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into chapters, approaching their current form.
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visions and regulatory rules in each chapter, and questions for thought
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of overarching comparative relationships and the trees of the individual
legal systems.
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sion to reproduce edited versions of the judicial opinions in this text for
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The essential qualities of the corporation






Approaching comparative company law*

Required reading

EU: First Company Law Directive, art. 1

D: AktG,§ 1

UK: CA 2006, secs. 1, 3,4

US: DGCL, § 101(b); Model Act, §$ 1.40(4), 3.01(a)

Approaching comparative company law
L. The approach coordinates

The disciplines of “comparative law” in general and “comparative com-
pany law” in particular are natural companions to the globalization of
social, political and economic activity. The course of economic and pol-
itical developments in recent decades has thus increased the amount of
comparative law taking place at every level, whether it be that of fact-
oriented practitioners, result-seeking legislators and development agen-
cies, or theory-focused academics. Each of these activities has its own
interests, priorities and goals. Nevertheless, there are certain “approach
coordinates” that mark the path for all their comparative studies. This
introductory chapter will outline some important approach coordinates
for the comparison of the laws that govern public companies in the United
States, the United Kingdom and Germany.

Just as the merchants who engaged in the earliest forms of inter-
national trade developed a commercial law that was trans-jurisdictional,’

* The text of this chapter is adapted from an article of the same title, first published in
Fordham Journal of Corporate and Financial Law (2008) 14: 83. We are grateful to the
Fordham Journal of Corporate and Financial Law for permission to use the textin the con-
text of this larger project.

! See e.g. Merryman and Pérez-Perdomo (2007: 13); Horn (1995: Intro. VI mn. 3 et seq.);
Glenn (2005: 114-116).
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so today merchants and their counsel are often at the forefront of com-
parative legal activity. When a transaction spans international borders,
the persons responsible for structuring it must of necessity become
corporatists. As Professor Klaus Hopt has observed, lawyers and legal
counsel “are the real experts in both conflict of company laws and of for-
eign company laws ... Working out the best company and tax law struc-
tures for international mergers, and forming and doing legal work for
groups and tax haven operations, is a high, creative art.”? Legal counsel’s
repeated choices of a given structure or law can gradually crystallize into
a “best practice,” which independently or under the auspices of profes-
sional associations® can lead to many jurisdictions adopting the practice
and converging toward a perceived optimal rule. In this way, the prac-
tical choices of lawyers eventually collect into recognized legal norms.
Comparative scholars like Professor Philip R. Wood, whose numerous
books focus on the practical details of the financial laws and instruments
in many countries,” give internationally active lawyers the information
they need to approach transnational problems. His is a comparative law
that focuses on providing detailed and accurate information about dis-
parate legal systems rather than either reflecting on the policy goals of
legislation or seeking the overall coherence of a given system’s solution
to a specific problem.’

Comparative activity with great practical impact also occurs at venues
quite removed from commercial transactions. The unprecedented level of
international cooperation occurring on the regulatory side of contempor-
ary globalization creates systematic comparative studies that have dra-
matically accelerated legal understanding and convergence. Any project
to harmonize national laws or draft a convention to govern an area of law
among nations will likewise of necessity compare laws to find the best, or
at least the most mutually acceptable, solution. Institutions such as the

N}

Hopt (2006: 1169).

Such “associations” can range from the International Chamber of Commerce and their
“Incoterms” for international sales transactions, to the International Bar Association and
their numerous practice guides, to the voluntarily adopted master framework agreements
created by organizations like the International Swaps and Derivatives Association, Inc.
See e.g. Wood (2007); Wood (1995).

The method used, as is appropriate for the goal of the comparative study, centers around
the practitioner’s desire to use the law: “There are three broad steps in this type of meas-
urement: (1) the legal rules; (2) the weighting of the importance of the legal rules in prac-
tice; and (3) actual implementation or compliance by the jurisdiction concerned.” Wood
(2007: 16).

w
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European Union,° the United Nations,” the International Institute for the
Unification of Private Law (UNIDROIT)® and the Hague Conference on
Private International Law’ engage in comparative law on a grand scale in
order to produce their directives, regulations and conventions. This activ-
ity falls under the rubric of “legislative comparative law” in the descrip-
tive schema offered by Professors Konrad Zweigert and Hein Kotz, and
has historically been one of comparative law’s most solid domains." If
legislative efforts seek to achieve a specific result,'' like economic prosper-
ity, stable government or investor protection, then a second-level problem
arises: the legislator must correctly ascertain a real, causal connection
between the chosen law or legal system and the desired social or economic
effect. The latter type of project falls squarely within the mission of insti-
tutions such as the World Bank, which seeks to “help developing coun-
tries and their people ... [by] building the climate for investment, jobs
and sustainable growth.”"* In addition to the studies prepared by their
own staffs and experts, much of the academic comparative law produced
in universities also supports the activities of legislators and development
agencies.

The increasingly high stakes for the success of commercial transactions
of correctly understanding foreign law and of comparing, choosing and

¢ As it developed from an initial six to its current twenty-seven member states over a
fifty-year period, the European Economic Community (now the European Union)
harmonized a core of minimum standards in many areas and followed this up with
mutual recognition of member state law while introducing a parallel movement toward
European standardization. See Craig and de Burca (2008: 620-627). This combination
of legislative strategies allowed mandatory harmonization to implement an initial uni-
formity, which made home rule and voluntary convergence acceptable and then led to
greater harmonization becoming unproblematic, so that the laws of individual member
states — particularly the later entrants, which were forced to adopt packages of introduc-
tory laws — became ever more tightly matched.

7 This activity is performed, in particular, by the United Nations Commission on
International Trade Law (UNCITRAL) and the Office of Legal Affairs, Codification
Division’s Codification of International Law. See www.un.org/law/.

8 UNIDROIT “is an independent intergovernmental organisation ... [whose] purpose

is to study needs and methods for modernising, harmonising and co-ordinating pri-

vate and, in particular, commercial law as between States and groups of States.” See
www.unidroit.org.

“Since 1893, the Hague Conference on Private International Law, a melting pot of differ-

ent legal traditions, develops and services Conventions which respond to global needs.”

See www.hcch.net.

10 Zweigert and Kotz (1998: 51). Also see Donahue (2006: 3).

1" Zweigert and Kotz call this “applied comparative law” (1998: 11).

12 See the “Challenge” of the World Bank, at www.worldbank.org.
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implementing laws have naturally drawn an increasing amount of aca-
demic attention to comparative law. Although the steady growth actu-
ally began in the nineteenth century, with the major codifications in
continental Europe,"” the increase was dramatic as efforts to develop the
economies of the former Soviet Union, Eastern Europe and China took
off in the 1990s. This activity has been particularly intense in the area
of comparative company law, specifically addressing questions of “com-
parative corporate governance,” comparative “shareholder rights”* and,
within the European Union itself, comparative methods of “creditor
protection.”"® Major events in this “academic comparative law” were the
publication in 2006 of a collection of theoretical essays on the activity of
comparative law in the Oxford Handbook to Comparative Law,'® and, with
particular regard to comparative company law, the teaming up of seven
leading corporate law scholars from different jurisdictions to produce in
2004 a high-level comparison of the company law of the United States,
Europe and Japan, which is now in its second edition."”

Comparative company law is thus expanding quickly at various levels
of abstraction and practice. Each level has its own focus and its own tasks.
While practical comparatists might concern themselves with the type of
document filed or lodged in order to perfect a security interest, the le-
gislative comparatists could focus on whether a specific regime for col-
lateral could stimulate desired commercial activity, and the theoretically
oriented academic comparatists might well be occupied with whether a
practical comparatist’s understanding of both “filings” and “creditor pos-
session” as two forms of “publicity”*is a tenable functional analysis or dis-
plays unacceptable levels of an Aristotelian teleological essentialism.”” All
three levels of activity occur separately but are closely related, and many
works, like that of Wood, tend to cross the line from practice to theory
and back again. Like any other theoretical activity, academic comparative
law examines the steps taken in the practical activity of comparison in
an attempt to make its methods more transparent and conscious and its
results more objective and accurate. This includes, at a minimum, scru-
tiny of the perspective from which foreign legal systems are investigated

13 Zweigert and Kotz (1998:51). ' Siems (2008).

15 See e.g. the special issues of the European Business Organization Law Review (2006) on
creditor protection and the European Company And Financial Law Review (2006) on
legal capital in Europe.

16 Reimann and Zimmermann (2006).

17 Kraakman, Davies, Hansmann, Hertig, Hopt, Kanda and Rock (2009).

18 Wood (2007: 140 et seq.). ' Michaels (2006: 345-347).
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and understood, the scope and content of such investigation, the concep-
tual tools that are used to compare and evaluate laws, and the basis on
which causal links between law and a desired social or economic result
are posited.”

One of the best methodological analyses of comparative law, that of
Zweigert and Kotz, proposes a flexible, inductive process of preliminary
hypotheses, investigation of functional values, checking of preliminary
results, and a reformulation of the hypotheses.” This method moves back
and forth between functional parts understood as parts of a hypothetical
whole, and adjustments to the initial understanding of that whole based
on new information gained from an analysis of the parts. Although the
type of caution a comparatist should exercise when using this circular
method of assuming a whole to determine the functions of the parts and
then employing a deepened understanding of the parts’ complementary
functions to reformulate the idea of the whole cannot be reduced to a sim-
ple checklist, it would include at least the following approach coordinates
to reduce the risk of committing certain, predictable mistakes.

At the most basic level, it is important that accurate information about
therespective legal systemsbe procured and only comparableitemsindeed
be compared, so as to avoid creating useless or misleading comparisons.
Next, it must be remembered that, unlike discrete objects (e.g. apples and
oranges), legal rights, duties and forms cannot be accurately compared in
isolation. Even if a problem is universal to humanity, the rights and duties
selected to address this problem within a given legal system present only
one possible configuration of solution, which serves a relative (not a tran-
scendently essential) function within the chosen framework.* The func-
tions of a given right, duty or organizational form might also complement
other functions within the same system, so that the functions create an
almost organic network of interdependence within the legal system. In
order better to understand what is strictly considered “law,” comparatists
must also remember that legal systems exist within societies, and both
receive and exercise influence vis-d-vis such societies.”” Further, societies
and their legal systems exist in history. They evolve in reaction to histor-
ical events, and such evolution is restricted by paths earlier taken,** which

20 Zweigert and Kotz (1998 34-47). ' Zweigert and Kotz (1998: 46).

22 Michaels (2006: 358-359). Such contingency would not affect the debate on natural law,
for the same principle or norm argued to have universally prescriptive force could be
protected by various, differing, functionally equivalent rights and duties.

23 Luhmann (2004: 142-147).

24 Roe (1996b: 641); Bebchuk and Roe (1999: 139-142).
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means that the comparatist should be aware of the historical position of
the legal system being studied. Finally, since at least one leg of a legal com-
parison will include a law or legal system of a foreign state or country or
from a distant time, accurate comparison will require an acute awareness
of the distorting tendencies of one’s own perspective in time, nation and
culture. The foregoing indicates that comparatists should exercise caution
with regard to at least the following points of approach:

1. They should obtain accurate information (particularly texts and trans-
lations) and compare only comparable items.

2. They should examine the functional values of rights, duties, proce-

dures and forms as system components within the context also of soci-

ety as a whole.

They should consider history’s impact on the legal system.

4. They should be aware of the natural distorting tendencies of one’s own
perspective.

e

In drafting this text, we have tried to respect these approach coordinates.
Each of the legal systems examined in this volume has first been stud-
ied from within, relying on the best available understanding offered by
experts on their own domestic law, followed by a comparative analysis
that attempts to take into account the differences in perspective when
a national legal system is seen from the vantage point of each of the
other two systems. We hope that an intrinsic analysis of each legal sys-
tem, combined with a view from each to the other, can help us overcome
the circus phenomenon sometimes found in comparative law, in which
local institutions (e.g. German co-determination, UK voting by show of
hands and US contingent fees) are trotted out as exotic oddities that are
interesting primarily as curious deviations from our familiar domestic
norm. Society and history must be drawn into the analysis of the object
of study, but to the extent possible excluded from the perspective of the
studying subject.

An essential prerequisite for the first point listed above is to define the
object of our study, to know exactly what we are attempting to compare.
We must therefore draw aboundary with some specificity around the con-
cept of “company law.” To this end, the following subsection will examine
the content of company law in Germany, as expressed primarily in the
Stock Corporation Act (Aktiengesetz or AktG),” in the United Kingdom,
as expressed primarily in the Companies Act 2006 (Companies Act 2006

2 Law of September 6, 1965, as amended most recently on January 5, 2007, BGBI I, p. 20.
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or CA 2006),%° and in the United States, as expressed primarily in a state
corporate law, represented here by the Delaware General Corporation
Law (DGCL or Title 8, Del. Code)?” and the Model Business Corporation
Act (the Model Act).”®

II.  Defining company law functionally

»29

“Company law” or “corporate law”*’ in all jurisdictions is generally
understood as a body of law enabling the creation of an entity with “five

» «

core structural characteristics™ “(1) legal personality, (2) limited liability,
(3) transferable shares, (4) centralized management under a board struc-
ture, and (5) shared ownership by contributors of capital.”*" If a law other
than a “company” law were to regulate one of these “core characteristics”

26 CA 2006, Chapter 46, 8 November 2006.

27 Delaware Code Annotated, Title 8.

28 The Model Actis drafted by the Section on Business Law of the American Bar Association.
It was originally published in 1950, was revised substantially in 1984, and has been
revised on a regular basis since. The Model Act has been adopted in substance in thirty of
the fifty US states. See Chapter 3, Section V.A, below.

2 This text uses the terms “company” law and “corporate” law indistinguishably.
“Corporate law” is a US term and “company” law is the preferred term in the UK, as
well as in the English-language versions of EU legislation. From a German perspective,
the term “corporate” law might be more accurate for this text, as the object of this study
is stock corporations that may well be large enough to be listed on a stock exchange,
an area of study that German scholars might call the “law of capital collecting com-
panies” (Kapitalgesellschaftsrecht), as opposed to “company law” (Gesellschaftsrecht),
which would likely include various forms of partnerships and limited liability com-
panies (Gesellschaften mit beschrinkter Haftung) as well as stock corporations
(Aktiengesellschaften). The German understanding of the term “company law” might be
rendered as “corporations and other business organizations.” Here, both “company law”
and “corporate law” will refer to the law governing entities with the five characteristics
listed below.

3 Armour, Hansmann and Kraakman (2009a: 5). These characteristics are by no means a
recent invention. For similar lists of core characteristics, at least with respect to US law,
see Clark (1986: 2); and Ballantine (1946: 1). For historical discussions of the develop-
ment of these characteristics, see Cheffins (2009) (focusing on the power of sharehold-
ers to control management), Harris (2005) (discussing the early stock corporation as a
device to allow impersonal cooperation among investors), Gevurtz (2004: 89) (focusing
on central management under a board) and Mahoney (2000) (focusing on legal person-
ality and limited liability). Although limited liability is considered to be one of the most
valuable characteristics of a corporation, it should be noted that both German and UK
law offer companies with unlimited liability: the German limited partnership by shares
(Kommanditgesellschaft auf Aktien or KGaA) and the English “unlimited company” both
offer the possibility of an entity that issues shares to investors but leaves at least one of
their owners with unlimited liability. Moreover, UK law also provides for limited com-
panies in which a guarantee replaces capital as the financial core of the company.
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of the corporate entity, it would require treatment in a study of company
law. This is unproblematic when another law is expressly linked to the
company law. Labor co-determination in Germany provides a good ex-
ample. The sections of the Aktiengesetz that refer to the number, qualifi-
cations and appointment of members of the supervisory board expressly
refer to the provisions of the various laws providing for co-determination
in Germany.” The inclusion of co-determination laws in any study of
German company law is thus beyond question.

Difficulties arise, however, when a law’s function closely complements
the corporation law in the jurisdiction in question, but the law is not ex-
pressly linked to the company law. If such laws are excluded from treat-
ment, any picture of the jurisdiction’s “company law” will be incomplete.
If different mixes of topical laws govern the same area in different juris-
dictions, a comparison that does not take this difference into account
could be distorted. For example, if we compared the German company
law rule requiring disclosure of an interest in a stock corporation that
exceeds 25 percent of its capital, expressed in § 20(1) of the Aktiengesetz,
exclusively with the DGCL and the case law related to that statute, which
states no such requirement, we would have to conclude that German com-
pany law creates greater transparency. However, if we add to the mix a
US federal law, the Securities Exchange Act of 1934 (the Exchange Act),
particularly § 13(d) thereof and the rules issued under it requiring dis-
closure of any holding exceeding 5 percent of a class of shares “registered”
under the Exchange Act,’” we tend to reach the opposite conclusion, and
German law appears less extensive. Yet when the requirements of § 21 of
the German Securities Trading Act (Wertpapierhandelsgesetz or WpHG),
which applies to listed companies, are also added to the comparison,*
we see that the obligations of Delaware and German listed companies
are quite similar in this respect. Because the rules governing companies

3

§$ 95-104 AktG. See Chapter 10.

32 17 CFR § 240.13d-1(a). Securities must be registered under § 12 of the Exchange Act if
either (i) they are listed on a national securities exchange or (ii) the issuer of the securities
has more than 500 shareholders and total assets exceeding $10 million (see § 12(g) of
the Exchange Act, in connection with Exchange Act Rule 12g-1, 17 CFR § 240.12g-1). In
addition to securities registered under § 12 of the Exchange Act, Rule 13d-1 also applies
to “any equity security of any insurance company which would have been required to
be so registered except for the exemption contained in section 12(g)(2)(G) of the Act,
or any equity security issued by a closed-end investment company registered under the
Investment Company Act of 1940.” 17 CFR § 240.13d-1(j).

Securities Trading Act (Wertpapierhandelsgesetz) published on September 9, 1998, BGBI
vol. I, p. 2708, as most recently amended by art. 4 of the Law of July 31, 2009, BGBl vol. I,
p. 2512.

3

by
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are often differently distributed among the companies laws and various
other relevant laws in different countries, knowledge of the applicable
relevant laws, including their nature and the range of their application,
is necessary.

Moreover, each of the five “core” characteristics of a corporation may be
closely tied to other areas of law. Bankruptcy (or insolvency) law presents
agood example. One purpose of legal personality and limited liability is to
demarcate the assets against which creditors may have recourse to recover
the debts of the corporation,’ and such recourse is often taken in insolv-
ency proceedings over the company’s assets. The inclusion of bankruptcy
law in the study of company law is, however, still debated. In choosing not
to address most aspects of bankruptcy law in a 2004 study of corporate
law, Professors Henry Hansmann and Reinier R. Kraakman argued that
“bodies of law designed to serve objectives that are largely unrelated to the
core characteristics of the corporate form ... do not fall within the scope of
corporate law.”* Following this view, the lawmaker’s legislative purpose
would determine whether a given piece of legislation should be included
within a study of corporate law. However, as discussed above, the func-
tional method of comparative law should not limit itself to intention, but
rather to the systemic role played by the given law within the legal system
and the society. The intention behind a topical law would then not be the
best criterion for deciding whether to include it in a study of company law.
For example, German labor laws express a legislative intention to have
employees treated fairly by corporations, but as one means to this end the
law serves the function of specifying the composition of the supervisory
board. US securities laws have the express legislative intention to protect
investors regardless of who or what is selling the relevant securities, but as
one means to this end such laws have the function of, inter alia, regulat-
ing the information a registered corporation must disclose. The fiduciary
principles and rules of agency law that are central to corporate govern-
ance were also in no way devised with the intention of regulating the cen-
tralized management of a corporation. It would seem that a test based on
legislative intent would not be the best way to separate company law from
related but extraneous norms.

In adifferent context, Professor John Armour askedin 2005 whether EU
member states could successfully use their bankruptcy laws to compete

3 Armour, Hansmann and Kraakman (2009a: 9-10); Hansmann and Kraakman (2000: 393
et seq.).
% Hansmann and Kraakman (2004: 17) (emphasis added).
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for charters in the free space opened by the decisions of the European
Court of Justice (EC]) preventing member states from imposing burdens
on the establishment of companies from other EU states within their bor-
ders.’® He argued convincingly that “[c]orporate insolvency law supplies
rules which govern companies experiencing financial distress, and so
it is appropriate to consider it as being within the scope of a functional
account of ‘company law’. In particular, there may be complementarities
between insolvencylaw and other aspects of a country’s corporate govern-
ance regime.””” Viewed from this perspective, which is that of a corporate
promoter or incorporator, complementarities would exist between a cor-
porate statute and an insolvency law if the latter had a material impact on
the choice of jurisdiction in which to incorporate due to its effect on a core
corporate characteristic. Such an “effects” test is essentially a functionality
test seen from a practical rather than a theoretical vantage point. It would
demand that provisions of other laws be considered together with the jur-
isdiction’s company law - regardless of whether the legislative purpose
of such law is to regulate corporations - if it affects or functionally com-
plements the corporate law statute with respect to a core corporate char-
acteristic. Pursuant to this test, all rules, laws and organizational forms
that have the function of regulating the corporation, its activities, or the
rights of persons vis-a-vis the corporation in respect of a core character-
istic should be seriously considered for inclusion in an analysis of com-
pany law. Hansmann, Kraakman and Armour seemed to have reached a
consensus position approaching such an effects test when, in 2009, they
wrote: “There are many constraints imposed on companies by bodies of
law designed to serve objectives that are, in general, independent of the
form taken by the organizations they effect ... [W]e will ... discuss them
where they are specifically tailored for the corporate form in ways that
have important effects on corporate structure and conduct.”*

Along these lines, tax law, which is one of the most important con-
siderations when planning the incorporation of a company or the estab-
lishment of a subsidiary, would not come within a study of company law
because it does not have a close relation to a core characteristic of com-
panies. Tax treatment of income in a given structure is often an economic
incentive to adopt one business form or another, but the effect of link-
ing tax and company law here is purely economic. For example, if tort
awards were extravagant in a given jurisdiction, encouraging a flight to

3 See Chapter 3,below. 37 Armour (2005: 39).
3 Armour, Hansmann and Kraakman (2009a: 19).
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limited liability, this does not mean that tort law is part of company law.
Similarly, under this “effects test,” rules on secured debt can be removed
from our treatment of company law as they are not essentially linked to
any of the five core characteristic of the corporation. From a purely func-
tional point of view, rules allowing a lender to earmark an asset as secur-
ity for the repayment of a debt could apply in similar form to physical
persons, as is evidenced by mortgages and by the law on security inter-
ests in the US and Germany.” The historical choice of the UK expressly
to regulate fixed and floating charges in the Companies Act 2006*° and
its predecessors would not seem to contradict this. On the other hand,
rules on fraudulent conveyances would be part of “company law,” as they
serve a capital maintenance function (closely related to the limited liabil-
ity and investor ownership characteristics of corporations) in the United
States, whilst the same function is served by the legal capital rules of
German and UK company law. As this example makes clear, it can rea-
sonably be assumed that the topical laws seen as having corporate law
functions and thus included in a functional definition of company law
will not be identical in each jurisdiction. The core characteristics of a
stock corporation and some topical laws that are closely enough related
to these characteristics to be studied with company law can be graphic-
ally represented as shown in Figure 1.1.

A. Germany

In Germany, the Aktiengesetz providesa comprehensive regulation of stock
corporations that is mandatory unless provided otherwise.* Tracking the
core characteristics of the stock corporation listed above, the Aktiengesetz
provides for the creation of an entity with legal personality, limited li-
ability and transferable shares,** having a centralized management under
atwo-tier board structure®’ that is subject in certain respects to the share-
holders.** The Aktiengesetz also incorporates by reference provisions of

¥ See e.g. art. 9 of the Uniform Commercial Code and the treatment of Sicherung-
siibereignungen, in Weber (1997).

See CA 2006, Part 25.

§ 23(5) AktG, discussed in detail in Section 1.III.A.

§§ 1-53a AktG.

§§ 76-116 AktG. Under the Aktiengesetz, a stock corporation has a two-tier board. The
two levels are the supervisory board (Aufsichtsrat), provided for in §$ 95-116 AktG, and
the managementboard (Vorstand), provided for in §$ 76-94 AktG. The shareholders elect
all or some (if co-determination applies) of the supervisory directors (§ 101(1) AktG), and
the supervisory board in turn appoints the managing directors (§ 84(1) AktG), who have
direct responsibility for managing the company (§ 76(1) AktG). For discussions of this
structure, see Baums (2002) and Hopt (1997: 3).

4
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Agency Law Insolvency Law

Legal Limited
Personality Liability

Stock
Corporation

Central Transferable
Management Shares
Fiduciary
Principl_es Investor Ownership Securities_ Law
Securities Law Commercial Law
Labour Law

|Property Law, Bankruptcy Law and Fiduciary Principles|

Figure 1.1 The five characteristics of a corporation and related topical laws

the Commercial Code (Handelsgesetzbuch or HGB) on the preparation
of the annual financial statements, including the specification of reserves
and distributable profits,” provides shareholders with a right to demand
a special audit,*® and requires the financial statements to be made avail-
able to the shareholders for their approval.”” Going beyond the range of
coverage that would be expected by a US lawyer, the Aktiengesetz con-
tains provisions on the disclosure of equity holdings,** and on the solici-
tation of proxies by banks holding shares in custody,”’ incorporates the
Co-Determination Act to place labor representatives on the supervisory
board,” specifies the rights, duties and financial statements required
of companies operating in corporate groups,’' and requires listed com-
panies to adopt a governance code on a “comply or explain” basis.”> One
exception to the inclusionary tendency of the Aktiengesetz is the hiving
off of rules on mergers between stock corporations in a special law, the
Reorganization Act (Umwandlungsgesetz or UmwG).” Like Delaware
law, but unlike the UK Companies Act 2006, the Aktiengesetz does not
contain extensive provisions on accounting, which were moved to the
Commercial Code in 1985.7* As will be discussed in Chapter 3 below, the
Aktiengesetz has been shaped over the years through the implementation

4 §§118-147.  * §150 AktG. 6 §§142-146 AktG. ¥ §175 AktG.

% §20AktG.  * §128 AktG.  *° §101 AktG.

o1 §§291-328 AktG.  *? §161 AktG.

5 Umwandlungsgesetz (UmwG) of October 28, 1994, as most recently amended by the Law
of April 19,2007, BGBl vol. I, p. 542.

¢ This was done in the context of implementing three EC directives on individual and
group accounts. See the Law of December 19, 1985, BGBl vol. I, p. 2355.
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of many EU directives. The resulting law is broad, comprehensive and
mandatory.

In the area of company law, German courts clearly break the mould of
robotic obedience to the law’s letter that uninformed commentators on
contemporary Civil Law would impose. At alllevels, these courts have cre-
ated doctrines going beyond statutory law through a significant body of
decisions on topics such as pre-incorporation liability, the equitable subor-
dination of loans made by shareholders to the company and the fiduciary
duties of management.” Indeed, as will be seen in the next chapter, the
German High Federal Court went further than any US court has dared to
tread in reading an entity theory of partnership into the Civil Code because
of the impracticality of continuing to follow an aggregate theory. Some
leading company law decisions were handed down with reference to the
Limited Liability Companies Act (Gesetz betreffend die Gesellschaften mit
beschrinkter Haftung or GmbHG) rather than the Aktiengesetz and then
applied to stock corporations by analogy. In the Holzmiiller and Gelatine
decisions, reprinted in part in Chapter 23 below, the High Federal Court
extended the governance rights of the shareholders of a parent corporation
to management decisions regarding the corporate group’s structure as well
as to certain shareholder decisions in the subsidiaries.

This manner of developing the law through judicial decisions, in par-
ticular the interaction between the courts, legal scholarship and legal
practice, is referred to as Rechtsfortbildung. The High Federal Court’s
former president, Robert Fischer, once gave a classic warning that courts
should exercise judicial restraint to remain within the acceptable bound-
aries of judicial activism:

The judiciary is well advised to exercise self restraint and to focus on the
particular facts of the individual case and to refrain from general, sys-
tematizing statements. It should rather leave the systematic classification
of its cases to the critical assessment by legal scholars and analyze the
compatibility of its decisions on the basis of such assessment. On the basis
of an individual case, courts are frequently unable to foresee the impact
their decision will have on the further development of the law. On the
other hand, once the consequences of a line of cases have become clear,
courts must strive to bring the extension of the law to a close. In doing
that they should be aware that for the sake of transparency and legal cer-
tainty they will be bound by their own decisions.*

> See e.g. the High Federal Court’s creation of a German business judgment rule in the
ARAG V. Garmenbeck, reprinted in part in Chapter 13.
56 Fischer (1969: 97).
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Although the Aktiengesetz itself includes provisions that other juris-
dictions might attribute to areas outside corporate law proper - such
as on the disclosure of holdings and the behavior of custodian banks
in the proxy solicitation process — most studies of German company
law would also include, in addition to the Co-Determination Act and
the Reorganization Act, a number of rules from the Securities Trading
Act (Wertpapierhandelsgesetz or WpHG)” and the Takeover Act
(Wertpapiererwerbs- und Ubernahmegesetz or WpUG)™ in any compre-
hensive treatment of company law proper, especially when discussing
listed companies. As the converse of the principle of lex specialis derogat
legi generali, a German court will also look to the more general rules on
company forms contained in the Limited Liability Companies Act, the
Commercial Code and the Civil Code (Biirgerliches Gesetzbuch or BGB)
if a given situation is not expressly governed in the specifically applic-
able Aktiengesetz.” This would be a direct consultation of the law, quite
different from the situation referred to in the preceding paragraph in
which decisions regarding a GmbH are applied analogically to an AG.
Companies listed on the Frankfurt Stock Exchange are also governed by
the exchange’s rules, and therefore these rules should also be taken into
account. The Frankfurt rules are less extensive than their counterparts in
London or New York both because the Aktiengesetz already includes rules
on a number of matters — such as the requirement for a separate body
of independent directors — which might otherwise be provided in listing
rules, and because listed companies should follow the German Corporate
Governance Code (Deutscher Corporate Governance Kodex)®® (listed
companies must state in the notes to their financial statements whether
they have adopted the Code, or, if they have not adopted the Code, explain
their reasons for that non-adoption).®’

Thus, the complete picture of what we understand as “company law” in
Germany is rather broad, but easily defined. It includes a central, detailed
statute and a number of laws specifically incorporated by reference to
cover accounting, mergers and co-determination, the laws and rules on

5

N

Habersack, in MiinchKommAktG (2008: Intro. mn. 190 et seq.); Schmidt (2002: 32).

Kiibler and Assmann (2006: 506 et seq.).

% For example, most of the rules on pre-incorporation liability for an AG are derived from
cases regarding GmbHs, which in turn may depend on general principles of company
membership found in the BGB’s provisions on civil law companies (partnerships). See
Kiibler and Assmann (2006: 376 ef seq.).

¢ The Kodex in its currently updated form is available at www.corporate-governance-
code.de.

1§ 161 AktG.

&

5
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takeovers and securities regulation, as well as applicable exchange rules
and a corporate governance code.

B. United States

In the United States, corporate law statutes are state law. The statute of
the state in which a company is incorporated governs its existence and its
“internal affairs,”” and US states generally allow corporations incorpo-
rated in other states to do business in their state as “foreign” corporations
subject to minimal requirements, such as designating an agent for service
of process.® Today, most major US corporations, including over 60 per-
cent of the so-called Fortune 500, are incorporated under the law of the
State of Delaware.’* Some of the other states, such as Oklahoma, follow the
DGCL. Although the Model Act is used in some form in the great major-
ity of US states, the companies employing it are more likely to be small
and unlisted, and thus Delaware remains the most important corporate
law in the United States for public companies. The Model Act is highly
significant, however, because novel ideas on the preferred shape of com-
pany law have often been channeled through the efforts of the American
Bar Association’s Section on Business Law in order to update and improve
the Model Act. For example, one of the first statutory provisions to articu-
late the duty of care of company directors was in the Model Act, and a
provision of this type, albeit with different content, was introduced into
the UK Companies Act 2006. We will thus point to the Model Act where it
presents interesting, alternative solutions to those found in the DGCL.
The DGCL governs each of the five core characteristics of the busi-
ness corporation. It provides for the creation of an entity with legal
personality,® limited liability,*® management by a centralized board®’
and transferable shares.*® The aspect of shared ownership by investors is
implicit in the company’s existence as an entity that must issue stock,*

62 Scoles, Hay, Borchers and Symeonides (2000: § 23.2). See Chapter 3, Section V.A, for a
detailed definition of “internal affairs.”

6 Gevurtz (2000: 36). Although states do not require local incorporation as a prerequisite
for doing business, the US Supreme Court has held that such a request would not imper-
missibly burden the interstate commerce whose regulation lies solely within the jurisdic-
tion of the federal government. See Railway Express Agency, Inc. v. Virginia, 282 US 440
(1931).

4 According to the State of Delaware’s Division of Corporations, consulted in June 2009,
850,000 legal entities have been established in the state, including 63 percent of Fortune
500 companies and over half of all US publicly traded companies.

6 §106 DGCL. % §102(b)(6) DGCL.

¢ §141 DGCL.  ® §§201-202DGCL. ® §102(a)(4) DGCL.
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which must be paid for,”” and which represents a property interest in the
corporation in the form of a “chose in action.””" Although shareholders
rarely use this power, § 141 DGCL also gives shareholders the right to
eliminate centralized management by vesting executive control in a body
other than the board of directors, such as a council including all share-
holders. The greatest difference between the DGCL and the Aktiengesetz
is that the Delaware law is almost completely composed of optional,
default terms that shareholders may modify, supplement or eliminate in
the company’s certificate of incorporation.”” On this point it resembles
the UK Companies Act 2006, which allows many aspects to be regulated
by the articles of association.”” Delaware corporate law also comprises
a very large body of decisions handed down by the Delaware Supreme
Court and Court of Chancery on all aspects of corporate law, and par-
ticularly on such matters as fiduciary duties, which are not provided for in
the statute.”” The regulation of corporate groups, for example, which the
Aktiengesetz expressly governs, is left to judicially crafted fiduciary duties
imposed on majority shareholders.”

The Delaware statute contains no provisions on disclosure, accounting
or audits, but does have rules to govern mergers’® and takeovers.”” Given
the thin and relatively optional character of the DGCL, it is not surprising
that corporate law is generally considered to include substantial elements
of securities regulation.” As will be discussed in more detail in Chapter 3,
including “securities regulation” in company law means looking to the
requirements of some or all of the federal laws grouped under Title 15
of the US Code, which includes not only the Exchange Act, but also the

7 §152DGCL. ™" Equitable Trust Co. v. Gallagher, 67 A 2d 50, 54 (Del. Ch. 1949).

72 Pistor (2005:9). 7 See Section C below.

7 For the two years, 1999 and 2000, Professors Robert B. Thompson and Randall Thomas
found that approximately 78 percent of Delaware Chancery Court cases addressed fidu-
ciary duty issues. See Thompson and Thomas (2004: 167). It should also be noted that the
use of cases as weighty authority is one area in which common law and civil law are cer-
tainly on a convergence path in many European countries. In conversations and experi-
ence during the period between 1992 and 2008, the authors have repeatedly received
confirmation that case precedent is the soundest authority used in Italy and Germany on
the meaning of a given statutory provision.

Chapter 18 below. ~ 7¢ §§251-266 DGCL. 77 §203 DGCL.

See e.g. Ballantine (1946: 858-886); Clark (1986: 293-240 and 719-749); and Gevurtz
(2000: 537-529). Gevurtz notes at p. 39 that “federal securities laws have become a
significant component of corporation law.” It should be remembered that the US
securities laws apply not only to companies whose securities (including debt secur-
ities) are listed on a stock exchange, but also to large companies with more than 500
shareholders.
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Securities Act of 1933 (the Securities Act)”® and the Trust Indenture Act
of 1939 (the Trust Indenture Act),** among others. Beyond these laws and
the extensive body of rules that the Securities and Exchange Commission
(SEC) has issued under their authority, a listed company would also have
to comply with the rules of the relevant exchange, which can be quite
extensive. It is also common to include basic principles of revocable or
fraudulent transfers from bankruptcy law in studies of US corporate law.*'
The latter serve to supplement the relatively permissive capital mainten-
ance rules found in the DGCL, the Model Act and other similar statutes.

The enabling nature of the DGCL, which is composed mostly of non-
mandatory “default” rules, would allow a company, in its certificate of
incorporation, to comprehensively govern most rights, duties and cir-
cumstances, which leaves a rather limited ambit for the binding range
of “company law.” However, once the company is large enough to trig-
ger application of the securities laws, such laws begin to regulate annual
meetings, accounting practices, and directors’ dealings in shares, among
other things. When the company is listed, both the securities laws and the
relevant set of exchange rules would impose yet another layer of manda-
tory regulation, governing the composition of the board of directors and
the type of securities that may be issued. The composition of US “com-
pany law” thus changes significantly with the proximity of a corporation
to the capital markets.

C. United Kingdom

As ajurisdiction with a Common Law system that has significantly influ-
enced US law, and as a member state of the European Union that, like
Germany, must implement EU directives and obey EU regulations and
ECJ decisions, the company law of the United Kingdom takes a middle
position between the US and Germany. The UK, which had some of the
oldest rules on corporations, dating back to the seventeenth century, now
has the newest company law of the three jurisdictions examined. Both
the core statute and many of the outlying rules serving a corporate law
function were substantially amended in 2006. The Companies Act 2006
revised the 1985 version of that law and restated rules developed by over
a century of case law on fiduciary duties and the duty of care owed by

79 Securities Act of 1933, 15 USCA §$ 77a-77aa (2000).

80 Trust Indenture Act of 1939, 15 USCA §§ 77aaa-77bbbb (2000).

81 Eisenberg (2005: 858 et seq.); Clark (1986: 40-52). Dean Clark also includes bankruptcy
provisions on equitable subordination of creditor claims in his treatment of corporate
law. Clark (1986: 52-71).
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company directors,* thus codifying rules that Delaware and German law
express primarily through judicial decisions.** The Companies Act 2006
provides for the creation of all types of companies (public or private lim-
ited by shares or by guarantee, as well as unlimited)** and provides rules
for a corporate entity with the five core characteristics discussed in our
functional definition of “company law.” A company limited by shares is a
“body corporate,”® with limited liability,*® transferable shares,*” central-
ized management under a board,* and shared ownership by contributors
of capital.*’

The Companies Act 2006 removed a number of rules, such as those
regarding the mandatory disclosure of significant shareholdings’ and
share dealings by directors,” from the Companies Act and placed them
instead in newly issued rules of the UK Financial Services Authority
(FSA). This resembles earlier decisions to hive off rules from the Act, such
as when insolvency rules were removed from a pre-1985 version of the
Act and placed in the Insolvency Act 1986.”% As mentioned, other mat-
ters, such as detailed rules on directors’ duties, were added to the Act,
and it remains the most extensive and most detailed of the three laws
being examined here. Like the Aktiengesetz, the Companies Act provides
strict rules on the constitution and maintenance of capital® and require-
ments for annual mandatory disclosure’* (both from EU law), but, like
the DGCL, the Companies Act is flexible, and allows such matters as
the method of appointing directors” and the operation of the board”
to be freely shaped in the company’s articles. In contrast to the other

8.

S

See generally Chapter 2 of the CA 2006. Sec. 170(3) CA 2006 provides that: “The general
duties are based on certain common law rules and equitable principles as they apply in
relation to directors and have effect in place of those rules and principles as regards the
duties owed to a company by a director.”

The Aktiengesetz does provide a standard of care for managing and supervisory direct-
ors (§§ 93 and 116 AktG), prohibits managing directors from competing with the com-
pany (§ 88 AktG), and imposes a duty of confidentiality on all directors (§$ 93 and 116
AktG), but the detailed parameters of the duty of loyalty (Treupflicht) have been worked
out by the courts in a manner one would expect from a traditional Common Law juris-
diction. The Model Act provides statutory standards of conduct for directors somewhat
less extensive than those of the CA 2006 but rather more detailed than those found in the
Aktiengesetz.

Secs. 3 etseq. CA2006. % Sec. 16(2) CA 2006.

Sec.9(2)(c) CA2006. ¥ Secs.10and 544 CA 2006.

Sec.154(2) CA2006.  ® Sec. 8(1)(b) CA 2006.

Previously secs. 198 et seq. CA 1985.  °' Previously secs. 323 ef seq. CA 1985.

Davies (2008:57).  ** Seee.g. Parts 17 and 18 CA 2006.

% Seee.g. secs. 414 et seq. CA2006.  *° Reg. 17, S12008 No. 3229.

% Regs. 6 et seq., SI 2008 No. 3229.
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laws, the Companies Act 2006 provides extensive and detailed rules on
accounting,”” and is accompanied by model articles that govern a signifi-
cant part of a company’s internal management affairs. The model articles
are prescribed by the Secretary of State,” and drafted by the Department
for Business, Enterprise and Regulatory Reform (BERR), which replaced
the Department of Trade and Industry (DTI) in 2007. It must also be
noted that the BERR was short-lived, and, in 2009, was replaced by the
Department for Business, Innovation and Skills (BIS). This new acro-
nym is doubly confusing because, since 1930, the acronym has referred
to the Bank for International Settlements, the highest-level regulator for
international banking regulation, particularly capital requirements. The
UK BIS has taken on the tasks previously performed by the DTT and the
BERR in connection with drafting the statutory instruments as necessary
under the Companies Act.

Beyond the Companies Act and its related statutory instruments, com-
pany law in the UK contains basically the same capital market elements
as in Germany, given that they both derive from EU directives, plus the
insider dealing provisions of the Criminal Justice Act 1993.”° The fact that
rules on company insolvency, directors’ dealings and shareholder disclo-
sures were originally located in the Companies Act argues for including
such laws and rules under the rubric “company law.” The FSA’s Disclosure
and Transparency Rules thus constitute a central element of UK com-
pany law.'”” The FSA’s Listing Rules also contain important rules of com-
pany law for listed corporations, such as requirements that shareholders
approve significant transactions and mandatory restrictions on direct-
ors’ dealings in their company’s securities.!”” Unlike either the US or
Germany, takeovers involving listed companies in the UK are regulated
by a code adopted by a private panel endowed with regulatory authority.'*
In addition to the 2006 Act, the UK has the Insolvency Act 1986 contain-
ing a doctrine of “wrongful trading,””* which can serve as an additional
tool for capital maintenance,'”* and is an important part of company law.
Like Delaware, the UK has an extensive body of case law addressing every

%7 Seee.g.Part 15CA 2006.  # Sec.19(1) CA 2006.

% Part V of the Criminal Justice Act 1993.

190 See FSA, Disclosure and Transparency Rules.

101 See FSA Listing Rules, Rule 9 (Model Code, Nos. 3 et seq.), FSA Listing Rules, Rule 10.

102 Secs. 942 et seq. CA 2006 and Takeover Code. See also Armour and Skeel (2007: 1744
et seq.).

103 Chapter X of the Insolvency Act 1986; Davis (2008: 77).

104 Armour (2005: 44).
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APPROACHING COMPARATIVE COMPANY LAW 23

aspect of corporate law, with particular focus on the duties of directors
and the rights of the minority shareholders to relief, which, despite the
broad coverage of statutory and administrative rules, remains central to
any study of UK company law.

Leaving aside the very significant area of accounting rules (which are in
the text of the Companies Act 2006 and incorporated by reference into the
Aktiengesetz), we submit that the laws falling under the rubric “company
law” in Germany, the UK and the US should be those set out in Tablel.1.



The partnership as a form of business organization

Required reading

D: HGB, §§ 114-116, 125, 126, 128-130, 159, 160, 161-177a; Income Tax
Act (Einkommensteuergesetz), § 15(1), no. (2)

UK: Scan for main concepts such as the nature of a partnership, the liabil-
ity of partners, management by partners, representation, and the trans-
ferability of shares: Partnership Act 1890 and Limited Partnership Act
1907

US: Revised Uniform Partnership Act, table of contents, and §§ 201-202
(and Comment), 401, 404 (and Comment), 301-303 (and Comment),
306, 503, 703 (and Comment); US Internal Revenue Code, § 701

Partnerships in Germany, the UK and the US
1. Partnerships and corporations

In the preceding chapter, we looked at the essential characteristics of the
stock corporation. Before moving on to study these characteristics in de-
tail, let us pause briefly to examine the characteristics of an alternative or-
ganizational form: the partnership. Both partnerships and corporations
are organizational forms that allow a number of people to join together
to pursue a common (commercial) purpose. Both are freely established
by contract among the members, in both cases the organization serves
as a vehicle to pursue an end, and, for both, the members are obliged to
contribute something of value that enables the association to operate. As
will be highlighted below, there are clear differences between a corpor-
ation and what one might call the “central” or “traditional” concept of
the partnership, but law has developed in accommodation to business
needs over the years so as to blur the distinction between the two forms.
In the United States, some refer to this as “entity proliferation” and call

24
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for a countervailing “entity rationalization.” Aside from the broader
policy question of the “proliferation” of organizational forms, it is im-
portant for a student of corporate law to clearly understand (i) the dif-
ferences between a corporation and a (general) partnership and (ii) that
the flexible laws of some jurisdictions or even just creative lawyering will
allow organizations to be crafted combining corporate and partnership
characteristics.

Traditionally, the main difference between corporations and partner-
ships is to be found in the nature of the relationship between the associ-
ation and its members: corporations are legal persons distinct from their
members.? Therefore, the rights and obligations of the corporation are
distinct from those of its members, and vice versa. This is the essence
of what is referred to as “limited liability”: a shareholder is not liable for
the company’s debts beyond her investment in the company. The corpor-
ation can continue in time regardless of the exit of old and the entrance
of new members, which also allows shares in the corporation to be freely
transferable. The corporate entity has its own management, and share-
holders may not act on behalf of the corporation without authority from
this entity.

In contrast, a partnership emphasizes the interpersonal mingling of
the talents and assets of the partners: a group of people who pool their
assets and act as mutual agents and principals to pursue a common goal.
Indeed, partnership law developed from the law of agency, and each part-
ner is understood as an agent for the other partners. There is no structural
separation of ownership and control. This origin is still visible in today’s
partnership statutes, such as in § 714 of the Biirgerliches Gesetzbuch,
which provides that partners with management authority are presumed
to have authority to act as an agent for the other partners, section 5 of the
UK Partnership Act 1890, which states that “[e]very partner is an agent
of the firm and his other partners,” and § 301 of the US Revised Uniform
Partnership Act (RUPA), which similarly provides that “[eJach partner
is an agent of the partnership for the purposes of its business.” It follows
from this power that obligations of the partnership are obligations of the
partners.” However, as Hansmann, Kraakman and Squire have shown,

! See Ribstein (2003).

2 On German law, see § 1(1) AktG and § 13 GmbHG. On English law, see e.g. Salomon v.
Salomon [1897] AC 22, 51 (HL). On US law, see e.g. Bank of the United States v. Dandridge,
12 Wheat 64 (1827); Buechner v. Farbenfabriken Bayer Aktiengesellschaft, 154 A 2d 684
(Del. 1949).

* Seee.g. §714 BGB; sec. 9 PA 1890; § 306 RUPA.
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because the personal obligations of the partner have in most times and
jurisdictions not been enforceable against the partnership, this form also
provides vital asset partitioning that allows its business to function des-
pite the personal finances of its partners.*

As the obligations are those of a given group of partners, the entry and
exit of partners to this group must dissolve the existing partnership or
otherwise be carefully regulated. Thus, the basic concept of a partner-
ship is that of an agreement between the partners governing the joint
management of assets jointly owned by the partners, in which partners
are jointly liable for obligations incurred. The distinction between the
traditional concepts of corporation and partnership is thus that a cor-
poration is a legal entity, a juridical person, with rights and duties of its
own, but the rights and obligations of a partnership are nothing more
than the aggregate of the rights held and the obligations incurred by the
partners under a common name. This has led to one of the major eco-
nomic advantages of using the partnership form in most jurisdictions,
namely, that partnership income is taxed just once, in the hands of the
partners, while the income of a corporation is taxed once as its own and
again as income of the shareholders if distributed to them in the form
of a dividend. The interpersonal characteristic of a partnership is also
evidenced by the fact that, unlike a corporation, a partnership cannot
exist with just one partner, and this fact is provided for in German,’ UK®
and US’ law.

II.  Types of partnerships

In each of our three jurisdictions (Germany, the United Kingdom and the
United States), there are both partnership forms with unlimited liabil-
ity and those with limited liability. The former are divided in Germany
between commercial partnerships, professional partnershipsand partner-
ships for other purposes, and the latter are divided in the United Kingdom
and the United States between partnerships in which the liability of some
partners is limited and those in which the liability of all partners is lim-
ited. The following describes each of these organizational forms.

* Hansmann, Kraakman and Squire (2006: 1337).
5> §705BGB. ¢ Sec.1(1) PA1890. 7 §202RUPA.
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A. Germany

The law of Germany provides for five types of partnerships: the “civil
law partnership,” the “commercial partnership,” the “professional part-
nership,” the “limited partnership” and the “partnership limited by
shares.”

1. Civil law partnership The basic partnership type under German
law is the civil law partnership (Gesellschaft biirgerlichen Rechts or GbR)
under §$ 705-740 BGB. A GbR can be established by implied or express
oral or written agreement for any common purpose, and could be some-
thing as small as two people jointly renting an automobile for a weekend
trip, to alarge firm of lawyers or a syndicate of banks jointly underwriting
a multi-billion euro securities offering.” The GbR arises with the agree-
ment of the partners to jointly pursue a common goal and the contribu-
tion of each partner to the partnership.” There is no register in which its
existence must or can be inscribed. It characteristically presents itself to
the world as an aggregate of persons rather than under a unified trade
name.

The operative management of a partnership includes two, distinct legal
steps in dealings with third parties. The first is the (internal) process of
making decisions for the partnership (management authority), and the
second is the process of carrying out these decisions vis-d-vis third parties
(authority to represent). In a GbR, unless otherwise provided in the part-
nership agreement, all partnership decisions must be made unanimously
by the partners, and all partners are presumed to have authority to bind
the partnership vis-a-vis third parties.!” Each partner owes the others a
duty of loyalty."! All partners have a claim to a portion of the assets upon

8§ 705 BGB. Syndicated underwriting is not deemed a commercial activity within the
meaning of the HGB because only business ventures with substantial durations and
which entail a large number of transactions constitute commercial activities within the
HGB’s definition. If a placement of securities is to be concluded within a few weeks, the
partnership between the banks would be governed by the BGB rather than the HGB, even
though all members of the partnership themselves unquestionably carry out commercial
activities.

§ 705 BGB. The partners must merely agree on a common purpose and to make some
kind of contribution (which can consist of rendering services) toward the pursuit of that
purpose. There is no need either to establish joint property or for all partners to share in
the partnership’s profits. Ulmer, in MiinchKommBGB (2009: § 705 mn. 150, 282).

10°§§ 709, 714 BGB.

1 §713 BGB.

2 BGHZ 142, 315; 154, 88.

©
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liquidation of the partnership, and all are liable without limit for the debts
of the partnership.'” Partners entering a GbR are immediately liable for all
the debts of the partnership, and partners exiting the GbR remain liable
for a period of five years from the date their exit is made known to the
respective creditor for those debts incurred up to the point of their exit
from the GbR."”

Individual partners can trigger the dissolution of the partnership."
Depending on the partnership agreement, the entrance of a new partner
may require the unanimous or majority approval of the other partners,
and the exit or death of a partner may cause either the partnership to
dissolve or the continuing partners’ shares to expand with appropriate
compensation for the deceased’s heirs."” As discussed later in this chapter,
over 100 years after the GbR form came into existence through statutory
enactment, the German High Federal Court decided in ARGE WeifSes
Ross that it should be considered a legal entity for the purposes of exer-
cising rights and acting as a party in court, but internally, between the
partners, as an aggregate of related individuals.'® This decision directly
contradicts the classical understanding of Civil Law judges rigidly apply-
ing the letter of the law, in contrast to innovative Common Law judges
adapting the law to a changing society: here, the Civil Law court replaced
the highly impractical and troublesome “aggregate” characteristic, which
Common Law courts in the US were unwilling to do without statutory
action from the lawmaker.

2. Professional partnership Because German law does not con-
sider the “liberal” professions (e.g. lawyers, physicians, architects and
accountants) to be commercial activities, professionals cannot use the
commercial partnership form discussed below. As an alternative to the
GbR, Germany enacted legislation in 1994 to allow for a professional
partnership (Partnerschaftsgesellschaft or PartG) as an association of pro-
fessionals. The PartG is intended to provide an equivalent to the general
commercial partnership; accordingly, the rules governing the PartG are

13§ 736(2) BGB, in connection with § 160(1) HGB, and BGHZ 117, 168, at 178 et seq.

“ §723BGB. ' §727 BGB.

The dominant view has traditionally been that a partnership is not a legal entity. However,
for practical purposes § 124 HGB achieves the same result for commercial partnerships,
as discussed below. The BGB partnership provisions do not contain a provision like § 124
HGB. Therefore, the GbR was conceived merely as a label for the aggregate of the part-
ners. The view on this issue has been reversed by several recent decisions of the Federal
Supreme Court, including ARGE WeifSes Ross.

17§ 1 PartGG.
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fashioned to a great extent on those of the commercial partnership, and
in part on those for the GbR. Given its purpose, a PartG may have only
natural persons as partners."”

The main benefit of the PartG form is that its liability structure is tailored
to the nature of professional activity. Beyond her contribution to partner-
ship assets, an individual partner will be liable only for her own malprac-
tice, and the partners who were not actually involved in providing the
faulty services have no obligation to contribute their personal assets toward
satisfying the claim.”® In effect, she forfeits the right to receive contribu-
tions from other partners to cover liability from her own malpractice in
exchange for being relieved of the obligation to contribute to the similar
liability of other partners in cases where partnership assets are insufficient
to cover damages. Beyond this limitation in the organizational structure,
if a statute regulating the relevant profession so provides, liability may be
limited to a fixed amount provided that the PartG takes out malpractice
insurance.”

3. Commercial partnership Commercial businesses conducted in
partnership form may use the general commercial partnership (offene
Handelsgesellschaft or OHG) provided for in §§ 105-160 HGB. Although
an OHG resembles a GbR by requiring a common agreement among part-
ners to pursue a purpose, the purpose of an OHG must be commercial.
Unlike a GbR, an OHG acquires its existence through registration in the
commercial register,”” and must operate under a registered trade name,”’
although its status as an OHG may begin if a GbR’s activity takes a direc-
tion and dimension sufficient to call it a commercial enterprise.”

In an OHG, which is designed for commercial agility, the default
rule is that all partners can both make management decisions for the
partnership and represent it for “ordinary business” (gewohnlicher

18 § 8 PartGG. Y §8(3) PartGG.

20§ 123 HGB. An alternative means of bringing an OHG into existence is to begin commer-
cial trade with the unanimous approval of the partners, which does not however elimin-
ate the duty to register.

2 §105ITHGB. 2 §123(2)HGB. * §116 HGB.

¢ § 114 HGB. According to § 126(1) HGB, a partner’s authority to represent the partner-
ship extends to all transactions and disputes even if outside the usual course of business.
Partnerships will be bound by representations of partners even for transactions unre-
lated to the partnership business. Under § 126(2) HGB, this agency power may not be
limited as against third parties. Although a partner may incur liability to the other part-
ners for unauthorized acts of representation, they remain binding on the partnership.
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Geschiiftsbetrieb)” vis-a-vis third parties, unless the partnership agree-
ment specifies otherwise.”* If the power of representation is delegated
onlyto certain partners, this must be specified in the commercial register
so that third parties have notice.”” “Extraordinary” matters may not be
decided by a single managing partner, but require a resolution by all part-
ners including the non-managing partners.”® A vote is taken by a head
count, not by share of capital invested, unless otherwise provided in the
partnership agreement,”” which can lend power to “minority” partners
with smaller capital positions. A third category of decisions not expressly
mentioned in the law is matters outside the scope of the partnership’s
business, such as amendments to the partnership agreement and the ad-
mission of new partners. These require a resolution by all parties to the
agreement.”®

Partners owe a duty of loyalty to each other and to the partnership
and may not compete with the partnership.”” Each partner has a claim to
receive an annual payout and a portion of the profits’’ from the partner-
ship, as well as a share of the assets upon liquidation.” Every partner also
has to bear an appropriate portion of the losses.’” The partners of an OHG

2!

b

§$ 106-107 HGB. Pursuant to § 125(3) HGB, any such limit on a partner’s power of
representation must be registered with the commercial register, and § 15(2) HGB
allows such a restriction to be asserted against a third party after publication in the
Bundesanzeiger (Federal Gazette), regardless of actual knowledge. This makes it difficult
for a third party to plead good faith reliance on apparent authority.

§ 116(2) HGB. The definition of “extraordinary matters” has been developed by the courts
as matters whose object, purpose or risk place them beyond the ordinary course of that
OHG?’s business. See BGHZ 76, 160, 162; Schilling, in Staub (1983-: § 164 mn. 5). For
example, courts have found “extraordinary” in individual cases: acts granting loans
unrelated to the OHG’s business, the closing down of plants, a change of business policy,
apurchase or sale of real estate, a grant of general power of attorney, and the sale of parts
of the business. See Schilling, in Staub (1983-: § 164 mn. 5).

§ 119(2) HGB.

§$ 105(3) HGB; §§ 717-719 BGB. German Law permits free assignment of economic
rights to receive profit and payouts, but not of management-related membership rights.
The purpose of this is to protect the existing partners against unwanted accession of new
partners. Assignments are restricted to the claims of the partner against the partnership
for sums certain.

§ 112 HGB.

Pursuant to §$ 168(1), 121(1) HGB, every partner is entitled to an initial share in the
annual profit in the amount of 4 percent of his capital share, and, under § 168(2), every
partner is entitled to an appropriate share of the remaining profit.

§§ 120, 121, 155 HGB.

2 §168(2) HGB. A portion of losses is deducted from each partner’s capital share (§$ 161(2),
120(2) HGB).
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are jointly and severally liable for the debts of the partnership on primary
recourse: i.e. a creditor need not first fail to receive satisfaction from the
partnership before suing the individual partner for the full amount of the
partnership obligation.” Partners entering the OHG are jointly and sev-
erally liable for all existing debts, and partners exiting the OHG remain
liable for five years for all debts existing at the time of exit.’* The nature of
the OHG as a commercial entity is exemplified by the fact that, unless the
partnership agreement provides otherwise, the death or exit of a partner
does not dissolve the partnership; rather, both events only pass the share
on to the heirs or to the other partners.*

4. Limited partnership The limited partnership (Kommandi-
tgesellschaft or KG), which is provided for in §§ 161-177a HGB, traces its
roots back to the medieval transactional structure known as the com-
menda, in which a silent partner would contribute funds to an active
partner (usually a ship’s captain) to undertake a trading voyage.* The
KG takes a significant step toward the corporate form by creating a
class of non-managing investors whose liability is limited to their stake
in the company. In the KG, there are two types of partner: general
partners (Komplementdre) with management functions and unlim-
ited liability, and limited partners (Kommanditisten) who are expressly
excluded from management and are liable for the KG’s debts only up to
the amount of their contributions.”” Like an OHG, a KG must conduct
a commercial activity and takes its existence as a KG through regis-
tration in the commercial register.”® The registration must indicate
which partners are limited partners and the amount up to which they
are liable.”” If the partnership commences its operations prior to regis-
tration, all partners who have agreed to the commencement are liable

3 See § 128 HGB. This section draws no distinction between contractual and other (i.e.
tort) claims against the partnership. The partners are jointly and severally liable for all
debts and obligations of the partnership irrespective of their basis.

3 §$ 130, 160 HGB. In order to inform the public about the change in the list of partners, the
transfer has to be registered pursuant to §§ 107 and 143(2) HGB. Until the registration is
effected and published in the Bundesanzeiger and another paper (see §$ 10, 11 HGB), the
transfer cannot be asserted against a third party without actual knowledge. § 15(1) HGB.
Although the exiting partner remains liable, since the validity of the share transfer does
not depend on its registration, the incoming partner also bears liability.

3 §§ 138-142.

3¢ Horn (1995: Intro. VI mn. 10), and, on the commenda generally, see Harris (2008: 8 et
seq.); Hansmann, Kraakman and Squire (2006: 1372).

¥ §161HGB. * §161HGB. * §162HGB. % §176 HGB.
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as general partners; their liability becomes limited only for obligations
incurred after registration of the KG and of their status as limited part-
ners.*’ Since an early twentieth-century decision of the High Court of
Bavaria, it has generally been accepted in Germany that corporations
can be the sole general partner of alimited partnership, the typical case
being that of a limited liability company (Gesellschaft mit beschrink-
ter Haftung or GmbH) acting as sole general partner, referred to as
a GmbH & Co. KG." Moreover, as the decision of the German High
Federal Courtin W. J. v. S. Sch.*? makes clear, the limitation of liability
will not be waived even when the KG has been used as a device to allow
the actual economic owner and director of the partnership business to
shield his personal assets.

German law makes generous use of the converse to lex specialis derogat
legi generali when filling gaps in the specific regulation of the KG by look-
ing to the OHG, and, for the latter, looking to the GbR provisions.* This
is necessary in particular with respect to the rights and duties of general
partners, whose status thus resembles that of partners in an OHG. Unless
provided otherwise in the partnership agreement, all general partners
are assumed to have power to manage and represent the partnership, and
may not compete with it.** With the exception of extraordinary trans-
actions, limited partners are expressly deprived of management power
and, without exception, representative authority.”” However, they have a
right to receive a copy of the annual accounts and to inspect books and
records.”® As in an OHG, a limited partner has a claim to a portion of
profits and of the assets at dissolution, but may not demand payment of
profit so long as his contribution to capital is reduced by losses to less than
the agreed amount.” If, through withdrawal of her capital share, alimited
partner’s contribution is reduced below the agreed amount, she will not

4

Today, the legality of a GmbH & Co. KG can be inferred from § 19(2) HGB and § 15a(1)
InsO.

For reasons of privacy protection, the decisions of German courts do not bear the mem-
orable names of their parties like those of the US and the UK.

§$ 161(2), 105(3) HGB.

§S 114 et seq., 125 et seq., 112 HGB.

§$ 164, 170. However, German courts have not held that management power triggers
unlimited liability, and thus participation in management will not make a limited part-
ner a general partner. See BGHZ 45, 204 (the Rektor decision). Such authority is achieved
in practice by granting a limited partner a general proxy (Prokura) under § 48 HGB, just
as could be done with any other person.

% §166 HGB. % §169HGB. * §172HGB. % §173 HGB.

%0 §171 HGB.
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enjoy limited liability until the deficit is eliminated.*® A limited partner
who enters a KG is liable for existing debts,*” but only up to the amount of
his partnership share.”

Limited partners have neither management nor fiduciary duties. They
may compete with the partnership.”’ Because entrance or exit of limited
partners has very little impact on the KG, the shares of a limited partner
may be freely transferred unless provided otherwise in the partnership
agreement.>

5. Partnership limited by shares German law also provides a
form of partnership that even more closely approximates the char-
acteristics of a stock corporation: the partnership limited by shares
(Kommanditgesellschaft auf Aktien or KGaA). The KGaA is regulated by
§§ 278-290 of the Aktiengesetz. It is a hybrid between a limited partner-
ship and a stock corporation. Like a stock corporation, it is a legal person
distinct from its members.* Like a KG, it has two types of members. There
must be at least one general partner, who need not make a contribution
to the corporation’s capital but is in any case personally liable for the cor-
poration’s debts, and at least one shareholder, who has a status similar to
that of a shareholder in a regular stock corporation, i.e. one who does not
participate in management and whose obligation is limited to payment of
consideration for the shares held.” The KGaA is managed similarly to a
stock corporation.”

Table 2.1 summarizes the salient features of the partnership forms dis-
cussed above.

B. England

UK law provides for three types of partnerships: the “partnership,” the
“limited partnership” and the “limited liability partnership.”

1. Partnership The “partnership,” which existed traditionally under
both law and equity in the English courts,’® is now governed by the pro-
visions of the Partnership Act 1890 (PA 1890) together with case law. As
the PA 1890 was not designed to work changes in the existing law, UK

1§ 165 HGB.

52 However, § 162(3) HGB provides that changes in the membership shares must be reg-
istered in the commercial register. The assignment of partnership shares must also be
registered.

B §278 AktG.  ** §278 AktG. ¥ §§ 283,285 AktG.

¢ Morse (2006: 28 et seq.); Banks (2002: 3).
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Table 2.1 Partnership forms and characteristics, Germany

Name Activity Registration  Representation Liability Entity

BGB Not commercial No All Unlimited Yes
partnership

Professional Liberal Yes Each Mixed Yes
partnership professions

OHG Commercial Yes Each Unlimited Yes
(commercial
partnership)

KG (limited Commercial Yes General Mixed Yes
partnership) partner

KGaA Any Yes General General Legal
(partnership partner partner person
limited by
shares)

partnership law resembles that developed in the courts and remains very
close to the basis used in the US (prior to recent amendments that will be
discussed in the next section).

Pursuant to section 1(1) PA 1890, a partnership is “the relation which
subsists between persons carrying on a business in common with a view
of profit.” The limitation of this form to businesses is not as restrictive
as it may seem because, in contrast to German law, the Act defines
“business” to include both the professions,’” and “one-oft” trading ven-
tures. Thus, both the activities of lawyers and physicians and those of
an underwriting syndicate could qualify as “carrying on a business”
for purposes of forming a partnership. The latter’s being a partnership
is also facilitated by the word “person” including limited companies.*®
There are neither formal requirements for the partnership agreement
nor a register in which the existence of a partnership can be entered.

57 Sec.45PA 1890. %% Banks (2002: 10).

* See e.g. Banks (2002: 35), citing Green v. Hertzog [1954] 1 WLR 1309; Meyer & Co. v.
Farber (No. 2) [1923] 2 Ch 421; Ex parte Gliddon (1884) 13 QBD 43. Scots law does rec-
ognize the partnership as a separate legal entity. See sec. 4(2) PA 1890. In 2003, the Law
Commission and the Scottish Law Commission recommended that the law be changed
to classify the partnership as a legal entity separate from the aggregate of its partners. No
change is currently predicted in this regard for English law.
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English and Welsh - as opposed to Scots — law does not recognize the
partnership as an entity separate from the aggregate of the partners.”
Although there are some exceptions, such as its capacity to bring ju-
dicial actions in its own name, the law considers the partnership a
mere aggregate of its partners at any one time. The nature of “partner-
ship property” displays the delicate balance involved in the partnership
existing as a “firm” without separate legal existence. The partnership
property belongs to the partners, but the Act requires them to use prop-
erty originally brought into or later acquired on account of the partner-
ship “exclusively for the purposes of the partnership.”"

The partnership form does not separate ownership and control. Subject
to contrary provision in the partnership agreement, all partners have
equal rights in the management of the partnership business.®” The lineage
of partnership law, which finds some of its origin in the law of agency, is
visible in the default rule that every partner is an agent of the firm and his
other partners for the purpose of the business of the partnership, and his
acts connected with usual business bind the firm.* It is permissible for
partners to agree that one or more of them will have only limited or no
authority to bind the firm, but this will have effect against a third party
only if this is actually known by the third party.®* Notice that is given to a
partner who is active in management with respect to a partnership matter
will be attributed to all partners in the firm.®

The management structure shows similarities to and differences
from the corporate form. Ordinary matters connected with the partner-
ship business are determined by the decision of a majority of the part-
ners.®® Absent the now very common delegation by agreement to certain
partners,”” decisions on day-to-day business would be decided collegially
by majority rule.®® The Act does not provide for decisions on extraordinary
matters except for expressly providing that “no change may be made in
the nature of the partnership business without the consent of all existing
partners.” The line between “ordinary” matters and those that change the

6

S

Banks (2002:35). ' Sec.20(1) PA 1890. ¢ Sec.24(5) PA 1890.

Sec. 5PA1890.  ** Sec. 8PA 1890. % Sec.16 PA 1890.

Sec.24(8) PA 1890. " Banks (2002: 464).

% However, it is unclear, for example, whether a decision to change business premises
(see Clements v. Norris (1878) 8 ChD 129) and whether a decision to restrict a partner’s
authority without placing a similar restriction on all partners is an ordinary matter con-
nected with the partnership business.

¢ Sec. 24(8) PA 1890.

70 See Bissel v. Cole (1997) LTL, December 5, 1991 (CA), discussed in Morse (2006: 182).
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firm’s nature has been for the courts to regulate, and, for example, a deci-
sion to expand a partnership from a travel agency to a tour operator was
found to fall into the latter category, demanding unanimous approval.”

The pre-1890 English law recognized that partners owed each other a
duty of “utmost” good faith “tried by the highest standard of honour,””’
and the rules of equity and of Common Law deriving from such cases
continue in force under the Act.”> They are reinforced by an express duty
to render true accounts and full information concerning all things affect-
ing the partnership,” and to account to the firm for any benefit derived
from a transaction concerning the partnership or use of its property,
name or business connections without the consent of the other partners.”
Further, a partner may not compete with the firm absent consent of her
co-partners.”

Unless otherwise agreed, all partners share the profits and the losses of
the firm equally.” Partners are also jointly liable for the debts and obliga-
tions of the firm.”” Thus, one partner can be sued and found liable for the
whole debt, with a right to recover a proportionate contribution from the
other liable partners. Moreover, if one partner commits a wrongful act
or omission “in the ordinary course of the business of the firm,” the firm
(and thus each partner) is liable for any injury.”® The situations that courts
have found to be covered by this principle range from negligent driving by
coachmen” to solicitors drafting contracts designed to violate the law.*’

Unlike shares of a corporation, partnership shares are not freely trans-
ferable: no person can be introduced into an existing partnership without
the consent of all the partners.®" As the partnership is not a legal person,
its financial standing can change with a change of partners.*> However,
UK (like German and US) law makes a distinction between economic
rights and control rights that we will also see in corporate law. A transfer
of a partnership share without the required approval gives the assignee

7

Blissetv. Daniel (1853) 10 Hare 493. With respect to one partner trying to squeeze another
out through a buyout, see Chandlerv. Dorsett (1679) Finch 431. Also see Banks (2002: 469
et seq.); Morse (2006: 162 et seq.).

Sec.46 PA1890. 7 Sec.28 PA1890. 7 Sec.29 PA 1890.

Sec.30PA 1890. ¢ Sec.24(1) PA1890. 77 Sec.9 PA 1890.

Sec. 10 PA 1890.

See the discussions in Banks (2002: 335 et seq.); Morse (2006: 130 et seq.).

See Dubai Aluminium Co. Ltd v. Salaam [2002] UKHL 48.

Sec. 24(7) PA 1890.

That a change in shareholders does not change the financial standing of a corporation
strengthens the transferability of its shares. Easterbrook and Fischel (1985: 95).

Sec. 31(1) PA 1890.
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only rights to the share of profits to which the assigning partner was enti-
tled, but not to participate in management.** A person who is admitted as
a partner into an existing firm assumes joint liability for new obligations
but is not liable to the creditors of the firm for anything done before her
entrance.** A partner who retires from a firm does not cease to be liable
for partnership debts or obligations incurred before his retirement,*
unless otherwise agreed with the firm and the respective creditor,*® and
such retirement does not become effective until the exiting partner has
given notice of her retirement.*’

Subject to any contrary agreement among the partners, a single partner
may file to dissolve the partnership if the partnership was entered into
for an indefinite time.* Subject to contrary provisions in the partnership
agreement, the death or bankruptcy of a partner may also dissolve the
partnership.®” This derives primarily from understanding the partner-
ship as the aggregate of its members rather than as an entity distinct from
them. The entrance or exit of a partner brings with it a new aggregate.

2. Limited liability partnership The “limited liability partner-
ship” (LLP) resembles the German PartG in form and purpose. It was
introduced into UK law by the Limited Liability Partnerships Act 2000
(LLPA), and responded to the needs of large firms of professionals facing
increasing, vicarious liability for the acts of their co-partners.”’ The pri-
mary characteristics of an LLP are that such vicarious liability is limited,
and it does not create two classes of partners so that - in contrast to a lim-
ited partnership - all partners may enjoy a shield of limited liability even
if actively involved in management.

Although it may only be used for commercial purposes, an LLP is not
restricted to professionals, and even corporations may be members.” An
LLP takes on existence through the filing of “incorporation” documents
with the registrar of companies.”” The LLP is a body corporate with legal

8 Sec.17 (1) PA 1890. % Sec.17(2) PA 1890.

86 Sec. 17(3) PA 1890; and Banks (2002: 417).

Sec. 36(1) PA 1890 with regard to notice.

Secs. 32(c), 26 PA 1890.  ® Sec. 33(1) PA 1890.

Morse (2006: 293).

Limited Liability Partnerships Regulations 2001, Schedule 2, Part I, Note to s. 288 CA

1985. These regulations were adopted on March 19, 2001, SI 2001 No. 1090.

Secs. 2,3 LLPA.

% Sec. 1(2) LLPA. Under UK legal doctrine, the LLP is thus not a “partnership” but rather a
“private limited company.” See Morse (2006: 295).

%4 Sec. 1(5) LLPA.
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personality separate from that of its members,” to which the law of part-
nerships does not apply except as expressly provided for in the LLPA.**
The LLP’s hybrid status is evidenced by the fact that many provisions of
the Companies Act 2006 apply to it mutatis mutandis.

The registration of the LLP must specify “designated” members who are
responsible for performing a number of management functions related
to governance, such as appointing auditors, signing accounts and mak-
ing filings with the registrar.”” Most relationships among the partners of
an LLP are governed by the partnership agreement, or, absent such an
agreement, by the Limited Liability Partnerships Regulations 2001.”° The
law provides that every member of an LLP is an agent of the partnership
unless agreed otherwise.”” The regulations ascribe every partner a right to
take part in the management of the LLP, drawn from the tasks assigned
to corporate directors by the Companies Act 2006,” and every partner
has an equal claim to receive profits and capital,” which are for tax pur-
poses directly attributed to the members, despite the fact that the LLP has
separate legal identity."” Specific regulations apply Companies Act 2006
accounting and reporting rules to LLPs.""!

As noted, the primary impetus for the Act was to allow professionals
to avoid prohibitively high vicarious liability. Similarly to the German
Gesetz iiber Partnerschaftsgesellschaften Angehoriger Freier Berufe
(Partnerschaftsgesellschaftsgesetz or PartGG), the Act provides that
any liability in tort incurred personally by a partner in the course of
the LLP’s business is deemed equally an obligation of the LLP,'” and
the LLP - not the partners individually - must indemnify any partner
for such tort liability incurred “in the ordinary and proper conduct of
the business” of the LLP.'”* Thus, a professional must cover her own
malpractice with available partnership assets and her private assets.
As a default position, the Regulations also ascribe fiduciary duties to
members: they must disgorge profits from any competition with the

95

&

Secs. 2(2)(f), 8 LLPA. The tasks to be performed by “designated” members are taken from

tasks delegated to the board of directors of a limited company under the Companies Act.

See Schedule 1, SI 2001 No. 1090.

% S12001 No.1090.  *7 Sec.6(1) LLPA.

% Sec.7(3),S12001 No. 1090.

% Sec.7(1), SI2001 No. 1090.

100 Sec. 10 LLPA; HM Revenue and Customs, ITTOIA05/S863.

10 Timited Liability Partnerships (Accounts and Audit) (Application of Companies Act
2006) Regulations 2008, SI 2008 No. 1911.

102 Sec.6(4) LLPA. 19 Sec. 7(2), SI 2001 No. 1090.

104 Sec. 7(8)-(10), SI 2001 No. 1090.
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LLP and any private benefit taken from the LLP, as well as render a
full, transparent accounting of their activities to the LLP."* Subject
to contrary provision in the partnership agreement, no partner may
assign his partnership share and no new partner may be introduced
into the LLP without the unanimous approval of the other partners.'*
Any change in membership must be registered within fourteen days of
its occurrence.'’

3. Limited partnership The “limited partnership” (LP) is governed
by the Limited Partnerships Act 1907 (LPA 1907). An overlapping struc-
ture of legislation in England resembles that used in German law: the
rules on general partnerships apply to fill any gaps left by the specific law
on LPs."”” BERR proposed in 2008 to eliminate the LPA 1907 completely,
and instead regulate LPs through special provisions inserted into the PA
1890, as well as to introduce a number of changes to the status of limited
partners (resembling changes that have been adopted in the US)."”® The
proposal was not accepted by the government.'””

As under German law, an English LP consists of two classes of part-
ners: general partners and limited partners. General partners are liable for
the debts and obligations of the partnership without any limitation, and
limited partners are not liable beyond the amount of a contribution stated
in the partnership agreement.'"” As a result, the LP must also have at least
two partners.'! Corporate entities may serve as partners, both limited and
general."”” General partners manage the firm and have authority to bind
it, whilst limited partners do not.!”* An LP is established through regis-
tration, and will be deemed a general partnership until such registration
occurs.'* Registration requires delivery of a statement containing par-
ticulars regarding the firm and its partners to the registrar of companies
at the Companies Registration Office."” Registration is complete as soon
as the statement has reached the registrar. Each limited partner must be

105 Sec. 7(5), S1 2001 No. 1090.

106 Sec. 9(1) LLPA; and Morse (2006: 303).

107 Sec.7 LPA 1907 and § 161 III HGB.

108 Department for Business, Innovation and Skills (BIS) (2008).

109 Department for Business, Innovation and Skills (BIS) (2009).

10 Sec.4(2) LPA 1907. ' Banks (2002: 848).

112 Sec. 4(4) LPA 1907; and Banks (2002: 849). ' Sec. 6(1) LPA 1907.

114 Sec. 5 LPA 1907. BERR is in the process of attempting to clarify this. See Department for
Business, Innovation and Skills (BIS) (2008;2009) and www.berr.gov.uk, under “Reform
of Limited Partnership Law.”

115 Sec. 8§ LPA 1907. !¢ Sec. 8(f) LPA 1907.
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described in the registration,'® and her potential liability is limited to the
amount of her contribution to the firm, which must be made in cash or
property, i.e. not a promise to render services.'””

Although they may not draw down their capital contribution to the
firm,"” limited partners can and normally do receive a share of the profits.
The provisions on distribution of profits and losses in the LPA refer to the
PA 1890, which, as discussed above, provides a default position of equal
shares of profits and losses for all partners."”” A limited partner may be
expressly authorized to act on behalf of the firm,'*? but, if the partner acts
in such a way constituting “taking part in management,” this would trig-
ger treatment as a general partner and unlimited liability.'* Limited part-
ners in all cases have a statutory right to inspect the partnership books
as well as examine the state and prospects of the business and advise the
general partners on those matters.'”” The consent of the limited partners
is needed for any change to the nature of the business or the partnership
agreement,'” but limited partners have no say on the admission of new
partners to the firm."**

Limited partners may assign their shares with the consent of the gen-
eral partners.'”” The assignee becomes a limited partner with all the rights
of the assignor. The assignment must be registered and notice given in the
Official Gazette. Until the assignment has been registered and published,
the assignment is deemed to be of no effect.'*

Table 2.2 presents the partnership forms available under UK law and
some of their key characteristics.

C. United States

1. General partnership In this text, we will often see the laws of
Germany and the US at two opposite poles, with England located some-
where in the middle because England isa Common Law country whose law
formed the basis for its former North American colony and the UK is also
a member of the EU and must implement the same EU law as Germany.
In the case of partnership law — which is not harmonized by EU directives

17 Sec. 4(2) LPA 1907. 18 Sec. 4(3) LPA 1907.

119 Sec. 7 LPA 1907 and sec. 24(1) PA 1890.

120 Banks (2002: 861).

121 Sec. 6(1) LPA 1907; see Banks (2002: 863 et seq.).

122 Sec. 6(1) LPA 1907.

123 Sec. 7 LPA 1907, in connection with secs. 19 and 24(8) PA 1890.
124 Sec. 6(5)(d) LPA 1907. 25 Sec. 6(5)(b) LPA 1907.

126 Secs. 9(1)(d), 10 LPA 1907.
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Table 2.2 Partnership forms and characteristics, UK

Name Activity = Registration Representation Liability Entity
Partnership Business No All Unlimited No
Limited Business  Yes All Limited Yes
liability
partnership
Limited Business  Yes General Mixed Yes
partnership

except for the unpopular “European Economic Interest Grouping”'*’

and which existed under Common Law long before being codified - the
US appears to play the middle position. US partnership law is state law.
Because the US law of partnerships evolved from Common Law, it closely
tracks English law in its general structure. However, it was codified in
1914 in a piece of model legislation called the Uniform Partnership Act
(UPA), as part of a codification movement that had existed since the seven-
teenth century and had been newly inspired by the Code Napoleon and
the German Commercial and Civil Codes.** The UPA was drafted by the
National Conference of Commissioners on Uniform State Law (NCCUSL),
which still produces model legislation based on what it believes to be the
best available doctrine and case law at the time of drafting. It proposes its
model laws to the individual states for voluntary adoption as state legisla-
tion. The UPA was revised in 1992 and 1997. Here we will discuss the most
recent revision, the 1997 RUPA (Revised UPA), which has been adopted
in every US state except Louisiana.'” Just like UK law, US law provides for
partnerships, limited partnerships and limited liability partnerships.

The definition of a partnership in § 101(6) RUPA is almost identical
to that found in the UK 1890 Act: “an association of two or more per-
sons to carry on as co-owners a business for profit,” and, as in the UK

127" Council Regulation 2137/85 of 25 July 1985 on the European Economic Interest Grouping
(EEIG), 1985 OJ L199/1.

128 On the popularity of codes in the North American colonies and the US, see Friedman
(2005: 50 et seq. and 302 et seq.).

129 The NCCUSL keeps updated information on the latest texts and implementation of all
of its uniform and model laws. See www.nccusl.org. It should be remembered, however,
thatadoption of a uniform act is not the same as implementation of a directive. The state
is completely free to change and adapt the text of the act as it sees fit. It is expected that
every state will have some (albeit small) deviations from the model text.

130§ 101(1) RUPA.
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Act, “business” includes a profession.'*’ As we see in the Salmon decision
later in this chapter, joint ventures have been classified as partnerships,
and this is still the case. There is no requirement that the agreement to
form a partnership be registered or even written, and it is not even ne-
cessary that the partners intend to form a “partnership,” as long as they
intend to associate to carry on a business for profit as co-owners."”!

Unlike under English law, the US joins Germany in considering the
partnership an entity distinct from its partners,*” and this switch from
the “aggregate” to the “entity” theory of partnership was introduced
statutorily through the RUPA. Compare Fairway Development, in which a
Common Law court throws up its hands and accepts the arbitrary injust-
ice of a statute, with ISM GmbH v. ARGE Wua, in which a Civil Law court
actively introduces the entity theory into German law because it serves
justice to do so. Do these cases correspond to our traditional under-
standing of differences between Common Law and Civil Law? The RUPA
expressly provides that “property acquired by a partnership is property of
the partnership and not of the partners individually,”** which goes fur-
ther than the position under German law. This still leaves unanswered
the important question whether such property belongs to the partners
as a collective, even if not individually. It is useful to note that, as long as
the practical aspects of liability and claims to profits and payouts are sep-
arately regulated, the US scholarship pays less attention to the exact legal
nature of the arrangement.**

Unless the partnership agreement provides otherwise, each part-
ner has equal rights in the management and conduct of the partnership
business,'*” and each partner is an agent of the partnership for the purpose
of the partnership business.'* Matters in the ordinary course of business
of the partnership are decided by a majority of the partners, and both
matters outside the ordinary course and amendments to the partnership
agreement are decided only with the consent of all of the partners.””” A

Bl §202RUPA. 132 §201(a) RUPA. '3 §203 RUPA.

134 Although it works in practice, this setup presents a conceptual problem. A partnership
requires that the partners be “co-owners” (§ 202(a) RUPA), but the property belongs
to the partnership entity, not the partners (§ 203 RUPA), yet the “entity” is not a “legal
person” that the partners could co-own, as shareholders do a corporation. Thus, the
mixture of ad hoc rules (e.g. unlimited liability and shared profits as in an aggregate) and
conceptual, blanket solutions (the partnership is an entity, so it does not dissolve each
time a change of partnership occurs) creates a legal gap. Perhaps it would be better just
to follow the English rule, and add the ad hoc rule that the aggregate of partners does not
dissolve each time a change of partnership occurs.

135 §401(f) RUPA. ¢ §301(1) RUPA. ' §401(j) RUPA.
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partnership may file a statement with a central state office (usually called
“the secretary of state”) expressing either a limitation on or confirmation
of a given partner’s authority.'*® A limitation that prevents a partner from
transferring real property is effective against third parties if filed in the
office where transfers of real property are registered,'” but other limita-
tions are not effective unless the third party has knowledge of them."*’
As in Germany and the UK, partners have certain fiduciary duties,
but the RUPA focuses them on the partnership itself rather than on the
other partners. US law moves away from the broad duty presented in the
classic case of Meinhard v. Salmon, and specifies the exact contents of the
duty of loyalty. Partners must (i) hold partnership property, profits and
benefits derived from the partnership as a trustee for the partnership; (ii)
refrain from acting adversely to partnership interests; and (iii) refrain
from competing with the partnership.”*’ These duties may not be elimi-
nated in the partnership agreement, although it may specify activities
that will not be deemed to violate the duty of loyalty, provided they are
not “manifestly unreasonable.”"** The RUPA also sets the “duty of care”
for partners at the level of gross negligence and recklessness,'** which the
partnership agreement may adjust, but not “unreasonably reduce.”**
Just as in German and UK law, partners are entitled to an equal share of
the partnership profits and are chargeable with a corresponding share of the
partnership losses.'*” They are also jointly and severally liable for the debts
and obligations of the partnership."** However, a judgment against a US
partnership may not be satisfied from a partner’s assets unless there is also
a judgment against the partnership,'”” and the RUPA allows only secondary
recourse against the individual assets of a partner by requiring a judgment
creditor to exhaust the partnership’s assets before enforcing against the sep-
arate assets of a partner.'*® A partner who leaves a firm remains liable for obli-
gations incurred before the exit for the duration of the statute of limitations
of such obligations,"* although the other partners may guarantee indemni-
fication to smooth retirement.””’ In a gesture toward protecting third par-
ties, the RUPA addresses the danger of a retired partner holding herself out
and attempting to bind the partnership for a period of two years following

3 §303(a) RUPA. ¥ §303(d)(2) RUPA. 0 §303(f) RUPA.

4 §404(b) RUPA. 2 §103(b) RUPA. 43 §404(c) RUPA.

4 §103(b)(4) RUPA.

45§ 401(b) RUPA. Again, the proportions of profit and loss sharing can be customized in
the partnership agreement.

16 §306(a) RUPA. 7 §307(c) RUPA. ¢ §307(d) RUPA.

149°§703(a) RUPA. 1 §701(d) RUPA. ! §§702(a), 703(b) RUPA.
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retirement.””" A third person is deemed to have notice that a partner has
retired ninety days after her statement of dissociation is filed with the sec-
retary of state.””> An incoming partner’s joint and several liability does not
include partnership obligations incurred before his admission.'*

Without the consent of the other partners, a partner may only trans-
fer his interest in the profits and losses of the partnership and the right
to receive distributions."”* The transferor retains the rights and duties of
a partner other than the interest in distributions transferred, including
joint and several liability for partnership debts.””> A single partner may
file to dissolve the partnership if the partnership was entered into for an
undefined time (a partnership “at will”), unless the partnership agree-
ment provides otherwise.”” The primary reason for the RUPA “entity
approach” was to prevent the changing of partners from affecting the
existence of the partnership and its contractual relations, with the con-
sequences that one sees in the Fairway Development case in this chapter.
Under the entity introduced by the RUPA, a partnership may still be dis-
solved and wound up on the death or dissociation of a partner, but only
if, within ninety days after the death or dissociation, a majority of the
partners affirmatively vote for winding up.'”

2. Limited liability partnership US law provides rules for limited
liability partnerships (LLPs) within the legal framework for general partner-
ships established by RUPA. This is the model that BERR has proposed for
regulation of limited partnerships in the UK. In the case of an LLP, regu-
lation through special provisions of a general partnership law highlights a
structure very similar to the latter, but with a liability-limiting function that
applies to all partners, rather than just to “limited partners.” A partnership
can be transformed into an LLP by a partnership vote equivalent to that
necessary to amend the partnership agreement, namely, unless the agree-
ment provides otherwise, unanimity."”* The transformation would then be
completed by filing a statement of qualification with the secretary of state,"*’
which provides information (name, address) on the partnership but not on
the partners. Like a corporation, an LLP must indicate through an appropri-
ate appellation that it is an LLP."*° Under penalty of forfeiting its qualifica-

152 §704(c) RUPA. '3 §306(b) RUPA.  '** §502 RUPA.

15 §503(d) RUPA. ¢ §801(1) RUPA. 7 §801(2)(i) RUPA.
158 §1001(b) RUPA. ' §1001(c) RUPA. ' §1002 RUPA.
1§ 1003 RUPA.
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tion as an LLP, the partnership must then file an annual report, updating the
information in the original filing."’

The limitation of liability resulting from LLP status arises from two
basic rules. First, any obligation of a partnership incurred, whether aris-
ing in contract or in tort, is solely the obligation of the partnership.'*’
Secondly, a partner remains liable for personal misconduct,'® but retains
a right to indemnification from the partnership.'** As a result, if a given
partner in an LLP commits a tort (such as legal malpractice) in the ordin-
ary course of the LLP’s business, she may be indemnified out of the LLP’s
assets, but then have to pay any remaining sum with her personal assets.
The other partners have no liability to contribute their personal assets to
satisfy the obligation.

3. Limited partnership The US followed the UK by drafting in 1916
express statutory rules for limited partnerships, but in the US this took
the form of a model act drafted by the NCCUSL. Forty-nine US states have
adopted the Revised Uniform Limited Partnerships Act (RULPA) and fif-
teen, including California, have adopted a 2001 revision of the RULPA
referred to as “ULPA 2001.”'%> The new Act is a “stand alone” law that cop-
ies certain provisions from the RUPA, but does not need to make cross-
reference to it. Thus, unlike German and English law, US law for LPs does
not use general partnership rules to fill gaps. This legislative scheme is
diametrically opposed to the model recently proposed by BERR to revoke
the LPA 1907 and incorporate new terms in the PA 1890. Under the ULPA
2001, the partnership agreement can freely alter most of the default terms
given in the law, with the exception that it cannot remove fiduciary duties
and protective rights, such as the right to receive information or bring
suit.'® An LP may be formed for “any lawful purpose,” and is not limited
to business use.'’

The ULPA 2001 defines a limited partnership as “an entity, having one
or more general partners and one or more limited partners ... formed
under this Act.”'** Both types of partners may be physical persons or legal
persons, including corporations, joint ventures, government subdivisions
and trusts.”'*” The ULPA 2001 expressly provides that the same person

62 §§305(a), 306(c) RUPA. 63 §306(a) RUPA.

¢4 §401(c) RUPA.  '® See www.nccusl.org.

6 §110(b) ULPA 2001. ' § 104(b) ULPA 200L.

8 §102(11) ULPA 2001. 169 §§ 102(8), (10), (14) ULPA 2001.
70 § 113 ULPA2001. "' §201(a) ULPA 2001.
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may be both a general and a limited partner.”” An LP is formed by filing
a certificate of limited partnership with the secretary of state.””! As the
certificate need not provide details regarding limited partners and their
contributions, the filing is less detailed than that required for a limited
partnership under either German or English law.

Like the rules in our other two jurisdictions, a general partner partici-
pates in the management of the LP,"”* is an agent of the LP,"”” is jointly and
severally liable for the LP’s obligations,"”* and owes duties of care and loy-
alty to the partnership comparable to that of a partner in a general part-
nership.'”” A limited partner has no power to represent or bind the LP,'”*
and the law expressly declares that an “obligation of a limited partnership,
whether arising in contract, tort, or otherwise, is not the obligation of a
limited partner.”"”” Previous US law, like current English law, provided
that, ifalimited partner took part in the management or control of the LP,
she would lose the shield of limited liability. The ULPA 2001 reverses this
by providing a limit of liability “even if the limited partner participates in
the management and control of the limited partnership.”’® In all cases, a
limited partner may for “purposes reasonably related to his interest as a
limited partner” obtain and copy “full information regarding the state of
the activities and financial condition” and “other information regarding
the activities” of the LP."”” Subject to the partnership agreement, distri-
butions are allocated to all partners in proportion to the value of their
respective contribution."®” The ULPA 2001 does not provide default rules
on the allocation of losses.*’

Although limited partnership shares are often traded in securities
markets,'® such transferability would be provided for in the partnership
agreement, as under the ULPA 2001 limited partners have no right to dis-
sociate from the LP,'** although they do have a right freely to transfer their
rights to receive distributions."** Of course, a limited partner entering an
LP would not be liable for any debts of the LP either before or after the

172§ 406(a) ULPA 2001. ' §402(a) ULPA 2001.

74§ 404(a) ULPA2001. ' §408 ULPA 2001.

76 §302 ULPA 2001. 7 §303 ULPA 2001.

78 §303 ULPA2001. ' §304(b) ULPA 2001.

180§ 503 ULPA 2001.

181 The Official Comment to § 503 ULPA 2001 states: “Nearly all limited partnerships will
choose to allocate profits and losses in order to comply with applicable tax, accounting
and other regulatory requirements. Those requirements, rather than this Act, are the
proper source of guidance for that profit and loss allocation.”

182 Slater (1984). ' §601(a) ULPA 2001.

184§ 701 ULPA 2001.
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entrance, except the price of the partner’s contribution. A general partner
who enters an LP is liable only for obligations arising after his entrance
into the LP.'% A general partner may exit the LP as provided for in the
partnership agreement or for one of the reasons listed in ULPA 2001,
which include after providing due notice and expulsion by unanimous
consent of the other partners.”®® An exiting general partner is liable for
obligations incurred before her dissociation up to the statute of limita-
tions of such obligations."*’

4. Limitedliability company Aswe will turn to the stock corporation
in the next chapter, and dwell there for the remainder of this text, it will
be useful here to consider another, hybrid business form, which supplies
a clean link between partnership and corporation. In 1977, the previ-
ously (in this context) insignificant state of Wyoming entered the market
of regulatory competition by launching America’s first limited liability
company (LLC). This form combines limited liability, pass-through tax-
ation and the possibility of central management. Following US Internal
Revenue Service approval of the LLC for pass-through taxation, many
more of the fifty US states adopted LLC statutes, and the NCCUSL then
drafted a uniform act. Section 201 of the Revised Uniform Limited
Liability Company Act (RULLCA) provides that, like a corporation, an
LLC is a “legal entity distinct from its members.” Like a corporation, an
LLC is established by the LLC’s members drafting and approving a “cer-
tificate of organization” and by the secretary of state filing (i.e. register-
ing) such articles."*® Members have no inherent authority to manage the
LLC, and thus, if any member is to have authority to represent the LLC,
she must have a power of attorney.'® Pursuant to § 301.7701-1 et seq.
of the US Internal Revenue Code, an LLC may choose to be taxed as a
partnership, thus avoiding a second tax on distributions to members.
The LLC presents a good example of how the essential characteristics
of partnerships and corporations can be mixed to create hybrid entities
designed to meet investors’ needs.

Table 2.3 summarizes the main features of the partnership forms dis-
cussed above.

185§ 404(b) ULPA 2001. ¢ § 603 ULPA 2001.

187§ 605(b) ULPA 2001. '8 §201 RULLCA.

189§ 301 RULLCA. This moves beyond the two options of “member-managed” (like a part-
nership) or “manager-managed” (like a corporation) that first-generation LLC statutes
commonly offered.
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Table 2.3 Partnership forms and characteristics, US

Name Activity ~ Registration = Representation Liability  Entity

Partnership Business No All Unlimited Yes

Limited Open Yes All Limited  Yes
liability
partnership

Limited Any Yes General partner Mixed Yes
partnership

Limited liability Any Yes Possible No Yes
company

III.  The basic characteristics of partnerships

Partnerships, like corporations, are vehicles for individuals to associate
with each other to pursue a common business purpose. We have seen
that certain types of partnerships — especially those with limitations on
liability and a distinct class of managing members — have corporate char-
acteristics. This section sums up the general characteristics of a general
partnership in order to present a clear foil to the corporate model that will
be studied in depth in this text.

A. Informal establishment

Although partnerships are established by agreement, they require neither
a written deed nor a public registration to come into existence. This is
why in some jurisdictions, when entrepreneurs hope to establish a type of
entity that requires registration, and fail to meet the requirements, they
might be found to operate de facto as a partnership. Registration is in part
a state-sponsored form of publication; without having notice of limited
liability, it would be unfair to subject third parties to such limit when
dealing with entrepreneurs. Informal establishment accelerates venture
taking, but can increase transaction costs. What is the correct balance?

B. Management and capital tied to partners

The partners actively control the partnership. Subject to the partner-
ship agreement, they have the power to manage and to represent the firm
in dealings with third parties. It also appears arguable that, even if the
partnership assets are ascribed to the firm as an entity, they could still —
as between the firm and the partners themselves — be considered to be
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co-owned by these partners because the “entity” is nothing more than the
group of partners at any given time, and does not fully constitute a legal
person. Partnership creditors may take recourse against both partnership
assets and the personal assets of the partners to satisfy their claims, and,
while this added source of financial backing increases the credit standing
of the firm, it also means that the acts of a partner significantly affect all
co-partners, and thus the entrance or exit of a partner has a substantial
impact on the partnership.

C. Duties of partners to each other

As the partners are co-owners and co-obligors, they can significantly
affect the assets of their fellow partners, and thus it is necessary that they
have a duty of utmost good faith and loyalty to the partnership and to
each other. No reasonable person would place his fate in the hands of
another without at least such a duty as protection. Moreover, partnership
agreements are usually entered into as a long-term relationship, and the
duty of loyalty serves as a basis for addressing conflicts that cannot be
foreseen when drafting the partnership agreement. The duty of loyalty is
the safeguard that everyone would ask for prior to joining one’s interests
with those of others in a partnership.

D. Restrictions on the transfer of partnership shares

As noted above, the exit or entrance of a partner has a significant impact
on a partnership. This explains why they are not freely transferable. We
have seen that the attempt to transfer a partnership share may result in
a transfer of only the financial rights of such share, or require approval
through a majority or unanimous decision of the continuing partners,
or even lead to the dissolution of the partnership. When the manage-
ment rights and personal liability tied to such shares are removed, as in
the case of a limited partner’s share, its transferability is be substantially
facilitated.

Questions for discussion

1. What are the sources of partnership law in Germany, the United Kingdom and
the United States?

. How are ownership and control allocated in a partnership?

. Who is liable for partnership liabilities?

Why do some partnerships require registration to be formed?

VoA W N

. Isapartnership an entity or merely an aggregate of the partners’ property?
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6. What kinds of rights and duties do partners owe each other?
7. What issues arise if partners can freely transfer their shares in the
partnership?
8. Whatare the advantages of a limited partnership?
9. Why have limited liability partnerships been created?
10. If a corporation has five essential characteristics, what are those of the
partnership?

Cases

Fairway Development Co. v. Title Insurance Company of Minnesota
US District Court, ND Ohio, Eastern Division
621 F Supp 120 (1985)

DOWD, District Judge

... Plaintiff [Fairway Development Co.] filed this action against the defendant
[Title Insurance Company of Minnesota] alleging breach of contract under a
title guarantee insurance policy. Plaintiff avers that under that policy, “defendant
agreed to insure plaintiff against any loss sustained by it by reason of any defects,
liens or encumbrances in the title of the insured to [the real property in ques-
tion].” Plaintiff avers that defendant failed to reference on the exception sheet to
the title policy issued by the defendant an easement granted in favor of The East
Ohio Gas Company for the purpose of maintaining a gas line over the property
in question. Plaintiff claims that the easement “is a defect and encumbrance in
plaintiff’s title to the Property.” Plaintiff avers that it gave notice to the defendant
of the existence of the defect and encumbrance in the title to the property, and
made a demand upon the defendant for payment of damages which it sustained
as aresult thereof ...

Defendant has filed an answer in response to plaintiff’s complaint, admitting
that it issued the title guarantee in question and that it received a letter from plain-
tiff’s counsel regarding the alleged existence of a high pressure East Ohio gas line.
Defendant denies the remainder of plaintift’s allegations ...

[Text omitted]

Defendant seeks summary judgment on plaintiff’s complaint on two grounds.
First, defendant asserts that it is liable under the title guaranty policy in question
only to the named party guaranteed. Defendant asserts that it originally guaran-
teed a general partnership, which it refers to as Fairway Development I, consisting
of three partners: Thomas M. Bernabei, James V. Serra, Jr., and Howard J. Wenger
... Defendant argues that Fairway Development I commenced on October 15, 1979
and terminated on May 20, 1981, when two partners in Fairway Development I,

Bernabei and Serra, sold and transferred their respective undivided one-third
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interests in the partnership to the remaining partner, Wenger, and a third-party
purchaser, James E. Valentine. Defendant argues that a new partnership resulted
from this sale, called Fairway Development II. Defendant concludes that it cannot
be held liable to the plaintiff since it is not in privity with the plaintiffas the named
party guaranteed. Defendant argues that the named party guaranteed was Fairway
Development I, a partnership which dissolved in 1981 upon formation of Fairway
Development I, and that its liability does not extend to Fairway Development II.
[Text omitted)]

In response to defendant’s argument that the plaintiff is not the party guaran-
teed under the title guaranty issued by the defendant, the plaintiff argues that under
Ohio Rev. Code § 1775.26(A), the transfer of Bernabei and Serra of their partnership
interests was not in itself sufficient to dissolve the partnership. Plaintiff states thatin
the instant case, the facts are clear that there was an intent between the partners of
what defendant calls Fairway Development I and IT to continue the operation of the
Fairway Development Company ... without dissolving the partnership ...

Discussion and law

It is a fundamental principle of law that any change in the personnel of a partner-
ship will result in its dissolution ... The Court must thus determine whether the
general rule has been modified by statute.

The resolution of this case is governed by the law of the forum state, Ohio. Ohio has
adopted the Uniform Partnership Law, modeled after the Uniform Partnership Act
enacted by the National Conference of Commissioners on Uniform State Laws in 1914.
Ohio follows the Common Law aggregate theory of partnership, under which a part-
nership is regarded as the sum of the persons who comprise the partnership, versus the
legal entity theory of partnership, under which the corporation, like a partnership, is
regarded as an entity in itself ... Three sections of the Ohio Uniform Partnership Law
are particularly applicable to this case, and are set out in relevant part, as follows:

§ 1775.26 Effect of conveyance of interest of a partner

(A) A conveyance by a partner of his interest in the partnership does not of itself
dissolve the partnership, nor, as against the other partners in the absence of agree-
ment, entitle the assignee, during the continuance of the partnership, to interfere
in the management or administration of the partnership business or affairs ...

§1777.03 New certificate on change in membership

On every change of the members of a partnership transacting business in this state
under a fictitious name or under a designation that does not show the names of the
persons interested as partners in the business ... a new certificate shall be filed for
record with the county recorder ...

§ 1775.28 Dissolution distinguished from winding up of affairs

The dissolution of a partnership is the change in the relation of the partners caused
by any partner’s ceasing to be associated in the carrying on as distinguished from
the winding up of the business.
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... The Court’s review of the applicable statutory law supports a finding that the
Common Law rule that “a dissolution occurs and a new partnership is formed
whenever a partner retires or a new partner is admitted” ... survives the enactment
of the Ohio Uniform Partnership Law.

[Text omitted]

The terms of Ohio Rev. Code § 1775.26 permit a partner to assign his interest to
another and allow the assignee to receive the assigning partner’s interest in the part-
nership upon dissolution, but limit the assignee from taking part in the manage-
ment of partnership affairs. However, under Ohio Rev. Code § 1775.23, a partner’s
property rights consist of “his rights in specific partnership property, his interest in
the partnership, and his right to participate in the management.” A “partner’s inter-
est” is defined in Ohio Rev. Code § 1775.25 as “his share of the profits and surplus,
and the same is personal property.” A partner’s interest is thus a subset of a partner’s
entire partnership rights.

[Text omitted]

Ohio Rev. Code § 1775.26 is thus not dispositive of the instant case where not one
but two partners have transferred not just their interest in the partnership, i.e. their
respective shares of profits and surplus, but their entire respective bundles of partner-
ship rights ... The Court’s conclusion accords with the aggregate theory of partner-
ship, which, applied to this case, recognizes Fairway Development I not as an entity in
itself, but as a partnership made up of three members, Bernabei, Serra, and Wenger.
That partnership ceased when the membership of the partnership changed.

[Text omitted]

The Court finds that the law as applicable to the facts of this case supports a find-
ing that the named party guaranteed in the contract in question is not the plain-
tiff, and that the plaintiff is a new partnership which followed the termination of
Fairway DevelopmentI ...

[Text omitted]
ISM GmbH, Plaintiff v. ARGE Wua
High Federal Court, Second Civil Division
BGHZ 146, 341 (2001)
[Unofficial, partial translation of official opinion text]

Official head note

a) A civil law partnership that engages in outward dealings with third parties
((Auflen-)Gesellschaft) has legal capacity to the extent that it engages in such deal-
ings to establish rights and duties in its own name.

b) To this extent, such a partnership also has the capacity to sue and be sued in
civil litigation.

c) As far as a partner of a civil law partnership is personally liable for the obliga-

tions of the partnership, the relationship between the obligations of the partnership
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and the liability of the partner corresponds to the relationship of secondary liabil-
ity (Akzessorietdt) found in a commercial partnership (Offene Handelsgesellschaft).
This further develops the holding in BGHZ 142, 315.

Facts

The Plaintiff sues in proceedings on a bill of exchange for payment of the face
amount of DM 90,000.00 plus additional charges against Defendant 1 [hereinafter,
the “Partnership”], a labor syndicate (Arbeitsgemeinschaft - ARGE) active in the
construction industry and organized in the legal form of a general partnership
(Gesellschaft biirgerlichen Rechts), as acceptor of the bill, and Defendants 2 and 3,
as partners. The Plaintiff bases its claim for liability on the bill of exchange against
Defendant 4 on a theory that he held himself out to be party to the bill of exchange.
The Regional Court condemned the Defendants to joint and several liability for full
payment as requested in the Complaint. The Regional Court of Appeals dismissed
the claims against the Partnership and Defendant 4 on their appeals. In the appeal
to this Court, the Plaintiff seeks to have the judgments against such Defendants
reinstated.

Discussion
A.

The Court of Appeals found the claim against the Partnership inadmissible because
this Defendant is a civil law partnership without capacity to act as a party in court.
That finding must be reversed in this appeal. In light of the cases decided to date,
the Civil Division finds it advisable to treat a civil law partnership that engages in
outward dealings with third parties ((Aufen-)Gesellschaft) as having legal capacity
to sue and be sued (§ 50 ZPO) to the extent that it may enter into commercial deal-
ings in its own name and contract rights and duties.

I. Pursuant to the more recent decisions of the Federal High Court, a civil law
partnership may - as the joint ownership community of the partners — generally
assume every legal position in dealings with third parties unless special consid-
erations speak to the contrary (BGHZ 116, 86, 88; 136, 254, 257; this principle was
expressed earlier in BGHZ 79, 374, 378 et seq.). To the extent that the partnership
establishes its own rights and duties in this context, it has legal capacity (without
constituting a legal entity) (see § 14(2) BGB).

1. The law does not offer comprehensive and conclusive rules regarding the
legal nature of the civil law partnership. In the first draft of the German Civil Code
(Biirgerliches Gesetzbuch — BGB), this partnership was modeled after Roman law
as an exclusively contractual relationship among the partners, and could not own
assets separate from those of its partners (see Mot. II 591 = Mugdan II 330). The

Second Commission changed this and constituted partnership assets as a joint
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ownership community (see the current version of §§ 718, 719 BGB) without, how-
ever, regulating the specifics that arise in connection with this principle of joint
ownership. Rather, the partnership relationships remained essentially contractual
relationships, over which joint ownership was “tossed” in an incomplete gesture
(Flume, General Part of the Civil Code, vol. I/1 1977, pp. 3 et seq.; also see Ulmer,
FS Robert Fischer 1979, S. 785, 788 et seq.). With regard to the meaning of the joint
ownership principle, the legislative history only states that opinions “diverged
on the theoretical meaning of the joint ownership community of rights and what
should be understood as its characteristic qualities” (Prot. IT 429 = Mugdan II 990).
“The Commission believed that it did not have to take a position in the scholarly
debate regarding the essence of joint property, but only to decide which provisions
presented actual advantages” (Prot. II 430 = Mugdan I1 990).

2. The incompleteness of the law’s wording and the discernable attempt by
the turn of the century legislator to avoid a concrete commitment leave room for
a decision on the legal nature of the civil law partnership that is oriented to the
practical needs of applying the principle of joint ownership. Such a practical orien-
tation favours the conception of the civil law partnership as having limited legal
capacity in dealings with third parties. This conception finds its roots in the nine-
teenth-century German scholarship on joint ownership (see Otto Gierke, German
Private Law, vol. 1 1895, pp. 663 et seq., 682). This conception was introduced into
modern discussion primarily by Flume (see supra at 50 et seq.; ZHR 136 [1972],
177 et seq.) and has been widely accepted in the newer literature (see above all the
Munich Commentary to the Civil Code/Ulmer, 3rd ed. § 705 no. 130 et seq. with
further references in footnote 373; the same author in AcP 198 [1998], 113 ef seq.;
likewise K. Schmidt, Gesellschaftsrecht 3rd ed. § 8 III, pp. 203 et seq.; Wiedemann,
WM 1994 Sonderbeilage 4, pp. 6 et seq.; Huber, FS Lutter 2000, 107, 122 et seq.;
Hiiffer, Gesellschaftsrecht 5th ed. pp. 47 et seq.; Dauner-Lieb, Die BGB-Gesellschaft
im System der Personengesellschaften, in: Die Reform des Handelsstandes und
der Personengesellschaften [Schriftenreihe der Bayer-Stiftung fiir deutsches und
internationales Arbeits- und Wirtschaftsrecht] 1999, pp. 95, 99 et seq.; Reiff, ZIP
1999, 517, 518; Miilbert, AcP 1999, pp. 39, 43 et seq.; Wertenbruch, Die Haftung von
Gesellschaften und Gesellschaftsanteilen in der Zwangsvollstreckung 2000, pp. 211
et seq.).

a) This understanding of the legal nature of the joint ownership community
under company law offers a practical and largely consistent model for the law’s
attempt to separate company assets from personal assets (§§ 718-720 BGB). When
compared to this understanding, the “traditional view” that understood the indi-
vidual partners as the exclusive subjects to which the rights and duties concerning
the partnership could be attributed (see Zollner, FS Gernhuber 1993, pp. 563 et seq.;
the same author, in FS Kraft 1998, pp. 701 et seq.; Hueck, FS Zollner 1998, pp. 275
et seq.) displays conceptual weaknesses. If the obligations of the partnership are
viewed solely as the common obligations of the partners pursuant to § 427 BGB, the
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principle of joint ownership is contradicted. Pursuant to § 719 BGB, an individual
partner cannot alone pay out as joint obligor an asset that is part of the partnership
assets. This fact forces even the defenders of the traditional view to differentiate
between obligations of the partnership and obligations of the partners. Obligations
incurred for the “partnership” are thus “unitary obligations with dual effects” refer-
ring to the assets in joint ownership, on the one hand, and to the personal assets of
the partners on the other (see Hueck, FS Zéllner, p. 293; Z6llner, FS Gernhuber, p.
573). However, this blurs the boundary between obligation and liability, for an obli-
gation must always refer to a subject, not to the assets in an estate (Aderhold, The
Obligation Model of the Civil Law Partnership 1981, pp. 110 et seq.; Dauner-Lieb
cited supra, at 100 et seq.).

b) An important practical advantage that results from a civil law partnership
having an enduring legal capacity in dealings with third parties, as described
above, is that a change of partners will not affect the continued existence of con-
tracts with the partnership (see Senat, BGHZ 79, 374, 378 et seq.). Strict application
of the traditional view required that contracts with the “partnership” be newly
concluded or confirmed each time there was a change of partners. If the partner-
ship only presented an obligatory relationship to third parties, the obligations
existing with two different sets of partners would not be identical. However, there
is no logical reason why continuing contracts should be newly concluded upon
every change of partners; this would significantly impair the ability of the part-
nership to take part in commercial dealings. The traditional view also fails to pro-
vide a satisfactory explanation for why the partnership assets contributed by a new
partner must be used to answer for pre-existing debts of the partnership. The usual
explanation is that every new partner enters through a type of universal succession
“into all existing legal and contractual relationships” (Z6llner, FS Kraft, p. 715);
this is fundamentally inconsistent with the view of the partnership as a purely
contractual relationship among the partners (on this point also see Ulmer, AcP
198 [1998], 113, 142).

¢) The conception of the partnership presented in this opinion also more read-
ily accounts for a civil law partnership’s retention of legal identity when it is trans-
formed into or out of another organizational form. Ifa civil law partnership operates
a business, it will - by operation of law and without any formal notice - transform
into an entity identical to a commercial partnership (offene Handelsgesellschaft —
OHGQG) in structure and partnership attributes the moment it begins to need a busi-
ness operation whose type and size is that normally used by a merchant (§ 105(1) in
connection with § 1 HGB). Since the OHG as referred to above has the legal capacity
to acquire rights (see § 124(1) HGB), a consistent application of the traditional view
would mean that the property rights in the assets belonging to the partnership estate
would have to change upon transformation into an OHG. This would create difficult
problems in practice (see Reiff, ZIP 1999, 517, 518 et seq.) because the exact point
in time at which the need (for a “business operation whose type and size” is that
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of a merchant) appears in the civil law partnership, triggering its transformation
into an OHG, is almost impossible to discern. Another problem arises in connec-
tion with the new law on organizational transformations (5§ 190 et seq., 226 et seq.
Transformation Act / Umwandlungsgesetz - UmwG), which allows corporations
to transform into partnerships, including civil law partnerships, while preserving
their identity (see § 191(2)(1) UmwG). Such transformations can be understood eas-
ily under the view presented in this opinion, but if the traditional view allows such
explanation at all, it does so only with difficulty (on this point, see Wiedemann, ZGR
1996, 286, 289 et seq.; Miilbert, AcP 199 [1999], 38, 60 et seq.; Timm, NJW 1995, 3209
et seq.; Hueck, FS Zollner, p. 280 et seq.; Zollner, FS Claussen 1997, 423, 429 ff.).

d) Finally, the assumption that a civil law partnership has legal capacity is also
supported by the fact that the legislator has recently given such partnerships the
capacity to enter bankruptcy (§ 11(2)(1) Insolvency Code / Insolvenzordnung -
“InsO” and also § 1(1) GesO) and to be the legal owner of the bankruptcy estate.

3. Theletter of the law, in particular the wording of § 714 BGB, offers no argument
against the view here adopted. It is true that the provision of a power to represent
the partners, but not the “partnership,” does indicate that when this provision was
written, there was no self-evident understanding that the civil law partnership was
an entity capable of incurring obligations (Senat, BGHZ 142, 315, 319 f.). However,
when we understand that this provision was essentially carried unchanged into the
BGB from § 640(1) of the first draft, and that such first draft (printed in Mugdan II
CVI) did not yet recognize the joint ownership principle, the wording of the provi-
sion adds nothing to an understanding of the legal nature of the civil law partner-
ship. This Court thus need not decide whether the legislator at the turn of the century
viewed the nineteenth-century German scholarship on joint ownership as implicitly
attributing legal capacity to the civil law partnership (see Wertenbruch, cited supra,
at 34 et seq.). What is important is that there was no intention to exclude such view.

4. The recognition of the partnership’s legal capacity is not contradicted by §§ 21,
22 and 54 BGB, in which legal capacity apparently means the capability of the entity
to hold rights and incur obligations because of its own legal personality and thus
“for itself,” rather than for the aggregate of its joint owner partners. As is shown in
§ 14(2) BGB, the law assumes that partnerships may also have legal capacity. For
example, it is practically beyond argument that commercial partnerships (OHGs)
and limited partnerships (Kommanditgesellschaften — KGs) can hold rights and
incur obligations, and thus - albeit joint ownership communities — posseslegal cap-
acity without taking on the status of a legal person. Such understanding has been
consistently supported by our decisions (BGHZ 80, 129, 132; 117, 323, 326) regard-
ing the pre-incorporation entities of corporations.

I1. If the capacity of civil law partnerships to hold rights and incur obligations is
recognized, its capacity to sue and be sued in civil litigation pursuant to § 50 ZPO,
which is equivalent to legal capacity, cannot be denied.

[Text omitted]
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B.

The claim against the Partnership may be admitted. In particular, the Partnership
is capable of being the originator of a bill of exchange. The reasons that the High
Federal Court has given for the capacity of a civil law partnership to originate
cheques (BGHZ 136, 254, 257 et seq.) have the same weight in supporting its cap-
acity to originate a bill of exchange (also see Flume, General Part, cited supra, pp.
108 et seq.; Baumbach/Hefermehl, Wechselgesetz und Scheckgesetz, 21st ed. Einl.
WG no. 20a).

On this point, the decision of the Regional Court was correct with regard to its
judgment against the Partnership and Defendants 2 and 3. However, a reading of
that opinion reveals that true joint liability did not exist between the claims against
the Partnership, on the one hand, and those against Defendants 2 and 3 on the
other, even though the Partnership stands jointly liable with its partners (who are
all jointly and severally liable among themselves). In our opinion of September 27,
1999 (BGHZ 142, 315, 318 et seq.), we left the question of the legal ranking of liability
among partners open. At this time, as a consequence of the recognition that civil
law partnerships have limited legal capacity, we find that a partner is secondarily
(akzessorisch) liable for the obligations of the partnership. As far as a partner has
such personal liability for the obligations of the partnership (BGHZ 142, 315, 318),
the relevant amount of the partnership’s debt thus also determines the measure of
this personal liability. In this respect, the relationship between the liability of the
partnership and the partners thus corresponds to the legal treatment of secondary
(akzessorisch) liability in a commercial partnership (OHG) pursuant to §§ 128 et
seq. HGB. Here, it is not possible to directly apply §§ 420 et seq. BGB because no true
joint and several liability exists; we must however examine whether an analysis of
the various interests of the parties concerned could lead to the direct application of
§$ 420 et seq. BGB in individual cases (BGHZ 39, 319, 329; 44, 229, 233; 47, 376, 378
et seq.; 104, 76, 78). It would generally be fitting for the partnership - as the bearer of
primary liability - to employ the rules for joint and several liability mutatis mutan-
disagainst the partners. If, for example, the partners had individual defenses within
the meaning of § 425 BGB claims on their personal liability, it would be unfair if
they were able to raise such defenses also against the partnership.

C.

... Defendant 4 could be held liable on the Partnership’s bill of exchange under the
theory that he held himself out as a partner only if he reasonably gave the Plaintiff
the impression that he was himself a partner of the ARGE and thus a personally
liable partner (see BGHZ 17, 13, 15) ... In particular, it was not sufficient grounds
for such a conclusion that Defendant 4 appeared [as construction foreman] on the
letterhead used by the ARGE in its relations with the Plaintiff, who worked as a sub-
contractor for the ARGE.
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Meinhard v. Salmon et al.
Court of Appeals of New York
164 NE 545 (1928)

CARDOZO, C]

On April 10, 1902, Louisa M. Gerry leased to the defendant Walter J. Salmon the
premises known as the Hotel Bristol at the northwest corner of Forty-Second street
and Fifth avenue in the city of New York. The lease was for a term of 20 years, com-
mencing May 1, 1902, and ending April 30, 1922. The lessee undertook to change
the hotel building for use as shops and offices at a cost of $200,000. Alterations and
additions were to be accretions to the land.

Salmon, while in course of treaty with the lessor as to the execution of the lease,
was in course of treaty with Meinhard, the plaintiff, for the necessary funds. The
result was a joint venture with terms embodied in a writing. Meinhard was to pay to
Salmon half of the moneys requisite to reconstruct, alter, manage, and operate the
property. Salmon was to pay to Meinhard 40 percent of the net profits for the first
five years of the lease and 50 percent for the years thereafter. If there were losses,
each party was to bear them equally. Salmon, however, was to have sole power to
‘manage, lease, underlet and operate’ the building. There were to be certain pre-
emption rights for each in the contingency of death.

They were coadventures, subject to fiduciary duties akin to those of partners
... As to this we are all agreed. The heavier weight of duty rested, however, upon
Salmon. He was a coadventurer with Meinhard, but he was manager as well. During
the early years of the enterprise, the building, reconstructed, was operated at a loss.
If the relation had then ended, Meinhard as well as Salmon would have carried a
heavy burden. Later the profits became large with the result that for each of the
investors there came a rich return. For each the venture had its phases of fair wea-
ther and of foul. The two were in it jointly, for better or for worse.

When the lease was near its end, Elbridge T. Gerry had become the owner of
the reversion. He owned much other property in the neighborhood, one lot adjoin-
ing the Bristol building on Fifth avenue and four lots on Forty-Second street. He
had a plan to lease the entire tract for a long term to some one who would destroy
the buildings then existing and put up another in their place ... Then, in January,
1922, with less than four months of the lease to run, he approached the defend-
ant Salmon. The result was a new lease to the Midpoint Realty Company, which is
owned and controlled by Salmon, a lease covering the whole tract, and involving
a huge outlay. The term is to be 20 years, but successive covenants for renewal will
extend it to a maximum of 80 years at the will of either party. The existing buildings
may remain unchanged for seven years. They are then to be torn down, and a new
building to cost $3,000,000 is to be placed upon the site. The rental, which under the
Bristol lease was only $55,000, is to be from $350,000 to $475,000 for the properties
so combined. Salmon personally guaranteed the performance by the lessee of the
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covenants of the new lease until such time as the new building had been completed
and fully paid for.

The lease between Gerry and the Midpoint Realty Company was signed and
delivered on January 25, 1922. Salmon had not told Meinhard anything about
it. Whatever his motive may have been, he had kept the negotiations to himself.
Meinhard was not informed even of the bare existence of a project. The first that
he knew of it was in February, when the lease was an accomplished fact. He then
made demand on the defendants that the lease be held in trust as an asset of the
venture, making offer upon the trial to share the personal obligations incidental to
the guaranty. The demand was followed by refusal, and later by this suit. A referee
gave judgment for the plaintiff, limiting the plaintift’s interest in the lease, however,
to 25 percent. The limitation was on the theory that the plaintiff’s equity was to be
restricted to one-half of so much of the value of the lease as was contributed or rep-
resented by the occupation of the Bristol site. Upon cross-appeals to the Appellate
Division, the judgment was modified so as to enlarge the equitable interest to one-
half of the whole lease. With this enlargement of plaintiff’s interest, there went, of
course, a corresponding enlargement of his attendant obligations. The case is now
here on an appeal by the defendants.

Joint adventurers, like copartners, owe to one another, while the enterprise
continues, the duty of the finest loyalty. Many forms of conduct permissible in a
workaday world for those acting at arm’s length, are forbidden to those bound by
fiduciary ties. A trustee is held to something stricter than the morals of the market
place. Not honesty alone, but the punctilio of an honor the most sensitive, is then the
standard of behavior. As to this there has developed a tradition that is unbending
and inveterate. Uncompromising rigidity has been the attitude of courts of equity
when petitioned to undermine the rule of undivided loyalty by the ‘disintegrating
erosion’ of particular exceptions ...

The owner of the reversion, Mr. Gerry, had ... turned to the defendant Salmon
in possession of the Bristol, the keystone of the project ... To the eye of an observer,
Salmon held the lease as owner in his own right, for himself and no one else. In fact
he held it as a fiduciary, for himself and another, sharers in a common venture ...
The pre-emption privilege, or, better, the pre-emption opportunity, that was thus
an incident of the enterprise, Salmon appropriate [sic] to himself in secrecy and
silence ... The trouble about his conduct is that he excluded his coadventurer from
any chance to compete, from any chance to enjoy the opportunity for benefit that
had come to him alone by virtue of his agency. This chance, if nothing more, he was
under a duty to concede. The price of its denial is an extension of the trust at the
option and for the benefit of the one whom he excluded.

No answer is it to say that the chance would have been of little value even if sea-
sonably offered. Such a calculus of probabilities is beyond the science of the chan-
cery. Salmon, the real estate operator, might have been preferred to Meinhard, the
woolen merchant. On the other hand, Meinhard might have offered better terms,

or reinforced his offer by alliance with the wealth of others ... The very fact that
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Salmon was in control with exclusive powers of direction charged him the more
obviously with the duty of disclosure, since only through disclosure could oppor-
tunity be equalized ... He might steal a march on his comrade under cover of the
darkness, and then hold the captured ground. Loyalty and comradeship are not so
easily abjured.

Little profit will come from a dissection of the precedents. None precisely simi-
lar is cited in the briefs of counsel. What is similar in many, or so it seems to us, is
the animating principle. Authority is, of course, abundant that one partner may
not appropriate to his own use a renewal of a lease, though its term is to begin at
the expiration of the partnership ... The lease at hand with its many changes is not
strictly a renewal. Even so, the standard ofloyalty for those in trust relations is with-
out the fixed divisions of a graduated scale.

[Text omitted]

Equity refuses to confine within the bounds of classified transactions its precept
of aloyalty that is undivided and unselfish. Certain at least it is that a ‘man obtain-
ing his locus standi, and his opportunity for making such arrangements, by the pos-
ition he occupies as a partner, is bound by his obligation to his copartners in such
dealings not to separate his interest from theirs, but, if he acquires any benefit, to
communicate it to them.” ... Certain it is also that there may be no abuse of special
opportunities growing out of a special trust as manager or agent ...

[Text omitted]

We have no thought to hold that Salmon was guilty of a conscious purpose to
defraud. Very likely he assumed in all good faith that with the approaching end of
the venture he might ignore his coadventurer and take the extension for himself.
He had given to the enterprise time and labor as well as money. He had made it a
success. Meinhard, who had given money, but neither time nor labor, had already
been richly paid. There might seem to be something grasping in his insistence upon
more ... A different question would be here if there were lacking any nexus of rela-
tion between the business conducted by the manager and the opportunity brought
to him as an incident of management ... For this problem, as for most, there are
distinctions of degree. If Salmon had received from Gerry a proposition to lease a
building at a location far removed, he might have held for himself the privilege thus
acquired, or so we shall assume. Here the subject-matter of the new lease was an
extension and enlargement of the subject-matter of the old one. A managing coad-
venturer appropriating the benefit of such a lease without warning to his partner
might fairly expect to be reproached with conduct that was underhand, or lacking,
to say theleast, in reasonable candor, if the partner were to surprise him in the act of
signing the new instrument. Conduct subject to that reproach does not receive from
equity a healing benediction.

A question remains as to the form and extent of the equitable interest to be allot-
ted to the plaintiff. The trust as declared has been held to attach to the lease which
was in the name of the defendant corporation. We think it ought to attach at the

option of the defendant Salmon to the shares of stock which were owned by him or
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were under his control. The difference may be important if the lessee shall wish to
execute an assignment of the lease, as it ought to be free to do with the consent of the
lessor. On the other hand, an equal division of the shares might lead to other hard-
ships. It might take away from Salmon the power of control and management which
under the plan of the joint venture he was to have from first to last. The number of
shares to be allotted to the plaintiff should, therefore, be reduced to such an extent
as may be necessary to preserve to the defendant Salmon the expected measure of
dominion. To that end an extra share should be added to his half.
[Text omitted)

W.J. (Plaintiff) v. S. Sch. (Defendant)

High Federal Court, 2nd Civil Division

March 17, 1966; BGHZ 45, 204

[Unofficial, partial translation]

In 1957, the Defendant established a limited partnership together with Mrs. E, who
was a destitute, untrained fabric cutter and whose husband had filed a declaration of
bankruptcy. The Defendant sought a way to profitably invest his money. He could not
directly conduct commercial activity because of his position as a school principal, so
he became alimited partner with a capital contribution of DM 10,000. Mrs. E became
the general partner. She gave her labor as her contribution to the partnership, and her
husband was to work for the partnership as a knitter. The partnership leased a textile
production facility and purchased the necessary machinery. The Defendant imme-
diately paid in his contribution and made other, sizeable contributions to the part-
nership; indeed, before the collapse of the partnership in 1960, he made at least DM
83,000 in capital contributions. In addition, he purchased a plot of land for DM 5,000
on which he constructed a building for the partnership’s operations.

The Plaintiff began providing the partnership with yarn in May or June of
1958. In July 1958, the Plaintiff and the partnership had discussions, in which the
Defendant participated, regarding credit. In connection with such discussions, the
Plaintiff granted the partnership a credit of up to DM 5,000.

The Plaintiff commenced the underlying action to collect the DM 5,032.76 plus
interest that the partnership still owes the Plaintiff. The Plaintiff asserts that the
Defendant may not take recourse to the limit defined by his capital contribution
because he only used the partnership to conduct his own business and Mrs. E. is
destitute. The Plaintiff also alleges that the Defendant more than once offered to
guarantee the debts of the partnership.

The trial court found for the Plaintiff.

The appeals court reversed.

Reasons for the decision

I. The conclusion of the appeals court is correct that a limited partner will not be sub-
jected to unlimited liability in all cases when, from an economic point of view, he is

the sole owner of the commercial partnership and the general partner is destitute.
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1. The provisions of law that apply optionally or in default to partnerships and
silent partnerships generally provide that management power is internally and dir-
ectlylinked to unlimited liability. That is manifest in the various kinds of company
structures that the law gives to commercial partnerships (Handelsgesellschaften),
limited partnerships (Kommanditgesellschaften) and silent partnerships (stille
Gesellschaften). The nature of these legal rules do not, however, support the conclu-
sion that they present a mandatory, fundamental principle of commercial law that
is present in these company forms despite the fact that a different arrangement of
managerial power may be achieved through the partnership agreement ... Thelink
between managerial power and liability displayed in the optional and default pro-
visions of law for the types of partnerships referred to above cannot alone support
a conclusion that a limited partner who holds the managerial powers of a general
partner pursuant to the partnership agreement must be liable without limit ... It
is evident from the text of the law that the relevant provisions are not mandatory;
therefore, they do not present a mandatory principle of law that would also have to
apply to every contractual arrangement that sought a different company structure.
The models provided for by law for the forms of partnership referred to above leave
the parties a good measure of room for free discretion, and allow the partnership
agreement to eliminate — to a greater or lesser extent — the optional, underlying
link between managerial authority and liability. If another intention was present
in the law, the law should have made the provisions regarding managerial power
and liability mandatory, as it did in the case of close corporations (Gesellschaften
mit beschrinkter Haftung) and to a greater degree in the case of stock corporations
(Aktiengesellschaften). It certainly may not be assumed that the law expresses an
intention to, on the one hand, allow the management structure of partnerships
and silent partnerships to be freely set by contract and, on the other hand, fix a
degree of liability that applies irrespective of the company structure selected. That
would lead to an undesirable amount of legal uncertainty given the great num-
ber of possible structures that could be created from mixing the company types
provided. One could never say with certainty how liability would apply to a given
partnership type in an individual case; in particular, the allegedly mandatory fun-
damental principal of commercial law thatlinks management authority to liability
would have to be applied to a partner in a general commercial partnership who was
excluded from managerial or representative powers and was limited to something
like the supervisory rights provided by law for a limited partner ...

2. Nor can support for the opposing position be found in an assertion that our
conclusion could lead to the undesirable or even impermissible result of a commer-
cial partnership being operated with complete limited liability. In this regard, the
development of the law over the last 50 to 60 years has taught us that our legal sys-
tem can no longer do without the possibility of managing a commercial partnership
by one or more natural persons with limited liability. One need only think of closed
corporations with a single shareholder or limited partnerships in which the general

partner is a corporation.
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3. Finally, in this regard, it will be argued that there is an abuse of the legal form
of the limited partnership when a person is a limited partner but in reality runs the
business and presents a destitute person as the general partner; thus, such a limited
partner must certainly be liable without limit regardless of the registration [as a
limited partner] ... This position can, however, not be so simply accepted.

There can simply be no question of an abuse of the law in this case because the
limited partner is availing himself of a structural combination that the law itself
makes available. An essential characteristic of an abuse of the law is that such abuse
remains within the formal framework or possibilities offered by the law. However,
an abuse of the law by abusive employment of a legally provided form is present only
when the use in question pursues goals and purposes that are not intended for the
relevant form, or when the use produces the effect of misleading persons who gen-
erally come into commercial contact with the business or specific persons. In a case
like the one at hand, it may not be generally asserted that the prerequisites for a find-
ing of an abuse of the legal form of a limited partnership are present. As already
discussed, no legally grounded objection may be raised when the actual owner of a
business takes recourse in this way to the possibility of creating a limitation of liabil-
ity with respect to the debts of the business. Also, contrary to the position held by
Weipert, no violation may be concluded from the fact that the actual owner of the
business does not make his limited liability publicly known through the choice of a
corresponding business form. Current law contains no principle attributing such a
duty; rather, a partner fulfills his legal obligation of disclosure to the public when he
declares whether his liability for the debts of the business is unlimited or limited, and
in this case, the extent of the liability. Moreover, there is also no ground to forbid the
use of the form of limited liability in this case because it generally creates or could
create deceit on good faith in commercial dealings. It creates no such deceit. The true
situation, in particular, the degree of liability of individual partners, was in this case
accurately disclosed. Thus, in similar company structures, the question whether the
legitimate interests of third parties have been adversely affected will be answered
on the basis of the facts of an individual case, depending on whether the occurrence
of specific circumstances have given third parties a false impression or misleading
representation of the degree of liability or the assets of the general partner.

Thus, it can be held that the Defendant may not be found to be liable without
limit for the obligations of the partnership simply because, in the opinion of the
trial court, he was the sole economic owner of the commercial partnership and set
up a destitute person as the general partner.

IL. The trial court was of the opinion that this case presents special circumstances
justifying a finding that the Defendant abused the legal form of the limited partner-
ship and should thus be prevented from invoking a limitation of liability against the
Plaintiff. The court finds such special circumstances in the fact that, in the context
of the negotiations in 1958, the Defendant made reference to his good credit stand-
ing and his position as a school principal, as well as to his good name and reputa-

tion, and presented himself as the real owner of the partnership, thereby inducing
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the Plaintiff to increase the amount of the credit granted. In reaching this conclu-
sion, the trial court left the question open whether such representations could be
understood to constitute a contract of guaranty or suretyship.

The trial court’s reasoning in this regard is incorrect. It is to be assumed that
the Plaintiff was aware of the essential aspects of the limited partnership structure.
(Omission).

It is irrelevant whether the Plaintiff knew that the Defendant had ultimate man-
agement authority in the partnership. It is not essential for a creditor of a part-
nership to know the nature of the internal restraints to which a general partner is
subject; the important thing for the creditor is to know who is liable for the partner-
ship’s debts and the extent of such liability. Regardless of the foregoing, in light of
the optional nature of § 164 Commercial Code and the great variety of legal forms
that are created by contract in contemporary business practice, a creditor of the
partnership must assume that the general partner will be subject to some form of
internal restraint from the limited partners.

Thus the Plaintiff did not suffer from any form of misrepresentation or decep-
tion regarding the essential facts at the time of making a decision to grant credit
to the limited partnership. Under the circumstances, the Plaintiff should have
made provision to receive an appropriate amount of security for the credit. If the
representations that the trial court found the Defendant to have made were mere
general, factual statements without any legally binding effect, this would be to the
Plaintiff’s detriment. The Plaintiff could not then assert the position that it assumed
the Defendant intended to be liable to the Plaintiff without limit as actual owner of
the business.

II1. Whether the Plaintiff may collect from the Defendant thus