therefore limited
access to professional advice, will not be assisted in understanding or responding to the Consultation
Paper by its length (346 pages) or its lack of clarity.

*J.B.L. 358 The purpose of this article is threefold: first, to assess the reforms to partnership law
required if the partnerships entity is to continue to flourish in the twenty-first century; secondly, to
consider the extent to which these reforms are reflected in the Law Commission's proposals; and
thirdly, to evaluate the likely effect of the reforms on the flexibility, informality and privacy which are
the strengths of the general partnership. The importance of these strengths has been demonstrated
by surveys® in which flexibility and ease of operation have been the advantages of unincorporated
status cited most often. Partnerships can be set up, operated and dissolved without any formality or
publicity, and partners can vary the way in which the business is run, including their roles within it and
the size of their respective profit shares, according to their own wishes and in response to changing
business needs. They do not have to take into account the wishes of investors or, in most areas, legal
regulation. The surveys also indicate that privacy of finances is much valued. At present, partnerships
are not bound by the accounting and disclosure requirements which apply to companies (unless all
partners with unlimited liability are themselves limited companies.” Although professional bodies such
as the Law Society may impose accounting restrictions, these do not include disclosure.® If the
partnership is to continue as a successful entity in the face of competition from companies and limited
liability partnerships (LLPs), then any reforms must at least preserve those qualities, and preferably
enhance them.

The Need for Reform

Although the legal regime has changed little, the business climate is now very different to that of
1890, and both professional and trading partnerships are different to their nineteenth century
predecessors. The nature of most professions has changed radically in terms of their membership,
the services offered, and the expectations of clients; and all partnerships have been influenced by
fundamental changes in the nature of commerce, such as globalisation and consumerism. A number
of the Act's provisions are simply outdated in their language, but others are inappropriate for large or
complex organisations.
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*J.B.L. 359 The need for more fundamental reform of partnership law has also been identified, both
by the Law Commission and by firms themselves,? particularly in relation to the lack of continuity on a
change in ownership and problems in raising finance. The Law Commission also identified the lack of
a model agreement and separate legal personality as areas for reform and, while firms did not, this is
likely to be due to a failure to make the connection between difficulties in practice and a non-existent
or inadequate agreement and the lack of legal personality.

The Law Commission's remit related in particular to independent legal personality, continuity, the
simplification of changes of ownership and a model partnership agreement. The Consultation Paper
also examines a considerable number of other areas of partnership law at length, although it
frequently reaches the conclusion that there is no significant need for reform in the particular area. It
seems at times as if the Law Commission wished to ensure that no stone was left unturned, perhaps
anticipating that another hundred years might pass before it was next given the opportunity to conduct
such an exercise.

Potential Reforms to the Definition of a Partnership

Section 1 of the Act

The definition of a partnership in section 1 of the Act has stood the test of time and no significant
changes are required, although it is one of several areas where any general reform of partnership law
should address the outdated language of the Act, not to change its meaning but to make it more
readily comprehensible. In section 1, the “relation” which “subsists” between persons must be better
expressed as a “relationship” which “exists”, it should be carried on “together” rather than “in
common” and the “view of profit” should be replaced by an “intention to make a profit”. However, other
changes are not desirable.

Despite this, the Law Commission proposes to make a number of significant changes. First, an
agreement would be expressly required. It is not entirely clear from the discussion in the Consultation
Paper whether this would be an agreement to form a partnership, or an agreement to carry on a
business, in common, with the intention of making a profit. The former would represent a significant
change in the law, and is presumably not intended since the Law Commission recognises (at 6.23 of
the Consultation Paper) the continued existence of partnerships in which the participants are unaware
that in law they are partners. It would certainly make partnerships less informal, and it might also give
rise to problems of proof. The latter--an agreement to do the things which constitute a
partnership--must in practice exist, at least impliedly, if there is to be any kind of business. Including it
in the definition would therefore not alter the current position and might cause confusion.

*J.B.L. 360 Secondly, the Law Commission proposes that partners need only to have the objective of
carrying on business, rather than actually to do so. This is intended to simplify the legal position of
businesses which are in the process of being set up, but it is unlikely to do so because the degree of
intention required is unclear. For example, at what stage would two accountants with dreams of
running a restaurant together be held to constitute a partnership? Would the joint purchase of
premises be sufficient? What about a sole purchase, or the joint purchase of just a pan? If the Law
Commission wishes to reflect the House of Lords' ruling in Khan v. Miah *° that preparatory acts are
sufficient for a partnership to exist even where the intended business never gets off the ground, a
better approach would be for the definition of “carrying on” business to include both the carrying on of
a business, and preparatory acts which could have no purpose other than the carrying on of the
business in question.

Thirdly, the Law Commission proposes that, if the partnership is to have separate legal personality, it
should be the partnership (rather than the partners in common) which carries on a business. The
difficulty here is that a circular argument results; there is only a partnership if a business is carried on
(or intended to be carried on) by it, but until a partnership exists, it cannot carry on business. The
solution is to retain the status quo, that is to say, the partners must carry on a business.

The limit on the number of partners

Although not part of the section 1 definition, most partnerships are subject to a limit of 20 partners
under section 716 of the Companies Act 1985. However, the justification that large numbers of
partners are difficult to sue no longer applies, and exceptions in section 716 and various statutory
instruments mean that few professional firms are subject to this limit. The advantage of a limit is that
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small numbers of partners are more likely to work informally and flexibly. Where large numbers of
partners are involved, a partnership cannot realistically be run “in common”, and will in fact be run
more formally and like a company than a true partnership. However, it is clearly inequitable to have
one rule for some partnerships and another for everyone else, and impractical to re-impose the limit
for all. A lifting of the restriction is therefore essential. The Law Commission proposes to do this, and
the DTl is also considering the issue.™*

Potential Reforms to the Setting-up of a Partnership

Registration

At present there is no register of general partnership, although limited partnerships and LLPs must
register in order to give notice to outsiders of their limited *J.B.L. 361 liability status. The mere fact of
registration would alter one of the key features of the partnership, its informality, and the details
registered would mean that two other key features, privacy and flexibility, would be adversely
affected. The partnership would have to consider which partners should be authorised to sign the
forms to be filed, partnership names which were the same or too similar to other partnership names
might not be accepted by the Registrar, and alteration of any registered details would be less simple
than before. Filing, including an annual return, would impose an administrative burden, and a fee
would be payable. Failure to update the required information promptly would incur civil or criminal
penalties. For example, fines might be imposed, unregistered changes in membership might be
unenforceable against third parties, and there could be restrictions on the partnership's ability to bring
or defend civil actions.

Despite these disadvantages, the Law Commission proposes a system of registration for those
partnerships which wish to obtain separate legal personality. Although it proposes the registration
only of minimal details (the names and addresses of the partners and the partnership, and the names
of a minimum number of partners entitled to deal with land), the nature of such systems is that further
information could, and almost inevitably would, be required once the system was in place.
Registration does have potential advantages, but it is submitted that these are unlikely to materialise
or could be bestowed on partnerships in other ways.

First, registration could provide transparency as to the identity of partners at a particular time (for the
benefit both of creditors wishing to sue,’* and employees or partners who were not partners at the
time liability arose who wish to avoid liability). It could also provide transparency as to when a
partnership has commenced, avoiding the problems which have arisen over this issue in cases such
as Khan v. Miah ** and Spicer (Keith) Ltd v. Mansell, ** where courts were required to rule on whether
preparations to start a business had reached the stage where a business could be said to have been
carried on for the purposes of section 1(1) of the Act. However, it is unlikely that genuine
transparency would result from registration. First, in certain circumstances, sections 14 and 36 of the
Act impose liability on non-partners as if they were partners. If these sections prevail in favour of third
parties, the position will not be transparent. If they do not, then registration will produce transparency,
but third parties will be prejudiced. Secondly, a partnership is currently formed where the definition in
section 1 is fulfilled. If this is to be a strict pre-requisite for registration as a partnership, this could
make the Registrar's task impossible. If it is not, then there will be a lack of transparency over what
constitutes a partnership, especially since the Law Commission proposes that partnerships without
legal personality would not be *J.B.L. 362 registered. The potential difficulty is similar to that for
LLPs, since section 2(1) of the Limited Liability Partnerships Act 2000 provides that an LLP is formed
by the registration of two persons carrying on a lawful business with a view to profit. Companies
House guidance on the formation of LLPs does not indicate that any inquiry will be made as to
whether this business is carried on, or whether it is with a view to profit. Indeed, in its section on
Frequently Asked Questions, Companies House states simply that: “Any new or existing firm of two or
more persons will be able to incorporate as an LLP”.*

Secondly, although registration could confer legal personality, it is not essential for this purpose. In
Scotland and the United States the latter is conferred without the former, and the Law Commission
admits that legal personality could be granted to all partnerships without registration.

Thirdly, registration could provide a gateway to advice, mitigating the problem, identified by the Law
Commission in its 1994 Feasibility Study, that small businesses lack access to advice.'® However, the
Law Commission study related to all small businesses, which indicates that registered companies are
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as affected by the problem as unregistered firms. In addition, the businesses most in need of advice
are those least likely to register.

Finally, registration could enable partnerships to grant floating charges under a scheme similar to that
for companies. However, it is separate legal personality rather than registration which is essential,
since a special register could be set up for the registration of partnership floating charges (see below).

The agreement

Two related problems arise in the context of the partnerships agreement. First, there is no model
agreement capable of easy use or adaptation by partnerships. This undoubtedly contributes to the
fact that at least half of all partnerships have no comprehensive agreement'’ and therefore
rely--unwittingly in many cases--on the default provisions of the Act. In addition, those partnerships
which do have an agreement have either had to incur the costs of obtaining professional advice or
have drawn up their own agreement in the absence of appropriate guidance and thus have almost
certainly missed a relevant provision or included an inappropriate one.

An optional model agreement should therefore be annexed to the Act. It would remind intending
partners of the desirability of an agreement, and provide a starting point for the drafting of such an
agreement (and indeed a finishing point for those with minimal resources or information). The Law
Commission itself recognises that it would be possible to have such an optional agreement alongside
the default provisions of the Act. Its objection that the law imposes insufficient *J.B.L. 363 regulation
on partnerships to form the basis of a model agreement may change if a majority of the proposals in
the Consultation Paper are enacted. In any event, if the model agreement is optional, there can be no
objection to including provisions (and indeed alternative options within provisions) which are not
contained in the Act.

Although the Law Commission previously identified the lack of a model agreement as a problem for
partnerships,*® and it was one of the express areas to which its remit related, the Consultation Paper
does not propose the introduction of a model agreement.

The second problem relating to agreements is that the default provisions of the Act, which apply to
hundreds of thousands of partnerships, are inappropriate for most. The Act requires substantial
amendment in three respects if the situation is to be improved. First, its language needs to be
updated in a number of areas (for example, the duty to render true accounts and full information in
section 28, discussed below). Secondly, some provisions which are currently omitted (for example,
the power to apply to court for the expulsion of a partner) should be included. Thirdly, provisions in
certain areas must be made more acceptable to the majority of partnerships. Although some
provisions of the Act reflect the most popular approach (such as retiring partners not being liable for
debts incurred after their retirement in section 9) or provide a default provision which is as good as
any other in the absence of a consensus (such as equal sharing of profits and losses in section 24),
there are also other provisions which are almost certainly contrary to the wishes of most partnerships
(such as those providing for automatic dissolution in sections 32-4).* The Law Commission proposes
a number of reforms which will go some way to improving the default position, and these are
discussed further below.

The Introduction of Separate Legal Personality

At present, partnerships in England and Wales have no separate legal personality, unlike
partnerships in other jurisdictions, such as the United States®® and Scotland.* The law does
recognise the partnership entity for some purposes--for example, a partnership can sue and be sued®
(with execution against partnership property if judgment is obtained against the firm* ), is recognised
for value added *J.B.L. 364 taxation purposes,” and if insolvent is would up as if it were an
unregistered company.” However, problems remain in a number of other areas, including property,
contracts, the execution of deeds, continuity, the availability of the floating charge and the recognition
of English partnerships in foreign jurisdictions. The introduction of separate legal personality could
therefore be an important advance for partnerships.

Unfortunately, the Law Commission proposes separate legal personality only as a consequence of
voluntary registration, although it does offer as an alternative separate legal personality as a
mandatory feature of all partnerships. Not only is registration inherently undesirable, as discussed
above, but the existence of partnerships with legal personality alongside those without would be likely
to cause confusion among third parties and, quite possibly, among partners.
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Continuity

Partnerships with separate legal personality would no longer have to dissolve automatically on the
happening of certain events to partners, such as death or bankruptcy, since a change in membership
would not affect the partnership entity. However, since continuity is not an inevitable consequence of
separate legal personality, it will be dealt with below in the context of automatic dissolution.

Land

Legal personality would enable a partnership to own land in its own name, instead of through up to
four partners as trustees for the partnership. However, practical difficulties could arise as a result of
the absence both of statutory presumptions on the execution of documents by partners, and of public
disclosure of the authority of particular partners to transact in land (in contrast to company directors).
The first issue requires reform to the rules on the execution of documents, and this is discussed
further below.

In respect of the second issue one solution would be for a statutory presumption similar to section
36A of the Companies Act 1985 to be included in the Act, to the effect that due execution would be
deemed to have been effected where two partners signed the document. Alternatively, the Land
Registry could enter on the register a statement that details of partners authorised to transact land
were available on request from the partnership. This would put third parties on notice that particular
partners might not have authority. This second solution might be preferable for partnerships, but the
first would be simplest and most certain for third parties.

*J.B.L. 365 Unfortunately, the Law Commission links separate legal personality to registration, and
so although partnerships with legal personality would state in register of partnerships the names or
minimum number of partners entitled to buy or sell land, other partnerships would continue to be
unable to own land. Alternatively, if all partnerships were to have separate legal personality without
registration, the Law Commission proposes a voluntary register of such information. The requirement
to register would create undue bureaucracy, as discussed above, while a voluntary register would
lead to uncertainty.

Other property

Whether property belongs to the partnership is crucial not only for accounting purposes, but also
because it determines the priority of creditors (partnership property is only available to partners'
personal creditors after all partnership creditors have been paid, whereas partners' private property is
available equally to both sets of creditors® ). In addition, in the absence of contrary agreement,
partnership property may only be used for the purposes of the partnership (section 20 of the Act).

Legal personality could enable non-land property ownership to be simplified, but an overhaul of the
definition of partnership property in sections 20 and 21 of the Act is required if full advantage is to be
taken of its introduction. At present, although the partnership cannot own property in its own name,
the partners can own it collectively as partnership property. However, the distinction between property
owned in this way and property owned by one or more partners as a private asset is often difficult to
draw. While separate legal personality would enable the partnership to own property and thus reduce
the scope for confusion as to what is partnership property, it would not eliminate it unless the
definition of partnership property in sections 20 and 21 is clarified.

The definition currently includes property brought into the partnership stock, bought on account of the
partnership and bought with the partnership's money. The difficulty lies in establishing that any one of
these events, particularly the first two, has in fact occurred. If it can be proved that property has
indeed been brought into the partnership stock or bought on account of the partnership, then it is
unlikely that its status as partnership property will be disputed, and sections 20 and 21 are
superfluous. If it cannot be proved, then these sections provide no assistance in determining whether
the property in fact belongs to the partnership. The resulting problems have been demonstrated in
cases such as Miles v. Clarke ** and Waterer v. Waterer. % In both cases, it was unclear what was
partnership property, and the courts held that only property necessary to give business efficacy to the
partnership arrangement had become partnership property.

*J.B.L. 366 What is needed is a definition or presumption that applies to events more readily
susceptible of objective proof, such as use or accounting practice. For example, the Act could provide
that property paid for with partnership money, credited to a partner's capital account, or used regularly
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by more than one partner is presumed to belong to the partnership unless a contrary intent can be
proved.

Given the importance of the definition and the problems currently associated with it, it is curious that
the Law Commission asserts (at 11.4 of the Consultation Paper) that these provisions “do not cause
any legal problems”. It makes only minimal proposals for clarification of section 20 in respect of
partnerships with legal personality, and none at all for other partnerships.

Contracts

Although separate legal personality would enable partnerships to enter into contracts, disputes as to
agency and authority could still arise over whether the partner(s) who signed on behalf of the
partnership had authority to commit it to the contract.” Internal disputes of this kind are always
possible, but the scope for external disputes to arise is minimised by section 5 of the Act. This
provides that acts of a partner which are usual for the kind of business carried on by the partnership
will bind the partnership, unless the third party knows that the partner has no authority or does not
know or believe him to be a partner. Thus, a bona fide third party may rely on the appearance of
authority when dealing with an unauthorised partner.

Execution of deeds

Separate legal personality could facilitate a simplification of the rules relating to the execution of
deeds. At present, deeds must be executed either by all partners, or on their behalf by an attorney
authorised for that purpose by all the partners. If a partnership had legal personality, any partner
could execute a deed on its behalf if authorised by deed to do so. However, in order for the
partnership to execute the deed, either a partnership seal must be affixed, or a provision must be
inserted into the Act stating that a document would be duly executed if expressed to be so and signed
by a partner. The Law Commission proposes the latter, in which case it is essential to adopt its
suggestion that these provisions make clear that they are without prejudice to sections 5 and 6 of the
Act (on the express and *J.B.L. 367 apparent authority of partners). In the interests of clarity and
transparency, the provisions on execution should refer expressly to an “authorised” partner.

Floating charges

Separate legal personality would enable partnerships to grant floating charges, although these would
have to be registered. In the absence of a partnership register, a separate register for partnership
floating charges would have to be set up. In practical terms, floating charges would enable the raising
of additional finance, but they would also give rise to the risks associated with additional borrowing
and the granting of such wide-ranging security.

The Law Commission's preferred option--for separate legal personality to be granted only to
registered partnerships--would mean that only those partnerships could grant floating charges.

International recognition of partnerships

The introduction of separate legal personality would promote the international recognition of English
partnerships, thus reducing the difficulties encountered by English partnerships overseas in setting up
business, employing people, buying or leasing premises and resolving the tax position. However,
what is really needed is significant harmonisation involving rationalisation of the disparate forms of
partnership and partnership law prevailing across the European Union.*® This would, of course, have
to be decided at European level, and there is no indication that it is a political priority for the European
Union or its Member States.

Potential Reforms Affecting the Relationship of Partners Inter Se

Duties

Partners are subject to a common law duty of good faith,* and to the three statutory examples of this
duty in the Act: to disclose information (section 28); to account for benefits derived from the firm name
or connection (section 29); and to account for the profits of a competing business (section 30). In the
interests of transparency, the duty of good faith should be made statutory so that partners would be
more likely to be aware of it. It could be expressed in a similar way to the duty of care under section
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404(c) of the Revised Uniform Partnership Act (“RUPA”") in the United States, which includes
“refraining from engaging in grossly negligent or reckless conduct, intentional misconduct or a
knowing violation of law”. The Law Commission is consulting on whether the overriding duty of good
faith and the fact that it may not be excluded should be stated in the *J.B.L. 368 Act and, if so,
whether the duty should be general or specific to certain circumstances.*

Secondly, section 28 should be updated since the duty “to render true accounts and full information”
is not expressed as clearly as it might be. A simple improvement might be to substitute “to provide full
information, including accounts”. However, the Law Commission makes no such proposals.

Thirdly, section 29(2) provides that the duty to account for a benefit derived from use of the firm name
or connection also applies between dissolution and winding up if dissolution is due to the death of a
partner. This should be amended so that the duty does not apply after dissolution at all. Continuance
of the duty only if dissolution is due to death is anomalous, and could cause problems for partners
who commence work for a rival or on their own account immediately after such dissolution. The Law
Commission has proposed no reform to this subsection, on the ground that its reforms to dissolution
will reduce the scope for it to apply. However, since there could be situations where it will still apply, it
should be deleted.

The Law Commission also considers two other reforms, both of which are unnecessary. The first is a
statutory duty to the partnership to act with the care and skill to be expected of a person with the
experience and qualifications possessed by that partner. In order to preserve flexibility and
informality, these duties should not be statutory. Partnership is founded on mutual trust and good
faith, and a statutory duty to act competently would not add anything to this. If there is to be a
statutory duty, then a more objective standard would be preferable. This should be based on the skill
and experience which a person in the position of a partner in that area of work could be expected to
have, and would be similar to that imposed on company directors. The Law Commission argues for a
subjective standard on the basis that the expectations of a partner are derived from perceptions of the
person, rather than the post. The difficulty with this argument is that in modern partnerships, with
large numbers of partners and new partners often entering the firm from outside, this assumption is
not really justified.

Secondly, the Law Commission consults on whether some duties should be owed to the partnership
and others to the partners, instead of duties being owed to all other partners. This would be very
complicated, not least because it would be inapplicable to partnerships which did not have legal
personality. In the case of certain duties, it would also be difficult to justify why they should be owed
only to the partners or the partnership. For example, the provision of full information is essential both
to the partnership as a business, and to the mutual trust between partners. The Law Commission
rejects the idea of duties being owed to the partnership only, on the basis that it would cause
problems with derivative actions in the same way as the corresponding provision in company law has
already done; or to the partners and the partnership concurrently on the basis that this could give rise
to conflicts between them as to whether the duty should be enforced. Given the force of these
arguments, the most satisfactory solution would be to make no change.

*J.B.L. 369 Management and decision-making

A minor reform is required to close a loophole in this area. At present, ordinary decisions are subject
to the requirement of a majority while a change in the nature of the business or the partnership
agreement, or the admission of a new partner, requires unanimity. There is, however, no provision for
other extraordinary changes, such as dissolution of a fixed-term partnership before expiry of the term.
A statement that all extraordinary decisions should be taken unanimously should therefore be
included in the Act. There may be difficulty in deciding whether some decisions are ordinary or
extraordinary, but this is also the case at present, and at least the consequences of the distinction will
be clarified.

The Law Commission, however, proposes to extend the category of decisions requiring unanimity to
include a change in the location of the partnership premises and a restriction on a partner's authority
which was not imposed as part of a general restriction on all partners. It also consults on whether
other decisions should be made subject to unanimity. While an extension of the specific instances in
which unanimity applies would do no harm, it would be insufficient on its own to close the loophole.

Expulsion
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In the interests of mutual trust and good faith, section 25 of the Act permits expulsion of a partner only
if the partnership agreement so provides.** However, a partnership without such an agreement can
achieve the same result, albeit by going through the more complex procedure of dissolving, and
re-forming without the partner. Where dissolution by partners is not possible--for example, the
partnership is for a fixed term and not all partners agree to dissolution--an application for dissolution
must be made to the court under section 35 of the Act. The realities are, therefore, that relationships
within a partnership can deteriorate to the extent that expulsion is required, and that expulsion can in
practice be achieved through dissolution. In recognition of these, the Act should be amended to
permit the partners to apply to the court to expel and take an account. This would be in some ways a
lesser intrusion than dissolution into the flexibility, informality and privacy of the partnership, and
would be consistent with the reforms to enable continuity (see below). Its implications for mutual trust
and good faith would be no worse that those of the current position.

The grounds for expulsion by the court should be the same as those for dissolution by the court under
section 35 of the Act. These are that the business can only be carried on at a loss, a partner has
become permanently incapable of *J.B.L. 370 performing his part of the partnership agreement, a
partner is guilty of conduct prejudicial to the business, a partner has wilfully or persistently breached
the partnership agreement, or it is just and equitable to dissolve the partnership. It would be for the
court to determine whether expulsion or dissolution is more appropriate in a given case.

The Law Commission proposes that a power to expel be given to the court. It also consults on
safeguards, but these would be applicable only if the partners themselves are given a statutory power
of expulsion.

Departures and Dissolution

Automatic dissolution

Reforms are required to the current provisions on automatic dissolution. At present, the Act provides
that partnerships which have no contrary agreement dissolve automatically on the death (section 33),
bankruptcy (section 33), or departure (section 32) of a partner or illegality affecting only one partner
(section 34). This rule is unlikely to reflect the wishes of the partners, especially in larger partnerships,
and the problems to which it gives rise for partnerships which do not want to dissolve are obvious.* It
also contrasts with changes to the rules governing the taxation of partnerships which have dissolved
automatically, since the Revenue now recognises only actual discontinuance of the business (section
113(2) of the Income and Corporation of Taxes Act 1988, as amended by the Finance Act 1994),
rather than “accidental” dissolution followed by re-formation.

There are three basic alternatives for reform, all involving automatic termination as between the
former partner and the other partners. First, it could be provided that the partnership does not
dissolve on the happening of events previously giving rise to dissolution. While this would be simple, it
would also be inflexible, since it could lock partners into a partnership which had radically changed as
a result of the departure of a partner. Secondly, it could be provided that the partnership does not
dissolve unless the remaining partners agree by majority that it should. This would achieve continuity
without inflexibility, since the partners would have the option to dissolve where this was felt to be
justified by events. Thirdly, the partnership could dissolve unless the partners opted to continue,
which is the current position on expiry of a fixed-term contract (and also the position under section
802 of RUPA). The disadvantage of this is that the partners are required to do something positive to
achieve continuity, as opposed to having to do something positive to bring about dissolution.

*J.B.L. 371 The Law Commission proposes a combination of the first and second approaches. There
would be no automatic dissolution on the happening of any event, subject to agreement to the
contrary in the partnership agreement, in respect of death, bankruptcy (6.23 of the Consultation
Paper) or illegality (6.25 of the Consultation Paper). For reasons which are not explained, the contrary
agreement provision is not proposed where a partner leaves, so that in this event there would be no
possibility of dissolution (6.19 of the Consultation Paper). The option to dissolve where a partner
charged his share (under section 33(2) of the Act) would continue (6.53 of the Consultation Paper).

Any requirement for contrary agreement to be possible in some but not all circumstances would give
rise to inconsistency and confusion. The requirement for contrary agreement, where permitted, to be
found in the partnership agreement would impose an unnecessary degree of inflexibility, since the
partners might not wish to decide in advance that the partnership should dissolve on the happening of
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certain events.

In addition, the provisions imply that only in the circumstances outlined may dissolution take place. In
fact the partners may at any time unanimously dissolve the partnership. It should therefore be made
clear that the partners have the option to agree to dissolve on the happening of any event previously
triggering automatic dissolution. Subject to contrary agreement, this option should be exercisable by
majority rather than unanimity, in order to compensate for the fact that dissolution must now be by
agreement rather than automatic.

Automatic dissolution is, of course, inevitable where the death or bankruptcy of a partner leaves only
one partner remaining. However, the Law Commission consults on whether a partnership which is
reduced to one partner should be given a period of grace to find a new partner before automatic
dissolution applies. This would reflect the position for other organisations with a minimum
membership, the public company (under section 24 of the Companies Act 1985) and the LLP (under
section 24 of the Companies Act as modified by Regulation 4 and Schedule 2 Pt. | of the Limited
Liability Partnerships Regulations 2001, S.I. No. 1090). However, those bodies are not formed by a
“relation” (section 1 of the Act) (or “voluntary association” as proposed by the Law Commission at
5.26 of the Consultation Paper), whereas such a relationship is fundamental to partnerships.

If dissolution is no longer to be automatic, a number of other issues assume a greater importance.
First, there is the issue of how and to whom a partner's share may be transferred. Secondly, the
guestion of valuation of the partner's share becomes event more sensitive.

Transfer of a partner's share

At present, if a partner's departure does not result in dissolution, his options are to assign his share to
an assignee, or to sell it to a new partner. Section 31 of the Act restricts the rights of an assignee of a
partner's share, including a transferee or inheritor of the share, and a trustee in bankruptcy or
liquidator of the partner. An assignee is entitled only to the share of profits to which the partner or
former *J.B.L. 372 partner would otherwise have been entitled, and many not interfere in the
management of the partnership or inspect the accounts. This means that the value of the share is
less than if it included management rights. The right to sell to a new partner, while potentially a better
option financially, is subject to section 24(7) of the Act which provides that a new partner (who could
be an assignee) may be introduced only with the consent of all partners.

If departing partners are to lose the right to trigger dissolution, their financial interests must be
protected in some other way. This could be achieved by granting the other partners first option to
purchase the share of the departing partner and providing that if this is not exercised and instead the
departing partner assigns the share, the partnership must compensate the departing partner for any
difference between the value of the share to an assignee and its value to a new partner. This would
protect the interests of the departing partner while preserving flexibility.

The Law Commission's proposal that the share be automatically assigned to the other partners and
its value become a debt due to the departing partner, does not take into account the possibility that
the other partners might be unable or unwilling to purchase the share. There is also no provision as to
the proportion in which the other partners would own this share, and what their individual liability to
pay for it would be. If the other partners only had an option to purchase, they would have to make an
offer for the share, at which point issues of ownership and payment could be resolved.

Valuation of a partner's share

The first step in valuation is to ascertain the proportion of the partnership assets and income to which
the partner is entitled. At present section 24(1) of the Act provides that income profits and capital are
to be shared equally, subject to contrary agreement. It is silent on the question of capital profits
(assets over and above the firm's capital), but in Popat v. Shonchhatra * the Court of Appeal held that
in the absence of contrary agreement, capital profits must be shared in the same proportion as
income profits. As a default provision, equal shares is as appropriate as any, and since partnerships
which do not have an agreement on this issue are unlikely to make any strict distinction between
income and capital profits, it is also appropriate to align the default provisions for capital profits with
those for income, although the application of section 24(1) to the former should be made express.

However, the position as to capital is clearly unsatisfactory, since partners who have contributed less
than the average would receive windfalls on dissolution, while those who have contributed more



Pagel0

would be deprived of part of it. This is unlikely to be the intention in any partnership. Instead, section
24 should be amended so that capital contributed by a particular partner would be returned, subject to
a proportionate reduction if there were insufficient funds.

The Law Commission appears to propose this amendment as to capital contributions, but to reverse
the effect of Popat v. Schonchhatra as to capital *J.B.L. 373 profits, so that they are shared
proportionately to the capital contribution and not in the same proportion as income profits. The
formulation used by the Law Commission (at 12.8 of the Consultation Paper) is that in the absence of
contrary agreement, partners would be entitled to the “return of their capital contributions in the same
proportion as they were contributed”. With respect, this is less than clear as to the position with capital
profits, which was the original problem with section 24 prior to Popat v. Shonchhatra. If the Law
Commission wishes to put on a statutory footing the decision in that case insofar as it relates to
capital profits but to reverse the position as to capital contributions, it must produce a clearer
provision.

The position is further complicated by section 24 of the Act, which provides an exception to section 24
for capital profits accruing after dissolution. Rather than sharing these equally, an outgoing partner
may take either the profits attributable to the use of his share of the assets® or five per cent interest
on that share. In Barclays Bank Trust Co Ltd v. Bluff % the court ruled that this only applied to profits
made in the ordinary course of business, and not to capital appreciation, which was to be shared by
the partners in proportion to the amount of capital which they had contributed. A partner was thus
entitled both to the income profits attaching to his share of capital (or five per cent interest), and to a
proportion of the capital appreciation. The Act should be amended to clarify the profits to which
section 42 applies. The provision for five per cent interest should also be replaced by a provision
based on the Bank of England base rate, since five per cent is often uneconomic for either the
partnership or the partner.

However, the Law Commission proposes to replace the alternatives with a simple right to interest at
the Bank of England base rate or a certain amount above it. Since there could be circumstances in
which the profit attributable to use of the departing partner's share of the assets is greater than the
interest payable, it seems unnecessarily restrictive to deprive him of the option. For example, if a
farming partnership rents out its fields for use in connection with a pop concert, a former partner's
share of income generated by the use of the field could easily exceed five per cent interest on his
share.

The second step is to put a financial value on that share. The preset position is that the absence of
dissolution giving rise to a realisation of the assets and thus an actual surplus or deficit, the valuation
must be based on an account.*® It is then necessary to ascertain the basis for that account from the
partnership agreement (if any) and, in the absence of clear express agreement, the conduct of the
partners.* Since the taking of an account is a matter for the court, there would be no loss of flexibility
or privacy if a statutory method of valuation were to apply. It would provide certainty and give
partnerships the opportunity to plan the financing of the payout.

*J.B.L. 374 The Law Commission proposes that the valuation should be based either on a notional
sale of the business or on the accounting practice adopted in the partnership's last annual accounts. If
the first option were to be adopted, the provisions must specify whether the notional sale would be as
a going concern, or on a break-up basis, or the more (or less) valuable of the two (the option under
section 701(b) of RUPA). The second option, valuation according to the last partnership accounts,
could be problematic because the accounting practice may not be apt to apply to the situation which
has arisen.”® The first option, properly expanded, is therefore preferable.

Solvent dissolution

Limited reform is required to simplify and clarify the current position. At present, partnerships may be
wound up informally or by the court under section 39 of the Act, possibly involving the appointment of
a receiver or manager. Under the Rules of the Supreme Court (RSC) Order 30 as re-enacted and
applied to the High Court and the County Court by Schedule 1 to the Civil Procedure Rules (CPR),
the function of a receiver is to get in the assets of the partnership and pay the partnership debts.
Running the business is the prerogative of a manager, but in practice where both are appointed, they
are usually the same person. An account may only be taken by the court.

The CPR should therefore be amended so that a partnership receiver has the power to manage and
to take an account, the latter to be subject to court approval so that the court remains the final arbiter
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of the determination of the rights of the partners inter se. In the interests of transparency, these
provisions should also be included in the Act.

However, the Law Commission considers that solvent dissolution should be removed from the ambit
of the courts where the partners cannot agree, and left to a partnership “liquidator” who would have
the powers of a receiver and be able to determine the rights of the partners and to do all other acts
necessary for winding up the partnership. It is perhaps curious, given the severe criticism which the
Law Commission levels at the current system on the basis that the receiver has to consult potentially
warring partners on a frequent basis, that the “liquidator” is to be required to get unanimous approval
of the partners before making arrangements with creditors, compromising a partner's liability to
contribute under section 44 of the Act, or carrying on the business. These exceptions would
significantly detract from the advantages of a ‘liquidator” over a receiver, and since the Law
Commission consults on a more appropriate name than “liquidator”, it is submitted that a “receiver”
with the increased powers discussed above would fit the bill.

*J.B.L. 375 Liability of departing partners

At present, departing partners remain liable for debts incurred prior to their departure (section 17 of
the Act) but are only liable for debts incurred after their departure if they fail to give adequate notice of
their retirement (section 36 of the Act) or are held out as partners after retirement (section 14 of the
Act). Section 14 requires amendment because it states that the continued use of a deceased
partner's name in the firm name does not of itself amount to holding out. This provision should in fact
apply to all partners who leave, subject to contrary agreement, so a partnership can retain a name to
which goodwill is attached without a departing partner incurring liability as a result. The contrary
agreement provision is important because it would give departing partners who wish to use their
name in a new venture the opportunity to reach an accommodation with the partnership over use of
that name by the partnership.

The Law Commission proposes to amend section 14 in this way, but also proposes that that section
17(2) should apply to all partners who leave, not just “retiring” partners. There is some merit in
replacing the word “retiring” with “departing” or “leaving” in the interests of clarity, but the change is
unnecessary as a matter of law. The word “retiring” in the Partnership Act encompasses all forms of
voluntary departure, as can be seen in section 26 of the Act which uses this word in the context of
termination of a partnership at will.

Conclusion

It is evident from this analysis of the existing law and potential reforms to it, that reforms are at least
desirable and perhaps even essential. However, a number of factors suggest that reforms should be
limited to those which are necessary to make the partnership a more attractive business entity, either
by clarifying the existing law, or by introducing significant advantages.

First, many unincorporated firms do not currently perceive any significant disadvantage to their status,
and the advantages evidently outweigh the disadvantages for the almost 40 per cent of businesses
with more than one owner which opt for partnerships status.”* Secondly, there is no way of notifying
partnerships of any reforms, since they are informal and unregistered entities. Lack of notification is a
particular problem for the huge number of partnerships which have no agreement, and to which the
default provisions in the Act therefore apply, but all firms could be affected. Some will seek
(expensive) legal advice, some will assume that the unamended Act still applies, and some will
continue to act in ignorance of any legal provisions relating to partnerships. Thirdly, the current Act
has the merit of brevity (50 sections) and as a result is simpler and more transparent than the
Companies Act (over 700 sections). With the rationalisation or deletion of a number of clauses, it
should be possible to keep a new Act to 50 sections.

*J.B.L. 376 Most of the reforms suggested above, in particular the introduction of separate legal
personality, would be justifiable as clarifications or significant improvements, and would not adversely
affect flexibility, informality or privacy. However, some Law Commission proposals, particular
registration and increased statutory duties, would have adverse effects on these qualities without a
sufficient corresponding benefit and should therefore not be adopted.

The extent to which the proposals in the Consultation Paper are eventually taken up in legislation,
and the timescale in which this takes place, remain to be seen. The Consultation Paper consists of
proposals and suggested options, rather than definite recommendations, and is the start rather than
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the conclusion of the reform process. It will be some time before the responses to it are analysed and
more concrete proposals made and implemented. In the meantime, the Limited Liability Partnerships
Act 2000 may result in the diversion of some existing or would-be partnerships to the LLP (available
from April 6, 2001). In particular, fewer large professional partnerships may be prepared to accept
unlimited liability.* If reforms are significantly delayed, it may therefore be that the pressure for reform
will reduce, or that reforms come to reflect the concerns and demands of smaller, often trading,
partnerships. In particular, this might include a model partnership agreement.

The introduction of separate legal personality and other reforms to the general partnership inevitably
represent a move away from its traditional form, but potential remains for it to survive as a flexible,
informal and private entity run on principles of mutual trust and good faith. It is to be hoped that this
potential is realised when the responses to the Consultation Paper are put forward and the reforms
take on a more definite shape.
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