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5.5 Partnership

5.5a What is a partnership?

Persons who run a business together are said to be in partnership. Partnership is the second
form of business organisation at which we shall look, and we will explore what a partnership
IS, in the eyes of the law, in the next activity.

Activity 1: Nature of a partnership

0 hours 10 minutes

Suppose you had set up a business buying and selling second-hand cars with two friends, and
you decided to call it “Yew, Hymn and Hurr, Car Dealers’. Please read s. 1 (1) of the
Partnership Act 1890 as set out below to determine whether you would be ‘in partnership’
with your two friends.

The Partnership Act 1890, s. 1 (1), provides that:

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

Discussion

This wording means that, were you to run your second-hand car business together, you would
indeed be in partnership with your friends: the appropriate relationship would subsist between
you. Note that the existence of a partnership would not depend on any agreement to that
effect between you and your friends; it would be enough that you carried on the business
together with a view to making a profit. Whether or not you thought of yourselves as
partners, you would still be partners in the firm of ‘Yew, Hymn and Hurr, Car Dealers’. (The
word ‘firm’ is used to refer to the partners collectively.)

End of discussion

You should also note that the word ‘firm’ is often used in a non-technical way to mean any form of
business organisation. Here, however, we are using it in a more technical sense to mean the partners
in a partnership, and it is preferable to stick to that sense of the term.

5.5b Key characteristics of a partnership

In the previous section, we noted some of the key characteristics of being a sole trader. You may wish
to briefly review that section before proceeding, as in the remaining activities in Part B, we will
consider those same characteristics in the context of a partnership. First, we will look at those
characteristics which give rise to issues as between the partners themselves.
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Activity 2: Relations of partners with each other
0 hours 25 minutes

Suppose you have set up ‘Yew, Hymn and Hurr, Car Dealers’ with your friends. Please read
s. 24 of the Partnership Act 1890 as set out below, paying particular attention to sub-sections
24(1), 24(5) and 24(8). Please then answer the following questions:

1. Who ‘owns’ the second-hand car business?
2. Who makes the decisions which affect the nature and running of the business?
3. Who is entitled to the profits which the business makes?
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24. Rules as to interests and duties of partners subject to special agreement

The interests of partners in the partnership property and their rights and duties in relation to
the partnership shall be determined, subject to any agreement express or implied between the
partners, by the following rules:

1. All the partners are entitled to share equally in the capital and profits of the business, and
must contribute equally towards the losses whether of capital or otherwise sustained by the
firm.

2. The firm must indemnify every partner in respect of payments made and personal
liabilities incurred by him-
(@) In the ordinary and proper conduct of the business of the firm; or
(b) In or about anything necessarily done for the preservation of the business or
property of the firm.

3. A partner making, for the purpose of the partnership, any actual payment or advance
beyond the amount of capital which he has agreed to subscribe, is entitled to interest
at the rate of five per cent per annum from the date of the payment or advance.

4. A partner is not entitled, before the ascertainment of profits, to interest on the capital

subscribed by him.

Every partner may take part in the management of the partnership business.

No partner shall be entitled to remuneration for acting in the partnership business.

No person may be introduced as a partner without the consent of all existing partners.

Any difference arising as to ordinary matters connected with the partnership business

may be decided by a majority of the partners, but no change may be made in the

nature of the partnership business without the consent of all existing partners.
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9. The partnership books are to be kept at the place of business of the partnership (or the
principal place, if there is more than one), and every partner may, when he thinks fit,
have access to and inspect and copy any of them.

Discussion

1. Section 24(1) provides that, subject to any agreement express or implied between the
partners, ‘all of the partners are entitled to share equally in the capital and profits of
the business’ (our emphasis).

The fact that you are entitled to share in the capital equally means that you will ‘own’
the wealth invested in the business in equal proportions, unless you have agreed
otherwise. If you had contributed different amounts of capital to the business, you
probably would ‘agree otherwise’ — normally, you would agree that you shared in the
capital of the business in the proportions that you contributed it. Note that the
Partnership Act 1890 is here using the word ‘capital’ in the sense of ‘wealth invested’,
and the word ‘profit’ in the sense of ‘wealth created’. This is the ‘narrower’ sense of
the word ‘capital” which we noted in a previous activity.

2. Section 24(5) provides (again subject to any agreement express or implied between
the partners) that ‘every partner may take part in the management of the partnership
business’. Section 24(8) (again subject to contrary agreement) provides that:

e Any difference arising as to ordinary matters connected with the partnership business
may be decided by a majority of partners, but no change may be made in the nature of
the partnership business without the consent of all the existing partners.

So, if, for example, you were to disagree about the price at which to sell a particular
car, the matter would be resolved by a majority decision: two of you could ‘outvote’
the other. For this would be an ordinary matter connected with the partnership
business. However, unanimity would be required if you wished to start buying and
selling commercial vans, for this concerns the nature of the partnership business. Even
these requirements are ‘subject to contrary agreement’. So, for example, you could all
agree at the outset that you would not sell any cars without unanimously agreeing the
price.

3. As we saw above, s. 24(1) provides that, subject to any agreement express or implied
between the partners, ‘all of the partners are entitled to share equally in the capital and
profitsof the business’ (our emphasis).

This means that any profits of the business will be shared equally between you, unless
you agreed some other basis for sharing profits. The wealth the business creates (its
profit) is very often shared in the same proportions as the wealth which the partners
have invested in the business (its capital). This, however, does not have to be the case
— it might be that one of the partners works longer hours than the others, and is
rewarded with a higher proportion of the profits than their capital contribution alone
would entitle them to.

End of discussion
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You may have noted that those provisions of the Partnership Act 1890 which deal with the
relations of partners between one another are, for the most part, subject to contrary agreement
between the partners. So, as regards the relations of partners to one another, the Partnership
Act 1890 provides what is basically a ‘default’ position.

It is normally considered good practice for partners to set out any agreement they may wish
to make about their business in a formal ‘partnership agreement’ between them. Obviously,
this will be most important where they wish to agree something different from the “default’
position that would otherwise apply under the Partnership Act 1890. A partnership agreement
normally sets out the purposes of the partnership, how the partners are to be treated as
owning the business, how they share any profit from it, and the rules governing its
management and control. A partnership agreement is, in effect, the ‘constitutional document’
of a partnership. The constitutional documents of a company, in very general terms, cover the
same sorts of issue that a partnership agreement would be expected to cover.

As sole traders own the capital and get to keep the profits of their businesses, so do partners —

they share in the capital and profits equally, or as otherwise agreed. We will see a short
example in the next activity.

Activity 3: Profit sharing between partners

0 hours 15 minutes
When setting up their business, Yew, Hymn and Hurr made capital contributions as follows:

e Yew: £10,000
o Hymn: £20,000
e Hurr: £30,000

Under their partnership agreement, Hymn works six days a week, Hurr works five days a
week, and Yew only works when the others are on holiday. As a result, it is agreed that the
first £11,000 of profit is to be divided between Hymn and Hurr, who are to be credited with
£6,000 and £5,000 respectively. The remaining profit is divided in proportion to the capital
contributions of the partners. If this year's profits are £47,000, how much profit will each of
the partners be entitled to?

Discussion

After allowing for the £11,000 to be divided between Hymn and Hurr, the remaining profits
of the business are £36,000. This is divided between the partners in proportion to their capital
contributions.

Hymn will therefore receive £6,000 plus £18,000, i.e. £24,000.

Hurr will therefore receive £5,000 plus £12,000, i.e. £17,000.

Yew will therefore receive £6,000.

End of discussion



We noted before that a sole trader was responsible for all of the debts and obligations of the
business they ran; and we saw that one of the consequences of this was that a sole trader
potentially put at risk their entire personal wealth. In the next activity, we will look at the
relationship between the partners on the one hand, and the persons with whom they deal on
the other. This activity will also enable us to explore the consequences of business failure for
persons in partnership.

Activity 4: Relations of partners with outsiders

0 hours 25 minutes

Please read the extract from s. 9 of the Partnership Act 1890 as set out below. Please then
consider the following circumstances:

The firm of Yew, Hymn and Hurr has hit upon hard times. The bank overdraft stands at
£80,000. The firm owes its suppliers £70,000, and owes its landlord £30,000. The only
property it has is ten unsold cars, which in total are worth £30,000. There is no prospect of
continuing in business.

Hymn and Hurr live in rented accommodation and have no material personal wealth at all.
Yew, however, lives in a house worth £80,000, and has scrimped and saved so that the
mortgage is completely paid off. Yew also has a personal bank account with £50,000 in it.

1. Who is responsible for all of the debts and obligations of the business?
2. Who will end up meeting them (i.e. paying them)?

Section 9 of the Partnership Act 1890 provides that

‘Every partner in a firm is liable jointly with the other partners ... for all debts and
obligations of the firm incurred while he is a partner; ...’

Discussion

This wording means that all three partners would be jointly liable to pay off the overdraft, to
pay the suppliers, to pay the rent, and so on. Note that this provision is not subject to any
contrary agreement between the partners. It applies whatever the partners may think about it!

All of the partners are jointly liable to meet the claims of the firm's creditors, because the
firm's creditors are simply their creditors: for Yew, Hymn and Hurr are the firm.

Only £30,000 of these claims will be able to be met out of the partnership's assets. Perhaps
you think that Yew should only have to pay one-third of the remaining £150,000 owed to
creditors, and that the other two-thirds is a problem for Hymn and Hurr. But you would be
wrong! If Hymn and Hurr are unable to meet their share of any liability, it is Yew's bad luck
that he has money and the other partners do not, not bad luck for the creditors.

The firm's creditors will be able to enforce their claims by making Yew bankrupt, and Yew
will in due course lose not only the £50,000 which he had in the bank, but also his house.
Even then, £20,000 worth of the creditors’ claims will not have been met!
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End of discussion

Where a partnership business fails, creditors may go unpaid in whole or in part, but in
general, they will not lose anything until all of the partners have lost everything! Running a
business as a partnership potentially puts at risk the personal wealth of all of the partners.
Again, much more is at risk than just the capital invested by the partners in the business.

As we noted, s. 9 of the Partnership Act 1890 is not subject to contrary agreement: the law
dictates that the partners of a firm are jointly liable for the debts and obligations of the firm.
This was the one provision we have looked at which deals with the relations of partners with
persons dealing with the partnership (i.e. outsiders); and it is true generally, that those
provisions of the Partnership Act 1890 which regulate the relationship between the
partnership and outsiders are not subject to contrary agreement by the partners.

In English law, using the words ‘firm” and ‘partnership’ is just a convenient way of referring
to the persons who are partners involved in running a business and to the relationship
between them. The ‘firm’ is not something ‘in addition to’ the partners who comprise it; there
IS no extra entity which the law regards as existing separately from the partners (though the
position is different in Scotland). It is for this reason that the assets and rights and debts and
liabilities of the firm just are the assets and rights and debts and liabilities of the partners.



