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PART |
INTRODUCTION

The terms of reference

On 24 November 1997 the Minister of State at the Department of Trade and
Industry requested the Law Commission and the Scottish Law Commission to
undertake jointly a review of partnership law. The terms of reference were:

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 importance of partnerships in the business world

There are many different types of partnership, ranging from informal
associations between two persons engaged in a short-term profit-making
enterprise without any express partnership agreement, through small family
partnerships to major professional or business partnerships with many members,
an elaborate partnership agreement and a management structure as sophisticated
as that of most companies.

The work carried on by partnerships encompasses the full spectrum of business
and industry. Well known as a vehicle for professionals, they are also prominent
in the retail trade, and in the construction, manufacturing, agricultural and
tourist industries.

The impact of partnerships on the economy is significant. There are in fact
almost as many partnerships in the United Kingdom as there are trading
companies.” The business carried on by these partnerships is also significant.
Their combined turnover is more than that of sole traders, who outnumber
partnerships by more than three to one.® Nor are they restricted to micro

1

This paper reviews the Partnership Act 1890. We plan to publish a further paper reviewing
the Limited Partnerships Act 1907.

At the start of 1998, there were 684,645 partnerships and 738,325 trading companies
(private and public): see the DTI, Small and Medium Enterprise (SME) Statistics for the
UK 1998 (August 1999), Table 23.

The combined turnover for partnerships in 1997 was £151,213 million (ex VAT). The
combined turnover for 2,234,915 sole traders was £140,270 million (ex VAT). See the
Small and Medium Enterprise (SME) Statistics for the UK 1997 (July 1998), Table 23.
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18

1.9

1.10

businesses: 852,000 of the 2.77 million persons employed by partnerships are in
firms with at least ten employees.*

The vast differences in the size and nature of partnerships illustrate the flexibility
of partnership as a business entity and, therefore, its continuing relevance in the
marketplace.

The absence of detailed rules governing the setting up and running of the
partnership gives partners the freedom to stipulate the management structure of
a firm and the terms upon which they associate in business. The partnership also
has the advantage of giving a large degree of privacy in financial matters.

Alongside these advantages is the disadvantage that in entering into a
partnership, the partner is taking on unlimited liability for the debts which the
partnership may incur. In addition, some may consider that it is a disadvantage
that a partnership, unlike a company, is not able to grant a floating charge.

Need for business vehicle other than company

It is important that there should be a range of legal vehicles available to meet the
needs of businesses at all levels.” A company has many advantages, including a
clear structure which separates ownership from management, a highly developed
legal framework and limited liability for shareholders. However, the existence of
the structure requires rules for the protection of shareholders and the existence
of limited liability requires rules designed to protect creditors and other third
parties. The result is that company law is complex and incorporation as a
company involves incurring many obligations which a small firm may see as
excessively bureaucratic and burdensome.

Incorporation of a business as a company gives the benefit of limited liability.
But recent empirical research by Andrew Hicks and Judith Freedman suggests
that many businesses have been incorporated for reasons other than to obtain
limited liability.°

Hicks found that limited liability was a reason for incorporation for 61% of his
respondents while Freedman and Godwin’s research’ found the figure to be

See the Small and Medium Enterprise (SME) Statistics for the UK 1998 (August 1999),
Table 23. The actual proportion is higher than this as the 190 firms which employed more
than 200 people are not included.

Modern Company Law For a Competitive Economy, The Strategic Framework, A
Consultation Document from the Company Law Review Steering Group, February, 1999,
DTI/Pub 3955/6k/2/99/NP. URN 99/654 para 1.12.

See Alternative Company Structures for Small Business, Chartered Association of
Certified Accountants (ACCA), Research Report 42, by Andrew Hicks, Robert Drury and
Jeff Smallcombe, 1995; Judith Freedman, “Small Businesses and the Corporate Form:
Burden or Privilege” (1994) MLR 555.

J Freedman and M Godwin, “Incorporating the Micro Business: Perceptions and
Misperceptions” published in A Hughes and D Storey, Finance and the Small Firm (1st ed
1994) pp 232-281.
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66%. In Hicks’ study only half of the 61% thought that the objective of limited
liability was more than fairly important. When asked about incorporating a new
business today, only 40% said limited liability would be relevant.

This research suggests that there is a significant proportion of companies for
whom limited liability is not as critical as one might have thought. In any event
limited liability is often only partially achieved. In Freedman and Godwin’s
research, 54% of respondents said that directors currently provided personal
guarantees, principally to banks.® This amounts to a major inroad into limited
liability as the bank is likely to be the company’s major creditor. Where limited
liability is not required, or is not practically available, there is scope for owner
managed businesses to use a less regulated structure.

It is clearly important that small businesses should have available to them a
business structure which is less formal, less regulated and less cumbersome than
the existing form of company. Although there have been suggestions for the
introduction of new, simpler forms of companies with limited,’ or even
unlimited, liability for members,”® so far no such suggestion has borne fruit.
Even if a new simpler form of company were to be introduced, it seems likely
that there would be a need for ordinary partnerships to continue to be available
at the least formal, least regulated end of the scale of business associations."

The Limited Liability Partnership

The Limited Liability Partnerships Act 2000 creates a new form of business
entity with limited liability. The Act is a response to pressure from large
professional firms, which are concerned about the unlimited liability of partners
for very large legal claims, particularly for professional negligence. In large
partnerships one partner may have no opportunity to assist another partner to
avoid such claims. Partners may not know each other and one partner may have
no knowledge of another partner’s specialism. The result which is proposed is an
entity giving limited liability to the partners other than the negligent partner.
The Limited Liability Partnership (“LLP’") will have much of the organisational
flexibility of existing partnerships. It will be taxed as a partnership.

Hicks’ research was that 54% had borrowings from a bank and of these 63% had given
personal guarantees.

See the Report by Professor Gower on A New Form of Incorporation for Small Firms (1981)
Cmnd 8171. We understand that there was no overwhelming support for this proposal.

' See Alternative Company Structures for Small Business, Chartered Association of

Certified Accountants, Research Report 42, by Andrew Hicks, Robert Drury and Jeff
Smallcombe, 1995; and Andrew Hicks, “Corporate Form: Questioning the Unsung Hero”
[1997] JBL 306.

"' See Modern Company Law For a Competitive Economy, The Strategic Framework, n 5

above, para 5.2.10: “We recognise that for some small businesses the Companies Act
form, however improved, may be unduly burdensome as compared to the partnership
approach and an improved partnership form may be particularly beneficial in that
context.”
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In return for limited liability, the LLP will be required to comply with many of
the provisions of Part VII of the Companies Act 1985 concerning the
preparation, audit and publication of accounts. This is in sharp contrast to the
privacy enjoyed by existing partnerships in relation to their financial affairs.
Provisions of the Companies Act in relation, among other things, to the creation
and registration of charges, the delivery of annual returns and the investigation
of companies and their affairs will be adapted to the LLP. So will provisions of
the Insolvency Act 1986 in relation to voluntary arrangements, administration
orders and winding up.

The option of creating an LLP will not be confined to the regulated professions,
as was initially proposed, but other businesses may choose to trade through the
LLP structure. It is likely that most small and medium sized partnerships will
not opt to become LLPs. Many large firms also may choose not to do so in order
to preserve privacy in relation to their financial affairs. The creation of the LLP
does not affect the need to modernise and reform the general law of partnership.

The need for reform

The core rules of partnership law are to be found mainly in the Partnership Act
1890.% Although the 1890 Act has been regarded as a reasonably successful
example of codification of a branch of the common law, and has operated almost
without amendment for over a hundred years, it contains a number of
conceptual flaws that we examine later.”

A large number of the rules contained in the 1890 Act can be overridden by
agreement between the partners.” These rules form a default code. We would
emphasise that we do not intend to alter this situation. Our proposals are
primarily concerned with a revised set of default rules out of which partners can
contract. A workable default code is important: 52% of the partnerships
surveyed by the Forum of Private Business in November 1991 did not have a
written partnership agreement. 57% of those surveyed on behalf of the
Association of Chartered Certified Accountants in 1995 did not have a formal
agreement.” This means that for a large number of partnerships, usually small
businesses, the statutory rules are the sole basis upon which their affairs are
regulated. In addition, where firms do have a partnership agreement, it often
focuses on regulation of the internal partnership affairs and may not deal with
other important matters covered by the 1890 Act.

12

See Appendix A.

* See the discussion of the existing law in Part 2 and the main criticisms of the existing law

and our provisional proposals in Part 3.

" There are a number of rules in the 1890 Act which cannot be contracted out of and, where

this is the case, it will be made clear throughout the paper.

* Alternative Company Structures for Small Business, Association of Chartered Certified

Accountants, Research Report 42, by Andrew Hicks, Robert Drury and Jeff Smallcombe,
1995.
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While attention has recently been focused on the review of company law, ® it is no
less important that the rules which govern partnerships and which protect third
parties who transact with them, are clear and address sufficiently the needs and
current practices of today’s market.

Preliminary consultations

In 1994 a feasibility study was carried out for the Department of Trade and
Industry by the Law Commission, in consultation with the Scottish Law
Commission, to try to ascertain the extent to which reform of company law
would be useful to small businesses.” In the comments obtained by the
Commissions for the purposes of this study the law of partnership was often
mentioned. One of the conclusions reached by the Commissions in the light of
the comments received was that a reform of partnership law might be of benefit
to small businesses. The DTI published the feasibility study as a Consultation
Paper.” Respondents to it supported the need for reform of the law of
partnership. There was support for a review of partnership law right across the
business, legal and academic communities.

The two Commissions have carried out further preliminary informal
consultations since receiving this reference. The purpose of these preliminary
consultations was to try to identify the main areas of current concern to
practitioners. We are grateful to all who assisted us."”
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19

See Appendix D.
Lindley & Banks was first published in 1860.

20



Spens, and Mr B. Thomson of Noble & Co Limited, to whom we are grateful for
their assistance.



2.1

2.2

2.3

PART Il
THE ESSENTIAL FEATURES OF
PARTNERSHIP LAW

Introduction

This Part seeks to explain the basic structure of partnership law and to identify
its principal elements.” Most of these are explored in greater depth later in this
Paper. The Partnership Act 1890 forms the basis of partnership law in the
United Kingdom. This was a codifying statute designed to “declare and amend
the law of partnership”.” The Act provides that the common law rules remain in
force except in so far as they are inconsistent with the express provisions of the
Act.’ In setting out the basic features of partnership law in this Part we therefore

refer both to sections of the Act and to the surviving common law.

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 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. No new partner can be introduced
without the consent of all the partners.”

Partnership and legal personality

English Law

English law does not recognise the partnership (or firm) as 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

For more detailed discussion of the law of partnership the reader is referred to the
following textbooks: Lindley & Banks on Partnership (17th ed 1995); Geoffrey Morse,
Partnership law (4th ed 1998); Prime & Scanlon, The Law of Partnership (1st ed 1995); J
Bennett Miller The Law of Partnership in Scotland (2nd ed 1994); Higgins and Fletcher,
The Law of Partnership in Australia and New Zealand (7th ed 1996); Mark Blackett-Ord,
Partnership (1st ed 1997); and Charles D Drake, Law of Partnership (3rd ed 1983).

The words used in the long title.
Section 46.
“ (1877) 5 Ch D 458, 471.

The personal nature of a partnership means that a partner has agreed to associate with his
co-partners and no-one else.
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and liabilities of each of the partners. The firm name is a mere expression, not a
legal entity.®

A change in the membership of a firm “destroys the identity of the firm”.” The
“old” firm is dissolved, and if the surviving members 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 the members of the old firm and the new firm,
to continue the old firm’s business. But 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.’

This legal analysis can be contrasted with the commercial view of the partnership.
Lord Lindley summarised this approach in the following way:

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 in case they cannot be met by the firm and discharged out of its
assets.”

It has been suggested on a number of occasions that it would be appropriate to
reform the English law of partnership to reflect more closely this commercial
perception by introducing separate legal personality.” By contrast the Scots law
of partnership conforms substantially to Lord Lindley’s summary of the
commercial view. *

These contrasting views can be characterised on a conceptual level as partnership
as an “aggregate” - that is, a relationship among the partners - or as an “entity” -
that is, a personality existing separately from its partners.”

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

" Lord Lindley quoted in Lindley & Banks, para 3-04; and see De Tastet v Shaw (1818) 1 B
& A 664; 106 ER 244; Richardson v The Bank of England (1838) 4 My & Cr 165; 41 ER
65; Lee v Neuchatel Asphalte Co (1889) 41 Ch D 1; Green v Hertzog [1954] 1 WLR 1309.

Transfer of obligations will normally require the consent of the creditor.
°  Eichelbaum CJ in Hadlee v Commissioners of Inland Revenue [1989] 2 NZLR 447.
 Quoted in Lindley & Banks, para 3-02.

11

Mercantile Law Amendment Commission, 2nd Report, 1855, p 18 and Lindley & Banks,
para 1-09.

12

See paras 2.9 - 2.10 below.

* See particularly the academic debate in the United States of America, eg Gary S Roslin,

“The Entity-Aggregate Dispute: Conceptualism and Functionalism in Partnership Law”
(1989) 42 Arkansas Law Review 395-466.
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To date English law has maintained the *“aggregate” approach. There are,
however, some exceptions to this approach. These are mainly for administrative
convenience. For example the firm name is recognised for the purposes of court
proceedings.”” Also the firm name may be recognised for VAT purposes and,
where it is, no account is taken of changes in membership of a firm.* Apart from
such exceptions, the name of the firm is, in English law, no more than convenient
shorthand for referring to a group of persons who conduct a business together.

Scots law

Scots law adopts an entity approach to partnership. In Scotland *“a firm is a legal
person distinct from the partners of whom it is composed”.*® The firm is able to
own property,"’ hold rights and assume obligations.” It can sue and be sued.” It
can be a partner in another firm.” It can have a partner in common with another
firm whilst remaining separate from that firm, and can also be its debtor or
creditor. A firm can enter into contracts with its partners, who can thus be
creditors or debtors of the firm.*

The doctrine of the separate personality of the Scottish partnership has
limitations.” A Scottish partnership can own moveable property” and can hold
title to a lease of immoveable property.* In practice however trustees for the firm
usually hold leases.” Also, as a result of a peculiarity of Scottish feudal tenure, a
firm cannot hold title to feudal property.” There is also 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 the partnership will continue on a change of

" CPR, Sched 1, RSC, O 81 r 1; CPR, Sched 2, CCR, O 5, r 9(1).
 Value Added Tax Act 1994, s 45.

'® 1890 Act, s 4(2).

Y Forsyth v Hare (1834) 13 S 42.

* Bell, Comm. 11, 507.

* Bell, Comm. 1l, 508.

* Bell, Comm. Il, 514.

% Clark, Vol. 1, 369-370.

22

Burgess & Morse, Partnership Law and Practice in England and Scotland (1980) at p 11,
refer to a “lack of follow through on the question of personality of partnerships in
Scotland”.

% Forsyth v Hare (1834) 13 S 42, 47.

24

Dennistoun, Macnayr and Company v Macfarlane February 16, 1808 FC, Mor App “Tack”
No 15.

25

See Moray Estates Development Co v Butler 1999 SCLR 447; see also para 11.5 below.

% Bell, Comm. 11, 508. This anomalous prohibition will disappear when section 70 of the

Abolition of Feudal Tenure etc (Scotland) Act 2000 is brought into force.
See paras 2.34 — 2.35 below.

27
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membership and thus the separate 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 view the entity approach is
gualified and the contrasts between English law and Scots law are less marked.

Nevertheless the legal personality of the Scottish partnership has effects on the
relationship between the firm and the partners and between the partners
themselves. In summarising the basic features of partnership law, below, we draw
attention to some of these effects which distinguish the English and Scots laws of
partnership.

Agency
In England and Wales a partner cannot be an agent of the firm as an entity
because it lacks legal personality.

The critical concept in the English law of partnership is the concept of mutual
agency.” 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. There is no limit to this liability. This is a facet of the law of
agency: a partner is both an agent and a principal and, as a principal, has
unlimited liability for the acts of the agent. This extends to any debt or
obligation contracted by the agent,” any wrongful act done by an agent - that is,
a partner - within the limits of his authority,” and any misuse of any property
which has been received by an agent in the ordinary course of his principal’s
business.”

In Scots law the partners are agents of the firm, which is the principal.* The firm
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.* This
means that a third party must constitute the debt against the firm (usually by
obtaining a court decree against the firm) before enforcing his claim against the
individual partners’ assets. In effect, the partners are guarantors or cautioners
for the firm. Because the partners are agents of the firm, we suggest that the
concept of mutual agency does not apply in Scots partnership law.* The
partners are neither the agents nor the principals of one another. Of course,

*® See 1890 Act, s 5.

29

1890 Act, s 9. In English law the liability of the partners is joint.

01890 Act, s 10. Liability under s 10 now includes (as a matter of statutory construction)

accessory liability in equity: see Dubai Aluminium Co Ltd v Salaam, The Times 21 April
2000. Partners’ liability under section 10 is joint and several: see 1890 Act, s 12.
' 1890 Act, s 11. Partners’ liability is joint and several under this section: see 1890 Act, s 12.
2 See 1890 Act, s 5.
* See Mair v Wood 1948 SC 83, 86, per Lord President Cooper.

34

See further paras 9.2 - 9.7 below.
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because they have subsidiary liability for the firm’s debts and obligations,
anything which they do (as the firm’s agents) to bind the firm 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.

In both jurisdictions therefore partners have a material interest in the dealings of
their co-partners in the course of their agency.”®

The liability of a partner (in English law as principal and in Scots law as a 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

As 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.”

It is worth noting briefly some of the aspects of the partners’ fiduciary
relationship. One partner cannot make a profit at the expense of his co-partners
without their full knowledge and consent.” A partner should not make a secret
profit in the course of a 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 (or tries to secure) a personal
benefit which should, as a consequence of his duties to his fellow partners, be
obtained for the benefit of the firm.” This obligation applies equally where the
benefits are the result of the use of partnership property.® A partner’s use of
information received in the course of the partnership business to secure a

%1890 Act, s 9.

* This provides the context for the fiduciary relationship between partners. See paras 2.17 -

2.20 below.
71890 Act, s 17(1) (in absence of agreement to the contrary).
% See paras 10.49 - 10.53 below and 1890 Act, s 36.

* See Carmichael v Evans [1904] 1 Ch 486. Honest in this context means abstaining from
fraud. For a discussion of the content of the duty of good faith see para 14.9 et seq.

“© 1890 Act, ss 29 and 30.

“* Gordon v Holland (1913) 108 LT 385.

2 Powell and Thomas v Evan Jones & Co [1905] 1 KB 11.

“ 1890 Act, s 29.

10
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personal benefit will give rise to a similar obligation.* A partner must not,
without his co-partners’ consent, carry on any business in competition with the
firm, although he may carry on a non-competing business.”

In English law a partner’s fiduciary duties are owed to his fellow partners. It
would be consistent with principle in Scots law for a partner to owe certain
duties to the firm as an entity rather than to his co-partners. The reference in
sections 29 and 30 of the 1890 Act to the obligation to account “to the firm”
allows this approach in relation to a Scottish partnership.” 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 firm."

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 default rules provide,
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 present and able to express a view.” To
reflect the contractual nature of partnership unanimity is required for the
introduction of a new partner.”

Partnership property

In England and Wales the firm does not have separate legal personality and,
unlike a company, cannot own property. It is necessary therefore to distinguish
between property held for the partnership and the property of its individual

“ Boardman v Phipps [1967] 2 AC 46.

“ A partnership agreement may impose an express duty to account for profits from a non-

competing business.
1890 Act, s 4(2).
1890 Act, s 28.

48

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.” A person cannot agree to a contractual term of which he is unaware.
Consequently, a new partner would be bound by an implied variation only if his assent
could be inferred either from a further course of dealing or if the existing partners had
informed him of the variation.

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

2 Const v Harris (1824) Turn & R 496, 525; 37 ER 1191, 1202; Lindley & Banks para 15-
08, Clark, Vol I p 189.

%1890 Act, s 24(7).

11
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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 claims of the creditors of individual partners and the creditors of the firm
and in attributing the benefit of any increase in the value of the property.

The question of what is partnership property is not always straightforward.
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. In practice the preparation of accounts may well
disclose whether an asset is partnership property. If every partner has assented
to the inclusion of an asset in the balance sheet, this will normally be sufficient
agreement. If there is no express agreement sections 20 and 21 of the 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 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. An
alternative option is for partnerships to vest land either in a company controlled
by the partnership and set up for that purpose or in a nominee which holds the
land on a bare trust for the partnership. This avoids the need to transfer the
estate on the death or retirement of one of the trustees.

In Scots law, as mentioned above, the partnership can hold moveable property
such as vehicles, computers, photocopiers, furniture and intellectual property
rights. Although the Scottish firm can also hold title to a lease of heritable
property, it is common practice to take title in the name of trustees for the firm.”
Similarly the prohibition against the firm holding title to feudal property results
in partners taking title to heritable property as trustees for the firm.” It is also
possible to vest land in a company controlled by the firm or in a nhominee as in
England and Wales.

Notwithstanding the separate personality of the Scottish firm® it is not
uncommon for one or more of the partners to own property in trust for the firm.
As such a trust is often implied rather than express, similar issues as to the status
of the property arise in Scotland as in England and Wales. The agreement of the

* 1890 Act, s 20(1).
* Trustee Act 1925, s 34(2); Law of Property Act 1925, s 34(2).

56

See para 11.5 below.

" See n 26 above.

*® This separate personality prevents partners’ having title to sue for damage to partnership

property or an insurable interest in partnership property. See MacLennan v Scottish Gas
Board (unreported) 16 December 1983, First Division; Arif v Excess Insurance Group Ltd
1987 SLT 473; Mitchell v Scottish Eagle Insurance Co 1997 SLT 793.

12
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partners, express or implied, determines the status of the property.” Again
sections 20 and 21 illustrate factors which are relevant to establishing such
agreement.

Duration of partnership

A partner has no right to retire from a partnership otherwise than by agreement.
A partnership falls into one of two categories namely a partnership at will or a
partnership for a fixed term. A partnership at will exists where the partnership
agreement is silent as to the duration of the partnership.* A partner in a
partnership at will can, however, dissolve the partnership immediately by notice.”
Transactions begun but unfinished may then be completed” and the
partnership’s assets distributed.”

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 may be at will,
depending upon the terms of the original agreement.”® Scots law is unclear as to
the effect of a change in membership of the firm on the continuance of its legal
personality, where partners have agreed that the firm is not to be dissolved by
such a change.”

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

59

Bell, Comm. Il, 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.

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

** 1890 Act, ss 26 and 32.
*? 1890 Act, s 38.

* 1890 Act, ss 39 and 44.
* 1890 Act, s 27(1). It may be difficult to determine which clauses are consistent with a
partnership at will. See for example Lindley & Banks paras 10-20 - 10-21.

* Firth v Amslake (1964) 108 SJ 198.

*® See paras 2.34 - 2.35 below.

13
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wound up.® This is so even if the partnership was entered into for a fixed term
which has not expired.”

All the partners can agree to dissolve the partnership. Parties to a contract can
agree to terminate the relationship; and this applies to the relation of partnership
as much as to any other contract. The partnership agreement may, of course,
vary these requirements, so that unanimity is not needed.

A temporary cessation of the partnership 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.” Repudiation of the partnership contract, which is accepted by the
partner or partners not in breach, may also bring a partnership to an end.” The
1890 Act does not regulate withdrawals from a firm, expulsions or the effect of
the assumption of a new partner but does provide 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.”

In Scots law, in contrast with English law, where any change in the membership
of a firm dissolves the old firm, it is arguable that the partners of a firm may
agree that the firm is to continue as a legal person on a change of composition.
Where a partnership agreement provides that the partnership is not to be
dissolved on the death of a partner, the 1890 Act envisages that there will be no
dissolution.” Many partnership agreements provide for the partnership to
continue notwithstanding the death, retirement or expulsion of a partner or the
assumption of a new partner. In such circumstances, case law suggests that the
partnership as a contractual relationship does not come to an end so long as two
or more partners remain in business together.”

1890 Act, s 33.

*  Crawford 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.

Millar v Strathclyde Regional Council 1988 SLT (Lands Tribunal) 9.
® 1890 Act, s 34.

" See paras 6.28 - 6.29 below.

1890 Act, s 35.

1890 Act, s 33(1).

™ Jardine-Paterson v Fraser 1974 SLT 93 and William S Gordon & Co Ltd v Mrs Mary
Thomson Partnership 1985 SLT 122. See also Knapdale (Nominees) Ltd v Donald
(unreported) 25 May 2000, Lord Kingarth, in which doubts were expressed as to the
correctness of the decision in William S Gordon & Co Ltd.

69
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There are differing views in Scotland on whether the continuing partnership
remains the same legal person on a change of its membership. One view is that
the legal person is the group of individuals who have entered into partnership
and that a differently constituted group is a different person.” The other view is
that legal personality can continue because the 1890 Act provides that persons
who have entered into partnership with one another constitute the firm.” This
can be construed as meaning that the persons, whether original or assumed
partners, who from time to time are in the partnership relationship constitute the
firm.” The firm is a legal person.” The continuation of the contractual
relationship on a change in the membership thus preserves in existence the firm
as an entity. Again there is case law which supports this latter view” but
uncertainty remains.

Relations with third parties

Effect of change in membership of firm

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.” But there is no objection to a third person’s performance of a
contracting party’s obligations where the contract is not connected with the skill,
character or other personal qualifications or attributes of that party.” This does
not mean that the original party is released,” unless express agreement between
all of the parties or their conduct is sufficient to effect a novation. Whether a
contract has a nexus with the skill, character or other personal attributes of a
party is a question of construction of the true intention of the parties to the
contract.

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.

™ Garden Haig-Scott & Wallace v Prudential Approved Society for Women 1927 SLT 393, 396,
CIT v Gibbs [1942] AC 402, 414 & 430, Jardine-Paterson v Fraser 1974 SLT 93, 97.

® 1890 Act, s 4(1).

""" This would be consistent with a club or voluntary association in which the contractual

relationship between members continues notwithstanding changes in membership.
® 1890 Act, s 4(2).

® William S Gordon & Co Ltd v Mrs Mary Thomson Partnership 1985 SLT 122 (in which the
court proceeded on a concession by counsel) and James & George Collie v Donald 1999
SCLR 420, 425.

* Humble v Hunter (1848) 12 QB 310, 317; 116 ER 885, 887; Don King Productions Inc v
Warren and Others [1999] 3 WLR 276, 301; Gloag, Contract (2nd ed 1929) p 416, but cf
Cole v CH Handasyde & Co 1910 SC 68.

®  See Halsbury’s Laws of England, Vol 9 (4th ed 1974) para 337; Don King Productions Inc
v Warren and Others [1999] 3 WLR 276, 301; McBryde, Contract, para 17-36 et seq.

2 Tolhurst v Associated Portland Cement Manufacturers Ltd [1903] AC 414, 423-424, per Lord
Lindley.

15
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Whether a change in the identity of the party determines the contract and
whether or not it amounts to a breach of contract also depends on the nature of
the change and the proper construction of the contract.* In general, it is more
likely that dissolution of the firm on a change in its membership terminates a
contract where the firm is small, for example a two-man partnership, 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 that 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.
Where the partnership comes to an end on a change of membership and thus

ceases to exist as a separate personality Scots law has developed a rather elusive

concept of a contract “with the house”* This allows third parties to contract

with the firm and its successors which carry on the same business. The
conceptual basis of this device is unclear.”

Contracts of suretyship, cautionary obligations and insurance contracts

In contracts of suretyship in English law and in cautionary obligations in Scots
law any act of the principal debtor or creditor which may prejudice the right of
the surety or cautioner discharges him from future liability.* A change in the
identity of the person for or to which a third party stands as surety or cautioner
may alter the third party’s risk and so relieve him from liability, unless he
consents to this change. Section 18 of the 1890 Act recognises this:

A continuing guaranty or cautionary obligation given either to a firm
or to a third person in respect of the transactions of a firm is, in the
absence of agreement to the contrary, revoked as to future
transactions by any change in the constitution of the firm to which, or

83

Tasker v Shepherd (1861) 6 H & N 575; 158 ER 237; Brace v Calder [1895] 2 QBD 253;
Sheppard & Cooper Ltd v TSB Bank plc [1997] 2 BCLC 222, 227.

Briggs v Oates [1990] ICR 473, 482.

84

85

See, eg, Jardine-Paterson v Fraser 1974 SLT 93; Moray Estates Development Co v Butler
1999 SCLR 447.

See, eg, Alexander v Lowson’s Trustees (1890) 17 R 571.

86

It may be explained partly by the law on jus quaesitum tertio on the basis that the third

party agrees to confer rights under the contract on the successors in business of the
partnership which is the other contracting party. But this does not suffice to transfer
obligations, rather than rights, to the new firm. Another possible explanation is that the
third party agrees in advance to a novation of the contract so as to substitute each
successor firm as the other party. This would enable each successor firm to opt in to the
contract but it does not explain how the new firm could be compelled to adhere to the
contract if it did not wish to do so. In any event there may be difficulty in deciding
whether a firm is in fact a successor firm. The “house” concept is an unprincipled
response to problems caused by the firm’s disappearing legal personality.

See Chitty on Contracts (28th ed 1999), paras 44-080 et seq; Gloag, Contract (2nd ed
1929) pp 214 - 215, Stair Memorial Encyclopaedia, Vol 3, para 964 et seq.
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of the firm in respect of the transactions of which, the guaranty or
obligation was given.

Insurance contracts are also examples of personal contracts. In the absence of
contrary agreement,” an insurance policy cannot normally be assigned without
the insurer’s consent and must be accompanied by the assignment or assignation
of the matter of the insurance.” If the policy is assigned without consent, it
appears that it becomes voidable.” This restricts the ability of a firm effectively to
assign such contracts to the new firm, resulting from a change of membership.

Loans and the rule in Clayton’s case™

Lenders to a firm that has changed its membership may, under the terms of the
loan, charge a “rearrangement” fee for the substitution of the “new’ firm as
“new” borrowers in place of the old. Even if this is done, they may refuse to
release the outgoing partner from his contractual liability.

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

The rule in Clayton’s Case applies even if the bank is unaware of a change in
composition,” provided that both firms have been treated on the basis of one
running account. In practice the rule in Clayton’s Case does not present
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Chitty on Contracts, op cit, para 39-053. Stair Memorial Encyclopaedia, Vol 12 paras 845 -
846. In practice most insurance policies will deal expressly with the issue of
assignment/assignation. The proper construction of the contract may be that it continues
notwithstanding a change in the firm’s composition. See in general MacGillivray &
Parkington on Insurance Law (8th ed 1988), para 1616.

* A marine insurance contract is an exception: see Marine Insurance Act 1906, s 50(1).

** Doe d Pitt v Laming (1814) 4 Camp 73, 75; 171 ER 24.

2 In this section the discussion of Clayton’s Case is relevant not only generally in England

and Wales but also in Scotland in circumstances where a change in the membership of a
firm terminates the legal personality of the “old” firm and gives rise to a “new” firm.

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

*If a new partner has joined, he will only be liable if he has expressly or impliedly

consented to treating debts before and after his admission as forming one continuous
account. See 1890 Act, s 17(1).

% See Lindley & Banks, para 13-88. The rule is based on the parties’ presumed intentions.

It can be modified by express or implied agreement: see Barlow Clowes International v
Vaughan [1992] 4 All ER 22, 28 - 29.
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problems for banks. A bank may keep accounts of the “old” and “new” firms
separate. To prevent the operation of the rule when a partner leaves the firm,
banks will frequently “freeze” the current account, unless:

(1) on a debit balance, the bank is content to accept the *“new” firm’s
assumption of the indebtedness of the “old”, and thereby discharge the
outgoing partner; or

(2) onacredit balance, the outgoing partner confirms that he has no claim to
the deposit.

Partner’s 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 other partners remain agents until they
are notified to the contrary.” This means that partners should notify any future
clients by advertising their withdrawal from partnership in the London Gazette
(if the firm is English or Welsh) or in the Edinburgh Gazette (if the firm is
Scottish).” An outgoing partner who wishes complete freedom from post-
withdrawal partnership debts may require to notify clients who had dealings with
the firm before his withdrawal as the Gazette advertisement under section 36 of
the 1890 Act 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 a 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).”

There is no obligation under the Business Names Act 1985 to record when a
person became a partner. There is no requirement to keep a record of “old”
partners. Consequently the Business Names Act 1985 does not help a third
party establish at a later date who were the partners at the time a liability was
incurred.

96

In England and Wales as a principal and in Scotland through his subsidiary liability for the
firm’s debts.
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See paras 2.13 - 2.16 above.
*® 1890 Act, s 36.
%1890 Act, s 36(2).

% This Act is discussed in more detail in Part 21 below.

" These permitted additions include the forenames and initials of the partners and the letter

“s” if there is more than one partner sharing the same surname.
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Insolvency

English law and Scots law have radically different insolvency regimes for
partnerships."” In English law the Insolvency Act 1986, as applied by the
Insolvent Partnerships Order 1994,'* tries to assimilate partnerships into the
framework that governs corporate insolvency. By contrast in Scotland
partnership insolvency is regulated under the Bankruptcy (Scotland) Act 1985,
which provides the regime for individual insolvency.

Under English law, a partnership may be wound up as an unregistered company
and be subject to the legislation governing corporate insolvencies. Under this
procedure a partner will be regarded as an officer of the firm and also as a
contributory. As an officer the partner may be subject to the provisions of the
Company Directors (Disqualification) Act 1986." To bring it into line with
corporate rescue options a partnership can now be subject to an administration
order'® and to voluntary arrangements' but these procedures do not protect the
personal estates of the partners.

Under Scots law the Bankruptcy (Scotland) Act 1985 provides for the
sequestration of the estate of a partnership either by itself or in combination with
the sequestration of the estates of any of the partners.” The statutory provisions
for disqualification of directors and for corporate rescue - administration orders
and voluntary arrangements — are not available.

Discussion of the insolvency regimes for partnerships in each jurisdiction can be
found in textbooks.'”

2 This Paper does not consider the reform of the law of insolvency as this is beyond our
terms of reference.

' S11994/2421.

%" As modified by Schedule 8 to the 1994 Order.

1% 1994 Order, art 6 and Sched 2.

1% 1994 order, art 4 and Sched 1.

" Bankruptcy (Scotland) Act 1985, s 6(1) & (5).
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English Law: P Totty and G Moss, Insolvency; Scots law: McBryde Bankruptcy (2nd ed
1995).
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3.4

PART Il
PRINCIPAL PROBLEMS AND PROPOSALS
FOR REFORM

Principal problems

It is clear from the comments received in the 1994 feasibility study and in
response to our preliminary consultations” that there are perceived to be three
main defects in the existing law, all of them reflected in our terms of reference.

First, partnerships have no legal personality in English law and an insufficiently
clear and continuing legal personality in Scots law.”? This leads to practical
difficulties in relation to the ownership of property, the continuance of rights and
obligations and, in English law, the execution of deeds.® Some special rules have
been developed in an attempt to avoid the difficulties caused by the failure of the
law to recognise, or sufficiently recognise, the partnership as a continuing legal
person. Not all are satisfactory.*

Secondly, the existing law often leads unnecessarily to the complete dissolution
of partnerships. There are several common situations, such as the death of a
partner or the attempted withdrawal of a partner from a partnership of
undefined duration, where, in the absence of agreement to the contrary, the
result under the existing law is that the partnership is dissolved as regards all the
partners.” Well drafted partnership agreements will usually avoid this result but
it is arguable that the default rule ought to be that, provided that two or more
partners remain, the partnership is not dissolved as regards all the partners in
such cases. Instead the deceased or outgoing partner could be bought out,
leaving the partnership to continue between the remaining partners.’

Thirdly, the rules on winding up the affairs of a dissolved partnership are
unsatisfactory, both in theory and in practice. In theory there is the
unsatisfactory position, particularly acute in Scotland because of the legal
personality of the partnership, that the partnership must be supposed both to

See paras 1.19 - 1.20 above.
The existing law is discussed more fully in Part 2 above.

See Parts 4 (Legal Personality: Options for Reform); 10 (Liability for Partnership
Obligations); 11 (Partnership Property) and 19 (Execution of Deeds by Partnerships) of
this Paper.

See, in particular, the discussion of “contracts with the house” at para 2.38 above and
paras 4.41 - 4.42 below. See also the discussion of the rules on the liability of a
partnership for a preceding partnership’s obligations discussed at paras 10.62 - 10.69
below.

°  See the 1890 Act, ss 32 and 33.

We discuss the rules on, and options for, the duration of partnerships and the rights of
outgoing partners in Parts 6 and 7 of this Paper.
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continue and not to continue for the purposes of the winding up. In practice
there are difficulties caused by the lack of appropriate mechanisms and powers.’

In addition to these three main problems there are minor defects, or possible
defects, in the 1890 Act.

Comparative material

We have carried out research on the partnership laws of other countries. A study
of various Commonwealth countries® has shown that broadly similar frameworks
to that of the 1890 Act are in place. A study of European systems has shown that
they are too different to be helpful, except for some parallels for a system based
on registration” We have found the Revised Uniform Partnership Act
(“RUPA”), adopted in the United States by the National Conference of
Commissioners on Uniform State Laws in 1994, helpful.”

The 1890 Act has formed the basis of partnership law in many Commonwealth
countries. However, our research revealed provisions in some jurisdictions which
are significantly different. We highlight two such differences, as they relate to
issues we deal with in this Paper, namely continuity and registration. In British
Columbia continuity occurs in more circumstances than under the 1890 Act.”
In Ghana there is a compulsory system of registration which confers the benefits
of corporate personality upon partnerships.*

In many European countries” it is possible for an ordinary commercial
partnership to acquire legal personality by registration. Sweden is one such
country. Under the Swedish Act on Partnership and Non-registered
Partnerships,14 there is, as the name of the Act suggests, a distinction between
partnerships and non-registered partnerships. Both firms require an agreement
(written or oral) between two persons that they will jointly engage in business. If

We discuss the existing law and possibilities for reform in Part 8 of this Paper.
Including Australia, Canada, Ghana and New Zealand.

See para 3.8 below.

10

See Uniform Laws Annotated. Parts of RUPA are reproduced in this paper with the kind
permission of the National Conference of Commissioners on Uniform State Laws.

11

Partnership Act [RSBC 1996] Chapter 348. For partnerships of more than two partners,
subject to agreement between the partners, the death, bankruptcy or dissolution of a
partner only dissolves the partnership as between the affected partner and the other
partners. Similarly where the share in the partnership property of a partner is charged
under the Act, if there are two or more other partners, they may dissolve the partnership as
between them and the partner whose share is charged. The court may also dissolve
partnerships on specified grounds and if there are three or more partners, it may dissolve it
as between the partner whose condition or conduct gave rise to the application to the court
and the remaining partners.

12

Incorporated Private Partnerships Act 1962.

® Including France, Belgium, Greece, Norway and Sweden.

1980:1102.

14
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the partnership is registered in the trade register, it becomes a legal entity. If it is
not registered, it is treated as a non-registered partnership without legal
personality.

There is a current debate in the Netherlands about the merits of legal personality
for partnerships. It was proposed in a 1972 draft of the Civil Code that some
partnerships™ should have legal personality in order to overcome certain
difficulties experienced by partnerships.”® The 1972 draft is presently under
review and it is possible that a system of registration for partnerships to obtain
legal personality will be introduced there.

RUPA, a model Act, already adopted in 44 States, addresses directly some of the
main problems with which we are concerned. We have noted with interest that it
introduces a separate legal personality for all partnerships by operation of law
(without any need for registration)” and it moves away from a system based on
the general dissolution of partnerships on, for example, the death or retirement
of a partner towards a system whereby a partner can be “dissociated” and
bought out while the partnership continues.”

Proposals for reform

The main areas which we consider in this Paper and our most significant
proposals are:*

(1) Legal personality. The law in England and Wales should make it possible
for a partnership to have a legal personality which can continue despite
changes in its membership. The doubts in Scotland on this point should
be resolved to make it clear that this is also possible under Scots law. We
present two main options: (1) voluntary continuing legal personality
dependent on registration in a new register of partnerships; and
(2) compulsory separate legal personality not dependent on registration
with optional continuing legal personality. Our provisional preference is
for the second option.

(2) Duration of partnership. A partnership should not necessarily be dissolved
when a partner joins or leaves.” There should be a distinction between

' These are public partnerships. A partnership is a public partnership if its name identifies

it as a partnership, it has dealings with third parties and conducts business under a
common hame, ie the name of the partnership as distinct from the names of the individual
partners.

*® The main purpose of the reform is to clarify the law on the separate estate of a partnership

and to allow a single partner to bind the partnership as a whole. A public partnership has
a separate estate which means that the assets of the partnership are the assets of the
partners held jointly, distinct from the estates of the individual partners.

" Section 201 provides that “A partnership is an entity distinct from its partners.”

¥ Section 601.
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See Appendix B for a table setting out how the sections of the 1890 Act are dealt with in
this Paper.
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the dissolution of the partnership as between a partner who leaves, and
dissolution as regards all of the partners. We provisionally propose that
the right of a partner in a partnership at will to determine the partnership
by giving notice should be replaced by a right to withdraw from the
partnership. We provisionally propose that the default rules should be
altered so that certain situations, for example, death, which would
currently terminate the partnership should only dissolve it as regards one
partner. We also ask whether the court should be able to dissolve the
partnership as regards one partner on certain grounds. We also
provisionally propose that there should be a general provision that the
whole partnership comes to an end at any such time, or on the occurrence
of any act or event, as may be provided for, expressly or impliedly, in the
partnership agreement as having this effect. If consultees favour altering
the default rules to limit the circumstances in which a partnership is
dissolved but without introducing separate legal personality in English
law, the differences between the English law and the Scots law of
partnership would become more stark. An English partnership would
have no legal personality. By contrast in many cases a Scottish
partnership would have continuing legal personality.

Position of outgoing partner. An outgoing partner should not have the right
to force a winding up unless this is provided for in the partnership
agreement. The outgoing partner’s share should be transferred to the
other partners on his leaving the partnership, and he should become
entitled to the value of that share. Instead of having a right to a share of
the profits attributable to his share, he should have a right to be paid
interest on that share. However, if the remaining partners are unlikely to
be able to pay out the outgoing partner’s share or indemnify him against
the liabilities of the partnership he should have a right to apply to the
court to have the partnership wound up.

Winding up dissolved partnerships. In relation to partnerships which have
legal personality, we provisionally propose that, on dissolution, the
dissolved partnership should be deemed to continue for the purposes of
winding up its affairs and completing unfinished transactions. We
provisionally propose that there should be a new system for winding up
the affairs of a solvent dissolved partnership under court supervision, the
key feature of this new system being the appointment of an officer with
powers and duties modelled on those of the liquidator in a members’
voluntary winding up of a company.

This is consistent with European policy in favour of business continuity in the operations

of small or medium sized enterprises. See the European Commission’s Communication of
7 December 1994 on the Commission recommendation on the transfer of small and
medium sized enterprises (“SMEs”) 94/C400/01, art 5(a) and the further communication
of 28 March 1998 (98/C93/02,A4(a)) re-affirming that the legal principle of continuity
should be introduced into all national civil laws “in order to avoid the unwarranted closure
of SMEs”.
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Partnership and agency. It should be made clear that where a partnership
does not have legal personality, the partners are agents of each other.
Where the partnership does have legal personality, the partners are agents
of the partnership.

Liability for partnership obligations. The liability of partners for the debts
and obligations of the partnership should be joint and several in both
England and Wales and Scotland. Where the partnership has legal
personality, it should be made clear that the partnership has the primary
liability, with the partners’ liability being subsidiary.

Partnership property. It should be made clear that a partnership with legal
personality can own property of any kind in its own name and that
property can be held in trust for it.

Partners’ duties. We consider that there should continue to be a duty of
good faith in partnership relations and that it should be set out in the Act.
We also ask whether consultees agree with our view that it should be
provided that, in the absence of agreement to the contrary, partners are
expected to act with such care and skill as can reasonably be expected of
those with the general knowledge, skill and experience that the partners in
that line of business have or purport to have.

Litigation. It should be made clear that a partnership with separate legal
personality can sue and be sued in its own name, and that the partners
can be sued in the same proceedings as the partnership. Any partner or
former partner sued should have an obligation, if called upon, to furnish
information as to the names and addresses of other partners or former
partners who may be liable and as to any changes in the constitution of
the partnership which might affect liability.

Registered partnership. We set out proposals for a system of registration as
an option for conferring continuing legal personality on partnerships.
The creation of a registered partnership would bring partnership law in
the United Kingdom closer to those legal systems in the European Union
which confer legal personality on partnerships by registration.

Partnership information. We ask whether the categories of information to
be disclosed under the Business Names Act 1985 should be extended to
include the names and addresses of former partners and the name and
address of any partnership whose business the partnership had taken
over. We also ask whether third parties should be given rights to obtain
information on demand from the partnership about former partners and
predecessor partnerships.

Taxation

We have approached the Inland Revenue to obtain their views on whether the
proposed partnership with separate and continuing personality would be taxed as
a partnership. Understandably, the Inland Revenue wishes to refrain from
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expressing a view before seeing the detail of the recommendations which will
follow from consultation. We consider that it will be appropriate to tax a
partnership with separate and continuing personality as a partnership. Scottish
firms, which have separate personality, are taxed as partnerships. The Inland
Revenue proposes to tax LLPs as partnerships and not as companies.” LLPs
have more of the attributes of a registered limited liability company than the
partnerships with separate and continuing personality which we propose. We
think it likely that for the purposes of income tax and capital gains tax
respectively members of a partnership will be treated as carrying on business in
partnership and holding and dealing in assets as partners.

21

Limited Liability Partnerships Act 2000, ss 10 and 11.
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4.3

4.4

PART IV
LEGAL PERSONALITY: OPTIONS FOR
REFORM

Introduction

In this Part we consider options for reform of the law on the legal personality of
partnerships. In so doing we straddle the first two topics mentioned specifically
in our terms of reference — independent legal personality and continuity of
business notwithstanding changes in ownership. One way of avoiding
discontinuity caused by changes in ownership is to ensure that ownership does
not change unnecessarily. The most obvious way of doing that is to enable the
firm to have a legal personality capable of continuing notwithstanding changes in
membership. Before considering options for reform, however, we consider the
question of continuity in more detail.

Aspects of continuity

There are several different aspects of continuity in relation to partnerships. In
this Part we are concerned principally with continuity of legal personality. In
order to distinguish that aspect of continuity from other aspects, we set out the
different aspects below. *

Continuity of business

A business may continue, apparently unchanged so far as customers are
concerned, although a partnership comes to an end. It may be taken over by a
new partnership, or by a sole trader, or by a company. Conversely, a business
may come to an end, although the partnership which carried it on continues. A
partnership carrying on a car repairing business may, for example, start to deal in
cars as a sideline. Finding the dealing more profitable than the repairing, it may
abandon the repairing business and move to new premises. The original
business is ended but the partnership continues legally unchanged.

Continuity of partnership contract

The duration of a contract is largely a matter for the contracting parties. In the
case of a partnership contract the parties may provide for it to continue as
between two or more surviving or remaining partners even if one of the original
partners dies or retires. The surviving or remaining partners will then be bound
by the contract. One of them cannot claim to be free from it merely because
another partner has died or retired.” Although this seems clear, we have been

1

Paras 4.3 - 4.8 below.

2

Cf Hill v Wylie (1865) 3 M 541. In this case a partnership agreement between two partners
provided that on the death of one the partnership was to continue between the survivor and
the representative of the deceased partner. It was held that the survivor was bound by this
agreement and was not entitled to a declarator that the contract was terminated by the
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made aware of a view that a multilateral contract necessarily becomes a different
contract when the parties to it change. We suggest later that any doubt on this
point should be resolved.’

As long as there is some sort of continuing agreement that the partnership will
continue, the partnership contract can be substantially amended without that
bringing the partnership relation to an end. Suppose that the partners decide
that their agreement has already been so heavily amended that, instead of
amending it yet again, it would be better to draw up a new, clean agreement. If
they provided that the new agreement was to come into operation immediately
on the cessation of the old, and that the partnership relation was to continue
without break, it seems that they could bring about the result that the partnership
relation continued although the original partnership contract came to an end. So
long as there was an agreement that the partnership relationship was to continue
without a break, there could even be a gap between express contracts setting out
the terms of the relationship. During the gap the default rules of the 1890 Act
would apply, but the partnership as a relation could continue. The question here
is largely semantic. For the partnership relation to continue, there must be a
continuing agreement to be in partnership; but the terms of the contract may
change from time to time. They might change so radically that, in ordinary
language, it might be said that there is a new contract.

Continuity of partnership relation

It is implicit in the 1890 Act that the partnership relation between one partner
and two or more other partners can come to an end without the partnership
relation between those others necessarily coming to an end.” Whether it does
come to an end between the others will depend on the terms of the partnership

death. The position would be even clearer in the more usual case where the agreement is,
according to its terms, to continue between two or more survivors — see Hannan v
Henderson (1879) 7 R 380. No one survivor could withdraw on the ground that the
agreement was at an end.

See para 4.28 below.

Section 19 of the 1890 Act provides that “The mutual rights and duties of 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”.

See, eg, s 25 (recognising possibility of expulsion of a partner); s 31(2) (recognising that a
partnership can be dissolved “whether as respects all the partners or as respects the
assigning partner”); s 33(1) (recognising that a partnership can be dissolved “as regards all
the partners” or, impliedly, not as regards all the partners); s 37 (referring to “dissolution
of a partnership or retirement”); ss 42 and 43 (referring to “outgoing” partner and
“surviving or continuing partners”). See also Abbott v Abbott [1936] 3 All E R 823
(retirement); Jardine-Paterson v Fraser 1974 SLT 93 (death); William S Gordon & Co Ltd
v Mrs Mary Thomson Partnership 1985 SLT 122 (death); Walters v Bingham [1988] 1
FTLR 260 (expulsion).

27



4.7

4.8

4.9

contract. Although we think that this too seems clear, there are doubts on the
point. We make proposals later for resolving them.®

Continuity of partnership as a voluntary association

The partnership as a voluntary association will come to an end when the
partnership relation comes to an end between all the partners but will not come
to an end so long as it continues between two or more.” This seems obvious but
again there may, in relation to partnerships, be doubts caused by a confusion
between the partnership as a voluntary association and the partnership as an
entity capable of holding rights. We propose later that any doubts on this point
should be resolved.’

Continuity of partnership as a legal person

In this part of the paper we are not concerned with continuity of the business,
nor with continuity of the partnership contract, nor with continuity of the
partnership relation, nor with continuity of the partnership as a voluntary
association.” We are concerned only with the continuity of the holder of rights
and owner of property - that is with the continuity of the partnership as a legal
person. That requires us to consider whether legal personality, and more
specifically continuing legal personality, should be introduced in English law and
whether the doubt in the existing Scots law should be resolved by its being made
clear that the legal personality of partnerships is capable of continuing after
changes in membership.

No case for a non-continuing legal personality

There is no justification for introducing in England and Wales a partnership
personality which changes on a change in composition of the partnership. Nor
do we believe that there is a respectable argument for resolving on that basis the
doubts about the existing Scots law. We have set out above some of the
disadvantages of such a solution. It would not foster continuity in business
relations. It would be worse in some respects than having no legal personality for
partnerships at all, because technical discontinuities would be even sharper than
they are under English law at present. Instead of one group of persons being
succeeded, in many cases, by another group with an overlapping composition
there would be the complete disappearance of one legal person and its
replacement by another.

See para 5.26 below.

We discuss later whether partnership should continue to be defined as a relation, or
whether it should be defined as a voluntary association: see paras 5.12 - 5.17 below.

See para 6.4 below.

We deal with the duration of the partnership in Part 6 and discuss the partnership as a
voluntary association in paras 5.12 - 5.17.
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We therefore proceed in this part on the assumption that the first question for
consideration is whether a continuing legal personality for partnerships should
be introduced as a possibility in English law and confirmed in Scots law. The
second question is how that could best be done.

The case for enabling English partnerships to have a continuing legal
personality

We have seen in Part 2 that the lack of a continuing personality for partnerships,
one which is unaffected by changes in the membership, gives rise to difficulties
where there is a change in the composition of the partnership. There are three
particular problems:

(1) Difficulties arise for partners holding property, particularly land. Title
often needs to be transferred from the old group of partners to the new
or from an outgoing partner to remaining partners.*

(2) Where property is transferred, third parties who had claims against the
old group of partners may have no claim against the assets of the new
group.

(3) Difficulties may arise in transferring contractual rights and obligations
from the old group to the new group, particularly where the contracts
cannot be freely assigned or where the partners are unaware of the need
to take any steps.

The introduction of a continuing legal personality unaffected by changes in
membership could reduce the incidence of these problems:

(1) The entity could hold property, so that title would not need to be
transferred on every change in membership.

(2) A creditor could execute against the entity’s assets, as well as against those
of the partners, who are jointly and severally liable."* From the creditor’s
point of view there would be no artificial discontinuity in the person of
the debtor.

(3) The entity could enter into contracts and would continue to be a party
notwithstanding changes in its composition.

The introduction of a continuing entity would promote continuity of business.
The entity would conduct the business, and would not have to be wound up

° As noted in para 2.24 above, to avoid these difficulties, a partnership can set up a company

to hold land.

" In practice, a claim against the partnership entity might not amount to much (or at the

very least could be made to amount to little). If there is a continuing firm, there would be
nothing to stop a partnership doing an asset ‘strip’ (ie, the partners can withdraw all the
assets of the entity). The unlimited liability of the individual partners remains the most
important protection for the creditor.
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merely because its membership changed. Of course, it is already possible for
partners to provide contractually for the partnership to continue despite the
death or retirement of a partner, and for the business to be continued by the
surviving or remaining partners, but this does not solve the problem that, legally,
the business may be continued by a succession of differently constituted groups
of people (in England and Wales) or by a succession of different legal persons
(on one view of the existing law in Scotland), with the problems that we have
identified. Unnecessary legal difficulties, following the death or retirement of a
partner, may on occasion cause the winding up of businesses that might
otherwise have continued.

The case for making it clear that Scottish partnerships can have
continuing legal personality

On the basis of preliminary consultations, the Scottish Law Commission believes
that a proposal to remove legal personality from partnerships would face strong
resistance in Scotland. This would be seen as a step backwards, necessitating
various special remedial devices. However, it is clearly unsatisfactory that there
should be doubt on the fundamental question of whether the legal personality of
the firm can continue after a change in membership.”” The minimum reform
required for Scotland is a clarification of the law on this point.

We consider that clarification should be in the direction of making it clear that a
Scottish partnership, and its legal personality, is capable of continuing
notwithstanding changes in its composition. Whether the partnership should
continue after the death, retirement or expulsion of a partner only if the partners
have opted for continuity, or as the default rule unless the partners have opted
out of continuity, is a matter which we consider later.” We also consider whether
continuity should be conferred by a system of partnership registration.*

The important point is that we see no reason why the law should not give full
effect to a partnership contract which provides, expressly or by not disapplying a
default rule, that the partnership should continue notwithstanding a change of
membership. The contract which creates the partnership can create a continuing
relationship where on the death or retirement of one partner, leaving two or
more remaining, the remaining partners remain bound by the contract, and
where on the assumption of a new partner the existing partners remain bound
by, and the new partner adheres to, the contract. We see no logic in separating
the idea of a continuing undissolved partnership, which sections 32 and 33 of the
1890 Act already envisage, from the idea of a continuing firm with a continuing
legal personality. If the partnership as a relation and voluntary association
continues, then so should the firm consisting of the partners who are bound for
the time being by the relation and who are members for the time being of the

12

See paras 2.34 - 2.35 above.
See Part 6 below.
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See para 20.8 et seq below.
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voluntary association. If the firm continues, so should its legal personality.
There is no necessary contradiction between a relationship between persons and
the survival of that relationship on a change of some of those persons. We are not
persuaded that the existing definition of partnership in section 1(1) of the 1890
Act excludes the continuity of the personality of the Scottish firm. If it did, it
could be amended.

Invitation for views
We invite views on the following provisional proposals:

(1) The law of England and Wales should make it possible for a
partnership to have a legal personality capable of surviving
changes in its composition.

(2) The existing doubts as to the law of Scotland on this point should
be resolved by making it clear that it is possible for a partnership
to have a legal personality capable of surviving changes in its
composition.

Method of conferring continuing personality

The next question for consideration is the best way to confer continuing
personality. There are two main options. We present these as general options,
applying to English and Scots law. Later we consider the possibility that different
solutions may be required for the two legal systems.”

Option 1: legal personality dependent on registration

Under this option, legal personality would depend on registration in a new
register of partnerships. The legal personality would continue, notwithstanding
changes in the composition of the partnership, so long as the partnership
continued or, possibly, so long as it was registered. We discuss a possible scheme
for registered partnerships more fully in Part 20 and readers may wish to consult
that Part before forming a conclusion on the options for reform presented here.*
Under option 1, non-registered partnerships would have no legal personality.

Option 2: legal personality without registration

Legal personality could be conferred directly by the Act on all partnerships, as is
currently done for Scots law. The personality would go with the partnership.
The act constituting the partnership would remain, as at present, a contract; but,
once constituted by the initial contract, the partnership as an association would
be recognised by the law as an entity distinct from the partners of whom it was
composed. The entity would have a legal personality, conferred by the Act, which
would not necessarily be terminated on a change in the membership, provided

® See paras 4.33 — 4.35 below.

A summary of a possible scheme for registered partnerships is contained in para 20.74.
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always that the number of partners did not fall below two. So long as the
partnership, as an association, was not dissolved, the personality would continue.
The circumstances in which the partnership as an association was dissolved
would be regulated by the Act.” The partnership would, for example, be
dissolved on the expiry of a fixed term, by the reduction of the number of
partners to less than two, by unanimous agreement of the partners, or by order
of the court on one of the statutory grounds. The effect of other events, such as
the death or bankruptcy of a partner, the retirement or expulsion of a partner, or
the admission of a new partner, would depend on what the partnership
agreement provided. It would be for consideration in relation to each event of
this type whether it should lead to dissolution unless the agreement provided
otherwise, in which case the partners would have to opt in to continuing legal
personality, or should lead to dissolution only if the agreement so provided, in
which case the partners would have to opt out of continuing legal personality.*
In summary, all partnerships would have separate legal personality. What would
be optional would be continuing legal personality.

Other options

There are other options. For example, the legislation on partnerships could
contain a set of different models into which partners could opt - including a
simple contractual relationship with no recognition at all of the partnership as a
collectivity; a partnership as a form of business association with some recognition
of its existence as an entity but without legal personality; a partnership with legal
personality acquired without registration; a partnership with legal personality
acquired only by registration. We invite views on all such possibilities. Our
preliminary view, however, is that there would be much to be said for a
reasonably simple set of options and that the two main options are those set out
above.

Assessment of main options

Option 1 would give partners the choice of having a partnership with or without
legal personality. The choice would be clear cut. Registration would make it
clear how the partners had chosen. The option would also have the advantage of
providing more information for third parties, such as creditors of partnerships.
If the register were kept up to date it would provide a historical record of
partnership changes which could be of use to third parties. This would be a
significant advantage as one of the disadvantages of existing partnership law is
lack of access to information - particularly historical information - about the
membership of a partnership.” It could be easier to provide for such things as
transfers of land by partnerships and creation of floating charges by partnerships.
Outgoing partners would have a clear way of publicising the fact that they had
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See Part 6 below.
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See Part 6 below.
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See Part 21 below.
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left the partnership. A registered partnership would find that its legal personality
was more easily recognised abroad.

On the other hand option 1 would have, for those partnerships which decided to
register, the disadvantage of extra bureaucracy and filing requirements and extra
costs, which may not be very heavy. As the main advantage of registration would
be for third parties, it is not clear that there would be sufficient incentive to
register. If few partnerships were registered, little would have been achieved by a
complex reform. It would be clear that not all partnerships would register.
Those who did not know that they were partners would not register. It is
possible that many smaller firms would see no advantage in registration
significant enough to outweigh the disadvantages. Option 1 might also sit
uneasily with the rules on the definition and duration of partnerships. It might
be easier and more logical to provide for a new form of small company, free from
the rules on partnerships, than to force partnerships as such into a form of legal
personality conferred by registration.

Another disadvantage of option 1 is that it would be legislatively and
administratively complex. It would require the creation of a new set of rules on
registered partnerships, which would be in addition to the rules on non-
registered partnerships. It would also require the setting up and maintenance of
a new register of partnerships. This could not be self-financing to begin with.
Whether it could be self-financing later would depend on how popular
registration was and on the fees charged for registration.

A further disadvantage of option 1 is that the position of non-registering English
partnerships, of which there would probably be many, would not be improved so
far as continuity of the partnership as an entity was concerned. It would
necessarily remain the case that each time there was a change in the composition
of a partnership there would be a new group — a new firm — with consequential
difficulties and dangers relating to the transfer of property, contracts and
liabilities. The effect of option 1 for non-registering Scottish partnerships would
be even more serious. They would lose the legal personality which they possess
under the existing law. It is probable that option 1, in its pure form, would be
unacceptable in Scotland and that it would be necessary to keep the legal
personality of Scottish partnerships, while making registration simply an optional
extra for those partnerships that wanted some formal recognition and any other
advantages which might go with registration, such as perhaps the ability to grant a
floating charge. This would add a further layer of complication to the legislation.

Option 2 would have the advantage of legislative and administrative simplicity.
There would be no need for a new set of rules on registered partnerships. There
would be no need for a new administrative system. There would be one set of
default rules for English and Scots law. The reform could be implemented by
relatively minor changes to the 1890 Act to make its provisions fit the new basic
rule that the partnership had a distinct legal personality. Many of these changes
would be desirable in any event to cater for the existing separate personality of
the Scottish firm even if no other changes at all were made to the 1890 Act.
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Option 2 would also have the advantage of conferring the benefits of greater legal
continuity without requiring the partners to comply with any formalities or incur
any costs. It would preserve what are seen as two of the greatest advantages of
the partnership as opposed to the company as a business vehicle, namely
informality and flexibility. Partners could control the effects of changes in
composition by including in their partnership agreements the type of provisions
that they would want to include in any event and without having to comply with
initial, and continuing, registration requirements. They could decide what effect
the death, bankruptcy, expulsion or retirement of a partner, or the admission of a
new partner, would have on the partnership. If they preferred such events not to
dissolve the partnership as regards all the partners they could secure that result,
either by providing for it or by not excluding it, depending on whether the law
provided for opting into or out of continuity on that event,” and the partnership
would continue as a legal and business entity. If they preferred such events to
dissolve the partnership as regards all the partners they could secure that result
equally easily.

Option 2 would have the disadvantage that it would not, by itself, provide a
historical record of partnership information. This could create practical
problems both for persons entering into a partnership and for persons
transacting with an apparent partnership unless they had access to adequate
information as to the circumstances of the partnership. We invite consultees to
consider the option for the registered partnership™ and the possible
improvements to the disclosure of information about partnerships™ before
reaching a concluded view on the provisional proposal in paragraph 4.32 below.

It is unlikely that problems will occur frequently in substantial, well-organised
partnerships. In less formal partnerships the partners might be unaware of the
legal consequences of their carrying on business with a view to profit. They
might not know about continuing legal personality and its consequences.
Persons entering into partnership with others might be unaware that they were
entering a pre-existing partnership rather than forming a new firm. As a result,
they might not know that their capital contributions would be available to meet
the pre-existing creditors of that continuing partnership. Persons dealing with a
partnership over time might have difficulty in ascertaining whether they are
dealing with a continuing partnership or with succeeding or separate
partnerships. These problems for the third party may occur whenever the
composition of the partnership changes and may be exacerbated where it changes
the nature of its business, where it changes the location of its business premises
and where it changes its name. Continuing personality would confer less
practical benefits if both the partners and third parties were ignorant of its
existence.
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See Part 6 below.
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See Part 20 below.
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See Part 21 below.
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We believe, on the other hand, that the informality of existing partnership law can
give rise to no less uncertainty as to the identity and characteristics of a
partnership in the absence of continuity of personality. If most partnerships
continued as legal entities regardless of changes in membership, persons dealing
with partnerships would become aware of continuity of personality as a norm.
There might be ways of improving access to partnership information, including a
historical record of membership.”

Invitation for views

We invite the views of consultees on the relative significance of the practical
advantages and disadvantages of each option when responding to the provisional
proposal in the next paragraph.

We invite views on the following provisional proposal:

On balance, option 2 is to be preferred; namely that all
partnerships would have separate legal personality and that
continuing legal personality would be optional. Do consultees
agree?

Different solutions for English and Scots law?

We have presented these options on a general basis, but it is quite possible that
respondents in England and Wales, on the one hand, and in Scotland, on the
other, might have different preferences. English respondents might think that
option 1 would ensure more certainty and control and would be more in line
with the method of conferring legal personality on other entities. They might
consider that the disadvantages of the existing law for unregistered partnerships
would be more theoretical than real and would be readily tolerated by those
partnerships choosing not to register. Scottish respondents might think that it
would be a step backwards to remove the existing personality from non-
registered Scottish partnerships. They might consider that all that was required
was the removal of a doubt in the existing law in the direction of favouring
greater continuity and that there was no need to make personality dependent on
registration in a new register.

If there were to be a difference of opinion on these lines, we would see no reason
why the differences in this respect between the two laws should not continue.
The existing differences on the matter of legal personality have not, so far as we
are aware, given rise to any problems. We would also envisage that even if
registration were not, in the light of the Scottish consultation, to be necessary for
the acquisition of continuing personality by Scottish partnerships, it should, if
introduced in England and Wales, be available as an optional step for Scottish
partnerships for any incidental advantages it might have.
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See Part 21 below.
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It is also possible that respondents in both jurisdictions may favour the
introduction of continuing personality without registration and also the option of
the registered partnership to obtain the additional benefits which registration
may offer. We invite views on this in Part 20.

Supplementary matters

Attributes of a partnership with continuing personality

We envisage that a partnership with legal personality, whether by operation of law
or by registration, would be a full legal person with all the attributes that go with
legal personality. However, the partners would still have unlimited liability for
the partnership’s debts. They would be liable jointly and severally® but their
liability would be subsidiary” in that a creditor would have to proceed first
against the firm and constitute the debt against the firm. Partners could
contract with the firm and would owe fiduciary duties to the firm and to each
other.

We discuss the other rules required for partnerships with a continuing legal
personality later in the context of particular aspects of partnership law. We also
discuss later and in some detail a possible scheme for a registered partnership.”
In many areas the same rules would apply whether legal personality were to be
conferred by operation of law or by registration. However, registration would
open up possibilities for new rules on some matters, such as the liability of
partners for partnership debts.

Facilitating the holding of property by English partnerships

A partnership with a continuing legal personality would be able to hold property
in its own name. There would be no need to transfer the property from one firm
to another every time there was a change in the membership of the partnership.
These would be significant advantages. However, it might be feared that there
would be practical problems, particularly in relation to the ownership of land by
unregistered partnerships having legal personality. If a partnership wished to sell
land acquired many years earlier when the composition of the firm was different,
how, for example, would a purchaser know that the partnership selling the land
was the same legal person as the partnership on the records as the owner?

In relation to registered land in England and Wales, the register currently
protects purchasers in the following way. At least two but not more than four of
the partners are registered as proprietors and they hold it on trust for all the
partners as tenants in common.” The interests of the partners are protected by
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See para 10.10 below.
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See para 10.20 below.
See Part 20 below.
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? This is in the absence of the partnership using a nominee company to hold the land.
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the entry on the register of certain common-form restrictions.” Any purchaser is
entitled to assume that the registered proprietor has full dispositionary powers in
the absence of any entry to the contrary on the register.” It follows that a
purchaser only needs to look at the register. In the absence of any restriction® he
can assume that the proprietors have an unrestricted power to sell or otherwise
dispose of the land. Provided that he is buying with vacant possession he need
make no further enquiry.” However if there is a restriction that states (for
example) that the consent of A, B or C is required, no disposition of the land can
be made unless such consent is forthcoming. Provided that measures could be
adopted to protect the Land Registry from an increase in claims in relation to
partnerships, there is no reason why the current law as to the effect of
registration should not continue to apply.*

To some extent the problem whether the seller is the same person as the person
who appears from the titles or registers to be the owner arises in the case of any
sale. The fact that the name is the same is not conclusive. Similarly, in a sale by a
company, a purchaser has to be sure that the company selling is the same as the
company appearing from the titles or registers to be the owner. In the case of a
sale by a trust, not only could there be different trusts with the same or similar
names but also there could have been several changes of trustees since the
original title was acquired. In practice, there is not usually a problem. Only the
owner is usually in a position to authorise inspections of the property and to
attend, in a way that does not arouse suspicion, to the other practical details
surrounding a sale. An attempted fraudulent sale by a non-owner using the
owner’s name would usually be readily detectable. The real owner has an
interest in preventing such frauds and practical considerations usually make
them difficult.

See Ruoff and Roper, Registered Conveyancing, 32-15; 38-15; b-350.
#  State Bank of India v Sood [1997] Ch 276, 284.

Or caution. A caution entitles the cautioner to be informed of any dealing with the land.
He can then take steps to protect any interest in the property which he may have.

> If he is not buying with vacant possession, he will take the property subject to the

proprietary rights of any person in actual occupation of the land, whether or not that
person has protected those rights on the register: Land Registration Act 1925, s70(1)(g).

2 We deal in Part 11 with the schemes which could be adopted for dealing with changes in

legal personality that may occur in registered or unregistered partnerships. The measures
in Part 11 that may protect the Land Registry are as follows:- in relation to registered land
either the deed or the certificate of registration of partnership would contain the
information to be placed on the land register; in relation to unregistered partnerships there
could be a voluntary register of authority to transact in land. In drafting legislation to give
effect to our proposals it will be necessary to consider the position of the Land Registry
and whether it requires extra protection to guard against fraud or other provisions such as
s 60 of the Land Registration Act 1925 dealing with companies and encumbrances. See
para 11.22 for a discussion on unregistered partnerships and a voluntary register of
authority to transact in land.
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Contracts “with the house”

As we have seen,” the Scottish courts have recognised that a person contracting
with a partnership may choose to confer rights not only on the partnership but
also on successor partnerships.* The contract is then said to be a contract “with
the house”.® The practical value of this device in ensuring continuity of
contractual relations has been recognised,” but its conceptual basis is not clear.
It is of most obvious use where the contract confers continuing rights, but does
not impose any continuing obligations, on the partnership and its successors —
for example, if it is a contract of indemnity. In such cases the device of the
contract with the house can be conceptually explained in terms of rights

conferred on third parties.

Any increase in the number of cases where partnerships had continuing legal
personality would reduce the need for resort to the idea of contracts with the
house and we considered whether the opportunity should be taken to clarify this
area of the law. On reflection, however, we consider it better to let it develop or
wither, as the case may be, without statutory intervention. There can be no
objection to contracting parties conferring rights on third parties, provided they
do that in accordance with the general law on third party rights and sufficiently
identify the third parties on whom rights are conferred. There can also be no
objection to allowing a contracting party to agree in advance to a novation of the
contract so as to substitute a new party, provided that the new party is willing to
be bound and opts in to the contract. It is more difficult to see how a new
partnership could be bound automatically by a contract between two other
parties even if it purported to be “with the house”. We suspect that, if properly
tested, the “house” concept would be found to be deficient in this respect.
However, we propose no statutory reform.

Contracts with partnership ““as presently constituted”

Even if all partnerships had continuing legal personality, there would be nothing
to prevent any person contracting with a partnership from including a term to
the effect that the contract was only with the partnership as constituted at the
time of the contract. Any change in the composition of the partnership would
then bring the contract to an end in accordance with its terms. At present it
seems that the courts will fairly readily imply such a term in cases where the
element of personal choice of the actual partners is important. If, for example,
the partners in a firm which is the tenant under a lease have been chosen for their
personal skill and reliability as farmers it may be fairly readily implied that the
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Para 2.38 above.

* See Alexander v Lowson’s Trustees (1890) 17 R 571; Inland Revenue v Graham’s Trustees

1971 SC (HL) 1; Jardine-Paterson v Fraser 1974 SLT 93.

* This concept appears to have been developed by Bell originally from English case law.

See Bell, Comm. Il, 526. The concept does not appear to have been developed under
English law. This is probably because a partnership under English law is not a legal
person, rendering the concept unnecessary.

See, eg, Lord Reid in Inland Revenue v Graham’s Trustees 1971 SC (HL) 1, 20.
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contract was with the partnership as constituted at the time.” We propose no
change here.

Holding out by new partnership

The 1890 Act contains rules protecting persons dealing with a firm after a
change in its constitution. Section 36(1) provides that:

Where a person deals with a firm after a change in its constitution he
is entitled to treat all apparent partners of the old firm as still being
members of the firm until he has notice of the change.

This is framed with reference to English law rather than Scots law. For Scotland
it would have been useful to provide that the person could also treat the new firm
as still being the old firm until notice of the change had been given. If
continuing legal personality were to become the norm it would be useful to
generalise such a provision for English law and Scots law. The essential point is
that the risk of secret breaks in the legal personality of apparently continuing
partnerships should not fall on third parties. Section 36(2) enables notice of a
change, which will be effective against persons who did not have dealings with the
firm before the change, to be given in the London or Edinburgh Gazettes. We
invite views as to whether, if continuing personality without registration were to
be introduced, rules like those in section 36(1) and (2), but relating to the
partnership itself rather than individual partners, should be introduced for the
protection of third parties.

If continuing personality without registration were introduced (or,
in Scotland, confirmed) should there be rules, on the lines of those
in section 36 of the 1890 Act, enabling third parties dealing with a
firm to treat the firm as continuing until they had notice of a
change?

We have considered whether it is necessary to go further and design a provision
specifically to protect the title of purchasers acquiring property in good faith and
for value from a partnership. Title affects not only the parties to a transaction
but also third parties. A rule for the protection of title would bring about a
secure legal result. But, as we have stated, the problem whether the seller is the
same person as the person who appears from the titles or registers to be the
owner arises in any case of sale. We do not propose any special protection for
purchasers.

Transitional provisions

The introduction of continuing legal personality for partnerships on the basis of
registration could, of necessity, apply only to partnerships which registered after
the new regime was established. Transitional problems would solve themselves.
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See Moray Estates Development Co v Butler 1999 SCLR 447.
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The introduction of continuing personality by operation of law would, in English
law, be a clear change from the existing position. In Scotland it would be more a
question of resolving a doubt than of introducing a new regime. There appear to
be three options for introducing continuing legal personality. The first option is
to introduce continuing personality to all partnerships from the commencement
of legislation implementing the reform. The second option is to delay the
introduction of continuing personality to partnerships until a fixed date some
time after the commencement of the legislation, to allow firms which wish to do
so to organise their affairs in the light of the proposed reform. Thirdly there is
the option of applying the new rules only to partnerships created after the new
law came into force. We examine each option in turn.

The introduction of continuing legal personality to existing firms from the date
when the new legislation came into force would, in English law, alter the
contracts into which parties have entered. In Scotland also it is likely that many
partnerships have ordered their affairs on the basis of advice that a firm could
never continue after a change in membership whatever the partnership
agreement may provide. If the new rules were combined, as we provisionally
propose, with a reform of the entitlement of an outgoing partner,” this would
amount to a significant change to the rules which govern the relations between
partners in a firm which is subject to the default provisions of the 1890 Act. An
instantaneous introduction of the new rules could therefore be criticised as being
retrospective, involving as it would a rewriting of parties’ contracts. It could also
affect third parties, such as the owners of land and buildings which are let to a
partnership. Parties may have entered into agreements to let property, and in
particular agricultural land, on an understanding that a change in membership
of the partnership, which is the tenant, could be used to bring a lease to an end.

In Scotland in particular it is an established practice for a landlord of an
agricultural holding to control the existence of the tenant by granting a lease to a
limited partnership, in which the landlord is the limited partner. The landlord
takes power in the partnership deed to dissolve the partnership and thereby to
determine the lease. Where the landlord is prepared to take a commercial risk by
entering into an ordinary partnership, the landlord can achieve similar results by
reserving power to dissolve the partnership.* The Scottish courts have upheld
the validity of such arrangements.”

In view of the potential to disrupt existing commercial arrangements, both
among partners and between the firm and third parties, our provisional view is
that the new rules should not be introduced instantaneously.
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See Part 7 below.
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See Gill, The Law of Agricultural Holdings in Scotland (3rd ed 1997) para 1.13 et seq.
Most new lettings in Scotland in the last 30 years have been concluded with a limited
partnership as the tenant.
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MacFarlane v Falfield Investments Ltd 1997 SLT 518.
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The second option, which was adopted by RUPA," is to provide a transition
period for the application of the new rules to partnerships. Under RUPA it is
provided that the application of the Act is mandatory for all partnerships formed
after the effective date of the Act and permissive, by election, for existing
partnerships. This provides an opportunity for existing partnerships and
partners to consider the changes to be effected by the new rules and to amend
their partnership agreements, if appropriate. Thereafter, on the expiry of a
specified period following the effective date of the Act the new rules are applied
to all partnerships.” Where during the transitional period a partnership elects to
be governed by the new rules, RUPA provides that certain provisions affecting a
partner’s liability to third parties are to apply only after the third parties doing
business with the partnership have been notified of the election.®

This option has the benefit of avoiding an instantaneous alteration of the rights
of contracting parties. It has the advantage that it creates a degree of certainty, as
after a fixed date the new rules will apply to all partnerships. On the other hand
we are aware that there are concerns that even a delayed implementation of the
new rules to all partnerships will prejudice some contracting parties who may not
be aware of the need to review their contractual relations or who, if aware, may
not be in a position to renegotiate their contracts.” This could cause significant
problems where agricultural holdings are leased to partnerships.”

These problems could be avoided if there were to be a sufficiently long
transitional period to allow partners to organise their affairs before the changes
to the law are introduced. We consider that a period of two or three years should
be sufficient.

In addition, if consultees consider that it is necessary to protect the interests of
landlords and tenants of agricultural holdings in Scotland, it could be provided
that a partner of an existing partnership should have the option to elect that the
partnership would not have continuity of personality. The partner could make
the election during the transitional period and thus avoid having to dissolve the
existing partnership. We would welcome the views of consultees, and particularly
Scottish consultees with experience in the agricultural sector.

" See RUPA, s 1006.
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In Florida, for example, the legislation adopting RUPA provided for a two-year
transitional period before the new rules applied to all partnerships.

“ RUPA, s 1006(c).

“ For example the landlord of an agricultural holding may not be able to terminate a

tenancy before the change in the law as a result of initial ignorance of the proposed change
in the rules and the existence of a lengthy contractual notice period for terminating the
lease. Unless the partnership agreement gave the landlord power to dissolve the
partnership, which could be invoked notwithstanding a change in the default rules, the
landlord might be burdened by a tenant with continuing legal personality.

®  See para 4.49 above.
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The third option - to apply the new rules only to partnerships created after the
new law came into force - has the advantage that it avoids the risk of injustice by
rewriting parties’ contracts. It would comply with the normal rule against
retrospectivity. On the other hand there may be doubt as to when a partnership
was formed or reformed after a change of partner and therefore as to whether it
is subject to the new rules, under this option. It is not clear whether such
uncertainty would be a widespread problem such as would give rise to practical
difficulties.

We invite views on the following:

(1) Our provisional view would be to favour a transition period for the
application of the new rules to partnerships (option 2) as it creates
more certainty in the longer term.

(2) The advantages and disadvantages of the first option and the third
option.

(3) The proposed measure to protect the interests of landlords and
tenants of agricultural holdings.

(4) If continuing personality without registration were introduced, do
consultees agree that the transitional rules should provide for the
delayed application of the new rules to all partnerships (as in
RUPA)?

(5) If consultees favour a delayed application of the new rules, how
long should the transitional period be?

(6) If consultees favour the option of delayed application of the new
rules, should a partner in an existing partnership have the option
to elect that the partnership should not have continuity of
personality?
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PARTYV
DEFINITION, FORMATION AND SIZE OF A
PARTNERSHIP

Introduction

In this part of the paper we invite views on possible changes to the definition of
partnership in section 1 of the 1890 Act and to the rules in sections 2 and 3 of
the Act for determining the existence of a partnership. We also consider the rules
restricting the size of certain partnerships.

The existing statutory definition
Section 1 of the 1890 Act provides that:

(1) A partnership is the relation which subsists between persons carrying on a
business in common with a view of profit.

(2) But the relation between members of any company or association which is

(a) registered as a company under the Companies Act 1862, or any
other Act of Parliament for the time being in force and relating to
the registration of joint stock companies; or

(b) Formed or incorporated by or in pursuance of any other Act of
Parliament or letters patent, or Royal Charter

is not a partnership within the meaning of this Act.

Features of the existing definition

There is no requirement that a partnership should have a written contract or
deed.

For a partnership to exist, two or more persons must be carrying on a business in
common. An employer and an employee do not carry on a business in common.
It is the employer who carries on the business. Also, mere co-operation is not
carrying on a business in common. If two genuinely separate businesses do no
more than co-operate, there is no partnership between them.

Business is defined in section 45 as including “every trade, occupation, or
profession”.

See Lindley & Banks, para 2-04.
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Persons who form a relationship which the law characterises as that of a
partnership can do so without being aware that they are partners.’

Features not requiring reform

No need to require writing

We would not favour any requirement of writing for a partnership agreement. It
is, in our view, important that a partnership should be a form of business
association that can be established without formality.

No need to refer to division of profits

There has been some academic debate’ on whether the division of profit is an
essential component of the definition of a partnership.” It is not mentioned in
the statutory definition.” The pre-1890 English case law held it to be part of the
definition® and the Partnership Act 1890 is compatible with this. The pre-1890
position may therefore have been preserved by section 46 which provides that
rules of common law applicable to partnerships shall continue in force unless
they are inconsistent with the express provisions of the Act.’

It is not necessary for us to express a view on the arguments. The important
guestion is whether the definition would be better if it did, in the future, include
a requirement as to the sharing of profits. Our provisional view is that there is no
need to include such a requirement. It is possible to imagine a rare case where
one partner might not share in the profits but where it would be reasonable to
conclude that a partnership existed. For example, a retired man with an
adequate pension might be pleased to enter into partnership with his daughter in
order to contribute his skills to the business, feel useful and help her and his
grandchildren, without taking any share of the modest profit. We are not

Likewise merely describing yourself as a partnership does not create a partnership: see the
comment of Lord President (Clyde) in Inland Revenue Commissioners v Williamson (1928)

14 Tax Cas 335, 340: “you do not constitute or create or prove a partnership by saying that
there is one”; and see Saywell v Pope [1979] STC 824.

See for example Lindley & Banks, para 2-06; Prime & Scanlon, para 15-16; and Morse, p
18.

There is a possible interpretation of s 1 that “in common” qualifies the carrying on of a
business with a view of profit, and so a share of profits must be contemplated: see Morse,
op cit. It can equally be argued that “in common” merely qualifies the carrying on of the
business. This accords more readily with the order of the section, ie a “business carried on
in common with a view of profit”.

It did, however, feature in an earlier definition in the Partnership Bill of 1888 (Bill [206],
12 April 1888, HC).

Important pre-1890 cases did consider that a division of profits formed part of the
definition, eg Pooley v Driver (1877) 5 Ch D 458, 472 and Mollwo, March & Co v The
Court of Wards (1872) LR 4 PC 419, 437. In Scotland Bell (Comm. 11, 499) did not treat
the division of profits as essential. See also Aitchison v Aitchison (1877) 4 R 899, 919.
But Clark (I 46) treated the right to share profits as the essence of partnership.

We consider section 46 below at paras 23.17 - 23.18.

44



5.10

5.11

5.12

convinced that there is any good reason for preventing a partnership from
coming into existence in such circumstances, particularly as any requirement for
the sharing of profits would be easily avoided by providing for a nominal amount
for the altruistic partner. To require that there be a sharing of profits could also,
if there were to be any implication that the sharing had to take the form of a
sharing in proportions, cause difficulties in relation to those salaried partners
who participate in the profits. We do not therefore suggest the addition to the
statutory definition of a requirement for the sharing of profits. Instead, we
suggest that the statute should contain a clarificatory provision stating expressly
that the sharing of profits is not an essential feature of partnership.

No need to re-define ““business”

It has been suggested to us that the definition of “business” in section 45 of the
1890 Act as including “every trade, occupation, or profession” requires
amendment because it is not clear whether it covers investment activities.’
Section 45 is, however, not an exhaustive list of activities which can constitute a
business. It is difficult to conceive of a term wider than “business” to cover all
commercial undertakings. The term seems clearly apt to include investment
activities as a commercial venture. In these circumstances we do not suggest
amending the definition of “business™ in section 45.

No need to restrict capacity

The current definition of partnership imposes no restriction on the partnership’s
capacity to act. We think that partnerships should continue to have unrestricted
capacity. For the avoidance of doubt, especially in relation to registered
partnerships,” we provisionally propose the inclusion of an express statutory
provision that a partnership has unlimited capacity to act.

Criticisms and possible reforms

Definition out of touch with ordinary usage

In ordinary usage “a partnership” usually refers to a business association or
entity.”” In this sense, a partnership is just an example of a voluntary association
or club, distinguished from other such associations by being for the purpose of
profit and by not being incorporated under the legislation on companies.
Voluntary associations are “group[s] of persons bound together by agreement
for a particular purpose.”* They include, for example, social clubs, societies and
trade unions. Although they are distinguishable from partnerships primarily

In particular attention is drawn to Smith v Anderson (1880) 15 Ch D 247 in which it was
held that the forerunner to the unit trust was not a business.

See para 5.26 below.

It does not matter for this purpose whether that entity or group has, or has not, legal

personality.

" Stair Memorial Encyclopaedia Vol 2 “Associations and Clubs” para 801. See also,

Halsbury’s Laws of England, Vol 6 (4th ed 1993 Reissue) p 64, para 201.
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because they do not have to be formed with a view to making profit, and, in
Scotland, because they do not have independent legal personality, they also have
many characteristics in common with partnership.

The contract which creates the association and which, as supplemented by the
law, forms the legal link or links between the partners is normally referred to as
the partnership agreement or partnership contract. The term *“partnership” may
be used as an abstract noun to refer to the relationship between partners — as in
the phrase “in partnership’ - but this is a subsidiary use of the word which hardly
merits a statutory definition. The word “partnership” may also be used as an
adjective to describe something pertaining to the partnership as an association or
entity — as in “the partnership agreement” or “the partnership property” or “the
partnership accounts”.

In defining “partnership” as a “relation”® the 1890 Act is out of touch with
ordinary usage. It is defining the wrong thing. What the reader wants to know
is what *“a partnership” is, not what the abstract “partnership” relation is. It is as
if an Act on company law began by defining corporateness. Having defined
“partnership” in terms of a “relation”, the Act then has to find another word for
the partnership as a group or entity. It chooses the word “firm”.** However, as
we have noted earlier, it is not consistent in this usage and sometimes uses
“partnership” where, according to its own scheme, “firm” would be more

appropriate.

The consequences are not merely cosmetic. Defining partnership as a
contractual relation leads to such arguments as “A contract cannot have a legal
personality. A partnership is a contract. Therefore a partnership cannot have a
legal personality.” It also leads to potential confusion. For example, when the
1890 Act talks of the dissolution of a partnership, is it referring to a single
“relation”? How many “relations” are there between the members of a
partnership? Is there just one, or is there a separate relation between each
partner and all the others? Or is there a composite “relation”, made up of a
number of separate relations? This is important when considering the effect of
the death, retirement or assumption of a partner.

Language and the use of language have changed since 1890. It is unusual to
speak of partnership as a “relation”. Our provisional view is that it would be
preferable to define a partnership as a form of voluntary association rather than
as a “relation”. This would be more in accordance with ordinary usage and it
would help to avoid unnecessary problems and difficulties. We seek consultees’

2 Eg, in the application of agency law, and in the way title to heritable or real property is

held.
Section 1(1).
Section 4(1).

13

14
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views below on whether partnership should continue to be defined as a relation,
or whether it is now more appropriate to define it as a voluntary association.”

A change in the definition, so as to define the business association rather than the
underlying relationship, would probably be desirable for English law even if no
partnerships in England and Wales were to have legal personality. It would be
much more desirable for those partnerships which have legal personality already
under Scots law and for any partnerships which acquire legal personality under a
reformed English law.

No reference to agreement

The existing statutory definition gives the impression that there could be an
involuntary partnership. It does not contain any requirement that the partners
should have agreed to carry on the business in common with a view of profit. In
fact, however, this requirement for an agreement is probably present anyway,
being present in the common laws of both England and Scotland and being so
fundamental that it did not need to be expressed.” It is for consideration
whether it should be expressed. As being a member of a partnership has
important legal consequences, it is not necessarily desirable to give the
impression that there could be a partnership if the parties had not agreed,
expressly or impliedly, that the essential ingredients of a partnership should come
into existence.” It could be useful to make it clear that it is an agreement that
constitutes the partnership.

Our provisional view is that the element of agreement, whether express or
implied from the whole facts, should be included in the statutory definition.

Need for business to be carried on

It is for consideration whether it should continue to be a requirement that a
business is actually carried on. An alternative would be to require the object of
the association to be the carrying on of a business with a view to profit.

The existing requirement has potentially awkward consequences at the
beginning and end of a partnership enterprise. There can be no partnership
before business is actually carried on. Yet it may be the intention of the partners
to be in partnership during the preparatory stages and it may be reasonable to
recognise that there is a partnership during such stages. Similarly there can be
no partnership after a business ceases to be carried on. Yet it may be reasonable

® Para 5.26 below. We also note that the meaning of ‘partner’ has broadened since 1890.

However, our preferred option is to retain the terms ‘partner’ and ‘partnership’.

16

See Lindley & Banks, para 5-03, quoting Lord Lindley’s view that “Although this principle
[that the existence of a partnership depends on the true contract and intention of the
parties as appearing from the whole facts of the case] is no longer expressed it is still the
law.”

" See, for example, A report into business legal structures: published by the Forum of

Private Business (research conducted by Manchester Business School), November 1991.
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to recognise that a partnership may continue to exist while a business is being
wound up. If the partners, by unanimous agreement, wish to cease carrying on
the business, wind up the affairs of the partnership and then dissolve it, is there
any reason why they should not be allowed to do so? The existing requirement
can also give rise to difficulty if there is a temporary cessation of trading, as
opposed to a mere suspension or pause for such purposes as holidays. Strictly
speaking, the partnership would cease to exist and would have to be
reconstituted when trading resumed.

Other problems with the existing requirement were highlighted in Khan v
Miah.® If the partnership is not in existence before commencement of business,
a relationship of agency and of trust is created between the partners. Every
transaction entered into by them in relation to the future partnership then has to
be litigated separately for its effects between the partners, if something goes
wrong between them.” There can also be adverse consequences for third parties
who contract with one of the proposed partners. Their remedies in the event of,
for example, a breach of contract, would be against the person with whom they
had dealt alone. They would not have remedies against the other purported
partners.”

A change in the existing definition so that partnerships should have as their
object the carrying on of business would therefore benefit both the partners and
third parties dealing with them in the setting up of that business.” It would also
benefit any proposed registered partnership, which would then be able to register
prior to the commencement of its business.”

In common

If partnerships or some partnerships were, in English law, to have a legal
personality distinct from that of the members it would be for consideration
whether the definition should, in relation to those partnerships having a separate
legal personality, refer to the business being carried on by the partnership rather
than by the partners in common. The existing definition already causes
difficulty in this respect in Scots law.” If a partnership has a separate personality,
it is the partnership which has the right to enforce and incurs the primary liability

*® [1998] 1 WLR 477.
¥ Buxton LJ, ibid, at 492 - 493.
?* Roch LJ, ibid, at 485.

2 An agreement to form a business association at a future date would not create a

partnership until that date arrived. See Lindley’s Supplement on the 1890 Act, pp 13 - 14
and Dickinson v Valpy (1829) 10 B & C 128, 141 - 142; 109 ER 399, 404, per Parke J.

See Part 20 below.

22

23

In Major v Brodie [1998] STC (ChD) 491, conflicting expert opinion was given as to
whether the business was carried on in Scotland by the partners or by the partnership. The
Special Commissioner found that the business was carried on by the partners. However,
there is no direct authority on this point. The Special Commissioner’s finding was a
finding of fact as it was made in an English case.
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in contracts entered into in carrying on business. It would seem logical that it is
the partnership which should be stated to carry on business. We are aware that
this may have tax implications, as the case of Major v Brodie® shows. We will
require to discuss this with Inland Revenue.

Modernising the exceptions

There is an obvious need to modernise the list in section 1(2) of the 1890 Act of
things that do not constitute partnerships. At present it refers, for example, to
companies registered under the Companies Act 1862.

Invitation for views
We invite views on the following provisional proposals and question:

(1) The statutory definition of a partnership should be a definition of a
type of voluntary association rather than a definition of a type of
“relation™.

(2) The definition should make it clear that the association must be
constituted by an agreement.

(3) It should not be necessary for a business to be actually carried on
before there can be a partnership only that that should be the
object of the partnership.

(4) In cases where the partnership has a legal personality distinct
from that of the members, the definition should refer to the
business being carried on by the partnership rather than by the
partners.

(5) Companies incorporated under the Companies Acts or other
legislation should continue to be excluded but the terms of the
exclusions should be updated.

(6) For the avoidance of doubt, it should be made clear that the
division of profits is not an essential feature of partnership.

(7) For the avoidance of doubt, it should be made clear that a
partnership has unlimited capacity to act.

(8) Are any other changes in the statutory definition desirable?

The partnership agreement

We wish to consider whether it should be made clear that so long as the
partnership is not dissolved under the rules on dissolution considered later,” the

# [1998] STC ChD 491.

25

See Part 6 below.
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partnership agreement is treated as continuing between those who are partners
under it for the time being, whether or not it has been amended, notwithstanding
changes in the composition of the partnership. There is Scots case law which
supports the proposition that, if a partnership relation is not dissolved by a
change in the composition of the partnership, this means that the same contract
continues, not that a new contract is entered into on the same terms as before.”
These cases involved the death of a partner, but there is no reason to suppose
that the same principle would not apply where the change in composition had
another cause. It is not necessary for the contract to state expressly that it is not
to be dissolved on such a change; it is sufficient for there to be an implication that
the contract will continue.”

In England and Wales the effect on the partnership contract of a change in the
partnership composition may depend on the circumstances of the change.”
Where a partner leaves a partnership the original contract only continues where
the leaving of a partner is an event contemplated by the contract and it is clear
from the contract that the remaining partners remain bound.” Where a fixed
term partnership becomes one at will upon the expiration of the term, the
original partnership contract ends and is replaced by another contract, although
there is no change in the membership of the firm.* Where a new partner is
admitted to an existing partnership and agrees to be bound by the terms of the
original contract there is a novation of the original contract.™

We invite views on the following question:

Would it be useful to provide that a change in the composition of
the partnership does not necessarily mean that there is a new
partnership agreement?

% See Warner v Cunningham (1798) M 14603; Hill v Wylie (1865) 3 M 541; Hannan v
Henderson (1879) 7 R 380; Alexander Trustees v Thomson (1885) 22 SLR 828; Jardine-
Paterson v Fraser 1974 SLT 93; William S Gordon and Co Ltd v Mrs Mary Thomson
Partnership 1985 SLT 122.

" William S Gordon and Co Ltd v Mrs Mary Thomson Partnership 1985 SLT 122, 122, per
Lord Justice-Clerk Wheatley.

% See for examples para 6.3 and the footnotes to that paragraph.

# A provision in the partnership contract that a partner can leave the partnership via a

contractual exit while the remaining partners remain bound would be rare in a partnership
at will. This provision will not restrict the right of a partner to seek the dissolution of the
partnership in accordance with the 1890 Act and in essence merely provides the outgoing
partner with an election either to leave the partnership via a contractual exit or to dissolve
the partnership.

**Under s 27(1) of the 1890 Act in the absence of an 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.

' If the new partner has not agreed expressly or impliedly to be bound by the agreement the

new partnership may be at will. See for example Firth v Amslake (1964) 108 SJ 198 and
para 6.7 and footnote 13 below.
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Rules for determining the existence of a partnership

The existing rules

Section 2 of the 1890 Act contains the following rules to which regard is to be
had in determining whether a partnership exists.

(1) Joint tenancy, tenancy in common, joint property, common property, or
part ownership does not of itself create a partnership as to anything so
held or owned, whether the tenants or owners do or do not share any
profits made by the use thereof®

(2) The sharing of gross returns does not of itself create a partnership,
whether the persons sharing such returns have or have not a joint or
common right or interest in any property from which or from the use of
which the returns are derived.

(3) The receipt by a person of a share of the profits of a business is prima facie
evidence that he is a partner in the business, but the receipt of such a
share, or of a payment contingent on or varying with the profits of a
business, does not of itself make him a partner in the business;® and in
particular:

(@) The receipt by a person of a debt or other liquidated amount by
instalments or otherwise out of the accruing profits of a business
does not of itself make him a partner in the business or liable as
such:

(b) A contract for the remuneration of a servant or agent of a person
engaged in a business by a share of the profits of the business does
not of itself make the servant or agent a partner in the business or
liable as such:

(c) A person being the widow or child of a deceased partner, and
receiving by way of annuity a portion of the profits made in the
business in which the deceased person was a partner, is not by
reason only of such receipt a partner in the business or liable as
such:

(d) 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.

*2" Moore v Dempster (1879) 6 R 930.

*  Badeley v Consolidated Bank (1888) 38 ChD 238; Lawrie v Lawrie’s Trustees (1892) 19 R
675.
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Provided that the contract is in writing, and signed by or on behalf
of all the parties thereto:

(e) A person receiving by way of annuity or otherwise a portion of the
profits of a business in consideration of the sale by him of the
goodwill of the business is not by reason only of such receipt a
partner in the business or liable as such.

Whether a partnership exists depends on an inference as to the true intention of
the partners. It is always necessary to consider all the circumstances to
determine this. The rules in section 2 merely provide guidance. As Lord
Lindley explained in his Supplement on the 1890 Act:

The rules contained in [section 2] only state the weight which is to be
attached to the facts mentioned, when such facts stand alone. Those
facts, when taken in connection with the other facts of the case, may
be of the greatest importance, but when there are other facts to be
considered this section will be found to be of very little assistance.

Section 2(3) is the most significant of the rules in section 2. It was largely
declaratory of the House of Lords decision in Cox v Hickman® that persons who
share the profits of a business do not incur any liability as partners, unless they
carry on the business, either personally or through their real or ostensible
agents.”

Section 2(3)(b) is important in relation to the so-called salaried partner. There is
no precise meaning to the phrase salaried partner. A salaried partner may be a
‘real’ partner. The substance of the relationship between the parties must be
discerned.® A salaried ‘partner’ may alternatively be an employee, paid a fixed
salary (with a possible bonus related to profits) or entitled to a fixed share of the
firm’s profits payable irrespective of the profitability of the firm.* Within the
partnership a salaried partner will often have limited rights consistent with the
status of an employee. As section 2(3)(b) makes clear such a contract does not
of itself make the recipient a partner in the contemplation of the law, nor does
this factor mean that the recipient incurs any liability as if a partner.

* (1860) 8 HL Cas 268; 11 ER 431.
*  See also Badeley v Consolidated Bank (1888) 38 Ch D 238 (CA).

* This is also pertinent if genuine or equity partners enter into a ‘salaried partnership’

agreement with X under which obligations are imposed on X that are not reciprocated.
The equity partners may then enter into a separate ‘salaried partnership’ agreement with Y
on the same terms. There is, therefore, no contractual nexus between X and Y. Such an
arrangement may amount to two different partnerships between the equity partners and X
on the one hand and between the equity partners and Y on the other. Or, arguably, there
may be one single partnership between the equity partners and X and Y. Alternatively X
and Y may be employees only.

" In this respect, see Horner v Hasted [1995] STC 766.
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However, the typical salaried partner, whether truly a partner or not, is also held
out to the outside world as a partner. Section 14 of the 1890 Act imposes on
such a person liability to third parties who on the faith of such a representation
have given credit to the firm.* The salaried ‘partner’ is normally indemnified
against this liability by the ‘real’ partners, and the right to an indemnity may be a
necessary implication from an entitlement to a guaranteed fixed share of the
profits.”

Apart from the employer-employee relationship it is often important to
distinguish between a partnership and a creditor who has funded a business in
consideration of a share of the profits.” The principal purpose of section 2(3)(d)
was to protect such a lender.

Possible changes

One possibility would be to delete section 2 entirely. It is not clear that it serves a
useful function. If the existence of a partnership depends on an agreement,
express or implied from all the circumstances, then it is obvious that none of the
factors listed in section 2 will by itself create a partnership. Section 2 served a
historical purpose in clarifying some doubts which had arisen in the cases, but
that purpose has now been served. The section is no longer needed.

A more modest suggestion put to us was that, if section 2 is retained, the deletion
of the words “prima facie” in the opening words of section 2(3) would help to
weaken the provision and make it clear that the receipt of a share of profits did
not raise a presumption of being a partner which would then have to be rebutted.
We are not persuaded that this would be the result of deleting the words. The
removal of the words prima facie might lead readers to suppose that some other
change was intended - for example, that the receipt of a share of profits was to be
stronger evidence of partnership than it is at present. We would not favour this
change. A better way of achieving the desired result might be the replacement of
the words “The receipt by a person of a share of the profits of a business is prima
facie evidence that he is a partner in the business, but the receipt of such a share
does not of itself make him a partner in the business” by the words “The receipt
by a person of a share of the profits of a business does not of itself make him a
partner in the business”.

It has been suggested to us that section 2(3) could be amended by expressly
stating that for there to be a partnership the business must be carried on by the
recipient of a share of profits as a principal, whether personally or through an
agent. This would seem, however, to be more a matter for the definition of a
partnership than for the indicative rules in section 2, if retained. Whether any
such provision were necessary in the definition would depend on whether the

* See paras 10.27 — 10.28 below.
*  Lindley & Banks, para 21-06.
“* See Pooley v Driver (1877) 5 Ch D 458.
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partners as individuals or the partnership as an association should be regarded as
carrying on the business.

The usefulness of the proviso to section 2(3)(d) requiring a written contract,
signed by or on behalf of the parties, is questionable. As Lord Lindley
commented in his Supplement on the 1890 Act:"

If it is law that a contract not within this sub-section is admissible as
evidence to show the terms on which the loan is made, and there
appears to be nothing in this act to exclude such evidence, it is
difficult to see the utility of the proviso to the present subsection.
Whether the contract is or is not within the sub-section, when its
terms are once proved its real effect must be considered, and if on the
construction of the contract the relation between the parties is that of
debtor and creditor, there is nothing in this act or the general law to
change this relation into the different relation of partner. If this be
so, the only advantage of a signed contract appears to be that such a
contract is more easily proved than a verbal or unsigned contract.

We agree with this analysis and suggest that, if section 2 is retained, the proviso to
section 2(3)(d) should be repealed. It appears to be a relic of earlier times when
there was a much greater emphasis on writing in relation to contracts.

We are aware that it can be difficult to determine whether arrangements between
independent persons constitute a partnership, where there appears to be an
element of profit-sharing.” However, we doubt whether any further help could
usefully be provided by section 2, if retained. All the surrounding circumstances
of the case must be looked at to discern the true nature of the agreement.”

A curious feature of the rules in section 2(3) is that paragraphs (a) to (e) all
provide that the factors set out in them not only do not by themselves make the
person in question a partner in the business but also do not make that person
“liable as such”. This is a relic of an earlier period of English law in which there
was a doctrine that a person who received a share of the profits of a business,
even if not a partner, was also liable for a share of the debts and obligations.™
This rule was effectively removed from the law by the case of Cox v Hickman.”
The references to a person being “liable as such” are now out of place and
inappropriate in section 2. Their repeal would not revive the earlier rule and
would improve the section, if retained.

41

Quoted in Lindley & Banks, para 5-39.

2 See Dollar Land (Cumbernauld) Ltd v CIN Properties Ltd 1996 SLT 186 (OH); Hibernia
Management and Development Co v Newfoundland Steel Inc (Newfoundland Sup Ct)
[1996] 140 Nfld & PEIR 91; Nay v Chan (1997) 430 WA 6; and Whywait Pty Ltd v
Davison (1997) 1 QdR 225.

See for example, Pooley v Driver (1877) 5 Ch D 458 and Stekel v Ellice [1973] 1 WLR 191
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See Lindley & Banks, paras 5-32 - 5-39.
*(1860) 8 HL Cas 268; 11 ER 431.
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Invitation for views

5.43 We invite views on the following provisional proposal and question:

5.45

(€Y

©)

On the basis that it has served its historical purpose and is no
longer needed, section 2 of the 1890 Act, which contains rules for

determining the existence of a partnership, should be repealed.

If consultees disagree with the provisional proposal in the

preceding paragraph, should section 2 be amended by:

(@) changing the opening words of section 2(3) so that they
simply provide that the receipt by a person of a share of the
profits of a business does not of itself make him a partner in

the business; and / or

(b) repealing the proviso to section 2(3)(d); and / or

(c) repealing the references in section 2(3) to a person being

“liable as such™?

Section 3 - postponement of rights of certain creditors
5.44  Section 3 provides that:

Section 3 refers to “any person”, and to “the lender”. Person includes a
company.” Prima facie it applies to loans made by any person to any person.”

46

47

In the event of any person to whom money has been advanced by way
of loan upon such a contract as is mentioned in the last foregoing
section [that is, one providing for the creditor to receive a rate of
interest varying with the profits, or a share of the profits], or of any
buyer of a goodwill in consideration of a share of the profits of the
business, being adjudged a bankrupt, entering into an arrangement
to pay his creditors less than [one hundred pence] in the pound, or
dying in insolvent circumstances, the lender of the loan shall not be
entitled to recover anything in respect of his loan, and the seller of the
goodwill shall not be entitled to recover anything in respect of the
share of profits contracted for, until the claims of the other creditors
of the borrower or buyer for valuable consideration in money or
money’s worth have been satisfied.

Interpretation Act 1978, s 5.

It could be argued that the reference to the borrower “being adjudged a bankrupt™ limits

its application to individuals and not companies. A winding up order is made against a
company if insolvent: it is not adjudged a bankrupt. However, none of the 1890 Act
provisions are specifically related to companies, yet it is clear that partnerships can be

formed between corporate entities. It is submitted that the true position is that references
in the 1890 Act, whether in s 3 or s 33, should be interpreted to equate, as far as possible,
individual concepts with corporate ones. This presents no practical difficulty for s 3. Any
other interpretation would be inconsistent with both the policy behind s 3 and the general

application of the 1890 Act to companies.

55



5.46

5.47

5.48

5.49

The reference to “such a contract” in section 3 is to any loan contract with a
return out of net profits, whether or not in writing.® The postponement of a
lender takes place without prejudice to the right of the lender to retain® or
foreclose on any security taken for the advance.® If a lender substitutes a fixed
rate of return for one varying with the profits, the loan will remain within section
3, unless the proper analysis is that the old loan has been repaid and a new loan
made.”

The policy behind this provision is a relic of old case law™ in which the recipient
of a share of the profits of a business was held liable as a partner for its debts and
obligations.”

The provision has an adverse practical impact today, particularly in start-up and
rescue financings. Section 3 is at variance with the acceptance of the concept of
the corporate rescue, for example the making of voluntary arrangements under
the Insolvency Act 1986. If the most suitable form of financing is a loan with
variable interest, then the principal practical effect of section 3 may, ironically, be
for a lender to avoid its terms by taking a secured interest over the borrower’s

property.

It cannot be right that a lender can make an advance to a company and charge a
rate of interest which consumes all of the company’s profits and not be
postponed, while a rate of interest expressed as a mere share of the profits, which
by definition cannot be all the profits, is postponed, especially when any security
the lender takes can still be enforced.

The position appears even more unsatisfactory when it is borne in mind that
there is no question in practice of there being a partnership between the
borrower and lender.” Lenders to a struggling firm would generally take great
care to avoid any appearance of partnership. If a relationship is that of debtor
and creditor, we cannot see why a particular loan relationship ought to be
disadvantaged, especially when it may be the most appropriate financing tool.

48

Re Fort [1897] 2 QB 495. The reference in s 2(3)(d) to a contract being in writing is only
relevant to those wishing to rely on section 2(3)(d). Section 9 of the Western Australia
Partnership Act 1895 expressly provides that its equivalent to s 3 (s8(3)(d)) applies to
contracts, whether in writing or not.

“ Ex parte Sheil (1877) 4 Ch D 789.

50

For the rationale for this see Lindley LJ’s judgment in Badeley v Consolidated Bank (1888)
38 Ch D 238, 261.

' Exparte Taylor (1879) 12 Ch D 366; cf Re Abenheim (1913) 109 LT 219.
*2 Dating from before Cox v Hickman (1860) 8 HL Cas 268; 11 ER 431.
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The rationale behind this was clearly stated in De Grey CJ’s judgment more than 200
years ago in Grace v Smith (1775) 2 Wm BI 998, 1000: “every man who has a share of the
profits of a trade, ought also to bear his share of the loss. And if any one takes part of the
profit, he takes a part of that fund on which the creditor of the trader relies for his
payment.”

** I there were, then they could not properly be described as lender and borrower.
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We invite views on the following provisional proposal:

We see no justification for section 3 of the 1890 Act which
postpones the rights of certain creditors of a partnership. It should
be repealed.

Partnership size restrictions: the 20 partner limit

Except for certain professional firms, partnerships are illegal if they have more
than twenty partners.” The partnership is automatically dissolved by illegality if
it exceeds this number.”

The origin and purpose of the rule lie in the use of deed of settlement companies
in the eighteenth and nineteenth centuries.” A deed of settlement was made
between the subscribers and a trustee binding the members to observe the deed
and declaring that the shareholders for the time being constituted the
unincorporated company. The subscribers agreed to have a prescribed joint
stock divided into a specified number of shares, which were transferable. The
management of the company was transferred to a body of directors who held the
company’s property as trustees. In effect this represented a corporation with
continuity of life and transferable interests. In the eyes of the law, however, it was
nothing more than a large partnership with, in English law, no legal personality of
its own.

To be sued at common law all the shareholders in the unincorporated deed of
settlement company had to be joined in the action. An action in a court of equity
was subject to more lenient rules.” The notion of suing and, in particular,
levying execution against such a fluctuating body of members was fanciful. This
difficulty could be, and was, used for improper purposes. The free transferability
of the interests in these unincorporated companies effectively meant that
members could achieve limited, or indeed nil, liability.
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See CA 1985, ss 716 and 717 and the 1907 Act, s 4(2) for limited partnerships. Sections
716 and 717 exempt firms of solicitors, accountants and stockbrokers from this limit.
Statutory instruments have lifted the size restrictions for both ordinary and limited
partnerships composed of auctioneers, surveyors, valuers, estate agents, insurance brokers
or members of the Stock Exchange, as well as medical partnerships. For ordinary
partnerships there are also no size restrictions for firms of actuaries, patent agents,
consulting engineers, building designers, chartered surveyors, loss adjusters, town planners,
trade mark agents, or lawyers in a multinational practice. The exceptions define the
necessary professional qualification of the partners for the firm to be exempted.

1890 Act, s 34.

*" For a discussion of the origins of the modern company, see ICB Gower, Principles of

Modern Company Law (6th ed 1997) pp 19 - 54.

*® These today form the basis of the representative action: see Commissioners of Sewers v

Gellatly [1876] 3 Ch D 610, 615 per Jessel MR.
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Eminent legal opinion considered that such difficulties were sufficient to render
the deed of settlement company illegal at common law. Invan Sandau v Moore,”
the Lord Chancellor, Lord Eldon, decried the position as follows:*

...ought the jurisdiction of the court, which can be administered
usefully only between a limited number of persons, to be employed
for a purpose which it cannot by possibility accomplish? Here is a bill
with nearly three hundred defendants. How can such a cause ever be
brought to a hearing?

and later:™

I must repeat here that | have frequently ventured an opinion ... that
the impossibility of suing with effect was with me a very strong
argument to prove, that such a constitution of a body could not be
legal.

This fear was the basis for the size restrictions on partnerships that were
introduced in the Joint Stock Companies Act 1844. This provided for
registration of all new companies, associations or partnerships with more than
twenty-five members, or with shares transferable without the consent of all the
other members. This limit was reduced to the present-day twenty by the Joint
Stock Companies Act 1856.

The rationale for this limit has been clearly understood when it has subsequently
come before the courts. In Harris v Amery,” Mr Justice Willis summed up its
purpose succinctly:

It should seem, by the 25 & 26 Vict. ¢.89, s.4,* that the Legislature,
viewing the frauds which had been committed by large companies,
and the great inconvenience which was found to arise by reason of
the difficulty of enforcing claims and settling accounts ... have
determine[d] that no ... partnership consisting of more than twenty
persons, shall be formed ...*

From one point of view the twenty partner limit is an anachronism. Much of its
rationale ended as long ago as 1873 when the fusion of equity and common law
saw the possibility of representative actions.” Partnerships in England and Wales

59

(1825) 1 Russ 441; 38 ER 171. The case was actually concerned with a statutory company
and whether it was possible for a shareholder to sue the other shareholders for a
dissolution. Lord Eldon gives a valuable historical account of the various problems of
suing such businesses. His comments apply a fortiori to unincorporated companies.

At p 449.

At p 472.

2 (1865) 1 LR CP 148, 154.

* Now CA 1985, s 716.

*  Also see Smith v Anderson (1880) 15 Ch D 247, 273, per James LJ.
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See the schedule to the Supreme Court of Judicature Act 1873. The representative action
now forms CPR, r 19(6).
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can sue and be sued in the firm name.® The rules in Scotland are anomalous.”
There may not appear to be any legal or policy reason which can now justify the
retention of the size restrictions on partnerships. On the other hand, it may be
said that partnerships, with the unlimited liability of partners, depend to a large
degree on trust and confidence between partners and that it is unrealistic to
expect partners in a very large partnership to be able to place the necessary trust
or confidence in other partners whom they may never have met and may never
meet.

Whatever view may be taken on that question, it is undoubtedly true that serious
inroads have already been made into the purity of the rule by the increasing
number of exceptions. These have been conceded on an ad hoc basis as demand
warranted. They have been confined so far to professional firms, which may
seem paradoxical as it is precisely in those firms that mutual trust and confidence
may be most necessary. It is unlikely that allowing other businesses similar
latitude would impair the utility of the partnership as a business structure or lead
those in large business organisations to prefer partnerships, with unlimited
liability, to companies with limited liability.”

To avoid the effects of the existing size restriction, partnerships can resort to a
variety of expedients: parallel partnerships; a trustee or nominee partner holding
for two or more beneficiaries;* and a corporate partner with two or more
shareholders. If a ten partner firm wishes to merge with an eleven partner one,
or form a group partnership, it cannot do so unless it adopts one of the above
artificial devices.

The arguments in favour of size restriction are outdated. This view is shared by
the DTI which is consulting on the abolition of the twenty partner limit.”
Further, in the context of a number of significant professions, the restriction has
already been removed.” Our proposal is therefore that the size restriction should
be abolished.

We invite views on the following provisional proposal:

The size restriction affecting partnerships should be abolished.

* CPR, Sched 1, RSC, O 81, r 1; CPR, Sched 2, CCR Ord 5, r 9.

" In Scotland, a firm with a ‘social’ name (ie, one comprising the names of people) can sue

and be sued in its own name — Forsyth v Hare and Company (1834) 13 S 42. A firm with a
descriptive name must add the names of three partners (or two if there are only two) in the
Court of Session — Antermony Coal Company v Wingate (1866) 4 M 1017 — but not in the
Sheriff Court — Rule 5.7, Ordinary Cause Rules, 1993.

*®  Relaxing the rule will also remove one of the current barriers to multi-disciplinary

partnerships.

* It is, however, highly questionable whether the device of a nominee partner will succeed in

its intention to avoid the size limits.
" DTI press release P/2000/222 dated 27 March 2000.

" See n 55 above.
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6.2

6.3

PART VI
DURATION OF PARTNERSHIP

Introduction

One of the key objectives of reform of the law on partnership is to foster
continuity and stability in business relationships. Unnecessary legal breaks can
lead to difficulties and to unnecessary business dissolutions. We have already
considered several ways of fostering legal continuity and stability.*

We are considering more ways of increasing continuity.? In this Part we consider
an additional way of reducing legal discontinuity - namely, ensuring that the law
does not compel partnerships to come to an end earlier than the partners wish.

Dissolution as regards all the partners

We are concerned in this Part with the rules on when a partnership comes to an
end with regard to all the partners - what the 1890 Act calls dissolution “as
regards all the partners”.® We deal in Part 7 with the situation which arises when
one partner in a partnership consisting of three or more partners dies or
otherwise ceases to be a partner and the partnership continues as a legal
relationship and voluntary association between the remaining partners. It is
common for partnership agreements to provide expressly that the death,
retirement or expulsion of a partner will not dissolve the partnership between the
remaining partners. The idea that a partnership contract can continue as
regards some but not all the partners is recognised in the 1890 Act’ and in the
case law.® For example, in Hannan v Henderson® where the agreement provided

See paragraphs 3.11, 4.18 - 4.30 above.

The measures in this Part are an additional way of reducing discontinuity without
conferring continuing legal personality. Some of these measures may however be equally
useful with continuing legal personality.

®  Section 33(1).

See, for example, s 31 (a dissolution of the partnership, whether as respects all the partners
or as respects the assigning partner); s 33(1) (dissolved as regards all the partners); s 36(3)
(assumption that partnership debts can be contracted after death, bankruptcy or retirement
of one partner); s 37(reference to dissolution of a partnership or retirement of a partner);

s 42 (reference to partner dying or otherwise ceasing to be a partner and surviving or
continuing partners); s 43 (reference to surviving or continuing partners and outgoing
partner).

°  See, for example, Abbott v Abbott [1936] 3 All E R 823; Jardine-Paterson v Fraser 1974
SLT 93; William S Gordon & Co Ltd v Mrs Mary Thomson Partnership 1985 SLT 122;
Walters v Bingham [1988] 1 FTLR 260, 268 per Browne-Wilkinson VC - “in large modern
partnerships there is a fundamental difference between expulsion (leaving the partnership
continuing between the remainder) and dissolution (which puts an end to the whole
partnership as between all partners)”; Hurst v Bryk [1999] Ch 1, 6G, per Gibson LJ -
“There can be no doubt that in fact and in law this was not an expulsion of Mr Hurst from
a partnership which then continued but the termination of the partnership...”

® (1879) 7 R 380.
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that a partner should cease to be a partner on his declared insolvency and his
share and interest in the partnership property vest in his co-partners, the Lord
President said:

... [I]t was very reasonably provided that the ascertained and
declared insolvency of any partner should put an end to the contract
as far as he was concerned.

There ought to be no difficulty in achieving the result that the partnership
continues as a legal relationship and voluntary association.

However, as there is a possibility of conceptual doubt in this area,” we invite views
on the following provisional proposals:

(1) For the avoidance of any doubt, it should be made clear that a
partnership consisting of three or more partners is not necessarily
dissolved as a legal relationship or voluntary association between
the surviving or remaining partners when one partner ceases to be
a partner.

(2) Accordingly, in any case where two or more partners would
remain after the act or event giving rise to the dissolution, a clear
distinction should be drawn between (i) the dissolution of the
relationship between a particular outgoing partner and the other
partner or partners and (ii) the dissolution of the partnership as
regards all the partners.

It is important to be clear about the effect of one partner ceasing to be a partner,
while the partnership continues as a legal relationship and voluntary association
between the others. This means that the remaining partners continue to be
bound by the partnership agreement. They are not free, in the absence of
unanimous agreement, to tear it up and start again. They are not suddenly
operating, contrary to their intention, under the default rules in the 1890 Act.
However, although the partnership as a legal relationship and voluntary
association continues between the remaining partners, there is not, in the current
English law, any continuing legal person. This is because a partnership has no
separate legal personality in English law. We have provisionally proposed that this
should be changed for all partnerships.® The effect in Scots law, where the firm
does have a separate legal personality, is unclear.” On one view, if the partnership
continues as a legal relationship and voluntary association then the firm and its
separate personality also continue. On another view, even if the partnership
continues as a legal relationship and voluntary association, a new group of
partners is necessarily a different firm and a different legal person. We have

It can be argued that the relationship between the remaining partners is not the same
relationship, with different incidents, but is in essence a different relationship.

See para 4.30 above.

See para 2.35 above.
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already suggested that this doubt as to the existing Scots law should be
resolved.”

RUPA allows a partner to ‘dissociate’ from a partnership at any time." A
partner’s dissociation can be caused by, amongst others, the partner giving notice
of dissociation, an event agreed in the partnership agreement, the partner’s
expulsion in certain circumstances, the partner’s bankruptcy, death or incapacity,
or the termination of a partner which is not an individual.” On a partner’s
dissociation, the partnership is not dissolved but continues amongst the
remaining, and any new, partners. Our question above is whether English and
Scots law should allow something similar to this dissociation and, if so, in what
circumstances.

No-one coming fresh to the subject of partnership law would imagine that a
partnership would be dissolved by the admission of a new partner. It would
seem obvious that a new partner must be admitted to something and that the
only thing the new partner can be admitted to is a continuing partnership.
Different wording would be used if a new partnership were being formed.
There is no provision in the 1890 Act that a partnership comes to an end as a
contractual relationship or voluntary association when a new partner is admitted.
However, there is again the possibility of conceptual doubt on this point and, for
the avoidance of doubt in the future, we provisionally propose that:

For the avoidance of any doubt, it should be made clear that a
partnership is not dissolved as a legal relationship or voluntary
association merely because a new partner is admitted.

The word “merely” is important. As we have seen, it may be that, when a new
person joins a business as a partner, what happens is that the existing partnership
agreement is terminated by the unanimous agreement of the existing partners, a
new agreement entered into and a new partnership formed. It will be a question
of fact in each case whether this, or mere admission to a continuing partnership,
has taken place.”

Existing law on dissolution of partnership as regards all the partners

The following are the grounds on which a partnership comes to an end as
regards all the partners:

' See para 4.17 above.

"' Section 602(a).
2 Section 601.

13

In Firth v Amslake (1964) 108 SJ 198 a partnership deed between two doctors was to last
for their joint lives. A third doctor was admitted to the practice on the basis that they
would all enter into partnership. A deed was never signed, and the two original doctors
dissolved the partnership by notice. Plowman J held that they were entitled to do this.
When the third doctor joined, a new partnership was created. No agreement had been
reached on its duration, and so it could be dissolved by notice by any partner.
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15

16

17

18

19

(@) Reduction of the number of partners to below two:;"

(b) Expiry of fixed term, subject to any agreement between the
partners;”

(c) Termination of the single adventure or undertaking for which the
partnership was entered into, subject to any agreement between
the partners;*

(d) Notice by one partner of intention to dissolve the partnership”
where the partnership was entered into for an undefined time,*
subject to any agreement between the partners;*

This is the result of the definition of a partnership.

1890 Act, s 32(a). Although this is said to be “subject to any agreement between the
partners” an advance agreement to the contrary would normally convert the partnership
into something other than one for the original fixed term and an agreement to the contrary
after the termination of the partnership would, logically, be an agreement for a new
partnership. See also s 27 which regulates the position where the business in fact is
continued after the fixed term without any express new agreement. Section 27 implies a
new agreement on the same terms as the old so far as is consistent with the incidents of a
partnership at will. In Scotland, the effect of s 27 is that the partnership contract is one to
which the doctrine of tacit relocation applies (although with the modification that the
contract is continued indefinitely rather than for the same length of time as the original
term or on a year to year basis). It should be noted that tacit relocation does not apply
where the partnership continues after any other event which should terminate the
partnership (eg, a partner’s death or bankruptcy).

Section 32(b). Again, it may be observed that if the partners have agreed to the contrary
in advance then the partnership could no longer be regarded as one entered into for that

undertaking or adventure. If they agree later to continue the partnership then that comes
too late and they are really agreeing to a new partnership.

A right to give such notice, in any case where no fixed term has been agreed for the
duration of the partnership, is conferred by s 26. Section 32(c) regulates the effect, on the
partnership as a whole, of giving notice.

A partnership entered into “until dissolved by mutual agreement” is not entered into for an
undefined time: Moss v Elphick [1910] 1 KB 465 and 846. Neither is a partnership
entered into until a new partnership deed is executed: Walters v Bingham [1988] 1 FTLR
260.

Section 32(c). The Act provides that: ““The partnership is dissolved as from the date
mentioned in the notice as the date of dissolution, or, if no date is so mentioned, as from
the date of the communication of the notice.” The effect of an agreement between the
partners would depend on its terms. If it provides that the partnership is to be dissolved
only as regards the partner giving notice then the effect would be to confer a right to retire
rather than a right to dissolve the partnership as regards all the partners. See, eg, Abbott v
Abbott [1936] 3 All ER 823. Here the partnership agreement between a man and his five
sons provided that the death or retirement of any partner was not to terminate the
partnership. It made provision for buying out the share of a retiring partner at book value.
One son gave notice of dissolution under s 32 and asked for the affairs of the partnership
to be wound up by the court. It was held that the effect of this notice was not to determine
the partnership as regards all the partners but only to determine the partnership
relationship between the son giving the notice and the other partners.
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(e) Death or bankruptcy of a partner, subject to any agreement
between the partners;20

(f) At the option of the other partners, a partnership may be dissolved
if any partner “suffers his share of the partnership property to be
.21

charged under this Act for his separate debt”;

(@) Occurrence of an event which makes it illegal for the partnership
business to be carried on or for the partners to carry it on in
partnership;”

(h) Dissolution by a court on one of several statutory grounds;”

(i) Dissolution by the unanimous agreement of the partners for the
time being.”

Prior to the House of Lords decision in Hurst v Bryk,” it was assumed that a
rescission or setting aside of an underlying partnership agreement led to an
automatic dissolution of the partnership.” Doubts were expressed by Lord
Millett in the House of Lords as to whether this assumption was correct. We deal
with the effect of Hurst v Bryk and the possibility of dissolution resulting from
rescission on a common law ground” below.”

It will be noted that some of the terminating events apply “subject to any
agreement between the partners”. Any such agreement has to be unanimous.
Normally it would be contained in the partnership agreement but in any event it
must, if it is to prevent termination, be made before the terminating event takes
place. An agreement after that event would come too late to prevent
termination.”

" Section 33(1).

' Section 33(2). This is of no application in Scotland where s 23 (on charging the partner’s

share of the partnership property) does not apply.

22

Section 34.

23

Section 35. See para 6.37 below.

* This is a consequence of the fact that a partnership is a voluntary association which

depends on there being a continuing contractual relationship between the partners. We
understand that it is common practice to provide in the partnership agreement that a
majority of the partners can dissolve the partnership by agreement. However, we are
dealing here with default rules which apply when there is no agreement to the contrary.

% [2000] 2 WLR 740.

26

See for example, the Court of Appeal decision of Hurst v Bryk [1999] Ch 1.

" Such as repudiation or material breach, error or mistake, fraud, misrepresentation, or

frustration.

28

See paragraphs 6.28 - 6.36 below.

* The partners could of course agree to enter into a new partnership but that is a different

matter.
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It will also be noted that the Act does not provide for the whole partnership to
come to an end on the retirement or expulsion of a partner in terms of the
partnership agreement. There is, however, nothing to stop the partners providing
for this result in their partnership agreement. They may well do so if, for
example, the skills of the partner in question are essential to the success of the
partnership business.

Questions for consideration

The main question for consideration is whether certain events which at present
bring about the dissolution of the partnership as regards all the partners should
do so in future. At present these events result in dissolution either always or
unless there is a prior agreement to the contrary. We consider whether in future
in any case where there are two or more partners left after the occurrence of the
event in question, the event should bring about the dissolution of the partnership
as regards all the partners only if the partnership agreement so provides. The
events in question are — notice by one partner of intention to dissolve the
partnership; death or bankruptcy of one partner; illegality affecting only one
partner; and the termination or setting aside of the partnership contract on a
common law ground affecting only one partner. If the law were to be changed
in this way then the effect of any of these events would be that the relationship
between the partner concerned and the others would be terminated but the
relationship between the other partners would not be. We consider the rules on
the rights of the outgoing partner in the next part of this paper. Here we are
concerned only with the question of the duration of the partnership as such.

Another important question for consideration is whether a court should have
power, not only to dissolve the partnership as a whole on certain grounds, but
also, in any case where there are three or more partners, to expel one partner on
certain grounds, leaving the partnership continuing as between the remaining
partners.

Other questions are of a more technical nature and relate to such points as
rationalising and updating the grounds for dissolution by the court and avoiding
overlapping or unnecessary provisions.

Before we consider specific grounds of termination it would be helpful to have
the views of consultees on the general policy to be followed. We therefore invite
views on the following provisional proposal:

The general policy should be to give the maximum duration to
partnerships which is consistent with the wishes or presumed
wishes of the partners.

Effect of notice of intention to dissolve

Section 26(1) of the 1890 Act provides that any partner may determine a
partnership at will at any time by giving notice of his intention to do so to all the
other partners. We do not suggest changing that rule; it would clearly be
undesirable to lock partners into such a partnership until death or dissolution on
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some other ground. Our concern is with the effect of withdrawal. At present the
outgoing partner’s notice has the effect of dissolving the whole partnership,
unless there has been an agreement to the contrary. This is not consistent with a
desire for greater business continuity. The question is whether, where two or
more partners would remain after giving of the notice, the effect of the notice
should be limited to dissolving the relationship between the outgoing partner
and the other partners and not, unless the partnership agreement so provides, to
dissolve the partnership as regards all the partners. There is no doubt that,
despite the tendency of the courts to restrict its use,” the power to dissolve a
partnership by unilateral notice remains a powerful weapon in the hands of the
disaffected partner. Our provisional view is therefore that, where two or more
partners would remain, the default rule should be that the effect of a notice
should be limited to dissolving the relationship between the outgoing partner
and the other partners.

We have considered whether there should be a default rule that a partner in a
partnership of defined duration should have a right to withdraw from that
partnership. Our provisional view is that they should not, unless such a power is
conferred by the partnership agreement. The partners will have contracted to be
in the partnership for a defined term; the law should respect that contract. This
should not create unfairness. A partner wishing to leave the partnership could, if
it is just and equitable to do so, obtain an order from the court dissolving the
partnership between him and the other partners only (leaving the others to carry
on the partnership together).

If the default rule as to the effect of a notice is to be amended, then the
formulation of the rule in section 26 of the 1890 Act might with advantage be
changed so that it would be expressed along the lines of a notice of intention to
withdraw from the partnership, rather than a notice of intention to determine the
partnership. The reference in the heading of section 26 to a “partnership at will”
might also be revised. The term *“partnership at will” is not defined or explained
in the Act and may carry with it the implication that, contrary to our provisional
view, the partnership can be brought to an end as regards all the partners at the
wish of any one partner. A “partnership of undefined duration” may be a more
suitable term. The reference to “fixed term” in sections 26(1), 27(1) and 32(a)
could also usefully be changed; it might be thought to refer to a case, where the
partnership agreement contains any provision as to the duration or termination

** The courts have tended to restrict the use of s 26(1) either by construing “fixed term”

widely so as to mean in effect a partnership in respect of which the partnership agreement
contains any provision as to duration or termination, or by holding that the power must
not be used abusively, for example in order to prevent the investigation of alleged
fraudulent activities by the outgoing partner: Walters v Bingham [1998] 1 FTLR 260.
Whilst the result of a partnership contract is a partnership at will unless there is contrary
agreement, the courts have been prepared to find contrary agreement (ie that there is a
defined duration) in such a wide range of circumstances that a partnership with “no fixed
term” (ie of undefined duration) will probably only arise where the partnership contract is
silent as to duration and termination: see the cases referred to at footnote 31 below.
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of the partnership.® Defined duration may be a more appropriate term. We are
cautious at this stage of suggesting definite terms to replace “fixed term”,
“partnership at will” and “notice of intention to determine the partnership”
before enlisting the expertise of the draftsman. However, we welcome the views
of consultees as to whether these terms could usefully be revised.

We invite views on the following provisional proposals:

(1) The following terms used in the Act could usefully be revised along
the lines in paragraph 6.18:

(@ “fixed term”
(b) “*partnership at will””
(c) “*notice of intention to determine the partnership™.

(2) A partner should not have the right to withdraw from a
partnership which is for a defined duration, subject to agreement
to the contrary.

(3) Section 26 of the 1890 Act (“‘Retirement from partnership at will*)
should be amended:

(@) so that the heading refers to withdrawal from a partnership
of undefined duration; and

(b) to provide that where the partnership is of undefined
duration any partner may withdraw from, rather than
determine, the partnership by giving notice.

If consultees agree with our provisional proposal in (3)(b) above, it would be
necessary to amend section 32(c) of the 1890 Act which states that in a
partnership entered into “for an undefined time” a partner giving notice to the
other partners of his intention to dissolve, dissolves the partnership.” However,
as the exact form of the amendment would depend on how other related sections
were framed, we include no specific proposition on the point.

Effect of death or bankruptcy of a partner

The same question arises in relation to the effect of the death or bankruptcy of a
partner. At present, as we have seen, the 1890 Act provides that

** " In Moss v Elphick [1910] 1 KB 465 and 846 it was held that a provision that termination
would be by mutual agreement created a fixed, defined, term. In Abbott v Abbott [1936] 3
All ER 823 a provision that death or retirement would not terminate the partnership was
held to oust s 26(1). In Walters v Bingham, agreement to carry on a partnership on the
basis of a drafted deed until another deed was executed was also held to be sufficient to
oust 26(1).

32

See para 6.8(d) above.

67



6.22

6.23

6.24

Subject to any agreement between the partners, every partnership is
dissolved as regards all the partners by the death or bankruptcy of
any partner.”

In relation to modern partnerships of three or more people this rule seems
contrary to commercial realities. It is arguable that continuation would be more
likely to accord with the presumed wishes of partners who have not provided for
death or bankruptcy one way or the other in the partnership agreement. If, in
such a case, the surviving partners were unwilling to continue in partnership, as
might be the case if for example the skills of the deceased or bankrupt partner
were considered essential for the success of the business, they would be able to
dissolve the partnership by mutual agreement. If the partnership agreement is
silent as to the duration of the partnership any one of them could withdraw from
it.

We have given particular consideration to the case of informal partnerships
where partners have joined in a profit sharing joint enterprise without even
knowing that they are partners in the eyes of the law. It might be considered
undesirable to have a default rule which meant that such partners had, without
their knowledge, created a partnership which would not automatically come to
an end on the death or bankruptcy of a partner. Several factors must, however,
be kept in mind. First, such informal partnerships will usually involve only two
partners. In such a case the death or bankruptcy of one would always dissolve
the partnership. Secondly, such partnerships would, there being no defined term,
be partnerships for an undefined duration and hence partnerships at will. Even
if they consisted of more than two partners, any partner could withdraw on
giving notice. There would be no question of any partner being locked into a
continuing partnership against that partner’s will. Thirdly, in the rare case where
neither of the above considerations applied, the partners could always end the
partnership by mutual agreement. Given this freedom of exit, the question is
whether, even in the case of such informal partnerships, continuity or non-
continuity would be the better default rule. It seems to us that continuity as the
default rule would give more rather than less freedom to the partners to organise
their affairs in an appropriate way. In the case of the death or bankruptcy of one
partner in an informal, perhaps unwitting, partnership between three or more
partners, the others would either carry on as before or wind up the business. In
the first case they would be unlikely to realise the need for transfers of property,
rights and obligations and a default rule of continuity of partnership - if
combined with continuity of personality* would produce better results. In the
second case the default rule would do no harm because the partnership would be
dissolved by mutual agreement in any event.

Technical improvements could be made to the provision on death or bankruptcy.
It could be made clear what counts as “death” in the case of a corporate partner

* Section 33(1).
* See paras 4.11 - 4.13 above.
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or other partner with legal rather than natural personality. It could be made
clearer what “bankruptcy” means in this context in the case of English, Scottish
or foreign partners, whether individuals or legal persons. We would propose to
address these questions in any reformulation of section 33(1). The precise way
in which they would have to be addressed would depend on the way the rules on
duration were eventually formulated.

We would welcome views on the following proposition in (1) and any
suggestions as to appropriate solutions in the case of propositions (2) and (3):

(1) In the case of a partnership where two or more partners would
remain after the event in question, the effect of the death or
bankruptcy of a partner should be only to dissolve the relationship
between that partner and the others and not, unless the
partnership agreement so provides, to dissolve the partnership as
regards all the partners.

(2) An equivalent of ““death” should be referred to in the case of a
partner which is a legal person.

(3) The meaning of “bankruptcy” in relation to English, Scottish or
foreign partners, whether natural persons or legal persons, should
be clarified.

Effect of illegality affecting only one partner
Section 34 of the 1890 Act provides that:

A partnership is in every case dissolved by the happening of any event
which makes it unlawful for the business of the firm to be carried on
or for the members of the firm to carry it on in partnership.®

It can quite easily happen that an illegality affects only one partner. For example,
in a professional partnership where each partner must have a licence or
certificate to practise, one partner may lose the licence or certificate and may be
unable to practise lawfully as a partner.* In such circumstances it would seem to
be preferable if the default rule were that the partnership is dissolved only so far
as the relationship between the disqualified partner and the others is concerned.

We invite views on the following provisional proposal:

In the case of a partnership where two or more partners would
remain after the illegality, the effect of illegality affecting only the
ability of one partner to carry on the business of the partnership

35

Section 34.

% See Hudgell Yeates & Co v Watson [1978] QB 451. It is possible for a partnership
agreement to provide that a disqualified partner is deemed to have retired immediately
prior to the disqualification.
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should be only to dissolve the relationship between that partner
and the others and not, unless the partnership agreement so
provides, to dissolve the partnership as regards all the partners.

Effect of challenge to partnership agreement on common law ground

In Hurst v Bryk, at first instance and in the Court of Appeal it was assumed that
ordinary principles of contract law applied to partnership contracts.” According
to that view, the partnership contract may be terminated by a partner if there has
been a repudiation of it or a material or fundamental breach® of it by the other
partner or partners. The effect would be to bring the contract to an end, subject
to certain qualifications.* However, in Hurst v Bryk in the House of Lords, Lord
Millett has expressed the obiter view that an accepted repudiatory breach
terminates the partnership contract, but that it does not bring about an
automatic dissolution of the partnership.” He reserved for future consideration
whether this was the case. His main reason was that such a dissolution would
circumvent the court’s discretion under section 35(d) as to whether or not to
order a dissolution. In his opinion in entering a partnership relationship parties
submit to the equitable jurisdiction and give up their right to bring about a
dissolution by repudiatory breach. He was of the view that there should not be
another ground for dissolution outside the provisions of the 1890 Act.

We respectfully question Lord Millett’s view. If it is correct, the termination of
the contract will bring about a partnership at will which the accepting parties may
then terminate immediately, rendering section 35(d) otiose. It seems strange
that the accepting partners, having terminated the partnership agreement, should
have to take any further step to terminate the partnership at will. In the
circumstances of a repudiatory breach and an acceptance putting an end to the
formal contract the conduct of the accepting partners is likely of itself to put an
end to the partnership at will at the same time as it would commence under Lord
Millett’s analysis.

We think that it would be helpful to clarify the law as to the effect of an accepted
repudiatory breach by making a statutory provision.

Our provisional view is that in cases of partnership, acceptance of a repudiatory
breach should not terminate the contract and dissolve the partnership, but that
“innocent” partners must apply to the court for dissolution under section 35. If
this were combined with the option of a dissolution in respect of a particular

¥ Hurst v Bryk [1999] Ch 1.

* These are the Scottish and English terms respectively.

* For example, clauses like arbitration clauses may survive. Section 38 of the 1890 Act will

apply. See Hurst v Bryk [1999] Ch 1.
“° Hurst v Bryk [2000] 2 WLR 740, 746-750.
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partner” that would be consistent with our policy to preserve continuity of
business.”

We invite views on the following provisional proposal:

In cases of partnership, acceptance of a repudiatory breach should
not terminate the contract and dissolve the partnership.
“Innocent” partners must apply to the court for dissolution under
section 35.

If consultees agree with our view in the preceding paragraph, we welcome their
views as to whether it may be necessary to admit exceptions to this rule. One
exception may be in the case of a partner who is locked out from the
management and the working of the partnership. This is because dissolution by
the court under section 35 may occur several months after the lockout and this
may prejudice the partner locked out who would continue to have liability as a
partner in the interim. In this situation, it could be provided that acceptance of
the repudiatory breach would bring about an automatic dissolution of the
partnership. The rights and obligations that had already accrued would continue
unaffected but the parties would be discharged from further performance of the
partnership contract.® On dissolution by accepted repudiatory breach the
winding up provisions of the Act would apply. We seek views as to whether there
should be an exception in such a situation and as to whether there should be any
other exceptions to the basic rule which we have provisionally proposed. It
should be noted that such exceptions would be contrary to our general policy
favouring continuity of business wherever possible. We invite views on the
following questions:

(1) Where a partner is locked out from the management and the
working of the partnership, should there be an exception to our
provisional view that acceptance of a repudiatory breach would
not terminate the contract and dissolve the partnership? In this
situation, accepted repudiatory breach could amount to a
dissolution of the partnership.

(2) Are there any other situations where such an exception may be
warranted?

Fraud and misrepresentation

There is a common law right of rescission where a partner makes a fraudulent,
negligent or innocent misrepresentation to a prospective partner, inducing him

41

See para 6.38 below.

2 Under the existing law any partner who was the aggrieved party in a repudiation of the

contract by the other partners, and who accepted the breach as terminating the contract,
would retain full rights to damages: see Hurst v Bryk [1999] Ch 1 (CA). It is not clear
how such rights to damages would be affected by a dissolution under s 35.

" Johnson v Agnew [1980] AC 367.
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to enter into partnership.” Section 41 of the 1890 Act provides for the situation
where a partnership contract is rescinded on the ground of fraud or
misrepresentation, by conferring certain rights on the partner entitled to rescind
the partnership contract. Although it need not be, the rescission would normally
be effected by court order. Consistent with our provisional view in relation to
repudiatory breach we suggest that rescission in cases of fraud and
misrepresentation should only be effected by court order.

We invite views on the following provisional proposal:

In cases of partnership, rescission on the grounds of fraud or
misrepresentation should not terminate the contract or dissolve
the partnership but “innocent” partners must apply to the court
for an order of rescission.

In certain situations, dissolution of the partnership can be a more extreme
solution than is required. If the common law ground on which the partnership
contract is terminated (whether automatically or by the court) affects only the
relationship between one partner and the others then the partnership could be
dissolved only so far as that relationship is concerned.” Again, this would help to
preserve continuity of business. We consider below® whether the court should
have the power to dissolve only the relationship between the partner in question
and the other partners on application under section 35 of the 1890 Act.

Dissolution by court
At present section 35 of the 1890 Act provides as follows:

On application by a partner the Court may decree a dissolution of
the partnership in any of the following cases:

(a) [mental incapacity of a partner]”

“ Adam v Newbigging (1888) 13 App Cas 308; Redgrave v Hurd (1881) 20 ChD 1. See
generally, Chitty on Contracts (28th ed 1999) paras 6-101 et seq.

“ RUPA has a similar device through dissociation from the partnership of a partner in

material breach of the partnership contract. See section 601. The one affected partner
would also have the rights dealt with in Part 7 of this Paper.

“ Paras 6.38 - 6.42.

“"" The provisions vary for different parts of the United Kingdom. In Scotland the original s

35 still applies. It provides for dissolution by the court “When a partner is found lunatic
by inquisition, or in Scotland by cognition, or is shown to the satisfaction of the Court to
be of permanently unsound mind, in either of which cases the application may be made as
well on behalf of that partner by his committee or next friend or person having title to
intervene as by any other partner”. This archaic language clearly needs to be updated. In
England and Wales the original wording has been repealed and the current provisions are
now found in the Mental Health Act 1983 s 96(1)(g) which provides that ‘the judge shall
have power to make such orders and give such directions and authorities as he thinks fit
for the purposes of [section 95] and in particular may for those purposes make orders or
give directions or authorities for ... the dissolution of a partnership of which the patient
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(b) When a partner, other than the partner suing, becomes in any
other way permanently incapable of performing his part of the
partnership contract:

(c) When a partner, other than the partner suing, has been guilty of
such conduct as, in the opinion of the Court, regard being had to the
nature of the business, is calculated to prejudicially affect the carrying
on of the business:

(d) When a partner, other than the partner suing, wilfully or
persistently commits a breach of the partnership agreement, or
otherwise so conducts himself in matters relating to the partnership
business that it is not reasonably practicable for the other partner or
partners to carry on the business in partnership with him:

(e) When the business of the partnership can only be carried on at a
loss:

(f) Whenever in any case circumstances have arisen which, in the
opinion of the Court, render it just and equitable that the partnership
be dissolved.

The court only has power to dissolve the partnership as a whole. It cannot
expel the partner who is causing the difficulty, while allowing the
partnership to continue as between the other partners.

The first question here is whether the court should have power, in a case where a
partner has become permanently incapable (whether or not because of mental
incapacity) of performing partnership duties, not only to dissolve the partnership
as a whole (if that is requested) but also, if there are three or more partners and
the capable partners so request, to dissolve only the relationship between the
incapable partner and the other partners.

The same question arises in relation to the cases where a partner has been guilty
of such conduct as “is calculated to prejudicially affect the carrying on of the
business”® and where a partner “wilfully or persistently commits a breach of the
partnership agreement, or otherwise so conducts himself in matters relating to
the partnership business that it is not reasonably practicable for the other partner
or partners to carry on the business in partnership with him.”* It would seem to
be reasonable, in a case where there are three or more partners, for the court to
have power, on the request of the non-guilty partners, to exclude the guilty
partner while leaving the partnership in existence as between the other partners.

[ie, a person who the judge is satisfied, after considering medical evidence, is incapable, by
reason of mental disorder, of managing and administering his property and affairs —
section 94(2)] is a member’.

48

The ground covered by s 35(c) of the 1890 Act, set out in para 6.37 above.

49

The ground covered by s 35(d) of the 1890 Act, set out in para 6.37 above.
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It is also for consideration whether, in situations akin to that mentioned in the
last paragraph of section 35 of the 1890 Act,” the court should have power to
exclude one of several partners, leaving the partnership subsisting as between the
others, if circumstances have arisen making it just and equitable that that course
should be adopted.™ The application to the court to dissolve the partnership as
regards only one partner could be made either by the majority of the partners
wishing to have their relationship with another partner or partners dissolved, or
by a partner wishing to leave the partnership for specific reasons but who does
not otherwise have the right to withdraw.

There is a clear need to modernise some of the language of section 35 but that is
a technical issue which can be addressed at a later stage.

We invite views on the following question:

Should the court have an additional power, where a partnership
consists of three or more partners, to dissolve only the
relationship between the partner in question and the other
partners, while leaving the partnership relationship in being as
between the rest, in any or all of the following cases:

(@) when a partner has become permanently incapable of
performing the partnership duties;

(b) when a partner has been guilty of such conduct as, in the
opinion of the court, regard being had to the nature of the
business, is calculated to prejudicially affect the carrying on
of the business;

(c) when a partner wilfully or persistently commits a breach of
the partnership agreement, or otherwise so behaves in
matters relating to the partnership business that it is not
reasonably practicable for the other partners to carry on the
business in partnership with that partner;

(d) whenever in any case circumstances have arisen which, in
the opinion of the court, render it just and equitable that the
relationship between one partner and the others should be
dissolved?

There may be suggestions that there should be other grounds of dissolution by
the court or that the existing grounds should be stated in some other way. It
seems clear, for example, that a general ground like that in paragraph (d) above
makes specific grounds unnecessary. We have not, in our preliminary

**" Namely when “circumstances have arisen which, in the opinion of the court, render it just

and equitable that the partnership be dissolved”.

*' See Part 13 (Expulsion, Suspension and Compulsory Retirement) below.
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consultations, been made aware of any suggestions for reform of this type but we
invite views on the following question:

Should there be any other reform of the rules on grounds for
dissolution by a court?

Other possible reforms

Frustration of the partnership contract

It is unclear whether a frustrating event automatically dissolves the partnership
contract. It is submitted in Lindley & Banks that the doctrine of frustration
cannot be applied to partnership agreements.” This view is formed on the basis
that “a number of potentially frustrating events are specifically catered for by the
Partnership Act 1890, so that, by necessary implication, the application of the
doctrine to those and other events must be excluded.” Sections 33(1) (death or
bankruptcy), 34 (illegality) and 34(b) (permanent incapacity) are given as
examples by Lindley & Banks of potentially frustrating events specifically covered
by the 1890 Act. The doubts expressed in Hurst v Bryk™ as to whether normal
rules of contract apply to partnership contracts add to the uncertainty regarding
frustration.

We see no reason why a frustrating event other than those provided for by the
1890 Act should be prevented from dissolving a partnership. However, there is
no justification for dissolving the whole partnership where frustration arises in
respect of one partner only.

It is for consideration whether frustration of the partnership contract should be
treated in the same way as illegality, involving the possibility of an automatic
dissolution, restricted in certain cases to terminating only the relationship
between the party affected by the frustration and the other partners. There
could, however, be a question of overlap with other grounds of dissolution. For
that reason it would be preferable to make it clear that the death, bankruptcy or
incapacity of a partner continued to be governed by the rules on these grounds.”

An alternative, which may be preferable, would be to do nothing on the basis that
cases of frustration not specifically dealt with by the 1890 Act fall within the just
and equitable ground of judicial dissolution under section 35(f). This option is
supported by the view that the purpose of the doctrine of frustration is to achieve

2 Lindley & Banks, para 24-05.
* [2000] 2 WLR 740. See paras 6.28 - 6.31 above.

** " In English law a complication arises because the remedies for frustration are governed by

the Law Reform (Frustrated Contracts) Act 1943. The interrelation of its provisions with
those of the 1890 Act have not been tested. If the above reform were to be enacted it
would probably be necessary to include legislative clarification that the 1943 Act would
not apply. This would not appear to defeat the intention of the legislation as s 2(3) of the
1943 Act provides that contractual provisions intended to take effect on frustration should
take effect and that those of the Act should only be given effect if consistent with the
contractual provisions.
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a just and equitable result on a change of circumstances.® This would be in
keeping with our desire to preserve continuity of business wherever possible. We
have already asked whether the court’s power under section 35 should allow it to
dissolve only the relationship between the partner affected and the other
partners.”

The attitude of consultees to the treatment of repudiatory breach™ is likely to
inform their response to these options. We invite views on the following
questions:

(1) Should the frustration of the partnership contract be treated in the
same way as illegality, involving the possibility of a dissolution
restricted to terminating the relationship between the party
affected by the frustration and the other partners? or

(2) Is it sufficient that cases of frustration not otherwise dealt with by
the 1890 Act fall within the just and equitable ground of judicial
dissolution of the partnership under section 35(f)?

Suffering share to be charged
Section 33(2) of the 1890 Act provides that:

A partnership may, at the option of the other partners, be dissolved if
any partner suffers his share of the partnership property to be
charged under this Act for his separate debt.

Several questions arise. First, why does it apply only to cases where the partner’s
share is charged “under this Act” and not to cases where it is charged under
some other rule — for example, under the Scots common law on arrestment in
execution?® Secondly, why does it apply only to the situation where the partner
“suffers” the share to be charged and not, for example, to cases where a partner
voluntarily assigns the share,” whether or not in security for a debt? Thirdly,
should the partners other than the one concerned have an option to expel the
partner concerned as well as the existing option to dissolve the partnership? This
would be consistent with the policy of not bringing partnerships to an end
unnecessarily. The effect would be that the creditor who had effected the charge

55

Lauritzen AS v Wijsmuller BV [1990] 1 Lloyd’s Rep 1, 8.

*® See para 6.42 above.

57

Discussed above at paragraphs 6.28 - 6.33.

*® Section 23 of the 1890 Act, on charging a partner’s share at the instance of a judgment

debtor, does not extend to Scotland where the equivalent procedure is arrestment in
execution at common law. See Bell, Comm. Il, 536; Cassells v Stewart (1879) 6 R 936,
956. The Scots common law in this area is not entirely satisfactory and we invite views
later on possible reforms — see Part 18. If these were implemented by amendments to the
1890 Act then s 33(2) might apply automatically to Scotland.

* The effect of such an assignment is regulated by s 31 of the Act.
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would be entitled to receive the value of the expelled partner’s share.* Minor
drafting improvements would seem also to be required. For example, the word
“charge” is not appropriate in Scotland and it is not the share of the actual
property that is the subject of the “charge” but the share in the partnership.

If the provision were to be extended beyond charging orders under the Act,
which require a court order on the application of a judgment creditor and
therefore provide some assurance that the debt is not trivial and that the partner
has not simply overlooked it or delayed slightly in its settlement, then it would be
for consideration whether safeguards would be required to prevent the power of
dissolution from being unduly prejudicial to the partner whose share is affected.
It may, for example, be for consideration whether there should be a threshold
amount below which the other partners would not have the right to dissolve the
partnership, or a period given for the partner to settle the debt before the
partners could dissolve.

There appears to be a slight doubt as to whether the option to dissolve the
partnership can be exercised by each partner independently, or whether
unanimity is required.” Both Lord Lindley and the current editor of Lindley &
Banks are of the view that unanimity ought to be necessary. We suggest that this
point is clarified by statutory provision.

We invite views on the following questions and proposition:

(1) Should the rule in section 33(2) of the 1890 Act, giving an option to
dissolve the partnership if a partner’s share is “charged under this
Act”, extend to other similar situations, such as an arrestment in
execution of the share under the Scots common law or a voluntary
assignment or assignation of the share, and if so which?

(2) If the rule were to be extended would any safeguards, such as a
threshold amount or a period of grace for rectifying the situation,
be necessary for the protection of the partner concerned?

(3) The partners, if two or more in number, other than the one
concerned should have an option under section 33(2) to expel the
partner concerned in addition to the existing option to dissolve the
partnership.

(4) Should it be made clear that the option to dissolve the partnership
given in section 33(2) requires the unanimity of the other partners?

*®® The same solution as currently applies, under s 31 of the 1890 Act, in the case of a

voluntary assignation in security.

See Lindley & Banks, para 24-30.
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Provision for termination in partnership agreement

The two grounds of dissolution, subject to any agreement between the partners,
which relate to the expiry of a fixed term or the termination of a single adventure
or undertaking® are just examples of a more general ground of dissolution —
dissolution in terms of the partnership agreement. The reference to a “fixed
term” in the Act has been construed widely by the courts but, at first reading,
may tend to give the impression that it refers to a fixed term expressed in months
or years or by reference to an expiry date. There might be some advantage in
replacing these provisions by a general provision that a partnership comes to an
end as regards all the partners at any time, or on the occurrence of any act or
event, provided for in the partnership agreement whether by express or implied
terms.

We invite views on the following provisional proposal:

There should be a general provision that a partnership comes to an
end as regards all the partners at any such time, or on the
occurrence of any act or event, as may be provided for, expressly
or impliedly, in the partnership agreement as having this effect.

What a set of provisions favouring maximum duration might look like

The result of favouring continuity to the fullest extent, if that should turn out to
be the preferred solution,” and making the technical amendments suggested
above would be as follows. A partnership would continue as a contractual
relation or voluntary association® between the partners for the time being,
original or assumed, until:

(@) the number of partners had been reduced below two, or

(b) the partnership was dissolved, as regards all the partners, in a way
provided for in the partnership agreement;” or

(c) the partnership was dissolved, as regards all the partners, by the
unanimous agreement of the partners for the time being, or by the

®2 1890 Act, s 32(a) and (b).

*  Consultees may of course prefer certain events, such as the death of a partner, to result in

dissolution of the partnership as a whole unless the partners have opted out of that
solution.

*  Depending on how the definition were framed. See para 5.26 above. Whether the

partnership as a voluntary association has a separate personality so long as it continues is a
separate question which we have considered in Part 4.

* For example, if so provided, on the expiry of a specified time, or on the completion of a

task or enterprise, or on the death of any partner, or on the death or retirement of one
particular partner whose skills are essential to the success of the business, or on the
occurrence of any other specified act or event.
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agreement of those partners entitled by statute® to exercise an
option to do so; or

(d) the partnership was dissolved, as regards all the partners, by a
court on one of the statutory grounds; or

(e) the underlying partnership agreement was terminated, or set aside
by a court, as regards all the partners, on ordinary principles of
common law.

It would be made clear that a partner could cease to be a partner, for example,
on death, retirement or expulsion, without that necessarily terminating the
contractual relation or voluntary association between the other partners, if two or
more remained, unless the partnership agreement so provided.

Courts would be given power, in certain cases where they have at present a
power to dissolve the partnership completely, to dissolve only the relation
between one partner and the rest.

Where a partnership agreement has no provision as to the duration of the
partnership, a partner would have the right, unless this was excluded by the
partnership agreement, to retire from the partnership but would not have the
right, unless this was conferred by the partnership agreement, to dissolve the
partnership as regards the other partners if two or more remained.

The bankruptcy of a partner would dissolve that partner’s relation with the other
partner or partners but, if two or more remained, would not terminate the
relation between those other partners themselves unless the partnership
agreement so provided.”

Special rule for partnerships in course of being wound up?

The dissolution of a partnership does not necessarily complete the process of
winding up the affairs of the partnership. Usually it will be the start of the
winding up process rather than the end. This presents a problem in relation to
those partnerships which have legal personality. It is necessary to stop the
property of the partnership from becoming ownerless, and the rights of the
partnership from coming to an end. There are two main options. The first is
that the partnership can be deemed to continue after dissolution for the purpose
of holding the property and rights of the dissolved former partnership until the
winding up can be completed. The second option is that the property and rights
can be transferred by operation of law to the former partners or some of them for

*® Namely under s 33(2) which at present confers this option only in the case where a partner

“suffers his share of the partnership property to be charged under this Act for his separate
debt”.

" We have considered separately the case where a partner suffers the share of the partnership

property to be charged for a personal debt. See paras 6.49 — 6.53 above.
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the purposes of the winding up.® We discuss this problem in a later part of this
paper.” If the “deemed survival” solution were to be adopted, the rules on
duration discussed in this Part would have to be subject to the deemed survival
rule.

Special rule for ““one-partner” firms?

In this Part we have assumed that a partnership will always come to an end when
the number of partners is less than two. An essential feature of a partnership is
no longer satisfied. It is for consideration, however, whether a period of grace
(of, say, 90 days) should be allowed for the sole remaining “partner” to find a
new partner. If a new partner could be found within this time the partnership
might possibly be deemed to have continued. Some other legal systems have
rules of this nature.” The rules on leaving a continuing partnership would then
apply to the last partner but one. The advantages would be that it might be easier
for the business to continue without a general winding up and that distinctions
between the position of the third last partner to leave and the second last partner
to leave would be avoided. If the partnership continued, and if it had a legal
personality, problems of transferring property and contracts would be avoided.
The disadvantage would be that there would be some logical and theoretical
problems about the nature of the *“partnership” in the period of limbo. There
would also be an increased period of delay and uncertainty for the last outgoing
partner or the representatives of a deceased partner. It should be kept in mind
that it is often possible for parties to reach agreement so that the last remaining
partner takes over the assets and business, leaving that partner free to enter into
a new partnership agreement with a new partner without any time constraints.
The question can be seen therefore as being whether the bargaining position of
the last remaining partner in relation to the last outgoing partner or the
representatives of the last deceased partner should be altered. It might have to be
considered whether any rules would be necessary to counter schemes whereby
another partner was brought in only temporarily for the sole purpose of
activating the special continuance rule.

An alternative way of trying to avoid a sale of the business and assets of the
partnership when only one partner is left would be to give the last remaining
partner an option to buy out the share of the last outgoing partner, leaving it up
to the last partner whether or not to assume a new partner and carry on the
business. It might be difficult, however, to justify an alteration in the bargaining

*® The liabilities of the partnership would become the liabilities of the former partners. See

paras 8.24 — 8.26; 10.54 — 10.61 below.
See Part 8 below.
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In Ghana section 41(1) of the Incorporated Private Partnership Act 1962 provides that a
single remaining partner has six months in which either to admit a new member or
members or to commence the winding up of the firm. In Sweden the Partnership and
Non-registered Partnership Act (1980), Chapter 2, section 28 provides that where the
number of partners in a registered partnership is reduced to one and this situation exists
for six months the partnership is deemed to have already been placed in liquidation.
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position of the last two partners if there was not a strong chance that the
partnership would continue as a partnership.

We invite views on the following questions:

(1) Should special provision be made to enable a partnership to be
deemed to continue for a period after the number of partners has
been reduced to one so as to enable the sole remaining partner to
find a new partner?

(2) Alternatively, should the last remaining partner be given an option
to buy out the share of the last outgoing partner, whether or not
the last remaining partner intends to assume a new partner?

(3) If either of the above approaches were adopted, would any special
rules be necessary to prevent abuse?

Special rule for registered partnerships?

If registered partnerships were to be introduced it would be for consideration
whether they should be subject to the ordinary rules on duration discussed in
this Part. If they were, then provision would have to be made for the register to
be cleansed of defunct partnerships from time to time. If they were not, then
special rules would have to be introduced for the duration of registered
partnerships. One possibility would be to disapply the normal rules on duration
and provide that a registered partnership continued until the entry for it was
removed from the register on one of various specified grounds. This would have
the consequence that there would be one-member partnerships and no-member
partnerships and partnerships which continued in existence even after having
been dissolved by a court. We discuss the duration of registered partnerships
more fully later.”
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See Part 20 below.
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PART VII
POSITION OF OUTGOING PARTNER

Introduction

In this Part we discuss the rules applicable where one partner dies or leaves a
partnership but the partnership continues, as a legal relation and voluntary
association," between at least two surviving or remaining partners. The law
already contains relevant rules because partnership agreements often provide
that the partnership is to continue notwithstanding the death, retirement or
expulsion of a partner. If some of the changes suggested in earlier Parts of this
paper were adopted, the rules on the position of an outgoing partner, where the
partnership continues, would be of more frequent application.”

Our concern in this Part is with the right of the outgoing partner to be bought
out. We deal elsewhere with the rules on the liability of the outgoing partner for
partnership debts contracted before or after the date of departure.’

Use of term ““outgoing partner”

For the sake of simplicity we use the term “outgoing partner” to cover both the
situation where the partner is still alive, as in the case of retirement or expulsion,
and the situation where the partner has died. In the second situation references
to the outgoing partner are references to the representatives of the deceased
partner. Strictly, “outgoing” is misleading because it suggests a continuing
process but it is widely understood to include the partner who has already left
the partnership. We use it in that sense.

There will be an outgoing partner, in the sense in which we use the term in this
Part, where one partner ceases to be a partner but the partnership continues as a
relation or voluntary association between at least two remaining partners. It may
continue either because the partnership agreement provides for this or because
new default rules are introduced to provide for continuity.

' If some of the options discussed earlier were adopted, the partnership might also continue

as a legal person, but the subject matter of this Part does not depend on the adoption of
any particular option as to continuing legal personality.

Some of the changes suggested in this Part would also apply if there was a special rule for
“one-partner” firms or if the last remaining partner were granted a statutory option to buy
out the share of the last outgoing partner: paras 6.62 - 6.64 above. The discussion on
valuation (para 7.30 et seq) would also be relevant to the situation where the terms of the
partnership agreement granted such an option but failed to specify the method of valuing
the share.

See paras 10.42 - 10.53 below.
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General

The 1890 Act deals with the main effects of dissolution of a partnership in
sections 36 to 44. The Act does not contain separate parts dealing respectively
with the position where a partner leaves a continuing partnership and the
position where the partnership comes to an end as regards all the partners. The
provisions are mixed up together. Some appear to apply to the one situation,’
some to the other® and some to both.” In this Part of the paper we are concerned
primarily with the rules in sections 39, 42 and 43.

An outgoing partner’s right to enforce a sale
Section 39 of the 1890 Act provides that:

On the dissolution of a partnership every partner is entitled, as
against the other partners in the firm, and all persons claiming
through them in respect of their interests as partners, to have the
property of the partnership applied in payment of the debts and
liabilities of the firm, and to have the surplus assets after such
payment applied in payment of what may be due to the partners
respectively after deducting what may be due from them as partners
to the firm; and for that purpose any partner or his representatives
may on the termination of the partnership apply to the court to wind
up the business and affairs of the firm.

Although this appears to give an absolute right to an outgoing partner to demand
a winding up, with the sanction of applying to the court if the other partners do
not agree, its effects have been qualified by the courts. First, it may be held that
the outgoing partner has expressly or by implication waived the right to demand
a winding up, particularly if all the partners had agreed in advance that the
partnership and its business would continue.® Secondly, a ‘salaried partner’,
even though held to be a true partner, might not have a right to demand a
winding up, depending on the circumstances of the case.” Thirdly, the English
courts have retained a discretion to order that the share of the outgoing partner
in the partnership should simply be valued and paid in lieu of having a winding

It also has rules, in sections 14, 17 and 36 on the liability of an outgoing partner for
partnership debts. We deal with these rules later.

For example, s 43 seems to be confined to the continuing partnership.

For example, s 38 seems to be confined to the non-continuing partnership.
For example, ss 39, 42 and 44.

®  See, eg, Sobell v Boston [1975] 1 WLR 1587, 1591, per Goff J.

°  See Stekel v Ellice [1973] 1 WLR 191, where the salaried partner was held to lack any
proprietary interest in the firm’s capital, goodwill or clients.
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up. This is known as a Syers v Syers”® order after the decision of the House of
Lords in that case.”

A Syers v Syers order should not be part of a ruling on the entitlement to
partnership assets, but should only be made when the Court is giving directions
on the method of winding up a partnership and the ascertainment and
distribution of assets.” The precise extent of the availability of a Syers v Syers
order is unclear. It may be available when the outgoing partner’s share is small as
in Syers v Syers itself® It may also be available where a sale of the assets is
impracticable.

In the unreported Court of Appeal case of Hammond v Brearley and Burnett,*

Hoffmann LJ noted that a Syers v Syers order is available in ‘exceptional’ cases.”
In Hammond, one partner had a share in minor assets, but no interest in the
firm’s goodwill. At an interlocutory hearing an order for the sale of partnership
assets was made. Hoffmann LJ considered the facts of the case to be highly
unusual and possibly appropriate for a Syers v Syers order. He held that this
possibility should have been left to the discretion of the trial judge.”

The courts, by modifying the apparently unqualified right conferred by section
39, have recognised that it is not always appropriate for an outgoing partner to
have an absolute right to demand a winding up of the partnership. However the
above cases demonstrate the limited availability of a Syers v Syers order. The
usual position will be that, in the absence of an express or implied waiver, an
outgoing partner has the right to enforce a winding up of the business.

The right of the outgoing partner to have the partnership affairs wound up and
the assets applied to meet the liabilities is arguably too strong. It places the
outgoing partner in a powerful position and may lead to the break up of
businesses which could otherwise have continued. On the other hand it is
necessary for the default rules in the Act to recognise, and provide proper
protection for, the legitimate interests of the outgoing partner who might have

' (1876) 1 App Cas 174.

11

This discretion is unaffected by the 1890 Act: see Hugh Stevenson and Sons Ltd v
Aktiengesellschaft fir Catonnagen-Industrie [1917] 1 KB 842, 857, per Lawrence J (CA);
[1918] AC 239, 254 - 255, per Lord Atkinson (HL).

Hugh Stevenson and Sons Ltd v Aktiengesellschaft fir Catonnagen-Industrie [1918] AC 239,
255,

12

* Partners holding a seven-eighths interest in the firm were allowed to buy the remaining

one-eighth interest of the other partners.

10 December 1992.

*® In Hammond v Brearley and Burnett (unreported) 10th December 1992, Hoffmann LJ also

observed that it is ‘notorious’ in the Chancery Division that Syers v Syers is more
frequently cited than applied.

Similarly in Toker v Akgul [1996] 6 CL 466 Evans LJ, giving the leading judgment of the
Court of Appeal, held that the court’s ability to make the appropriate order in a
partnership dispute “should reign supreme”.

16
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serious and well-founded doubts about the ability of the remaining partners to
pay the value of the outgoing partner’s share in the partnership. Our provisional
view is that the best approach would be to begin with the assumption that the
outgoing partner’s claim is only to be paid out, but to provide recourse to the
courts for exceptional cases. The exceptional cases that we provisionally propose
are where the outgoing partner could show that there was a substantial likelihood
either that his claim could not be met or that he would not be indemnified
against the liabilities of the firm for which he retained a liability to creditors of the
firm."

We invite views on the following provisional proposals:

(1) Where a partner leaves a partnership, which continues as between
the remaining partners, the outgoing partner should not have the
right to require the business to be wound up unless this right has
been conferred by the partnership agreement.

(2) The outgoing partner should, however, have a right to apply to the
court to have the business wound up on the ground that there was
a substantial likelihood either that the remaining partners would
not be able to pay out the share of the outgoing partner or that the
outgoing partner would not be indemnified against the liabilities of
the firm.

No provision on what happens to outgoing partner’s share

Currently where there is an outgoing partner and it is agreed, expressly or by
implication, that the partnership should continue among the remaining partners,
section 43 will apply™ so that the outgoing partner’s share will be a debt normally
with effect from the date of the outgoing partner’s departure.®

It is clear that when a partner leaves a continuing partnership there must also be
some provision for the transfer of the outgoing partner’s share in the partnership
to the remaining partners.® If the partnership does not have a separate
continuing personality there also has to be some provision for the transfer of the

17

See paras 10.42 - 10.48 below.

*® If the partnership agreement provides that the outgoing partner retains the share in specie

until its value is ascertained, the conversion of the share into a debt will be deferred.

A consequence of section 43 treating an outgoing or deceased partner’s share as a debt is

that normal limitation rules will apply in respect of actions between partners. Currently
the debt will be time-barred six years after the date of dissolution or death. If the
partnership was constituted by deed, the limitation period will be twelve years as a
specialty debt. Any lien in support of the section 43 debt is likely to be extinguished at the
same time.

% In English law a partner’s share is his entitlement to the net proceeds of sale of the assets

of the firm: Lindley & Banks, paras 19-04 - 19-06. In Scots law the share in a partnership
is similarly a portion of the net assets of the partnership on realisation and is a debt by the
partnership to the partner. See Bell, Comm. Il, 536, Parnell v Walter (1889) 16 R 917.
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outgoing partner’s title to particular items of property to the new group of
partners.” These important matters are not regulated expressly by the 1890 Act.
They are left to be regulated by the partnership contract, by implication from
provisions in the Act® or the general nature of a partnership.”

The way of dealing with this common situation may be regulated by the
partnership agreement but there is a need for default rules for those cases where
it is not. It seems reasonably clear that the appropriate technique is for the
outgoing partner’s share to be transferred automatically, at the moment of
departure, to the remaining partners in return for a right to a payment by the
remaining partners representing its fair value.

In the case of partnerships without a continuing legal personality it would also be
necessary to provide that the outgoing partner would be bound, on request, in
exchange for payment for the share in the partnership to take any necessary steps
to transfer to the remaining partners the title to any particular partnership assets,
or to an interest in them, standing in the name of the outgoing partner. In the
case of partnerships with a continuing legal personality a provision of this nature
would not normally be necessary because the partnership property would belong
to the partnership. However, even in this situation there could be a need to
arrange for a transfer to new trustees of any assets held by the outgoing partner
in trust for the partnership.

We invite views on the following provisional proposals:

(1) The outgoing partner’s share in a continuing partnership should be
transferred to the remaining partners by operation of law at the
moment of departure.

(2) The counterpart of this automatic transfer should be that the
outgoing partner becomes entitled to the value of the share. This
value is a debt from the date of departure.

(3) Where particular partnership assets are held in the name of the
outgoing partner, the outgoing partner should be bound, on
request, to transfer title to the remaining partners or to the

2 We are assuming that in a new law on partnership there would be no case where the firm

had a non-continuing legal personality which would come to an end on a change in
composition even if the partnership continued. We do not therefore have to consider the
problem (which, on one view of the law, exists in Scotland at present) of transferring assets
from the old firm to the new where all that happens is that a partner ceases to be a
member of a partnership which continues as regards two or more remaining partners.

2 For example, s 43 (which could be read as implying that the share accrues to the

“surviving or continuing partners” to be replaced by a right to a monetary “amount”).

%It might be thought to be contrary to the nature of a partnership that a person could cease

to be a partner and yet continue to own a share in the partnership. This would be like
ceasing to be a shareholder in a company while continuing to own the shares.
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partnership (if it has a continuing legal personality) or to trustees
for the partnership, as may be appropriate.

Interest on the value of the outgoing partner’s share

Section 42

Section 42 deals with the situation where the continuing partners carry on the
partnership business with its capital or assets without any final settlement of
accounts with the outgoing partner. It applies not only where the partnership
continues but also where the partnership assets are used in the way indicated -
even if by a new partnership or even by a sole remaining partner.” It is a sort of
special statutory rule on restitution or unjustified enrichment designed to
prevent the persons using the assets from profiting from that use at the expense
of the outgoing partner.

Section 42 provides that:

(1) Where any member of a firm has died or otherwise ceased to be a
partner, and the surviving or continuing partners carry on the
business of the firm with its capital or assets without any final
settlement of accounts as between the firm and the outgoing partner
or his estate, then, in the absence of any agreement to the contrary,
the outgoing partner or his estate is entitled at the option of himself
or his representatives to such share of the profits made since the
dissolution as the Court may find to be attributable to the use of his
share of the partnership assets,” or to interest at the rate of five per
cent. per annum on the amount of his share of the partnership assets.

(2) Provided that where by the partnership contract an option is
given to surviving or continuing partners to purchase the interest of a
deceased or outgoing partner, and that option is duly exercised, the
estate of the deceased partner, or the outgoing partner or his estate,
as the case may be, is not entitled to any further or other share of the
profits; but if any partner assuming to act in exercise of the option
does not in all material respects comply with the terms thereof, he is
liable to account under the foregoing provisions of this section.

Section 24(1) provides that, subject to agreement to the contrary, partners are
entitled to share equally in the capital and profits of the business. That those
rights continue following dissolution is apparent from section 38. In Popat v
Shonchhatra®™ the Court of Appeal held that section 42(1) is an exception to the
general application of section 24(1) post-dissolution, but that post-dissolution

24

See, for example, Barclays Bank Trust Co Ltd v Bluff [1982] Ch 172.

% The section refers to partners carrying on the business of the firm “with its capital or

assets”. Interestingly earlier drafts of the Partnership Bill referred throughout to capital or
assets. However, a partnership’s assets would include its capital, so nothing turns on this.

26

See para 8.5 et seq.
7 [1997] 1 WLR 1367.
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capital profits are covered by section 24(1), not being profits within the meaning
of section 42(1).”

There are considerable practical problems in determining what profits (if any at
all) are attributable to a partner’s share of partnership assets.” The provision is
unnecessary, given that a right to interest on the value of the partner’s
outstanding share would be sufficient, if interest were at an appropriate rate, to
recognise the outgoing partner’s rights.

Instead of an account of post-dissolution profits, the outgoing partner has the
option to elect to receive interest at 5 per cent per annum on the amount of his
share of the partnership assets.® This has the benefit of simplicity. The rate has
not changed since it was enacted in 1890. There will obviously be times when
the rate is uneconomic. There was judicial criticism of this in Sobell v Boston.*

We suggest that the interest should be at a commercial rate from the date the
debt accrues and that the option to elect for a proportionate share of the profits
attributable to the use of a partner’s share of the assets in section 42 be abolished.

The rate of interest could be related to:
(1) the Bank of England base rate;
(2) the retail bank base rates; or
(3) the court judgment rate.

The purpose of the interest is to compensate the outgoing partner for the need to
borrow money pending the payment of his debt. Obviously the actual rate a
partner would be quoted depends on numerous factors. However, the
benchmark is invariably the Bank of England base rate. To link the value of a
partner’s right to compensation on this seems the most appropriate way of
pegging the rate of interest to prevailing economic circumstances.

We invite views on the following provisional proposal and question:

% It is our view that an increase in value of a capital asset cannot be regarded as being

attributable to the use of a share of the partnership assets.

These difficulties were considered in Willet v Blanford (1842) 1 Hare 253, 269; 66 ER
1027, 1033; per Wigram V-C and in Hugh Stevenson and Sons Ltd v Aktiengesellschaft flr
Catonnagen-Industrie [1917] 1 KB 842, 849 (affirmed [1918] AC 240 (HL)) by Swinfen-
Eady LJ, where it was pointed out that: “subsequent profits mat be wholly attributable to
the diligence, business aptitude, credit, and personal qualities of the remaining partners.”
Wigram V-C’s guidelines amount to this: an outgoing partner may be entitled to an
account of post-dissolution profits but this can only be satisfactorily determined when all
the facts are put before the court; there are a number of conceivable outcomes.

InWilliams v Williams [1999] 9 CL 457 it was decided that the court could not order the
payment of interest under its statutory power in cases to which section 42 applied.

* [1975] 1 WLR 1587, 1593 per Goff J.
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(1) The outgoing partner should no longer have a right under section
42 to a share of the profits attributable to the outgoing partner’s
share in the partnership assets. Instead there should be a right to
interest, at a rate reflecting current rates, on the amount of the
share due to the outgoing partner.

(2) Should the rate of interest be a specified percentage above the
Bank of England base rate and, if so, what should it be?

Indemnity to outgoing partner

We have proposed the transfer of the outgoing partner’s share to the remaining
partners.” It is probably appropriate to provide that the firm or the remaining
partners should indemnify the outgoing partner against the firm’s debts and
obligations. Lord Lindley explained the basis of such an indemnity:

if all the assets of the firm are assigned to the continuing or surviving
partners, it is only fair that they should undertake to pay its debts:
and if it appears that it was the intention of all parties that they should
do so, effect will be given to such intention, although the undertaking
on their part is not explicit in its terms.”

Such an indemnity is usually implied.*

The transfer of the outgoing partner’s share would not have the effect of
discharging the outgoing partner’s liability to creditors of the firm.* In the
absence of such a discharge, an indemnity is required to give effect to the
transfer of the share. This is clear where the share is valued by reference to net
assets on a notional sale. But it follows from the nature of a partner’s share as a
share of the net value of the firm® whatever method of valuation is adopted. We
recognise that there may be circumstances in which the partners may wish to
qualify an indemnity, as for example where breach of duty by the outgoing
partner has caused loss to the firm.* One solution is to provide for an indemnity
as a default rule and leave it to the parties to qualify the indemnity.* Another is

2 See para 7.17 above.

Quoted in Lindley & Banks, para 10-207.
* See Gray v Smith (1889) 43 Ch D 208, 213, per Kekewich J.
*  See paras 10.42 - 10.48 below.

* See Lindley & Banks, paras 19-04 - 19-06, Bell, Comm. I, 536, Parnell v Walter (1889) 16
R 917.

33

" Often express indemnities will exclude any liability attributable to the outgoing partner’s

wrongful acts or omissions even if there is no breach of duty to the firm: see Lindley &
Banks, para 10-208, and for an example, T Sacker, Practical Partnership Agreements (1st ed
1995) p 56.

% See for example section 701(d) of RUPA which provides for an indemnity but excludes

liabilities incurred after dissociation through an act of the dissociated partner within his
apparent authority. It has been drawn to our attention by English practitioners that there is
more resistance in recent years to the giving of an indemnity by the continuing partners to
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to provide as a default rule that the indemnity does not cover any liability
attributable to the outgoing partner’s wrongful acts or omissions. Another is to
provide that the indemnity should be without prejudice to any claims the
partners or firm may have against the outgoing partner for breach of duty to the
firm which has caused loss to the firm.

We invite views on the following questions:

(1) Do consultees agree that there should be a default rule that if the
outgoing partner’s share is to be paid out the outgoing partner
should receive the benefit of an indemnity from the remaining
partners?

(2) If so, should the indemnity be qualified:

(@) to exclude any liability attributable to the outgoing
partner’s wrongful acts or omissions; or

(b) so that it is without prejudice to any claims which the
partners or firm may have against the outgoing partner for
breach of duty to the firm; or

(c) inany other way?

Valuation of an outgoing partner’s share

The introduction of continuing independent legal personality or of the
provisional proposals in Part 6 would lead to a decrease in the number of general
dissolutions. There would therefore be more instances of partners leaving
continuing partnerships and of valuations of their shares.”

Here we deal with disputes as to the value of a partnership or of the share or as
to how the share should be paid out. Methods of valuation are summarised in
Appendix C, adapted for partnerships by Peter Holgate and Emile Woolf of
Kingston Smith from Appendix D in Litigation Support.” Drawing on that text
we canvas views as to two alternative measures of valuation that could be
provided in statute to apply if the partners have no agreement as to such
measures. We then go on to consider whether the currently available methods of
dispute resolution should be reformed to deal with valuation disputes. Finally
we discuss whether there should be provision for payment by instalments.

the outgoing partner. This is apparently due to fears that it may encourage partners to
leave when a partnership is encountering financial difficulties.

* Many partnerships have no formal agreement to govern them. See para 1.17 above.

40

PricewaterhouseCoopers, C J Lemar & A J Mainz (eds), Litigation Support (4th ed 1999),
published by Butterworths, a Division of Reed Elsevier (UK) Ltd.

© PricewaterhouseCoopers 1999. Reproduced by permission of The Butterworths
Division of Reed Elsevier (UK) Limited.
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Valuation of the partnership

The valuation of any business is a highly subjective matter. The choice of an
appropriate method depends on the circumstances of the business being valued.”
The effect on the business of the departure of a partner is relevant both to
valuation and to arrangements for payment for the share.” In cases where there
is no agreemen