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*J.B.L. 435 Introduction

In many ways, a limited partnership (“LP”) is similar to a general partnership (“GP”). Both are tax
transparent, as a partnership itself is not taxed, and the only tax liability arises on the income and
capital gains of partners according to their own tax regimes,1 and both are flexible since the law
imposes few requirements on the terms of the agreement between partners. All partners enjoy a
considerable degree of privacy and although LPs, unlike GPs, must be registered,2 accounts need not
be filed and the details which must be registered are minimal, especially when compared with the
filing requirements for limited companies.3 The key distinction between LPs and GPs, apart from
registration, is that while all partners in a GP are general partners with unlimited liability, LPs consist
of at least one general and one limited partner, the latter's liability being limited to his initial
contribution of capital or property4 provided he does not take in part in management.5

Although LPs are much less significant numerically than GPs, being numbered in the thousands
rather than the hundreds of thousands,6 they occupy a significant niche in the market for those who
require the privacy, flexibility and tax transparency of the partnership structure together with a degree
of limited *J.B.L. 436 liability. They may be used to carry on any trade, occupation or profession,7 but
are predominantly used as investment vehicles.8 Since the Inland Revenue confirmed that an LP
used as a venture capital investment fund would be treated as an LP for tax purposes,9 they have
become the most popular vehicle for investment in private equity in the United Kingdom,10 typically
having as general partner a private equity firm which manages the fund on behalf of the limited
partner investors. They are less highly regulated than authorised unit trusts or investment trusts,11 and
are often used for property investment because investors which are wholly or partially tax exempt can
invest jointly with tax paying bodies such as property companies without losing their exempt status.12

The purpose of this article is to critically analyse the law governing LPs and consider whether reforms
are needed, in the form proposed by the Law Commission in its recent paper Limited Partnerships Act
1907: A Joint Consultation Paper 13 (“the LP Consultation Paper”) or otherwise, to ensure its
continued success. Although reforms will be discussed in the context of the Limited Partnerships Act
1907 (“the 1907 Act”) and the Partnership Act 1890 (“the 1890 Act”) (which is relevant to LPs in so far
as it is not amended or disapplied by the 1907 Act), it is likely that new legislation resulting from the
LP Consultation Paper and the Joint Consultation Paper on Partnership Law 14 (“the GP Consultation
Paper”) which it supplements will take the form of a single statute on partnership law governing both
LPs and GPs. This would be particularly advantageous to LPs as reference would no longer have to
be made to two separate sets of provisions.

Reforms to the formation of an LP

As a preliminary point, it is submitted that the Law Commission's proposal that the LP be renamed
“mixed partnership” or “investment partnership” in order to avoid confusion with the LLP should be
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rejected. The former is meaningless and the latter implies, misleadingly, that limited partnerships are
only for investment purposes.15

*J.B.L. 437 Nature of partners

Section 4 of the 1907 Act requires that partners be “persons”. Companies, LLPs or individuals may
therefore be partners, but partnerships may not (unless and until they are given separate legal
personality as proposed in the GP Consultation Paper16 ). However, by stating that a corporate body
may be a limited partner, s.4(4) might be taken to imply (erroneously) that such a body may not be a
general partner. In fact, it is common practice in investment LPs for the general partner to be a
corporate body and therefore, in the interests of clarification, s.4 should provide that any legal or
natural person may be a general or limited partner. The Law Commission proposes only that it be
made clear that a body corporate may be either a general or a limited partner.17

Partners may not simultaneously be both general and limited partners, since s.3 of the 1907 Act
defines as a general partner any partner who is not a limited partner. The Law Commission has
invited comments on this.18 It is submitted that the prohibition should not be lifted since this could
cause confusion for third parties, and indeed partners themselves, as to when partners who were
both general and limited partners would have unlimited liability.19

A partner may change his status, but although the 1907 Act provides that this must be registered20

and, in the case of a change from general to limited, advertised in the Gazette, 21 it does not specify
whether the change must be approved by all the partners or just the general partners. It is submitted
that since s.6(5)(d) of the 1907 Act makes the introduction of a new partner subject only to the
consent of the general partners, a change in status must also require only their consent. However,
this should be set out expressly. The Law Commission makes no proposals for this.

Limit on number of partners

The 20 partner limit22 was subject to a number of exceptions23 for LPs and GPs, and, as the Law
Commission proposed,24 has been abolished by the Regulatory Reform (Removal of 20 Member
Limit) Order 2002.25 This is now a less important reform for LPs than it might have been, because LPs
which take the form of collective investments (see further below) were eligible for exemption *J.B.L.
438 from the limit,26 and thus such LPs could have an unlimited number of investors without having to
establish parallel partnerships or use other collective investment vehicles to operate as limited
partners.

Business

The partnership business may, according to s.45 of the 1890 Act, consist of “every trade, occupation
or profession”. In Smith v Anderson 27 the Court of Appeal held that the management of a trust fund in
which the investors invested “once for all” did not constitute a business. It commented, however, that
had there been a commercial activity involving investment “for the purpose of obtaining gain from a
repetition of investments”, this would have constituted a business.28 Although the Law Commission
has argued that the term business clearly includes investment activities,29 the importance of
investment business to LPs makes it imperative to remove any doubt by including investments in the
definition.

Capital contribution

Section 4(2) of the 1907 Act provides that an LP must have at least one limited partner, and that
limited partners must have contributed capital or property at the outset. It is thus implicit that a
purported limited partner who has failed so to contribute is not a limited partner, and that if there are
no other limited partners, the partnership cannot be an LP. However, these consequences should be
set out expressly in the Act. The Law Commission makes no such proposals.

Registration

Section 5 of the 1907 Act provides that an LP must be registered, and “in default thereof” it is deemed
to be a GP. While this clearly applies to a purported LP which has not registered at all, it is less clear
whether it also applies to an LP whose registered details are inaccurate or incomplete. It is submitted
that where there is at least one general partner and one limited partner who has contributed the

Page2



capital or property stated in the register, and registration has taken place, the partnership will be an
LP. While registration is a precondition for the existence of an LP, and therefore an unregistered
partnership cannot be an LP, this argument does not apply to an improperly registered partnership,
and it would impose a disproportionate penalty on the limited partners. In addition, it is implicit in s.9
of the 1907 Act, which provides that failure to register changes renders the general partners liable to
fines, that there is no other penalty. However, the Law *J.B.L. 439 Commission assumes that an
improperly registered LP must be deemed to be a GP, presumably on the ground that it is not
“registered … in accordance with the Act” as required by s.5,30 although it proposes that should cease
to be the case.31 Given this uncertainty, the Act should specify that neither errors in initial registration
nor failure to register changes prevent the entity from constituting an LP.

The Law Commission has also proposed32 that a certificate of registration be conclusive evidence of
proper registration, as is the case for companies,33 in order to protect limited partners. However, this
would only protect limited partners against loss of limited liability caused by errors in initial
registration, not by failure to register changes, and therefore the provision proposed above is to be
preferred.

Since third parties could be prejudiced by reliance on an inaccurate register, a provision similar to
s.42 of the Companies Act 1985 should also be inserted into the 1907 Act, stating that an LP may not
rely, as against other persons, on changes affecting the registered details if those changes have not
been registered. In addition, the amount of fines levied on general partners for default in filing
information should be increased to the level set for companies.34 The present sum (£1) is derisory and
does not represent a deterrent. The Law Commission makes no proposals as to third parties, but
does propose that the level of fines be increased in this way.35

The details required for registration are the LP name, the general nature of the business, the principal
place of business, the full names of the partners, the date of commencement, the term (or if none, the
conditions on which it exists), a statement that the partnership is limited and the description of every
limited partner as such, and the amount and nature of the capital contributed by each limited partner.
36 These are the minimum to identify the LP on the register and protect third parties, and only limited
amendments are required. First, the requirement that the name be registered37 should be
accompanied by an express prohibition on the use of the same name (a prohibition which already
applies to companies38 ), since at present the Registrar will only “advise against” the use of any such
name.39 For the avoidance of doubt, the Act should also state that the name may not be one the use
of which would constitute a criminal offence or be offensive.40 Second, the principal place of business
should be replaced by the *J.B.L. 440 registered office, to enable the location of the substantive
business to be changed without alteration to the register. Third, in the interests of clarity, this section
should also refer to the obligation under the Partnerships and Unlimited Companies (Accounts)
Regulations 199341 to file annual accounts, an annual report and an auditors' report if all general
partners are limited companies, or unlimited companies or Scottish firms all of whose members are
limited companies.

The Law Commission proposes only the second of these, but also queries whether the nature of the
business and details of limited partners should continue to be stated.42 It is submitted that since the
former is relevant to whether business is “of the kind carried on by the firm”, and thus to whether a
partner engaging in such business has apparent authority under s.5 of the 1890 Act, while the latter is
relevant if a limited partner becomes liable as a general partner at any time, both should continue to
be registered.

Clarification is also required of the relationship between registration and s.14 of the 1890 Act, which
imposes liability on those who hold themselves out, or are held out, as partners. The Act should state
that third parties may rely as against the LP on the holding out as a partner of a person who has not
been registered as such, although an LP may not rely on this as against the third party. Similarly, the
Act should state that a third party (but not another partner) may treat a limited partner who is held out
to be a general partner as such, even though that partner is registered as a limited partner. Section
10 of the 1907 Act, which provides that notice of the conversion of a general partner to a limited
partner is effective only when advertised in the Gazette, should therefore be repealed as proposed by
the Law Commission.43

Reforms to the running of an LP

The agreement
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The requirement of registration means that LPs are much less likely than GPs to lack a partnership
agreement, since the partners know that they are creating a partnership and will have had to reach
agreement, at very least as to the details to be registered. The introduction of a model agreement
would reduce this likelihood still further, but the Law Commission concluded in its GP Consultation
Paper44 that a model agreement was unnecessary and did not even refer to the possibility in the LP
Consultation Paper. This is particularly surprising given that the government is proposing to provide a
simpler and clearer model document for companies.45

*J.B.L. 441 Application of the Business Names Act 1985 (“BNA”)

Although the BNA requires the names of all partners to be disclosed on documents and at the LP's
premises, there is no requirement that particular partners be identified as limited or general partners,
or that the partnership itself be identified as an LP. As a result, third parties who have not consulted
the register may be unaware that the assets of some partners are not available to the creditors, and
therefore disclosure of the fact that the partnership is an LP, and the status of its partners, should be
compulsory.

Disclosure of partner status would also render obsolete the requirement in s.10 to advertise changes
from general to limited status in the Gazette. Disclosure of the registered number should also be
compulsory, in order to alert third parties to the fact of registration and the availability of registered
details. The registered number is particularly important if registration in the same name as other LPs
continues to be permitted. The Law Commission proposes only disclosure of LP status, through
compulsory use of the suffix “limited partnership”, “lp” or “limited firm”.46 It is submitted that either of
the first two, but not the third, would achieve this objective. The Law Commissions also propose to
provide expressly that mere disclosure of a limited partner's details pursuant to the BNA does not
constitute holding out as a general partner.47 However, this could prejudice third parties and is
unnecessary since an LP can easily state the limited partner's status.

Decision making and management

The 1890 and 1907 Acts provide, in default of contrary agreement, that decisions as to “ordinary
matters” and the introduction of a new partner must be taken by the general partners (by majority and
unanimity respectively),48 while decisions to change the partnership agreement or the nature of the
business must be taken by all the partners unanimously.49 However, there is no provision for the
taking of other extraordinary decisions, and therefore the 1907 Act should be amended to provide that
such decisions (for example, the dissolution of a fixed term partnership before expiry of the term)
should be taken unanimously by the general partners. The Law Commission makes no such
proposal.

Section 6(1) of the 1907 Act provides that a limited partner has no right to manage, and loss of limited
liability is automatic if he takes part in management. The Law Commission's proposal that third party
knowledge of this should continue to be irrelevant is to be welcomed,50 since it is non-involvement in
management rather than successfully concealing such involvement from third *J.B.L. 442 parties
which is the justification for limited liability. By way of exception to s.6(1), s.6(5) expressly permits
limited partners to inspect the books of the LP, examine the state and prospects of the business and
advise other partners on these matters. As the Law Commission suggests, further guidance as to
what else limited partners may do without losing their limited liability should be given,51 although it is
not possible to provide an exhaustive list. For example, although s.6(1) is already apt to cover
advising on or overseeing investment decisions, the importance of such activities to many LPs makes
their inclusion in s.6(5) desirable.52 However, permissible activities should not include the exercise of
any power over the conduct of the business, and therefore should not include voting, except as
already mandated by the 1890 or 1907 Acts.

Duration of partners' liability

Section 17 of the 1890 Act provides that a partner who leaves retains liability for partnership debts
and obligations incurred while he was a partner. He may avoid this liability if the continuing partners
and relevant third parties agree to a novation, or the continuing partners agree to indemnify him,
although novation only affects contractual liability, and the value of an indemnity depends on the
finances of the indemnifying partners at the time of any claim. The Law Commission consults on
whether a time-limit should be imposed on the postretirement liability of limited partners,53 but since
there is no inherent unfairness in continuing liability for limited partners, there is no justification for
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introducing a time-limit. If one were imposed it should be much longer than suggested by the Law
Commission (between six months and three years); a 10 year period would seem the minimum to
allow claims to materialise.

Extent of liability

At present, a limited partner remains liable to the extent of his original capital investment even if he
has withdrawn some of that capital.54 This is disproportionate to the aim of ensuring that such
partners provide money or property for the use of the LP, rather than merely a guarantee to contribute
in the future55 and, in any event, it can be avoided by a limited partner making only a small capital
contribution and the rest of his investment by way of loan. It is also inconsistent with the rules on
capital maintenance applicable to private limited companies,56 since if a company purchases shares
from a shareholder the shareholder ceases to be liable in respect of those shares, and it submitted
that so long as the withdrawal is disclosed on the register and a statutory declaration of solvency is
made, there *J.B.L. 443 is no reason to insist that a limited partner remains liable for the amount of
his original contribution. For the avoidance of doubt, the 1907 Act should expressly permit alteration
of the capital contribution with a corresponding alteration of liability, subject to unanimous agreement
of the general partners, a statutory declaration of solvency and registration of the alteration. The Law
Commission makes no such proposals.

Sharing of profits and losses

Section 24(1) of the 1890 Act provides that, in the absence of contrary agreement, income profits and
losses are to be shared equally. Although this will not be appropriate for all LPs, and agreements of
investment LPs typically provide for the general partner to be paid annual management fees of 1 to 3
per cent of the value of the fund, plus a share of the increased value of the fund once the value has
increased by a specified minimum amount,57 it is as good a default position as any. However, the
word “income” should be deleted, since the Court of Appeal has held that s.24(1) applies also to
capital profits.58 The Law Commission consulted on this in the GP Consultation Paper.59

As to the sharing of losses, it is submitted that requiring a limited partner to do this would be contrary
to the principle of limited liability, and that therefore there is no such obligation. However, since limited
liability protects only personal capital, it should not be extended to protect profits received from the
LP, and therefore a limited partner's share of any losses should be offset against future or undrawn
profits. The Law Commission proposes that this be set out expressly in the 1907 Act.60

Application of the Sex Discrimination Act 1975 and the Race Relations Act 1976

The prohibition of discrimination on grounds of sex or race which apply to partners and potential
partners does not apply to limited partners.61 These exemptions are unnecessary and unjustifiable
and should be abolished. However, the Law Commission makes no such proposals.

*J.B.L. 444 Transfer of a partner's share

Shares in an LP are not publicly tradable and, as a result, they have no readily ascertainable market
price and may be difficult to dispose of.62 Although this is also true of GPs, LLPs and private
companies, and therefore the competitive disadvantage is minimal, it remains a problem for departing
partners. It also prevents LPs benefiting from the exemption of single property schemes from the
prohibition in s.238 of the Financial Services and Markets Act 2000 (“FSMA”) on authorised persons
promoting collective investment schemes (see further below), since shares in the scheme must be
dealt in on a recognised investment exchange.63

Taxation

LPs are taxed largely in the same way as GPs.64 Thus each partner is liable to income tax on his
share of the profits,65 and to capital gains tax on his fractional share of any gain realised through the
sale of a partnership asset. A change in profit sharing ratios among partners (whether caused by a
change in the partners or otherwise) does not give rise to a chargeable gain or allowable loss unless
the assets have been revalued.66 It should be noted that participation in an investment LP may result
in foreign investors being treated as having an establishment in the United Kingdom, and thus render
them liable to taxation here.67

However, there are a number of differences between the taxation of LPs and that of GPs. First, unlike
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a general partner, a limited partner's right to set off losses from the partnership trade against income
other than from that trade is restricted to the amount of his capital contribution and undrawn profit.68

This must surely be the correct approach, since a limited partner would not be liable for losses which
exceeded this amount.

Second, a limited partner may not claim tax relief on the interest on a loan used to purchase a
partnership share or increase his capital contribution.69 It might be assumed that the encouragement
of investment in small businesses would justify granting tax relief not only to general partners and
company shareholders, but *J.B.L. 445 also to limited partners. However, the denial of tax relief to
limited partners is consistent with that to members of an LLP.70

Third, an LP consisting of property held on trust in order to allow the partners to share in the profits
arising from its acquisition, management or disposal71 does not constitute a unit trust but a limited
partnership scheme. This means that neither the regulatory restrictions applicable to authorised unit
trusts,72 nor the disadvantageous tax provisions applicable to unauthorised unit trusts, apply.73

Fourth, where an insurance company is an LP in a venture capital investment LP, Sch.7AD TCGA
provides that s.59 TCGA, under which partners are individually liable to tax on the disposal of
partnership assets, does not apply. Instead, the insurance company's interest in the LP is treated as a
single asset and therefore the calculation of chargeable gains is simplified.

Financial services

The FSMA has a considerable impact on many LPs because s.19 FSMA provides that regulated
activities (including dealing in investments, arranging such deals on behalf of others, and managing
assets on behalf of others74 ) may only be carried on by authorised persons. There are a number of
exceptions; for example, r.3 of the Financial Services and Markets Act 2000 (Carrying on Regulated
Activities by Way of Business) Order 200175 exempts from the s.19 prohibition certain investments in
private equity by pension fund trustees. However, in the absence of an exemption, an investment LP
or its general partner requires authorisation76 from the Financial Services Authority,77 which must be
satisfied that the applicant carries on business in the United Kingdom, has adequate financial
resources and is a “fit and proper” person to carry out regulated activities. An LP's authorisation will
not be affected by a change in membership or dissolution, so long as the members and the business
remain substantially the same.78

In addition, s.238 FSMA provides that even authorised persons may not promote collective
investment schemes to the general public unless an exemption applies. While an LP may simply be a
joint venture (for example a property developer and a financial institution forming an LP to develop a
site), many will constitute a collective investment scheme (defined as any arrangement by which
participants receive profits or income arising from the acquisition, holding or disposal of property
without being involved in its day to day management, and in *J.B.L. 446 which their contributions and
the profits are pooled, or the property is managed as a whole by or on behalf of the operator of the
scheme79 ). The exemptions set out in s.238 are unlikely to apply because an LP cannot constitute
authorised open ended investment company (OIEC), or operate a single property scheme (see
above), and relatively few will be able to form a recognised overseas scheme, or an authorised unit
trust.

Reforms to the termination of an LP

Dissolution

All LPs will have some agreement as to the events or procedure which will trigger dissolution, since
s.8(e) of the 1907 Act requires “the term, if any” of the LP to be registered and Form LP5, on which an
LP is registered, requires that if the term is not fixed the “conditions of existence of the partnership”
must be stated. Subject to contrary agreement, any general partner may dissolve the LP on notice,80

although a limited partner may not,81 and the death or bankruptcy of any general partner will dissolve
the LP.82 The provision in s.6(2) of the 1907 Act that an LP does not dissolve on the death or
bankruptcy of a limited partner is not, however, made subject to contrary agreement. It is submitted
that this is a legislative oversight and that contrary agreement would indeed enable the partnership to
dissolve in these circumstances as the Law Commission suggests,83 but this should be made clear in
the Act.
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Section 33(2) of the 1890 Act provides that if the share of a general (but not a limited) partner is
charged for a private debt, the partnership may be dissolved at “the option of the other partners”. This
appears to require all other partners to agree to such a dissolution, but since the position is unclear,
and the financial position of limited partners is protected by their status, the 1907 Act should state
expressly that the agreement only of other general partners is required. The Law Commission argues
84 that this option is exercisable by all partners unanimously, and proposes that this be set out
expressly in the Act.

Dissolution may also be ordered by the court on the application of one of more partners. Section 35 of
the 1890 Act provides that the court may dissolve a partnership on grounds of a partner's permanent
incapacity, prejudicial conduct85 or persistent or wilful breach of the partnership agreement, that the
business can *J.B.L. 447 only be carried on at a loss, or that it is just and equitable. Section 96 of the
Mental Health Act 1983 as modified by s.6(2) of the 1907 Act provides that dissolution may also be
sought on the grounds of a general partner's mental incapacity, or a limited partner's mental
incapacity if his share cannot otherwise be realised. Although the Law Commission consults on
whether further grounds for dissolution are required for LPs,86 it is submitted that they are not.
However, the 1907 Act should be amended to provide for the expulsion of a partner by the court on
the same grounds as dissolution, to enable the court to adopt a less drastic solution to an LP's
difficulties where appropriate. It should also be amended to replace the reference to the “lunacy” of a
limited partner in s.6(2) of the 1907 Act with a more appropriate term.

Insolvency

The Insolvent Partnerships Order 1994 (“the IPO”) applies to partnerships which the courts in
England and Wales have jurisdiction to wind up.87 It provides that the “members” may apply for a
voluntary arrangement,88 administration89 or the winding up of the LP,90 and does not distinguish
between limited and general partners for this purpose. This is inconsistent with limited partners'
inability to dissolve the partnership, but reflects the fact that they are subject to similar sanctions to
general partners under the IPO. The IPO also fails to specify what proportion of “members” must act
and, although case law indicates that an application may be made by a single partner,91 the IPO
should be amended to make this clear. The terms of reference of the Law Commission did not include
insolvency and it has therefore made no proposals in this area.

There are a number of differences between the application of insolvency procedures to LPs and GPs.
First, a joint bankruptcy petition may be presented by the partners in a GP, but not an LP.92 Second,
although limited partners are *J.B.L. 448 deemed to be officers of the LP,93 and thus potentially liable
to disqualification under the Company Directors Disqualification Act 1986, and for fraudulent trading
under s.213 of the Insolvency Act 1986, in practice they are much less likely to be made liable than
general partners. This is because they are less likely to have engaged in conduct which would
indicate their unfitness to manage a company, or to have been knowingly a party to the carrying on of
business with intent to defraud.

Third, the offence of wrongful trading under s.214 of the Insolvency Act 1985 may be inapplicable to
limited partners. This offence applies only to directors, a term which is not defined in the IPO, and it
can be argued that the position of limited partners (unlike that of general partners) is not analogous to
that of directors. The IPO should, however, include a definition of the term “director” in the context of
partnerships.

Fourth, the assets of limited partners are not available to creditors unless, of course, that partner has
engaged in management. However, Sch.1 to the CPR re-enacting RSC Ord.81 refers to the
possibility of enforcing a judgment in the firm name against the partners and does not distinguish
between general and limited partners.94 Since this might mislead and thereby prejudice third parties
by implying that they can enforce a judgment against the private assets of a limited partner, the CPR
should be amended to make it clear that this is not possible.

Conclusion

The reforms necessary to LP law are relatively modest, and it is not suggested that their adoption
would increase significantly the use of LPs, although the proposed introduction of separate legal
personality and the lifting of the-partner limit is likely to make all partnerships more attractive as
business entities. However, clarification of matters such as the meaning of “business”, the
consequences of inaccurate registration, the relationship between registration and s.14 of the 1890
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Act, what constitutes “management” and the position as to the setting off of losses; and changes such
as permitting reduction of limited partners' liability as well as their current capital contribution will
certainly make LPs easier to use, although it is submitted that the introduction of a model partnership
agreement would facilitate this still further. It is to be hoped that the new legislation will combine the
concision of the 1890 and 1907 Acts with increased clarity and comprehensiveness. It would be
unfortunate if improvements to the substantive law were marred by adoption of the obscure style and
excessive reliance on secondary legislation of the Limited Liability Partnerships Act 2000.
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